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Instructions for Reviewers 
December 2003 

 

 

This guide is being distributed for your review and comment.  It was written by SBSE Compliance, 

Examination Specialization and Technical Guidance, and members of ten state housing agencies as 

representatives from the National Council of State Housing Agencies.  The guide has been reviewed 

by all the state agencies and includes their feedback.  The guide is a draft and may not be cited as 

authority.  

 

The following chapters/topics have not been included with the text.  They are under development 

and will be released at a latter date. 

 

 Chapter 12, Unit Vacancy Rule 

 Chapter 15, Nonqualified Full-Time Students 

 Chapter 17, Owner Did Not Properly Calculate Utility Allowance  

 Chapter 22, Miscellaneous Noncompliance Topics, Casualty Losses  

 

To help facilitate consideration of your comments, please keep the following guidelines in mind. 

 

  Clearly identify the subject of your comments (Chapter, page, etc.) 

 In addition to the topics noted above, there are additional sections “under development” and any 

comments, suggestions, examples, etc., are welcome.   

 If you a have a specific scenario you would like to see included as an example, please write out 

the example and include a suggested solution.  

 One set of comments per organization please.  If there are differing opinions – just include them 

all in a single document. 

 Please identify a contact person, with telephone number and/or e-mail address 

 

 

Comments should be sent to the IRS by March 31, 2004.  Address comments to: 

 

Internal Revenue Service 

Attn: Grace Robertson, C9-466 

5000 Ellin Road 

Lanham, MD  20706 

 

FAX: (202) 283-2516 

 

E-Mail: Grace.F.Robertson@irs.gov 

 

 

Once comments have been received and reviewed, the guide will be completed and distributed as a 

finalized document.  Form 8823, Low-Income Housing Credit Agencies Report of Noncompliance 

or Building Dispositions, will be updated to be consistent with the guide. 

 

If you have any questions in advance of submitting your comments, please contact Grace Robertson.  

 

mailto:Grace.F.Robertson@irs.gov
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Chapter 1 

 Introduction  

 

 

Background 

 

State and local housing agencies (herein referred to as state agencies) are responsible for monitoring low-

income housing credit (LIHC) properties for compliance with the requirements of IRC §42; e.g., health 

and safety standards, rent ceilings and income limits, tenant qualification, and recordkeeping.   State 

agencies perform desk audits, inspect housing, and review tenant files.  When noncompliance is identified 

or there has been a property disposition, the state agencies are required to notify the IRS using Form 

8823, Low-Income Housing Credit Agencies Report of Noncompliance or Building Disposition.   

Seventeen categories of noncompliance are included on the form.   

 

Briefly, a state agency performs a desk audit, conducts a site visit, or reviews the owner’s tenant files and 

provides the owner with a summary report of its findings.  If the report indicates noncompliance, the 

owner is expected to respond to the state agency within a maximum of 90 days to provide clarification or 

document that issues of noncompliance have been addressed.  Then the state agency determines whether 

the owner clarified that they were always in compliance, has corrected the noncompliance, or remains out 

of compliance.  If the state agency determines that either the owner remedied the issue of noncompliance 

or remains out of compliance, then a Form 8823 must be filed with the Internal Revenue Service.  If the 

state agency reports that the owner is out of compliance, the IRS sends a notification letter to the owner 

identifying the type of noncompliance reported on Form 8823 with instructions to contact the state agency 

to resolve the issue.  Once the issue is resolved, a “back in compliance” Form 8823 should be filed.  See 

Exhibit 1 at the end of this chapter for a complete description of the process, including a process map.  

  

Forms 8823 are routinely analyzed by the IRS.  Based on categories of noncompliance, and without 

regard to subsequent “back in compliance” Forms 8823, taxpayers are identified for further consideration 

of audit potential.  The taxpayer’s returns and all Forms 8823 filed for the property are pulled from files 

and evaluated.  If it is determined that an audit is warranted, the complete file is sent to the appropriate 

field office.   The taxpayer is then notified that an audit has been scheduled.  It should be noted that this is 

not the only method for selecting tax returns on which the low-income housing credit has been claimed, 

and, at the examiner’s discretion, the audit may be expanded to include additional issues or tax returns.   

 

 

Purpose of Guide 

 

The fundamental purpose of this guide is to provide standardized operational definitions for the 

noncompliance categories listed on Form 8823.   It is important that noncompliance is consistently 

identified and categorized from state to state.  Resulting benefits include: 

 

 Consistent interpretation and application of Section 42 requirements among states; 

 Consistent reporting of significant noncompliance to the IRS; and   

 Enhanced program administration by the IRS; i.e., timely processing of the forms and identification 

of appropriate follow-up actions by the IRS.   
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Content of Guide 

 

The guide includes instructions for completing Form 8823, and guidance for determining noncompliance 

and reporting property dispositions.  The noncompliance categories listed on Form 8823 are addressed in 

separate chapters.  Generally (as applicable) each chapter includes the following sections.   

 

Definition - Brief descriptions are provided to explain the basic compliance issue being addressed.  The 

intent is to sufficiently define the category of noncompliance so that state agencies can uniformly select 

the same category for the same issues.    

 

In Compliance - Descriptions and examples are used to illustrate fundamental compliance with IRC §42 

and its regulations. 

 

Clarification of Noncompliance - If an agency notifies an owner that an issue of noncompliance has been 

identified, the owner may be able to provide clarification or evidence that the potential violation does not 

exist. If documented to the agency’s satisfaction, it is not necessary to report the incident to the IRS; i.e., 

the owner has clarified that they were and continue to be in compliance.  

 

Out of Compliance - Descriptions and examples are used to illustrate common noncompliance issues. 

 

Back in Compliance - This section includes explanations and examples illustrating how noncompliance 

can be corrected.  Treas. Reg. §1.42-5(e)(4) allows a corrective action period, not to exceed 90 days, for 

the owner to remedy the noncompliance.  The state agency can extend this period up to six months if 

there is good cause.  Suggested correction periods are noted in the discussions.   

 

References - References generally are included at the end of each chapter, but may also be identified in 

footnotes. 

 

 
Reference 

 

Treas. Reg. §1.42-5 
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Exhibit 1-1 

Reports of Noncompliance (Form 8823) 

Process Map Explanations 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

Step One: The state agency performs a desk audit, conducts a site visit, or reviews the owner’s tenant 

files. 

 

Step Two: The state agency prepares and provides the owner with a summary report describing issues of 

noncompliance.  The letter may also identify administrative or technical issues, recommend changes to 

improve future management of the property, or suggest corrective actions to remedy noted noncompliance 

issues. 

 

Step Three: The owner must respond to the state agency within a maximum of 90 days.  The owner’s 

response may provide clarifications and document that corrective actions have been implemented; i.e., 

how the noncompliance issues have been addressed. 

 

Owner/Taxpayer

State Agency

Philadelphia Service Center

Examination

In Compliance

Out of compliance

Back In Compliance

End

Back In Compliance

Step 1 Step 2

Step 3

Step 4 Step 5

Step 6

Step 7End

Step 8

Step 9

Step 10 Step 11

Step 12

(End)

End

End
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Step Four: When the owner’s response is received, the state agency determines whether the owner 

provided: 

 

(1) clarification establishing that the owner was always in compliance (in which case there is no further 

action required),  

(2) documentation that issue(s) of noncompliance have been remedied (back in compliance), or  

(3) the issue(s) of noncompliance have not been remedied (out of compliance).  

 

Step Five: If the agency determines that either the owner remedied the issue of noncompliance or remains 

out of compliance, then a Form 8823 must be filed with the Internal Revenue Service at the Philadelphia 

Campus.  Concurrently, the state agency may send a copy of the Form 8823 directly to IRS Headquarters  

 

Step Six: The state agency sends the owner a copy of the Form 8823. 

 

Step Seven: Upon receipt of the Form 8823 at the Philadelphia Campus  (PSC), the “back in compliance” 

Forms 8823 are processed without contacting the owner/taxpayer.  The “out of compliance” Forms 8823 

are assigned to technicians to prepare owner/taxpayer notification letters.  The letters are specific to the 

type of noncompliance identified on Form 8823.  

  

Step Eight: The owner/taxpayer receives the notification letter.  The letter instructs the owner/taxpayer to 

contact the state agency to resolve the issue (Step Four).   Once the issue is resolved, a “back in 

compliance” Form 8823 should be filed.  The state agency is required to file a “back in compliance” Form 

8823 if the noncompliance is remedied within three years.  (Note: some issues of noncompliance cannot 

be remedied.) 

 

Step Nine: Simultaneous to notifying the owner/ taxpayer, the PSC processes the Forms 8823 and 

transcribes the information into a database. 

 

Step Ten: The database is routinely analyzed.  Based on categories of noncompliance, and without regard 

to subsequent “back in compliance” Forms 8823, taxpayers are identified for further consideration of 

audit potential.  The taxpayer’s three latest filed returns and all Form(s) 8823 filed for the property are 

pulled from files.  The returns and Form(s) 8823 are evaluated.  

 

Step Eleven: If it is determined that an audit is warranted, the case file is sent to the appropriate field 

office for examination.  

 

Step Twelve: The owner/taxpayer is notified that an audit has been scheduled.  
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Exhibit 1-2 

Form 8823 and Instructions 

 

 

 

 

When the guide is completed and corresponding changes to Form 8823 have been made, a copy will be 

included as reference.  For purposes of reviewing the draft, it is not necessary to include Form 8823.  
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Exhibit 1-3 

IRS Noncompliance Notification Letter 

Letter 3464 (SC/CG) 5-2001 

 

 

 

DEPARTMENT OF THE TREASURY                                    INTERNAL REVENUE SERVICE 

P.O. Box 331, Drop Point 8235 

Bensalem, PA  19020                                  Person to Contact: 

Attn:  LIHC, DP 8235                        Employee I.D. Number: 

                              Fax Number: 

Date:       

                          Owner TIN:    

                          Building Identification Number: 

                          Reference:   

                          Year: 

        

 

Dear [Name]  

 

The state housing credit agency referenced above has reported, on Form 8823, Low Income Housing 

Credit Agencies Report of Noncompliance or Building Disposition, that you are not in compliance with 

Internal Revenue Code Section 42 requirements and regulations for the Building Identification Number 

(BIN) shown above.  (If multiple BINs are referenced, please see the list at the end of this letter.)   

 

The noncompliance issues are: 

 

1. ___________________________________________________________________________ 

___________________________________________________________________________ 

 

2. ___________________________________________________________________________ 

___________________________________________________________________________ 

 

3. ___________________________________________________________________________

___________________________________________________________________________ 

 

4. ___________________________________________________________________________

___________________________________________________________________________ 

 

Therefore, you should not include the non-qualified units when calculating the credit for the year shown 

above.  Additionally, Sections 42(j)(1) and (2) require that prior credits you claimed are subject to 

recapture to the extent that any accelerated credit is attributable to the units, plus interest.   

 

If you are subject to recapture, you must use Form 8611, Recapture of Low Income Housing Credit.  If 

you filed this form with your tax return and have not claimed any credit for the year, no further action 

may be necessary.   If you have not, please amend your return to include the recapture, and remove the 

credit claimed for the year of disposition.  Flow-through entities should advise distributive share 

recipients of applicable credit and recapture requirements. 

 

IRS receipt of Forms 8823 can increase the potential for audit of the reported projects.  Therefore, IRS 

may conduct review and audit activity subsequent to this letter.  
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If you have questions, you may call the IRS contact listed above between the hours of 9 a.m. and 3 p.m. 

Eastern Time.   

 

Although this employee may be able to help you, it is your responsibility to resolve all noncompliance 

issues with the appropriate state housing credit agency.  Therefore, if you have questions regarding the 

issue(s) cited, please contact the referenced state agency. 

 

 

 

       Sincerely, 

 

 

 

      

 

 

Additional Properties 

 

    BIN         Noncompliance Date 
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Chapter 2 

Instructions for Completing Form 8823 

 

 

Overview 

 

State agencies use Form 8823 to notify the IRS of noncompliance with the requirements of IRC §42 or 

building dispositions.  Form 8823 should be used to report noncompliance after Form 8609, Low Income 

Housing Credit Allocation Certification, has been signed and issued to the owner/taxpayer.   

 

Generally, Forms 8823 should be sent to the IRS at the Philadelphia Low-Income Housing Credit 

Compliance Unit.  However, there may be instances where a Form 8823 is issued to an owner prior to the 

issuance of Form 8609 by the state agency.  For such cases, Form 8823 should be directed to the IRS 

National Office analyst responsible for the Low-Income Housing Credit program.   

 

Correction Period 

 

The correction period is the period of time during which the owner of an LIHC property must correct any 

noncompliance identified by the state agency.   Generally, the correction period may not exceed 90 days 

from the date of owner notification.  However, the correction period can be extended for up to a total of 6 

months if there is a good cause for granting the extension.   

 

Form 8823 must be filed with the IRS within 45 days following the end of the correction period, whether 

or not the noncompliance has been corrected. 

 

This chapter includes instructions for completing Form 8823.     

 

 

Guidelines 

 

1. Select all applicable categories of noncompliance.  

 

Example 1: The state agency determined that 1 out of 10 low-income units in a building had been 

rented to a household with incomes that clearly did not meet the income eligibility 

restrictions.   Category 10a should be selected.  

 

Example 2: The state agency determined that 1 out of 10 low-income units in a building had been 

rented to a household with incomes that clearly did not meet the income eligibility 

restrictions.   The documentation for another unit was incomplete and it was not possible 

to determine whether the tenant qualified.  Both categories 10a and 10m should be 

selected.  

 

Example 3: The state agency determined that 7 out of 10 low-income units were rented to households 

with incomes that clearly did not meet the income eligibility restrictions.  As a result, the 

taxpayer/owner did not meet the 40/60 minimum set-asides for that year.  Category 10a, 

Household income above income limit upon initial occupancy, and Category 10f, Project 

failed to minimum set-aside requirement, should be selected.     

 

2. A separate Form 8823 should be filed for each BIN.  However, the IRS will accept one form with a 

listing of all BINs if multiple forms would be exact duplicates other than the BIN.  Note: if the 

information for line 6a through 6d differs, it will be necessary to file separate forms.  
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3. When filing a “back in compliance” Form 8823, all the instances of noncompliance for a specific 

category should be remedied before the building is considered “back in compliance”.  For example, if 

four units are cited for a pattern of minor health violations, all four units must be repaired before the 

building is considered back in compliance for that issue. 

 

4. Generally, all issues should be resolved before filing a “back in compliance” Form 8823.  Be sure to 

mark the “noncompliance corrected” boxes for each of the resolved issues.  If more than one 

“noncompliance corrected” box is marked, enter the date of the most recent correction on line 8 of 

Form 8823. 

 

However, if significant delays of more than 90 days can be anticipated for specific issues, do not wait 

until all noncompliance issues have been resolved before filing the form to show that noncompliance 

has been partially corrected.  In these cases, state agencies should report corrected noncompliance on 

an issue basis to facilitate timely updating of IRS records.  For example, a Form 8823 may be filed 

with three noncompliance items noted.  Two may be easily correctable, while the third may take a 

year to remedy.  A Form 8823 noting the correction of the first two items should be filed as soon as 

possible, even though the third remains outstanding.  The correction date should be the date that the 

last issue was corrected for all issues listed as “noncompliance corrected” on Form 8823.   

 

5. Should it become necessary to amend a Form 8823, “AMENDED” should be written in red ink above 

the form title.  An amended Form 8823 should be filed with the IRS only if it is necessary to correct 

an error on a Form 8823 that was previously filed with the Service.  For example, the wrong category 

is selected or an address is incorrect.   

 

6. Attachments to the Form 8823 should be concise.  Please do not use canned or repetitive statements.  

Identify the unit number, the date out of compliance and the date corrected, and summarize the 

problems with a brief description.  Copies of reports and notification letters describing the 

noncompliance, electronic pictures, and newspaper articles are helpful.    

 

Concisely describe the content of any additional information you may have on record; e.g., health 

inspection reports, photographs, written statements from tenants, etc.   Do not send photocopies of 

pictures; they are not useful.    

 

State agencies should also include explanations when they suspect owners, managing agents, or other 

parties may have misrepresented factual information such as falsifying income verifications or 

altering tenant files.   

 

7. Unless otherwise noted elsewhere, agencies should report all noncompliance that is outstanding at the 

time of the review or inspection.  Noncompliance issues identified and corrected by the owner prior to 

notification of an upcoming compliance review by the state agency need not be reported; i.e., the 

owner has demonstrated due diligence by addressing noncompliance issues independently.  

 

8.   There is no “noncompliance corrected” block available for category 10j.  Should the state agency 

decide to reinstate the property, the state agency should contact the IRS National Office analyst 

responsible for the Low-Income Housing Credit program. 
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Line-By-Line Instructions 

 

Line 

Number 

Description 

1 Building Information: Ensure that you have identified the complete building (or 

project) name and address, including ZIP code. 

2 Owner Information: Remember to check the box if the owner's name is different 

than the owner shown on Form 8609.   It is necessary to report the change only 

once; i.e., you do not need to keep identifying the change on all subsequent 

Forms 8823.  If, however, there is another change in ownership, the box should 

again be checked.  It is not necessary to report address changes for the same 

owner.  Note: if the owner is different, this may indicate that a disposition has 

occurred and should be reported.  Ensure that you have the owner’s correct 

name, address and ZIP code. 

3 BIN: Ensure that you have the correct building identification number.  It should 

consist of the two letter State abbreviation, two-digit year and five-digit number 

assigned. 

4 

 

EIN: Ensure you have the correct identification number for the owner and check 

the box SSN for individual taxpayers (xxx-xx-xxxx) or EIN for business entities 

(xx-xxxxxxx) such as corporations and partnerships.  

5 

 

Number of buildings in the project: Enter the number of buildings that house 

residential living units and are included in the project.  Use the number of Forms 

8609 issued to the taxpayer for the project, without regard to the owner’s 

election on Form 8609 (line 8b).  Do not include recreational facilities or other 

amenities. 

6 a.  Number of residential units in the building:  Enter the total number of both   

LIHC units and all other residential units.  Do not include managers’ units.  

See Rev. Rul. 92-61
1
, 1992-2 C.B. 7, for buildings placed in service or for 

which tax-exempt bonds were issued prior to September 9, 1992.                  

b. Number of low-income units in the building.  

c. Number of residential units with noncompliance problems: Count each unit for 

which noncompliance is being identified in this report; do not include 

previously reported, but still outstanding, noncompliance.  Count each unit 

only once, even if there are multiple compliance problems. 

d. Indicate the total number of units reviewed in this building for which the Form 

8823 is being filed.  Count each unit being reviewed once, even if you 

reviewed the same unit both for annual certification and simultaneously 

performed an on-site review. 

 

                                                
1 The Internal Revenue Service will not apply this revenue ruling to any building placed in service prior to September 9, 1992, or 

to any building receiving an allocation of credit prior to September 9, 1992, unless the owner files or has filed a return that is 

consistent with this ruling.  Similarly, the Service will not apply this revenue ruling to any building described in section 

42(h)(4)(B) of the Code with respect to which bonds were issued prior to September 9, 1992, unless the owner files or has filed a 

return that is consistent with this ruling. 
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7 

 

Date building ceased to comply: Enter the date that the building ceased to 

comply with the low-income housing credit requirements.  If there are multiple 

noncompliance issues, enter the date for the earliest discovered issue.  Do not 

complete this item to indicate the date a building was disposed of. 

 

8 

 

Date noncompliance corrected: If entering a corrected date, make sure the 

appropriate "noncompliance corrected” block in 10a through 10q is checked.  If 

there are multiple categories, the date the last issue was resolved should be 

entered.  (Note: there is no “noncompliance corrected” block for category 10j.) 

9 

 

Correction of previously reported noncompliance: Check this box if the sole 

reason for filing the form is to indicate that previously reported noncompliance 

problems have been corrected. 

10a-p Noncompliance categories: Select the category that best describes the issue being 

reported.  Be sure to check the correct box for either “out of compliance” or 

“noncompliance corrected” as applicable.  

10q This category is used only for those issues that do not fit into the categories 

specified in 10a through10p.  Be sure to attach an explanation.   

11 Additional Information: Extensive detail is not necessary, but a summary is 

desirable to indicate the nature and extent of the noncompliance, and attempts to 

resolve the noncompliance before filing the Form 8823 with the IRS.  

12 a. Ensure that the type of disposition is identified (sale, foreclosure, etc.)       

b. New owner’s name and address: Ensure that you have the owner’s correct 

name, address and ZIP code. 

c. Date of disposition:  The date the ownership actually transferred should be 

used.  If the exact date is unknown, enter the best approximation. 

d. New owner’s EIN: Ensure you have the correct identification number for the 

owner and check the box SSN for individual taxpayers (xxx-xx-xxxx) or EIN 

for business entities (xx-xxxxxxx) such as corporations and partnerships. 

13 

 

State Housing Agency EIN:  This is the state agency’s employer identification 

number.  Should be in xx-xxxxxxx format.   

14 

 

Contact Person: Identify the person the IRS should call if there are any questions 

and include that person’s telephone number. 

 Signature of authorizing official:  The authorizing official is a state agency 

official who is authorized by the state agency to sign such documents. The 

person need not be an executive, but may be a lower level employee within the 

state agency organization. 
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Chapter 3 

Guidance for Determining Noncompliance 

 

 

Overview 

 

State agencies are responsible for determining whether owners/taxpayers are compliant with the 

requirements of IRC §42 and its regulations.  Professional judgment should be used to identify significant 

noncompliance issues, establish the scope and depth of the project/building audit, and apply the law and 

regulations to the facts and circumstances of the case in a fair and impartial manner.  This chapter 

includes guidelines to assist the state agencies meet these responsibilities. 

 

 

Review/Inspection of Tenant Files - Current Noncompliance Issues   

 

Under Treas. Reg. §1.42-5(a), state agencies are required to report any noncompliance of which the 

agency becomes aware.  The following guidelines are recommended to focus attention on current issues 

of noncompliance that can be addressed during the audit of the taxpayer’s tax return.  Tax returns are 

subject to a three-year statute of limitation from the date the return is required to be filed, or from the 

actual filing date if later.  

 

First Year Lease-Up 

 

Treas. Reg. 1.42-5(c)(2)(ii)(A) requires state agencies to conduct on-site inspections of all buildings in the 

project, and for at least 20 percent of the low-income units, inspect the units, and review the certifications, 

the documentation supporting the certifications, and the rent records for the tenants in those units, by the 

end of the second calendar year following the year the last building is placed in service.  It is 

recommended that the first review of the LIHC project be conducted within the first 180 days after the 

end of the first tax year of the credit period.  Under specific circumstances (see Chapter 13), previously 

allocated credits can be reclaimed and returned to the state’s credit ceiling if necessary.   Timely review 

of the initial lease-up provides owners an opportunity to correct problems early in the compliance period.   

 

Subsequent Year Reviews 

 

Treas. Reg. §1.42-5(c)(2)(ii)(B) requires that, at least once every 3 years, state agencies conduct on-site 

inspections of all buildings in the project and, for at least 20 percent of the project’s low-income units, 

inspect the units and review the certifications, documentation supporting the certifications, and the rent 

records for all the tenants living in the units.  It is recommended that the inspections/reviews focus on 

tenant files for the prior two years and current tenants.  It is not necessary to revisit the first year initial 

lease-up.    

 

Example 1:  A LIHC project was place in service and the first year of the credit period was 1999.  The 

state agency inspected the property and reviewed tenant certification in May 2000; no 

noncompliance issues were identified.   The next inspection and review are conducted in 

April 2003; the review is limited to tenant files for 2001, 2002 and 2003. 

   

 

Determining the Scope - Large, Unusual and Questionable Items (Materiality) 

 

Large, unusual, or questionable items (LUQ’s) may affect the scope of an audit.  Some factors to consider 

when determining the materiality of items include: 
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1. Comparative nature of the issue – two of one hundred of a building’s rental units out of compliance 

for a month is not as important as a project failing the 40/60 minimum set-aside rule.  

 

2. Absolute nature of the issue – major violations of health and safety codes should be investigated 

thoroughly whether one or one hundred units are impacted. 

 

3. Inherent nature of the issue – a permanent change in the eligible basis of the property is more 

significant than two units that are not available for rent for two months because of damage caused by 

a storm.  For example, a permanent change might be the destruction of a unit that is not rebuilt; units 

unavailable for two months represent a temporary change that may be remedied under the provision 

for casualty losses.   

 

4. Evidence of intent to mislead – this may include missing, misleading or incomplete documentation.  

 

5. Extenuating circumstances – the issue cited is very temporary or in the process of being fixed at the 

time of inspection.   

 

 

Determining the Depth - Issue Development 

 

Depth is the extent to which an issue is developed.  It demonstrates the degree of intensity and 

thoroughness applied to make a determination.   State agencies must use judgment to determine the depth 

required to satisfactorily develop an issue of noncompliance.  The following factors should be considered: 

 

1. The type and reliability of evidence available or expected, 

2. Complexity of the issue, and 

3. Techniques used 

 

It is important to obtain sufficient evidence for evaluating the owner/taxpayer’s compliance with IRC §42 

requirements.  Determining the proper amount of evidence to accumulate is a judgmental decision.  

Factors to consider include the risk that the owner may have made errors that are individually or 

collectively material and the risk that audit tests will fail to uncover material errors. 

 

 

Expanding the Sample Number of LIHC Units Inspected/Files Reviewed 

 

In the event that egregious noncompliance is identified, state agencies should consider expanding the 

number of units inspected/files reviewed beyond the 20 percent required under Treas. Reg. 1.42-

5(c)(2)(ii).  Circumstances warranting consideration of expanding the sample of LIHC units reviewed 

include (but are not limited to): 

 

 Poor internal controls (significant risk of error) 

 Multiple problems 

 Significant number of nonqualified units 

 Significant number of households are not income-qualified 

 Credible information from a reliable source 
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Consideration of Taxpayer Due Diligence  

 

For most taxpayers, voluntary compliance consists of preparing an accurate return, filing it timely, and 

paying any taxes due.  Compliant behavior can be demonstrated when a LIHC property owner exercises 

ordinary business care and prudence in fulfilling its obligations.  Due diligence can be demonstrated in 

many ways, including (but not limited to) establishing strong internal controls (policies and procedures) 

to identify, measure, and safeguard business operations and avoid material misstatements of property 

compliance or financial information.  Internal controls include: 

   
1. Separation of duties, 

2. Adequate supervision of employees, 

3. Management oversight and review (internal audits), 

4. Third party verifications of tenant income, 

5. Independent audits, and   

6. Timely recordkeeping. 

 

 

Evidence 

 

State agencies gather information to determine the owner/taxpayer’s compliance with IRC §42.  This 

determination must be made on the basis of all available facts, including facts supporting the owner’s 

position.  Evidence is something that tends to prove a fact or point in question.   

