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PREFACE

This audit technique guide was prepared to assist IRS examiners audit taxpayers, usually partnerships,
owning IRC 842 low-income housing projects.

The guide is organized in the order an examiner might address issues during an audit, working from high-

level issues to issues requiring more detailed analysis, and chronologically from the Precontact Analysis

through Report Writing. Two related topics, auditing partners and completing the Examination of Income,

are also addressed.

Part | presents an overview of the IRC 8§42 credit, instructions for completing the precontact analysis,
and a discussions of how audit techniques are applied for IRC 842 issues. Appendix A is a glossary of
terms specific to IRC 842,

Part 11 presents four high-level issues that can usually be addressed at the project level.

Part I11 focuses on auditing Eligible Basis, which are the costs of depreciable residential rental
property upon which the credit amount is computed.

Parts 1V, V and VI address the remaining three factors needed to compute the allowable credit; i.e.,
the Applicable Fraction, Qualified Basis, and Qualified Percentage.

Part VII provides guidelines for computing adjustments to the allowable credit and computing the
credit recapture amount under IRC 842(j). Examples of computations for common fact patterns are
included in Chapter 17. Chapter 18 presents unique report writing requirements for partnership audits.

Part VIII provides guidelines for auditing taxpayers who are partners in partnerships owning IRC 842
projects. This is necessary because some IRC 8§42 rules are applied at the partner level. Further,
Chapter 19 provides guidelines for applying the credit ordering rules and tax benefit rules when
making adjustment to the credit as a flow-through adjustment resulting from a partnership audit.

The guide is extensively referenced. If the entire citation is not included in the text, refer to Appendix B.
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Introduction

Topics

Chapter 1
Introduction

The IRC 8§42 Low Income Housing Credit Program was enacted by Congress as part
of the Tax Reform Act of 1986 to encourage new construction and rehabilitation of
existing buildings as low-income rental housing for households with income at or
below specified income levels. Congress recognized that a private sector developer
may not receive enough rental income from a low-income housing project to cover
the costs of development and still provide a return to investors sufficient to attract
the needed equity investment. The IRC 842 program provides tax incentives for
investors to make equity investments. In exchange for equity, investors receive tax
credits and other tax benefits associated with ownership of the project to offset
federal income taxes for a ten year period. These tax benefits, plus the possibility of
cash proceeds from the eventual sale of the project, represent the investors’ return on
investment.

« Overview of the IRC 842 Program

« State Housing Agency Responsibilities

« IRS Responsibilities: Chief Counsel

« IRS Responsibilities: LIHC Compliance Unit
« IRS Responsibilities: Audits

o Summary

Overview of the IRC 842 Program

Types of
Housing

The taxpayer agrees to provide low-income housing for at least thirty years.

1. Inexchange for the investment in low-income housing, the taxpayer will receive
tax credits for each of ten years, which is known as the “credit period.”

2. To keep the credit, the taxpayer must provide low-income housing for fifteen
years, which is known as the “compliance period.” Failure to maintain the
housing in compliance with IRC 842 requirements for the entire compliance
period can result in the recapture of a portion of the credit allowable in prior
years.

3. After IRS jurisdiction ends, the state agency has sole jurisdiction and the
taxpayer must continue to provide low-income housing for at least another
fifteen years. The “extended use period” is at least 30 years, beginning with the
first year of the credit period.

All three time periods begin on the same day; i.e., the first day of the tax year in
which the building is placed in service, or if the taxpayer elects, the beginning of the
following tax year.

The credit supports a variety of housing opportunities. The taxpayer can build new
housing or rehabilitate existing buildings. The housing can be apartments, single-
family housing, single-occupancy rooms, or even transitional housing for the
homeless. A building may be mixed low-income and market-rate rental units, and a
portion of the building may be for commercial use. Generally, the housing must be
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Combining with
Other Tax
Credits

Computation
of Allowable
Annual Credit

Compliance
Requirements

used on a nontransient basis; i.e., an initial 6-month lease term. Also, the housing
must qualify as residential rental property; e.g., no hotels, hospitals, or nursing
homes, etc.

Besides qualifying for the Low-Income Housing Credit under IRC 842, the taxpayer
may also qualify for the Rehabilitation Credit under IRC 847 and the Energy Credit
under IRC 848, but not the New Markets Credit under IRC 845D. A building may
also qualify for tax-exempt bond financing under IRC 8146, in which case the
taxpayer is also subject to the rules under IRC 8142(d). The taxpayer may also use
other federally-sourced loans and grants to finance and operate the building.

The amount of credit the taxpayer can claim each year is determined as:
Eligible Basis x Applicable Fraction = Qualified Basis

Qualified Basis x Applicable Percentage = Annual Credit Amount
Eligible Basis

The Eligible Basis is the total allowable cost associated with the depreciable
residential rental project.. If the building is located in a high cost area, the eligible
basis may be increased to 130% of the actual costs.

Applicable Fraction

The Applicable Fraction is the portion of rental units that are qualified low-income
units; determined as the lesser of square footage or number of units. To qualify, the
unit must be occupied (or last occupied) by an income-qualifying household and, if
the household is comprised entirely of full-time students who otherwise qualify as
low-income tenants, the unit is qualified only if an exception under IRC 8§42(i)(3)(D)
is met. The housing must be suitable for occupancy and free from health and safety
hazards. The rent must also be restricted; i.e., the rent cannot exceed 30% of the
income limit applicable to the building location.

Qualified Basis
Quialified Basis is the product of the Eligible Basis and the Applicable Fraction.
Applicable Percentage

The amount of credit, over the ten-year credit period, is equal to the present value of
either 70% or 30% of the qualified basis, depending on the characteristics of the
housing. The discount factor is known as the Applicable Percentage and is based on
interest rates.

The taxpayer is also subject to the following rules which may impact compliance on
a unit-by-unit basis, at the building level, or the entire project.

1. Minimum Set-Aside — A housing project will not qualify for any credit unless it
includes a specified minimum number of qualified low-income rental units.
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Credit
Disallowance
and Recapture

2. Available Unit Rule — Generally, if the income of an existing tenant rises above a
specific limit, the next available comparable unit in the building must be rented
to an income-qualified tenant.

3. Vacant Unit Rule — If a low-income unit becomes vacant, the taxpayer must
make reasonable attempts to rent the unit to income-qualified tenants before
renting any market-rate units to tenants who are not income-qualified.

4. General Public Use — The rental units must be available for use by the general
public and rented in a manner consistent with housing policy governing
nondiscrimination. A determination that the taxpayer violated the Fair Housing
Act or other law governing nondiscrimination in housing may result in the loss of
credit.

5. Material Participation of Qualified Nonprofit Organizations — If the taxpayer
received an allocation under IRC 842(h)(5), a set-aside of credit designated for
projects owned by qualified nonprofit organizations, then the qualified nonprofit
organization must materially participate in both the development and operation
of the project throughout the 15-year compliance period.

6. Extended Use Agreement — No credit is allowable for a taxable year unless this
agreement between the taxpayer and the state agency allocating the credit is in
effect as of the last day of such taxable year. The agreement must be recorded in
the land records as a restrictive covenant and is enforceable under state law.

7. Certifications and Annual Reports — A taxpayer completes a certification with
respect to the first year of the credit period, which is a one-time filing of Form
8609, Low-Income Housing Credit Allocation and Certification, with the IRS.
Part | is completed by the state agency and Part Il is completed by the taxpayer.
The taxpayer also files Form 8609-A, Annual Statement for Low-Income
Housing Credit, with its tax return for each year of the 15-year compliance
period. The taxpayer is also required to certify at least annually to the state
agency that the project met all the requirements.

8. Inspections by State Agency — Tenant records and the low-income project are
subject to physical inspection by the state agency.

The credit may be disallowed (in part or in whole). Not only is the credit disallowed
in the year of a noncompliance event, but if the qualified basis is less at the end of
that taxable year than the qualified basis at the close of the preceding taxable year,
the taxpayer is subject to the credit recapture provisions under IRC 842(j). The
recapture amount is computed as a percentage of the credit claimed in prior years
plus interest. The recapture percentage is based on the year within the 15-year
compliance period that the noncompliance occurred.

No credit is allowable for the year in which a taxpayer disposes of a building (or
interest therein) and the recapture provisions are also applicable unless, under IRC
842(j)(6), it is reasonably expected that the new owner will continue to operate the
building as a qualified low-income building for the remainder of the 15-year
compliance period.

1-3
Revised September 2014



State Housing Agency Responsibilities

Qualified
Allocation Plan

(QAP)

Allocating
Credits

The program is jointly administered by the IRS and state-authorized tax credit
allocating agencies. Each state receives tax credits on an annual basis. Under IRC
842(h)(3), the amount of credit available to the state for allocation to taxpayers for
any calendar year is the “credit ceiling.”

The state agencies are responsible for determining which housing projects should
receive credits and the dollar amount allocated. Under IRC 842(m)(1), the state
agency must develop a Qualified Allocation Plan (QAP) that is approved by the
governmental unit having jurisdiction over the state allocating agency. The QAP
must have the following characteristics:

1. Identifies the selection criteria to be used for determining housing priorities that
are appropriate to local conditions. The selection criteria must include project
location, housing needs characteristics, project and sponsor characteristics,
tenant populations with special needs, public housing waiting lists, tenant
populations of individuals with children, projects intended for eventual tenant
ownership, the energy efficiency of the project, and the historic nature of the
project.

2. Gives preference to projects serving the lowest income tenants, for the longest
periods, located in qualified census tracts, and which will contribute to a
concerted community revitalization plan.

The allocating agencies are responsible for allocating tax credits to qualifying
projects that meet the QAP’s criteria. The allocation process varies among the states,
but generally, real estate developers apply for the credit and submit proposals which
are then ranked according to the criteria in the QAP. If accepted, the state agency and
developer will enter into a contract, documented with a “reservation” of credit,
followed by a “binding commitment” to allocate credit in the future, or “carryover
allocation,” which is documented on Schedule A (Form 8610), Carryover Allocation
of Low-Income Housing Credit. Generally, owners must place the projects in service
by the close of the second calendar year following the year the carryover allocation
of credit is made or return the credit to the state for reallocation to other projects.

An allocating agency is to provide no more credit than deemed necessary to ensure
the project's financial feasibility throughout the 15-year compliance period. In
general, the agency is to compare the proposed project’s total developmental costs
with the anticipated private and governmental financing (other than equity raised
from tax credits). The difference between the total development costs and financing
(other than equity raised through the credit) is commonly referred to as the “equity”
gap the IRC 842 credit is intended to fill. The Agency will allocate to the project
only the amount of credit necessary to fill this equity gap.

The credit allocation is documented on Form 8609, Low-Income Housing Credit
Allocation and Certification. The agency executes Part | and then mails the Form
8609 to the taxpayer. The taxpayer then completes the certification required under
IRC 842(1)(1) for the first year of the credit period by completing Part 11 of the Form
8609 and submitting it to the IRS.
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The QAP must also provide procedures that the state agency will follow to monitor
the project for continuous compliance with IRC 842 requirements and notify the IRS
if noncompliance occurs. The compliance monitoring requirement was made
effective on January 1, 1992, and applies to all buildings for which a low-income
housing credit under IRC 842 is, or has been, allowable at any time.

Treas. Reg. §1.42-5 provides the minimum standards for conducting compliance
monitoring activities. At least once every three years, the state agency must conduct
on-site inspections for all buildings in the project and, for at least 20% of the
project’s low-income units, inspect the units and review the low-income
certifications, the documentation supporting the certifications, and the rent records
for the tenants in those units.

The compliance monitoring regulations also require the owner of a project, at a
minimum, to certify annually to the state agency that for the preceding 12-month
period the project was in compliance with the requirements of IRC 842, The
certification covers a variety of requirements, including that the owner has received
an annual income certification from each low-income tenant and documentation
supporting that certification, and that each building in the project was suitable for
occupancy, taking into account local health, safety, and building codes. Treas. Reg.
81.42-5(c)(1) lists the annual certification requirements.

When noncompliance is identified or there has been a building disposition, the state
agencies are required to notify the IRS using Form 8823, Low-Income Housing
Credit Agencies Report of Noncompliance or Building Disposition. 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 is filed with the IRS.

IRC 842(1)(3) requires state agencies to submit annual reports to the IRS identifying
the annual credit amount allocated to each building for such year, sufficient
information to identify each such building and the taxpayer with respect thereto, and
other information needed for the administration of the program.

The annual report is made by submitting Form 8610, Annual Low-Income Housing
Credit Agencies Report, with copies of the Forms 8609 issued that year and
Schedule A (Form 8610), documenting credit carryover allocations, to the IRS by
February 28" of the following year. Part | is a reconciliation of the forms submitted
with Form 8610, Part Il is a reconciliation of the state’s credit ceiling and credit
allocations, and Part 11 is a report of the state agency’s compliance monitoring
activities and compliance with the requirements of Treas. Reg. §1.42-5.

State agencies are subject to penalties under IRC 88§ 42(1)(3) and 6652(j) for any
failure to submit the report timely.
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IRS Responsibilities: Chief Counsel

The Chief Counsel is the chief law officer of the IRS and is the legal advisor to the
Commissioner and the Commissioner’s employees. The Office of Chief Counsel
furnishes legal opinions for the preparation and review of rulings and memoranda of
technical advice; prepares, reviews, and assists in the preparation of proposed
legislation, treaties, regulations, and Executive orders relating to laws affecting the
IRS; represents the Commissioner in the Tax Court; and determines which civil
actions should be litigated under the laws relating to the IRS and prepares
recommendations for the Department of Justice regarding commencement of legal
actions. In the Office of Chief Counsel, Branch 5 in the Passthroughs and Special
Industries division is responsible for IRC 842, as well as 88 45D, 47, and certain
other tax incentives.

IRS Responsibilities: LIHC Compliance Unit

The Low-Income Housing Credit (LIHC) Compliance Unit is responsible for
processing information submitted to the IRS by state agencies and taxpayers,
providing assistance, and evaluating noncompliance for audit potential.

Form 8610, with  Form 8610, Annual Low-Income Housing Credit Agencies Report, with Forms 8609,

Form 8609 and [ ow-Income Housing Credit Allocation and Certification, and Schedule A (Form

Schedule A 8610), Carryover Allocation of Low-Income Housing Credit, submitted by the state

(Form 8610) agencies are reconciled and processed. Forms 8609 submitted by taxpayers are
matched to the state agencies’ submissions and processed.

Form 8823 Forms 8823, Low-Income Housing Credit Agencies Report of Noncompliance or
Building Disposition, are processed and a notification letter is sent to the taxpayer
identifying the potential noncompliance issues. The Forms 8823 are also evaluated
for audit potential.

Form 8821 On May 19, 1999, a Memorandum of Understanding (MOU) was finalized as part of
a FedState initiative to improve the administration of the LIHC program. The state
agencies can require project developers to complete Form 8821, Tax Information
Authorization, as part of their application for an allocation of IRC 842 credit. The
taxpayer designates the state agency as the appointee to receive tax information
regarding the applicant’s prior compliance with IRC 842 requirements; i.e., audit
results and Form 8823 filings from other state agencies. The information is used to
help the state agency make better informed decisions about credit allocations. The
LIHC Compliance Unit provides the information to the state agencies upon request.

IRS Responsibilities: Audits

Based on the state agencies’ noncompliance reports, taxpayers are identified for
further consideration of audit potential. The taxpayer’s tax returns, Forms 8823 filed
for the buildings, and other information are 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. 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.
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Summary

IRC 842 provides federal tax incentives for equity investments in low-income
housing.

The taxpayer can build new housing, or acquire and rehabilitate existing housing.
The housing can be apartments, single-family housing, single-occupancy rooms,
or even transitional housing for the homeless. The project may include both low-
income and market-rate rental units, and a portion of the property may be for
commercial use. The housing must qualify as residential rental property; e.g., no
hotels, hospitals, or nursing homes, etc.

The taxpayer agrees to provide low-income housing for at least thirty years. The
taxpayer receives credit for ten years (credit period), must provide low-income
housing under IRS jurisdiction for fifteen years (compliance period), and under
the state agency’s sole jurisdiction for at least an additional fifteen years
(extended use period). All three time periods begin on the same day; i.e., the first
day of the tax year in which the building is placed in service, or if the taxpayer
elects, the beginning of the following year.

The amount of credit the taxpayer can claim each year is determined as:
Eligible Basis x Applicable Fraction = Qualified Basis
Qualified Basis x Applicable Percentage = Annual Credit Amount

The eligible basis is the total allowable costs associated with the depreciable
residential rental project. The applicable fraction is the portion of rental units that
are qualified low-income units. The applicable percentage is the discount factor
needed to limit the annual credit to the present value of either 70% or 30% of the
qualified basis, depending on the characteristics of the housing

The allowable credit may be reduced (in part or in whole) if the taxpayer is not
compliant with IRC 842 requirements. The taxpayer may also be subject to the
recapture of credit claimed in prior years under IRC 842(j).

If a taxpayer disposes of a low-income building (or interest therein), no credit is
allowable in the year of the disposition and the taxpayer is subject to recapture
unless the taxpayer reasonably expects that the building will continue to be
operated as a low-income building for the remaining compliance period.

The program is jointly administered by the IRS and state-authorized tax credit
allocating agencies. Each state receives tax credits annually. The agencies are
responsible for identifying the state’s housing needs, allocating credit to
qualifying projects that meet the state’s QAP criteria, and monitoring the
operating project for on-going compliance with IRC §42. Noncompliance is
reported to the IRS.

The IRS’ compliance responsibilities include the processing of forms submitted
by state agencies and taxpayers, and ensuring compliance through activities such
as auditing taxpayers’ federal income tax returns.
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Introduction

Topics

Chapter 2
Precontact Analysis

This chapter provides guidelines for analyzing tax returns before contacting the
taxpayer to determine which items related to the IRC 842 credit should be examined.

. Form 8609, Low-Income Housing Credit Allocation and Certification

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

« Form 8609-A, Annual Statement for Low-Income Housing Credit

. Balance Sheet

o Schedule K and Schedule K-1

« Ownership By Individuals

« Prior and Subsequent Year Returns

- Related Returns

« Risk Analysis

« Initial Information Document Request

o Summary

Form 8609, Low-Income Housing Credit Allocation and Certification

Amount of
Credit
Allocated

Eligible Basis
and
Qualified Basis

Form 8609 documents the state agency’s allocation of credit (Part 1) and the
taxpayer’s certification for the first year of the credit period (Part Il). It provides
basic information about the low-income building, the terms of the credit allocation,
and the taxpayer’s elections.

Without a Form 8609 completed and signed by the state agency, the taxpayer cannot
complete the first-year certification required under IRC 842(I)(1) and, therefore, may
not be entitled to claim IRC 8§42 credits. If Forms 8609 are not included in the case
file, determine whether the forms were received from the taxpayer after the tax
return was selected for audit by contacting the LIHC Compliance Unit. If completion
of the first-year certification cannot be confirmed, refer to Chapter 4.

Compare the amount of credit claimed on the tax return to the amount allocated on
Form 8609. The taxpayer is not entitled to claim more IRC 842 credit than the dollar
amount reflected on Form 8609, line 1b. Form 8586, Low-Income Housing Credit, is
filed with the tax return; line 1 indicates the total number of Forms 8609-A attached
and line 3 indicates the total amount of credit from all the attached Forms 8609-A.

Compare the Maximum Qualified Basis identified on line 3a by the state agency and
the eligible basis identified on line 7 by the taxpayer.

1. If the numbers are the same, then (1) the building was intended to be a 100%
low-income building and (2) the state agency determined that it was necessary to
allocate the maximum amount of credit possible to assure that the project would
remain feasible throughout the 15-year compliance period.

2. If the eligible basis is more than the qualified basis, then either the building is a
mixed-use building (both low-income and market-rate units) or the state agency
determined that it was not necessary to allocate the maximum amount of credit
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Applicable
Percentage

Type of
Allocation

Tax-Exempt
Bonds

Nonprofit
Set-Aside

possible to assure that the project would remain feasible throughout the 15-year
compliance period.

3. If the eligible basis is less than the maximum qualified basis, the issue should be
addressed during the audit.

If the percentage on line 3b is larger than 100%, then the eligible basis identified on
line 7 has been artificially increased above the actual costs because the building is in
a location that is considered difficult to develop; e.g., the costs of construction, land,
and utilities are high compared to the location’s Area Median Gross Income or there
is a particularly high concentration of low-income individuals. The increased eligible
basis increases the amount of credit available to subsidize costs that cannot be
supported by debt or future cash flow from rents.

There should be a one-to-one match of Forms 8609 to Forms 8609-A filed with the
tax return. Compare the eligible basis on Form 8609, line 7, to the eligible basis
identified on Form 8609-A, line 1. The numbers should be the same. If the eligible
basis on Form 8609-A, line 1, is less than reported on Form 8609, then a recapture
event may have occurred and the issue needs to be addressed during the audit. The
eligible basis on Form 8609-A, line 1, should never be larger than the eligible basis
reported on Form 8609, line 7.

Compare the applicable percentage reported by the taxpayer on Form 8609-A, line 5,
to the applicable percentage identified on the matching Form 8609, line 2. Since this
applicable percentage is fixed and identified by the state agency, the applicable
percentage is seldom an audit issue.

The type of credit allocated to a building is dependent on two factors:

1. Whether the housing is newly constructed, an existing building, or an existing
building that has been rehabilitated, and

2. Whether federal subsidies were used to construct or rehabilitate the building.

The possible combinations of the two characteristics are presented on Form 8609,
lines 6a-e. The options are mutually exclusive so only one of the boxes should be
marked on any one form. A building can receive more than one type of allocation,
which requires the preparation of multiple Forms 8609.

Projects financed with tax-exempt bonds under the IRC §146 Volume Cap and as
defined in IRC §142(d) can also qualify for IRC 8§42 credits, but are limited to the
30% credit. The percentage of the aggregate basis financed by the tax-exempt bonds
is identified on Form 8609, line 4, and the type of building is identified on line 6a or
6d. Note: the aggregate basis used for the percentage computation is different than
eligible basis or qualified basis.

A portion of a state’s credit ceiling is set-aside for allocation to projects involving
qualified nonprofit organizations. These allocations are identified on Form 8609, line
69, starting with the November 2003 revision of the form. If an earlier revision was
used, then the state agency should be asked to confirm whether the allocation was
from the nonprofit set-aside. The nonprofit entity must (1) own an interest in the
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Credit Period:
BINs, Dates,
and Elections

Multi-Building
Projects

property and (2) materially participate in both the development and on-going
operation of the low-income project throughout the 15-year compliance period. See
Chapter 6.

Form 8609, line 1a, date of allocation, identifies the date (1) the taxpayer and state
agency entered into a carryover allocation, or (2) the state agency signed the
completed Form 8609, Part I, if the taxpayer was able to receive the allocation and
place the building in service all within one calendar year. However, because of the
complexity of real estate development, most IRC 8§42 projects are developed using a
carryover allocation under IRC 842(h)(1)(E) or (F). If the IRC 842 project is a
qualified residential rental project under IRC §142(a)(7), line 1a is left blank.

Form 8609, line E, identifies the unique Building Identification Number (BIN)
assigned to the low-income building and should consist of the two letter state
abbreviation, a two-digit year for the year the allocation was made, and a five-digit
number assigned by the state agency. The BIN is helpful in determining the lifecycle
of buildings financed with tax-exempt bonds. However, once the BIN is assigned, it
will also be the BIN for all subsequent allocations of credit.

Form 86009, line 5, date the building was placed in service, is the date the first unit
in the building is ready and available for occupancy under state or local law. For
taxpayers receiving carryover allocations of credit, the placed in service date should
be no later than the close of the second calendar year following the calendar year in
which the allocation was made. For example, if the allocation date is June 14, 2009,
the placed in service date should be no later than December 31, 2011.

Form 8609, line 10a, documents the taxpayer’s election to begin the credit period the
first year after the building is placed in service. Based on the information on lines 5
and 10a, the first year of the credit period can be determined, which is important
because:

1. Generally, the applicable fraction is determined as of the last day of the taxable
year. For the first year of the credit period, however, the applicable fraction is
computed using an averaging methodology described in IRC 842(f)(2).

2. If an adjustment to the credit is made and the recapture provisions under IRC
842(j) are triggered, a portion of the credit claimed for each prior year of the 15-
year compliance period is recaptured. The recapture percentage is also dependent
on the year of the compliance period for which the recapture provisions are
triggered.

Form 8609, line 8b, documents the taxpayer’s election to treat the building as part of
a multi-building project. If the election is made (the “Yes” box is checked), the
taxpayer must identify all the buildings to be included in the project on an
attachment to the Form 8609. The buildings should be identified by name, address,
BIN, and the amount of credit allocated to each building. Under IRC 8§42(g)(7) and
Treas. Reg. 81.103-8(b)(4)(ii), two or more qualified low-income buildings can be
included in a project only if the buildings:
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1. are located on the same tract of land (including contiguous parcels), unless all of
the dwelling units in all the buildings are rent restricted,

2. are owned by the same person for federal tax purposes,
3. are financed under a common plan of financing, and
4. have similarly constructed housing units.

Identifying which buildings are included in the project is important for determining
whether the project met the minimum set-aside requirement under IRC 842(g)(1).