 

Taxpayers/owners have the right to expect that the information they provide will be safeguarded and used 

only in accordance with the law.  To promote and maintain owners’ confidence in the privacy, 

confidentiality, and security protections provided by the state and IRS, the following principles should be 

followed. 

 
1. No information will be collected or used (with respect to owners/taxpayers) that is not necessary and 

relevant for tax administration and other legally mandated or authorized purposes. 

 

2. Information will be collected, to the greatest extent practicable, directly from the taxpayer to whom it 

relates. 

 

3. Information about taxpayers collected from third parties will be verified, to the extent practicable, 

with the taxpayers before a determination of compliance is made using the information.  

 
Types of Evidence 

 

The Internal Revenue Code requires all taxpayers to keep adequate records to support the items on their 

tax returns.  However, not all evidence need be “books and records.”  The following discussion is an 

overview of different types of acceptable evidence of taxpayer compliance. 

 

1. Documentary Evidence 

 

Physical documentation is generally regarded as providing proof or evidence.  Writings made 

contemporaneously with the happening of an event generally reflect the actual facts and indicate what 

was in the minds of the parties to the event.  If possible, original documentary evidence should be 

reviewed.    
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While documentary evidence has great value, it should not be relied upon to the exclusion of other facts.  

Facts can also be established by oral testimony.   There will be times when greater weight should be given 

to oral testimony than to conflicting documentary evidence.  The owner should not be considered 

noncompliant simply because documentary evidence is incomplete to establish precise compliance when 

there is some evidence to support compliance.   

 

The “Cohan Rule,” as it is known, originated in the decision of Cohan v. Commissioner, 39 F.2d 540 (2d 

Cir. 1930).  In Cohan, the court made an exception to the rule requiring taxpayers to substantiate their 

business expenses.  George M. Cohan, the famous entertainer, was disallowed a deduction for travel and 

business expenses because he was unable to substantiate any of the expenses.  The judge wrote that 

“absolute certainty in such matters is usually impossible and is not necessary, the Board should make as 

close an approximation as it can.”  In general, the Tax Court has interpreted this ruling in certain 

situations to mean that “best estimates” are acceptable in order to approximate expenses. The Cohan Rule 

is a discretionary standard and can be used to support a reasonable estimate of compliance requirements.  

 

For purposes of the Low Income Housing Credit Program, state agencies may allow owners to 

reconstruct records when the situation warrants, consider incomplete or imperfect documentation, and 

accept credible oral testimony to determine the owner/taxpayer’s overall compliance with the 

requirements of IRC §42. 

 

2. Oral Testimony  

 

There are times, due to taxpayer-specific circumstances, when records may not exist, or are incomplete.  

In such cases, oral testimony may be the only evidence available.  Therefore, oral statements made by the 

owner to the state agency represent direct evidence that must be considered.  Although self-serving, 

uncontradicted statements, which are not improbable or unreasonable, should not be disregarded.   

 

Example 1: During a compliance review, an issue of noncompliance involving the income certification 

for a household was noted.   However, the tenant had moved out and could not be located.  

The manager remembers discussing the item with the tenant.  As there is no other third party 

that can corroborate the manager’s statement, and if the statement is plausible, the oral 

statement can be considered sufficient.   

 

 The degree of reliability placed on an owner’s oral testimony should be based on the credibility of the 

owner and surrounding circumstantial evidence supporting the owner’s testimony 

 

 Oral evidence should not be used in lieu of available documentary evidence 

 

 If the issue involves specific recordkeeping required by law, then oral testimony alone cannot be 

substituted for necessary written documentation  

 

 Oral testimony need not be accepted without further inquiry.  If in doubt, or there are inconsistencies, 

attempts should be made to verify the facts from another source.    
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3. Third Party Evidence 

 

Third party evidence is evidence obtained from someone other than the taxpayer.  Third party evidence is 

used when the owner/taxpayer is unable to provide the information or it is necessary to verify information 

provided by the owner.  Information about owners collected from third parties will be verified, to the 

extent practicable, with the owner before determinations are made using the information.  

 

Evaluating Evidence 

 

The state agencies should exercise sound judgment to make reasonable determinations and ensure that 

there is a basis for each item considered.  This may involve considering the extent to which detailed 

documentation is required, examining all existing documentation, and determining the weight that should 

be given to oral testimony.   All the information needed to definitively resolve an issue will seldom be 

available; state agencies will need to determine when there is sufficient information, or substantially 

enough, to make a proper determination of compliance with IRC §42. 

 

State agencies are expected to arrive at definite conclusions based on a balanced and impartial evaluation 

of all available evidence.  The state agencies should employ independent and objective judgment in 

reaching conclusions and should decide all things on their merit; free from bias and conflicts of interest.  

Fairness may be demonstrated by: 

 

1. Making decisions impartially and objectively based on consistent application of procedures 

and tax law; 

 

2. Treating individuals equitably; 

 

3. Being open-minded and willing to seek out and consider all relevant information, including 

opposing perspectives;  

 

4. Voluntarily correcting mistakes and refusing to take advantage of mistakes or ignorance on 

the part of the owner/taxpayer; and 

 

5. Employing open, equitable, and impartial processes for gathering and evaluating information 

necessary for making decisions. 

 

Factors to consider when evaluating evidence include the following:  

 

1. Number and type of noncompliance issues, 

2. Elements missing from the documentation, 

3. Reasons why documentation is incomplete, 

4. Availability of other information to substantiate compliance, and  

5. Materiality of unsubstantiated documentation. 

 

 

Workpapers 

 

Workpapers are the state agencies’ written recordation to provide the principal support for their project 

audits and the filing of Forms 8823.  They should include all the information needed to conduct the 

project audit, and document contacts with the owner/taxpayer, the procedures applied, tests performed, 

information obtained, and the conclusions reached.  Workpapers serve four basic purposes: 
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1. A record of the evidence gathered, procedures completed, tests performed, and analyses conducted; 

2. Provide support for technical conclusions; 

3. Basis for internal reviews by state agency management; and  

4. Support for IRS audits of the taxpayer’s tax returns.   

 

State agency workpapers may be used by IRS examiners to support conclusions regarding the accuracy of 

the owner/taxpayer’s tax return.  Case files may be reviewed to help establish the scope and depth of an 

IRS audit, establish a pattern of noncompliance, or provide evidence to support adjustments to the tax 

return.   In some cases, the workpapers may be the only evidence.  While there are no requirements for 

the form or style of workpapers or documentation, workpapers should include certain “identifying” 

information to support IRS examinations.   

Workpapers should include: 

 

1. Identity of the building owner being audited, 

2. Name (or initials) of person preparing the workpapers, and 

3. Date the workpapers were prepared. 

 

Required Recordkeeping and Retention Provisions 

 
For monitoring compliance with low-income housing credit requirements, Treas. Reg. §1.42-5(a)(2)(i)(A) 

provides that a procedure for monitoring for noncompliance must include the recordkeeping and record 

retention provisions.  The records to be retained by the state (or local) housing agency and the LIHC 

property owner are described in Treas. Reg. §1.42-5(b)(1). 
 
Under Treas. Reg. §1.42-5(e)(3)(ii), a state agency must retain the original records of noncompliance or 

failure to certify for 6 years beyond the state agency’s filing of the respective Form 8823.  In all other 

cases, the state agency must retain the certifications and records for three years from the end of the 

calendar year in which the state agency received the certifications and records. 
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Chapter 4 

 

Category 10a 

Household Income Above  

Income Limit Upon Initial Occupancy 

 

 

Definition 

 

This category is used to report units that have been rented to households with incomes that clearly do not 

meet income eligibility restrictions.  (Category 10m is used to report units that have insufficient income 

documentation.)  According to IRC §42(g), an owner of a tax credit property must elect
1
 to serve tenant 

populations with gross annual income either at or below 50% of Area Median Income or at or below 60% 

of Area Median Income, adjusted for family size.  Further, state agencies may have additional income 

restrictions as part of their Qualified Allocation Plans (QAP’s).      

 

Gross Annual Household Income is the gross income (with no adjustments or deductions) the household 

anticipates it will receive in the 12-month period following the effective date of certification of income.   

If information is available on changes expected to occur during the year, use that information to most 

accurately determine the anticipated income from all known sources during the year
2
.  

 

 

Determining Income Limits (Area Median Gross Income)
 
 

 

To determine the appropriate household income limit figure, refer to a published table of the Department 

of Housing and Urban Development (HUD)the HUD
3
-published table relating to “very low income,” 

which is an income level at or below 50 per cent of the Area median gross income (AMGR).(AMGI).  

HUD prepares tables and provides income figures for family sizes ranging from one to eight persons.   

 

HUD does not publish tables corresponding to the 60 percent AMGI.  If the owner elected the 60-40 

minimum set-aside, then the published income figures should be multiplied by 1.2
4
.  There should be no 

rounding of these figures, as HUD has already rounded up the figures in the tables. 

 

In determining the household income limitations, all applicable income standards are adjusted for family 

size.   For purposes of the LIHC, all occupants of a unit are considered in the determination of family 

except the following (refer to HUD manual 4350.3 for complete discussion): 

 

 Live-in aides.  A person who resides with one or more elderly persons, near-elderly persons, or 

persons with disabilities, and who is determined to be essential to the care and well-being of the 

person(s); is not obligated for the support of the person(s); and would not be living in the unit except 

to provide the necessary supportive services.  While a relative may be considered to be a live-in 

aide/attendant, they must meet the above requirements.  

 

                                                 
1 Note: Once made, this election is irrevocable. See IRC §42(g)(1). 
2 The Department of Housing and Urban Development (HUD) provides another option to estimate income based on the tenant’s 

current (monthly) circumstances, which are then annualized.  If changes occur later in the year, an interim recertification can be 

conducted.  For purposes of IRC §42, there is only one certification at move-in and an annual recertification, which should bethe 

best estimatepossible based on the most accurate information information. 
and the best estimate possible. 
3 Department of Housing and Urban Development 
4 Rev. Rul. 89-24, 1989-1 C.B. 24. 
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 Foster children or foster adults.   

 

 Guests   

 

4.When determining family size for income limits, the owner must include the following individuals who 

are not living in the unit: 

 

 Children temporarily absent due to placement in a foster home;  

 

 Children in joint custody arrangements who are present in the household 50% or more of the time; 

 

 Children who are away at school but who live with the family during school recesses;  

 

 Unborn children of pregnant women; 

 

 Children who are in the process of being adopted; 

 

 Temporarily absent family members who are still considered family members.  For example, the 

owner may consider a family member who is working in another state on assignment to be 

temporarily absent;  

 

 Family members in the hospital orhospital, or a rehabilitation facility, for periods of limited or fixed 

duration.  These persons are temporarily absent; and 

 

 Persons permanently confined to a hospital or nursing home.  The family decides if such persons are 

included when determining family size for income limits.  If the family chooses to include the 

permanently confined person as a member of the household, the owner must include income received 

by thisthe confined person in calculating family income.   

 

 

Determining Income 

 

When determining income eligibility, the owner must count the income of family members only.  Income 

includes, but is not limited to, earned and unearned income from all household members age 18 and older, 

unearned income of minor children, and income from assets.  The addition of another member to the 

household changes the composition and triggers the immediate income certification of a new household.  

Common sources of income are discussed below. 

 

Employment Income 

 

The HUD handbook, at 4350.3, provides for types of employment income.  This includes (but is not 

limited to) hourly wages, salaries, overtime pay, tips, bonuses, and commissions before any payroll 

deductions.  Payments in lieu of employment income are also included; e.g., workers compensation, 

severance pay, unemployment and disability compensation. 

 

Maximum benefits or annualized payments should not be used unless the source of funds is expected to 

continue for an undeterminable length of time.  For example, if the third party does not indicate the length 

of time for which the tenant will be receiving a certain income, then the income should be annualized.  

However, if it is indicated how long the tenant will receive a certain income, then a projected calculation 

for the specified time period should be used instead.    

Formatted: Bullets and Numbering



 

4-3 

Draft: December 2003 

 

Payments to members of the militaryMilitary employment may include (but is not limited to) base and 

longevity pay, proficiency pay, sea and foreign duty pay, hazardous duty pay, subsistence and housing 

allowances, and clothing allowances.  All these are includable in income.  Hostile fire pay is excluded 

from income. 

 

Payments received under the Domestic Volunteer Service Act of 1973 are excluded from income.  This 

includes employment through VISTA, Retired Senior Volunteer Program, Foster Grandparents Program, 

youthful offender incarceration alternatives, and senior companions.  Payment received under Title V of 

the Older Americans Act (Green Thumb, Senior Aides, Older American Community Service Employment 

Program) is also excluded. 

 

Training Programs 

 

Compensation from state or local employment training programs or training of a family member as 

resident management staff is not included in income.  Income from training programs not affiliated with a 

local government, and income from the training of a family member resident to serve on the management 

staff, are also excluded.   Amounts excluded by this provision must be received under employment 

training programs with clearly defined goals and objectives, and are excluded only for a limited period as 

determined in advance under the program by the state or local government. 

 

Amounts received under training programs funded by HUD are not included in income.  Similarly, 

payments received under programs funded in whole or in part under the Workforce Investment Act (WIA 

– formerly the Job Training Partnership Act) are excluded from income.  These are employment and 

training programs for Native Americans and migrant and seasonal farm workers, Job Corps, veterans 

employment programs, state job training programs, career intern programs, and AmeriCorps. 

 

Compensation includes stipends, wages, transportation or childcare payments, or reimbursements.  

Income received as compensation for employment is excluded only if the employment is a component of 

a job-training program.  Once training is completed, the employment income is included in the 

computation of annual income.  Amounts received during the training period from unrelated sources 

(public assistance, social security payments, other employment) are not excluded. 

 

Net Income from Self-Employment 

 

The net income from sole proprietorship businesses should be included in income.  Net income is gross 

income less business expenses, interest on loans, and depreciation computed on a straight-line basis. 

basis. Salaries paid to the applicant or other household members must also be identified and included in  

income.  Business expenses to do include principal payments on loans, interest on loans for business 

expansion or capital improvements, or other expenses for business expansion or outlays for capital 

improvements. 

 

If the net income from a business is negative, it must be counted as zero income.  A negative amount must 

not be used to office other family income. 

 



 

4-4 

Draft: December 2003 

Income from Rental Property, Partnerships, S-Corporations, and Royalties 

 

Rental property may be real estate or personal property such as equipment or vehicles. The tenant may 

have income from enterprises doing business as partnerships or s-corporations, or receive royalties for 

copyrights or patents. 
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Assets 

 

There is no limit on the amount of assets a household may hold and a household is not required to convert 

an asset to cash.  Assets must be verified and the income generated from assets must be determined and 

included in the computation of the household’s income.  If household assets total greater than $5,000, an 

imputed calculation using the HUD passbook rate (2%) must be performed and the greater of the actual 

income or imputed income must be included in the calculation of household income.  A household is not 

required to convert an asset to cash.   

 

For low-income tenants with assets of $5,000 or less, the actual income the tenant receives from assets is 

the amount that is included in annual income as income from assets.  An owner may satisfy asset 

verification requirements by annually obtaining a signed, sworn statement that the tenant’s net family 

assets are $5,000 or less and discloses the tenant’s annual income from net family assets.  Owners, 

however, may not rely on a low-income tenant’s signed, sworn statement of income from assets if a 

reasonable person
5
 in the owner’s position would conclude that the tenant’s income is higher than the 

tenant’s represented annual income.  In such cases, the owner must obtain other documentation of the 

low-income tenant’s annual income from assets to satisfy documentation requirements.  

 

For non-cash assets held for investment, the cash value is the net amount the household would receive if 

the assets were sold, minus selling costs.  Liquid assets include bank accounts, trusts, stocks and bonds, 

the surrender value of life insurance policies, and cash kept in safety deposit boxes or at home.   

 

One time, lump sum distributions are considered assets; e.g., inheritances, capital gains, victim’s 

restitution and settlements on insurance claims.  Lottery winnings paid in one payment are treated as 

assets.  Lottery winnings paid in periodic payments must be counted as income. 

 

Assets do not include necessary personal items such as clothes, furniture, cars, wedding rings, or vehicles 

specially equipped for persons with disabilities.  Assets used in a business are not assets included in the 

computation of the tenant’s income.  If an asset is held in the tenant’s name, but the income generated by 

the asset accrues to someone who is not a member of the household and the other person is responsible 

for income taxes on the accrued income, then the asset is not included in the tenant’s income. 

 

Assets disposed of for less than fair market value within two years of the effective date of the certification 

or recertification, including assets placed in irrevocable trusts, are included.  Assets are considered to be 

disposed of for less than fair market value if the cash value of the assets disposed of exceeds the gross 

amount the tenant received by more than $1,000.   Do not include assets disposed of for less than fair 

market value as the result of a foreclosure, bankruptcy, or divorce or separation agreement if the applicant 

or tenant receives valuable consideration not measurable in dollars. 

 

 

Contract Sales of Real Estate Assets   

 

A tenant may sell real estate using an installment contract (or similar agreement) that provides a stream of 

payments over a period of time.  A portion of the payment will be applied to the principal and a portion 

                                                 
5 The “reasonable person” concept is part of the definition of due diligence.   Due diligence is defined (Black’s Law 

Dictionary [6th ed. 1990]) as:  “Such measure of prudence, activity, or assiduity, as is properly to be expected from, and 

ordinarily exercised by, a reasonable and prudent person under the particular circumstances; not measured by any absolute 

standard, but depending upon the relative facts of the special case.”  In short, the due diligence standard is a judicially created 

test to determine the adequacy of the efforts exerted throughout all phases of any activity.  
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will be interest income.  The interest should be included in income; the outstanding principal is 

considered an asset.  
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Pensions and Trusts 

 

Periodic payments from Social Security, pensions and annuities, Supplemental Security Income (SSI) and 

death benefits, long-term care insurance (in excess of $180 a day) and disability payments should be 

included in income.  Examples include payments such as Black Lung Sick Benefits and Veterans 

Disability.   However, lump sum payments of deferred periodic payments of supplemental security 

income and social security benefits are not included in income; they are considered assets.  

 

The tenant may be the recipient of a trust, in which case the gross amount of the trust should be 

considered an asset.  Actual income distributed from trust funds (that are not revocable by, or under the 

control of, any member of the tenant household) is includable in income.  Include only the actual income 

distributed. 

 

IRAs and Keogh plans are considered assets, as well.  The amount that the tenant can withdraw from a 

pension plan without retiring or terminating employment, less any penalties but not after tax, is 

considered an asset.  Note:  Distributions from an IRA or Keogh are not periodic payments and are not 

counted as income. 

   

Public Assistance 

 

Amounts specified for shelter and utilities should be separately stated.  They may be excluded from 

income.  Special computations are needed; refer to HUD Handbook 4350.3.  Payments, rebates or credits 

received under the Federal Low-Income Home Energy Assistance Programs are excluded from income.  

Also exclude any winter differentials given to the elderly. 

 

Special calculations of public assistance income are required for “as-paid state, county, or local public 

assistance programs.  Consult the HUD Handbook for detailed instructions. 

 

Recurring Gifts, Grants, Scholarships and Contributions 

 

Regular, recurring monetary gifts or contributions to residents from persons not living in the unit must be 

included in income.  This can include the payments of bills on behalf of a resident.  For example, if a 

parent or family member will be paying a resident’s utility bill each month directly to the utility company, 

those payments are still counted as income for the tenant.  However, the value of food provided by 

someone outside the household, even if provided routinely, is not included. 

 

Grants received specifically for medical expenses, set aside for use under a Plan to Attain Self Sufficiency  

(PASS) and excluded for purposes of Supplemental Social Security (SSI) eligibility, or for out-of pocket 

expenses for participation in publicly assisted programs (expenses include the costs for special equipment, 

clothing, transportation, child care, etc.) are excluded.   

 

Scholarships, grants, fellowships, or any other student financial assistance paid directly to the student or 

institution, no matter how the assistance is used, is excluded from income.   

 

Contributions that are paid directly to a childcare provider by persons not living in the unit are not 

included in income.  This exclusion is based on a handbook interpretation of reimbursed childcare 

expenses under the definition of Adjusted Income and it’s bearing on Annual Income.  See 24 CFR Parts 

813.1, 215.1, and 236.1.  In relevant part, the regulations define childcare expenses to include “amounts 

to be paid by the family for [child care]…to the extent [they are] not reimbursed.”  Handbook 4350.3 

indicates that childcare expenses that are not reimbursed are not included as annual income.  However, if 
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such childcare is paid by a non-custodial parent in lieu of all, or part, of child support payments, then it 

should be included in income. 

 

Temporary, Nonrecurring, or Sporadic Income 

 

Irregular, nonrecurring monetary gifts or contribution to resident are not included in income. 

 

Alimony or Child Support 

 

Alimony or child support that is court ordered or supported by a written agreement should be included in 

income unless the recipient certifies that the funds were not received and reasonable efforts have been 

made to collect the amount due, including filing with courts or agencies responsible for enforcing 

payments. When no documentation of child support, divorce, or separation is available, the owner may 

require the family to sign a certification stating the amount of child support received.  Documentation of 

the collection efforts made may be requested, especially for any written agreement not received through 

the courts.    

 

Unearned Income of Minor Children 

 

Any unearned income of children under the age of 18 is included in income.  This is any income other 

than employment income; e.g., interest income from bank accounts or dividends from mutual funds held 

in their name.  Unearned income of minor children should be included even if the child is temporarily 

absent.   

 

Items Excluded from Income (Miscellaneous) 

 

1. Lunches and food received through food programs such as Women, Infants and Children (WIC), 

amounts received under the School Lunch Act, Meals on Wheels, or food stamps.  

 

2. Amounts paid to a family to offset the costs of services or equipment needed to keep a 

developmentally disabled family member at home are excluded.  By Federal statute, the value of food 

stamps is also excluded from income.  

 

3. Earnings in excess of $480 for each dependent, full-time student 18 years or older (excluding the head 

of household, co-head, and spouse) are excluded from income. 

 

4. Adoption assistance payments in excess of $480 per adopted child are not included in income. 

 

5. Payments received for the care of foster children or foster adults are not included in income. 

 

6. Personal loans, since they must be repaid, are not included in income. 

 

7. Amounts received by the household in the form of refunds or rebates under state or local law for 

property taxes paid on the dwelling unit are not included in income. 

 

8. Resident service stipends are excluded from income.  A resident service stipend is a modest amount 

(not to exceed $200 per month) received by a resident for performing a service for the owner, on a 

part-time basis, that enhances the quality of life in the LIHC housing.  Such services include, but are 

not limited to, fire patrol, hall monitoring, lawn maintenance, and resident initiatives coordination.  

No resident may receive more than one such stipend during the same period of time. 
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9. Reparation payments paid by a foreign government pursuant to claims filed under the laws of that 

government by persons who were persecuted during the Nazi era are not included in income.  

Examples include payments by the German or Japanese governments for atrocities committed during 

the Nazi era. 

 

10. Amounts received on behalf of someone who does not reside in the household are not included 

in income, as long as (1) the amounts are not intermingled with the household’s funds and (2) 

the amounts are used solely to benefit the person who does not reside within the household.  

For such amounts to be excluded, the individual must provide the owner with an affidavit 

stating that the amounts are received on behalf of someone who does not reside with the family 

and that the amounts meet the conditions stated above.   

 

11. Interests of individual Indians in trust or restricted lands, and the first $2,000 per year of income 

received by individual Indians that is derived from a trust or restricted lands are excluded from 

income.  Amount received under the Maine Indian Claims Settlement Act of 1980 are also excluded.  

In addition, all or a portion of the payments under the Alaska Native Claims Settlement Act, 

judgments of the Indian Claims Commission or Court of Claims may be excluded from income. See 

Handbook 4350.3 for details. 

 

12. Payments received after January 1, 1989 from the Agent Orange Settlement Fund or any other fund 

established pursuant to the settlement in the Agent Orange product liability litigation.  M.D.L. No 236 

(E.D.N.Y) 

 

13. Any Earned Income Tax Credit to the extent it exceeds the tenant’s income taxability.  See IRC §32(j).   

For example, a tenant may have a tax liability of $400, and an Earned Income Credit of $700.  The credit 

will not only eliminate that $400 tax liability, but the tenant will receive a $300 refund.  The $300 is not 

includable in income.  Alternatively, the tenant may receive payments from his/her employer during the 

year.  These periodic payments are excluded. 

 

14. The value of any childcare provided or arranged for under the Child Care and Development Block 

Grant Act of 1990 (CCDBGA) (42 U.S.C. 9858q) is excluded from income.  Participating families 

may either pay a reduced amount based on a sliding fee scale or they may receive a certificate for 

child care services.  Note that funds received through CCDBGA for providing childcare services are 

included in income. 

 

 

In Compliance 

 

In order to establish a unit as a qualified housing tax credit unit, the Gross Annual Household Income 

must be at or below the elected area median income limit adjusted for family size.  Household income is 

calculated in a manner consistent with the determination of annual income under section 8 of the United 

States Housing Act of 1937.  
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Example: UnrelatedExample 1: Unrelated Parties Sharing an Apartment 

 

Sally and Jane are unrelated individuals who want to rent a two-bedroom apartment in a 

LIHC building.  Sally and Jane’s combined income does not exceed 60% of the area median 

gross income for a two-individual family. 

 

In this case, Sally and Jane are qualified tenants for low-income credit housing.  For purposes 

of computing the Gross Annual Household Income, the combined income of all the occupants 

of an apartment, whether or not legally related, is compared to the median family income for 

a household with the same number of members. 

 

 

Tenant File Documentation 

 

Owners must verify all income and assets that affect eligibility.  However, if the total assets for a 

household are $5,000 or less, then the applicants may satisfy the asset requirement by signing a statement 

attesting to such fact. 

 

Acceptable methods of verifying information include third-partythird party verifications, review of 

documents submitted by the tenant (such as check stubs), and tenant certifications. 

 

Third-partyThird party contacts are preferred.  Owners should obtain the tenant’s consent for the release 

of information before contacting third parties.  Verification forms should be directly sent to and received 

from third parties.  If third-partythird party contacts are by telephone or interview, document the 

conversation in the tenant’s file and include all the information that would have been included in a written 

verification. The owner may obtain accurate third party written verification by facsimile, e-mail, or 

Internet. 

 

Owners can accept tenant-provided documents (e.g.:  pay stubs, bank statements, etc.) when third party 

contacts are impossible
6
 or delayed

7
, or third party verifications are not needed (e.g.,(e.g.:  birth 

certificates or divorce decrees).  

 

There will be situations where is will be difficult to estimate income.  For example, the tenant may work 

sporadically or seasonally.  In such cases, owners are expected to make a reasonable judgment as to how 

to best estimate the income the tenant will receive in the coming year. 

 

 

Out of Compliance 

 

Units are considered out of compliance as of the date the ineligible tenant(s) moved into the unit. 