Minimum Form 8609, line 10c, documents the taxpayer’s election of a minimum set-aside,
Set-Aside which establishes three criteria against which the taxpayer’s compliance will be
evaluated:

1. The minimum number of low-income units the taxpayer must provide to be a
qualified low-income project,

2. The income limit used to identify income-qualified households, and
3. The maximum rent the taxpayer may charge for a low-income rental unit.

The minimum set-aside must be the same for all low-income buildings included in a
project.

If the project is financed with tax-exempt bonds, the taxpayer may elect, on Form
8609, line 10d, to be a deep rent skewed project under IRC 8142(d)(4)(B). At least
15% of the low-income units in the project must be occupied by households whose
income is 40% or less than the applicable income limit. This election is in addition
to the minimum set-aside election.

Property Using the building address (Form 8609, line A), research the local property records.
Address Recorded documents provide information regarding:

1. the value of the land and buildings,

2. changes in ownership during the life of the project that may have triggered the
credit recapture requirements,

3. debt financing used to finance the low-income project,
4. contracts imposing additional restrictions on the use of the property, and
5. the extended use agreement. If an extended use agreement is not recorded, then

the project may not be a low-income project qualifying for the credit. Local
courthouse records can be reviewed.
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Form 8823, Low-Income Housing Credit Agencies Report of Noncompliance or
Building Disposition

Reconciliation
to Forms 8609

Rental Units

Period of
Noncompliance

The Forms 8823 submitted by the state agency provide information about the
building to supplement what is known from the Forms 8609 and can help identify
issues that should be addressed during an audit.

Form 8823 is considered an information return. The state agency’s conclusions are
accepted as correct unless otherwise proven to be incorrect (see IRM 4.10.7.6.1.2).
The IRS can use the information to make adjustments to the IRC 8§42 credit.
However, the IRS cannot project the state agency sample’s results to the entire
population of low-income units.

The Forms 8609 and the Forms 8823 should be matched up by BIN and reconciled:

1. Reconcile the amount of credit allocated on the Form 8609, line 1b, to the
amount of credit on Form 8823, line 5; there may be more than one Form 8609
for a building. If Form 8823, line 5, is blank or zero, then the taxpayer had not
received the Forms 8609 at the time the state agency filed the Form 8823 with
the IRS. Compare the dates the Forms 8609 and Forms 8823 were signed by the
state agency.

2. Compare the owner’s name and EIN; different owners indicate a prior sale of the
building.

Forms 8823, lines 7a-d, provide information about the rental units:

1. Line 7a identifies the total number of rental units in the building and line 7b
identifies the total number of low-income units in the building. If line 7b is less
than line7a, then the buildings has a mix of low-income and market-rate rental
units. For “mixed-use” buildings, audit issues should include consideration of the
taxpayer’s compliance with the Available Unit Rule, the Vacant Unit Rule, and
the requirement to perform annual income recertifications for all low-income
households. Noncompliance with any of these rules may result in failure to meet
the minimum set-aside requirement.

2. Line 7c identifies the total number of rental units in a building for which
noncompliance issues were identified by the state agency. The extent of known
noncompliance can be estimated by comparing this number to line 7a.

3. Line 7d identifies the total number of low-income units reviewed by the state
agency. By regulation, the state agency is required to review at least 20% of the
low-income units on a “project” basis. If line 7d is more than 20% of line 7a,
then the state agency may have expanded the sample size because extensive
noncompliance was identified; e.g., poor internal controls (significant risk of
error), multiple problems, a significant number of noncompliant units, or the
state agency had credible information from a reliable source.

The time period during which the taxpayer was noncompliant can be determined by

comparing the dates on Form 8823, lines 8 and 9. The length of time will indicate
whether the noncompliance possibly impacts more than one tax year. Line 9 will be
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Categories of
Noncompliance

Dispositions

left blank if the noncompliance had not been corrected by the time the Form 8823
was filed.

Form 8823 identifies 16 specific categories of noncompliance, as well as a catch-all
category for other noncompliance issues. The IRS has provided the state agencies
with a guide for completing Form 8823. The guide includes a separate chapter for
each category of noncompliance which explains the underlying law and its
application to specific fact patterns. The Guide is available on www.irs.gov; the
catalogue number is Training 23092-001.

The relevant chapters should be reviewed to understand the issues of noncompliance
reported by the state agency. Note, however, that the scope of the guide is limited to
identifying, correcting, and reporting noncompliance issues to the IRS. It does not
address how noncompliance affects the amount of credit a taxpayer may claim.

State agencies report dispositions of low-income buildings, or interests therein, on
Form 8823, line 13a-d. Information includes how the property was disposed of and
who purchased the property (or interest therein). The disposition (gain or loss)
should be reflected on the tax return.

Form 8609-A, Annual Statement for Low-Income Housing Credit

Part I,
Compliance
Information

Part I,
Computation of
Credit

Form 8609-A is filed by the taxpayer owning the low-income building to complete
the annual certification of on-going compliance under IRC 842(1)(2) and to compute
the allowable credit for that tax year. The form is filed with the taxpayer’s tax return
for each year in the 15-year compliance period that begins after December 31, 2004.
A separate Form 8609-A is filed for each allocation, so there should be a one-to-one
match of Forms 8609 and Forms 8609-A.

Based on the responses to questions A and B, the Form 8609-A can be associated
with the correct Form 8609.

As noted earlier, the taxpayer cannot complete the certification for the first year of
the credit period under IRC §42(1)(1) without receiving the executed Form 8609
from the state agency. Question C puts the taxpayer on notice that any building
owner claiming credits without receiving a completed Form 8609 that is signed and
dated by a state agency is subject to disallowance of the credit.

Questions D and E allow for self-reporting of events that may require a recapture of
credit under IRC 842()).

The second part of Form 8609-A is the computation of the allowable credit for the
taxable year. The computation involves a number of steps needed to account for
various types of low-income housing and circumstances. At this point, it is not
necessary to analyze the whole equation, but note the following:

1. The eligible basis entered on Form 8609-A, line 1, should be the same as
disclosed on Form 8609. Differences should be addressed during the audit.
The amount entered on Form 8609-A, line 1, is the “per return” amount and the
starting point for any adjustment made to the eligible basis.
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Balance Sheet

Land Values

Buildings and
Other
Depreciable
Assets

Accounts
Receivable and
Payable

2. The applicable percentage on Form 8609-A, line 5, should be the same as
disclosed on Form 8609, line 2. If the applicable percentages are not the same,
the taxpayer should be asked to provide an explanation.

3. Form 8609-A, line 15, is the allowable credit, but cannot be higher than the
amount of credit identified on Form 8609, line 1b.

4. If credit is claimed on Form 8609-A, line 17, then the tax return is for the
eleventh year of the credit period. Any credit not allowed in the first year of
the credit period because of the special rule for computing the applicable
fraction is allowable in the 11" year of the 15-year compliance period under
IRC 842(f)(2)(B).

The balance sheet included with the tax return provides financial information about
the property. All large, unusual, or questionable items should be addressed during the
audit.

Determine whether the land value reported on the balance sheet is reasonable and
comparable to the valuation in the land records. Extremely low values should be
audited. Land costs are not included in the eligible basis and the issue will be
whether the taxpayer has allocated costs to the low-income buildings that should be
allocated to the land.

Most IRC 842 projects are owned by single-asset entities; i.e., the only business
activity is the IRC 842 project. The eligible basis used to compute the credit should
also appear on the balance sheet as depreciable property.

The depreciable asset figure should approximate the eligible basis reported
collectively on the Forms 8609, line 7, and on Forms 8609-A, line 1, filed with the
tax return. For low-income buildings in an area that is difficult to develop, multiply
the depreciable assets by the percentage on Form 8609 line 3b, and then compare to
the eligible basis.

Compare the balances of depreciable assets at the end of the year to the beginning of
the year. Any significant decrease may be an indication of a sale or disposition of
part (or all) of the IRC 842 project. For any such decrease in assets, there may be an
IRC 842(j) credit recapture issue.

Receivables and payables need to be reviewed. Large, unusual, or questionable
amounts may be indicative of related party transactions or transactions that should be
reviewed during the audit.

Schedule K and Schedule K-1

For a partnership, Schedule K and Schedules K-1 should be inspected to identify the
type of financing involved, including nonrecourse financing. This information is
good to know up front as the state agency records and taxpayer records will fully
clarify the types and extent of financing used to develop and operate the IRC §42
project.
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Ownership By |

A comparison of the Schedules K-1 from year to year will identify changes in
ownership percentages.

ndividuals

Individuals also own IRC 842 projects directly, and the requirements are exactly the
same. The Form 8609 should identify the individual as the owner in box C of Part I.
As with business entities, ensure that the Form 8609 was completed and signed by
the state agency and that the taxpayer completed the IRC 842(1)(1) certification.
The taxpayer should be maintaining financial statements and summaries (including
balance sheets, depreciation schedules, and income statements) regarding the
operation of the IRC 842 project.

Prior and Subsequent Year Returns

The taxpayer’s prior and subsequent year returns should be reviewed to verify filing,
address issues related to the year under audit, and identify any large, unusual, or
guestionable items. Also review the Schedules K-1 filed each year to identify
changes in the partnership ownership. Partners selling their interest in the partnership
are subject to the recapture provisions under IRC 842(j).

Related Returns

Partners:
Consistent
Treatment

General
Partner:
Additional
IRC 842
Projects

Risk Analysis

Related returns are tax returns that have a relationship to the tax return under audit.
Returns are considered related if an adjustment to one return requires adjustment to
the other return so that the issue is treated consistently on both returns. Returns are
also considered related for audit purposes if the returns are for entities that a taxpayer
controls and can manipulate to divert income or camouflage transactions.

If the entity under audit is claiming the credit as a result of an interest in a flow-
through entity, identify the name and EIN for the related partnership owning the IRC
842 project. Tax returns often include a schedule listing partnership interests and
accumulating the flow-through income, loss, or credits. See Chapter 19 for a
complete discussion.

If the entity under audit owns the IRC 842 project, it is likely that it is a flow-through
entity and the general partner is the project’s developer. Determine whether the
general partner is also the general partner for additional IRC 842 projects. If
significant noncompliance is identified, the examination may need to be expanded to
include the related entities.

A reasonable projection of the potential additional tax should be estimated based on
all current year adjustments, recapture of credit from prior years, and future year
revenue protection. Any examination adjustments that propose to decrease the
applicable fraction or eligible basis will result in changes not only to the taxable year
under audit, but also in the recapture of a portion of the credit allowable in prior
years and will possibly limit the amount of allowable credit in the remaining years of
the credit period. A single potential adjustment can significantly impact the
allowable credit when projected over the entire 10-year credit period.
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Example 1: Estimating Potential Tax

A taxpayer was allocated a credit of $30,000 for one low-income
building. During 2007, the fifth year of the credit period, the
state agency determined that the project was no longer in
compliance nor participating in the IRC 842 program, and
reported its finding to the IRS on Form 8823. The taxpayer,
however, disregarded the state agency’s determination and
claimed the credit.

The taxpayer’s tax return for the fifth year was audited. For
purposes of quickly estimating the potential adjustment, the
examiner identified the following:

1. The $30,000 credit claimed for 2007 was not allowable.

2. The taxpayer claimed $30,000 for the 2003, 2004, 2005, and
2006 tax years. The credits are subject to recapture under
IRC 42(j). The credit portion of the recapture amount is $30,000
X .333 x 4 years = $39,960. See page 16-2 for explanation of the
recapture percentage (.333). Note: The recapture amount also
includes an interest portion calculated separately for each year.
The computation is complex and should not be attempted for
purposes of the risk analysis.

3. The taxpayer will not be able to claim credit in any of the
remaining years of the 10-year credit period. 5 x $30,000 =
$150,000.

Initial Information Document Request

General
Information
about the
Taxpayer

Under Treas. Reg. §1.42-5(b), taxpayers are subject to recordkeeping and record
retention provisions specific to IRC 842. The records must be retained for at least six
years after the due date (with extensions) for filing the federal income tax return for
that year. The records for the first year of the credit period, however, must be
retained for at least six years beyond the due date (with extensions) for filing the
federal income tax return for the last year of the compliance period of the building.

The following records and documents are necessary for the examination of specific
issues related to the IRC 842 credit and should be requested at the beginning of the
audit. However, as every case is different, the list should be tailored for the taxpayer
under audit.

The following documents should be analyzed early in the audit to assist in setting the
scope and depth of the audit.

1. Partnership Agreement,

2. Prospectus/Offering Memorandum related to the organization or syndication of
the partnership,
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Tax Returns

Eligible Basis

Qualifying Low-
Income
Households

3. Documentation pertaining to the partners’ capital contributions including all
notes,

4. Credit Allocation Application,

5. Market Study,

6. Credit Allocation Award/Contract or Carryover Allocation,
7. Extended Use Agreement,

8. All Forms 8609 issued to the taxpayer, and

9. Internal audit reports.

The following documents will be needed to ensure consistent treatment from year to
year:

1. Copies of tax returns for the tax year prior to the earliest year under audit and all
tax returns for years subsequent to the tax years under audit.

2. Trial balance and any workpapers used to prepare the tax return under audit.
3. Depreciation schedules.

The audit of eligible basis will start with an analysis of the following documents to
identify specific costs for in-depth consideration as large, unusual, or questionable
items:

1. Final cost certification submitted to the state agency with supporting
documentation; e.g., purchase agreements and construction contracts, or
settlement documents if existing buildings were acquired.

2. Documentation of all financing sources; e.g., grants, loans, tax-exempt bonds,
below market federal loans, and loans payable to the developer or any partner.
The taxpayer should provide all debt instruments; e.g., mortgages and promissory
notes. Identify outstanding balances and records for all loan repayments.

3. Financial reports; e.g., compilations, reviews, or audited financial statements.

4. Development contracts or agreements for the acquisition, construction, or
rehabilitation of the IRC 842 project and related payments and/or notes.

5. Documentation of cost allocations between land, land improvements, and
depreciable residential rental property included in eligible basis.

While a review of the tenant files will be completed during the audit, the starting
point will be an analysis of the tenant rolls. For the first document request, the
taxpayer should provide:
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1°and 11™
Year of the
Credit Period

Additions to
Qualified Basis

Examination of
Income:

Rents & Other
Sources of
Income

1. For the years under audit, rent rolls identifying the households and family size for
each low-income unit.

2. Documentation of internal controls in place to ensure that income-qualified
households occupy the low-income units (e.g., copies of written procedures) and
the taxpayer’s policies (e.g., employment requirements and training).

If the first year of the compliance period is audited, the special rule for computing
the applicable fraction under IRC 8§42(f)(2) is used. The taxpayer should provide:

1. Certificates of Occupancy, which will establish when the units were first available
for occupancy. The taxpayer may provide alternative documentation. See Notice
1988-116.

2. A schedule indicating when each low-income unit was first occupied by an
income-qualified household.

3. Computation of the applicable fraction, including the computation of the
applicable fraction for each month.

If the eleventh year of the compliance period is audited and the taxpayer has claimed
credit, the taxpayer should provide the information identified above as well as a copy
of the tax return for the first year of the credit period.

Units first occupied by qualifying households after the end of the first year of the
credit period will result in an increase in qualified basis. The units qualify for the
credit, but the applicable percentage applied to the additional qualified basis is 2/3 of
the applicable percentage shown on Form 8609, line 2. See IRC 842(f)(3). The
taxpayer should:

1. Provide a list of units first occupied by qualifying tenants after the end of the first
year of the credit period and identify when a qualifying household first occupied
the unit, or

2. Confirm that all units were occupied by qualifying households by the end of the
first year of the credit period.

Gross income is to be considered and the minimum income probes completed. See
Chapter 20. Generally, taxpayers owning IRC 842 projects are single-purpose
entities and the rents from leasing residential rental units will be the primary source
of income. In addition to the records needed to complete the examination of income,
the taxpayer should also provide:

1. Description of residential rental units, including total number of units, total
number of low-income units, size (number of bedrooms) and rents charged for
low-income and market-rate units. Also identify units for on-site managers or
security personnel.

2. Documentation that rents are correctly restricted, including computations of the
maximum allowable gross rent based on unit size.
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Noncompliance

Dispositions

IDR &
Crosswalk to
Issues

Summary

3. Sources of rent subsidies; e.g., HUD section 8 payments.
4. Utility allowances and documentation of the computation.

5. Fees for services provided to tenants in addition to housing; e.g., providing meals
or cleaning services in assisted living housing.

6. Other income from related activities; e.g., vending machines, laundry facilities, or
charges for cable/satellite television.

7. Other income sources such as from the commercial use of a portion of the
property; e.g., the taxpayer may receive income for a cell phone tower installed on
the roof of a building.

8. Documentation of funds received from other sources; e.g., federal grants or
subsidies received during the year, additional capital contributions, or loan
proceeds.

If Forms 8823 were filed by the state agency, the taxpayer should provide
documentation for corrective actions taken to restore the project to compliance.

If the project was sold, documentation regarding the sale should be provided.
Particularly, the sales contract and settlement documents, computation of the capital
gain/loss, how the gain/loss was distributed among the partners, and whether the
sale required the new owner to operate the project as a qualified low-income project
for the remainder of the 15-year compliance period.

Exhibit 2-1, following this chapter, provide a discussion of documents that should be
requested during the audit with reference to the relevant chapters in this guide

1. Before beginning the examination, the file should be reviewed and information
analyzed to determine the scope and depth of the examination. For audits of the
IRC 842 credit, the analysis should also include consideration of information
presented on IRS forms, as well as on the tax return itself, including:

o Form 8609, Low-Income Housing Credit Allocation and Certification

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

o Form 8609-A, Annual Statement for Low-Income Housing Credit

o Balance Sheet

e Schedule K and Schedules K-1

2. Based on the analysis of available information, a reasonable projection of the
potential additional tax can be made. The estimate should include the current year
adjustment, credit recapture under IRC 842(j) from prior years, and revenue
protection if the potential adjustment affects future years of the 15-year
compliance period.
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3. An Information Document Request (IDR) should be prepared and sent to the
taxpayer with the initial contact letter as specific information will be needed to
audit IRC 842 issues. See Exhibit 2-1, IDR & Crosswalk to Issues
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Eligible Basis

Exhibit 2-1
IDR & Crosswalk to Issues

The following records and documents are necessary for the examination of specific
issues related to the IRC 842 credit and should be requested at the beginning of the
audit. However, as every case is different, the IDR should be tailored for the
taxpayer under audit.

The following documents should be analyzed early in the audit to provide an
overview of the credit allocation.

1.

All Forms 8609 issued to the taxpayer (see Chapter 2 for analysis and Chapter 4
for possible issues).

. Extended Use Agreement (see Chapter 5).

. If the credit allocation is from the nonprofit set-aside (see Chapter 6), the taxpayer

should provide a copy of the IRS determination letter to confirm the nonprofit was
granted nonprofit status.

. Copies of tax returns for the tax year prior to the earliest year under audit, and all

tax returns for years subsequent to the tax years under audit, will be needed to
ensure consistent treatment from year to year.

The audit of eligible basis (see Chapter 8) will start with an analysis of the following
documents to identify specific costs for in-depth consideration as a large, unusual, or
guestionable item.

1.

Final cost certification submitted to the state agency with supporting
documentation; e.g., purchase agreements and construction contracts, or
settlement documents if existing buildings were acquired.

. Documentation of cost allocations between land, nonqualifying land

improvements and depreciable residential rental property included in eligible
basis.

. Development contracts, agreements or other documents related to a developer’s

involvement in the acquisition, construction, or rehabilitation of the IRC 842
project. Also request documentation of payments for the services provided and/or
deferment of payment.

. Documentation of all financing sources; e.g., grants, loans, tax-exempt bonds,

below market federal loans, and loans payable to the developer or any partner.
Provide all debt instruments; e.g., mortgages and promissory notes. ldentify the
outstanding balances and records for all loan repayments. (See Chapter 10.)
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Qualifying Low-
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Income Probes)

While a review of the tenant files will be completed during the audit, the starting
point will be an analysis of the tenant rolls. See Chapter 12. The taxpayer should
provide:

1. For the years under audit, rent rolls identifying the households and family size for
each low-income unit.

2. Documentation of internal controls in place to ensure that income-qualified
households occupy the low-income units (e.g., copies of written procedures) and
the taxpayer’s policies (e.g., employment requirements and providing training).

If the first year of the compliance period is audited, the special rule for computing
the Applicable Fraction under IRC 842(f)(2) is used (see Chapter 12). The taxpayer
should provide:

1. Certificates of Occupancy, which will establish when the units were first available
for occupancy.

2. A schedule indicating when each low-income unit was first occupied by an
income-qualified household.

3. Computation of First Year Applicable Fraction, including the computation of the
Applicable Fraction on a monthly basis.

If the eleventh year of the compliance period is audited and the taxpayer has claimed
credit, the taxpayer should provide the information identified above as well as a copy
of the tax return for the first year of the credit period.

Units first occupied by qualifying households after the end of the first year of the
credit period will result in an increase in qualified basis. The units qualify for the
credit, but the applicable percentage applied to the additional qualified basis is 2/3 of
the applicable percentage shown on Form 8609, line 2. The computation of the credit
allowable for increases to qualified basis is included on line 7 of the Form 8609-A
filed with the tax return.

If the taxpayer is claiming credit for additions to qualified basis, then the taxpayer
should provide a list of units first occupied by qualifying tenants after the end of the
first year of the credit period and identify when qualifying households first occupied
the units. See Chapter 13.

Gross income is to be considered and the minimum income probes completed (see
Chapter 20). Generally, taxpayers owning IRC 842 projects are single purpose
entities and the rents from leasing residential rental units will be the primary source
of income. In addition to the routine records needed to complete the examination of
gross income, the taxpayer should also provide:

1. Description of residential rental units, including total number of units, total
number of low-income units, size (bedrooms) and rents charged for low-income
and market units. Also identify units for on-site managers or security personnel.
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Noncompliance

Dispositions

2. Documentation that rents are correctly restricted, include HUD schedules of Area
Median Gross Income (AMGI) and computations of the maximum allowable
gross rent for the year under audit.

3. Sources of rent subsidies; e.g., HUD section 8 payments.
4. Utility Allowances and documentation of the computation.

5. Fees for services provided to tenants in addition to housing; e.g., providing meals
or cleaning services in assisted living housing.

6. Other income from related activities; i.e., vending machines, laundry facilities,
charges for cable/satellite television, etc.

7. Other income sources such as from the commercial use of a portion of the
property; e.g., the taxpayer may receive income for a cell phone tower installed on
the roof of one building.

8. Documentation of funds received from other sources; e.g., federal grants or
subsidies received during the year, additional capital contributions, or loan
proceeds.

See Chapter 12 for discussion of these topics.

If the audit resulted from the filing of Forms 8823 by the state agency, the taxpayer
should provide documentation for corrective actions taken to restore the project to
compliance. Refer to the Guide for Completing Form 8823 for explanations of the
individual noncompliance issues identified on the form.

If the property was disposed of (e.g., a sale), documentation regarding the disposition
should be requested. Particularly, the sales contract and settlement documents,
computation of the capital gain/loss, how the gain/loss was distributed among the
partners, and whether the sale required the new owner to operate property as a
qualified low-income project for the remainder of the 15-year compliance period.
See Chapter 13.
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Chapter 3
Audit Techniques

Introduction Auditing includes the accumulation of evidence for evaluating the accuracy of a
taxpayer’s tax return. Evidence takes many forms, including a taxpayer’s testimony,
a taxpayer’s books and records, an examiner’s own observations, and documents
from third parties.

Audit techniques should be selected based on the information and evidence needed
and the burdens placed upon both the examiner and taxpayer. If evidence is not
directly available, alternative sources should be considered.

Topics « Interviewing Taxpayers
« Touring IRC 8§42 Projects
 Evaluating Internal Controls
« Third Party Contacts
e Summary

See Chapter 20 for additional audit techniques for conducting the examination of
income.

Interviewing Taxpayers

The purpose of an interview with the taxpayer is to obtain an understanding of the
taxpayer’s background, financial history, business operations and internal controls,
and books and records in order to evaluate the accuracy of such information.

1. The interview should be held with the person(s) most knowledgeable about the
development and on-going operation of the IRC 842 project. It may be necessary
to interview more than one person.

2. The interview should be held early in the examination because the interview is an
opportunity to gather information that can help establish, and possibly limit, the
scope and depth of the examination.

3. Generally, interviews should be conducted after reviewing the documents
requested in the first Information Document Request (IDR).

IRC 87521(c) authorizes a representative to represent a taxpayer at any interview.
However, the taxpayer’s voluntary presence should be requested if the representative
cannot provide:

1. firsthand knowledge of the taxpayer’s business, business practices, bookkeeping
methods, accounting practices, and daily operations,

2. factual and reliable responses to questions,

3. timely follow-up information for any questions that could not be answered at the
time of the initial interview, or
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Background
and Financial
History

Business
Practices

4. a properly authorized Form 2848, Power of Attorney and Declaration of
Representative (POA), or Form 8821, Tax Information Authorization from the
taxpayer.

The taxpayer should provide background and financial information regarding the
formation of the ownership entity and development of the project. The taxpayer
should specifically discuss the development of the IRC 8§42 project, including:

1. The people and entities responsible for the planning and construction phases of
the project, including the disclosure of related parties.