 

Example 1: Specific Source of Income Omitted 

 

Annual Income was not properly calculated.  The manager/owner did not include a source of 

income, such as a raise, overtime, or bonus.  When reviewed, a correct calculation indicated 

that the household was not income-eligibleincome eligible at move-in.   

 

                                                 
6 Employer does not respond, third party charges fee, or no third party available. 
7 Generally two weeks, but can be shorter if it is determined that the third party will not respond.  
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Example 2: Household Incorrectly Determined to be Eligible 

 

The owner calculated annual household income correctly, but the household is over income at 

move-in.  For example, the income limit for the 40/60 minimum set-aside was used rather 

than the 20/50 minimum set-aside income limit, the owner used the wrong county AMGI, or 

the income limits were not effective as of the date of the tenant income certification. 

 

Example 3: Unrelated Parties sharing an Apartment 

 

Tom and Jack are unrelated individuals who want to rent a two-bedroom apartment in a LIHC 

building.  Tom and Jack individually have incomes that do not exceed 60% of the area 

median gross income for one individual.  However, Tom’s and Jack’s combined income 

exceeds 60% of the area median gross income for a two-individual family. 

 

In this case, Tom and Jack do not qualify for low-income credit housing.  For purposes of 

computing the Gross Annual Household Income, the combined income of all the occupants of 

an apartment, whether or not legally related, is compared to the median family income for a 

household with the same number of members. 

 

Example 4: No Initial Certification on File 

 

A household moves into a unit that the owner wishes to include as an LIHC unit; however, 

the owner does not provide documentation of initial eligibility.    

 

 

Back In Compliance 

 

Units are back in compliance as of the move-in date of an eligible household.  Once the noncompliance 

event has been discovered, management may certify the household as if it were a new move-in.  If the 

household is eligible under the applicable move-in income limit in place as of the effective date of the 

certification, then the unit would be considered back in compliance.  If, upon certification, the household 

is not income-eligible, the unit is considered back in compliance when a new qualified household moves 

in. 

 

Evidence of corrected noncompliance could include copies of certification paperwork including an 

application, income and asset questionnaire, verifications, and tenant income certification.    

 

 

References 

 

1. IRC § 42(g)(1) 

2. Treas. Reg. 1.42-5(b)(1)(vii) states that “[t]enant income is calculated in a manner consistent with the 

determination of annual income under Section 8 of the U.S. Housing Act of 1937.”   

3. HUD Handbook 4350.3 is the authority for further information on calculation of annual income.  

HUD publishes updated 50% Median Family Income limits annually.  Other income limit schedules 

such as the 60% limits are based on an extrapolation of the 50% limits. 

4. Rev. Rul. 89-24, 1989-1 C.B. 24 

5. Rev. Rul. 90-89, 1990-2 C.B. 8 

6. Rev. Proc. 94-65, 1994-2 C.B. 797 
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Chapter 5 

Category 10b 

Major Violations of the UPCS or 

Local Inspection Standards 

 

 

Definition 

 

This category is used to report noncompliance when rental units, buildings, common areas, and the 

property site in a project are not suitable for occupancy.  State agencies should assess whether low-

income housing tax credit properties are in safe, decent, sanitary condition and in good repair, according 

to either the Uniform Physical Conditions Standards (UPCS) established by HUD
1
 (24 CFR 5.703) or 

local health, safety, and building codes.  The state agencies should notify building owners of the 

inspection standards that will be used for conducting physical inspections as the building and its units 

must meet these standards to be in compliance.   

 

The assessment includes the rental units, building exteriors and systems, common areas, and the property 

site.  Examples of major violations include: 

 

 Large portions of floors substantially saturated or damaged by water, mold, or mildew; 

 Pest Infestations 

 Blockages of fire exits or missing/not visible exit signs; 

 Missing or nonfunctioning smoke detectors, or batteries missing from smoke detectors; 

 HVAC
2
 equipment or piping that does not function because of rust or corrosion; 

 Water leaking from any water system component; 

 Entry or fire emergency doors that are not functioning, or cannot be locked because of damage to the 

frame, threshold, lintel, or trim; 

 An oven that is not functioning, or two or more burners are not functioning, or the unit is missing; or  

 Damaged play area equipment that poses a threat to safety and could cause injury. 

 

Certification Requirements 

 

Under Treas. Reg. §1.42-5(c)(1)(vi), owners must certify that the buildings and units in an LIHC project 

were suitable for occupancy, taking into account local health, safety, and building codes (or other 

habitability standards).  In addition, the owner must also certify that state or local authorities responsible 

for making local health, safety, or building code inspections did not issue a violation report for any 

building or low-income unit in the project. 

 

If a governmental unit issued a violation notice or report, the owner must attach a statement summarizing 

the violation report/notice (or a copy) to the annual certification submitted to the state agency.  The owner 

must also state whether the violation was corrected.   

 

All violations of local health, safety, and building codes must be reported to the IRS, whether the 

violations are identified from the annual certifications or another source.  

 

                                                           
1 Department of Housing and Urban Development 
2 Heating, Ventilation, & Air Conditioning 



 

5-2 

Draft: December 2003 

Property Inspections by State Agencies 

 

In addition to the annual certifications, state agencies inspect LIHC properties to ensure that LIHC 

buildings and units are suitable for occupancy.  (See Treas. Reg. §1.42-5(d)(2).)  State agencies can use 

either the local health, safety, and building codes or the UPCS to make their determinations.  State 

agencies should notify building owners of the standards that will be used for conducting physical 

inspections as the building and its units must meet these standards to be in compliance.   

 

State agencies cannot combine selected portions of the UPCS with portions of local codes; only one 

inspection standard can be selected and used.   

 

The UPCS do not supersede local health, safety and building codes; i.e., a low-income housing project 

under IRC §42 must satisfy the local health, safety, and building codes and the state agency must report 

known violations to the IRS.  However, if the state agency uses the UPCS and determines that they are 

met, the state agency is not required to determine by inspection whether the project meets local health, 

safety, and building codes. 

 

Differences Between Local Codes and the Uniform Physical Condition Standards  

   

There are situations when using the UPCS for the state agency’s inspection standard may result in a 

conflict with local health, safety, and building codes.  For example, the local code may require bars on 

windows to prevent children from falling out whereas the bars may be viewed under the uniform physical 

condition standards as blocking ingress and egress in case of emergencies.  When such differences are 

brought to the attention of the state agency, the state agency should take the local code into consideration 

in determining whether the building or unit is not in compliance.  In general, however, the state agency’s 

selected inspection standard must be met regardless of local health, safety, and building codes.   

 

Even though the state agency uses UPCS to inspect for suitability of occupancy, the building owner must 

always comply with local health, safety, and building codes.  As indicated under Certification 

Requirements, the owner must report a notice or report by a governmental unit about a violation to the 

state agency.  But, as indicated in the IRS compliance monitoring regulations, if the inspection standards 

in the UPCS are met, the state agency is not required to ensure by inspection that the property meets the 

local codes.   

 

HUD’s Uniform Physical Condition Standards (UPCS) 

 

The UPCS
3
 are intended to provide decent, safe, sanitary housing that is in good repair.   The major areas 

of consideration include: 

 

1. The site components such as fencing and retaining walls, grounds, lighting, mailboxes/project signs, 

parking lots and driveways, play areas and equipment, refuse disposal, roads, storm drains, and 

walkways must be free from health and safety hazards and in good repair. 

 

2. The building exteriors must be structurally sound and in good repair.  Each building’s door, fire 

escapes, foundations, lighting, roofs, walls, and windows must be free of health and safety hazards. 

 

3. Building systems such as water delivery, electrical systems, elevators, emergency power, fire 

protection, HVAC, and sanitary system must be free from health and safety hazards, functionally 

adequate, operable and in good repair. 

                                                           
3
 HUD’s Uniform Physical Condition Standards (24 CFR 5.703) can be accessed at www.hudclips.org 
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4. Each dwelling unit within a building must be structurally sound, inhabitable, and in good repair and 

free from health and safety hazards, functionally adequate, operable and in good repair.  This includes 

all areas and aspects of the dwelling unit; i.e., bathroom, ceiling, doors, electrical systems, floors, hot 

water heater, HVAC, kitchen, lighting, outlets/switches, patio/porch/balcony, smoke detectors, stairs, 

walls and windows.  Where applicable, the unit must have hot and cold running water, including an 

adequate source of drinkable water.  If the unit includes its own sanitary facility, it must be in 

operating condition, usable in privacy and adequate for personal hygiene and the disposal of human 

waste.  The unit must include at least one battery-operated or hard-wired smoke detector (in proper 

working order) on each level of the unit. 

 

5. Common areas must be structurally sound, secure, and functionally adequate for the purposes 

intended.  The basement/garage/carport, restrooms, closets, utility, mechanical, community rooms, 

day care, halls and corridors, stairs, kitchens, laundry rooms, office, patio, balcony and trash 

collection areas, if applicable, must be free from health and safety hazards, operable, and in good 

repair. 

 

6. All areas and components of the housing must be free of health and safety hazards.  These areas 

include, but are not limited to, air quality, electrical hazards, elevators, emergency/fire exits, 

flammable materials, garbage and debris, handrail hazards, and infestation.    

 

While not required, state agencies may use HUD’s inspection protocol in determining whether a property 

meets the UPCS.  Exhibit 5-1 is a sample checksheet that may be useful in helping document physical 

inspections of LIHC properties.  (State agencies are not required to use the form.)  

 

Local Health, Safety, and Building Codes 

 

Although there is considerable variability among local codes, inspection of the LIHC property using local 

codes should entail an inspection of the project site, building exteriors, building systems, common areas, 

and dwelling units; i.e., the so-called five major components of LIHC properties.   

 

Violations Related to Casualty Losses 

 

This category should not be used when units are vacated because they are unsuitable for occupancy as a 

result of a casualty.  Refer to Chapter 22.  

 

 

In Compliance 

 

A property is in compliance if, during an inspection of the property, no major violations of health, safety or 

building inspection standards were noted; i.e., no items failed to meet the requirements of the inspection 

standards (whether the UPCS or local codes).   

 

Owners should be notified of the state agency’s findings.  Exhibit 5-2 is a sample letter that may be useful 

in notifying the owners. 

 

 

Out of Compliance 

 

A property is out of compliance if the owner does not certify, or certifies incorrectly, that the buildings 

and units in an LIHC project were suitable for occupancy, taking into account local health, safety, and 

building codes (or other habitability standards).   See Treas. Reg. §1.42-5(c)(1)(vi).  
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A property is out of compliance and reportable if, during an inspection, the property had elements which 

failed to meet the requirements. 

 

Examples of major violations include, but are not limited to, structural problems, blockage of fire exits, 

missing or inoperative smoke detectors, dysfunctional fire safety systems, inoperative elevators, serious 

electrical problems (such as exposed or damaged wiring), heating or plumbing problems, significant pest 

or rodent infestations, and missing or broken security doors.  

 

All major violations must be documented in the inspection report.  However, if an owner or manager can 

immediately remedy the violation (e.g., place a battery in a smoke detector, move furniture away from 

baseboard heating, etc.) during the inspection, and there is no pattern for such issues, then the violation 

should be documented, but does not have to be reported to the IRS.  The purpose is to encourage the 

immediate correction of physical deficiencies. 

 

All other violations must be reported on Form 8823, line 10b.  A short, concise narrative describing the 

nature and extent of major violations is helpful.  The narrative should also clarify if the issue is a unit, 

common area, building exterior or system, or site problem.  

 

The reportable “out of compliance” date is the date the property failed to meet the inspection standard, if 

known; otherwise, at the earliest documented date that the standard was not met.  

 

Example 1: Unsafe Property Site Conditions 

 

The state agency inspected the property site and determined that a dilapidated wooden fence 

on the property represented a major health violation because it was about to fall down and 

nails were protruding out of the boards.  The date of noncompliance is the date of the 

inspection. 

 

Example 2: Owner’s Due Diligence 

 

HUD performed an inspection and determined that there were significant safety hazards on an 

LIHC property site.  The owner was notified, but when HUD revisited the property six 

months later, the hazards had not been corrected.  HUD provided the state agency with a copy 

of their report.  The state agency conducted an inspection and confirmed HUD’s information.   

The date of noncompliance is the date of HUD’s initial inspection. 

 

Notice to Owner 

  

The state agency is required to provide prompt written notice to the owner of a low-income housing project 

if the state agency discovers that the project is not in compliance with the state agency’s inspection standard, 

or if no certification is received or the certification is inaccurate.  Notification letters should establish the 

correction periods for any “out of compliance” issues.  See Exhibits 5-3.    

 

The owner may agree that the violation existed, but request that it be categorized as a minor violation.  

The agency has the discretion to reconsider whether the item was properly classified.  
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Life-Threatening Noncompliance 

 

When state agencies determine that the violations involve life-threatening problems, a critical notification 

letter (see Exhibits 5-4 and 5-5) requiring immediate corrective action by the owner.   Life threatening 

problems include:  

 

 Detection of propane, natural, or methane gas, 

 Inoperative/missing smoke detectors, 

 Exposed wires or open electrical panels, 

 Blocked or unusable emergency or fire exits, 

 Blocked fire escapes or ladders, 

 Missing are misaligned chimney for gas-fired hot water heater/HVAC, 

 Expired fire extinguishers, and 

 Water leaks on or near electrical equipment. 

 

 

Back In Compliance 

 

Property is back in compliance when noted violations are corrected.  Acceptable evidence of the corrected 

violations includes items such as a certification from an appropriate licensed professional that the item 

now complies with the inspection standard, or other documentation demonstrating that the violation had 

been corrected.   

 

Correction Period 

 

The correction period is the period during which the owner of an LIHC property must supply to the state 

agency any missing certifications and bring the project into compliance, the correction period may not 

exceed 90 days from the date of owner notification.   However, the correction period can be extended for 

up to 6 months if there is a good cause for granting the extension.   

 

Submissions to the IRS 

 

Form 8823 must be filed with the IRS within 45 days following the end of the correction period, whether 

or not the noncompliance or failure to certify is corrected.  The correction period is not to exceed 90 days 

from the date of the notice to the owner.  A state may extend the correction period for up to a total of 6 

months, but only if the state agency determines there is a good cause for granting the extension.  The 

form, however, should not be filed with the IRS before the end of the correction period. 

 

Corrected Noncompliance 

 

If the violation was corrected and documented to the state agency’s satisfaction, Form 8823 would be 

filed with the correction date associated with the violation.   The correction date is the date of the repair, 

the date of the inspection at which the repair was observed, or the date of the certification that the repair 

had occurred; whichever evidenced the correction to the agency’s satisfaction.   

   

Noncompliance Remains Outstanding 

 

All violations that have been determined to be valid and remain outstanding at the end of the correction 

period would be noted on Form 8823 as having occurred and reported without a correction date identified.  

   



 

5-6 

Draft: December 2003 

Submitting Documentation 

 

State agencies should include available documentation of the owner’s noncompliance when submitting 

Forms 8823 to the IRS.  Reports summarizing unit-by-unit noncompliance and electronic pictures are 

helpful when documenting noncompliance even though the violations may have been corrected after the 

filing of the report of noncompliance.  Do not include photocopies of photographs; they are not useful. 

 

 

References 

 

1. 24 CFR 5.703, HUD’s Uniform Physical Condition Standards  

2. IRC §42(i)(3)(B)(i) 

3. Form 8823, instructions from reverse of form for line 10b 

4. Treas. Reg. §1.42-5    
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Exhibit 5-1 

Checksheet for the Physical Inspection of LIHC Properties 

Physical Inspection Review Summary 
 

Development Name and Address: 

Name: 

Address: 

City/State/Zip Code 

Owner Contact              Phone: 

Fax #: 

 Project #: 

Inspection Date: 

Asset Manager Conducting Inspection: 

Total # Bldgs/Units Inspected:  # / # 

Lead Risk:   (Yes     /     No) 

 Finding  Finding 

SITE:  BUILDING EXTERIOR:  

Fencing & Gates  Doors  

Grounds  Fire Escapes  

Mailboxes/Project Signs  Foundation  

Parking Lots/Driveways/Roads  Lighting  

Play Areas & Equipment  Roof  

Refuse Disposal  Walls  

Retaining Walls  Windows  

Storm Drainage  UNITS:  

Walkways/Stairs  Bathroom  

BUILDING SYSTEMS:  Call-For-Aid  

Domestic Water  Ceiling  

Electrical System  Doors               

Elevators  Electrical Systems  

Emergency Power  Floors  

Exhaust System  Heating/Ventilation/Air Conditioning  

Fire Protection  Hot water Heater  

Heating/Ventilation/Air Conditioning  Kitchen  

Sanitary System  Laundry Area (Room)  

COMMON AREAS:  Lighting  

Basement/Garage/Carport  Outlets/Switches  

Closet/Utility/Mechanical  Patio/Porch/Balcony  

Community Room  Smoke Detectors  

Day Care  Walls  

Halls/Corridors/Stairs  Windows  

Kitchen  HEALTH & SAFETY:  

Laundry Room  Air Quality  

Lobby  Electrical Hazards  

Office  Elevator  

Other Community Spaces  Emergency/Fire Exits  

Patio/Proch/Balcony  Flammable Material  

Pools & Related Structures  Garbage and Debris  

Restrooms  Hazards  

Storage  Infestation  

Trash Collection Area  Mold  

  Lead-based Paint  

 

Level of Violation 

 

Items above marked “C”, “M” or “P” are described to 

the right.  Explanation attached. 

(C) 
A critical violation of health, safety, and/or building 

inspection standards has occurred.  The owner needs 

to correct the item(s) within 72 hours. 

(M) 
A major violation of health, safety, and/or building 

inspection standards has occurred. 

(P) 
In general, a pattern of minor violations exists when 

any minor violation is repeated.  The size of the 

project is considered when determining whether a 

pattern exists. 
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Summary of Findings 

 

Violation 

Code 
Bldg/Unit Description Date Completed & 

Description of Repair 
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Exhibit 5-2 

Notification Letter – No Violations Noted 

 

 

Date 

 

Owner   

Address 

City State ZIP 

 

RE:   

Project:  

  BIN Numbers:  

 

Dear Owner: 

 

 

On __[date]__, a physical inspection of the project listed above was conducted. 

 

The review included a walk-through of the building, common areas, mechanical rooms, and grounds, as 

well as 20% of the qualified units.  This review considered whether the building and its units were 

suitable for occupancy, taking into account ___[local health, building and safety codes]   or   [the Uniform 

Physical Condition Standards as specified in Treas. Reg. § 1.42-5(d)].   

 

The buildings and units inspected were all found to be in good condition.  Based on this finding, no 

response is necessary. 

 

Thanks you for the cooperation and courtesies extended by members of your staff. 

 

Please call me at __[telephone number]__ if you have any questions.  Or you may reach me by e-mail at 

__[e-mail address]__.  Thanks you for your commitment to providing quality affordable housing in the 

state of _[state]__. 

  

 

 

Sincerely, 

 

 

 

Name-Signature 

Title 

 

CC: Management Contact 
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Exhibit 5-3 

Notification Letter – Noncompliance  

 

 

Date 

 

Owner   

Address 

City State ZIP 

 

RE:   

Project:  

  BIN Numbers:  

 

Dear Owner: 

 

 

On __[date]__, a physical inspection of the project listed above was conducted.  The units inspected and 

property in general were in good condition with my findings noted on the following pages. 

 

Enclosed you will find a copy of the Physical Inspection Report and a document titled “Addressing the 

Physical Inspection Report”, which will explain the violation categories, set forth required correction 

periods and provide additional information for responding to the inspection results. 

 

Thanks you for the cooperation and courtesies extended by members of your staff. 

 

Please call me at __[telephone number]__ if you have any questions.  Or you may reach me by e-mail at 

__[e-mail address]__.  Thanks you for your commitment to providing quality affordable housing in the 

state of _[state]__. 

  

 

 

Sincerely, 

 

 

 

Name-Signature 

Title 

 

CC: Management Contact 
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Exhibit 5-4 

Notification Letter – Critical Violations  

  

  

Notice of Critical Violations 
72 Hour Correction Period 

 

 

Inspection Date: ________________________  Tax Credit Project Number: _____________________ 

 

Property Name: ______________________________________________________________________    

 

Property Location: ____________________________________________________________________ 

 

 

Based on the physical inspection completed on the date referenced above, one or more critical violations 

have been identified and need to be corrected immediately. 
 

Within 72 hours of the inspection, the cited item(s) must be repaired and  __[state agency]__ must be 

provided with written notification of the action taken to complete the correction.   Refer to the 

“Addressing the Physical Inspection Report” for further information. 

 

Critical Violations 

 

Buildings: 

 

 

 

 

Units: 

 

 

 

 

 

 

 

Inspections by: ________________________________ Telephone: ____________________________ 

 

E-Mail: ______________________________________ FAX: _______________________________ 

 

Received By: __________________________________ Signature: ___________________________ 
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Chapter 6 

 

Category 10c 

Pattern of Minor Violations of the UPCS or 

Local Inspection Standards  

 

 

Definition 
 

This category is used to report that a pattern of minor violations under the Uniform Physical Conditions 

Standards
1
 (UPCS) or local health, safety and building codes has occurred.  The state agencies should 

notify building owners of the inspection standards that will be used for conducting physical inspections as 

the building and its units must meet these standards to be in compliance.   

 

Minor violations are those that require correction but do not pose a threat to the tenants’ safety.  A pattern 

is established when there are frequent, habitual, widespread or repetitive incidences of minor violations.    

 

Pattern of Minor Violations 
 

A pattern of minor violations would be defined by, but not limited to, the following circumstances:  
 

1. Based on a single physical inspection of a tax credit property, it was determined that a significant 

number of minor health, safety, and building inspection standards violations had taken place.  For 

example, the same violation may be identified in multiple LIHC units or multiple violations occur in a 

single unit. 
 

2. Based on two or more physical inspections of a tax credit property, it was determined that a pattern of 

health, safety, and building inspection standards violations had taken place.  For example, a taxpayer 

explained that a minor violation observed during an inspection was in the process of being corrected.  

The agency did not report the violation.  Later, during a second inspection, the same violation was 

again observed.   

 

3. A major violation of health, safety, and building inspection standards was identified, but based on the 

owner’s response to the state agency, it was determined that the major violation should be reclassified 

and treated as a minor violation.  Such violation could potentially become part of a pattern of minor 

violations. 
 

In Compliance 
 

A property is in compliance if during an inspection of the five major components of the property
2
, no 

pattern of minor health, safety, or building code violations was noted.  Additionally, no pattern of 

violations of minor health, safety, or building code violations is found in the cumulative results of prior 

inspections at the property.  A property is in compliance if no pattern of failure to meet the requirements 

is identified during a review of the property. 
 

Owners should be notified of the state agency’s finding.  Exhibit 5-2 is a sample letter that may be used to 

notify the owner. 
 

 

                                                           
1Refer to Chapter 5 for discussion of the uniform physical condition standards. 
2 The five components are the site, building exteriors, building systems, common areas, and dwelling units.  
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Out of Compliance 
 

The instructions on Form 8823 define minor violations as those that require correction but do not impair 

essential services and safeguards for tenants.  A property is out of compliance if, during an inspection of 

the five major components of the property, there are a significant number of violations in one or multiple 

units, or a repetition of findings from earlier inspections.  Examples of minor violations include: 

 

 As least one screen door or storm door is damaged or is missing screens or glass; 

 Floor covering is fully functional, but small areas of the floor surface are missing (the estimate is that 

more than 5 percent, but less than 10 percent of the floors are affected); 

 A window is not functioning, but can be secured; 

 HVAC
3
 systems show signs of abnormal vibrations, other noise, or leaks when engaged, but the 

system still provides enough heating or cooling to maintain a minimum temperature range in the 

major living areas; 

 Cracks and deteriorated surface material give evidence of settlement/heaving in parking lots, 

driveways, or roads; or 

 Missing equipment in a recreational play area (20 to 50 percent), but poses no safety risk.  

 

All minor violations must be documented in the inspection report.  However, if an owner or manager can 

immediately remedy the violation during the inspection, and there is no pattern for such issues, then the 

violation should be documented, but does not have to be reported to the IRS.   

 

The reportable “out of compliance” date is the date the property failed to meet the inspection standard, if 

known; otherwise, at the earliest documented date that the standard was not met.   Notification letters to 

building owners should establish the correction periods for any “out of compliance” issues. 

 

 

Back In Compliance 

 

Property is back in compliance when noted violations are corrected.  Acceptable evidence of the corrected 

violations includes items such as a certification from an appropriate licensed professional that the item 

now complies with the inspection standard, or other documentation demonstrating that the violation had 

been corrected.   
 

Correction Period 
 

The correction period is the period during which the owner of an LIHC property must bring the property 

into compliance.  Generally, the correction period may not exceed 90 days from the date of owner 

notification.  However, the correction period can be extended for up to 6 months if there is a good cause 

for granting the extension. 
 

Submissions to the IRS 
 

Form 8823 must be filed with the IRS within 45 days following the end of the correction period, whether 

or not the noncompliance is corrected.  Form 8823, however, should not be filed with the IRS before the 

end of the correction period.      
 

                                                           
3 Heating, Ventilation, & Air Conditioning. 
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Corrected Noncompliance 
 

If the violation has been corrected and documented to the agency’s satisfaction, Form 8823 would be filed 

with the correction date associated with the violation.  The correction date is the date of repair, the date of 

inspection at which the repair was observed, or the date of the certification that the repair had occurred; 

whichever evidenced the correction to the agency’s satisfaction.   
 

Noncompliance Remains Outstanding 

 

All violations that remain outstanding would be noted on Form 8823 as having occurred as of the date of 

the inspection (or earlier evidence) and would be reported without a correction date identified.    

 

Submitting Documents 
 

State agencies should include documentation of the owner’s noncompliance when submitting Forms 8823 

to the IRS.  Reports summarizing unit-by-unit noncompliance and electronic pictures are helpful when 

documenting noncompliance even though the violations may have been corrected after the filing of the 

report of noncompliance. 
 

 

References 

 

IRC 42(i)(3)(B)(i) 

Treas. Reg. 1.42-5  
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Chapter 7 

 

Category 10d 

Owner Failed to Submit Annual Certification or 

Submitted Incomplete or Inaccurate Certification 

 

 

Definition 

 

This category is used to report owners of low-income housing properties who fail to submit annual 

certifications, or any other required reports, to the state agency as described in Treas. Reg. §1.42-5(c).  

Monitoring procedures require certifications (and state agency reviews of the certifications) at least 

annually for every year of the compliance period.  Monitoring procedures may require certifications (and 

state agency reviews) more frequently than annually, provided that all months within each 12-month 

period are subject to certification.   

 

Owners are responsible for reporting to the state agency annually that their projects are in compliance 

with IRC §42.  They must report in the form and manner the state agency specifies and must certify, 

under the penalty of perjury, that the information provided is true, accurate, and in compliance with IRC 

§42.   The owner must certify
1
 that:  

 

1. The project meets the minimum set-aside test applicable to the project; 

 

2. The project complies with the requirements for the set-asides elected on Form 8609;  

 

3. There has been no change in the applicable fraction for any building in the project, or if there was a 

change, a description of the change is included with the certification;  

 

4. The owner has an annual Tenant Income Certification from each low-income household and 

documentation to support the certification at initial occupancy and subsequent years.  Tenants 

receiving Section 8 housing assistance payments may satisfy the requirement by submitting a 

statement provided by the public housing authority.  See Treas. Reg. §1.42-5(b)(1)(vii). 

 

5. If appropriate, the owner has received a certification waiver letter from the IRS (Rev. Proc. 94-64, 

1994-2 C.B. 797) and the owner is in good standing;  

 

6. Each low-income unit in the project is rent restricted;   

 

7. All units in the project are and have been for use by the general public, including the requirement that 

no finding of discrimination under the Fair Housing Act, 42 U.S.C. 3601-3619, has occurred for the 

project.  A finding of discrimination includes an adverse final decision by the Secretary of the 

Department of Housing and Urban Development, 24 CFR 180.680, an adverse final decision by a 

substantially equivalent state or local fair housing agency, 42 U.S.C. 3616a(a)(1), or an adverse 

judgment from a federal court; 

 

8. The buildings and low-income units in the project are suitable for occupancy, taking into account 

local health, safety and building codes (or other habitation standards), and the state or local 

government unit responsible for making local health, safety, or building code inspections has not 

issued a violation report for any building or low-income unit in the project.  If there was a violation, 

                                                           
1
 See Treas. Reg. 1.42-5(c), certification and review provisions. 
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the owner must attach the violation report or a summary of it and state whether the violation was 

corrected;  

 

9. There has been no change in the eligible basis of any building in the project (determined at the end of 

the first credit year), or if there was a change, the nature of the change; 

 

10. All tenant facilities included in the eligible basis of any building in the project (such as swimming 

pools, other recreational facilities, or parking areas, etc.) were provided on a comparable basis 

without charge to all tenants in the buildings; 

 

11. If a low-income unit in the project has been vacant during the year, reasonable attempts were, or are 

being made, to rent that unit (or the next available unit of comparable or smaller size) to tenants 

having a qualifying income before any units were, or will be, rented to tenants not having a qualifying 

income; 

 

12. If the income of tenants of a low-income building in the project increased above 140% of the 

applicable income limit (or 170% for deep rent skewed projects), the next available unit of 

comparable or smaller size in the building was rented to residents having a qualifying income.   

See Treas. Reg. §1.42-15 for guidance on the available unit rule;   

 

13. An extended low-income housing commitment is in effect (not applicable to buildings receiving 

allocations before 1990 or bond-financed buildings with bonds issued before 1990), including the 

requirement that an owner cannot refuse to lease a unit in the project to an applicant because the 

applicant holds a voucher or certificate of eligibility under section 8 of the United States Housing Act 

of 1937, 42 U.S.C. 1437f (for buildings subject to section 13142(b)(4) of the Omnibus Budget 

Reconciliation act of 1993, 107 Stat.312, 438-439);   

 

14. All low-income units in the project are used on a non-transient basis, except for transitional housing 

for the homeless or single-room occupancy units rented on a month-by-month basis; and 

 

15. The project complies with the requirements for all federal or state housing programs (e.g. RHS 

Assistance, HOME, Section 8 or tax exempt financing), as applicable.  

 

 

In Compliance 

 

Owners are in compliance, for federal tax purposes, when annual certifications have been submitted 

timely
2
, accurately, and in a complete manner.  Because the compliance monitoring regulations establish 

minimum standards, the state agencies have the right to control the documentation requirements within 

their specific jurisdiction.  Therefore, the state agencies may require the use of standardized forms or 

submission of additional documentation.   

 

The state agency may also require additional reporting items.  However, unless noncompliance with these 

reporting requirements constitutes noncompliance with IRC §42, noncompliance with these state agency 

reporting requirements should not be reported to the IRS.  

 

 

                                                           
2 The state agencies should establish their own timeframes for submission of annual certifications. 
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Out of Compliance 

 

The owner is out of compliance if the annual certification is not received by the state agency’s due date 

for annual certifications.  Some state agencies send reminders that a certification is due, but it is not 

required.  Further, to the extent that inadequate documentation from the owner prevents a state agency 

from determining whether a project is in compliance with IRC §42, the state agency can treat the property 

as out of compliance.  Examples of noncompliance include:  

 

1. Owner failed to submit annual certification package;  

2. Owner failed to submit all required documentation;  

3. Owner failed to complete the question and answer portion of the annual certification; or  

4. Owner failed to submit original signature of managing general partner(s) or other authorizing 

signature.   

 

If an owner fails to complete or submit any of the certification items listed above, then a Form 8823 must 

be issued.  The date each building ceased to comply would be the first day of the reporting year for which 

such information was due.  

 

For example, if an owner does not submit the annual certification package for the 2003 calendar year, a 

Form 8823 will be issued and the “Out of Compliance” box checked for line 10d.  Also, on line 7, the 

date should be entered as 01012003 (January 1, 2003 – the first day of the reporting year).  

 

 

Back In Compliance 

 

The owner is considered back in compliance when a perfected annual certification (and any other required 

documentation) is received by the state agency.  Corrections may include submission of the required 

documentation, answering all the questions, or including original signatures.   

 

 

References 

 

1. IRC § 42(m)(1)(B)(iii)  

2. Treas. Reg. §1.42-5(c)  
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Chapter 8 

 

Category 10e 

Changes in Eligible Basis 

Or Applicable Percentage 

 

 

This category is used to report violations associated with the Eligible Basis of a building or any 

occurrence that result in a decrease in the Applicable Percentage of a building.  

 

 

CHANGES IN ELIGIBLE BASIS 

 

Definition 

 

A cost incurred in the construction of a low-income housing building is includable in Eligible Basis under 

IRC §42(d)(1) if the cost is: 

 

1. Included in the adjusted basis of depreciable property subject to IRC §168 and the property qualifies 

as residential rental property under IRC §103, or 

 

2. Included in the adjusted basis of depreciable property subject to IRC §168 that is used in a common 

area or provided as a comparable amenity to all residential rental units in the building, or  

 

3. Included in the adjusted basis of depreciable property under IRC § 168 (other than 1 or 2 above) that 

is used throughout the tax year in providing any community service facility, as described in IRC § 

42(d)(4)(C)(iii)).   

 

Note that the above test for Eligible Basis does not exclude the application of other requirements affecting 

Eligible Basis under IRC §42.  For example, the cost of constructing a parking area would qualify under 

this test.  However, if a separate fee were charged for use of the parking area, the cost would not be 

included in the Eligible Basis. 

 

IRC §167(a) provides that there shall be allowed, as a depreciation deduction, a reasonable allowance for 

the exhaustion, wear and tear (including a reasonable allowance for obsolescence) of property used in a 

trade or business of the taxpayer, or of property held for the production of income.  Treas. Reg. §1.167(a)-2 

further provides that the depreciation allowance, in the case of tangible property, applies only to the part of 

the property which is subject to wear and tear, decay or decline from natural causes, exhaustion, and 

obsolescence.  The allowance does not apply to land apart from the improvements or physical development 

added to it.   

 

For a land cost to be included in Eligible Basis, the preparation or improvement must be so closely 

associated with a particular depreciable asset (e.g., a building) that meets the criteria of 1, 2, or 3 above that 

the preparation or improvement will be retired, abandoned, or replaced contemporaneously with that 

depreciable asset.  Thus, for example, a land improvement cost would be included in Eligible Basis if the 

land improvement is so closely connected with a building (whose cost is otherwise includable in Eligible 

Basis) that if the building were torn down and replaced with another building, the land improvement would 

have to be incurred again.  

 

Eligible Basis may not include any parts of the property used for commercial purposes.  It may include 

the cost of facilities for use by tenants to the extent there is no separate fee for their use and they are 
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available to all tenants.  It may also include the cost of amenities if the amenities are comparable to the 

cost of amenities in other units. 

 

A building’s Eligible Basis is determined at the close of the year the building is placed in service, or, if 

the taxpayer elects, the close of the following year. 

 

Federal Grants    

 

If a federal grant
1
 is made to fund the cost or operation of a building, the Eligible Basis of the building 

must be reduced by the amount of the grant in the year the grant is made for the building and all 

subsequent years in the compliance period.   

 

Eligible Basis is not reduced if the proceeds of a federal grant are used as a rental assistance payment 

under section 8 of the United States Housing Act of 1937 or any comparable rental assistance program.  

Under Rev. Rul. 2002-65, rental assistance payments made to a building owner on behalf or in respect of 

a tenant under the Rent Supplement Payment program (12 U.S.C. §1701s) or the Rental Assistance 

Payments program (12 U.S.C. §1715z-1(f)(2)) are not grants made with respect to a building or its 

operation under IRC §42(d)(5). 

 

A building is out of compliance as of the date the federal grant is made. 

 

Resident Managers and Maintenance Personnel   

 

The legislative history
2
 to IRC §42 states that residential rental property, for low-income housing credit 

purposes, has the same meaning as residential rental property within IRC §103.  The legislative history 

also states that residential rental property includes residential rental units, facilities for use by the tenants, 

and other facilities reasonably required by the project. Under Treas. Reg. §1.103-8(b)(4), facilities that are 

functionally related and subordinate to residential rental units are considered residential rental property.  

Treas. Reg. §1.103-8(b)(4)(iii) provides that facilities functionally related and subordinate to residential 

rental units include facilities for use by the tenants, such as swimming pools and similar recreational 

facilities, parking areas, and other facilities reasonably required for the project.  The examples included in 

Treas. Reg. §1.103-8(b)(4)(iii) of facilities reasonably required by a project specifically include units for 

resident managers or maintenance personnel.  

 

Rev. Rul. 92-61 holds that the adjusted basis of a unit occupied by a full-time resident manager is 

included in the Eligible Basis of a qualified low-income building under IRC §42(d)(1), but the unit is 

excluded from the applicable fraction under IRC §42(c)(1)(B) for purposes of determining the building's 

qualified basis.   

 

Security Officers  
           

For deterring crime in and around an LIHC project, it may be necessary and reasonably required by the 

project for the owner to provide a security presence by leasing a low-income housing unit to a Security 

Officer, who may be an off-duty law enforcement officer, security person in private industry, or other 

qualified person.  In return for performing safety and security services that contribute to the management 

and control of the LIHC property, the Security Officer may be provided an on-site unit.   

 

                                                           
1 Federal grants are funds which originate from a federal source and which do not require repayment. 
2 H.R. Conf. Rep. No. 841, 99th Cong., 2d Sess. II-89 (1986), 1986-3 (Vol. 4) C.B. 89.) 
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The Security Officer provides on-site presence during the evening and nighttime hours to respond to any 

emergencies and disturbances, and to respond to residents' requests for assistance, including complaints, 

unauthorized visitors, improper parking, and unauthorized use of community facilities.  Other encouraged 

activities may include conducting resident criminal background investigations, neighborhood watch 

programs, and educational activities for primary school-age residents. 

 

The adjusted basis of the unit occupied by the Security Officer is includable in the Eligible Basis of the 

building under IRC § 42(d)(1), but the unit is excluded from the applicable fraction of the building under 

IRC §42(c)(1)(B).  Further, the inclusion of the adjusted basis of the unit occupied by the Security Officer 

in Eligible Basis will not be affected by a later conversion of that unit into a residential rental unit.  

 

Community Service Facilities 
 

As part of the Community Renewal Tax Relief Act of 2000, a new IRC §42(d)(4)(C) was added to 

include property used to provide services to nontenants as part of the eligible basis used for determining 

the LIHC amount.  The law applies to credit allocations after 2000 or, if the building does not need an 

allocation under IRC §42(h)(4), buildings placed in service after 2000. 

 

There are specific requirements: 

 

1. The property must be located in a qualified census tract.  (See IRC §42(d)(5)(C)(ii).) 

 

2. The property must be subject to the allowance for depreciation and not otherwise accounted for. 

 

3. The property must be used throughout the taxable year in providing any community service facility.  

 

4. Under IRC §42(d)(4)(C)(iii), a community service facility must be designed to service primarily 

individuals whose income is 60 percent or less of the area median income.    According to Rev. Rul. 

2003-77, the requirement is satisfied if the following conditions are met: 

 

 The facility must be used to provide services that will improve the quality of life for community 

residence; i.e., day care, career counseling, literacy training, education (including tutorial 

services), recreation, and out-patient clinical health care. 

 

 The taxpayer must demonstrate that the services provided at the facility will be appropriate and 

helpful to individuals in the area of the project whose income is 60 percent of less of Area 

Median Income.  This may, for example, be demonstrated in the market study required under IRC 

§42(m)(1)(A)(ii), or a similar study.  

 

 The facility must be located on the same tract of land as one of the buildings that comprises the 

qualified low-income housing project. 

 

 If fees are charged for the services provided, they must be affordable to individuals whose income 

is 60 percent or less of the area median income. 

 

Under IRC §(42)(d)(4)(C)(ii), the increase in the adjusted basis of any building that includes the 

community service facility cannot exceed 10 percent of the eligible basis of the qualified low-income 

housing project of which it is a part.  All community service facilities than are part of the same qualified 

low-income housing project are treated as one facility. 
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In Compliance 

 

The Eligible Basis of a building is determined at the end of the first year of the credit period.  As long as 

there is no reduction in the Eligible Basis amount upon which the credit is based, the property is in 

compliance.    

 

 

Out of Compliance 

 

The Eligible Basis of a property is reduced when space that originally qualified as residential rental 

property changes character or space that was originally designated for use by qualified tenants is no 

longer available to them.  Typical noncompliance may involve converting common areas to commercial 

property, or charging fees for facilities (such as a swimming pool), the cost of which were included in the 

Eligible Basis. 

 

The date of noncompliance is the specific date the residential space is converted to commercial space or 

when a fee is charged.    

 

 

Back In Compliance 

 

Common areas and tax credit rental units may be converted to commercial space.  Whether the cost of 

these converted spaces can be restored to Eligible Basis by changing the properties back into common 

areas or tax credit rental units has not been determined.  Thus, the “Noncompliance corrected” box should 

be left blank for such violations.  Instead, the state agency should contact the IRS National Office LIHC 

Program Analyst for instructions. 

 

 

CHANGES IN THE APPLICABLE PERCENTAGE 

 

Definition 

 

The credit is calculated to provide a yield equal to 70 percent (or 30 percent) of a building’s qualified 

basis over a 10-year credit period.   IRC §42(b)(2)(B) provides that a new building that is not federally 

subsidized is eligible for a 70-percent present value credit (9-percent credit) while a new building that is 

federally subsidized and an existing building are eligible for a 30-percent present value credit (4-percent 

credit).  These credit percentages are commonly referred to as Applicable Percentages. 

 

For 1987, the first year the credit was available, the Applicable Percentages were 9 percent and 4 percent.  

For subsequent years, monthly credit tables published in the Internal Revenue Bulletin provide the actual 

Applicable Percentages to be used in calculating the credit.  These tables effectively adjust the 9 percent 

and 4 percent rates on a monthly basis so that the present value over the ten-year credit period will 

continue to yield the 70 percent and 30 percent figures. 

  

Federal Subsidies  

 

A Federal subsidy is defined as any obligation for which the interest is exempt from tax under IRC §103 

or a direct (or indirect) Federal loan for which the interest rate is less than the applicable Federal rate on 

the date the loan is made.   
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Section 42(i)(2)(A) provides that a new building is federally subsidized for any tax year if, at any time 

during such tax year or any prior tax year, there is or was outstanding any obligation the interest on which 

is exempt from tax under § 103, or any below market Federal loan, the proceeds of which are or were 

used (directly or indirectly) with respect to the building or its operation.   

 

A new building that is federally subsidized is eligible only for the 4-percent credit.  However,  the 

building will become eligible for the 9-percent credit if  (1) by the close of the first year of the credit 

period the taxpayer elects (on Part II of Form 8609) to reduce the eligible basis of the building by the 

principal amount of the loan or by the proceeds of the tax-exempt bond, or (2) before the building is 

placed in service, the taxpayer repays the loan or redeems the tax-exempt bond.    

 

 

In Compliance   

 

A new building receiving the 9-percent credit is in compliance if no federal subsidy is used (directly or 

indirectly) for the building or for its operation.  If a federal subsidy is used (directly or indirectly) for the 

building or for its operation, the building is in compliance if (1) the taxpayer elected (on Part II, Form 

8609) to reduce the Eligible Basis of the building and this reduction is properly reflected in the Eligible 

Basis determined at the close of the first year of the credit period, or (2) the federal subsidy is redeemed 

or paid before the building is placed in service.   

 

 

Out of Compliance     

 

A new building receiving the 9-percent credit is out of compliance if a federal subsidy is used (directly or 

indirectly) for the building and its operation and: 

 

1. The taxpayer fails to elect (on Part II, Form 8609) to reduce the Eligible Basis of the building,  

 

2. The taxpayer elects (on Part II, Form 8609) to reduce the Eligible Basis of the building but the 

reduction is not properly reflected in the Eligible Basis of the building determined at the close of the 

first year of the credit period, or 

 

3. The federal subsidy is not redeemed or paid before the building is placed in service and the taxpayer 

did not elect to reduce the Eligible Basis as described above.   

 

A new building receiving the 9-percent credit is also out of compliance if it otherwise meets the “In 

Compliance” requirements above, but a federal subsidy is subsequently used with respect to the building 

or its operation from years 2 through 15 of the compliance period. 

 

A building is out of compliance as of the date the federal subsidy is used. 

 

 

Back In Compliance 

 

In general, the violation of the federal subsidy rules is a noncompliance event that cannot be corrected.  

For example, a federal subsidy used (directly or indirectly) with respect to a new building receiving the 9-

percent credit during years 2 through 15 of the compliance period results in a decrease in the Applicable 

Percentage of the building from the 9-percent credit to the 4-percent credit, beginning with the year the 

subsidy is used and for all remaining years in the compliance period.  Following the close of the first year 
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of the credit period, a taxpayer cannot elect to reduce the Eligible Basis of the building to qualify of the 9-

percent credit.   

 

If a state agency identifies the receipt of a Federal subsidy during years 2 through 15 of the compliance 

period for operation of a building or project for which the Applicable Percentage is 9 percent, 

noncompliance should be reported under category 10e.  No attempt should be made to determine whether 

the taxpayer correctly lowered the Applicable Percentage.   

 

Under unusual circumstance, it might be possible to correct a noncompliance event occurring during the 

first year of the credit period; e.g., a favorable private letter ruling permitting the taxpayer to make a late 

election on Part II, Form 8609, to reduce Eligible Basis to the extent of a federal subsidy.  The IRS is 

currently unaware of any violation of the federal subsidy rules that can be corrected without a 

determination from the IRS.  Accordingly, the “Noncompliance corrected” box for this line should be left 

blank for any violation involving the federal subsidy requirements.  

  
 
REFERENCES 

 

1. IRC §42(d) 

2. IRC §42(i)(2)(E) 

3. Treas. Reg. §1.42-5(e)(2), (3) 

4. Rev. Rul. 77-110, 1977-1 C.B. 58 

5. Rev. Rul. 80-235, 1980-2 C.B. 229 

6. Rev. Rul. 91-38, 1991-2 C.B. 3 

7. Rev. Rul. 92-61, 1992-2 C.B. 7 

8. Rev. Rul. 2002-65, 2002-43 I.R.B. 729 

9. Rev. Rul. 2003-77, 2003-29 I.R.B. 75 

10. PLR 8813024 

11. PLR 8947014 

12. PLR 9538015 
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Chapter 9 

 

Category 10f 

Project Failed to Meet  

Minimum Set-Aside Requirements 

 

 

Definition 

 

This category is used to report projects that have violated the minimum set-aside rules; i.e., the number of 

qualifying units falls below the minimum requirement.  This number is determined by the minimum set-

aside elected by the owner.  The choice of minimum set-aside establishes the income limit and rent limit 

applicable to low-income units in the project.   By the time a credit allocation is made, the owner should 

have selected one of the following minimum set-aside elections
1
 on a project basis: 

 

1. At least 20% of available rental units in the development must be rented to households with income 

not exceeding 50% of Area Median Gross Income (AMGI) adjusted for family size. 

 

2. At least 40%
2
 of the available rental units in the development must be rented to households with 

income not exceeding 60% of AMGI adjusted for family size. 

 

In addition to the election of a minimum set-aside, the owner can elect
3
 to provide housing to households 

with income of 40 percent or less of the AMGI under IRC §142(d)(4)(B).  Under this “deep-rent 

skewing” set-aside, at least 15% of the available rental units in the project must be dedicated to 

individuals with incomes at 40% or less of AMGI applicable to the units, and (2) 50% of the average 

gross rent for market rate units of comparable size in the project. 

 

Once the minimum set-aside and deep-rent skewing elections are made, they are irrevocable
4
.  Thus, the 

applicable minimum set-aside, deep-rent skewing, and the corresponding rent restrictions apply for the 

duration of the 15-year compliance period.  

 

IRC §42(g)(3)(D) provides that each building in a multi-building project is considered a separate project 

unless the owner decides to identify the buildings that are (or will become) part of the project, as 

documented on Form 8609, line 8b).  This distinction is important because the minimum set-aside is 

determined on a project basis. 

 

 

In Compliance 

 

A property is in compliance if the elected minimum set aside test (20/50 or 40/60) and the elected deep-

rent skewing test (15/40) is met by the end of the first year of the owner’s credit period and continues to 

be met throughout the compliance period.   In an acquisition and rehabilitation project in which a tenant is 

living in the unit prior to acquisition and plans to remain in the unit after the rehabilitation is completed, 

the tenant should be certified for the unit at the time of acquisition. 

 

 

                                                           
1 Election is documented on Form 8609, line 8c. 
2 For the boroughs of New York City, 25% is substituted for 40%.  See IRC §42(g)(4) and IRC §142(d)(6). 
3 Election is documented on Form 8609, line 8d. 
4 In rare circumstances the IRS has granted an owner an extension of time to make the correct election (see IRC §42(g)(8)).  The 

owner must request a private letter ruling and receive express permission to do this.  
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Out of Compliance 

 

If the project does not meet the minimum set-aside by the end for the first year of the credit period, the 

property does not qualify as a low-income housing project, and the credit cannot be claimed in any year.  

Noncompliance also occurs if the project meets the minimum set-aside by the end of the first year, but 

falls below the minimum set-aside anytime during a subsequent year in the compliance period; in this 

case, the entire credit is lost for that year.  

 

Example 1: First Year Lease Up 

 

The owner did not lease the minimum number of units to income eligible tenants by the end 

of the first year of the credit period.   

 

The date of noncompliance is the last day of the first year of the credit period.  This 

noncompliance event can never be corrected.  The state agency should issue Form 8823 

indicating Category 10f, Project failed to meet minimum set-aside requirements, and 

Category 10j, Project is no longer in compliance and is no longer participating in the low-

income housing tax credit program.  (Only if Form 8609 has been filed with the IRS.) 
 

 

Back In Compliance 

 

Generally, if the project failed the first year minimum set-aside requirement, the noncompliance cannot be 

corrected.  The taxpayer is prohibited from ever claiming the LIHC; the date of noncompliance is the last 

day of the taxable year of the first year of the credit period.  The state agency should issue Form 8823 

indicating Category 10f, Project failed to meet minimum set-aside requirements and Category 10j, Project 

is no longer in compliance and is no longer participating in the low-income housing tax credit program.    

 

If the minimum set-aside violation occurs after the first year of the compliance period, the project is back 

in compliance for the year in which the minimum set-aside is restored.   

 

The owner has recourse under IRC §42(g)(8)(A).  The IRS can waive any credit recapture under IRC 

§42(j) in the case of any de minimis error in complying with the minimum set-aside requirements under 

IRC §42(g)(1).  The owner must submit a request for a private letter ruling to obtain the waiver.  If the 

waiver is granted, the state agency may reinstate the property in the LIHC program.  State agencies 

should not delay reporting noncompliance pending the results of a private letter ruling. 

 

Example 1: Fees for Assisted Living Services 

 

The owner charged a mandatory fee for non-optional assisted living services in years 3-7 of 

the compliance period.  This fee, when added to the rent, exceeded the gross rent limitation 

for all the units and resulted in a violation of the minimum set-aside requirement for years 

3-7.  

 

The owner did not meet the minimum set aside and should not claim any credit for years 3-7 

of the compliance period.  The date of noncompliance is the close of year 3 of the compliance 

period.   The taxpayer is back in compliance when the rents are properly restricted.   
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Example 2: Rent in Excess of Limit   

 

The owner leased the minimum number of units to IRC §42 eligible tenants by the end of the 

first year of the credit period.  However, the rent limit was incorrectly determined and the 

taxpayer overcharged rent on all the units by one dollar.    

 

Technically, the taxpayer has not met the minimum set-aside.  However, in the event that the 

noncompliance is de minimis and unintentional (such as rounding errors) and the taxpayer 

reimburses affected tenants for the excess rents, it will not be necessary for the taxpayer to 

reduce or recapture the LIHC for the period of noncompliance.  (This corrective action 

applies in all years of the compliance period.)  

 

If the taxpayer demonstrates to the state agency that the error was unintentional and de 

minimis, and that reimbursement has been made to the affected tenants, the state should note 

the nature of the error and that reimbursements has been made on an attachment to Form 

8823 filed with the IRS when the taxpayer is determined to be back in compliance.   

 

Rebating excess rents to avoid the disallowance of the LIHC is not acceptable when the 

noncompliance is either intentional or the amount charged significantly exceeds the limit, 

such as failure to remit rents above the LIHC limit to Rural Development. 

 

In the event that the noncompliance is not de minimis and results in the failure to meet the 

minimum set-aside for the first year of the credit period, the taxpayer is prohibited from every 

claiming the LIHC; the date of noncompliance is the last day of the taxable year of the first 

year of the credit period.  The state agency should issue Form 8823 indicating Category 10f, 

Project failed to meet minimum set-aside requirement and Category 10j, Project is no longer 

participating in the low-income housing tax credit program.  See chapter 10 for further 

information.     

 

Example 3: Rental to Ineligible Tenants Violates Minimum Set-Aside Requirement 

 

Upon inspection, it is determined that the number of units rented to income-qualified tenants 

fell below the minimum set-aside during a year following the first year of the credit period.   

 

The property is out of compliance as of the date the unit causing the project to fall below its 

minimum set-aside is rented to an ineligible tenant.  To correct the minimum set-aside 

violation, the owner must rent units with IRC §42 eligible households until the minimum set-

aside is restored. 