2. The services provided by the developer, the terms of the development contract,
and to what extent the fee has been paid.

3. How the project was acquired; i.e., undeveloped land or land with improvements
and existing buildings. The taxpayer should also explain how costs were allocated
between land, nonqualifying land improvements, and depreciable residential
rental property included in eligible basis.

4. The financial resources such as construction loans, permanent financing, grants,
and funding from local, state, or federal programs.

5. The terms of the IRC 842 credit allocation and any additional requirements
imposed on the taxpayer by the state agency as part of the extended use
agreement.

6. How the final cost certification was prepared.

The interview is also an opportunity for the taxpayer to answer any questions arising
from a review of documents such as the partnership agreement, the prospectus or
offering memorandum, the credit allocation application, market study, credit
allocation award, final cost certification, or depreciation schedules. For example, if
the depreciable basis on the depreciation schedules is substantially different than
what is reflected on the final cost certification, the taxpayer needs to explain the
differences in costs.

The taxpayer should explain how the IRC §42 project is managed and identify the
people and organizations responsible for the project’s day-to-day operations during
the tax years under audit, including personnel responsible for determining whether
households were income-qualified, preparing and maintaining the tenant files,
receiving rents, making bank deposits, paying expenses, and accumulating financial
information used to prepare the tax return.

The taxpayer should explain to what extent it is involved with the on-going operation
of the project, how often the project is physically inspected, and whether the
financial records are reviewed. If a management company is involved, how often
does the taxpayer receive updates, reports, or financial summaries for the IRC 842
project? How and when does the management company notify the taxpayer of any
irregularities? Does the taxpayer approve expenditures or to what extent does the
taxpayer delegate responsibilities and to whom?
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Internal
Controls

Compliance
with IRC 8§42

Does the taxpayer maintain written policies and procedures for the operation of the
IRC 842 project describing how the project is intended to operate? Who opens the
mail? Who receives rents from the tenants? Who deposits the rents in the bank? Who
has authority to write checks? Who approves expenditures? Who reconciles bank
statements? Are there periodic reviews by independent third parties?

Ask the taxpayer to describe the books and records created as part of the day-to-day
operation of the IRC 8§42 project. What are the common transactions? What books
and records are maintained? Does the taxpayer review the books to ensure
transactions are timely recorded and how often?

Does the taxpayer separate the duties of on-site personnel? The taxpayer should
explain what checks and balances are in place to establish that all income is properly
accounted for from the time the rents are received by the site manager. For expenses,
the taxpayer should illustrate the review and approval process for approving
expenditures, especially any large or unusual expenditure.

Does the taxpayer conduct internal audits? If so, why and what were the results?
Does the general partner report to a representative for the limited partners? Do the
limited partners conduct their own independent audits?

The taxpayer should explain what policies and procedures are in place to ensure that
the project is operated in compliance with IRC 8§42.

Physical Maintenance

The taxpayer will need to expend resources to make repairs and maintain the project
in a manner suitable for occupancy. Does the taxpayer maintain reserves for this
purpose? Who decides when maintenance is needed? How often does the taxpayer
conduct physical inspections of the project?

Tenant Qualifications

How does the taxpayer ensure that new tenants are income-qualified at move-in?
Does the taxpayer train employees? Does the taxpayer review tenant files? Is the
taxpayer using an independent management company? Is the taxpayer frequently
changing management companies? Does the taxpayer conduct internal audits or
review of the tenant files?

Tenant Files
Who prepares the files? How are they maintained? Where are they stored?
Rents

How does the taxpayer determine the maximum allowable rent? Are utility costs
included in the rent, or does the tenant pay utility costs based on actual use? If the
tenant pays utilities, how does the taxpayer compute the utility allowance? In
addition to housing, does the taxpayer provide services for which the taxpayer
charges fees in addition to rent? Does the taxpayer charge pet fees? Does the
taxpayer charge for the use of a laundry facility? Are there vending machines on
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Prior and
Subsequent
Year Tax
Returns

Large, Unusual,
or
Questionable
Iltems

Related Parties
or Returns

site? Does the taxpayer provide cable or satellite for a fee in addition to rent? Does
the taxpayer receive rent subsidies from programs such as HUD’s section 8 voucher
program?

Cash Flows

Generally, it is expected that the rents generated from the operation of the low-
income project will be sufficient to pay on-going operating expenses and retire
debt. Did that expectation hold true? If not, it is important to understand why cash
flows were insufficient and how the taxpayer responded. Did the taxpayer forgo
maintenance or otherwise limit costs? Did the taxpayer find additional sources of
revenue? Did the taxpayer stop servicing the debt, incur additional debt, or find
alternative financing such as a grant? Did the partners make supplementary capital
contributions?

Community Service Facilities

The taxpayer should be asked whether the project included a community service
facility. If so, what services were provided, and were they provided throughout the
taxable year? How did the taxpayer determine that the facility was used primarily to
provide services for individuals whose income is 60% or less than the area’s median
gross income as required by IRC 842(d)(4)(C)?

Forms 8823

If the state agency filed any Forms 8823 for the low-income building with the IRS,
the circumstances of the noncompliance and subsequent correction should be
explained. The taxpayer should also explain how the noncompliance was accounted
for when computing the allowable credit for the affected tax year.

If the analysis of the prior and subsequent year returns indicates that the amount of
credit claimed varies from the credit claimed for the years under audit, the taxpayer
should be asked to explain why.

If any item on the return is a large, unusual, or questionable item (LUQ), inquiries
should be made about such items during the initial interview.

Related returns are tax returns that have a relationship to the tax return under audit
because (1) any adjustment to one return will require a corresponding adjustment to
the other return to ensure consistent treatment, or (2) the returns are for entities over
which the taxpayer has control and which can be manipulated to divert funds or
camouflage financial transactions.

Does the taxpayer own more than one IRC 8§42 project? While this taxpayer may be
a single asset partnership, did the general partner and limited partner form additional
partnerships owning IRC 842 projects? If so, how are the books and records for the
different entities kept separate? Does the same management company operate all the
IRC 842 projects?
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Is the project developer or management company also a general partner or related to
a general partner? The interrelationships of the parties involved in the development
and operation of an IRC 842 project can facilitate the efficient production and
management of low-income housing. However, these relationships may have tax
implications if proper controls are not in place.

Touring IRC 842 Projects

Preparing for
Tour of an IRC
842 Project

Physical
Characteristics
to Observe
When Touring
IRC 842
Projects

The IRC 842 project should be toured to ensure the housing exists and is suitable for
occupancy. The tour is also an opportunity to observe the taxpayer’s compliance
with IRC 842 requirements and test internal controls. Treas. Reg. 8301.7605-
1(d)(3)(iii) states that “regardless of where an examination takes place, the Service
may visit the taxpayer’s place of business or residence to establish facts that can only
be established by direct visit... The Service generally will visit for these purposes on
a normal workday of the Service during the Service’s normal tour of duty.”

Examiners should review the credit allocation documents and extended use agree-
ment before touring an IRC 842 project. These documents will identify the terms and
conditions of the credit allocation that may be observable during the tour; e.g.,
providing services, income restrictions lower than the minimum set-aside election,
rent skewing, housing types, etc.

Touring an IRC 842 project can provide insight and understanding needed to identify
and address IRC 842 issues. Characteristics to consider include:

1. Signage and Advertising: Signs posted around the project provide insight as to
how the owner is representing this project; i.e., are there are any indications that
the project is low-income housing?

2. Site: Particularly if housing is new construction, try to envision the amount of
land grading, clearing, grubbing, cutting, filling, and rough grading costs the
developer might have incurred to prepare the land for construction.

3. Buildings and Assets: Identify garages, picnic areas, gazebos, laundry rooms,
community rooms, and other buildings on the project site that could be classified
as: (1) a facility for the tenants’ exclusive use as part of the leasing of a low-
income unit, or (2) a facility necessary for the operation of the project.

4. Additional Income-Producing Activities: Look for potential uses of the assets
that might generate additional income for the taxpayer, such as renting the roof
for commercial advertising or as a radio tower.

5. On-Site Management or Security: The taxpayer may require the site manager or
maintenance personnel to live on the premises. Similarly, to deter crime in and
around the project, the taxpayer may lease a rental unit to a security officer.
How many rental units are occupied by employees and security officers?

6. Physical Maintenance: Look at the buildings, windows, grounds, sidewalks,
parking lot, dumpsters, common areas, and landscaping to observe the owner’s
diligence in providing low-income housing. This is particularly important if the
state agency reported that the project was not suitable for occupancy. See
Chapter 12.

3-5
Revised September 2014



Rents

Income
Qualifying New
Tenants

7.

10.

Landscaping: How much landscaping is there? Is it maintained? Is it trimmed?
Is it overgrown or weedy? Is there a pond or lake on the property? Would the
landscaping be destroyed if the low-income housing was destroyed?

Educational Institutions: Is the project located near a school? Compliance with
the rules for households composed entirely of full-time students will be an issue
if the IRC 842 project is in close proximity to post-high school educational
institutions.

Duplication or Diversion of Costs: If the owner or general partner owns more
than one project, is the construction similar? Are the construction material and
designs similar for all the projects? If the taxpayer or general partner buys
building materials and supplies in bulk, ensure that the appropriate materials (and
appropriate amounts) were delivered and used at the intended site. In addition,
consider whether internal controls were in place to ensure all costs are properly
attributed to the appropriate project.

Building Interiors: What does the project look like on the inside? Tour the
interiors of structures. Look for any common areas or non-rental areas that may
not have been visible during the tour of the grounds. Look for additional sources
of income, such as laundry facilities, access to cable television (the taxpayer may
wire the entire building and provide access at a discount), or services provided
for the residents in addition to housing. Due to privacy issues and the
intrusiveness of such inspections, currently occupied units should not be
inspected unless a specific reason is identified.

The internal controls should be tested for consistency with the taxpayer’s description
of how rents are collected, recorded, and deposited. Trace or “walk through”
common business transactions and original entries throughout the accounting system.
Is there a difference between what should happen and what actually happens? Look
for weaknesses in the taxpayer’s internal controls. Test the books against charges to
individual tenant records. Are there points in the process where the internal controls
could be compromised?

Observe how the taxpayer determines whether new tenants are income-qualified.

1.

Does the potential tenant fill out applications? Did the taxpayer charge an
application fee? Are all applicants charged a fee?

. How does the taxpayer determine the income limits used to evaluate a potential

tenant’s income?

. How does the taxpayer verify the information provided by the potential tenant?

Acceptable methods include third party verifications, reviews of documents
submitted by the tenant (such as check stubs), and tenant certifications made
under penalties of perjury.

Randomly select and review a few tenant files on site. Do they reflect the income-
verification process observed? Are the files organized?
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Mixed-Use If the project is a mixed-use project with both low-income and market-rate rental
Projects units, then:

1. Inspect and analyze any structural differences between market-rate units and low-
income units. Are there noticeable differences between the size, cost, or upgrades
in the market-rate and low-income units? If there are disproportionate standards,
the issue will need to be addressed during the audit. See Chapter 11.

2. Ask the on-site manager to demonstrate how over-income units are tracked to
ensure the Available Unit Rule is not violated. See Chapter 12.

If the project also includes commercial space, then inspect the commercial space.
Are there any shared assets, such as a parking lot used by customers and low-income
residents?

Community If the project includes a community service facility, then the facility should be

Service inspected.
Facilities

Analyzing Collectively, observations made during the tour of the project should be consistent

Results with what the taxpayer explained during the interview and what was recorded in the
books and records. What was observed and what wasn’t? What was different than
expected? Does it make sense?

1. Confirm that assets represented on the tax return were physically observed. If not,
what happened to the asset? Was the asset something that could have been
included in eligible basis? Were assets observed during the tour that are not
represented on the tax return?

2. Were additional sources of income identified during the tour?
3. Were internal controls functioning? Can the books and records be relied upon?
4. s the project operating in compliance with IRC 842 requirements?

Case File The case file should include documentation that the project was inspected and
Documentation  describe the results, including observations and resolution of any questions.

Evaluating Internal Controls

Examiners need to understand how a taxpayer has delegated or separated duties
related to the operation of the low-income housing to ensure that the project is in
compliance with IRC 842 requirements. In other words, does the taxpayer have
sufficient internal controls in place that allow an examiner to rely on the records and
information presented by the taxpayer?

Information about the taxpayer’s internal controls can be obtained by interviewing
the taxpayer, observing the internal controls in place during the tour of the project,
and by testing the taxpayer’s books and records.
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Control
Environment

Accounting
System

Control
Procedures

Testing Internal
Controls

Establishing
Scope and
Depth of the
Audit

The control environment is composed of the factors that affect the taxpayer’s
policies and procedures; e.g., management philosophy and style, personnel policies,
and organization structures.

Prepare a diagram of the ownership structure and identify entities and individuals
who are responsible for or participated in the development and/or on-going operation
of the IRC 842 project. Once all the entities are identified, determine each entity’s
responsibilities and whether there are sufficient controls between the entities to allow
for the compiling and maintaining of reliable information with respect to the project.

Generally, IRC 842 projects are owned by partnerships. It is not uncommon for a
general partner to own a financial interest in the entity that develops the project, the
entity that manages the project, or some other entity within the partnership structure.
The presence of related entities can defeat the validity of many internal controls that
appear to be in place, as the related entities are in a position to exert influence on the
business decisions of the related entities. If related parties are identified, analyze all
transactions between the parties.

Examiners need to know how the IRC 8§42 project operates on a day-to-day basis
with respect to tenants occupying the housing, on-site personnel, and management
oversight. What are the common transactions? What books and records are
maintained? Examiners should be familiar with the normal flow of each type of
transaction, including (1) what records are created, (2) how the transaction is
recorded, and (3) how the funds flow into and out of the business.

Create a diagram of the business operation depicting transactions and identifying
who completes the transaction, when and where it is transacted, and who records it.

Control procedures are the policies and procedures established by the taxpayer to
ensure that the project operates as intended and that the assets are protected.
Separation of duties is the primary control procedure used to limit the opportunity for
any one person or entity to both perpetrate and conceal irregularities in the operation
of the IRC 842 project. Other specific procedures include:

Documentation of procedures and transactions,
Supervision by management,

Periodic review by independent third parties, and
Timely recording of transactions.

el A

The taxpayer’s internal controls should be tested by “walking through”
representative transactions, including physical observation when transactions are
recorded:

1. Select different types of transactions,
2. Look for consistency in recording similar or repetitive transactions, and
3. Identify points where existing internal controls could be compromised.

The taxpayer’s internal controls should be evaluated to determine the accuracy and
reliability of the taxpayer’s books and records. Based on that determination:
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1. Establish the scope of the audit; i.e., identify issues requiring further examination
and eliminate issues with little risk of material misstatement.

2. Establish the depth of the audit; i.e., select appropriate method for the exami-
nation of IRC 842 issues and determine the extent to which they should be used.

Third Party Contacts

Contacting
State Agencies

Other Third
Party Contacts

Third party contacts may be necessary to validate or corroborate information and
documentation submitted by a taxpayer during an audit. Third party contacts can also
provide information unavailable to the taxpayer.

The state agencies maintain complete project histories and are the best source for
information (other than the taxpayer) about the project. State agency contact
information can be identified on Form 8823 (lines 14 and 15) or at the website for
the National Council of State Housing Agencies, www.ncsha.org.

IRC 87602(c) requires the IRS to provide advance notice to the taxpayer when
contacts may be made with third parties. See IRM 4.10.1.6.12. State agencies should
not be contacted about specific taxpayers until the decision to proceed with the
examination has been made and only after providing notice to the taxpayer.

The state agency will be able to provide:

. The credit allocation application,

. The credit carry-over agreement,

. The final cost certification submitted by the taxpayer,

. The state agency’s gap analysis,

. Results of physical inspections,

. Notices of noncompliance, and

. Correspondence between the state agency and the taxpayer.

~No ok wN R

The state agency may be contacted to provide additional information and
clarifications. Documentation of a state agency’s reviews of the project may be
available and can provide insight regarding specific instances of noncompliance and
the taxpayer’s overall ability to maintain the project in compliance.

When making third party contacts, consider the source and quality of the information
received. When making third party contacts, it is important to make multiple contacts
to help establish a pattern or frequency of noncompliance (if such exists).

1. Former site managers and employees may have information about the taxpayer’s
books and records, as well as insight into the taxpayer’s business practices and
policies.

2. Former tenants can provide information regarding the operation of an IRC §42
project. For example, did the taxpayer allow households to rent units significantly
larger than needed based on the household’s size? Did the taxpayer try to keep the
project in good condition?
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Summary

3. When there are questions about a tenant income certification, it is important to

verify the accuracy of the information. This is especially true where there is a
pattern of incomplete or questionable information in the tenant files.

A determination of a taxpayer’s tax liability must be made based on all available
information, including facts that support the taxpayer’s position. In this chapter, the
following audit techniques used to gather information and how these techniques can
be used when auditing IRC 842 issues have been discussed.

1.

Interviews with the taxpayer provide an opportunity to obtain an understanding of
the taxpayer’s background, financial history, business operations and internal
controls, and books and records.

. IRC 842 projects are toured to ensure the housing exists, includes the assets

described in the records, and is suitable for occupancy. The tour is also an
opportunity to observe the taxpayer’s compliance with IRC 842 requirements and
test internal controls.

. The taxpayer’s internal controls are evaluated to determine the reliability of the

taxpayer’s books and records. Consideration is given to the control environment,
accounting system, and control procedures. The scope and depth of the audit will
be established based on this evaluation. Information about the taxpayer’s internal
controls can be obtained by interviewing the taxpayer, observing the internal
controls in place during the tour of the project, and by testing the taxpayer’s books
and records.

Third party contacts should be made if information cannot be provided by the
taxpayer, or it becomes necessary to validate or corroborate information or
documentation.
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Introduction

Topics

Law

Chapter 4
First Year Certification

Under IRC 842(I)(1), taxpayers are required to complete a certification with respect
to the first year of the credit period. The certification is made by completing Part I
of the Form 8609 executed by the state agency to document the allocation of IRC
842 credit.

1.

The certification requirements apply to both low-income credits allocated under
IRC 842 and buildings financed with tax-exempt bonds under IRC §142(d) that
received credits associated with the volume cap under IRC §146.

. The certification must be made no later than the due date (including extensions) of

the first tax return with which the taxpayer claims credit using Form 8609-A,
Annual Statement for Low-Income Housing Credit.

. Taxpayers make the certification one time by filing the completed Form 8609,

Low-Income Housing Credit Allocation and Certification, with the LIHC
Compliance Unit.

Without a Form 8609 completed, signed, and dated by the state agency, the taxpayer
cannot complete the first-year certification required under IRC §42(1)(1) and,
therefore, may not be entitled to claim any IRC 842 credits. The IRC 8§42(1)(1)
certification should be identified as an audit issue if:

1.

as part of the precontact analysis, the completion of the certification cannot be
confirmed (see Chapter 2), or

. the taxpayer’s operation of the project is inconsistent with the information and

elections documented on Form 8609.

Law

Completing the Certification During the Audit
Evaluating Taxpayer Compliance

Taxpayer Arguments

Failure to Complete Certification

Audit Scope

Penalties

Administrative Requirement

Summary

IRC 842(1)(1) reads:

(1) Certification with respect to 1st year of credit period. Following the close of
the 1st taxable year in the credit period with respect to any qualified low-
income building, the taxpayer shall certify to the Secretary (at such time and in
such form and in such manner as the Secretary prescribes)—

4-1
Revised September 2014



Treas. Reg.
81.42-1(h)

Chief Counsel

Advisory
200137044

(A) the taxable year, and calendar year, in which such building was placed in
service,

(B) the adjusted basis and eligible basis of such building as of the close of the
1st year of the credit period,

(C) the maximum applicable percentage and qualified basis permitted to be
taken into account by the appropriate housing credit agency under
subsection (h),

(D) the election made under subsection (g) with respect to the qualified low-
income housing project of which such building is a part, and

(E) such other information as the Secretary may require.

The flush language following IRC 842(1)(1)(E) reads:

In the case of a failure to make the certification required by the preceding
sentence on the date prescribed therefore, unless it is shown that such failure is
due to reasonable cause and not to willful neglect, no credit shall be allowable
by reason of subsection (a) with respect to such building for any taxable year
ending before such certification is made.

Treas. Reg. §1.42-1(h) addresses the filing of forms, stating that the requirements for
completing and filing Form 8609 are addressed in the instructions to the form. The
instructions read:

Building owner. You must make a one-time submission of Form 8609 to the
Low-Income Housing Credit (LIHC) Unit at the IRS Philadelphia campus.
After making a copy of the completed original Form 8609, file the original of
the form with the unit no later than the due date (including extensions) of your
first tax return with which you are filing Form 8609-A, Annual Statement for
Low-Income Housing Credit

Form 8609-A, Part I, line C, asks whether the taxpayer has the original Form 8609
(or copy) signed and issued by the state agency. The instructions for this line read:

Item C. In order to claim the credit, you must have an original, signed
Form 8609 (or copy thereof) issued by a housing credit agency
assigning a BIN for the building. This applies even if no allocation is
required (as in the case of a building financed with tax-exempt bonds).
Check “Yes” to certify that you have the required Form 8609 in your
records.

Caution: Any building owner claiming a credit without receiving a
completed Form 8609 that is signed and dated by an authorized official
of the housing credit agency is subject to having the credit disallowed.

CCA 200137044 provides guidance regarding the IRC 8§42(1)(1) certification (in a
question (Q) and answer (A) format) including the following:

Q2: Once a Form 8609 is first issued by an applicable allocating authority, can the

taxpayer file an amended return to claim credits for taxable years in a building's
compliance period prior to the issuance of the Form 8609?
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A2: Once a Form 8609 is issued by the applicable allocation authority, the taxpayer
can file an amended return to claim credits for taxable years in a building's
compliance period prior to the year in which the Form 8609 is issued.

Q3. If ataxpayer has claimed IRC 8§42 credits for any year prior to the issuance of
the Form 8609, can all credits claimed prior to the issuance of the Form 8609 be
disallowed?

A3. Under certain circumstances, if a taxpayer claimed IRC 8§42 credits for a year
prior to issuance of the Form 8609 by the applicable allocating authority, all
credits claimed prior to issuance of the Form 8609 can be disallowed.

The CCA includes two examples:

1. If, in the case of an allocation from the state housing credit ceiling, the state
agency has not completed Part 1, the form is incomplete. Since the first-year
certification requirement of IRC 842(1)(1) is incorporated into Form 8609, an
incomplete form would not satisfy the IRC 842(1)(1) first year certification
requirement.

2. If the failure to meet the IRC 8§42(1)(1) certification requirement is a result of the
taxpayer's willful neglect, credit may be disallowed for any open years (assuming
no fraud) in the compliance period until this requirement is met.

The CCA also includes a qualification that *...1t is not clear what the result would
be for a tax-exempt bond project.” At the time CCA 200137044 was written, Treas.
Reg. 81.42-1T(h)(2) provided that for tax-exempt bond financed projects for which
no allocation is made, an owner was to obtain a blank copy of Form 8609 and fill in
(for Part 1) the address of the building and the name and address of the owner. This
inconsistency between IRC 842 credit allocations and credits associated with IRC
8146 was resolved when Treas. Reg. 8§1.42-1(h) became effective on January 27,
2004 (see discussion of regulation above).

Q4. Can a taxpayer satisfy the certification requirements of IRC §42(1)(1) during
the examination process?

A4. There is no prohibition against satisfying the certification requirements of
IRC 8§42(1)(1) during the examination process.

Q5. If arevenue agent finds that the first year certification requirements of IRC
842(1)(1) have not been met, can the entire credit amount for the first and all
successive years be disallowed?

A5. The answer to whether the entire credit amount for the first and all successive
years can be disallowed if the first-year certification requirements of IRC
842(1)(1) have not been met is similar to that in A3. The flush language
following IRC 842(1)(1)(E) provides that in the case of a failure to make the
certification required by IRC 842(I)(1) on the date prescribed thereof, unless it
is shown that such failure is due to reasonable cause and not to willful neglect,
no credit shall be allowable under IRC 842(a) for any taxable year before such
certification is made. If the failure to meet the 842(1)(1) certification
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requirement is a result of the taxpayer's willful neglect, credit may be
disallowed for any open years (assuming no fraud) in the compliance period
until this requirement is met.

Completing the Certification During the Audit

Issue #1:
Credit Claimed
in Prior Years

Issue #2:
Elections and
Prior Year Tax
Returns are
Consistent

Issue #3:
Verification of
First Year
Credit

Issue #4:
Reasons for
Failure to
Complete the
Certification

There is no prohibition against satisfying the certification requirements during the
examination process. See CCA 200137044. The taxpayer should be given the
opportunity to provide executed Forms 8609 (completed, signed, and dated by the
state agency) and Part 11 completed and signed by the taxpayer. If the taxpayer
presents completed Forms 8609, then the following four issues must be addressed:

Determine whether the credit claimed by the taxpayers in years before the
certification is more than the credit allocated and documented on the Forms 8609.
The audit should be expanded to include prior years to disallow credit in excess of
the credit amount allocated by the state agency. The recapture provisions under IRC
842(j) should be applied to prior year returns closed by statute.