 

Documentation of corrected noncompliance includes copies of eligibility paperwork for 

enough tenants to bring the property back to enough qualified units to meet the minimum set-

aside.  At a minimum, documentation should include the tenant’s application/eligibility 

questionnaire, income verifications, tenant income certification, and student verification, if 

necessary. 

 

The date of correction is the latter of the effective date of the tenant certification or move-in 

date for the last household that enables the property to meet its minimum set-aside. 
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Example 4: Eligible Tenant Vacates a Unit After the First Year of the Credit Period  

 

The income-eligible tenant that originally qualified a unit in the first year of the credit period 

moved out during a year following the first year of the credit period.  The unit was empty at 

the end of the year. 

 

The unit is considered a LIHC unit as of the time the tenant moved in and continues to be 

eligible for the LIHC even though it is vacant at the end of the year.   
       

 

References 

 

1. IRC §42(g)  

2. Rev. Rul. 90-89, 1990-2 C.B. 8 
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Chapter 10 

 

Category 10g 

Gross Rent(s) Exceed Tax Credit Limits 

 

 

Definition 

 

A unit qualifies as a tax credit unit when the rent is restricted as outlined in IRC §42(g)(2)(A), and the 

gross rent does not exceed 30 percent of the imputed income limitation applicable to such unit under 

IRC §42(g)(2)(C).  The income limit for a low-income housing unit is based on the minimum set-aside 

election made by the owner.  Items to consider include services provided, revisions to HUD income 

limits, rent calculation methods, changes in the tenant’s income, Section 8 tenants, Rural Housing 

Service (formerly FmHA) rents, supportive services, and Deep Rent Skewing.   

 

Provision of Services 

 

Units may be residential rental property notwithstanding the fact that services other than housing are 

provided.  However, any charges to low-income tenants for services that are not optional generally must 

be included in gross rent (Treas. Reg. 1.42-11).  A service is optional when the service is not a condition 

of occupancy and there is a reasonable alternative.  Charges for non-optional services such as a 

washer/dryer hookup fee and built-in/on storage sheds (paid month-to-month or a single payment) would 

always be included within gross rent.  No separate fees should be charged for tenant facilities (i.e., 

pools, parking, recreational facilities) if the costs of the facilities are included in eligible basis.  

Assuming they are optional, charges such as pet fees, laundry room fees, garage, and storage fees may be 

charged in addition to the rent; i.e., they are not included in the rent computation.  Break the lease fees, 

redecorating fees, and security deposits are one-time payments and are not considered in the rent 

calculation, though the owner should comply with local requirements.   

  

Changes to HUD Income Limits 

 

Rents must be calculated using HUD1 income limits.  The lowest rents owners will be required to charge 

(gross rent floor) are based on the income limits in effect when the building is allocated credits, unless 

the owner elects (and notifies the housing credit agency of the election) to treat the rent floor as taking 

effect on the date the building is placed in service (Rev. Proc. 94-57, 1994-2 C.B. 774).   This rule 

applies to properties receiving credit allocations or determination letters under IRC §42(m)(2)(D) after 

October 6, 1994. For allocations and determination letters after 1989 and before October 7, 1994, 

owners and state agencies may use a date based on a reasonable interpretation of IRC §42.  Before 1990, 

the gross rent floor took effect at the time the building was placed in service.  See IRC §42(g)(2)(A).  If 

the income limits increase, there is no noncompliance as long as the rents are below the maximum rents 

in effect at that time.  However, if the income limits are reduced, the maximum rent charged, as well as 

the gross rent floor, should be reviewed.    

 

                                                 
1 Owners have 45 days to implement revised income limits after they are published by HUD or HUD’s effective date for the new 

list, whichever is later. See Rev. Rul. 94-57, 1994-2 C.B. 5.      
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Example 1: HUD Income Limit Reduced (Credit Allocation Date) 

 

The owner makes the 40/60 election on Form 8609.  HUD issues reduced income limits 

effective 1/1/2000.  The revised maximum 60% gross rent is $400, which is below the 

calculated maximum rent floor of $500 in effect at the time the owner received the credit 

allocation.  The owner has been charging $450 rent and a $50 utility allowance.  There is no 

noncompliance; owner may rely on his gross rent floor and continue to charge $500 in total 

rent.   

 

Example 2: HUD Income Limit Reduced (Placed-in-Service Date)  

 

The owner made the 40/60 election on Form 8609 and elected to treat the rent floor as 

taking effect on the date the building was placed in service on July 12, 1999.  HUD then 

issued reduced income limits effective 1/1/2000.  The revised maximum 60% gross rent is 

$400, which is above the calculated rent floor of $300 at the time the owner placed the 

building in service.  The owner may charge rent of $350 and a $50 utility allowance, for a 

total of $400.     
 

Rent Calculation Methods 

 

Pre-1990: Gross rent for properties receiving tax credit allocations or placing bond-financed buildings in 

service before January 1, 1990 and for which the election
2
 to determine rents based on number of 

bedrooms was not made, may not exceed thirty percent (30%) of the HUD-determined median income 

limit adjusted for the actual number of people in the household for the area in which the property is 

located.  This is the method used prior to the Revenue Reconciliation Act of 1989.  

 

Post-1989: Gross rent for properties receiving tax credit allocations or placing bond-financed buildings 

in service after December 31, 1989
3
 and for pre-1990 properties subject to the bedroom election under 

Rev. Proc. 94-9, maximum gross rents are computed based on the number of bedrooms in the unit.  

Units with no separate bedroom are treated as being occupied by one person and units with separate 

bedrooms are treated as being occupied by 1.5 persons per each separate bedroom.  Note: The per 

bedroom calculation may be applied only for households moving into units after the date the bedroom 

election was made.  Units with households living in the property before the date of the election will 

continue to be charged rents based on the number of family members actually living in the unit until 

such time as a turnover in occupancy occurs. 

 

Example 1: Rent Exceed Limit - Bedroom Election 

 

Assume credits were allocated in 1988 and the owner elected by 2/7/94 to use the bedroom 

election to calculate rent.  A one-person household moved into a 2-bedroom unit on 2/1/94 

and paid the maximum one-person gross rent of $300 and a $50 utility allowance.  

Following the bedroom election, owner raises this household’s rent to the maximum two-

bedroom rent of $500, plus a $50 utility allowance, for a total rent of $550.   

 

                                                 
2 See Rev. Proc. 94-9, 1994-1 C.B. 555 
3
 IRC §42(g)(2)(C) 
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This is not allowable because the household moved into the unit before the date of the 

election and the rent of $550 is over the allowable maximum.  Rent in this unit may only be 

changed to the bedroom calculation method on the date a new household moves in.  The 

owner must immediately reduce the rent charge to $300 rent, plus a $50 utility allowance. 

Date of correction is the date of the lease amendment.  (Note: the owner may not have to 

recapture credit if the excess rent for the entire time that the rent was in excess of the limit is 

rebated to the tenant.) 

 

Tenant Income Rising Above Limit 

 

A unit shall continue to be treated as a low-income unit if the income of the occupants initially met the 

income limitation and the unit continues to be rent-restricted (IRC § 42(g)(2)(D)(i)).  Refer to Chapter 

12 for more information. 

 

Section 8 Tenants  

 

The gross rent limit applies only to payments made directly by the tenant.  Any rental assistance 

payments made on behalf of the tenant, such as through section 8 of the United States Housing Act of 

1937 or any comparable Federal rental assistance, are not included in gross rent.  Congress further 

intended that any comparable state or local government rental assistance not be included in gross rent.  

See IRC §42(g)(2)(B)(i) and the General Explanation of the Tax Reform Act of 1986 (page163). 

 

Example 1: Household Portion of Rent is Below Limit 

 

A Section 8 household moved into a unit on 1/1/00; the maximum gross rent is $500.  

Household pays $200 and the assistance pays $400; the total rent is $600.  There is no 

noncompliance since the household portion of rent is below the maximum allowed.   

 

Example 2: Insufficient Rental Assistance 

 

A Section 8 household with an annual income of $7,000 applies for a unit for which the 

market rate rent is $750.  Assistance will pay a maximum of $500, but the applicant is not 

allowed to pay the $250 difference to meet the $750 rent because it would require the tenant 

to spend more than 40% of income in rent expense.  The applicant is not approved for 

occupancy.  There is no noncompliance.   

 

NOTE: The portion of the rent paid by Section 8 tenants can exceed the LIHC rent ceiling.  

However, Section 8 tenants usually give up their vouchers if their portion of the rent 

exceeds the LIHC rent. 

 

Rural Development (FmHA) Rents 

 

Effective in 1991, gross rent does not include any rental payment to the owner of the unit to the extent 

such owner pays an equivalent amount to the USDA Rural Housing Service
4
 under section 515 of the 

Housing Act of 1949.  (See IRC §42 (g)(2)(B)(iv).)    

 

                                                 
4
 Formerly known as the Farmer’s Home Administration.  
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Example 1: Rent Above Limit (Owner Pays Rural Development, formerly known as FmHA) 

 

Assume a 1991 credit allocation to a property with Rural Development assistance.  The 

maximum gross rent is $500 and the household’s calculated rent under Rural Development 

regulations is $650, which the owner charges.  The owner provides documentation that the 

$150 above the tax credit maximum has been remitted directly to Rural Development.  There 

is no noncompliance.  

 

Example 2: Rent Above Limit (Owner Does Not Pay Rural Development)  

 

Assume a 1991 credit allocation to a property with Rural Development assistance.  The 

maximum gross rent is $500 and the household’s calculated rent under Rural Development 

regulations is $650, which the owner charges.  The owner has not remitted the $150 above 

the tax credit limit to Rural Development.  The unit is out of compliance, beginning with the 

first rental payment of $650.   

 

To bring the unit into compliance, the owner must begin remitting the $150 above the tax 

credit rent limit to Rural Development.  Date of correction is the date of the first payment to 

Rural Development.     

 

Supportive Services  

 

After 1989, gross rent does not include any fee for a supportive service paid to the owner by any 

governmental program or tax-exempt organization if the amounts paid for rent and assistance are not 

separable (IRC §42(g)(2)(B)(iii) and Revenue Reconciliation Act of 1989).  Under Treas. Reg. §1.42-

11, supportive services mean any service designed to enable residents to be independent and avoid 

placement in a hospital, nursing home or intermediate care facility for the mentally or physically 

handicapped.  Examples of supportive services include transportation, housekeeping, or planned social 

activities.  Supportive services do not include continual or frequent nursing, medical, or psychiatric 

services. 

 

Example 1: 1990 Credit Allocation 

 

Assume a 1990 credit allocation.  The maximum gross rent is $500 and the owner receives a 

monthly payment of $600 from a tax-exempt organization to assist the household with the 

living expense of handicapped persons.  There is no noncompliance as long as the owner 

provides documentation that the assistance is inseparable from the rental of the unit and 

complies with above rule.   

 

Example 2: 1988 Credit Allocation 

 

Assume a 1988 credit allocation and the maximum gross rent is $500.  The household 

receives a monthly assistance payment of $600 from a tax-exempt organization to assist with 

the living expenses of disabled persons.  The rent charged to the household is limited to the 

$500 maximum for IRC §42 units.   
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Deep Rent Skewing 

 

Under IRC §142(d)(4)(B)
5
, an owner can elect to provide housing to households with incomes of 40% 

or less of the Area Median Gross Income (AMGI).  The election is made on Form 8609, Low-Income 

Housing Certification, line 10d.  The project qualifies if: 

 

 15 percent or more of the low-income units are occupied by individuals whose income is 40 percent 

or less of the AMGI; 

 

 The gross rent with respect to each low-income unit in the project does not exceed 30 percent of the 

applicable income limit which applies to the individuals occupying the unit; and 

 

 The gross rent with respect to each low-income unit in the project does not exceed ½ of the average 

gross rent with respect to units of comparable size which are not occupied by individuals who meet 

the applicable income limit.   

 

 

In Compliance 

 

A unit is in compliance when the rent charged does not exceed the limitations. 

 

Example 1: Providing Additional Services 

 

A LIHC property provides hot meals twice a day for the convenience of its tenants in a 

common dining facility.  They charge a nominal fee to cover their costs, but do not include 

the cost in the rent charged for the apartments.  Each unit in the property includes a fully 

functional kitchen. 

 

If a practical alternative exists for tenants to obtain meals other than from the dining facility, 

and if payment for the meals in the common dining facility is not required as a condition of 

occupancy, then the cost of the meals is not included in gross rent for purposes of IRC 

§42(g)(2)(A) and Treas. Reg. §1.42-11(b).  

 

Out of Compliance 

 

A unit is out of compliance when the rent charged exceeds the limitation.  If the noncompliance results 

in the violation of the minimum set-aside rule, see chapter 9. 

 

Example 1: Tenant Income Rises Above Limit 

 

A household was initially income qualified and moved into a unit on 1/1/2000.  The 

maximum gross rent is $500.  At recertification on 1/1/2002, the household’s income is 

above the current qualifying limit.  (It doesn’t matter if the income is greater than 140% of 

the maximum.)  The owner increased the rent to the market rate of $1,000.   

 

The unit is out of compliance and no longer a low-income unit, beginning on the date the 

rent was increased above the maximum of $500.  

                                                 
5
 IRC §42(g)(4) authorizes the application of deep rent skewing under IRC §142(d)(4)(B) for IRC §42 properties.  
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Example 2: Month-to-Month Tenancy 

 

A tenant pays the maximum rent of $500.  Upon expiration of the initial lease term, the 

tenant is converted to month-to-month tenancy.  The landlord charges a $25 per month fee 

for month-to-month tenancy, as allowed by state law.  In total, the tenant pays $525 each 

month. 

 

The $25 per month fee is considered additional rent.  The unit is out of compliance, 

beginning on the date the rent was increased above the $500 maximum.   

 

 

Back In Compliance 

 

Generally, a unit is back in compliance when the rent charged does not exceed the limit.   

 

Owners can avoid reduction and recapture of credit when the error is unintentional and de minimis, if 

excess rent is returned to the affected tenants.   This corrective action applies for all years of the 

compliance period.  Rebating excess rents to avoid the disallowance of the LIHC is not acceptable when 

the noncompliance is either intentional or the amount charged significantly exceeds the limit, such as 

failure to remit rents above the LIHC limit to Rural Development.    

 

Example 1:  Overcharged Rent 

 

The owner leased the minimum number or units to IRC §42 eligible tenants during the third 

year of the credit period.  However, the owner unintentionally overcharged rent to tenants 

renting 3 bedroom apartments.  The error was less than a $1.00 and impacted 15 out of 75 

units.  The error did not impact the minimum set-aside.  

 

If the taxpayer demonstrates to the state agency that the error was unintentional and de 

minimis, and that reimbursement has been made to the affected tenants, the state should note 

the nature of the error and that reimbursements has been made on an attachment to Form 

8823 filed with the IRS when the taxpayer is determined to be back in compliance.   

 

Example 2: Overcharged Rent Impacted Minimum Set-Aside  

 

The owner leased the minimum number of units to IRC §42 eligible tenants by the end of 

the first year of the credit period.  However, the owner overcharged rent for all the units by 

less than a $1.00 due to a rounding error in the rental computation; e.g., the owner charged 

$364.00 when the rent limit was $363.69.    

 

Refer to Chapter 9, for complete discussion of this example.    

 

 

References                

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                            

1. Rev. Rul. 91-38, 1991-2 C.B. 3 

2. Rev. Rul. 98-47, 1998-2 C.B. 399 



 

11-1 

Draft: December 2003 

Chapter 11 

 

Category 10h 

Project not Available to the General Public 

 

 

Definition 

 

This category is used to report properties that are not available to the general public.  A residential rental 

unit is for use by the general public if the property conforms with the Fair Housing Act, Treas. Reg. § 1.42-

9, and applicable U.S. Department of Housing and Urban Development rules and regulations governing 

nondiscrimination, collectively referred to as the general public use requirements.  Generally, the rental of 

housing cannot be refused based on race, color, national origin, religion, sex, familial status, or disability.   

 

 

The Fair Housing Act 

 

LIHC properties are subject to Title VIII of the Civil Rights Act of 1968, which makes it unlawful to 

discriminate in any aspect relating to the sale, rental, or financing of dwellings because of race, color, 

religion, sex, or national origin.  The Fair Housing Act of 1988 expanded coverage of Title VIII to include 

familial status and disabilities.   

 

The Fair Housing Act also mandates specific design and construction requirements for multifamily housing 

built for first occupancy after March 13, 1991, in order to provide accessible housing for individuals with 

disabilities.  The Fair Housing Act defines multifamily dwellings as (a) buildings consisting of four or more 

units if such buildings have one or more elevators and (b) ground floor units in other buildings consisting of 

four or more units.  Housing first occupied after March 13, 1991, should fully comply with the accessibility 

requirements.  Exhibit 11-1 provides a brief summary of accessibility requirements.  Technical questions 

concerning the accessibility checklist and all other Fair Housing Act questions can be referred to the state’s 

HUD area office (known as a HUB office).  HUD’s HUB area offices are listed in Exhibit 11-2. 

 

Role of the U.S. Department of Housing and Urban Development (HUD) 

 

HUD is responsible for enforcing the Fair Housing Act.  In so doing, HUD investigates allegations of 

housing discrimination, attempts to resolve the complaint, and determine whether there is reasonable cause 

to pursue civil action.  If reasonable cause is present, HUD must bring the case before an administrative law 

judge.  In the alternative, if either party elects to have claims or complaints decided in a civil action, HUD 

must refer the complaint to the U.S. Department of Justice for prosecution in the United States District 

Court.   

 

Role of the U.S. Department of Justice (DOJ) 
 

DOJ may file a lawsuit whenever the Attorney General has reasonable cause to believe that any person or 

group of persons is engaged in a pattern or practice of discrimination or denial of rights to a group of 

persons where such denial raises an issue of general public importance.  DOJ may also file a lawsuit based 

upon HUD referrals involving the legality of any state or local zoning, or other land use law or ordinance if 

the parties agree to a civil action.  DOJ may also enter into settlement/consent agreements with property 

owners to obtain compliance with the Fair Housing Act.  DOJ may also seek a court judgment to enforce 

the terms of a settlement/consent agreement. 
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Memorandum of Understanding (MOU) Among the Department of the Treasury (Treasury), HUD and DOJ 
 

Treasury, HUD, and DOJ entered into an MOU in a cooperative effort to promote enhanced compliance 

with the Fair Housing Act for the benefit of residents of LIHC properties and the general public.  Key 

points of the MOU include coordinated procedures for notifying the state agencies and IRS of charges, 

lawsuits, or other actions under the Fair Housing Act involving an LIHC property.  The MOU also calls for 

interagency assistance and training, training for the state agencies and industry stakeholders, and training 

for architects on the accessibility requirements.   See Exhibit 11-3 for the full text of the MOU. 
 

Reporting of Fair Housing Act Administrative and Legal Actions 
 

HUD or DOJ will notify a state agency of (1) a charge by the Secretary of HUD for a violation of the Fair 

Housing Act, (2) a probable cause finding under a substantially equivalent fair housing state law or local 

ordinance by a substantially equivalent state or local agency, (3) a lawsuit under the Fair Housing Act filed 

by the DOJ, or (4) a settlement agreement or consent decree entered into between HUD or DOJ and the 

owner of an LIHC property.  On receipt of such a notification, a state agency should immediately file a 

Form 8823 with the IRS noting the potential violation and notify the owner in writing.  A sample letter that 

a state agency should send to the owner is included as Exhibit 11-4. 
 

On receipt of a Form 8823 pertaining to the above, the IRS will send a letter to the owner notifying the 

owner that a finding of discrimination, including an adverse final decision by the Secretary of HUD, an 

adverse final decision by a substantially equivalent state or local fair housing agency, or an adverse 

judgment by a federal court, could result in the loss of low-income housing credits.  Similarly, the IRS will 

also send a letter to owners notifying them that a judgment enforcing the terms of a settlement agreement or 

consent decree could result in the loss of low-income housing credits  
 

Potential Violations Discovered by State Agencies 
 

State agencies should report potential Fair Housing Act violations discovered during their compliance 

monitoring activities to their HUD HUB area offices, or other fair housing enforcement agencies, as 

appropriate.  HUD’s HUB area offices are listed in Exhibit 11-2.  Do not submit this information to the IRS. 
 

State Agency Notified by HUD or DOJ that the Terms of Settlement Agreement, Consent Decree, or 

Judgment are Satisfied 
 

Form 8823 should be filed with the IRS when the civil action is completed.  HUD or DOJ will notify the 

state agency of the resolution of an alleged violation of the Fair Housing Act.  Submission of court or 

administrative documentation that the owner has complied with the court order and/or HUD’s requirements 

and that the violation has been corrected is needed. 

 

 

In Compliance 

 

Owners must rent their units in a manner consistent with the general public use requirements to be in 

compliance with §42.    

 

The rules governing fair housing and nondiscrimination do not prohibit owners from giving preference to 

certain classes of tenants (e.g., the elderly or disabled).  Owners that give preferences to these classes of 

tenants will not be in violation of the general public use requirements. 
 



 

11-3 

Draft: December 2003 

Example 1: Targeted Population 

 

The Fair Housing Act permits owners of projects designed for the elderly to restrict occupancy 

for elderly units entirely occupied by persons 62 years of age or older, or where at least one 

person is 55 or older in at least 80 percent of the occupied units, and the owner adheres to a 

policy that demonstrates an intent to house persons who are 55 or older.  Thus, if an owner 

designed and built an LIHC project for rental to such elderly persons, rental to only such 

qualifying elderly persons will not cause the LIHC project to be out of compliance. 
 

 

Out of Compliance 

 

The failure of LIHC properties to comply with the general public use requirements will result in the denial 

of low-income housing credits on a per-unit basis. 

 

Under Treas. Reg. 1.42-9(b), if a residential unit is provided only for a member of a social organization or 

provided by an employer for its employees, the unit is not for use by the general public and is not eligible 

for credit under IRC §42.  In addition, any residential rental unit that is part of a hospital, nursing home, 

sanitarium, life care facility, trailer park, or intermediate care facility for the mentally and physically 

disabled is not for use by the general public. 

 

Example 1: LIHC Units Restricted to Members of a Social Organization 

 

The owner of an LIHC building started renting only to members of a local fraternal 

organization in the third year of the compliance period.  By the fifth year, all the tenants 

in the building were members of the organization. 

 

This project is in violation of the general public use requirements of Treas. Reg. § 1.42-9(b), 

which provides that a residential unit rented only to a member of a social organization is not for 

use by the general public and is not eligible for the credit under IRC § 42.  The noncompliance 

commenced on the date the first nonqualified tenant moved into a unit in the third year of the 

credit period. 

 

Example 2: Violation of Fair Housing Act 

 

An LIHC project discriminates against single women in its rental practices.  The U.S. 

Department of Justice initiates a lawsuit and obtains a judgment covering all units in the 

project.  The property violates the Fair Housing Act and is in violation of IRC §42 requirements 

concerning maintaining the property in compliance with general public use requirements.  

 
 

Back In Compliance 

 

Under development. 

 
 

Reference 

 

Treas. Reg. §1.42-9 
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FAIR HOUSING ACT ACCESSIBILITY CHECKLIST 

 

 

The following is a checklist of design and construction requirements of the Fair Housing Act.  This 

checklist represents many, but not all, of the requirements to the Act.  This checklist is not intended to be 

exhaustive; rather, it is a helpful guide in determining if the major requirements of the Act have been met 

in designing and constructing a particular multifamily development. 

 

 

GENERAL REQUIREMENTS 

 

 Development has building containing 4 or more units and was designed and constructed for first 

occupancy on or after March 13, 1991. 

 If it is an elevator building, all units are “covered units”. 

 All units in building with elevators have features required by the Act. 

 If it is a non-elevator building, all ground-floor units are “covered units”. 

 All ground-floor units in buildings without elevators have features required by the Act. 

 

NOTE: there is a narrow exception which provides that a non-elevator building in a development need 

not meet all of the Act’s requirements if it is impractical to have an accessible entrance to the non-

elevator building because of hilly terrain or other unusual characteristics of the site. 

 

 

1. ACCESSIBLE BUILDING ENTRANCE ON AN ACCESSIBLE ROUTE 

 

 The accessible route is a continuous, unobstructed path (no stairs) through the development that 

connects all buildings containing covered units and all other amenities. 

 The accessible route also connects to parking lots, public streets, public sidewalks, and to public 

transportation stops. 

 All slopes are no steeper than 8.33% 

 All slopes between 5% and 8.33% have handrails. 

 Covered units have at least one entrance on accessible route. 

 The are sufficient curb cuts for a person using a wheelchair to reach every building in the 

development. 

 

 

2. COMMON AND PUBLIC USE AREAS 

 

 At least two percent of all parking spaces are designated as handicapped parking. 

 At least one parking space at each common and public use amenity is designated as handicapped 

parking. 

 All handicapped parking spaces are properly marked. 

 All handicapped parking spaces that are at least 96” wide with a 60” wide access aisle, which can be 

shared between two spaces. 

 The accessible aisle connects to a curb ramp and accessible route. 

 The rental or sales offices are readily accessible and useable by persons with disabilities. 

 All mailboxes, swimming pools, tennis courts, clubhouses, rest rooms, showers, laundry facilities, 

trash facilities, drinking fountains, public telephones, and other common and public use amenities 

offered by the developments are readily accessible and useable by persons with disabilities. 
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3. USEABLE DOORS 

 

 All doors into and through covered units and common use facilities provide a clear opening of at least 

32” nominal width. 

 All doors leading into common use facilities have lever door handles that do not require grasping and 

twisting. 

 Thresholds at primary entrance doors to covered units are no greater than ¾” and beveled. 

 

4. ACCESSIBLE ROUTE INTO AND THROUGH THE COVERED UNIT 

 

 All routes through the covered units are no less than 36” wide. 

 

5. ACCESSIBLE ENVIRONMENTAL CONTROLS 

 

 All light switches, electrical outlets, thermostats, and other environmental control must be no less 

than 15” and no greater than 48” from the floor. 

 

6. REINFORCED BATHROOM WALLS FOR GRAB BARS 
 

 Reinforcements are built into the bathroom wall surrounding toilets, showers, and bathtubs for the 

future installation of grab bars. 

 

7. USABLE KITCHEN AND BATHROOMS 

 

 At least 30”x 48” clear floor space at each kitchen fixture and appliance. 

 At least 40” between opposing cabinets and appliances 

 At least a 60” diameter turning circle in U-shaped kitchens unless the cooktop or sink at the end of the 

U-shaped kitchen has removable cabinets beneath for knee space. 

 In bathroom, at least 30” x 48” of clear floor space outside the swing of the bathroom door. 