Verify that the taxpayer’s elections and past filings are consistent. Under IRC 86001,
the taxpayer must provide adequate proof of consistent behavior, which can include
providing prior year federal tax returns.

Example 1: Inconsistent Elections

A taxpayer placed a newly constructed low-income building in
service in February of 2005 and began claiming credits the same
year. The state agency provided the completed Form 8609, Part I,
in March of 2009. The taxpayer elected to begin the credit period
the first year after the building was placed in service, 2006, even
though credits were actually claimed the year the building was
placed in service.

In this case, the taxpayer has created documentation to support claiming the credit
for eleven years rather than the prescribed ten year credit period under IRC
842(f)(1). The IRC 842 program analyst should be contacted if this issue is
identified.

Verify the eligible basis, the applicable fraction, and minimum set-aside for the first
year of the credit period to ensure that the building was timely placed in service and
that the credit has been correctly computed. Under Treas. Reg. §1.42-5(b)(2), the
records for the first year of the credit period must be retained for at least six years
beyond the due date (with extensions) for filing the federal income tax return for the
last year of the 15-year compliance period of the building.

Determine why the taxpayer failed to timely complete the IRC 842(l) certification.

Taxpayers commonly argue that the circumstances were beyond their control. The
Forms 8609 were timely requested from the state agency after the end of the first
year in the credit period (when the eligible basis is determined), but the forms were
not received before filing tax returns. Factors to consider:
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1. When was the request for the Forms 8609 made?
2. What follow-up efforts did the taxpayer make to secure the Forms 8609?
3. Why did the state agency delay executing the Forms 8609?

State agencies generally attempt to timely provide the completed forms. Failure to do
so is indicative of problematic projects; e.g., the cost certifications may not be
complete, the state agency may have determined that the project was built using sub-
standard materials, or the project was not built according to the terms of the
allocation. The state agency should be contacted to determine the cause of the delay.
State agencies keep records of their contacts with project owners; determine if and
why the taxpayer delayed in responded to the state agency’s inquiries.

Evaluating Taxpayer Compliance

Willful Neglect

In United State v. Boyle, Executor of the Estate of Boyle (see Appendix F), the Court
addressed a delinquency penalty for failure to timely file a return and explained that
the meaning of the phrase, “...failure is due to reasonable cause and not to willful
neglect...” for purposes of assessing the IRC 86651 penalty for failure to timely file a
tax return.

The Court explained Congress’ purpose was to ensure timely filing of tax returns to
the end that tax liability will be ascertained and paid promptly. “...To escape the
penalty, the taxpayer bears the heavy burden of proving both (1) that the failure did
not result from “willful neglect,” and (2) that the failure was “due to reasonable
cause...Congress obviously intended to make absence of fault a prerequisite to
avoidance of the late-filing penalty. A taxpayer ...must therefore prove that his
failure to file on time was the result neither of carelessness, reckless indifference, nor
intentional failure.”

As used by the Supreme Court in United States v. Boyle, the term “willful neglect”
may be read as meaning a conscious, intentional failure or reckless indifference.
Under Treas. Reg. §1.6662-3(b):

1. Negligence includes any failure to make a reasonable attempt to comply with the
provisions of the internal revenue laws or to exercise ordinary and reasonable care
in the preparation of a tax return.

2. A disregard of rules or regulations is “reckless” if the taxpayer makes little or no
effort to determine whether a rule or regulation exists, under circumstances that
demonstrate a substantial deviation from the standard of conduct that a reasonable
person would observe.

3. A disregard of rules or regulations is intentional if the taxpayer knows of the rule
or regulation that is disregarded. Taxpayers often include a statement with their
return to the effect that the Forms 8609 have been requested but have not been
received from the state agency.
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Reasonable The term “reasonable cause” is not defined in the Code, but Treas. Reg. §301.6651-

Cause 1(c)(1) provides that, to demonstrate "reasonable cause," a taxpayer filing a late
return must show that he “exercised ordinary business care and prudence and was
nevertheless unable to file the return within the prescribed time.” Similarly, in
United States v. Boyle, “reasonable cause” means that the taxpayer exercised
ordinary business care and prudence in determining its tax obligations but is unable
to comply with those obligations. (See IRM 20.1.1.3.1)

A determination of reasonable cause must be based on an evaluation of all the facts
and circumstances on a case-by-case basis. Consider the following factors:

1. How long after the end of the first year of the credit period did the taxpayer
receive the Forms 8609 from the state agency? How many years has the taxpayer
claimed the credit without completing the certification? How did the taxpayer
answer question C on Form 8609-A filed with the tax returns to complete the IRC
842(1)(2) annual certification requirement?

2. Did the taxpayer encounter other difficulties while noncompliant with the IRC
842(1)(1) certification requirement, and how were the problems resolved?

3. What reason did the taxpayer give for the delay? To show reasonable cause, the
dates and explanations should clearly reflect efforts to timely resolve the problems
and expeditiously obtained the Forms 8609 from the state agency.

4. Did the taxpayer know or make reasonable attempts to determine the IRC 842(1)(1)
certification requirements? Is the general partner a professional specializing in the
development and management of IRC 842 properties?

5. Did the taxpayer make a mistake? How long was it before the taxpayer corrected
the mistake? Generally, errors do not provide a basis for reasonable cause, but
additional facts and circumstances may support such a determination.
Forgetfulness, oversight, or reliance upon another person does not support a
determination of reasonable cause.

6. Death, serious illness or unavoidable absence of the taxpayer may establish
reasonable cause. Consider the relationship of the responsible party to the
partnership; the dates, duration of the illness or absence; how the event prevented
compliance; whether other business obligations were impaired; and whether the
noncompliance was remedied within a reasonable period after a death or absence.

Taxpayer’'s Arguments

Taxpayer’'s The taxpayer bears the burden of demonstrating that the failure did not result from

Burden willful neglect and that there was a reasonable cause for failing to complete the IRC
842(1)(1) certification before the due date (including extensions) of the first tax
return on which the credit was claimed.

State Agency A taxpayer may argue that delays were caused by the state agency responsible for
Caused Delays  completing the Forms 8609.
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A taxpayer is not subject credit disallowance or recapture because a state agency
failed to timely provide executed Forms 8609. The evaluation should be made based
on the individual facts and circumstances of the case and the taxpayer’s actions. The
issue is whether there is a reasonable cause for any delays caused by the taxpayer
and whether the taxpayer’s failure resulted from willful neglect.

Housing Policy A taxpayer may argue that consideration should be given to the underlying policy of
IRC 842, which is to encourage the construction of low-income housing by
providing tax credits to taxpayers who are willing to assume substantial economic
risk. Any narrow interpretation of “reasonable cause” would operate to discourage
the very activity IRC 842 was designed to promote. Therefore, the strict standard as
explained in United State v. Boyle is not appropriate for IRC 842(I)(1). Rather, the
facts and circumstances of each case and should be evaluated to determine whether
the taxpayer was exercising ordinary business care and prudence and responding to
circumstances that cause delays in a prudent manner.

First, the determination should not be limited to consideration of the taxpayer’s due
diligence or prudence in responding to circumstances causing delays. The nature
and cause of the delays must also be considered.

Second, the flush language following IRC 842(1)(1) requires consideration of both
“reasonable cause” and “willful neglect” when determining whether the IRC 842
credit is allowable before completing the first year certification. United State v.
Boyle does not set the standard, but rather reinforces and explains how the concepts
should be applied under similar circumstances; i.e., the failure to file a tax return.

Finally, an argument based on housing policy suggests that taxpayers investing in
IRC 842 project should be treated differently, or more leniently than other taxpayers
who fail to timely comply with filing requirements. This argument is contrary to the
administration of tax law and results in an unfair and inequitable treatment of
taxpayers. From United States v. Boyle, Chief Justice Burger wrote:

“...Deadlines are inherently arbitrary; fixed dates, however, are often
essential to accomplish necessary results. The Government has millions
of taxpayers to monitor, and our system of self-assessment in the initial
calculation of a tax simply cannot work on any basis other than one of
strict filing standards. Any less rigid standard would risk encouraging a
lax attitude toward filing dates. Prompt payment of taxes is imperative to
the Government, which should not have to assume the burden of
unnecessary ad hoc determinations.”

Failure to Complete Certification

Without the completed certification, the IRS cannot determine whether the state
agency has approved the completed project, the amount of credit the taxpayer is
entitled to claim, or the terms of the allocation. As a result, if the taxpayer cannot
complete the certification during the audit, then the entire credit should be
disallowed in all years open by statute. Under IRC 842(j), a portion of credit can be
recaptured in years closed by statute or otherwise not examined.

4-7
Revised September 2014



Reasonable
Cause Exists

Reasonable
Cause Not
Identified

Audit Scope

Additional
Audit
Requirements

Penalties

Determine whether the on-going delay in completing the IRC 8§42(1)(1) certification
is due to reasonable cause. If reasonable cause is established, the taxpayer should be
cautioned that statutes should be extended (or protective claims for refunds filed) to
ensure that the taxpayer can amend returns to claim the credits at a later date.

If the failure to complete the certification process is not due to a reasonable cause,
or is due to willful neglect, no credit is allowable for any tax year before the
certification is completed. The entire credit should be disallowed in all years open
by statute, and under IRC §42(j), a portion of credit can be recaptured in years
closed by statute or otherwise not examined

The examination should include verification of the eligible basis, the applicable
fraction, and minimum set-aside for the first year of the credit period, as the taxpayer
may be able to claim the prior year credits at a later time or claim credits beginning
with the taxable year in which the Forms 8609 are received from the state agency
and the certification completed. For these possible outcomes, the taxpayer will need
to establish that the buildings are qualified low-income buildings under IRC
842(g)(1) and the costs includable in the buildings’ eligible basis.

Penalties should be considered if the credit is disallowed; i.e., a determination was
made that the taxpayer could not establish a reasonable cause for the failure to timely
complete the IRC 842(I)(1) certification or the taxpayer was willfully negligent. The
responsible parties should be identified and consideration given to the penalty under
IRC 8§6701. This penalty applies to persons who knowingly aid and abet in the
understatement of the tax liability of another person.

Administrative Requirement

Securing
Completed
Forms 8609

Summary

Should the taxpayer be able to complete the certification during the audit, the original
executed Forms 8609 (both Parts I and Il completed, signed, and dated) should be
secured from the taxpayer and forwarded to the LIHC Compliance Unit with a note
explaining that the forms were secured during an audit. The mailing address is
included with the instructions for Form 8609 for the current revision of the form.

The importance of the IRC 842(1)(1) certification cannot be overemphasized; it isn’t
simply “paperwork.” There is a possibility that a taxpayer is fraudulently claiming
the credit; i.e., the taxpayer does not have an allocation of credit from a state agency.
Further, even if the taxpayer has entered into a contract with the state agency, the
IRS cannot determine whether the state agency has approved the completed project,
the amount of credit the taxpayer is entitled to claim, or the terms of the allocation
until the taxpayer completes the IRC 842(1)(1) certification.
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Chapter 5
Extended Use Agreement

For all buildings allocated credit after 1989, IRC 842(h)(6) requires taxpayers to
enter into an extended use agreement with the state agency. The requirement also
applies to buildings financed with tax-exempt bonds under IRC §142(d) and
receiving credits associated with the volume cap under IRC §146. Taxpayers must
agree to a long-term commitment beginning on the first day of the 15-year compli-
ance 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 taxpayer covenants to maintain the buildings as low-
income housing for at least 30 years.

Law

Audit Issues

Audit Techniques
Disallowance of Credit
Summary

IRC 842(h)(6)(A) provides that a building is eligible for credit only if there is a
minimum long-term commitment to low-income housing.

(A) In general. No credit shall be allowed by reason of this section with respect to
any building for the taxable year unless an extended low-income housing
commitment is in effect as of the end of such taxable year.

IRC 842(h)(6)(B) identifies the terms of the agreement.

(B) Extended low-income housing commitment. For purposes of this paragraph, the
term "extended low-income housing commitment™ means any agreement
between the taxpayer and the housing credit agency—

(i) which requires that the applicable fraction (as defined in subsection (c)(1))
for the building for each taxable year in the extended use period will not be
less than the applicable fraction specified in such agreement and which
prohibits the actions described in subclauses (1) and (I1) of subparagraph

(E)(i),

(if) which allows individuals who meet the income limitation applicable to the
building under subsection (g) (whether prospective, present, or former
occupants of the building) the right to enforce in any State court the
requirement and prohibitions of clause (i),

(iii) which pronhibits the disposition to any person of any portion of the building

to which such agreement applies unless all of the building to which such
agreement applies is disposed of to such person,

Revised September 2014



Extended Use
Period

Tenant
Protections &
Exceptions

(iv) which prohibits the refusal to lease to a holder of a voucher or certificate of
eligibility under section 8 of the United States Housing Act of 1937 because
of the status of the prospective tenant as such a holder,

(v) which is binding on all successors of the taxpayer, and

(vi) which, with respect to the property, is recorded pursuant to State law as a
restrictive covenant.

IRC 8§42(h)(6)(D) defines the extended use period.

(D) Extended use period. For purposes of this paragraph, the term "extended use
period" means the period—

(i) beginning on the 1st day in the compliance period on which such building
is part of a qualified low-income housing project, and

(if) ending on the later of--
(I) the date specified by such agency in such agreement, or
(11) the date which is 15 years after the close of the compliance period.

IRC 842(h)(6)(B)(i), by cross referencing IRC §42(h)(6)(E)(ii), provides tenants with
protection against eviction or the termination of tenancy (other than for good cause)
from any low-income unit and any increase in the gross rent with respect to the unit
not otherwise permitted under IRC 842 throughout the entire extended use period.

IRC 842(h)(6)(E)(ii) provides that the termination of an extended use agreement
under clause (i) shall not be construed to permit before the close of the 3-year period
following such termination —

() the eviction or the termination of tenancy (other than for good cause)
of an existing tenant of any low-income unit, or

(1) any increase in the gross rent with respect to such unit not otherwise
permitted under this section.

Rev. Rul. 2004-82, Q&A #5 explains that under IRC 8§42(h)(6)(B)(i), an extended
use commitment must include a specific prohibition against the eviction or the
termination of tenancy (other than for good cause) of an existing tenant of any low-
income unit (no-cause eviction protection) and any increase in the gross rent with
respect to the unit not otherwise permitted under IRC 8§42 throughout the entire
extended use period. Because the prohibition in Q&A #5 was made retroactive to
existing extended use agreements, the Service established a safe harbor under which
housing credit agencies and taxpayers could meet the requirements of IRC
842(h)(6)(B)(i) in lieu of an extended use agreement for agreements entered into
before January 1, 2006. Under Rev. Proc. 2005-37, the safe harbor is met:

1. If the agreement contains general language requiring taxpayers to comply with
IRC 842 requirements (catch-all language) and the state agency notifies the
taxpayer in writing on or before December 31, 2005, that consistent with the
interpretation in Rev. Rul. 2004-82, Q&A-#5, the catch-all language prohibits the
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taxpayer from evicting or terminating the tenancy of an existing tenant of any
low-income unit (other than for good cause) throughout the entire commitment
period and prohibits the taxpayer from making an increase in the gross rent with
respect to a low-income unit not otherwise permitted by IRC 8§42 throughout the
entire commitment period, or

2. If the extended use agreement does not contain specific language on the IRC
842(h)(6)(B)(i) prohibition against the actions described in subclauses (1) and (1)
of' IRC 842(h)(6)(E)(ii) or catch-all language, then the agreement must be
amended to clearly provide for the IRC 842(h)(6)(B)(i) prohibition against the
actions described in subclauses (1) and (I1) of' IRC 842(h)(6)(E)(ii) by December
31, 2005.

The extended used period may be terminated early if there is a foreclosure or the
taxpayer requests that the state agency find a buyer and no buyer is willing to
maintain the housing’s low-income status under IRC 842(h)(6)(F).

(E) Exceptions if foreclosure or if no buyer willing to maintain low-income status.
(i) In general. The extended use period for any building shall terminate—

(I) on the date the building is acquired by foreclosure (or instrument in lieu
of foreclosure) unless the Secretary determines that such acquisition is
part of an arrangement with the taxpayer a purpose of which is to
terminate such period, or

(1) on the last day of the period specified in subparagraph (1) if the housing
credit agency is unable to present during such period a qualified contract
for the acquisition of the low-income portion of the building by any
person who will continue to operate such portion as a qualified low-
income building.

Subclause (I1) shall not apply to the extent more stringent requirements are
provided in the agreement or in State law.

IRC 842(g)(6) allows a low-income tenant to pay (on a voluntary basis) a de minimis
amount to be held toward the purchase of the low-income unit after the end of the
15-year compliance. The existence of such agreements, which might be recorded in
the land records, does not negate the extended use agreement.

To qualify, the agreement must meet two conditions:

1. All amounts paid are refunded to the tenant if the tenant ceases to occupy the unit,
and

2. The purchase of the unit is not permitted until after the close of the building’s 15-
year compliance period.

Also, in flush language to IRC 842(g)(6), the Code provides that any amount paid by
the tenant is included as rent for determining whether the unit is rent-restricted.

Rev. Rul. 95-49 asks, “Does an extended low-income housing commitment satisfy
842(h)(6) if its provisions may be suspended or terminated after the compliance
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period when a tenant exercises a right of first refusal to purchase a low-income
building?”

Briefly, Chief Counsel responded that the extended use agreement ensures that a
certain percentage of a low-income building's units will continue to be available for
rental by low-income tenants after the close of the compliance period. Similarly,

IRC 842(i)(7) provides that that no federal income tax benefit fails to be allowable to
the owner of a qualified low-income building merely by reason of a right of first
refusal held by the building's tenants to purchase the building after the close of the
15-year compliance period, thereby permitting low-income tenants to be home-
owners instead of renters. Since the objectives of 8842(h)(6) and (i)(7) are similar in
that both sections attempt to promote housing for low-income individuals beyond the
compliance period, the extended use agreement satisfies IRC 8§42(h)(6) even if a
tenant holds a right of first refusal to purchase a low-income unit after the end of the
15-year credit period. See PLR 200703024 for an example.

IRC 8§42(h)(6)(J) provides a correction period should there be a determination that an
extended use agreement is not in effect.

(J) Effect of noncompliance. If, during a taxable year, there is a determination that
an extended low-income housing agreement was not in effect as of the beginning
of such year, such determination shall not apply to any period before such year
and IRC 842(h)(6)(A) shall be applied without regard to such determination if
the failure is corrected within 1 year from the date of the determination.

Under IRC 842(h)(6)(E)(i)(I), the extended use agreement terminates on the date the
building is acquired by foreclosure (or instrument in lieu of foreclosure) unless the
Secretary determines that such acquisition is part of an arrangement with the tax-
payer a purpose of which is to terminate such period. No credit is allowable for the
taxable year if the taxpayer is subject to the IRC 842(j) credit recapture provisions as
a result of the disposition by foreclosure or instrument in lieu of foreclosure.

Refer to Chapter 16, 23, and 26 of the Guide for Completing Form 8823 for
additional discussion.

1. Whether an extended use agreement was in effect at the end of the tax year
under audit.

2. Whether an extended use agreement meets the IRC 842(h)(6)(B) requirements.

3. If adetermination was made that an extended use agreement was not in effect,
whether the taxpayer corrected the failure within one year of the determination.
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Audit Techniques
1.

Confirm that the extended use agreement is recorded by reviewing the land
records. Depending on the location of the project, the agreement should be
recorded by the county or other similar local government entity according to
state law. Also review mortgages and other restrictive covenants recorded
against the property; these agreements may include conditions that are
inconsistent with IRC 842 requirements.

The extended use agreement is a contract between the state agency allocating
the IRC 842 credit and the taxpayer owning the IRC 8§42 project. Make sure the
extended use agreement is executed by the taxpayer and reflects agreement
between the taxpayer and the housing credit agency.

Evaluate whether the extended use agreement meets the IRC §42(h)(6)(B)
requirements. Under IRC 842(m)(1)(B) and (C), state agencies can impose
additional conditions upon the credit allocation to serve the lowest income
tenants for the longest periods in specified locations. For example, the state
agency may require a taxpayer to set-aside a percentage of low-income units for
occupancy by households with income less than 30% of the area’s median gross
income, even though the taxpayer elects the 40-60 minimum set-aside under
IRC 842(g)(1). These additional requirements will also be reflected in the
extended use agreement, but are not enforced under IRC 842. Rather, it is the
state agency’s responsibility to address noncompliance under state law.

For extended use agreements executed before January 1, 2006, that include
catch-all language requiring compliance with IRC 842 requirements, ask the
taxpayer to provide the state agency’s notification that the catch-all language
prohibits the taxpayer from evicting or terminating the tenancy of an existing
tenant of any low-income unit (other than for good cause) and increasing the
gross rent with respect to a low-income unit not otherwise permitted by IRC
842 throughout the entire commitment period. If the original extended use
agreement did not contain catch-all language or specific language on the IRC
842(h)(6)(B)(i) prohibitions, then the agreement should have been amended by
December 31, 2005.

For extended use agreements executed after December 31, 2005, the agreement
should include specific language prohibiting the taxpayer from evicting or
terminating the tenancy of an existing tenant of any low-income unit (other than
for good cause) and increasing the gross rent with respect to a low-income unit
not otherwise permitted by IRC 842 throughout the entire commitment period.

If the state agency identified noncompliance, a Form 8823 should have been
filed with the IRS. The report should have included an explanation and copy of
the notification letter beginning the one-year correction period. Contact the state
agency to determine whether the noncompliance issue was timely resolved.
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Disallowance of Credit

Disallowance of Noncompliance occurs if:

Current Year

Credit 1. The extended use agreement does not meet the IRC 842(h)(6) requirements, is not
properly executed, or is not recorded according to state law, and

2. The taxpayer failed to correct noncompliance within the one-year correction
period provided by IRC 842(h)(6)(J).

If noncompliance occurs, no IRC 842 credit is allowable for any building governed
by the agreement until the taxable year in which the extended use agreement is in
effect. If noncompliance is identified, the IRC 842 program analyst should be

contacted.
IRC 842(j), While noncompliance with the requirements under IRC 842(h)(6) results in the loss
Recapture of credit, the noncompliance does not result in a decrease in qualified basis. As a
Amount result, the credit recapture provisions under IRC 842(j) are not applicable when a

taxpayer fails to meet the IRC 842(h)(6) requirements or fails to correct
noncompliance within the 1-year correction period. See Chapters 13 and 16.

Summary

1. For all buildings allocated tax credits after 1989, IRC 842(h)(6) requires taxpayers
owning IRC 842 buildings to enter into an extended use agreement with the state
agency that allocated the credits to the buildings. The requirement also applies to
buildings financed with tax-exempt bonds under IRC 8142(d) and receiving
credits associated with the volume cap under IRC §146.

2. The extended use agreement must be in effect for at least 30 years beginning on
the first day of the building’s 15-year compliance period and ending on the later
of the date specified by the state agency in the agreement or 15 years after the
close of the 15-year compliance period.

3. The extended use agreement is a contract between the taxpayer and state agency
which can be enforced by low-income individuals (prospective, present or former
occupants of the buildings) in state court and prohibits the refusal to lease to a
holder of a voucher or certificate of eligibility under section 8 because of the
status of the prospective tenant as such a holder.

4. The extended use agreement provides tenants with protection against eviction or
the termination of tenancy (other than for good cause) from any low-income unit
and any increase in the gross rent with respect to the unit not otherwise permitted
under IRC 842 throughout the entire extended use period. However, there is an
exception if there is a foreclosure or no buyer is willing to maintain the housing’s
low-income status, in which case tenants have these protections for three years
following the termination of the extended use agreement.

5. The extended use agreement prohibits the disposition of any portion of a low-
income building to which the agreement applies unless all of the buildings are
disposed of to such person, and is binding on all successor owners of the project.
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6. The extended use agreement must be recorded pursuant to State law as a
restrictive covenant.

7. Noncompliance occurs if the extended use agreement does not meet the IRC
842(h)(6) requirements, is not properly executed, or is not recorded according to
state law. However, if a taxpayer corrects the noncompliance within the one-year
correction period, there is no disallowance of IRC 842 credit.

8. If noncompliance occurs, no IRC 8§42 credit is allowable for any building
governed by the agreement until the taxable year in which the extended use
agreement is in effect. The IRC 842(j) credit recapture provisions, however, are
not applicable.
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Chapter 6
Nonprofit Set-Aside

Congress, aware of the important role played by nonprofit organizations in the
development of affordable housing, provided additional tax incentives for these
entities to be involved in the development and management of IRC 842 projects.

o Law

Audit Issues
Audit Techniques
Audit Adjustments
Related Issues
Summary

IRC 842(h)(5) provides that a portion of each state’s annual credit ceiling be set aside
for allocation to projects involving qualified nonprofit organizations. Specifically,
IRC 842(h)(5) provides:

(A) In general. Not more than 90% of the State housing credit ceiling for any State

(B)

(©)

for any calendar year shall be allocated to projects other than qualified low-
income housing projects described in subparagraph (B).

Projects involving qualified nonprofit organizations. For purposes of
subparagraph (A), a qualified low-income housing project is described in this
subparagraph if a qualified nonprofit organization is to own an interest in the
project (directly or through a partnership) and materially participate (within the
meaning of IRC 8469(h)) in the development and operation of the project
throughout the compliance period.