 Sufficient clear floor space in front of and around sink, toilet, and bathtub for use by persons using 

wheelchairs. 
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HUD AREA DIRECTOR PHONE 

NUMBER 

REGIONAL STATES 

REGION I  BOSTON 

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development  

Thomas P. O'Neill, Jr. Federal 

Building 

10 Causeway Street, Room 321  

Boston, MA 02222-1092 

Marcella Brown 617 994-8320 Connecticut, Maine, 

Massachusetts, New 

Hampshire, Rhode Island, and 

Vermont 

REGION II NEW YORK  

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development 

26 Federal Plaza - Suite 3532 

New York, New York 10278-0068 

Stanley Seidenfeld 212 264-1290 

Ext. 3501 

New Jersey, New York 

REGION III PHILADELPHIA 

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development 

The Wanamaker Building 

100 Penn Square East, 12
th
 Floor 

Philadelphia, PA 19107-3380 

Wanda S. Nieves 215-656-0661 

Ext. 3265 

Delaware, District of Columbia, 

Maryland, Pennsylvania, 

Virginia, and West Virginia 

REGION IV ATLANTA  

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development  

Five Points Plaza 

40 Marietta Street, 16th Floor 

Atlanta, Georgia 30303-2806 

Gregory King 404 331-5001 

Ext. 3660 

Alabama, Florida, Georgia, 

Kentucky, Mississippi, North 

Carolina, Puerto Rico, South 

Carolina, and Tennessee 

REGION V CHICAGO 

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development 

Ralph H. Metcalfe Federal Building 

77 West Jackson Boulevard, Rm. 2101 

Chicago, Illinois 60604-3507 

Barbara Knox 312 353-7776 

Ext. 2400 

Illinois, Indiana, Michigan, 

Minnesota, Ohio, and 

Wisconsin 

REGION VI FORT WORTH 

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development 

801 Cherry Street, 27
th
 Floor 

P.O. Box 2905 

Fort Worth, Texas 76113-2905 

Garry Sweeney 817 978-5868 Arkansas, Louisiana, New 

Mexico, Oklahoma, and Texas 
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REGION VII KANSAS CITY 

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development 

Gateway Tower II 

400 State Avenue, Room 200 

Kansas City, Kansas 66101-2406 

Robbie Herndon 913 551-6889 Iowa, Kansas, Missouri, and 

Nebraska 

REGION VIII DENVER 

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development 

633 17th Street, 13th Floor 

Denver, Colorado 80202-3690 

Evelyn Meininger 303 672-5434 

Ext. 1364 

Colorado, Montana, North 

Dakota, South Dakota, Utah, 

and Wyoming 

REGION IX SAN FRANCISCO 

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development 

Philip Burton Federal Building & U.S. 

Courthouse 

450 Golden Gate Avenue, 9
th
 Floor 

P.O. Box 36003 

San Francisco, CA 94102-3448 

Chuck Hauptman 415 436-8420 Arizona, California, Hawaii, 

and Nevada 

REGION X SEATTLE 

Fair Housing Hub 

U.S. Department of Housing and 

Urban Development 

Seattle Federal Office Building 

909 First Avenue, Rm. 205 

Seattle, Washington 98104-1000 

Judith Keeler 206 220-5170 

Ext. 3415 

Alaska, Idaho, Oregon, and 

Washington 
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MEMORANDUM OF UNDERSTANDING AMONG  

 

THE DEPARTMENT OF THE TREASURY, 

                 

THE DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT, AND 

             

THE DEPARTMENT OF JUSTICE 

 

Preamble 

 

The United States Departments of the Treasury, Housing and Urban 
Development, and Justice enter into this memorandum of understanding (MOU) in a 
cooperative effort to promote enhanced compliance with the Fair Housing Act (Act),  

42 U.S.C.  3601 et seq., for the benefit of residents of low-income housing tax credit 
properties and the general public.   

 

It is recognized that the Department of the Treasurys (Treasury) Internal 
Revenue Service (IRS) is responsible for administering and enforcing the tax laws in 

the low-income housing tax credit program under  42 of the Internal Revenue Code, 

26 U.S.C.  42.   In accordance with  1.42-9 of the Income Tax Regulations,  

26 C.F.R.  1.42-9, low-income housing tax credit properties are to be rented in a 
manner consistent with the Act.  Noncompliance of these properties with the low-
income housing tax credit provisions is required to be reported to the IRS by state 

housing finance agencies under 26 U.S.C.  42(m)(1)(B)(iii).   
 

It is recognized that the Department of Housing and Urban Development (HUD) 

is responsible for enforcing the Act, 42 U.S.C.  3601 et seq.  In doing so, HUD is 
required to investigate allegations of housing discrimination, attempt conciliation of the 
complaint, and determine whether there is reasonable cause to believe discrimination 
has occurred under the Act.  Upon finding reasonable cause, HUD must bring the case 
before an administrative law judge, or if either party elects to have claims or complaints 
decided in a civil action, HUD must refer the complaint to the Department of Justice for 
prosecution in the United States District Court.      

 
It is recognized that the Department of Justice (Justice) is responsible  

for enforcing the Act, 42 U.S.C.  3601 et seq.   Pursuant to section 3614 of the Act, 
Justice may file a lawsuit whenever the Attorney General has reasonable cause to 
believe that any person or group of persons is engaged in a pattern or practice of 
discrimination or denial of rights to a group of persons where such denial raises an 
issue of general public importance.  Justice also may file a lawsuit upon referral of 
matters from HUD involving the legality of any state or local zoning or other land use 
law or ordinance and after receiving a referral from HUD following an election by a party 
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to a HUD complaint to have the matter decided in a civil action.  Justice may enter into 
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settlement agreements and consent decrees with property owners to obtain compliance 
with the Act.  In the event a property owner fails to comply with the terms of the 
settlement agreement or consent decree, Justice may seek a court judgment to enforce 
the terms of the settlement agreement or consent decree. 
 
The parties to this MOU agree to the following: 
 
1) Coordination on Notifying Low-Income Housing Tax Credit Property Owners about 
Charges, Lawsuits, and Other Actions 
 

HUD and Justice will identify low-income housing tax credit properties for which 
there is: 1) a charge by the Secretary of HUD for a violation of the Act; 2) a probable 
cause finding under a substantially equivalent fair housing state law or local ordinance 
by a substantially equivalent state or local agency; 3) a lawsuit under the Act filed by 
Justice; or 4) a settlement agreement or consent decree entered into between HUD or 
Justice and the owner of a low-income housing tax credit property.  HUD or Justice will 
then transmit the address of the property and a summary of these actions to the 
appropriate state housing finance agency, using a current list of contacts and 
addresses of state housing finance agencies provided by the IRS.   
 

Upon the state housing finance agencies reporting this information to the IRS 
(using Form 8823, Low-Income Housing Credit Agencies Report of Noncompliance), 
the IRS will send a letter to involved property owners notifying them that a finding of 
discrimination, including an adverse final decision by the Secretary of HUD, an adverse 
final decision by a substantially equivalent state or local fair housing agency, or an 
adverse judgment by a federal court, could result in the loss of low-income housing tax 
credits.  Similarly, the IRS will also send notification to property owners that a judgment 
enforcing the terms of a settlement agreement or consent decree could result in the 
loss of low-income housing tax credits.  The IRS, HUD, and Justice will collaboratively 
develop the model letters addressed to property owners and other entities.   HUD and 
Justice will also send to the IRS and the appropriate state housing finance agency a 
summary of the above-referenced actions, describing relevant information such as the 
precise nature of the violation, the dates of the violation, and proposed corrective 
actions.   
 
2) Designating Contacts and Interagency Technical Assistance and Training 
 

HUD and Justice will designate personnel to provide the IRS upon request with 
technical assistance and problem resolution concerning emerging civil rights and 
discrimination matters involving the administration of the low-income housing tax credit 
program (e.g., accessibility issues, section 8 vouchers, civil rights interpretative issues, 
and published guidance).   In addition, HUD and Justice will provide training upon 
request to a few designated IRS personnel about the Act.  The IRS will designate 
personnel to provide technical assistance and training upon request to HUD and  
Justice personnel on general tax administration issues under the low-income housing  
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tax credit program, in a manner consistent with the IRSs disclosure limitations 
contained in section 6103 of the Internal Revenue Code.   
 
3) Training for State Housing Finance Agencies and Others 
 

HUD and Justice will make training available upon request to state housing 
finance agencies and other entities (e.g., developers, property management 
companies, syndicators) on the Act, including training on inspecting for Act accessibility 
criteria referenced in the uniform physical condition standards in 24 CFR 5.703.   HUD 
will also encourage substantially equivalent state and local fair housing agencies to 
invite state housing finance agencies and other entities to participate in civil rights 
training developed by the substantially equivalent agencies.     
 

4) HUDs Pilot Program to Train Architects on the Acts Accessibility Requirements 
 

HUD has begun the process of developing a pilot program in one region of the 
country to provide training and technical assistance to architects and others on the 
accessible design and construction requirements of the Act.  HUD has also proposed 
expanding this program to four regions in FY 2001.  HUD will promote participation in 
the program by members of the American Institute of Architects, including those 
involved with the design and construction of low-income housing tax credit properties.   

    
5) Cooperation in Research Concerning Low-Income Housing Tax Credit Properties 
 

HUD  and Treasury will cooperate in research sponsored by either Department 
concerning low-income housing tax credit properties.   
 
6) Cooperation to Identify and Remove Unlawful Barriers to Section 8 Tenants 
 

In consultation with the state housing finance agencies, HUD, Justice, and the 
IRS will cooperate in identifying and removing unlawful barriers to occupancy of low-
income housing tax credit properties by individuals holding section 8 vouchers.  
 
7) Cooperation in Assisting Syndicators of Low-Income Housing Tax Credits  
 

HUD, Justice, and the IRS will cooperate in helping the national associations of 
investment syndicators of low-income housing tax credit properties to enhance  
practices by syndicators in monitoring and promoting compliance with the Act and the 
low-income housing tax credit program.   
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8) Annual Civil Rights Meeting Among Federal Agencies and Participation in National 
Conference of State Housing Finance Agencies 
 

 HUD, Justice, Treasury, and other interested federal agencies will meet annually 
to discuss emerging civil rights issues and new methods and programs to increase civil 
rights compliance in the low-income housing tax credit program.   IRS will encourage 
the state housing finance agencies to invite HUD and Justice to the annual national 
conference of state housing finance agencies.   HUD and Justice agree to designate 
personnel to conduct training and discuss emerging civil rights issues at the national 
conference.    
   

Implementation 
 
This MOU will become effective 30 days from the date of the last signature on this 
document.   
 
The parties agree to confer on the interpretation and application of the memorandum as 
necessary and to conduct a mutual annual review of its operation.   
 

Nothing in this MOU shall be construed to impair or affect i) HUDs or Justices 

authority to enforce the Act, ii) the IRSs authority to administer the low-income housing 
tax credit program, including complete administrative discretion to deny low-income 
housing tax credits in the event of a violation of the Act, or iii) the IRS’s disclosure 
limitations under section 6103 of the Internal Revenue Code.   
 
 
/signed/ /signed/ /signed/ 

Lawrence H. Summers Andrew Cuomo Janet Reno  

                                                                                                     ________________      
                             
LAWRENCE H. SUMMERS       ANDREW CUOMO                       JANET RENO          
Secretary of the Treasury        Secretary, U.S. Department          Attorney General 

      of Housing and Urban 
      Development 
  
 

         August 9, 2000                     August 9, 2000                           August 10, 2000       
   
                                                                                                      _______________       
               DATE                                         DATE                                          DATE                      
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Sample Letter to Notify Building Owner 

of Potential Fair Housing Act Violations 

 

 

 

Date 

 

Owner   

Address 

City State ZIP 

 

RE:   

Project:  

  BIN Numbers:  

 

Dear Owner: 

 

Enclosed are Forms 8823, Low-Income Housing Credit Agencies Report of Noncompliance or Building 

Disposition, concerning certain Fair Housing Act [administrative/legal actions] reported by [the U.S. 

Department of Housing and Urban Development (HUD)/U.S. Department of Justice] to this agency.  Our 

agency has submitted these Forms 8823 to the Internal Revenue Service.   

 

Low-income housing tax credit properties are subject to Title VIII of the Civil Rights Act of 1968, also 

known as the Fair Housing Act (“Act”).  The Act prohibits discrimination in housing and housing related 

transactions, including the sale, rental and financing of dwellings, based on race, color, religion, sex, 

national origin, familial status, and disability.  See 42 U.S.C. sections 3601 through 3619.  The Act also 

mandates specific design and construction requirements for multifamily housing built for first occupancy 

after March 13, 1991, in order to provide accessible housing for individuals with disabilities.   

 

Section 1.42-9 of the Income Tax Regulations provides that the failure of low-income housing tax credit 

properties to comply with the requirements of the Act results in the denial of credits on a per-unit basis.  

Thus, an adverse final decision by the Secretary of HUD, an adverse final decision by a substantially 

equivalent state or local fair housing agency, or an adverse final judgment by a federal court, including a 

judgment enforcing compliance with the terms of a settlement agreement or consent decree, could result in 

the disallowance of credits, recapture of credits, and preclusion of future credits on the effected units.  If the 

reduction in the number of the low-income units in the building(s) brings the project below the minimum 

set-aside requirement defined in section 42(g)(1) of the Internal Revenue Code, the entire amount of the 

credit for the project could be disallowed.   

 

Your ability to enter into a settlement agreement concerning the particular Fair Housing Act problem with 

HUD, the Department of Justice, or the state or local fair housing agency may preclude the necessity of loss 

of low-income housing tax credits.  It is incumbent upon you to work with the appropriate agency to resolve 

the problem.   

 

Sincerely, 

 

 

Name-Signature 

Title 

 

CC: Management Contact 
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Chapter 12 

 

Category 10i  

Available Unit Rule or Vacant Unit Rule 

 
 

AVAILABLE UNIT RULE 

 

Definition 

 

If the income of tenants of a low-income unit in a low-income building increases above the limit allowed 

in IRC §42(g)(2)(D)(ii), the next available unit of comparable or smaller size in the building must be 

rented to an income qualified household if the owner wants to continue treating over-income units as low-

income units.  This category is used to report violations of the Available Unit Rule (AUR)
1
; i.e., situations 

where a previously qualified household’s income rises above 140% (170% in deep rent skewed 

developments) of the current income limit and a nonqualified household moves into the next available 

unit.   

 

A comparable or smaller unit is defined in § 1.42-15 as “a residential unit in a low-income building that is 

comparably sized or smaller than an over-income unit or, for deep rent skewed projects described in 

section 142(d)(4)(B), any low-income unit.  For purposes of determining whether a residential unit is 

comparably sized, a comparable unit must be measured by the same method used to determine qualified 

basis for the credit year in which the comparable unit became available.”      

 

The building's qualified basis is the product of the building's eligible basis and the applicable fraction.  

The applicable fraction is the lower of (1) the number of low-income units divided by the total number of 

units, or (2) the square footage of low-income units divided by the total square footage of rental units.  If 

qualified basis is determined using the unit fraction, then a comparable unit is measured by the number of 

bedrooms.  If qualified basis is determined using the square footage percentage, then a comparable unit is 

measured by square footage; i.e., a comparable unit is any unit that has the same square footage or less 

than the square footage of the over-income unit.    

 

Key concepts of the next available unit rule include: 

 

1. It is the intent of the Available Unit Rule to replace all over -140%-income households with new 

qualified households as available units are rented.    

 

2. In a project containing more than one low-income building, the Available Unit Rule applies 

separately to each building. 

 

3. A low-income unit containing a household whose income rises above 140% (or 170%) of the current 

income limit is still considered a low-income unit as long as the rent remains restricted and the 

available units are rented to qualified low-income households.   

 

4. For purposes of determining whether a residential unit is comparably sized, a comparable unit must 

be measured by the same method used to determine qualified basis for the credit year in which the 

comparable unit became available. 

 

                                                           
1 The terms Next Available Unit Rule (NAUR) and Available Unit Rule (AUR) are synonymous and can be used 

interchangeably. 
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5. The owner of a low-income building must rent all comparable units that are available or that 

subsequently become available in the same building to qualified residents in order to continue treating 

the over-140%-income unit as a low-income unit.  Once the percentage of low-income units in a 

building (excluding the over-income units) equals the percentage of low-income units on which the 

credit is based, failure to maintain the over-income units as low-income units has no immediate 

significance. 

 

6. If any comparable or smaller unit that is available or that subsequently becomes available is rented to 

a nonqualified resident, all over-140%-income units within the same building for which the available 

unit is comparable or smaller lose their status as low-income units.  

 

7. The Available Unit Rule should not be confused with the Unit Vacancy Rule, which applies without 

regard to the income of existing tenants. 

 

 

In Compliance 

 

The Available Unit Rule (AUR) is applied on a building basis.  A building is considered in compliance 

when the current applicable fraction is at or above the applicable fraction on which credit is based.  Units 

containing households whose incomes originally qualified, but currently exceed 140% (170% for deep 

rent skewed projects) of the current income limit are included in the applicable fraction as long as the 

rents for the units continue to be restricted.   

 

Treas. Reg. §1.42-15(c) states that a unit is not available when the unit is no longer available for rent due 

to contractual arrangements that are binding under local law.  Therefore, if a market rate tenant signs a 

lease or other document which is binding on the owner for the reservation of a unit prior to either the 

effective or due date, whichever is earlier, of a recertification that identifies a new over-income 

household, the move in of the market rate unit will not cause the over-income unit to be out of 

compliance.  This is true even if the market rate tenant actually moved in after the effective or due date of 

the over-income recertification.  

 

Example 1: Compliance at Recertification 

  

A project consists of one building with 10 units of equal size.  Units 1, 2, 3, 4, and 5 are low-

income units.  Units 6, 7, and 8 are also low-income units with recertifications due 7/1/2000.  

Unit 9 is a market rate unit.  Unit 10 is a vacant market rate unit.  The applicable fraction for 

the credit is 80%.  The current percentage of income-

qualified tenants is 80% and the building is in 

compliance.  (See Figure 1) 

 

Effective 7/1/2000, units 6, 7 and 8 were recertified 

as over 140% of the income limit.  The rents for these 

3 units remained restricted.  The current applicable 

fraction remains at 80% and the building continues to 

be in compliance. 

 

To determine whether a non-compliance event could 

potentially occur, the owner calculated the applicable 

fraction without the over-140%-income households 

as part of the numerator.  This fraction is 50% (5/10).  

To remain in compliance, Unit 10 must be rented to a 

1 - LI 6 – LI  Recert. 

Due 7/1/00 

2 - LI 7 - LI Recert. 

Due 7/1/00 

3 - LI 8 - LI - Recert. 

Due 7/1/00 

4 - LI 9 - Market 

5 - LI 10 Market- 
Vacant 

 

Figure 1 
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qualified household to replace one of the over-income households.  In addition, if the tenant 

in Unit 9 (the other market rate unit) vacates, that unit must also be rented to a qualified 

household. 

 

A qualified household moved into Unit 10 on 8/1/2000.  At the time of the move in, the 

current applicable fraction (excluding all of the over-140%-income units) has increased to 

60%. 

 

On 8/31/2000, the market rate household in Unit 9 vacated and a qualified household moved 

into Unit 9 on 9/1/2000.  The current applicable fraction (excluding all of the over-140% -

income units) has increased to 70%. 

 

On 12/31/2000 the over-140%-income household in Unit 6 vacated and a qualified household 

moved on 1/1/2001.  The current fraction (excluding all of the over-140% income units) 

increases to 80%.   

 

However, since all of the units are rent restricted, the applicable fraction is 100%.  

Management may now rent Units 7 and 8 to market rate households or they may convert the 

over-income households to market rents, depending on the terms of the leases.  

 

Noncompliance does not occur when Unit 7 is rented to a market rate tenant, even though 

Unit 8 is a comparable over-income unit.  The rule is not invoked since the current applicable 

fraction is 80% and is equal to or greater than the applicable fraction on which the credit is 

based.  Once the percentage of low-income units in the building (excluding the over-income 

units) equals the percentage of low-income units on which the credit is based, failure to 

maintain the over-income units as low-income units has no immediate significance. 

 

Example 2: Lease Reservation (lease signed prior to the effective date of a unit becoming an over-income 

unit) 

 

A project consists of one building with 10 units of equal size.  The project is currently "in 

compliance" with respect to the qualified basis.  Unit 10 is a vacant market rate unit.  A 

market rate household signs a lease on 6/25/2000 for unit 10 and intends to move in on 

7/5/2000.  The lease term is from 7/5/2000 to 6/30/2001.  The household in Unit 6 will be an 

over-income household effective 7/1/2000.    

 

The building remains "in compliance" even though the available unit was occupied after the 

effective date of the over-income unit because a unit is not available for purposes of the 

Available Unit Rule if the unit is unavailable due to contractual arrangements that are binding 

under local law.  See Treas. Reg. §1.42-15(c).   

 

 

Out of Compliance 

 

Under Treas. Reg. §1.42-15(c), noncompliance occurs when a comparable or smaller unit than the over-

income unit is rented to a market rate household when the current applicable fraction (excluding all over-

income units from the numerator, but not the denominator) is less than the applicable fraction for which 

the credit is based.  The date of a noncompliance is the date the unit is no longer available for rent.  

 

Recertifications identifying over-income households, which are completed on or before the due date, 

change the status of the unit to over-income as of the effective date of the recertification.  If the 
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recertification is performed late and the household is determined to be over-income, the unit is treated as 

an over-income unit as of the date a recertification should have been done.  

 

Example 1: Moving In Nonqualified Household When Over-140%-Income Households  

Have Not Been Replaced 

 

A project consists of one building with ten units of equal size.  Units 1, 2, 3, 4, and 5 are low-

income units.  Units 6, 7, and 8 are also low-income units with recertifications due 7/1/2000.  

Unit 9 is a market rate unit.  Unit 10 is a vacant market rate unit.  The applicable fraction for 

the credit is 80%.  The current applicable fraction is 80% and the building is presently in 

compliance.  (See Figure 2) 

 

Units 6 and 7 were recertified as over-income effective 7/1/2000, the due date of their 

recertifications.  The rents for these two units remain rent restricted.  The current applicable 

fraction remains at 80%.   

 

To determine whether a non-compliance event could 

potentially occur, the owner calculated the applicable 

fraction without the over 140%-income households as 

part of the numerator.  The applicable fraction is now 

60% (6/10).  To remain in compliance, Unit 10 must 

be rented to a qualified household to replace one of 

the over-income households.   

 

A market rate household moved into Unit 10 on 

8/1/2000.  At the time of the move in, the current 

applicable fraction (excluding all of the over-income 

units) was 60%.  The event triggered an Available 

Unit Rule violation.  All over-income units cease to 

be treated as low-income units.  The date of 

noncompliance is 8/1/2000.   

 

 

Example 2: Comparable Units 

 

A mixed income building, with an applicable fraction of 85%, contains 85 tax credit units and 

15 market rate units.  Eleven of the low-income units are occupied by households with 

incomes that have increased above 140% of the income limit.  The eleven over-140%-income 

units consist of 4 three-bedroom, 5 two-bedroom, and 2 one-bedroom units.  The next unit to 

be vacated is #99, a two-bedroom unit (not one of the eleven over-140%-income units).  The 

vacated unit is leased to a market rate tenant. 

 

The building is out of compliance.  To comply with the Available Unit Rule, the unit should 

have been leased to an income eligible household.  Because the unit was leased to an 

ineligible tenant, all over 140%-income units for which #99 was a comparable or smaller-

sized unit lose their status as low-income units.  Thus, all 4 of the three-bedroom and all 5 of 

the two-bedroom units of the over -140%-income units are out of compliance.  The 2 one-

bedroom units are not out of compliance    

 

 

1 - LI 6 – LI  Recert. 

Due 7/1/00 

2 - LI 7 - LI Recert. 

Due 7/1/00 

3 - LI 8 - LI - Recert. 

Due 7/1/00 

4 - LI 9 - Market 

5 - LI 10 Market- 
Vacant 

 

Figure 2 
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Back In Compliance
2
 

 

A building is brought back into compliance by renting any combination of market rate units and out of 

compliance low-income units to qualified households until the applicable fraction upon which the credit is 

based is restored.  The date of correction is the date the last household, which restores the applicable 

fraction, moves into the building.  Note: Bringing a building back into compliance does not remove the 

adverse effects under the available unit rule that may have occurred. 

 

(Note: examples currently under development.) 

 

 

References 

 

1.    IRC §42(g)(2)(D)(ii) 

2.   Treas. Reg. §1.42-5(c)(I)(x)   

3.   IRC §42(d)(3)(B)    

4. Treas. Reg. §1.42-15  

5. Rev. Rul. 94-57, 1994-2 C.B. 5 

 

 

UNIT VACANCY RULE  

 

(Under development) 
  

 

                                                           
2 Although correction methods are discussed in the text, there is no correction box currently provided on Form 8823.  Form 8823 

will be updated.  
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Chapter 13 

 

Category 10j 

Project is No Longer in Compliance and  

Is No Longer Participating in the LIHC Program 

 

 

Definition 

 

Unlike the other specific categories of noncompliance reported on Form 8823, which may be correctable, 

this category should be used to notify the Internal Revenue Service that a state agency has determined that 

a property is not in compliance and is no longer participating in the program and the state agency is no 

longer performing monitoring activities with respect to the property.       

 

  

Out of Compliance 

 

A state agency may find that a property is no longer in compliance with the LIHC program requirements, 

and thus, is no longer participating in the program. The following discussion provides an overview of 

issues that may justify terminating an owner’s participation in the program.  It is not an exhaustive list; 

state agencies should consider each case individually based on the specific facts and circumstances. 

 

Returning Credits 

 

Under certain circumstances, state agencies can reclaim previously allocated credits.  In accordance with 

Treas. Reg. 1.42-14(d)(2)(ii), these “returned credits” may be reclaimed up to 180 days following the 

close of the first tax year of the credit period for the building that received the allocation.  If a Form 8609 

has been issued, the state agency must notify the Internal Revenue Service that the credit has been 

returned.   If the entire
1
credit amount is being returned, the state agency is required to notify the IRS by 

submitting Form 8823.  Instances where the entire credit may be returned include: 

 

1. The building is not placed in service within the required time period or fails to meet the minimum set-

aside requirements of IRC §42(g)(1) by the close of the first year of the credit period; i.e., it was not 

placed in service timely, tenants were not income qualified, or rents were not correctly limited.     

 

2. The building does not comply with the terms of the credit allocation.  The terms of an allocation are 

the written conditions agreed to by the state agency and the allocation recipient in the allocation 

document.   

 

3. The owner/taxpayer and state agency mutually agree to return the credits and remove the property 

from the program.   

 

4. The state agency determines, under IRC §42(m)(2), that an amount of credit allocated to a project is 

not necessary for the financial feasibility of the project and its viability as a qualified low-income 

housing project throughout the credit period.   

                                        

An attachment should be used to explain that the credits are being returned under the authority of Treas. 

Reg. 1.42-14(d)(2)(ii) and why the property did not qualify.   

                                                 
1
 If the credit amount is being reduced, an amended Form 8609 should be issued. If the Form 8609 has not been issued, the 

returned credits are noted on Form 8610, Annual Low-Income Housing Credit Agencies Report. 
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Egregious Noncompliance with Program Requirements 

 

State agencies may remove a project from the LIHC program when there is egregious noncompliance.   

Egregious noncompliance is conspicuous, flagrant, and systemic in nature and includes the failure to 

make reasonable attempts to comply with the requirements of the program, or careless, reckless, or 

intentional disregard of program requirements.  The determination of noncompliant behavior is unique to 

each owner, but there are common indicators of noncompliance.  For example, there may be a history of 

on-going noncompliance established through repeated site visits, file reviews, or desk audits.  

Alternatively, in a single review, it may be determined that the owner failed to keep adequate books and 

records or establish sufficient internal controls to ensure the property is well maintained, the tenants are 

qualified, and the rents computed correctly.  There may be numerous errors; e.g., submission of 

incomplete information or misrepresentations of fact. 

 

Example 1: The owner’s management company’s tenant files were the only records documenting the 

owner’s compliance with the program’s requirements, but they were incomplete and 

disjunctive.  It could not be readily determined when additional tenants moved in and changes 

in tenants’ income could not be determined without contacting third parties.  The owner 

improperly documented income in tenant files – ignoring income of joint tenants, used prior 

year rather than current year tenant income amounts, improperly qualified students as low-

income tenants, and prepared altered tenant applications.   

 

Explanations from the owner should be solicited and analyzed for reasonableness.  It is important that the 

owner be given an opportunity to respond and provide explanations for their actions.  The reasonableness 

of the explanations should be evaluated for credibility, presence of corroborative or contradictory 

evidence, and presence of collateral evidence from third party sources. 

 

An attachment to Form 8823 should be used to explain the extent of noncompliance. 

 

The Owner has Voluntarily and Permanently Withdrawn From the Program/ No Longer Claiming Credits 

 

An owner, during the 15-year compliance period, may voluntarily withdraw a property from the low-

income housing credit program, but retain ownership.  The building still exists physically, but is not being 

operated as a LIHC property.  For example, the entire building may be converted to a use other than as a 

LIHC housing project or 100% of the units may be vacant (and the owner has no intention of renting any 

of the units in the future).   

  

An attachment to the Form 8823 should be used to explain why the property was withdrawn and identify 

the last year the property was in service.  This information is needed for the IRS to determine whether the 

owner properly recaptured accelerated credits. 

 

The Owner Failed to Respond to Multiple Requests for Annual Reports, Annual Certifications, Monitoring 

Reviews, Monitoring Fees and/or Other Essential Communication 

 

State agencies may remove a LIHC property from the program if the owner fails to respond to repeated 

notices for monitoring reviews and/or monitoring fees
2
, or annual reports and owner certifications are not 

submitted, and  Forms 8823 (Category 10o) were previously submitted to the IRS.   Under the inspection 

                                                 
2
 Although failure to pay monitoring fees is not a reportable noncompliance event, a state agency may determine that a 

building/project is not participating in the program based on nonpayment of monitoring fees.  See Chapter 18 of this guide and 

TD 8430, 1992-2 CB 14. 



 

13-3 

Draft: December 2003  

provisions of Treas. Reg. §1.42-5(d)(1), the state agency must have the right to perform an on-site 

inspection of any low-income housing project at least through the end of the compliance period of the 

buildings in the project.   

 

In addition, state agencies may remove a property from the program if annual reports and owner 

certifications are not submitted, or the owner does not respond to repeated requests for monitoring 

reviews and/or monitoring fees and Form 8823 was submitted to the IRS for the prior year’s 

noncompliance.   

 

A state agency should send follow-up notices clearly stating that failure to respond will result in the 

agency notifying the IRS that the property is no longer participating in the LIHC program.  See Treas. 

Reg. §1.42-5(e)(2), which requires the state agency to provide prompt notification to the owner if the 

project is not in compliance with the provisions of IRC §42. 

 

The date on Form 8823, line 7 should be the first day of the first year that the owner failed to comply with 

providing annual reports or certifications, did not respond to a request for the physical inspection of the 

property, or did not pay the monitoring fees.     

 

Comprehensive Noncompliance Could Not Be Corrected  

 

A state agency should remove a property from the program when the item of noncompliance cannot be 

corrected.  For example, the owner did not meet the minimum set-aside requirement in the first year of the 

credit period, a building inspector has condemned a building because there are structural flaws or serious 

health hazards, or an extended use agreement was not in effect under IRC §42(h)(b).  

 

The state agency should report on Form 8823 that the building is entirely out of compliance and will not 

be in compliance at any time in the future.  See Treas. Reg. §1.42-5(e)(3).   

 

Nonperformance After the First 10 Years 

 

State agencies should remove a property from the program if the building is not maintained as low-

income housing during the last five years of the compliance period (years 11-15).  In this case, the owner 

is not “earning” the accelerated credits claimed during the credit period (years 1-10).   Nonperformance 

may be evidenced by rents that are no longer restricted and/or the owner no longer qualifies tenants for 

occupancy.  

 

IRC §42(f)(1) defines the credit period as the period of 10 taxable years beginning with the taxable year 

the property is placed in service or, by election, the succeeding year.  The credit period is the time span 

during which the owner may claim the tax credits.  Under IRC §42(i)(1), the compliance period is defined 

as the 15-year time span, beginning with the first year of the credit period, during which the owner must 

maintain the property as low-income housing.  In effect, the taxpayer is receiving a tax benefit in advance 

of performance.   The “accelerated credit” is the portion of the credit (claimed over the entire 10-year 

credit period) associated with compliance in years 11-15 of the compliance period.   See IRC §42(j)(3). 

 

Removing a Building or Project From the Low-Income Housing Program 

 

When a building or project is no longer participating in, and is removed from, the Low-Income Housing 

Credit Program, state agencies need to address two issues, as discussed below. 
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Extended Low-Income Housing Commitment  

 

IRC §42(h)(6)(D) requires a property owner to commit to the low-income housing program for a 

minimum of 30 years.  The commitment is documented as a restrictive covenant against the property and 

is recorded against the property as a deed restriction governed by state law.  Commonly know as 

“extended use agreements”, these covenants are agreements between the owner and state agency.  

Consideration should be given to enforcing the agreement through a civil court proceeding before a 

property is removed from the program.   However, when a building or project is removed from the 

program, state agencies have discretionary authority to release the extended use agreement and remove 

the deed restriction without prior approval from the IRS.   

 

Protection of Tenants Rights 

 

Under IRC §42(h)(6)(E)(ii), there are two requirements that must be met when an extended use agreement 

is terminated: 

 

1. No eviction or termination of tenancy (other than for good cause) of an existing tenant of any low-

income unit before the close of the 3-year period following the termination of the extended use 

agreement, and  

 

2. No increase in the gross rent of any unit occupied by an existing tenant before the close of the 3-year 

period following the termination of the extended use agreement, not otherwise permitted under IRC 

§42.  In other words, units occupied by income-qualified low-income tenants continue to be rent 

restricted for three years, or until the tenants vacate the units.  

 

 

Reinstating LIHC Buildings After Removal  

 

The state agency should contact the IRS National Office analyst responsible for the Low-Income Housing 

Credit Program if:    

 

1. An owner of a LIHC building that was previously removed from the program decide to rejoin the 

program at a later date within the building’s credit period, or 

 

2. A new owner acquires the building with the building’s credit period and wants to claim the remaining 

credit. 

 

Example 1:  A LIHC building was placed in service in 1998 and the first year of the credit period was 

1999.  The state agency removed the LIHC building from the program in 2002.  The owner 

sold the building in 2003.  The new owner wants to maintain the building as low-income 

housing and claim the credit for years 2004-2008. 

 

State agencies must resume required monitoring activities if a building is reinstated in the program.  
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Chapter 14 

 

Category 10k  

Owner Failed to Execute and Record 

Extended Use Agreement Within Prescribed Period 

 

 
Definition 

 

This category is used to report buildings for which an extended use agreement is not in effect; i.e., the 

extended use agreement is executed, recorded, and meets the requirements of IRC §42(h)(6).  Generally, 

no credit is allowable for a building in a year unless an extended use agreement is in effect at the end of 

the year.  See IRC § 42(h)(6)(A).  If it is determined that an extended use agreement was not in effect at 

the beginning of the year, IRC §42(h)(6)(J) permits the owner to correct the problem within one year from 

the date of the determination. 

 

For all buildings allocated tax credits after 1989, IRC §42(h)(6) requires owners of tax credit properties to 

enter into an extended use agreement with the state agency that allocated the credits to the project.  

Building owners must agree to a long-term commitment beginning on the first day of the 15-year 

compliance period and ending on the later of  (1) the date specified by the state agency in the agreement 

or (2) the date which is 15 years after the close of the 15-year compliance period.  In other words, the 

owner is agreeing to maintain the property as a low-income housing project for at least 30 years.  

 

Because the credit generally is not allowable for a year unless an extended use agreement is in effect as of 

the end of the year, the extended use agreement should be executed before the end of the first year of the 

credit period.  

 

Extended use agreements must include elements that: 

 

1. Identify the applicable fraction for the building that must be met for each year in the extended use 

period.   

 

2. Specify that qualifying tenants (past, present, and future) may enforce the requirements under IRC 

§42(h)(6)(B)(i) in any state court, including maintaining the applicable fraction and prohibiting the 

actions described in IRC §42(h)(6)(E)(ii); i.e., that evictions will not occur for other than “good 

cause” and gross rents cannot be increased unless permitted under IRC §42.   

 

3. Prohibit disposition to any person of any portion of the building unless all of the building is disposed 

of to that person.  

 

4. Prohibit the refusal to lease to Section 8 voucher holders based solely on their status as Section 8 

voucher holders. 

 

5. Provide that the agreement is binding on all subsequent owners of the property. 

 

The extended use agreement must be recorded as a restrictive covenant against the property under state 

law. 
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In Compliance 

 

The owner is in compliance when the extended use agreement is executed, recorded, and meets the 

requirements of IRC §42(h)(6).  Most state agencies require documentation that the extended use 

agreement has been recorded before issuing the Form 8609.  

 

 

Out of Compliance 
 

Generally, the owner is out of compliance if the extended use agreement is not in effect for the year.  

However, if the owner executes and records an agreement within one year after the determination that an 

extended use agreement is not in effect, the noncompliance is corrected and the taxpayer can claim the 

low-income housing credit.  If the noncompliance is not remedied within one year after the notification, 

the taxpayer can never claim credits for any year.  

 

Example 1:  Owner did not Execute Extended Use Agreement 

 

The owner of an LIHC project placed the buildings in service in February 1998 and submitted 

the documentation for final approval in June 1998.  The state agency issued the Form 8609 in 

September 1998, prior to receiving the executed extended use agreement from the owner.  

The owner claimed the credit for the 1998 tax year.  The owner did not respond to several 

subsequent requests for the executed extended use agreement, so the agency determined that 

an extended use agreement was not in effect and issued a notice of noncompliance to the 

owner in February 1999.  The owner still doesn’t respond, so the state submitted Form 8823 

to the IRS in May 1999.  In December 2000, the owner executed the extended use agreement, 

sent it to the state agency, and recorded it. 

 

The date of noncompliance is February 1999, when the state agency determined that an 

extended use agreement was not in effect.  Since the owner failed to execute the extended use 

agreement within one year from the date of the notification, the owner can never claim the 

low-income housing credit.   In addition to identifying category 10k, the state agency should 

also remove the project from the LIHC program (category 10j).  

 

 

Back in Compliance 
 

The owner is back in compliance when the extended use agreement is executed and recorded within one 

year of the notification.  If the agreement is in effect within one year of the determination that an extended 

use agreement was not in effect, there is no need to report noncompliance to the IRS.  If the agreement is 

not in effect within one year of the determination, the IRS should be notified: the taxpayer cannot claim 

credit with respect to any building for which an extended use agreement was not in effect.   

 

 

Reference 

 

1. IRC §42(h)(6)(J) 
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Chapter 16 

 

Category 10m  

Owner Failed to Maintain or Provide  

Tenant Income Certification and Documentation 

 

DEFINITION 

 

For a unit to be included as a low-income unit, documentation of household eligibility must be on file.  

Supporting documentation must include a certification for initial eligibility and annual recertification(s).  

This section is used to report units for which there is (1) insufficient or no documentation of move-in 

eligibility, or (2) late, insufficient or no documentation of annual recertification.  If, after completing a 

(re)certification, a household is clearly ineligible, select the applicable noncompliance category that 

applies; e.g., if over income at initial certification, check category 10a. 

 

Sufficient Documentation 

 

Under IRC §6001, every taxpayer is required to maintain records sufficiently detailed to prepare a proper 

tax return.  This requires the maintenance of such permanent books and records sufficient to establish the 

amounts of gross income, deductions, credits, or other matters to be shown on the taxpayer’s return.  This 

requirement extends to the preparation and maintenance of tenant files sufficiently documented to support 

household eligibility for purposes of claiming the low-income housing credit under IRC §42.  A 

certification (or recertification) and supporting documentation are not complete unless, at a minimum, the 

following documents are included.  

 

1. Application/Income and Asset Questionnaire - A document completed by the household that the 

owner uses to gather information relevant to establishing all aspects of eligibility including, but not 

limited to, household composition, income, income from assets, and student status. 

 

2. Verification of Income and Assets- All sources of income and assets must be verified
1
 to establish 

move-in eligibility.  Verification also occurs each year through annual income recertifications. Each 

tenant file must contain an annual statement of income, household composition, and student status. 

 

The most preferred verification method is through third parties, and such verifications must be no 

older than 90 days before the effective date of the Tenant Income Certification.  Where applicable, 

there should be further evidence to support the third party verifications; e.g., a copy of a divorce 

decree showing award of maintenance or child support, a realtor's statement of market value for a 

home, a self-employed tenant's tax return, etc.   When third party verification has been attempted, but 

is not possible, documentation may be by check stubs, W-2’s, bank statements, etc.  Self-certification 

may be accepted if third party verification or other documentation cannot be obtained.  

Documentation of attempts to obtain verification must be kept on file.  (See Chapter 4 for more 

information.) 

 
3. Student Status - Depending upon the student status of each household member, student verification 

may be required.  (See Chapter 15 for more information.) 

 

                                                 
1    Rev. Proc. 94-65, 1994-2 CB 798, allows managers to obtain a tenant’s signed, sworn statement if the total combined cash 

value of household assets is less than $5,000.  Some states have not implemented this procedure and will require third party 

verification.  The states that allow this have an appropriate form. 
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4. Tenant Income (Re)Certification – Documents must be signed by all the adult members of a 

household prior to move-in and at the time of the annual recertification, and must state the anticipated 

annual gross income of the household. 

 

There is an exception to the tenant recertification requirement under Rev. Proc. 94-64.  Income 

recertification in a 100% low-income building is not needed if the owner has been granted a Waiver 

of Annual Income Recertification
2
.   

  

Use of Standardized Forms 

 

The compliance monitoring regulations under Treas. Reg. §1.42-5 establish the minimum monitoring 

requirements.  State agencies can determine
3
 how documents are maintained and may mandate the use of 

standardized forms to document an owner’s compliance with the requirements under Treas. Reg. §1.42-5.  

 

Insufficient Documentation 

 

If eligibility documentation is not sufficient to reasonably determine eligibility, monitoring agencies must 

report the unit out of compliance and require owners to correct the deficiency.   A subsequent 

determination by the IRS (during an examination) that the taxpayer has not maintained adequate books 

and records may result in the issuance of an Inadequate Records Notice.  The notice informs taxpayers 

that their recordkeeping practices are deficient and must be improved to meet the requirements of the law.  

The issuance of an Inadequate Records Notice may result in a follow-up examination. 
 

Documentation Deficiencies Corrected By Owner Before the State Agency’s Compliance Review 
 

Monitoring agencies may determine that, even though there was insufficient documentation at the time a 

certification was performed, documentation was subsequently obtained by the owner before the state 

agency conducted a review of the tenant files, which allowed the monitoring agency to make a reasonable 

determination that the unit was in compliance.  For example, an owner initially failed to properly verify or 

include documentation of court-ordered child support when the household moved in.   The error was 

identified nine months later when the owner’s management company reviewed the file.  The management 

company corrected the deficiency by obtaining a copy of the court order for the child support.  When the 

amount of child support was added to the move-in income, the annual income did not exceed move-in 

eligibility.   

 

Documentation deficiencies should not be reported to the IRS as noncompliance when an owner corrects 

the deficiencies before the state agency notifies the owner of a tenant file review.  The owner has 

demonstrated due diligence and reasonable attempts to maintain sufficient documentation of tenant 

eligibility.  
 

Documentation Deficiencies Discovered by State Agencies 

 

If eligibility documentation is imperfect, yet sufficient for the monitoring agency to make a reasonable 

determination that a household is eligible, the owner should be advised of the documentation deficiencies 

and the need to implement procedures ensuring that similar deficiencies do not occur in the future.  

Documentation deficiencies are imperfections in the eligibility documentation, but are not of a nature that 

would cause the unit to be considered out of compliance.  Generally, documentation deficiencies will not 

be reported to the IRS.  However, if poor or inappropriate documentation exists, or there is a pattern of 

documentation deficiencies, and the owner does not implement procedures to properly document 

eligibility, state agencies may report such record-keeping deficiencies under category 10m. 

                                                 
2   Rev. Proc. 94-64, 1994-2 CB 797  
3  See Treas. Reg. §1.42-5(a)(2)(ii). 
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Clarification of Noncompliance 

 

When notified that the tenant file lacks sufficient documentation to determine eligibility, an owner may be 

able to provide sufficient additional information or documentation to clarify the issue in question.  In such 

cases, the owner may be advised of the documentation deficiencies and the need to implement procedures 

to ensure that similar potential noncompliance will not occur in the future.  Since the unit is not actually 

out of compliance, and the documentation is sufficient to demonstrate the tenant’s eligibility, it is not 

necessary to report noncompliance under category 10m.   

 

 

LATE OR INSUFFICIENT DOCUMENATION OF MOVE-IN ELIGIBILITY 

 

In Compliance 

 
Once all sources of income and assets have been properly verified, owners or managers must perform an 

income calculation using the applicant’s initial tenant income certification (TIC) to determine whether the 

applicant qualifies for the program.  For the initial TIC, the effective date should be the same as the 

move-in date (for projects with existing residents, the effective date should be no earlier than the placed-

in-service date of the original building).  The TIC must be signed and dated by all adult household 

members of the household.  
 

Out of Compliance 

 

A unit will be considered out of compliance if the initial TIC is late, or documentation of initial eligibility 

is insufficient.  If, after completing a certification, a household is clearly ineligible, check the appropriate 

category that applies; e.g., if over income at initial occupancy, check category 10a.   

 

Example 1: Late Initial Certification 

 

A household moves into a unit that the owner wishes to include as a low-income unit. 

However, documentation of eligibility is performed after the household takes occupancy and 

the effective date of the TIC is later than the move-in date.  If, after performing the initial 

certification, the household is ineligible due to being over income, report the unit under 

category 10a. 

 

Example 2: Insufficient Documentation of Initial Eligibility 

 

A household moves into a unit that the owner wishes to include as a low-income unit.  

However, eligibility was not properly documented and the state agency cannot reasonably 

determine that the household is eligible.  The following are possible deficiencies: 

 

a. Application/questionnaire is not sufficiently detailed to disclose all sources of income 

and/or assets, 

b. Not all sources of income are verified,  

c. Not all sources of assets are verified, 

d. Verifications are deficient because they don’t follow HUD guidelines, 

e. Not all adult household members’ income and/or assets are disclosed and/or included;  

f. Tenant income certification form is not prepared, signed and/or dated; and  

g. Other state-required forms designed to document compliance with IRC §42 are not in 

file. 
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Back in Compliance 

 

If the initial certification is late, as described in Example1above, the unit is considered out of compliance 

as of the date the tenant moved into the LIHC unit and back in compliance on the effective date of the 

complete certification.  No further action would be necessary. 

 

The following options may be used to correct noncompliance as described in Example 2 above.   

 

1. A new certification can be performed using current income and asset sources and current income 

limits.  Assuming the household is eligible, the unit would be out of compliance on the date of move 

in and back in compliance on the effective date of the new certification; or 

 

2. A retroactive certification can be performed which completely and clearly documents the sources of 

income and assets that were in place at the time the initial certification should have been effective, 

and applies income limits that were in effect on that date.  Assuming the household is eligible, the 

unit would not be considered out of compliance.  If a Form 8823 was submitted to the IRS for this 

issue, then a “Noncompliance corrected” Form 8823 must be submitted to the IRS
4
.   

 

Evidence of corrected noncompliance may include a copy of the full certification, including application, 

verifications, and/or tenant income certification (TIC).  Owners must submit copies of the documents 

identified by the state agency.    

 

 

LATE, INSUFFICIENT, OR NO DOCUMENTATION OF ANNUAL RECERTIFICATION   

 

In Compliance 

 
Owners are required to recertify each low-income household at least annually.  The recertification process 

is identical to the initial certification in terms of documenting household composition, income, income 

from assets, and student status.  The effective date of the tenant income certification (TIC) for a 

recertification must be no later than 12 months from the effective date of the previous certification. 
 
If an owner has sent a timely notice informing the household that the annual recertification is due, but the 

household fails to provide the certification and supporting documentation prior to vacating the unit, the 

unit is in compliance.   Similarly, if the owner initiates an eviction proceeding and the household vacates 

the unit, no recertification is necessary.   If the household does not vacate the unit, a recertification will be 

necessary. 

 

Evidence of reasonable attempts to obtain the recertification information may include notices to the 

household and, if applicable, evidence of eviction proceedings. 

 
Example 1: Owner Attempted to Obtain Recertification, But Household Vacated the Unit 

 

Recertification was due on 7/1/00.  Owner documented attempts to obtain recertification 

information, but the household vacated the unit on 7/30/00.   

 

 

 

 

                                                 
4 See Treas. Reg. §1.42-5(e)(3)(i), which requires reporting corrected noncompliance to the IRS if the correction occurs within 

three years after the end of the correction period in Treas. Reg. §1.42-5(e)(4). 
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Out of Compliance 

 
A unit will be considered out of compliance if the annual recertification was not performed, the annual 

recertification was performed late, or the documentation of eligibility at recertification was insufficient.   

If, after completing a recertification, a household is clearly ineligible, check the appropriate category that 

applies; i.e., if a student is determined to be nonqualifying, check category 10l.       
 
Example 1: Annual Recertification Was Not Performed 

 

Household was initially qualified and properly certified at move-in.  However, it has been 

more than 12 months from the previous certification and there is no recertification on file. 

 

Example 2: Recertification Was Performed Late 

 

Household was initially qualified and properly certified at move-in.  However, the effective 

date of the annual recertification is more than 12 months from the previous certification. 

 

Example 3: Insufficient Documentation of Eligibility at Recertification 

 

Household was initially qualified and properly certified at move-in; however, recertification 

was not properly documented and the state agency cannot reasonably determine the 

household’s continuing eligibility.  The following are possible deficiencies: 

 

a. Application/questionnaire is not sufficiently detailed to disclose all sources of income 

and/or assets; 

b. Not all sources of income are verified;  

c. Not all sources of assets are verified; 

d. Verifications are deficient because they do not follow HUD guidelines;  

e. Not all adult household members’ incomes and/or assets are disclosed and/or included;   

f. Tenant income certification form is not prepared, signed and/or dated; and 

g. Other state-required forms designed to document compliance with IRC §42 are not in 

file. 

  

Back in Compliance 

 

The following options may be used to correct noncompliance as described in Examples 1 and 3 above.  

Evidence of corrected noncompliance may include a copy of the full recertification, including application, 

verifications, and/or tenant income recertification.  Owners must submit copies of the documents required 

by the monitoring agency.    

 

1. A new recertification can be performed using current income and asset sources and current income 

limits.  Assuming there is no resulting noncompliance, the unit would be out of compliance on the 

date the recertification was due, and back in compliance on the effective date of the new 

recertification; or 

 

2. A retroactive recertification can be performed which completely and clearly documents the sources of 

income and assets that were in place at the time the recertification should have been effective, and 

applies income limits that were in effect on that date.  Assuming there is no resulting noncompliance 

(e.g., violation of the Available Unit Rule, see Category 10i), the unit would not be considered out of 

compliance.  However, the lack of timely eligibility documentation should have been reported under 

category 10m.  While the recertification has been performed retroactively, the recertification 
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documents should be dated with the current date.  In other words, the recertification documents 

should not be backdated. 

 

For Example 2 above, the unit would be considered out of compliance on the due date of the annual 

recertification and back in compliance on the effective date of the recertification, which is when the 

recertification documents are signed by the tenant(s).  No further action is necessary other than filing 

Form 8823. 

 

For Example 4 above, since the owner had not documented timely attempts to obtain recertification 

information, the unit would be out of compliance from the due date of the annual recertification until a 

properly certified household moved into the unit. 

 

 

REFERENCES 

 

1. Notice 88-80, 1988-2 CB 396    

2. HUD Handbook 4350.3  

3. Under IRC §6001, taxpayers are required to keep records and comply with regulations as prescribed.  

To claim the low-income housing credit, taxpayers must substantiate that the tenants were income 

qualified.  

4. Rev. Rul. 94-64, 1994-2 CB 797 

5. Rev. Proc. 94-65, 1994-2 CB 798 
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Chapter 18  

 

Category 10o 

Owner Failed to Respond to Agency 

Requests for Monitoring Reviews 

 

 

Definition 

 

This category is used to report owners of low-income properties that failed to respond to agency requests 

for monitoring reviews.  Under the inspection provision (Treas. Reg. §1.42-5), the state agencies must 

have the right to perform an on-site inspection of any low-income housing project at least through the end 

of the fifteen-year compliance period for the buildings in the project.   State agencies (or their 

representatives) must conduct on-site inspections, inspect units, and review certifications, supporting 

documentation, and rent records for the tenants in those units.  The state agencies are not prohibited by 

IRC §42 from requiring credit recipients to pay a reasonable administrative fee to cover compliance 

monitoring expenses.  However, this is a matter to be decided by the state agencies, rather than the 

Service; i.e., nonpayment of monitoring fees should not be reported as noncompliance. (See TD 8430, 

1992-2 CB 14.)    

 

The review of tenant records may be undertaken wherever the owner maintains or stores the records.  A 

state agency may give an owner reasonable notice that an inspection of the building and low-income units 

or tenant record review will occur.  This notice is given so that the owner may notify tenants of the 

inspection or assemble tenant records for review.  However, the units and tenant records to be inspected 

and reviewed must be chosen in a manner that will not give owners of low-income housing projects 

advance notice that a unit and tenant records for a particular year will or will not be inspected and 

reviewed.   