Qualified nonprofit organization. For purposes of IRC §42(h)(5), the term

“qualified nonprofit organization” means any organization if—

(i) such organization is described in paragraph (3) or (4) of IRC §501(c) and is
exempt from tax under IRC 8501(a),

(ii) such organization is determined by the State housing credit agency not to
be affiliated with or controlled by a for-profit organization; and

(iii) one of the exempt purposes of such organization includes the fostering of
low-income housing.

(D) Treatment of certain subsidiaries.

(i) In general. For purposes of IRC 842(h)(5), a qualified nonprofit
organization shall be treated as satisfying the ownership and material
participation test of subparagraph (B) if any qualified corporation in which
such organization holds stock satisfies such test.

(if) Qualified corporation. For purposes of clause (i), the term "qualified
corporation" means any corporation if 100% of the stock of such
corporation is held by one or more qualified nonprofit organizations at all
times during the period such corporation is in existence.
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Additional
Discussion

Audit Issues

Refer to Chapter 22 of the Guide for Completing Form 8823 for additional
discussion.

1. Whether the taxpayer received an allocation from the nonprofit set-aside.

2. Whether the nonprofit is a qualifying nonprofit organization and satisfies the
requirements for its tax exempt purpose.

3. Whether the nonprofit has maintained an ownership interest in the project.
4. Whether the nonprofit materially participated (within the meaning of IRC

8469(h)) in both the project development and operation of the project
throughout the building’s 15-year compliance period.

Audit Techniques

Step 1.
Identify Credit
Allocations
from Nonprofit
Set-Aside

Step 2:
Confirm
Nonprofit's
Status as a
Qualified Tax-
Exempt
Organization

Allocations from the nonprofit set-aside are identified on Line 6g of Form 8609,
Low-Income Housing Credit Allocation and Certification, starting with the
November 2003 revision of the form. If an earlier revision was used, contact the state
agency that made the allocation. Confirmation from the state agency is needed
because:

1. Even though a nonprofit may be a partner in the partnership under audit, the
taxpayer is not subject to the IRC 8§42(h)(5) requirements unless the taxpayer
received the credit allocation from the nonprofit set-aside.

2. Although a nonprofit is not currently a partner in the partnership under audit, the
taxpayer may have originally included a qualifying tax-exempt entity and received
a credit allocation from the nonprofit set-aside.

If a determination is made that the taxpayer did not receive its credit allocation from
the nonprofit set-aside, no further action is required.

IRC 842(h)(5)(C) defines a qualified nonprofit organization as any organization
meeting the tax-exempt requirements of IRC 88 501(c)(3) or 501(c)(4), and for
which one of the exempt purposes includes the fostering of low-income housing.
As low-income housing projects are typically owned by partnerships, allocations
under the nonprofit set-aside are frequently made to partnerships for which the
general partner is a qualifying nonprofit organization.

1. Ask the taxpayer for a copy of the IRS determination letter to confirm that the
nonprofit was granted tax-exempt status.

2. Confirm that the nonprofit has filed required Forms 990, Return of Organization
Exempt From Income Tax.

3. In the case of an IRC §501(c)(3) organization, determine whether the nonprofit
is a tax exempt entity in good standing by using the IRS website (www.irs.gov).
Enter “78” into the “Search IRS site for” feature; the response will be “Most
likely you are looking for “Publication 78, Search for Exempt Organizations.”
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Clicking on the underline portion will provide an alphabetical listing of exempt
organizations.

4. Determine whether one of the nonprofit’s exempt purposes includes the
fostering of low-income housing. IRC 8501(c)(3) provides, in part, that an
organization may be considered exempt if it is organized and operated
exclusively for one or more of the following purposes; religious, charitable,
scientific, testing for public safety, literary, educational, or prevention of cruelty
to children or animals. IRC 8501(c)(4) provides, in part, that civic leagues or
organizations satisfying certain criteria may be considered exempt if their net
earnings are devoted exclusively to charitable, educational, or recreational
purposes. Nonprofits participating in the IRC 842 program are usually
designated as “charitable.”

Treas. Reg. §1.501(c)(3)-1(d)(2) defines the term “charitable,” as it relates to an
organization's exempt purpose and provides that the term should be construed
liberally. Notwithstanding, IRC 842(h)(C)(iii) requires that one of the exempt
purposes of the organization must include the fostering of low-income housing.

IRC 842(h)(5)(C)(i) also references IRC §501(c)(4), which relates to nonprofit civic
leagues or organizations operated exclusively to promote social welfare, or local
associations of employees, the net earnings of which are devoted exclusively to
charitable, educational, or recreational purposes. As is the case with an organization
described in IRC 8501(c)(3), one of the exempt purposes of such a league,
organization, or association must include the fostering of low-income housing.

Rev. Proc. 96-32 provides guidance (including a safe harbor) for determining
whether a qualified nonprofit organization under IRC 8501(c)(3) involved in low-
income housing is pursuing a charitable purpose by fostering low-income housing.
The safe harbor determination is based on the percentage of low-income units
provided and the income level of the tenants. These guidelines are applicable
continuously throughout the 15-year compliance period. Under the safe harbor, a
qualified nonprofit organization must establish (for each project) that at least 75% of
the units are occupied by residents whose incomes are 80% or less of the area's
median income, and either:

1. 40% of the units are occupied by residents whose incomes are 60% or less of the
area median income, or

2. 20% of the units are occupied by residents whose incomes are 50% or less of the
area median income.

To coincide with IRC 842 requirements, this determination can be made based on the
residents’ income at the time the household moves into the low-income unit.

If the taxpayer does not satisfy the safe harbor requirements, the assistance of an
Exempt Organization specialist should be requested. See IRM 4.10.2.6.5 for
instructions.

See also Step 5 and Related Issues (below) for additional considerations impacting
the exempt status of the nonprofit.
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Step 3:
Ownership Test

Step 4:
Material
Participation

The nonprofit must have an ownership interest in the low-income housing project
throughout the 15-year compliance period. A qualified nonprofit organization can
own an interest directly, or through a partnership, or own stock in a qualified
corporation that owns directly, or through a partnership, a low-income housing
project. A qualified corporation must be a corporation that is 100% owned at all
times during its existence by one or more qualified nonprofit organizations.

A qualified nonprofit organization must materially participate (within the meaning
of IRC 8§469(h)) in both the development and operation of the project throughout the
15-year compliance period. IRC 8469(h) defines material participation as activity
that is regular, continuous, and substantial. Treas. Reg. 81.469-5T provides rules for
determining the material participation for individuals and Treas. Reg.81.469-
5T(g)(3) provides rules for determining the material participation of certain
corporations. Because neither of these provisions applies to nonprofit organizations,
they should be reviewed for illustrative purposes only. The general facts and
circumstances test of IRC 8469(h)(1) is the test applicable to nonprofit
organizations. The legislative history suggests the following guidelines in defining
material participation in a business activity:

1. Material participation is most likely to be established in an activity that
constitutes the principal business/activity of the taxpayer,

2. Involvement in the actual operations of the activity should occur. That is, the
services provided must be integral to the operations of the activity. Simply
consenting to someone else’s decisions or periodic consultation with respect to
general management decisions is not sufficient.

3. Participation must be maintained throughout the year. Periodic consultation is
not sufficient.

4. Regular on-site presence at operations is indicative of material participation.
5. Providing services as an independent contractor is not sufficient.

Accordingly, a nonprofit entity will be considered to materially participate where it
is regularly, continuously, and substantially involved in providing services integral to
the development and operations of a project.

Nonprofits play an important role in the IRC 842 program. With their expertise,
nonprofits can focus on the on-going performance of the housing project and the
provision of services. For-profit entities may also have an interest in promoting low-
income housing, but are also interested in the financial aspects of a project and have
the funds to make capital contributions to the project. The motivations of both,
enhanced by the ability of the nonprofit entity to access the nonprofit set-aside credit,
often results in the creation of a partnership that includes both a nonprofit entity and
a for-profit entity.

The partnership is often structured so that the nonprofit is a general partner with a
1% or less interest in the partnership and the for-profit investor(s) are limited
partners with a combined ownership interest of 99% or more. This structure allows
the nonprofit to participate in the project to achieve its special housing objectives of
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Step 5:
Exempt Status
and Private
Inurement

the credit, while providing the financial benefit of the credit to the for-profit investor
partners.

If the partnership has one or more for-profit general partners, the nonprofit partner
may have less participation in the partnership, which raises the issue of whether the
nonprofit’s participation in the project is substantial (and thus material).

The nonprofit and for-profit general partner should not be related parties; i.e., share
officers or board of directors. Such relationships may indicate that that the primary
purpose of the nonprofit organization is to access credit from the nonprofit set-aside.
More importantly, such associations may call into question the exempt status of the
nonprofit entity. The issue being whether the nonprofit entity acts exclusively in
furtherance of a charitable purpose or to further the interests of private investors.
Although there is no all-inclusive list, some indicators that the nonprofit entity is not
acting exclusively to further a charitable purpose are identified here.

1. The nonprofit is not the only general partner,

2. The nonprofit’s minority partnership interest provides for minimal participation in
the IRC 842 project’s operation,

3. The nonprofit makes guarantees to the limited partners against loss of low-income
housing credits, and

4. Excessive private benefits result from real property sales, development fees, or
management contracts.

If there are indicators that the nonprofit entity is being unduly influenced by a for-
profit entity, then assistance of an Exempt Organization specialist should be
requested for further development of this issue. See IRM 4.10.2.6.5 for instructions.

Audit Adjustments

Step 1:
Determination
“as of the
Close of the
Taxable Year”

The IRC 842 credit may be disallowed in its entirety if a taxpayer fails to comply
with IRC 842(h)(5)(B) requirements. Failure to comply with IRC §42(h)(5)(B),
however, does not, in and of itself, result in an actual (or imputed) decrease in the
qualified basis of the building under IRC 842(c)(1). Therefore, the IRC 842(j) credit
recapture provisions are not applicable. The taxpayer may claim credit for the
taxable year that the violation is corrected (if the taxpayer is otherwise eligible to
claim the credit for that taxable year). See CCA 201352009.

Determine whether the noncompliance was corrected before the close of the taxable
year in which the noncompliance originally occurred. As explained by CCA
201352009, and consistent with IRC 8§42(c)(1)(A), compliance should be determined
“as of the close of the taxable year.” If a taxpayer is found to be compliant “as of the
close of the taxable year” in which the noncom-pliance first occurred, then no
disallowance of credit is required.
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Step 2:
Noncompliance
Corrected
within a
Reasonable
Period

“Reasonable
Period”
Quantified

Related Issues

Federal
Financing

Developer Fee

If the noncompliance is not corrected “as of the end of the taxable year in which the
noncompliance occurred,” then determine whether responsibility for the noncom-
pliance rests solely with the qualified nonprofit organization.

. If responsibility does not rest solely with the qualified nonprofit organization,
then no credit is allowable for the taxable year the noncompliance occurred or any
subsequent taxable year until the noncompliance is corrected (if the taxpayer is
otherwise compliant and eligible to claim the credit).

- If responsibility rests solely with the qualified nonprofit organization, then the
agent should determine whether the noncompliance was corrected within a
“reasonable period.”

Under IRC 842(j)(4)(E), taxpayers are provided relief from the credit recapture
provisions in the event of a casualty loss if the loss is restored within “a reasonable
period established by the Secretary.” In CCA 200134006, Chief Counsel concurred
that a reasonable period of up to 2 years following the end of the tax year in which the
casualty loss occurred is consistent with general replacement principles involving
casualties under IRC §165.

Therefore, to ensure fair and equitable treatment of taxpayers in comparable
situations, the “reasonable period” provided in IRC 842(j)(4)(E) to restore a casualty
loss should be used to determine whether a taxpayer corrected the IRC 8§42(h)(5)(B)
noncompliance within a reasonable period of time when the cause of the noncom-
pliance rests solely with the qualified nonprofit organization. That is, the reasonable
period of time for correcting noncompliance with IRC 842(h)(5)(B) is no longer than
2 years following the end of the tax year in which the noncompliance first occurred.

« If the noncompliance was corrected within a reasonable period, then no
disallowance of credit is required.

- If the noncompliance was not corrected within a reasonable period, then no credit
is allowable for the taxable year the noncompliance occurred or any subsequent
taxable year until the noncompliance is corrected (if the taxpayer is otherwise
compliant and eligible to claim the credit).

Nonprofit organizations usually have access to federal funding sources, including
federal grants and below-market rate loans. Typically, nonprofit organizations will
secure the federal financing and then loan the proceeds to the taxpayer. Depending
on the facts and repayment terms, the loans may not be bona fide debt or will be
subject to limitations. See Chapter 10 for additional discussion.

In addition to sponsoring the development of the low-income housing, a nonprofit
entity may act as the project’s developer and earn a developer’s fee. The issue is
whether the nonprofit entity had the expertise needed to develop an IRC 842 project
and, in fact, did develop the project. See Chapter 8 for additional discussion.
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Tax-Exempt
Status (Private
Inurement &
Taxable
Income)

Summary

If the nonprofit entity is earning a development fee, there are two issues that may
affect the tax-exempt status of the entity.

1.

Private Inurement. Treas. Reg. 81.501(c)(3)-1(d)(1)(ii) provides that an exempt
entity must be organized and operated exclusively for an exempt purpose
specified in IRC 8501(c)(3). Because these purposes serve public rather than
private interests, an exempt entity must establish that it is not organized for the
benefit of private interests. A developer fee paid to a nonprofit entity that may be
ascribed, in whole or in part, to the benefit of private persons may call into
guestion whether the entity is being operated “exclusively” for an exempt
purpose, which in turn, may jeopardize the tax-exempt status of the entity.

Unrelated Business Taxable Income. Nonprofit entities may generate income
through activities not directly related to their tax-exempt purposes. The developer
fee may be subject to taxation under IRC 8512 and if the nonprofit entity has an
excess of taxable income, the entities tax-exempt status could be jeopardized.

In Housing Pioneers, Inc. v. Commissioner, the Tax Court determined that private
inurement existed where the founders of the nonprofit organization operated it to
privately benefit an existing housing partnership. See Appendix J.

The assistance of an Exempt Organization specialist may be needed. See IRM
4.10.2.6.5 for instructions.

IRC 842(h)(5) provides that a portion of each state’s annual credit ceiling be set
aside for allocation to projects involving qualified nonprofit organizations.

The qualified nonprofit organization must own an interest in the project and
materially participate (within the meaning of IRC §469(h)) in the development
and operation of the project throughout the compliance period.

Once it has been determined that a taxpayer received a credit allocation from the
nonprofit set-aside, audit issues include determining whether the nonprofit is a
qualifying nonprofit entity and satisfies the requirements for its tax exempt
purpose, whether the nonprofit has maintained an ownership interest, whether the
nonprofit materially participated in the project development and is participating
in the on-going operation of the project.

The assistance of an Exempt Organization specialist may be needed. See IRM
4.10.2.6.5 for instructions.

The taxpayer may be subject to disallowance of the entire annual credit if
noncompliance with the IRC 842(h)(5)(B) occurs. However, the IRC 8§42(j)
credit recapture provisions are not applicable.
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Chapter 7
No Longer Participating in the IRC 842 Program

IRC §42(c)(2) defines a “qualified low-income building” to mean any building
which is part of a qualified low-income housing project at all times during the period
beginning on the first day in the compliance period on which such building is part of
such a project, and ending on the last day of the compliance period with respect to
such building. However, a low-income building may not remain a qualified low-
income building throughout the entire 15-year compliance period. In this chapter,
audit issues resulting from a state agency’s determination that a building is entirely
out of compliance and is no longer participating in the IRC 8§42 program are
discussed.

o Law

o Audit Issues

« Audit Techniques

« Building Reinstated in Program
o Summary

Treas. Reg. §1.42-5(e)(3) provides authority for the state agency to report to the
IRS that a building is “no longer in compliance nor participating in the IRC 8§42
program” on Form 8823 line 11p. Treas. Reg. 81.42-5(e)(3(i) reads:

Notice to Internal Revenue Service -- (i) In general. The Agency must be
required to file Form 8823, “Low-Income Housing Credit Agencies Report
of Noncompliance,” with the Service... If an Agency reports on Form 8823
that a building is entirely out of compliance and will not be in compliance
at any time in the future, the Agency need not file Form 8823 in
subsequent years to report that building's noncompliance...”

As noted in the Form 8823 Guide (Chapter 21), when a state agency notifies the IRS
that a building is no longer in compliance nor participating in the IRC 842 program,
the state agency may cease compliance monitoring. Also note that Form 8823, line
11p, does not include a box for reporting “noncompliance corrected” when a state
agency reports that a building is no longer participating in the IRC 8§42 program.

Under certain circumstances, previously allocated low-income housing credits may
be returned to the state agency. Under Treas. Reg. 81.42-14(d)(2)(ii), these credits
may be returned up to 180 days following the close of the first tax year of the credit
period for the building that received the allocation. These credits are returned to the
state’s credit ceiling and can be reallocated to another qualified low-income project.
In the event the entire credit is returned and the Forms 8609, Low-Income Housing
Credit Allocation and Certification, have been issued, Form 8823 is used to notify
the IRS that the credit has been returned. Treas. Reg. §1.42-14(d)(2)(iv) specifies the
reasons for the return of the entire amount of allocated credit:
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Noncompliance
During the
15-Year
Compliance
Period

Additional
Discussion

Audit Issues

1.

The building is not placed in service within the required time period or fails to
meet the minimum set-aside requirements of IRC 842(g)(1) by the close of the
first year of the credit period.

The building does not comply with the terms of its 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.

The owner and state agency mutually agree to cancel an allocation of credit by
mutual consent.

Note: Treas. Reg. 81.42-14(d)(2)(iv) also provides that a state agency may determine
under IRC 842(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.

Typical issues that may justify a state agency’s determination that a taxpayer is no
longer participating in the program include:

1.

The taxpayer’s noncompliance is egregious; i.e., 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 taxpayer has, during the 15-year compliance period, voluntarily withdrawn a

low-income building from the IRC 842 program, but retained ownership. For
example, all the rental units may have been converted to market-rate units or used
for another purpose.

. The taxpayer fails to respond to repeated notices for monitoring reviews. Under

Treas. Reg. §1.42-5(¢c)(2)(ii)(B), at least once every three years, the state agency
must conduct on-site inspections of all buildings in the project and, for at least
20% of the project's low-income units, inspect the units and review the low-
income certifications, the documentation supporting the certifications, and the rent
records for the tenants in those units.

. The taxpayer repeatedly fails to submit annual reports and owner certifications

required under Treas. Reg. 81.42-5(¢)(1) and (3). See Chapter 7 of the Guide for
Completing Form 8823 for additional discussion.

Refer to Chapter 21 of the Guide for Completing Form 8823 for additional
discussion.

There are two primary issues:

1.

Whether the taxpayer claimed credit for the taxable year in which the taxpayer
ceased to participate in the IRC 842 program, or for any subsequent tax year of
the credit period, and
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2. Whether the taxpayer correctly recaptured credit as required under IRC 842(j).

Audit Techniques

Step 1:
Identify Issue

Step 2:
Disallow Credit
in the Year of
Determination
and All
Subsequent
Tax years

Step 3:
Determine the
Amount of
Credit Claimed
in Prior Years

The first step is to determine whether the taxpayer claimed credit for the taxable year
in which participation in the IRC 842 program ceased or any subsequent tax year.
Also determine whether the taxpayer recaptured credit under IRC 842(j); i.e., Form
8611 should be completed and filed with the tax return. If the taxpayer ceased
claiming credit and correctly applied the IRC 842(j) credit recapture provisions, then
no further action is needed.

If credit was claimed for the taxable year in which the taxpayer ceased to participate
in the program, then the credit associated with the low-income buildings that are no
longer in compliance is disallowed. If necessary, subsequent year tax returns should
also be audited to disallow any credit taken in those years.

A determination that a low-income building is no longer in compliance and is no
longer participating in the IRC 842 program is also a credit recapture event under
IRC 842(j). The amount of credit claimed for each taxable year prior to the year of
the determination should be verified with the taxpayer.

1. The credit for the first year of the credit period is usually less than the total
allowable credit because the applicable fraction is determined using the special
rule under IRC 842(f)(2). Under this rule, credit not allowable in the first year is
allowable in the eleventh year.

2. A portion of the credit claimed may be associated with increases in qualified basis
after the end of the first year of the credit period. This credit is accounted for on
Form 8609-A, Line 11. This portion of the credit is not subject to recapture.

In the event the taxpayer cannot verify that a lesser amount was claimed, the
maximum allowable credit should be used to compute the recapture amount. See
Chapter 16 for additional discussion and computation of the recapture amount.

Building Reinstated in the Program

Only the state agency that allocated the credit to the taxpayer can reinstate a low-
income building in the IRC 8§42 program and, as a result, resume compliance
monitoring activities. For example:

1. A taxpayer may be able to bring the building back in compliance. No credit is
allowable while the building is not in compliance and not participating in the
program, but the taxpayer may resume claiming credit if the noncompliance is
corrected and the credit is otherwise allowable.

2. The low-income building may be sold to a new owner who can bring the
building back into compliance and wishes to participate in the program. Under
IRC 842(d)(7), if a low-income building (or interest therein) is acquired before
the end of the 15-year compliance period, then the credit allowable to the new
owner is equal to the amount that would have been allowable to the prior owner.
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Audit Issues
and
Techniques

Summary

If a building has been reinstated in the program, the taxpayer needs to provide
documentation indicating the date the building was reinstated. The date of
reinstatement is important for determining whether credit should be disallowed
and/or recaptured. Further, the taxpayer should demonstrate that:

1.

The original noncompliance issues that resulted in the state agency’s
determination have been resolved.

. The extended use agreement required under IRC 842(h)(6) is in effect and

recorded pursuant to State law as a restrictive covenant. See Chapter 5 for
additional discussion.

. The taxpayer has timely filed certifications with the state agency for each taxable

year beginning with the year the building was reinstated. The taxpayer should
provide copies of the certifications, which can be verified with the state agency if
necessary. See Treas. Reg. 81.42-5(¢c)(1).

. The state agency has resumed compliance monitoring activities. State agencies are

required to provide taxpayers with written notice if the state agency discovers by
inspection, review, or some other manner that the project is not in compliance
with IRC 842 requirements. Many state agencies will also provide a taxpayer with
a notification letter if, as a result of a physical inspection or tenant file review, no
noncompliance issues were identified. See Treas. Reg. §1.42-5(e)(2). These
reports are clear evidence that the state agency has resumed responsibility for
compliance monitoring. If the taxpayer cannot provide documentation that the
project is subject to the state agency’s compliance monitoring activities, the state
agency should be contacted for confirmation.

. A state agency may determine that a low-income building is no longer in

compliance nor participating in the IRC 8§42 program and report the
noncompliance event to the IRS on Form 8823. A state agency is not required to
continue compliance monitoring activities after reporting the noncompliance to
the IRS.

. Under certain circumstances, as identified in Treas. Reg. §1.42-14(d)(2)(ii),

credits may be returned to the state agency.

. A state agency may report that a low-income building ceased to be part of

qualifying low-income project at any time during the 15-year compliance period.

. The audit can be limited to determining if the taxpayer claimed credits for the

taxable year in which the taxpayer ceased to participate in the IRC program, or for
any subsequent year of the credit period, and whether the taxpayer correctly
recaptured credit as required under IRC 842(j).

. A state agency may reinstate a building in the IRC 842 program if a taxpayer

(or successor owner of the property) is able to bring the building back into
compliance. The taxpayer may resume claiming credit if the noncompliance is
corrected and the credit is otherwise allowable, but no credit would be
allowable during the period the building is not in compliance.
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Chapter 8
Eligible Basis: Includable Costs

Introduction The examination of eligible basis begins with an analysis of the actual qualifying
costs incurred by the taxpayer. This chapter provides guidelines for determining the
dollar value of assets includable in eligible basis.

Topics . Defining Eligible Basis
« Reconciling Eligible Basis & Identifying Large, Unusual, or Questionable Items
« Verifying Assets Included in Eligible Basis
. Common Areas, Required Facilities, and Providing Services
« Development Fees
« Partnership Costs
« IRC 842 Credit Allocation Costs
« Cost of Securing Financing
« Computing Adjustments to Eligible Basis
e Summary

Defining Eligible Basis

Eligible Basis is defined primarily by reference to IRC 88103 and 168. IRC §42
provides supplemental definitions and requirements.

Residential Under IRC 842(d)(4)(A), the adjusted basis of any building is determined without

Rental Project  regard to the adjusted basis of any property which is not residential rental property.
The legislative history for IRC 842 explains that residential rental property, for
purposes of the low-income housing credit, has the same meaning as residential
rental property within IRC §103. Treas. Reg. §1.103-8(b)(4)(i) constructed
units...” that meet certain requirements. states, in part, that “a residential rental
project is a building or structure, together with any functionally related and
subordinate facilities, containing one or more similarly

Treas. Reg. 81.103-8(b)(8)(iv) defines a “building or structure” to mean, generally,
a “discrete edifice or other man-made construction consisting of an independent
foundation, outer walls, and roof. A single unit which is not an entire building but is
merely a part of a building is not a building or structure within the meaning of this
section. As such, while single townhouses are not buildings if their foundation,
outer walls, and roof are not independent, detached houses and row houses are
buildings.”