 

 

In Compliance 

 

An owner is in compliance when requests for site visitations and access to tenants’ records are honored 

without unreasonable postponements, and monitoring fees are paid. 

 

Example 1: Reasonable Request for Postponement 

 

A state agency notified an owner that a property was to be inspected and requested that the 

inspection be conducted in 30 days.  The owner requested that the inspection be postponed 

for two weeks because the permanent on-site manager had scheduled training during that time 

period. 

 

This is a reasonable request.  Although the owner arranged for a temporary manager, the 

permanent manager is more knowledgeable regarding the day-to-day operations, procedures, 

and tenant files. 

 

 



 

18-2  

Draft: December 2003 

Out of Compliance  

 

An owner is out of compliance when requests for site visitations are denied or continually postponed.    

 

Example 1: Repetitive Delays 

 

A state agency notified an owner that a property was to be inspected and requested that the 

inspection be conducted in 30 days.  The owner requested that the inspection be postponed 

for a week to give them time to get the records together.   Then, the day before the inspection, 

the owner called to say that the property manager would not be available.  The inspection was 

rescheduled for the next week, but the owner called again to say that not all the records were 

available at the site and it would be more convenient to work at his office.  

 

A state agency should accommodate the owner’s valid needs to reschedule a site visit or 

tenant file review, but should not allow owners to delay or circumvent compliance 

monitoring reviews.  The repetitive nature of the delays and the state agency’s attempts to 

complete the review should be documented. 

 

The date of noncompliance is the date (1) the owner refuses to allow a site visitation or access to tenants’ 

records or (2) a pattern of continual delay is established.   

 

State agencies may remove a LIHC property from the program if the owner fails to respond to repeated 

notices for monitoring reviews.  See Chapter 13 for complete discussion. 

 

 

Back In Compliance 
 

The owner is back in compliance when the agency performs the site visit and/or reviews the tenants’ files.    

 

 

References 

 

IRC §42(i) 

TD 8430, 1992-2 CB 14 
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Chapter 19 

 

Category 10p 

Low Income Units Used on a Transient Basis 

 

 

Definition 

 

This category is used to report noncompliance when units have been used on a transient basis.  The length 

of the lease agreement determines whether use is transient.  The Internal Revenue Code does not directly 

state what the minimum term for transient use should be, but the legislative history for IRC §42 indicates 

that a unit is nontransient if the initial lease term is six months or more.    

 

There are two exceptions to the general rule that the initial lease term must be 6 months or longer.   

 

Buildings Used for Transitional Housing for the Homeless   

 

Transitional housing for the homeless must be operated by a governmental entity (or qualified nonprofit 

organization) and used to help (with supportive services) make the transition to independent living within 

24 months.  Each unit must contain sleeping accommodations, kitchen and bathroom facilities.  There is 

no lease term requirement for units that qualify as transitional housing for the homeless. 

 

Single-Room Occupancy (SRO) Units    

 

SRO units permit the sharing of kitchen, bathroom, and dining facilities.  The initial lease term for tenants 

in SRO units must be at least one month. 

 

 

In Compliance 

 

A unit is in compliance with this requirement if the initial lease term for each tenant is at least six 

months.  For tenants occupying a unit in an acquisition/rehabilitation project, the unit generally is not 

used on a transient basis if, at the time of acquisition, the tenants are qualified tenants and they had an 

initial lease term of at least six months with the prior owner. 

  

Example 1: Tenant Vacates With Good Cause 

 

A couple vacates their unit before fulfilling their initial six-month lease because the husband 

accepted a job in another state. 

 

The tenant file should note why the tenant left the unit.  Noncompliance does not exist if, 

upon investigation of the circumstances, it can be reasonably determined that there was no 

intent on the part of the tenant(s) or owner to break the lease.  That is, owners cannot be held 

responsible for changes in a tenant’s circumstances or tenants who "bail out" in the middle of 

the night.  As indicated in the General Explanation of the Tax Reform Act of 1986, the focus 

is on whether a six-month lease itself was in place and not necessarily whether the tenant 

actually resides in the unit for the full length of the lease.  Numerous broken leases, however, 

would require a case-by-case review to determine if noncompliance exists. 
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Example 2: Lease Not Executed, But Tenancy is Longer Than 6 Months 

 

A tenant occupied a unit for two years prior to the acquisition of the building as an 

acquisition/rehabilitation LIHC project.  At the date of acquisition,, the tenant is qualified for 

the project, but a new lease is not executed. 

 

Noncompliance has not occurred.  Even though a new minimum six-month lease was not 

executed at the time the tenant was qualified into the project, the tenant’s long-term rent 

history is indicative of nontransient use.     

 

Example 3: Transfer Between Buildings 

 

During year 5 of the credit period, a tenant moves into a unit and fulfills a six-month lease 

term.  The tenant is then requalified and transferred to another unit in another building within 

the project without a new lease.   

 

The tenant must be requalified, but it is not necessary to sign a new six-month lease.  The 

tenant’s long-term rental history is indicative of nontransient use.  

 

 

Out of Compliance 

 

Other than the two exceptions noted above, a unit is out of compliance with this requirement if there is no 

lease on file for the tenant, the tenant’s initial lease term is not at least six months, and it cannot be 

established that the household lived in the unit for at least six months.  

 

(Examples of noncompliance are needed.) 

 

 

Back in Compliance 

 

Corrective action would be to execute a new lease with a term of at least six months.  The unit would be 

out of compliance beginning on the date the tenant moved in.   The start date of the new lease is the 

correction date. 

 

 

References 

 

1. General explanation of the Tax Reform Act of 1986, p.164:  

 

"Residential units must be for use by the general public and all of the units in a project must be 

used on a nontransient basis. …Generally, a unit is considered to be used on a nontransient basis 

if the initial lease term is six months or greater. Additionally, no hospital, nursing home, 

sanitarium, lifecare facility, retirement home providing significant services other than housing, 

dormitory, or trailer park may be a qualified low-income project. 

 

.…certain single room occupancy housing used on a nontransient basis may qualify for the credit, 

even though such housing may provide eating, cooking, and sanitation facilities on a shared 

basis." 

 

2.  IRC §42(i)(3)(B) 
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Chapter 20 

 

Category 10q 

Other Noncompliance Issues  

 

 

Definition 

 

This category should be used to report noncompliance not identified in any other category.  The 

discussion presented is not intended to be all inclusive.  Any noncompliance not specifically addressed 

elsewhere, should be identified using category 10q. 

 

 

NONPERFORMANCE OF EXTENDED USE AGREEMENT 

 

Under IRC §42(h)(6), taxpayers receiving credits must execute an extended use agreement which is 

recorded as a restrictive covenant against the property as provided by state law.  The extended use period 

ends on the latter of the date specified in the agreement or 15 years after the close of the compliance 

period.  At a minimum, the property must be maintained as low-income housing property for 30 years 

beginning with the first day of the compliance period.  The required content of the extended use 

agreement is outlined in IRC §42(h)(6)(B).   

 

In addition, state agencies may add additional terms or restrictions to reflect the terms of the credit 

allocation.  Under IRC §42(m), states are required to develop qualified allocation plans with criteria for 

determining housing needs in their location and selecting appropriate projects.  These terms and 

conditions will be reflected in the extended use agreement; e.g., the targeting of special needs groups, 

income restrictions, rent skewing, housing types, etc.  State agencies are expected to enforce the 

agreement.  The IRS should be notified only if the enforcement action impacts the amount of the credit 

the owner/taxpayer can claim. 

 

Example 1:  Special Set-Asides  

 

The owner chose the 40/60 minimum set-aside election on Form 8609.  The state agency 

required 20/50 targeting, as evidenced in the extended use agreement.  The maximum 50% 

gross rent is $400, but the maximum 60% gross rent is $500.  The owner charges $450 rent 

and a $50 utility allowance, for a total of $500.  The rent is above the state’s maximum, but 

equals the rent limit for the 60% minimum set aside election.    

 

The owner has violated the state’s requirements.  However, according to the imputed income 

limitation applicable to the unit, the rent is in compliance within federal regulation.  The state 

agency should not file a Form 8823. 

 

 

NONPROFIT PARTICIPATION 

 

IRC §42(h)(5) requires that each state set aside at least 10% of its state housing credit ceiling for 

allocations to projects in which qualified nonprofit organizations own an interest, and materially 

participate in the development and operation of the projects.  A “qualified nonprofit organization” is 

defined as an IRC §501(c)(3) or 501(c)(4) organization exempt from tax under IRC §501(a) that is 

determined by the state agency as not being affiliated with or controlled by a for-profit organization, and 

one of the exempt purposes of the organization includes the fostering of low-income housing.  
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For purposes of this allocation, a nonprofit organization must have an ownership interest in the low-

income housing project throughout the fifteen-year compliance period and materially participate in the 

development and operation of the project.  Whether a nonprofit sponsor materially participates will 

depend on the application of IRC §469(h) passive loss rules to the facts and circumstances of a given 

project.  Generally, the nonprofit must participate on a regular, continuous, and substantial basis in the 

development and operation of the project. 

 
Treas. Reg. §1.469-5T defines material participation.  Although this regulation does not specifically 

address a nonprofit entity, but rather an individual, the general guidance provided within these regulations 

can be used to address the requirement
1
 that the participation be regular, continuous, and substantial.  

Treas. Reg. §1.469-5T states that to be considered as a material participant for any tax year, an individual 

can satisfy any one of the following tests: 

 

1. The individual participates in the activity for more than 500 hours during the tax year. 

 

2. The participation in the activity for the taxable year constitutes substantially all of the participation in 

such activity for all individuals for that year. 

 

3. The participation in the activity is more than 100 hours during the taxable year, and this participation 

is not less than the participation of anyone else. 

 

4. The activity is a significant participation activity
2
 and all of the participation in all such activities 

exceeds 500 hours for the tax year. 

 

5. The individual materially participated in the activity for any five years of the ten years preceding the 

tax year in question. 

 

6. The activity is a personal service activity
3
 and the individual materially participated in the activity for 

any three years preceding the tax year in question. 

 

7. Facts and circumstances show that the participation in the activity was on a regular, continuous and 

substantial basis during the tax year.  
 

A general partner, for example, would in most cases be considered a material participant, whereas a 

limited partner probably would not. The ownership and material participation test can be met by the 

organization if it owns stock in a qualified corporation that satisfies the ownership and material 

participation test.  A qualified corporation must be a corporation that is 100 percent owned at all times 

during its existence by one or more qualified nonprofit organizations. 

 

                                                 
1 In Housing Pioneers, Inc. v. Commissioner, 49 F.3d 1395 (9th Cir. 1995), the court affirmed a Tax Court ruling that the 

organization created to act as a general partner in a low-income housing credit partnership failed to meet the material 

participation requirements of Internal Revenue Code Section 42(h)(5)(B).  The Court states in its opinion that Housing Pioneers 

failed to meet all three criteria ….It has shown no regular, no continuous, no substantial activity in developing or operating the 

projects.”   

 
2 See Treas. Reg. §1.469-5T(c). 
3 See Treas. Reg. §1.469-5T9d). 
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Areas of noncompliance may include: 

 

1. The qualified nonprofit organization loses its exempt status,  

2. The qualified nonprofit organization does not have an ownership interest in the low-income housing 

project,  

3. The qualified nonprofit organization’s participation is not material (regular, continuous and 

substantial), or 

4. The qualified nonprofit organization does not materially participate in both the development and 

operation of the project; i.e., both management decisions and day-to-day activities. 

 

Example 1: Management Company Employee Provides Volunteer Services 

 

A low-income housing credit property received an allocation of tax credits from the nonprofit 

set-aside.  The third party management company operating the property employs a property 

manager who signed an agreement to be a “volunteer” for the non-profit.  The property is not 

in compliance because the property manager’s agreement to be a volunteer is part of the 

employment responsibilities.   

 

  

BARTERED RENT 

 

In general, there must be consideration by the tenant (rent) in return for services by the owner (tenancy).   

The consideration paid by the tenant does not have to be money.  The tenant could perform tasks in 

exchange for tenancy when the tenant does not have the ability to pay money.  However, if initial leases 

include six months free rent for the initial rent up or successive years, it may not be a valid lease and the 

minimum set-aside requirement may be in jeopardy.  This potential noncompliance should be reported.   
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Chapter 21  

 

Line 12 

Building Disposition 

 

 

Definition 

 

Recapture of the accelerated portion of credits may be caused not only by noncompliance with the LIHC 

program, but by either the sale or other disposition of a LIHC building or the sale of an ownership interest 

in such a building.  It is important to report dispositions so that the IRS can determine whether the 

taxpayer has complied with the requirements of IRC §42(j); i.e., the credits have been appropriately 

recaptured or surety bonds posted.    

 

Recapture Amount 

 

The amount of the recapture is 1/3 of the allowable credit for each year if the building is disposed of 

through year 11 of the compliance period plus interest.  The amount of the recapture declines thereafter.  

Taxpayers must file Form 8611, Recapture of Low-Income Housing Credit, with their tax return for the 

year of sale to recapture the LIHC. 

 

Large Partnership Recapture 

 

In the case of a large partnership (a partnership of 35 or more partners), the partnership is treated as the 

taxpayer to which the credit is allowable for purposes of recapture.  The tax benefit rules of IRC §42(j)(4)(A) 

do not apply and the increase in tax because of the recapture amount is allocated among the partners in the 

same manner as the partnership’s taxable income for the year is allocated among the partners. 

 

The legislative history
1
indicates that no change in ownership is deemed to occur on the disposition of a 

partner’s interest provided that within a 12-month period at least 50 percent (in value) of the original 

ownership is unchanged.  These conditions apply unless the partnership elects out of such under IRC §42(j)(5).   

 

Other Partnerships and Recapture 

 

For partnerships with fewer than 35 partners, and those electing out of the large partnership provisions of 

IRC §42(j)(5), a partner (taxpayer) may elect to avoid or defer recapture until the taxpayer has, in the 

aggregate, disposed of more than 33 1/3 percent of the taxpayer’s greatest total interest in the qualified 

low-income building through the partnership at any time.  Once dispositions aggregate more than 33 1/3 

percent, further deferral is possible only if a surety bond or alternative collateral is provided.  The 

taxpayer that defers recapture by reason of the 33 1/3 percent rule will remain subject to recapture with 

respect to that interest.  See Rev. Rul. 90-60, 1990-2 C.B. 35. 

 

                                                           
1 H.R. Conf. Rep. No. 481, 99th Cong., 2nd Sess. II-96 (1986) 
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Types of Building Dispositions 

 

 SALE  - Types of activities that would constitute a “sale” (which does not necessarily involve the 

seller receiving money) include: 

 

(a) Fee Title Sale of Building - Fee title passes from the seller to a whole new entity (buyer)  

 

(b) Termination of Partnership 

 

 FORECLOSURE - Foreclosure is the legal process reserved by a lender to terminate the borrower's 

interest in a property after a loan has been defaulted.  On foreclosure, the owner is deemed to have 

made a sale of the property for the outstanding amount of the mortgage debt.  In some foreclosures, 

the new “owner” is an entity not eligible to claim tax credits (i.e. HUD, State Housing Finance 

Agency, etc.) or the new “owner” is not claiming tax credits (i.e. mortgagee, bank, etc.). 

 

(a) Deed of Property in Lieu of Foreclosure - the owner voluntarily conveys the property to the 

mortgage holder to avoid foreclosure proceedings. 

  

 BANKRUPTCY - The voluntary or involuntary bankruptcy of an economically unsuccessful real 

estate entity. 

  

 DESTRUCTION - Destruction is related to a building’s physical structure, and not to the ownership 

interest in the building.  The destruction affects the building in its entirety, i.e., the eligible basis of 

the property is reduced to $0.  The destruction is permanent and the building is not expected to 

operate as a tax credit project again.  Physical condition violations, or casualty losses that are 

temporary in nature or remediable, should not be reported as destruction, which is permanent.    

 

 OTHER (Attach Explanation) – Any event, not listed above, which results in the disposition of a low-

income housing credit unit, building, or property. 

 

 

State Agency Responsibility for Reporting Property Dispositions   

 

The “owner” of a low-income housing building is the entity identified on the Form 8609.  State agencies 

should confirm that the ownership has not changed as part of their monitoring and inspection 

responsibilities.  LIHC buildings are generally owned by partnerships and identifying changes in the 

composition of the ownership entities is not required.  However, if a state agency becomes aware of a 

change in the composition of the ownership entity, the disposition should be reported.    

 

Types of Entities That May Own Low-Income Housing Credit Buildings    

 

(a) Sole Proprietorship - One individual (or married couple) in business alone.  For tax purposes, a sole 

proprietorship and its owner are treated as a single entity and the owner/taxpayer has unlimited 

personal liability.  The owner receives an IRS Form 8609 from the state allocating agency and 

submits an IRS Form 8586 to the IRS with his or her individual tax return each year.  There has been 

a disposition if the owner disposes of, or reduces, his or her interest in the LIHC property. 

 

(b) Partnership - A business with more than one owner that is not incorporated, or organized as an LLC 

is, by default, a partnership.  A “general partnership” is composed of two or more persons who agree 

to contribute money, labor, and/or skill to a business.  Each partner shares the profits, losses, and 



 

21-3 

Draft: December 2003 

management of the business, and each partner is personally and equally liable for the debts of the 

partnership.  A partnership is not subject to the payment of federal income taxes.  Instead, it is treated 

as a conduit through which the partners realize income, gains, and losses.  Although they are 

nontaxpaying entities, partnerships are required to file information income tax returns with the IRS 

listing all of the partnership’s items of income and deduction.  The partnership attaches a schedule for 

each partner to its yearly tax return indicating the partner’s share of income, deductions, and credits 

for the year.    These items “flow through” to each partner, who pays taxes on his share of profit (or 

deducts his share of losses) on his or her federal tax return.  Each partner submits an IRS Form 8586 

with its, his or her tax return.   

 

(c) Limited Partnership - Comprised of one or more general partners and one or more limited partners.  

The general partners manage the business and share fully in its profits and losses.  Limited partners 

share in the profits of the business, but their losses are limited to the extent of their investment.  

Limited partners are usually not involved in the day-to-day operations of the business.  A limited 

partnership is not a taxable entity for federal income tax purposes.  Instead, the tax benefits of real 

estate ownership and operation “pass through” directly to investors.  The general partner(s) and the 

limited partner(s) file an IRS Form 8586.   

 

(d) Limited Liability Partnership (LLP) - a type of limited partnership available in some states and only 

to professionals, like lawyers and accountants.  This business form protects the partners from debts 

against the partnership arising from professional malpractice lawsuits against another partner.  A 

limited liability partnership is not a taxable entity for federal income tax purposes.  Instead, the tax 

benefits of real estate ownership and operation “pass through” directly to investors.  The general 

partner(s) and the limited partner(s) file an IRS Form 8586.   

 

(e) Corporation - a separate entity from the individuals who own or operate it.  When formed, personal 

liability for business debts and obligations is limited.  Under federal income tax laws, a “Regular 

Corporation,” sometimes called a "C corporation," is a separate taxpaying entity and must pay 

corporate federal income tax.  The corporation submits IRS Form 8586 with its federal tax return to 

claim the credit; shareholders do not directly claim the low-income housing credit. 

 

(f) S Corporation - a type of corporation that passes income, deductions, and credits through to its 

shareholders.  Shareholders have limited liability but pay income taxes on the same basis as a sole 

proprietor or a partner of a partnership.  This means that as long as a person actively participates in 

the business of the S corporation, business losses can be used as an offset against that person’s other 

income and reduces the tax burden.  The corporation itself doesn't pay taxes, but files an 

informational tax return identifying shareholder's portion of the corporate income, deductions, and 

credits.  This tax treatment taxes income at the shareholder level (similar to a partnership) rather than 

at the corporate level.  Each shareholder files an IRS Form 8586 to claim the credit.   

 

(g) Limited Liability Company (LLC) - a form of business organization, authorized by statute in certain 

states, characterized by limited liability, management by members or managers, limitations on the 

transferability of ownership interests, and no double taxation.  Like a sole proprietorship or 

partnership, LLC owners are taxed on business profits each year on their individual income tax 

returns.  The LLC itself is not a separate taxable entity.  Like an S corporation, however, all owners 

are protected from personal liability for business debts and claims. This means that if the business 

gets sued for unpaid debts or for a business lawsuit, only the assets of the LLC are at risk, not the 

personal assets of the LLC owners.  The members file IRS Form 8586 to claim the LIHC.   
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(h) A Limited Dividend Association (LDA) is organized for a specific purpose and is comprised of 

general or limited partnerships, limited liability companies, joint ventures, or trusts, who may be 

referred to as “members.”  There is generally some limit as to the return on investment and dividend 

payments.  In some states, this is referred to as or may be similar to a limited dividend entity.  Similar 

to a limited partnership, an LDA is not itself a taxable entity, but files an informational tax form and 

attaches a schedule (K-1) for each member.  The K-1 informs the IRS of how much benefit each 

member is entitled to.  The members then submit the K-1 (along with a copy of the IRS Form 8586) 

with their individual tax returns to claim the LIHC.   

 

(i) Not-For-Profit Corporations (Nonprofits) - formed as a tax-exempt entity under IRC 501(c)(3) or 

(c)(4).  If a corporation is tax-exempt, it is exempt from paying taxes on its income.  Contributor can 

claim contributions to the nonprofit corporation as a tax deduction to a charitable organization.  

Generally, the nonprofit is not the ownership entity itself and therefore would not claim the low- 

income housing credit.  

 

 

Surety Bonds and Subsequent Owners 

 

Recapturing the accelerated portion of the credit can be avoided if the owner selling the building, or 

interest therein, posts a bond equal to the amount specified on Form 8693, Low-Income Housing Credit 

Disposition Bond.  The IRS approves the bond when it is determined that the amount of the bond is 

correct and that the project is expected to remain in compliance for the balance of the initial compliance 

period; i.e., the new owner intends to maintain the building as low-income housing throughout the 15-

year compliance period.  The bond must remain in effect until 58 months after the end of the 15-year 

compliance period.   

 

As a practical matter, surety bonds may be difficult and costly to obtain.  Because of the amount of the 

bond needed and the inability of the seller to assure that the property will continue to comply (such power 

effectively being with the new owner), sureties are likely to require either full collateral or very high 

creditworthiness from the bonded party.  IRS Revenue Procedure 99-11 establishes a collateral program 

as an alternative to providing a surety bond to avoid or defer recapture of low-income housing tax credits.  

Under this program, taxpayers pledge certain United States Treasury securities to the IRS as collateral.  

 

References 

 

1. IRC §42(f)(4)  

2. IRS Form 8609 instructions - Line 10(b) - Partnerships with 35 or more partners are treated as the 

taxpayer for purposes of recapture unless an election is made not to treat the partnership as the 

taxpayer.  Check the “Yes” box if you do not want the partnership to be treated as the taxpayer for 

purposes of recapture.  

3. IRC §42(j)(5)  

4. IRC §42(j)(6)  

5. Rev. Rul. 90-60, 1990-2 C.B. 3  

6. Rev. Proc. 99-11, 1999-2 I.R.B 14  
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Chapter 22 

Miscellaneous Noncompliance Topics 

 

 

The chapter includes noncompliance topics not discussed elsewhere. 

 

 

CASUALTY LOSSES 

 

Under development. 

 

TENANT FRAUD 

 

LIHC property owners should demonstrate due diligence to prevent tenant fraud.  Fraud is defined as the 

deliberate misrepresentation of fact in order to induce someone else to part with something of value or 

surrender a legal right.  In this case, the outcome of deliberate misrepresentation by a tenant is that the 

property owner will rent a residential unit to an ineligible tenant at a below market rate.   

 

If misrepresentation is suspected, additional steps should be taken to verify the accuracy of information 

provided by the tenant.  Regulation 1.42-5 gives examples of how an income certification may be 

documented, including the submission of federal tax returns.  If necessary, tenants can be asked to 

complete Form 8821, Tax Information Authorization, which will allow the owner to confirm the accuracy 

of the tenant’s tax returns with the IRS.  

 

If an owner discovers that a tenant has deliberately misrepresented their income level, student status, 

household size, or any other item used to determine eligibility, the owner should consult state or local 

landlord-tenant laws to determine whether the tenant can be asked to vacate the LIHC unit or the rent 

raised to the fair market rate.  The owner is not expected to complete the annual recertification if a tenant 

is asked to leave or an eviction proceeding is in process.  In addition, the infraction should be reported to 

the Internal Revenue Service’s Criminal Investigation Department (CID) by calling 1-800-829-0433.  The 

following information should be provided: 

 

1. Tenant name  

2. Social security number if possible 

3. Explain association with LIHC program 

4. What the tenant did that misrepresented their income/documentation.  (Note: the owner may be asked 

to provide evidence of the tenant’s fraudulent acts.)   

5. Amount of tenant income as reported by the tenant and the amount actually verified.  

6. The difference between the market rate and rent restricted rent for the unit, and how long the tenant 

was in the unit.  (This will be the amount of benefit the tenant received and is taxable to the tenant.) 

 

Owners should also contact the state agency to report the fraudulent tenant immediately
1
.  The state 

should determine whether (1) the tenant misrepresented qualifying information, (2) the owner’s reliance 

on the information was reasonable, and (3) the owner’s policies and procedures (internal controls) are 

sufficient to prevent future fraudulent tenants.  If not, the state agency and owner should work together to 

ensure that weaknesses are corrected and efforts are made to avoid fraudulent tenants in the future. 

 

                                                 
1
 The IRS wants to provide an incentive for owners to identify, and remove if possible) fraudulent tenants.  By working with the 

state agency upfront, we can provide an opportunity to resolve the problem without harming the owner and not waiting for a state 

agency review, yet retaining involvement in the determination of a “fraudulent” tenant.   
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If the owner satisfies the state agency that (1) the tenant provided false information, (2) the owner did 

everything a prudent person would do to avoid fraudulent tenants (due diligence) and has implemented 

any needed changes to avoid future problems, (3) the tenant has timely vacated the unit (if possible), and 

(4) there is no pattern of on-going acceptance of fraudulent tenants, then it is not necessary to report 

noncompliance to the IRS or reduce the applicable fraction for determining the credit amount.   

 

This rule applies only when the owner notifies the state agency before notice is given by the state that 

tenant records or a site inspection is to be made or the IRS gives notice that the taxpayer is under audit.  

As a general rule, the Internal Revenue Service does not want to disturb the credit when the owner has 

demonstrated due diligence to avoid fraudulent tenants, timely removes fraudulent tenants when 

identified, and timely notifies the state credit agency of their actions.    

 

OWNER/TAXPAYER FRAUD 

 

If a state agency becomes aware of an apparent fraudulent act by the owner, management company, or 

other party associated with the low-income housing property, or a party responsible for providing 

income/asset verification for tenants, the state agency should report the alleged acts to the Internal 

Revenue Service’s Criminal Investigation Department (CID) by calling 1-800-829-0433.   
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