Notice 88-91 explains, however, that the term “qualified low-income building” for
IRC 842 purposes includes residential rental property that is either an apartment
building, a single family dwelling, a townhouse, a rowhouse, a duplex, or a
condominium. A qualified low-income building does not include residential rental
property owned or leased by a cooperative housing corporation or a tenant-
stockholder, as those terms are defined under IRC § 216(b)(1)(and (2).

Under IRC 842, the buildings qualifying for the credit are:
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Depreciable
Residential
Rental Property

IRC 8179,
Election to
Expense
Assets

IRC 263A:
Indirect Costs

Residential
Rental Unit
Defined

1. new buildings, the original use of which begins with the taxpayer (IRC §42(i)(4));

2. existing buildings, which means any buildings that are not new buildings (IRC
842(i)(5)); and

3. rehabilitated buildings; i.e., the expenditures connected with rehabilitating an
existing building are treated as a separate new building and do not include the cost
of acquiring the building (IRC 842(e)(1) and (2)).

IRC 842(c)(2)(B) refers to low-income buildings as any building to which the
amendments made by section 201(a) of the Tax Reform Act of 1986 apply; e.g.,
costs includable in eligible basis must be depreciable property under IRC §168.

IRC §168(e)(2)(A) defines “residential rental property” to mean any building or
structure if 80% or more of the gross rental income from such building or structure
for the taxable year is rental income from dwelling units. The term “dwelling unit”
means a house or apartment used to provide living accommodations in a building or
structure, but does not include a unit in a hotel, motel, or other establishment if more
than one-half of the units are used on a transient basis. Also, if any portion of the
building or structure is occupied by the taxpayer, the gross rental income from such
building or structure shall include the rental value of the portion so occupied.

Under IRC 8179(d)(9), no credit is allowed under IRC 8§38 with respect to any
amount for which a deduction is allowed under IRC §179(a). The IRC 842 credit is a
general business credit under IRC 838(b)(5). Consequently, depreciable residential
rental property expensed under IRC 8179 is not includable in eligible basis.

IRC §263A generally requires direct costs and an allocable portion of indirect costs
of real or tangible personal property produced by a taxpayer to be capitalized to the
property produced. IRC 8263A(g)(1) defines “produce” as including constructing,
building, installing, manufacturing, developing, or improving. However, as
explained in Treas. Reg. 81.263A-2(a)(1)(ii), a taxpayer is not considered to be
producing property unless the taxpayer is considered an owner of the property
produced under federal income tax principles. Under IRC §263A(g)(2), a taxpayer is
treated as producing any property produced for the taxpayer under a contract with the
taxpayer; except that only costs paid or incurred by the taxpayer (whether under such
contract or otherwise) shall be taken into account in applying IRC §263A(a).

Indirect costs are defined in Treas. Reg. 81.263A-1(e)(3)(i) as “...all costs other than
direct material costs and direct labor costs (in the case of property produced)....
Indirect costs are properly allocable to property produced...when the costs directly
benefit or are incurred by reason of the performance of production...”

A “unit” is defined in Treas. Reg. §1.103-8(b)(8)(i) to mean “any accommodation
containing separate and complete facilities for living, sleeping, eating, cooking, and
sanitation. Such accommodations may be served by centrally located equipment,
such as air conditioning or heating. Thus, for example, an apartment containing a
living area, a sleeping area, bathing and sanitation facilities, and cooking facilities
equipped with a cooking range, refrigerator, and sink, all of which are separate and
distinct from other apartments, would constitute a unit.
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Common Areas

Community
Service
Facilities

IRC 842(i)(3)(B)(iv) provides that certain single-room occupancy units also qualify
as residential rental units even though such housing may provide eating, cooking and
sanitation facilities on a shared basis. (See H.R. Conf. Rep. No. 841, 99th Cong., 2d
Sess. 11-89 (1986), 1986-3 (Vol. 4) C.B. 89.)

IRC 842(d)(4)(B) provides that eligible basis includes the adjusted basis of property
subject to the allowance for depreciation, used in common areas or provided as
comparable amenities to all residential rental units in such building. As explained in
the legislative history for the original enactment of IRC 8§42, residential rental
property includes...facilities for use by the tenants, and other facilities reasonably
required by the project.

Under IRC 842(d)(4)(C), eligible basis of any building located in a qualified census
tract includes the adjusted basis of any property used to provide services for certain
nontenants. A “community service facility” is any facility (1) located in a qualified
census tract (see IRC 842(d)(5)(C)), (2) designed to serve primarily individuals
whose income is 60% or less of area median income (see IRC 8§42(g)(1)(B) and (3))
used throughout the taxable year as a community service facility. The increase in the
eligible basis of any building attributable to a community service facility is capped
under IRC 842(d)(4)(C)(ii). See Chapter 11.

Rev. Rul. 2003-77 provides a description of a facility qualifying as a community
service facility because the requirements of IRC §42(d)(4)(C) are met.

“A qualified low-income building (the Building) received a housing credit
allocation on October 1, 2002, and was placed in service in 2003. The Building is
located in a qualified census tract (as defined in IRC §42(d)(5)(B)(ii)). A portion
of the Building (the Facility) is used throughout the year to provide services to
residents of the Building as well as nonresidents. The Facility consists of a
meeting room, an administrative office, a storage room, and several multi-purpose
rooms. The services provided at the Facility include daycare, career counseling,
literacy training, education (including tutorial services), recreation, and outpatient
clinical health care. The services are provided free of charge or for a fee that is
affordable to individuals whose income is 60% or less of area median income
(within the meaning of in IRC 842(g)(1)(B)). The adjusted basis of the property
comprising the Facility (of a character subject to the allowance for depreciation
and not otherwise taken into account in the adjusted basis of the Building) does
not exceed 10% of the eligible basis of the Building.

As required by IRC 842(m)(1)(A)(iii), prior to the allocation of housing credit to
the Building, a comprehensive market study was conducted to assess the housing
needs of the low-income individuals in the area to be served by the Building. The
study found, among other things, that providing day care, career counseling,
literacy training, education (including tutorial services), recreation, and outpatient
clinical health care services would be appropriate and helpful to individuals in the
area of the Building whose income is 60% or less of area median income.”
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IRC 8§42(c)(1)(E) provides that if the taxpayer is providing transitional housing for
the homeless under IRC 842(i)(3)(iii), then the qualified basis of a building
providing such housing includes the portion of the building used to provide
supportive services designed to assist tenants in locating and retaining permanent
housing. To qualify as transitional housing:

1. the building must be used exclusively to facilitate the transition of homeless
individuals (within the meaning of section 103 of the Stewart B. McKinney
Homeless Assistance Act [McKinney-Vento Homeless Assistance Act (42 U.S.C.
11302), as in effect on Nov. 5, 1990) to independent living within 24 months, and

2. a governmental entity or qualified nonprofit organization (as defined in IRC
842(h)(5)) provides such individuals with temporary housing and supportive
services designed to assist such individuals in locating and retaining permanent
housing.

IRC 842(c)(1)(E) also limits the portion of the building used to provide supportive
services that can be included in qualified basis to the lesser of:

1. so much of the eligible basis of such building as is used throughout the year to
provide supportive services designed to assist tenants in locating and retaining
permanent housing, or

2. 20% of the qualified basis of such building, determined without regard to the
portion of the building used to provide supported services. See Chapter 13 for
additional discussion.

If the building is 100% occupied by low-income tenants, then qualified basis equals
eligible basis and costs of facilities used to provide supportive services is limited to
20% of the building’s eligible basis, determined without regard to the portion of the
building used to provide the services. If the building is not 100% low-income, then
further consideration should be given to whether the building is being used
exclusively to facilitate the transition of homeless individuals to independent living.

Under Treas. Reg. 81.103-8(b)(4)(iii), facilities that are functionally related and
subordinate to residential rental projects are also considered residential rental
property and include facilities for use by the tenants, such as swimming pools and
other recreational facilities, parking areas, and other facilities reasonably required for
the project; e.g. heating and cooling equipment, trash disposal equipment, or units for
resident managers or maintenance personnel.

IRC 8167(a) provides, as a depreciation deduction, a reasonable allowance for the
exhaustion, wear and tear (including a reasonable allowance for obsolescence) of
property used in the trade or business of a taxpayer, or of property held for the
production of income.

Rev. Rul. 74-265 held that land preparation costs may be subject to a depreciation

allowance if such costs are so closely associated with a depreciable asset so that it is
possible to establish a determinable period over which the preparation will be useful
in a particular trade or business. A useful life for land preparation is established if it
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Date of
Determination

will be replaced contemporaneously with the related depreciable asset, which is a
question of fact, but if the replacement of the depreciable asset will require the physi-
cal destruction of the land preparation, this test is considered satisfied. The balance
of the landscaping that will be unaffected by the replacement of the depreciable asset
is considered inextricably associated with the land and is not includable in eligible
basis under IRC 842(d)(1).

A taxpayer may argue that all land preparation and improvement costs should be
depreciable property because without construction of the buildings and other infra-
structure for the project, none of these expenses would have been incurred. However,
the court in Eastwood Mall v. U.S., 95-1 USTC paragraph 50,236 (N.D. Ohio 1995),
aff'd by unpublished disposition, 59 F.3d 170 (6th Cir. 1995), specifically denounced
this argument as being incorrect. The Court noted that in almost every instance, some
costs will be incurred in preparing the land for the construction of a building. The
court further noted that under the taxpayer's argument, all costs incurred in preparing
a site are depreciable and that the only situation where land preparation costs would
not be depreciable is where nothing is constructed on the land. The court stated that
“[t]his interpretation is illogical and contrary to the law.”

For a new building, under IRC 842(d)(1), the eligible basis is its adjusted basis as of
the close of the first taxable year of the credit period. Under IRC 842(d)(2), the same
rule applies for existing (i.e., acquired) buildings, but additional requirements must
also be met. And for rehabilitation expenses treated as a separate new building under
IRC 8§42(h)(3)(C), the same rule applies, but only if criteria for minimum
expenditure amounts have been met. See Chapter 9.

Reconciling Eligible Basis & ldentifying Large, Unusual, or Questionable Items

Step 1:
Reconciliation
of Eligible
Basis

The scope of the examination is determined after reviewing the tax return, the Forms
8609, and the taxpayer’s final cost certification.

The eligible basis reported on Form 8609, line 7, and Form 8609-A, line 1, should
match. Any differences should be explained by the taxpayer.

Under IRC §42(m)(2), the credit allocated by a state agency to a project must not
exceed the amount the agency determines is necessary for the financial feasibility of
the project and viability as a qualified low-income housing project throughout the
credit period. To make sure only the credit necessary is allocated, the state agency
evaluates the sources and uses of funds at three critical points of the development
process: (1) when the taxpayer applies for the credit, (2) when the credit allocation is
made, and (3) when the building is placed in service. See IRC §42(m)(2)(B) and (C).

The final evaluation for when a building is placed in service must be made no later
than the date the state agency issues the Form(s) 8609. As described in Treas. Reg.
81.42-17(a)(5), the taxpayer must submit a schedule of project costs. This schedule is
commonly referred to as the final cost certification because it is to be prepared under
the method of accounting used by the taxpayer for federal income tax purposes, and
must detail the project’s total costs as well as those costs that may qualify for
inclusion in eligible basis under IRC §42(d). In addition:
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Step 2:
Review
Taxpayer’s
Final Cost
Certification

Step 3:
Identify Large,
Unusual, or
Questionable
ltems (LUQS)

1. For projects with more than 10 units, the schedule of project costs must be
accompanied by a certified public accountant’s audit report on the schedule.
The CPA’s audit must be conducted in accordance with generally accepted
auditing standards and the auditor’s report must be unqualified.

2. For projects with less than 11 units, the state agency may require an audited
schedule of project costs.

A copy of the schedule of costs and (if required) the auditor’s report should be
secured from the taxpayer or, if not available, from the state agency. The eligible
basis reported on this final cost certification should be compared to the eligible basis
reported on Form 8609 and Form 8609-A and any differences reconciled.

The taxpayer’s final cost certification should be reviewed for completeness. Treas.
Reg. §1.42-17(a)(3)(i) lists the minimum information that should be included; i.e.,
the schedule should sufficiently detail the costs, whether or not includible in eligible
basis, and should include (but not be limited to): site acquisition costs, construction
contingency, general contractor’s overhead and profit, architect’s and engineer’s
fees, permits and survey fees, insurance premiums, real estate taxes during
construction, title and recording fees, construction period interest, financing fees,
organizational costs, rent-up and marketing costs, accounting and auditing costs,
working capital and operating deficit reserves, syndication and legal fees, and
developer fees. State agencies may require additional information and prescribe a
format.

Generally, the schedule of costs is a one-page summary of total costs presented in a
columnar format. The left column lists high-level categories, the second identifies
the total costs incurred for that category, and the third column includes costs
qualifying for eligible basis. If the taxpayer acquired and rehabilitated an existing
building, then the acquisition costs for the building are stated separately from the
rehabilitation costs, and are distinguished from the cost of the land.

Based on the review of the final cost certification, the audit scope for examining the
dollar value of eligible basis can be determined. Specific costs should be identified
as large, usual or questionable items. (See IRM 4.10.2.3.1.)

1. Consider the inherent character of the cost categories. Categories that are not
includable in eligible basis can be eliminated from further consideration if the
taxpayer did not include the costs in eligible basis. For example, the costs
associated with the acquisition of land.

2. Consider the beneficial effects of how an item is reported. For example, there are
some costs which should be allocated and only a portion of the cost included in
eligible basis. A taxpayer may have purchased land with an existing building that
the taxpayer then rehabilitated and now qualifies as low-income housing. In this
case, there should be an allocation of the purchase price between the land and
existing building. Another typical fact pattern is the allocation of costs when
there is more than one low-income building. If actual costs associated with each
building are not tracked during the developmental process, the total eligible basis
for the entire low-income development should be allocated among the buildings
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based on square footage.

Consider costs that should be identified in the final cost certification, but are
missing, such as such partnership organizational costs, rent-up and marketing
costs, and syndication fees. These costs need to be accounted for, even though
they are not includable in eligible basis, to ensure they have not been
accumulated with other costs for a line item on the certification.

Consider line items on the cost certification that are an accumulation of a larger
number of separate costs. At a minimum, the taxpayer should explain what the
underlying costs are.

It may be possible to exclude costs because the costs are not, by character, includable
in eligible basis. For the remaining categories identified on the cost certification, two
additional criteria should be used to identify large, unusual, or questionable items for
audit consideration.

1.

Consider the comparative size of the cost to total eligible basis. Small dollar
values for line items that appear to be includable in eligible basis by character
need not be further examined.

Consider the absolute size of the cost, even if comparably small, if the dollar
value does not appear commensurate with the character of the cost.

At this point, identify those cost that the taxpayer has included in eligible basis
which are:

1.

2.

5.

possibly not includable in eligible basis,

allocated costs for which the method of allocation should be reviewed,

. costs which should be, but are not, clearly identified in the cost certification and

which might not be includable in eligible basis,

. an accumulation of costs, for which the underlying individual costs might not be

includable in eligible basis, or

individual line items selected because of their comparative or absolute size.

Verifying Assets Included in Eligible Basis

Verifying the assets included in eligible basis requires consideration of five issues.

grwN PR

. Character of the assets,
. Cost of the assets,

When the cost was paid or incurred,

. Whether costs were reasonably allocated among the assets, and
. Whether the assets are in continuous use during the entire 15-year compliance

period.
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Issue 1:
Character of
Asset

Issue 2:
Cost of Asset

The first issue is whether an asset is residential rental property qualifying for the
credit. Consider the following:

1.

IRC 88 103 and 168 are the primary references for the definition of depreciable
residential rental property. Depreciable basis includes costs capitalized to the
property under IRC 88 263(a) and 263A.

. Under IRC 842, eligible basis includes not only the cost of residential rental units,

but can also include common areas, community service facilities, facilities used to
provide supportive services for the homeless, and functionally related facilities.

. Eligible basis also includes the cost of some land improvements and preparation,

but is generally limited to costs so closely associated with a depreciable asset
includable in eligible basis that it is possible to establish a determinable period
over which the land improvement or preparation will be useful. A useful life for
land improvements or preparation is established if it will be replaced
contemporaneously with the related depreciable asset.

Refer to Appendix C for a summary of specific costs and treatment.

The second issue is whether the dollar amount of the qualifying assets is accurately

reported. Under IRC 8§42(d)(1), the eligible basis of a newly constructed building is

the building’s adjusted basis as of the close of the first taxable year of the building’s
ten-year credit period, without regard to any depreciation. See IRC §42(d)(4)(D).

The final cost certification provided to the state agency is insufficient evidence of the
assets included in eligible basis. Documents available to support the computation of
eligible basis include:

1.

Closing Documents and Settlement Sheets - These documents specify such items
as the purchase price and terms, various transfer and real estate taxes, professional
fees, and other related expenses. These documents were not prepared to identify
assets includable eligible basis and further analysis is needed to determine which
assets have been, or should be, included in eligible basis.

. American Institute of Architects (AlA) Statements or Construction Vouchers -

These documents can provide details regarding the work done for specific
addresses and units, the types and amounts of costs, and the related percentages of
completion. These documents are helpful for reviewing eligible basis and
identifying disproportionate standards. They provide a unit-to-unit comparison for
construction and amenities.

. Development Agreements — These agreements may provide detail for the intended

eligible basis figure and its components.

. Certificate of Occupancy — This document provides a description of the building

and identifies when it was placed in service. In some areas it also describes zoning
and the type of units offered, and whether commercial areas exist.
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5. Local Property Records — These records can provide information such as a
description of the real estate, mortgage information, recording of the extended use
agreement, existence of any covenants, various sale terms, and the names of prior
OWners.

Issue 3: The third issue is determining when the cost was paid or incurred. Only those
When Paid or qualifying costs paid or incurred by the end of the first year of the credit period are
Incurred includable in eligible basis.

Costs Paid or Incurred

Notice 88-116 explains that construction, reconstruction, or rehabilitation costs are
incurred for purposes of IRC 842 on the date such expenditures would be considered
incurred under an accrual method of accounting, regardless of the method of
accounting used by the taxpayer incurring the costs with respect to other items of
income and expense; i.e., the amount must be fixed and determinable.

Beginning of the Credit Period

Under IRC 842(f)(1), the credit period starts with the taxable year in which the
building is placed in service, or at the election of the taxpayer, the succeeding
taxable year. The election is documented on Form 8609, line 10a.

Notice 88-116 defines the term “placed in service” for IRC 842 purposes.

1. The placed-in-service date for a new or existing building used as residential rental
property is the date on which the building is ready and available for its
specifically assigned function, i.e., the date on which the first unit in the building
is certified as being suitable for occupancy in accordance with state or local law.
In general, a transfer of the building results in a new placed-in-service date if, on
the date of the transfer, the building is occupied or ready for occupancy.

2. The placed-in-service date under IRC 842(e)(4)(A) for rehabilitation expenditures
that are treated as a separate new building is the close of any 24-month period,
over which the taxpayer has aggregated expenses for purposes of determining
whether the minimum costs have been incurred to qualify for the credit. This
calculated placed-in-service date applies even if the building is occupied during
the rehabilitation period. At this point, the taxpayer should document compliance
with the requirement for the selected 24-month period to establish when the
rehabilitation costs were placed in service. See Chapter 9 for more detailed
discussion.

Under IRC 842(f)(5)(A), the credit period for an existing building cannot begin
before the first taxable year of the credit period for rehabilitation expenditures with
respect to the building.

Documentation

Generally, certificates of occupancy issued by a local government agency after
physically inspecting the buildings are used to document when a building was placed
in service. The documented placed-in-service date should match the date identified
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Issue 4:
Reasonable
Method of
Allocation

on Form 8609, line 5.

The fourth issue is whether the costs have been reasonably allocated among the
assets.

Land and Depreciable Residential Rental Property

The cost of the land upon which the IRC 842 project is located should be identified
and reconciled to the amount reported on the balance sheet. If the taxpayer purchased
land with improvements, then the purchase price should be allocated among the
assets purchased. This is necessary because the cost of the land is not includable in
eligible basis while the cost of the land improvement might be includable.

The taxpayer should document how the purchase price was allocated. In addition, a
review of the local property records can provide information such as a description of
the real estate and sales transactions.

A review of records from the tax assessor's office may provide a ratio of the value of
the land to existing improvements, which can serve as a preliminary standard against
which the land valuation by the taxpayer can be measured. However, while the ratio
may be helpful, the actual tax assessment value may not provide the current market
values.

There are instances where the land value is nominal or zero. For example:

1. The taxpayer may construct low-income housing as leasehold improvements on
leased land. The lease period must be at least at least 30 years starting with the
beginning of the credit period.

2. Ownership of existing housing may have transferred to the taxpayer from a city
or local government entity for little or no cost based on an agreement for the
taxpayer to construct and operate low-income housing.

If necessary, a referral should be made to request an engineer’s assistance when
determining land valuations. See IRM 4.10.2.6.5 for instructions.

Acquisition and Rehabilitation of Existing Buildings

When a building is acquired and rehabilitated as low-income housing, certain costs
must be allocated among the acquisition of the land, the existing building, and the
new rehabilitation. Under IRC 842(e)(5), rehabilitation expenditures may, at the
election of the taxpayer, be taken into account either as an rehabilitation costs or as
costs associated with the existing building under IRC 842(d)(2)(A)(i), but not under
both.

Multiple Low-Income Buildings

Eligible basis is determined on a building-by-building basis. There are three
additional considerations when determining eligible basis for projects with more than
one low-income building.
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1. Determine whether eligible basis is reasonably allocated among the low-income
buildings.

2. Determine how the costs of common areas and facilities includable in eligible
basis, but not directly associated with a specific low-income building, are
allocated among the low-income buildings.

3. Determine how landscaping costs includable in eligible basis are allocated among
the low-income buildings.

Mixed Low-Income Residential Units and Commercial Property

Mixed-use buildings, which contain commercial space as well as residential rental
space, are not precluded from qualifying for the IRC 842 credit. However, the cost of
the commercial portion of the building is not includible in eligible basis.

Example 1: Excluding Costs of Commercial Property

A taxpayer purchases a seven-story apartment house in an urban area for
$110,000, of which $40,000 is allocated to land and $70,000 to the
building. The bottom floor consists of commercial space occupied by a
convenience store and a dry cleaner. The taxpayer wants to develop the
six upper stories as low-income residential rental units.

The commercial space does not preclude the building from being used
for low-income housing. Based on square footage, only $60,000 can be
included in eligible basis (6/7 x $70,000) of the acquired building.

Direct and Indirect Costs

As explained in Treas. Reg. § 1.263A-1(e)(3)(i), “...indirect costs are properly
allocable to property produced...when the costs directly benefit or are incurred by
reason of the performance of production... Indirect costs may be allocable to both
production and resale activities, as well as to other activities that are not subject to
IRC 8263A. Taxpayers subject to IRC §263A must make a reasonable allocation of
indirect costs between production, resale, and other activities.”

Treas. Reg. §1.263A-1(f) discusses various cost allocation methods that can be used
to allocate direct and indirect costs to produced property. For example, a taxpayer
may use the specific identification method (Treas. Reg. §1.263A-1(f)(2)), the burden
rate and standard cost methods (Treas. Reg. §1.263A-1(f)(3)(i) and (ii)) and any
other reasonable method (Treas. Reg. §1.263A-1(f)(4)). Taxpayers may also allocate
indirect costs using the simplified production method (Treas. Reg. 81.263A-2(b))
and allocate mixed service costs using the simplified service cost method (Treas.
Reg. §1.263A-1(h)). If the taxpayer uses a burden rate method, standard cost method,
or other reasonable method, the allocation method must be reasonable. An allocation
method is reasonable if, with respect to the taxpayer's production activities taken as a
whole:
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Issue 5:
Continuous
Service

1. the total costs actually capitalized during the taxable year do not differ
significantly from the aggregate costs that would be properly capitalized using
another permissible method described in Treas. Reg. 88 1.263A-1(f), 1.263A-2 or
1.263A-3, with appropriate consideration given to the volume and value of the
taxpayer's production or resale activities, the availability of costing information,
the time and cost of using various allocation methods, and the accuracy of the
allocation method chosen as compared with other allocation methods;

2. the allocation method is applied consistently by the taxpayer; and

3. the allocation method is not used to circumvent the requirements of the simplified
methods in Treas. Reg. 88 1.263A-1, 1.263A-2, 1.263A-3, or the principles of
IRC §263A.

The fifth issue is whether the asset continues to be in service during the tax year
under audit. While the eligible basis is initially determined at the end of the first year
of the building’s credit period, the asset must remain in service continuously
throughout the entire 15-year compliance period. As a practical matter, assets will
need maintenance, repairs, and even replacement over time. However, any asset that
is no longer in service or that no longer exists will result in a reduction in eligible
basis. The determination is made as of the last day of the taxable year.

Assets included in eligible basis should be observed when conducting the tour of the
low-income project. Any differences between the assets observed and the assets
included in eligible basis should be reconciled. See Chapter 3 for additional
discussion.

Common Areas, Required Facilities, and Providing Services

Common Area

IRC 842(d)(4)(B), Basis of property in common areas, etc., included, reads:

The adjusted basis of any building shall be determined by taking into
account the adjusted basis of property (of a character subject to the
allowance for depreciation) used in common areas or provided as
comparable amenities to all residential rental units in such building.

Common areas are facilities expected to be used by the tenants and can be
reasonably associated with residential rental property; e.g., a parking garage or
swimming pool. To qualify, the facility must meet two requirements:

1. The common area must be made available on a comparable basis to the tenants
of all residential rental units (not only low-income tenants) and,

2. No separate fee is required for the use of these facilities. As explained in the
legislative history for the original enactment of IRC 8§42, “...the allocable cost
of tenant facilities, such as swimming pools, other recreational facilities and
parking areas, may be included provided there is no separate fee for the use of
these facilities and they are made available on a comparable basis to all tenants
in the project.”
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Reasonably
Required
Facilities

Facilities Used
to Provide
Services

Alternatively, a taxpayer may decide to exclude an allowable cost from eligible
basis. In which case, IRC §42 does not control the taxpayer’s use of the common
area.

A facility reasonably required by the project is, under Treas. Reg. §1.103-8(b)(4)(iii),
residential rental property that is functionally related and subordinate to the
residential rental units.

For example, under Treas. Reg. 81.103-8(b)(4)(iii), units for resident managers or
maintenance personnel are not classified as residential rental units, but rather as
facilities reasonably required by a project that are functionally related and
subordinate to residential rental units. As a result, 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, but is not considered a rental unit included in the
computation of the applicable fraction. See Chapter 12 and Rev. Rul. 92-61 for
additional discussion.

Rev. Rul. 2004-82, Q&A #1 explains that units occupied by security officers are also
treated as reasonably required facilities.

Q-1. A new qualified low-income building is located in an area in which owners
of apartment buildings typically employ security officers due to the level of
crime in the area. If a unit in a building is occupied by a full-time security
officer for that building and the building's owner requires the security officer to
live in the unit, is the adjusted basis of that unit includable in the building’s
eligible basis?

A-1. Yes. “...The unit occupied by a full-time security officer is similar to the
units described in the examples contained in Treas. Reg. 81.103-8(b)(4)(iii), and
is reasonably required by the project because of the level of crime in the area.
Thus, the unit is functionally related and subordinate to the building. As a
result, the unit is residential rental property for purposes of IRC 8§42 and its
adjusted basis is includable in Building's eligible basis under IRC 842(d)(1)...”

Eligible basis also includes facilities used by the taxpayer to provide tenants with
services not normally associated with the leasing of residential rental property. See
also Chapter 12.

Rev. Rul. 98-47 provides an example.
FACTS:

Complex M provides housing units on a non-transient basis for individuals who
are of retirement age or older. All of the units in Complex M, which is
comprised of Building X, Building Y, and Building Z, each of which is
composed of similarly constructed housing units that have separate and
complete facilities for living, sleeping, eating, cooking, bathing, and sanitation.
The cooking and eating area contains a small refrigerator, a sink, a pull-down
table, and a two-burner stove with an oven. Each unit is designed so that the
stove can be replaced with a full-sized microwave oven if the physical or mental

8-13
Revised September 2014



frailties of the resident make it imprudent to provide a functioning cooking
stove.

Each resident enters into a lease arrangement with Complex M. The amount of
the monthly payment under the lease varies according to the level of care
provided in the building in which the resident resides, with Building Z
commanding the largest payment and Building X the smallest payment. The
monthly payment is made in exchange for use of an individual unit, basic
services and, with respect to Buildings Y and Z, other services. Under a lifetime
lease payment option, residents of Complex M may pay a fixed monthly amount
for the time they reside in Complex M. The lifetime lease option guarantees a
resident the right to move to a unit in Buildings Y or Z if the resident requires
additional care.

The basic services available to the residents in all three buildings include:
laundry; housekeeping; regular daily meals in the common dining areas; 24
hour monitored emergency call service using call buttons and two-way
communication devices located in each room of a unit; planned social activities;
and scheduled transportation to various sites in the vicinity including
commercial areas, shopping centers, hospitals, and doctor's offices.

Building X, Building Y, and Building Z each contain a separate common dining
area. The dining area in each building will be used exclusively by residents of
Complex M and visitors of those residents. The size of the dining area in any
building does not exceed that necessary to serve the residents of the building
and their guests. The dining area serves the special needs of the residents and
provides the staff of Complex M an opportunity to monitor the overall well-
being, nutrition, and health of the residents.

Only the basic services are made available to residents of Building X. No other
services are included in the monthly payment. Continual or frequent nursing,
medical, or psychiatric services are not made available in Building X.

The basic services and the Building Y support services are made available to
residents of Building Y. The Building Y support services are as follows:
assistance by medication management technicians in medication management
and intake; maintenance of detailed medication records; consultation with a
nurse as needed about health concerns and medication plans; assistance by non-
medically certified aides each day during waking hours in activities of daily
living that include getting in and out of bed and chairs, walking, using the toilet,
dressing, eating, and bathing; and routine checks by staff members of Building
Y to insure the residents' general well-being. Some residents of Building Y have
incapacitating infirmities that require continual assistance, but do not require
continual or frequent nursing, medical, or psychiatric services. Continual or
frequent nursing, medical, or psychiatric services are not made available in
Building Y.

The basic services and the Building Y support services are made available to
residents of Building Z. In addition, Building Z is staffed in the following
manner: registered nurses are on duty for 12 hours each day; licensed practical

8-14
Revised September 2014



Development Fees

nurses are on duty for 24 hours each day; and licensed nurses' aides are
available 24 hours each day. The nurses and nurses' aides are available to
provide nursing care for residents' medical or psychiatric needs. Thus, continual
or frequent nursing, medical, or psychiatric services are made available in
Building Z.

Residents in Building X are required to move into Buildings Y or Z or another
facility outside of Complex M if, because of physical or mental disability, they
require additional care beyond that offered by Building X. Residents in
Buildings X and Y are required to move into Building Z or another facility
outside of Complex M if they require continual or frequent nursing, medical, or
psychiatric services.

ANALYSIS

As set forth in the facts above, Building X, Building Y, and Building Z each
contains complete living units within the meaning of Treas. Reg. §1.103-
8(b)(8), all of the living units within the respective buildings are available to the
general public, and all of the living units are used on a non-transient basis.
Since Complex M also provides significant non-housing services to residents of
the three buildings (including continual or frequent nursing, medical, or
psychiatric services to the residents of Building Z), the analysis must consider
the nature and extent of the non-housing services. In the case of Complex M,
the analysis must examine whether the buildings of Complex M are hospitals,
nursing homes, sanitariums, or rest homes rather than residential rental
property. ... The labels are not determinative. The focus ..... is whether the
facilities are, in substance, residences or health care facilities. Therefore, the
nature and degree of the services provided by the facility controls.

Significant non-housing services are made available to residents of Building X
and Building Y, including meals and various support services. The services
available to residents of Building X and Building Y do not include continual or
frequent nursing, medical, or psychiatric services although, under the lifetime
lease option, certain residents are assured that they will receive continual or
frequent nursing, medical, or psychiatric services in Building Z if required.

HOLDING

Thus, under the principles set forth above, Buildings X and Y would be
residential rental property [and qualified as residential rental units under IRC
842(d)]. Continual or frequent nursing, medical, or psychiatric services are
made available to residents of Building Z in addition to the same non-housing
services that are made available to residents of Building X and Building Y.
Thus, under the principles set forth above, Building Z would not be a residential
rental property.

Developer Fee  Generally, a developer fee represents payment for the developer’s services and is (at
Defined least in part) includable in eligible basis. There are three basic types of developer

fees.
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Related Parties

Audit Issues
&Techniques

Turnkey Project Fee

The taxpayer (usually a partnership) enters into a development agreement with a
developer to pay an amount that includes all hard construction costs and the
developer’s fee. For example, the development agreement requires a payment of $2
million with the estimated hard costs of the project budgeted at $1,200,000. If the
actual costs are consistent with the budgeted amounts, then the developer will have
earned a fee of $800,000. If the actual costs exceed the budget, the development fee
would decrease.

Fixed Amount Development Fee

A fixed amount developer fee occurs when the “hard costs” and the developer fee are
separately stated line items in the contract. For example, $1 million of estimated hard
costs with a developer fee added in a fixed amount of $150,000. Unlike a turnkey
agreement, the developer fee does not decrease if the hard costs exceed the budgeted
amount.

Completed Project Developer Fee

A completed project developer fee is passed on to the ultimate purchaser of the
building as a component of the purchase price. The purchase price includes all the
components (land, new construction, acquisition of and existing building,
rehabilitation costs, and development fee), but the individual components may not be
separately stated.

Typically, the developer will be the general partner (or managing general partner) of
the partnership owning the project. The developer may also be related to the entity
that actually constructed the project or the property management company operating
the project. The inter-relationships need to be identified and understood, as these
relationships will affect how transactions are conducted and documented.

While there are specific relationships noted throughout IRC 842, taxpayers are
considered related for audit purposes if:

1. an adjustment made to one return requires corresponding adjustments to the other
return to ensure consistent treatment (see also IRC 8§ 1313(c) and 267), or

2. tax returns are for entities over which the taxpayer has control and which can be
manipulated to divert funds or camouflage financial transactions.

There are four basic issues to consider when examining the developer fee.

1. Character of the services to be provided,
2. Services actually provided,

3. Reasonableness of the fee amount, and
4. Method of payment.
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Issue 1:
Character of
the Services to
be Provided

To address these issues:

1.

Review the development agreement or contract. Generally, the contract will
outline all the anticipated responsibilities and remedies if the developer fails to
perform according to the agreement. It should also disclose the payment terms.
Typically, there will be payments at specific times during development and when
development is completed. The developer may also have agreed to defer payment
of a portion of the fee.

. If the developer agreed to defer payment, review the developer fee note and/or

other applicable documents(s) evidencing the debt. The note and/or applicable
document(s) will outline the terms (amount, interest, payment schedule, etc.) for
payment of the deferred fee.

. Review the taxpayer’s book and records to identify payment of the fee. If the

developer agreed to defer a portion of the fee, determine whether payments been
made and/or interest accrued according to the terms of the agreement.

The development services to be provided will be identified in the agreement entered
into by the taxpayer and the developer. This contract, as well as any supporting
documentation, should be reviewed to determine what services the developer
expected to perform. Typically, the developer agrees to provide (or may have
previously provided) services related to the acquisition, construction, and initial
operating phases of development.

Development Costs Includable in Eligible Basis

Examples of services typically includable in eligible basis include, but are not
limited to:

1.

Negotiating agreements for architectural, engineering, and consulting services, the
construction of the low-income housing (including interiors) or improvements
includable in eligible basis, and the furnishing of the associated supplies,
materials, machinery or equipment.

. Applying for and maintaining all government permits and approvals necessary for

the construction of the project and securing the certificates of occupancy (or other
equivalent documents) when completed.

. Complying with the requirements imposed by insurance providers during

construction.

. Providing oversight, including inspections during the course of construction and

approving eventual payment for the services rendered.

. Implementing the taxpayer’s decisions made in connection with the design,

development, and construction of the project.

See Appendix C for the treatment of specific costs not identified here.
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Developmental Costs Not Includable in Eligible Basis

Development of a low-income project involves services that are not associated with
the low-income buildings and, therefore, the costs are not includable in eligible basis.
Typical services include (but are not limited to):

1. Acquiring the project site. Specific activities may include locating suitable sites,
performing economic and feasibility studies, market studies, and negotiating the
purchase price. The developer may be involved in the purchase (settlement and
closing) for a selected site and be responsible for holding and maintaining the site
until construction begins. Note: a portion of the purchase price may be included in
eligible basis if the purchase included the acquisition of a building that is
subsequently rehabilitated for use as low-income residential rental property.

2. Maintaining contracts, books and records sufficient to establish the value of the
completed project.

Negotiating Financing

A developer may advise the taxpayer regarding available sources of financing, such
as federal, state or local subsidy programs, as well as commercial financing. The
developer may also negotiate the terms of the financing with lenders or secure
financing. See “Cost of Securing Financing” on page 8-27.

Partnership Costs

Services associated with the partnership’s organization, syndicating partnership
interests, or securing an allocation of IRC 842 credit, are not includable in eligible
basis. These costs are discussed in detailed later in this chapter.

Initial Lease-Up Costs

Because of the developer’s expertise, the taxpayer may contract with the developer
to complete the initial leasing of the rental units. Typical costs include (but are not
limited to) hiring on-site managers and trained staff, advertising, and maintaining
model units. These costs are not includable in eligible basis. Instead, the costs should
be amortized over the life of the lease if long term. If the lease is for a short term,
typically at least six months but no more than one year for low-income rental units,
then the costs should be amortized over the period necessary for completing the
initial leasing of all the rental units.

On-Going Management Costs

The developer may also contract to provide on-going management of the day-to-day
operations of the project after the initial lease-up. Typical services include providing
qualified on-site project managers, physically maintaining the project site, resolving
tenant issues, renewing leasing and securing new tenants, including the completion
of income certifications for low-income households. The manager will have
authority to collect rents, make deposits, and pay expenses below specified dollar
criteria without the taxpayer’s approval. The management services may also provide
for the creation of books and records sufficient to accurately report rental income and
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Issue 2:

Services
Actually
Provided

Issue 3:
Reasonable
Fee

Issue 4:
Method of
Payment

period expenses on the taxpayer’s federal income tax return. These costs should be
expensed and matched against current rental income.

The second issue to consider is whether the developer actually performed the
services. While it is generally expected that one developer will initiate development
and then provide services throughout the development process until the project is
completed, there are instances where more than one developer is involved.

Concurrent Developers

Multiple developers may be involved at the same time. For example, a for-profit
developer may work with a qualified nonprofit organization to develop a low-income
project qualifying for a credit allocation under IRC 842(h)(5). When there are
multiple developers, there are two basic questions:

1. How were developmental responsibilities divided among the developers? For
example, responsibilities may be assigned based on the developers’ areas of
expertise.

2. Did the developer have the skills and expertise needed to provide developmental
services and complete the project?

Consecutive Developers

A developer may not be able to complete a project and the taxpayer will hire a new
developer. Under these circumstances, it is important to understand why the
developer could not complete the project, what services each developer performed,
and how the developers were paid.

While the absolute value of the fee can be large, the developer bears the equally
large financial risk of failure. As a best practice, the state agencies have limited the
developer fee amount that can be supported by the credit. While the methodologies
differ, the state agencies generally limit the fee to a percentage of total costs. The
IRS is not compelled to accept the developer fee amount allowed by the state agency
and may raise issues involving the reasonableness of the fee amount if the facts and
circumstances warrant doing so.

Developer fee payments made during development, or at the time development is
completed, and which are identified in the taxpayer’s books as payments of
developer fees are (generally) not challenged. Deferred fees, however, require further
consideration.

Performance of Additional Services

1. Because the developer may be (or is related to) the general partner, consider
whether the payment is contingent upon providing services usually associated
with the duties of a general partner.

2. Because the developer may be (or is related to) the entity operating the low-
income project, consider whether payment of the developer fee is contingent on
successfully operating the project, or maintaining the project in compliance with
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Analysis
of Debt

IRC §42.

If the above fact patterns exist, separately or in combination, then the deferred
portion of the developer fee is not includable in eligible basis because the developer
is being paid for services unrelated to the development of the low-income building.

Intent to Pay Deferred Developer Fee

In some cases, the terms and conditions of the deferred developer fee note and/or
other documents may suggest that the taxpayer does not intend to pay the deferred
fee. This issue is particularly important to address if the parties to the transaction are
related. Consider whether:

1. the note and/or other documentation bears no interest rate or no payment is
required for extended periods of time, suggesting that the agreement is not an
arm’s length transaction,

2. payment is contingent on events unlikely to occur,

3. payment is subordinate to payment of other debt, and it is unclear that payment
would ever be financially possible,

4. the developer holds a right of first refusal to purchase the property for a price
equal to the outstanding debt, or

5. the general partner, who is (or is related to) the developer, is required to make a
capital contribution sufficient to pay the deferred fee if the fee is not paid before a
specified date.

If the above fact patterns exist, separately or in combination, the deferred developer
fee note may not be bona fide debt.

An extended discussion of bona fide debt is included here. See also Chapter 10.
Recourse or Nonrecourse Debt

Generally, debt, whether recourse or nonrecourse, is includable in the basis of
property. Commissioner v. Tufts, 461 U.S. 300 (1983); Crane v. Commissioner, 331
U.S. 1, 11 (1947). However, the obligation must represent genuine, noncontingent
debt. Nonrecourse debt is not includable if the property securing the debt does not
reasonably approximate the principal amount of the debt, or if the value of the
underlying collateral is so uncertain or elusive that the purported indebtedness must
be considered too contingent to be includable in basis.

Recourse liabilities are generally includible in basis because they represent a fixed,
unconditional obligation to pay, with interest, a specified sum of money. However,
the mere fact that a note is recourse on its face is not determinative. For example, an
obligation, whether recourse or nonrecourse will not be treated as a true debt where
payment, according to its terms, is too contingent or repayment is otherwise unlikely.
A liability is contingent if it is dependent upon the happening of a subsequent event,
such as the earning of profits.
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Genuine Indebtedness

When considering whether transactions characterized as “loans” constitute genuine
indebtedness for federal tax purposes, the courts have isolated a number of criteria
from which to judge the true nature of an arrangement which in form appears to be
debt. In Fin Hay Realty Co. v. United States, 398 F.2d 694, 696 (3" Cir. 1968), the
court enumerated the following sixteen nonexclusive factors that bear on whether an
instrument should be treated as debt for tax purposes:

1. The intent of the parties;

2. the identity between creditors and shareholders;

3. the extent of participation in management by the holder of the instrument;
4. the ability of the debtor to obtain funds from outside sources;

5. thinness of capital structure in relation to debt;

6. therisk involved;

7. the formal indicia of the arrangement;

8. the relative position of the obligees as to other creditors regarding the payment
of interest and principal,

9. the voting power of the holder of the instrument;

10. the provision of a fixed rate of interest;

11. acontingency on the obligation to repay:

12. the source of the interest payments;

13. the presence or absence of a fixed maturity date;

14. aprovision for redemption by the corporation;

15. aprovision for redemption at the option of the holder; and

16. the timing of the advance with reference to when the taxpayer was organized.
As the Fin Hay court noted, “Neither any single criterion nor any particular series of
criteria can provide an exclusive answer in the kaleidoscopic circumstances which
individual cases present.” The Sixth Circuit cited Fin Hay with approval in Indmar
Products Co., Inc. v. Commissioner, 444 F.3d 771, (6 Cir. 2006), confirming that
“[t]he various factors...are only aids in answering the ultimate question whether the
investment, analyzed in terms of its economic reality, constitutes risk capital entirely
subject to the fortunes of the corporate venture or represents a strict debtor-creditor
relationship.” The Tax Court has also held that the case-enumerated factors are

merely aids to determining whether a given transaction represents genuine debt.
Nestle Holdings, Inc., v. Commissioner, T.C. Memo, 1995-441.
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Notice 94-47, 1994-1 C.B. 357, provides that the characterization of an instrument
for federal income tax purposes depends on the terms of the instrument and all the
surrounding facts and circumstances. Among the factors that may be considered
when making such a determination are:

1. whether there is an unconditional promise on the part of the taxpayer to pay a
fixed sum on demand or at a fixed maturity date that is in the reasonable
foreseeable future,

2. whether the lender has the right to enforce the payment of principal and interest,
3. whether the lender’s rights are subordinate to rights of general creditors,

4. whether the instruments give the lender the right to participate in the
management of the issuer (in this case, the IRC 8§42 project),

5. whether the taxpayer is thinly capitalized,
6. whether the lender (stockholders or partners) is related to the taxpayer,
7. the label placed upon the instrument by the parties, and

8. whether the instrument is intended to be treated as debt or equity for non-tax
purposes, including regulatory, rating agency, or financial accounting purposes.

The weight given to any factor depends upon all the facts and circumstances. No
particular factor is conclusive in making the determination of whether an instrument
constitutes debt or equity. There is no fixed or precise standard. As noted in
Goldstein v. Commissioner, T.C. Memo 1980-273, 40 TCM 752 (1980), among the
common factors considered when making this determination are whether:

a note or other evidence of indebtedness exists,
interest is charged,

there is a fixed schedule for repayments,

1

2

3

4. any security or collateral is requested,

5. there is any written loan agreement,

6. ademand for repayment has been made,
7

the parties' records, if any, reflect the transaction as a loan any repayments have
been made, and

8. the borrower was solvent at the time of the loan.

The key inquiry is not whether certain indicators of a bona fide loan exist or do not
exist, but whether the parties actually intended and regarded the transaction to be a
loan.
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An essential element of bona fide debt is whether there exists a good-faith intent on
the part of the recipient of the funds to make repayment and a good-faith intent on
the part of the person advancing the funds to enforce repayment. See Fisher v.
Commissioner, 54 TC 905 (1970).

In Story v. Commissioner, 38 TC 936 (1962) the Court held that the mere fact that
the original payee indicated he might or might not attempt to collect on the notes, or
that he might forgive all or portions of them in the future, makes the notes no less
binding obligations until the events occurred which would relieve the obligation.
However, the Commissioner, in C.B. 1965-1, 4, limited his acquiescence in this case
to the factual nature of that particular case. See Rev. Proc. 65-4, C.B. 1965-1, 720.

The Court relied upon Story v. Commissioner, supra, in Haygood v. Commissioner,
42 TC 936 (1964), in concluding that notes created enforceable indebtedness even
though petitioner had no intention of collecting the debts but did intend to forgive
each payment as it became due. In an Action on Decision, the Commissioner stated
that it will “continue to challenge transfers of property where the vendor had no
intention of enforcing the notes given in exchange for the interest transferred but
instead intended to forgive them as they became due. The [Commissioner] believes
the intent to forgive the notes is the determinative factor...where the facts indicate
that the vendor as part of a prearranged scheme or plan intended to forgive the notes
he received for the transfer of his land, so valuable consideration will be deemed
received...” Action on Decision, 1976 A.O.D. LEXIS 364.

Related Party Transactions

In the typical fact pattern for IRC 8§42 projects, both the general partner of the
taxpayer (the purported debtor) and the developer (the purported creditor) are
controlled by the same entity (or may be the same entity). Where borrowing
transactions occur between related entities rather than as arm’s length, they are
“subject to particular scrutiny because the control element suggests the opportunity
to contrive a fictional debt.” Geftman v. Commissioner, 154 F.3d 61, 68 (3d Cir.
1998). Stated another way, where “the same persons occupy both sides of the
bargaining table,” the form of a transaction “does not necessarily correspond to the
intrinsic economic nature of the transaction, for the parties may mold it at their will”
in order “to create whatever appearance might be of...benefit to them despite the
economic reality of the transaction.” Geftman, 54 F.3d 61 at 75, citing Fin Hay
Reality v. United States, 398 F.2d 694, 697 (3d Cir. 1968). Accord, Anchor Natl. Life
Ins. Co. v. Commissioner, 93 T.C. 382, 407 (1989).

As the Geftman Court explained, “[t]he rule in Fin Hay accords with the general
principle that tax consequences must be determined not from the “form of the
transaction,” but from its “true substance.” Geftman, 154 F.3d at 75. Thus, “a
transaction must be measured against an objective test of economic reality and
characterized as a bona fide loan only if its intrinsic economic nature is that of a
genuine indebtedness.” Where the transaction is not the project of an arm’s length
relationship, much less weight is accorded to the factors relating to the form of the
transaction than to those factors that go to the substance of the arrangement. See
Laidlaw v. Commissioner, T.C. Memo. 1998-232; 75 TCM (CCH) 2598, 2617.
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Intrinsic Economic Nature

In form, the deferred developer fee will be structured as a promissory note or other
debt instrument. However, given the relationship between the parties, a court may
accord little weight to the form of the transaction. Instead, the essential question is
whether the instrument’s “intrinsic economic nature is that of a genuine indebted-
ness.”

1. Independent Creditor Test

Consider the substantive terms of the alleged debt. For example, the note does not
provide for installment payments; rather, the note is due and payable only after a
extended period of time. It is only payable after all the taxpayer’s operating
expenses and all other sums due are paid. The debt is nonrecourse and unsecured.
In the event of default, the note holder’s sole remedy is a judgment against the
taxpayer, to be collected against whatever assets (if any) the taxpayer has at the
time of default. Despite these unusually generous terms, the debt is interest-free.

The acid test of the economic reality of a purported debt is whether an unrelated
outside party would have advanced funds to the borrower under like
circumstances. Fischer v. U.S., 441 F.Supp. 32, 28 (1977). It is highly unlikely
that an outside lender would have advanced funds to a taxpayer under the terms
described above. Generally, creditors avoid subjecting funds to the risk of the
borrower’s business as much as possible and seek a reliable return. See Laidlaw,
T.C. Memo 1998-232. Commercial lenders thus impose borrowing terms that
ameliorate risks and charge interest rates that are reasonably calculated to
compensate for those risks and provide a reasonable return on the lender’s
investment. As described above, none of the note terms suggest any effort to limit
risks. The note is due and payable far in the future. There are no installment
payments due in the interim. The note is subordinated to other debt and is only
payable after all the taxpayer’s operating expenses have been paid. The note is
unsecured and nonrecourse. An economically motivated lender would charge
significant interest to account for these risks, but the deferred developer fee note
considered here is interest-free. Altogether, these features indicate that the debt
instrument’s “intrinsic economic nature” is not that of genuine debt.

2. Debt-Equity Ratios

Another factor that can indicate an absence of substance to purported debt is
thinness of the taxpayer’s capital structure relative to accumulated debt. Fin Hay,
398 F.2d 694, 696; Laidlaw, 75 TCM (CCH) at 2620. Courts generally consider a
borrower’s debt to equity ration and other financial data in deciding if it is thinly
capitalized. Tyler .v Tomlinson, 414 F.2d 844, 850 (5™ Cir. 1969). A taxpayer’s
thin capitalization adds to the evidence that a deferred developer fee is not
genuine debt. However, even if the taxpayer’s capital structure were more robust,
that alone, especially in light of the highly favorable terms of the debt, would not
necessarily tip the balance in favor of treating a deferred developer fee as
described above as genuine debt.
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3. Potential Sources of Repayments

A related factor when considering the substance of the transaction is the
taxpayer’s ability to repay the advance and the reasonable expectation of the
repayment. Laidlaw, 75 TCM (CCH) at 2624. Normally, there are four such
possible sources: (1) liquidation of business assets, (2) profits, (3) cash flow, and
(4) refinancing with another lender. “The burden is on the taxpayer to establish
this, of course, and such a conclusion must be based on concrete facts and sound
assumptions about the [taxpayer’s] future.” Fischer v. United States, 441 F.Supp
32,39 (1977).

Consider the taxpayer described in TAM 200044004, which was a partnership
formed to construct, develop, and operate a low-income housing tax credit
property. The taxpayer’s managing partner was related to other parties, including
the developer. The other general partner was a nonprofit corporation. At com-
pletion of the construction, the taxpayer did not have sufficient funds to pay the
entire development fee so it issued a note for the balance owing. The note was
payable at maturity, 13 years from completion of the project. The note was
unsecured and source-of-payment restrictions were in effect during the term of the
note. Payment was subordinate to other debts. The note bore interest which was
compounded annually and added to the unpaid principal during the term of the
note. The taxpayer was obligated to pay off the note in full at maturity and the
general partners were obligated to make additional capital contributions necessary
to pay off the note at maturity. Financial statements also indicated that payments
had been made on the note.

The TAM concluded that the amount of the developer fee note was includable in
the building’s eligible basis. The note was an obligation on the part of the
taxpayer to pay a fixed amount, with interest, at maturity. Although payments
were contingent on cash flow or receipts from capital transactions prior to
maturity, all remaining principal and accrued interest were payable at maturity.
Also, although sources of payment were contingent, and the developer could not
foreclose on any security interest in any specific asset, the general partners were
obligated, at maturity, to contribute an amount sufficient to pay off the note in
full. Repayment of the note was also backed by the equity the taxpayer had in the
assets beyond the general partners’ guarantee. In other words, it appeared the
taxpayer has sufficient equity and assets to repay the note.

Critical to the determination in the TAM was the fact that the note bore interest to
compensate the lender for the various financial risks posed by the note. The TAM
cites an excerpt from Gibson Products v. United States, 637 F.2d 1041 (5™ Cir
1981), in which the court stated that, “the single most important factor dictating
that the transaction...was not a true loan is the fact that the total combined
assets....were not sufficient to pay the note on or before the maturity date...absent
production from any of the leases.” 637 F.2d at 1047.
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Court Case:
Substantiation
of Services
Performed

Summary

In Carp & Zuckerman v. Commissioner, the Tax Court concluded that the taxpayers
failed to prove that they performed the development services specified in the
agreement. The Court explained that the taxpayer bears the burden of proving that
the developer fee constituted a qualified expenditure and that it was inappropriate to
apply the rule found in Cohan v. Commissioner. See Appendix I.

Ultimately, the burden is on the taxpayer to demonstrate that the developer fee was
earned and is includable in eligible basis. If the taxpayer has deferred payment, the
taxpayer will also need to demonstrate the deferred fee is bona fide debt. For related
party transactions, when a court may accord little weight to the form of the trans-
action, the intrinsic economic nature of the transaction must be considered; i.e.,
would an unrelated outside lender advanced funds to the taxpayer under like circum-
stances? Particularly when the absence of interest provisions (or very low interest
rates), unsecured, nonrecourse, subordinated, balloon payment would normally
dictate a significant interest rate in a commercial setting to compensate the lender for
the associated risks.

Partnership Costs

Organizing
Costs

Syndication
Costs

Partnership costs are not includable in eligible basis. Because the taxpayer may have
included partnership costs in the development costs, the taxpayer’s books and
records should be reviewed.

Generally, IRC 842 projects are owned by partnerships. The cost of organizing a
partnership is amortized over a period of time not less than 60 months under IRC
§709(b) and is not includable in eligible basis. Organizational costs include
associated legal and accounting fees for preparing legal documents and contracts,
making required regulatory filings, etc.

Syndication costs are incurred for the marketing and selling of partnership interests.
Expenses include the preparation of offering memorandums and promotional
materials, broker fees and commissions, legal fees, and due diligence costs. None of
these costs are includable in eligible basis. Under IRC §709, these costs are capital
costs that are not currently expensed or amortized, nor includable in the basis of the
property for purposes of depreciation.

IRC 842 Credit Allocation Costs

Credit allocation costs are incurred to secure an allocation of IRC 842 credit. These
costs are not capitalized to the low-income buildings’ adjusted basis and, therefore,
are not includable in eligible basis. Activities related to credit allocation costs
include (but are not limited to):

1. Reviewing the state agency’s qualified allocation plan, which identifies the
state’s housing priorities (IRC §42(m)(1)(B) and (C)) and locating qualifying
sites.

2. Conducting a comprehensive market study of the housing needs of low-income
individuals in the area to be served by the project. IRC 842(m)(1)(A)(iii)
specifies that the market study is to be conducted before the credit allocation is
made and at the developer’s expense by a disinterested party approved by the
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state agency.

3. Notifying the chief executive officer (or the equivalent) of the local jurisdiction
where the project is to be located and providing the individual with a reasonable
opportunity to comment on the project. The notification may also include town
meetings with the community. IRC 842(m)(1)(A)(ii) requires state agencies to
make this notification, but the requirement is often delegated to the developer.

4. Preparing and submitting a detailed proposal to the state agency describing the
project, estimating costs, and identifying sources of financing (including federal,
state and local subsidies). The amount of equity expected to be generated by
reason of the IRC 842 credit must also be disclosed. See IRC §42(m)(2). In
addition, the proposal will include information required by the state agency.

5. Paying application and/or allocation fees to the state agency. See Rev. Rul. 2004-
82, Q&A #3.

Depending on the facts, all or a portion of these costs may be required to be
capitalized as amounts paid to create an intangible asset. See Treas. Reg. §1.263(a)-
4. Any portion of these fees not required to be capitalized under Treas. Reg.
81.263(a)-4 may be deductible as an ordinary and necessary expense under IRC
88162 or 212, provided the taxpayer satisfies the requirements of those sections.

Cost of Securing Financing

The IRC 8§42 project will most likely need additional funding in addition to the
equity investment by limited partners. The sources may vary, but generally the
cost of securing the funding is not includable in eligible basis. Instead, the cost is
amortized over the life of the funding as an amortizable IRC 8167 intangible. See
TAM 200043015, which cites Enoch v. Commissioner, 57 T.C. 781, 794-5 (1972),
acq. on this issue, 1974-2 C.B. 2. See also Rev. Rul. 70-360, 1970-2 C.B. 103, Rev.
Rul. 75-172, 1975-1 C.B. 145, and Rev. Rul. 81-160, 1981-1 C.B. 312.

Common costs include:

Interest on bridge or construction loans,
Permanent loan credit enhancement,

Permanent loan origination fees and closing costs,
Recording and title insurance costs, and

Reserves required by lender.

agrwdE

Under IRC §263A, however, the allocable portion of indirect costs of real or tangible
personal property produced by a taxpayer during the construction period are
generally capitalized to the property produced; i.e., costs that directly benefit or are
incurred by reason of the performance of production activities. To the extent the
costs are allocated and capitalized under IRC §263A to property produced that
qualifies for eligible basis, these capitalized costs are includable in eligible basis.

For example, while the interest on a bridge or construction loan is generally not
includable in eligible basis, the interest incurred during the construction period that is
capitalized as an indirect cost under IRC 8263A is includable in eligible basis.
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Cost of Issuing
Tax-Exempt
Bonds

The costs associated with issuing tax-exempt bonds (bond issuance costs) are not
includable in eligible basis, even if the same costs are capitalized under IRC §263A.

Bond costs include:

. fees assessed by the state agency,

. state board fees,

. rating agency fees,

. trustee fees,

. underwriter fees,

. investment fees,

. legal counsel fees,

. bank inspector fees, and

. costs for photos, prints, and renderings.

O©CoOoO~NoOo Ul WwWN P

TAM 200043015 provides the rationale for excluding all bond issuance costs from
eligible basis. As explained in the TAM, Congress determined that bond issuance
costs are not costs sufficiently associated with providing residential rental housing to
satisfy the exempt purpose of the bond offering. Characterizing a certain portion of
bond issuance costs under IRC 8263A as satisfying the exempt purpose of the
offering is directly contrary to this specific congressional determination. Further,
permitting an IRC 8263A characterization of bond issuance costs to control for
purposes of IRC 842 would result in the disparate treatment of the term “residential
rental property” between IRC 88 42 and 142. This result is contrary to the statutory
and legislative history construct governing IRC 8§42 that requires that residential
rental property have the same meaning for purposes of both IRC 88 42 and 142.

Computing Adjustments to Eligible Basis

Nongqualifying
Costs

The examination of eligible basis fundamentally requires consideration of five issues:

. character of the assets,

. cost of the assets,

. when the cost was paid or incurred,

. Whether costs were reasonably allocated among the assets, and

. Whether the assets are in continuous use during the entire 15-year compliance
period.

O~ WN -

Based on the examination results, the dollar value of assets included in eligible basis
should be adjusted.

Example 1: Impermissible Costs Included in Eligible Basis

A taxpayer claimed IRC 842 credit based on qualifying costs of
$10,000,000. The examiner made the following adjustments:

1. $75,000 - the expense was paid to an accountant to prepare the
application submitted to the state agency to secure an allocation of
credit. The $75,000 included the cost of the market study required
under IRC 842(m)(1)(A)(iii) and preparing the three cost
certifications required under IRC 842(m)(2)(A).
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2. $100,000 - the expense was a contingency fee included in the
construction contract that was not paid during the period prescribed
in the contract.

3. $450,000 - the taxpayer included the entire $1,500,000 developer
fee in eligible basis. The adjustment was made to account for
services provided by the developer to find and purchase the land,
organize the partnership, and secure the allocation of credit.

4. $35,000 - the expense was for the construction of a swimming
pool, considered common area that was timely placed in service,
but later proved to be too expensive to operate. The taxpayer filled
in the pool.

5. $40,000 - the taxpayer could not document that costs were
associated with qualifying assets or that the expenses were actually
incurred.

The total adjustment is $700,000. The actual eligible basis is
$10,000,000 - $700,000 = $9,300,000.

Reductions and  Once the actual costs includable in eligible basis are determined, specific reductions
and limitation are considered. If the taxpayer acquired and rehabilitated an existing
building, refer to Chapter 9. Otherwise, the next step in the examination of eligible
basis is an analysis of the taxpayer’s financial resources. See Chapter 10.

Limitations

Summary

This chapter focused on determining the dollar value of assets includable in eligible
basis.

1.

Eligible basis is defined, generally, as depreciable residential rental property. IRC
88 103 and 168 are the primary Code references, as well as specific criteria
provided by IRC §42. Depreciable basis includes costs capitalized to the property
under IRC 88 263(a) and 263A.

. Eligible basis includes the costs associated with the residential rental units,

common areas provided as amenities, functionally related facilities, community
service facilities, facilities used to provide supportive services for the homeless,
and land improvements (under limited circumstances).

. A low-income building’s eligible basis is its adjusted basis at the end of the first

year of the building’s credit period, not at the time the building is placed in
service.

Eligible basis does not include costs expensed under IRC §179.

. The analysis of eligible basis begins by reconciling the eligible basis reported on

Forms 8609 and 8609-A, followed by a review of the final cost certification
presented to the state agency. Based on this review, specific costs can be
identified as large, unusual, or questionable items and the audit scope established.
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. Verification of the costs included in eligible basis includes consideration of the
character and cost of the asset, as well as when the cost was paid or incurred.
Consideration should also be given to whether costs were reasonably allocated
among the qualifying assets and whether the assets were continuously in service
during the building’s 15-year compliance period.

. The developer fee represents the developer’s profit and may be includable in
eligible basis. The four primary issues to consider are the character of the services
provided, services actually provided, reasonableness of the fee amount, and the
method of payment.

. Certain costs are not includable in eligible basis; e.g., the cost of organizing a
partnership and syndicating partnership interests. The cost of securing an
allocation of IRC 842 credit is also excluded.

. The costs of securing financing generally do not qualify as eligible basis; these
costs are amortized over the life of the funding under IRC §167. To the extent
these amortized costs are allocable to property produced during the construction
period under IRC 8263A, the allocable costs are includable in eligible basis.
However, costs associated with issuing tax-exempt bonds are not includable in
eligible basis, even if the same costs are capitalized under IRC §263A.
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Chapter 9

Eligible Basis: Acquisition and Rehabilitation of Existing Buildings

Introduction

Topics

If the taxpayer acquired an existing building and rehabilitated it for use as low-
income housing, then additional criteria must be met to qualify for the IRC §42
credit. New buildings are defined in IRC 842(i)(4) as buildings for which the original
use begins with the taxpayer. Existing buildings are defined in IRC §42(i)(5) as
buildings that are not new buildings.

Under specific conditions, credit can be allocated for both the acquisition and
rehabilitation of an existing building. Two separate allocations of credit will be made
and documented on separate Forms 8609, Low-Income Housing Credit Allocation
and Certification. The type of allocation will be identified on line 6.

« Acquisitions of Existing Buildings

« Substantially Rehabilitated Buildings

« Acquiring a Low-Income Building Before the End of the Compliance Period
« Acquiring a Low-Income Building During the First Year of the Credit Period
« Acquiring a Low-Income Building Before the Place in Service Date

e Summary

Acquisition of Existing Buildings

IRC 842(d)(2):
Existing
Buildings

Requirement 1:
Acquisition by
Purchase

Generally, the eligible basis of an existing building is its adjusted basis as of the
close of the first taxable year of the building’s credit period if the taxpayer’s
acquisition of the building meets all four requirements explained in this section.

See IRC 842(d)(2)(B). If the acquisition does not meet all four requirements, then
the eligible basis is zero. See IRC 8§42(d)(2)(A)(ii). The adjusted basis of an existing
building does not include the basis of the building as determined by reference to the
basis of other property held at any time by the person acquiring the building. See
IRC 8§42(d)(2)(C).

The building is acquired by purchase as defined in IRC 8179(d)(2), which defines
the term “purchase” as any acquisition of property, but only if:

1. The property is not acquired from a person whose relationship to the person
acquiring it would result in the disallowance of losses under IRC 88§ 267 or
707(b). However, when applying IRC §267(b) and (c) for purposes of IRC
8179(d), IRC §267(c)(4) is treated as providing that the family of an individual
shall include only his/her spouse, ancestors, and lineal descendants,

2. The property is not acquired by one component member of a controlled group
from another component member of the same controlled group, and

3. The basis of the property in the hands of the person acquiring it is not determined
(1) in whole or in part by reference to the adjusted basis of such property in the
hands of the person from whom acquired, or (2) under IRC §1014(a) (relating to
property acquired from a decedent).
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Requirement 2:
Last Placed in
Service

For buildings acquired before July 31, 2008, IRC 8179(d) is applied by substituting
10 percent” for “50 percent” in IRC 88179(d)(7), 267(b), and 707(b).

For buildings placed in service before July 31, 2008, there is a period of at least 10
years between the date of its acquisition by the taxpayer and the later of (1) the date
the building was last placed in service, or (2) the date of the most recent nonqualified
substantial improvement of the building,

A “substantial” improvement is an improvement added to the capital account of a
building during any 24-month period, but only if the sum of the amounts added to
the account during this period equals or exceeds 25% of the adjusted basis of the
building (determined without regard to IRC 81016(a)(2) and (3)) as of the first day
of such period. The date of a substantial improvement is the last day of the 24-month
period.

A “nonqualified substantial improvement” is any substantial improvement if IRC
8167(K), as in effect on November 4, 1990, the day before the date of enactment of
the Revenue Reconciliation Act of 1990, was elected for the improvement or IRC
8168, as in effect on October 22, 1986, the day before the enactment of the Tax
Reform Act of 1986, applied to such improvement.

Consideration of the building’s most recent nonqualified substantial improvement
was removed when IRC 842(d)(2)(B) was amended as part of the Housing
Assistance Act of 2008. As a result, for buildings placed in service after July 30,
2008, the determination is limited to whether there is a period of at least 10 years
between the date of its acquisition by the taxpayer and the date the building was last
placed in service.

When determining when a building was last placed in service for purposes of the 10-
year requirement, certain placed in service events taking place within the 10-year
period are ignored. These include a placement in service:

1. in connection with the acquisition of a building in a transaction in which the basis
of the building in the hands of the person acquiring it is determined in whole or in
part by reference to the adjusted basis of such building in the hands of the person
from whom acquired;

2. of a building by a person whose basis in the building is determined under IRC
81014(a) (relating to property acquired from a decedent);

3. of a building by any governmental unit or qualified nonprofit organization (as
defined in IRC 842(h)(5)) if the requirements of IRC 842(d)(2)(B)(ii) are met with
respect to the placement in service by such unit or organization and all the income
from such property is exempt from Federal income taxation;

4. of a building by any person who acquired the building by foreclosure (or by
instrument in lieu of foreclosure) of any purchase-money security interest held by
such person if the requirements of IRC 8§42(d)(2)(B)(ii) are met with respect to the
placement in service by such person and such building is resold within 12 months
after the date such building is placed in service by such person after such
foreclosure; or
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Requirement 3:
Previously
Placed in
Service by the
Taxpayer

Requirement 4:
Substantial
Rehabilitation

Audit Issue:
Artificially
Inflated
Purchase Price

5. of a single-family residence by any individual who owned and used such
residence for no other purpose than as the individual’s principal residence.

In addition to the rules described above, IRC §42(d)(6) provides a special exception
that makes the 10-year requirement under IRC 842(d)(2)(B)(ii) inapplicable.
Qualifying buildings include:

1. Any “federally-assisted building” or “state-assisted building” placed in service
after July 30, 2008. A federally-assisted building is any building substantially
assisted, financed, or operated under section 8 of the United States Housing Act of
1937, section 221(d)(3), 221(d)(4), or 236 of the National Housing Act, section
515 of the Housing Act of 1949, or any other housing program administered by
the Department of Housing and Urban Development or by the Rural Housing
Service of the Department of Agriculture. A state-assisted building is any building
substantially assisted, financed, or operated under any state law similar in
purposes to any of the laws referred to above for federally-assisted buildings.

2. Buildings acquired from insured depository institutions in default. On application
by the taxpayer, the IRS may wave the requirement for any building acquired
from an insured depository institution in default, as defined in section 3 of the
Federal Deposit Insurance Act [12 USCS §1813], or from a receiver or
conservator of such an institution.

The building was not previously placed in service by the taxpayer or by any person
who was a related person with respect to the taxpayer as of the time previously
placed in service. A person (the “related person” for purposes of this sentence) is
related to any person if the related person bears a relationship to such person
specified in IRC 88 267(b) or 707(b)(1), or the related person and such person are
engaged in trades or businesses under common control (within the meaning of IRC
852(a) and (b)). See IRC 842(d)(2)(D)(ii). For buildings placed in service on or
before July 30, 2008, “10%” is substituted for “50%” when applying IRC 88§ 267(b)
or 707(b)(1).

IRC 842 credit is allowable under IRC 842(e) for costs associated with the
substantial rehabilitation of a building; i.e., the taxpayer acquired and substantially
rehabilitated an existing building. Substantial rehabilitations are discussed in the next
section.

In an attempt to secure a larger allocation of credit, a taxpayer may attempt to
artificially increase the adjusted basis of an acquired building. Consider the case of
Corbin West Limited Partnership, in which the Tax Court reasoned that because
there was no reasonable likelihood that Corbin West would pay off the note, the note
lacked economic substance and was not includable in the property’s basis. The
taxpayer was not entitled to depreciation deductions or low-income housing credits
related to the note. See Appendix G.
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Substantially Rehabilitated Buildings

Rehabilitation
Expenditures
Defined

Substantial

Improvements:

Minimum
Expenditures
to Qualify

Under IRC 842(e)(1), the costs paid or incurred by the taxpayer for rehabilitating a
building are treated as a new building separate from the cost of acquiring the
building.

Under IRC 842(e)(2), “rehabilitation expenditures” are:
1. amounts chargeable to a capital account, and

2. incurred for property (or additions or improvements to property) that is
depreciable, and

3. incurred in connection with the rehabilitation of a building.
Rehabilitation expenditures do not include the cost of acquisition.

Under IRC 842(e)(3), a minimum amount of rehabilitation expenses must be
incurred to be treated as a new building under IRC §42(e)(1).

First, the rehabilitation expenses must be allocable to one or more rental units, or
substantially benefit the rental units; e.g., the common area or a facility necessary for
the operation of the project.

Second, the rehabilitation expenditures incurred during any 24-month period must
meet the greater amount of either:

1. Not less than 20% of the adjusted basis of the acquired building (determined as
of the first day of the 24-month period), without regard to IRC §1016(a)(2) or
(3), or

2. The qualified basis (applicable fraction x eligible basis) attributable to the
rehabilitation costs, when divided by the number of low-income units in the
building, is $6,000 or more. In other words, the average rehabilitation cost
associated with each low-income unit must be at least $6,000.

The above expenditure values used to determine whether the minimum rehabilitation
expenditure requirement is met were added by the Housing Assistance Tax Act of
2008. Substitute 10% for 20% and $3,000 for $6,000 if:

1. The taxpayer received the allocation of credit before July 31, 2008 (as
documented on Form 8609, line 1a), or

2. The building was financed by tax-exempt bonds issued before July 31, 2008.
Buildings financed with tax-exempt bonds are identified on Form 8609, line 4.
Further documentation from the taxpayer is needed to determine when the bonds
were issued.

The $6,000 average rehabilitation cost is also adjusted for inflation if the 24-month
period ends during any calendar year after 2009. Under IRC 842(e)(3)(D), the
$6,000 amount is increased by an amount equal to $6,000 multiplied by the cost-of-
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Buildings
Acquired from
a Government
Unit

Placed in
Service Date

Costs Included
in Eligible
Basis

Audit Issues
and
Techniques

living adjustment under IRC §1(f)(3) for the calendar year by substituting “calendar
year 2008” for “calendar year 1992 in IRC §1(f)(3)(B). Any increase which is not a
multiple of $100 is rounded to the nearest multiple of $100.

Under IRC 842(e)(3)(B), there is an exception to the minimum rehabilitation
expenditure requirement when the building is acquired from a government unit.
The taxpayer can elect to satisfy the minimum rehabilitation requirement solely
by reference to IRC 842(e)(3)(A)(ii)(I1); i.e., the taxpayer must incur an average
$6,000 rehabilitation cost per low-income unit (subject to inflation). However,
use of this exception requires that the 30% applicable percentage under IRC
842(b)(1)(B)(ii) be used to compute the credit for the rehabilitation expenditures.

Under IRC 842(e)(4)(A), expenditure qualifying as “substantial rehabilitation” are
treated as placed in service at the close of the 24-month period. The 24-month period
is determined by the taxpayer.

Once a determination has been made that the taxpayer substantially rehabilitated an
existing building, the taxpayer can treat all the rehabilitation costs as a separate new
building. Under IRC 842(d)(1), the eligible basis for a new building is its adjusted
basis as of the close of the first year of the credit period.

Compliance with the minimum expenditures requirement is determined on a
building-by-building basis.

1. The taxpayer should be asked to demonstrate that the test was met for the 24-
month selected by the taxpayer, and

2. After accounting for any adjustments to eligible basis, compliance with the
minimum expenditure requirement should again be determined, using the same
24-month period selected by the taxpayer.

Acquiring a Low-Income Building Before the End of the Compliance Period

Placed in
Service

Allocation of
Credit

Under IRC 842(d)(7), a taxpayer acquiring an existing IRC 842 low-income building
(or interest therein) during the 15-year compliance period steps into the place of the
prior owner. As a result, the building is not eligible for a new allocation of credit for
acquisition costs and the taxpayer is expected to maintain the building as an IRC 842
low-income building for the remainder of the compliance period. The taxpayer may,
however, receive an allocation of credit to rehabilitate the building.

In general, a transfer of the property results in a new placed in service date if, on the
date of the transfer, the property is ready and available for its intended purpose. See
2 H.R. Conf. Rep. No. 841, 99th Cong., 2d Sess. 11-91 (1986), 1986-3 (Vol. 4) C.B.
91. Howe