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IRS Section 42 



Internal Revenue Code § 42 Low-income housing credit. 

 (a) In general.  
For purposes of section 38 , the amount of the low-income housing credit 
determined under this section for any taxable year in the credit period shall be an 
amount equal to—  

(1) the applicable percentage of  

(2) the qualified basis of each qualified low-income building.  

(b) Applicable percentage: 70 percent present value credit for certain new 
buildings; 30 percent present value credit for certain other buildings.  
For purposes of this section —  

(1) Building placed in service during 1987.  
In the case of any qualified low-income building placed in service by the 
taxpayer during 1987, the term “applicable percentage” means—  

(A) 9 percent for new buildings which are not federally subsidized 
for the taxable year, or  

(B) 4 percent for—  

(i) new buildings which are federally subsidized for the 
taxable year, and  

(ii) existing buildings.  

(2) Buildings placed in service after 1987.  

(A) In general. In the case of any qualified low-income building 
placed in service by the taxpayer after 1987, the term “applicable 
percentage” means the appropriate percentage prescribed by the 
Secretary for the earlier of—  

(i) the month in which such building is placed in service, or  

(ii) at the election of the taxpayer—  

(I) the month in which the taxpayer and the housing 
credit agency enter into an agreement with respect 
to such building (which is binding on such agency, 
the taxpayer, and all successors in interest) as to the 
housing credit dollar amount to be allocated to such 
building, or  



(II) in the case of any building to which subsection 
(h)(4)(B) applies, the month in which the tax-
exempt obligations are issued.  

A month may be elected under clause (ii) only if the election is 
made not later than the 5th day after the close of such month. Such 
an election, once made, shall be irrevocable.  

(B) Method of prescribing percentages. The percentages prescribed 
by the Secretary for any month shall be percentages which will 
yield over a 10-year period amounts of credit under subsection (a) 
which have a present value equal to—  

(i) 70 percent of the qualified basis of a building described 
in paragraph (1)(A) , and  

(ii) 30 percent of the qualified basis of a building described 
in paragraph (1)(B) .  

(C) Method of discounting. The present value under subparagraph 
(B) shall be determined—  

(i) as of the last day of the 1st year of the 10-year period 
referred to in subparagraph (B) ,  

(ii) by using a discount rate equal to 72 percent of the 
average of the annual Federal mid-term rate and the annual 
Federal long-term rate applicable under section 1274(d)(1) 
to the month applicable under clause (i) or (ii) of 
subparagraph (A) and compounded annually, and  

(iii) by assuming that the credit allowable under this section 
for any year is received on the last day of such year.  

(3) Cross references.  

(A) For treatment of certain rehabilitation expenditures as separate 
new buildings, see subsection (e) .  

(B) For determination of applicable percentage for increases in 
qualified basis after the 1st year of the credit period, see subsection 
(f)(3) .  

(C) For authority of housing credit agency to limit applicable 
percentage and qualified basis which may be taken into account 



under this section with respect to any building, see subsection 
(h)(7) .  

(c) Qualified basis; qualified low-income building.  
For purposes of this section —  

(1) Qualified basis.  

(A) Determination. The qualified basis of any qualified low-
income building for any taxable year is an amount equal to—  

(i) the applicable fraction (determined as of the close of 
such taxable year) of  

(ii) the eligible basis of such building (determined under 
subsection (d)(5) ).  

(B) Applicable fraction. For purposes of subparagraph (A) , the 
term “applicable fraction” means the smaller of the unit fraction or 
the floor space fraction.  

(C) Unit fraction. For purposes of subparagraph (B) , the term 
“unit fraction” means the fraction—  

(i) the numerator of which is the number of low-income 
units in the building, and  

(ii) the denominator of which is the number of residential 
rental units (whether or not occupied) in such building.  

(D) Floor space fraction. For purposes of subparagraph (B) , the 
term “floor space fraction” means the fraction—  

(i) the numerator of which is the total floor space of the 
low-income units in such building, and  

(ii) the denominator of which is the total floor space of the 
residential rental units (whether or not occupied) in such 
building.  

(E) Qualified basis to include portion of building used to provide 
supportive services for homeless. In the case of a qualified low-
income building described in subsection (i)(3)(B)(iii) , the 
qualified basis of such building for any taxable year shall be 
increased by the lesser of—  



(i) 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  

(ii) 20 percent of the qualified basis of such building 
(determined without regard to this subparagraph ).  

(2) Qualified low-income building.  
The term “qualified low-income building” means any building—  

(A) which is part of a qualified low-income housing project at all 
times during the period—  

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

(ii) ending on the last day of the compliance period with 
respect to such building, and  

(B) to which the amendments made by section 201(a) of the Tax 
Reform Act of 1986 apply.  

 
Such term does not include any building with respect to which moderate 
rehabilitation assistance is provided, at any time during the compliance 
period, under section 8(e)(2) of the United States Housing Act of 1937 
(other than assistance under the Stewart B. McKinney Homeless 
Assistance Act (as in effect on the date of the enactment of this sentence)).  

(d) Eligible basis.  
For purposes of this section —  

(1) New buildings.  
The eligible basis of a new building is its adjusted basis as of the close of 
the 1st taxable year of the credit period.  

(2) Existing buildings.  

(A) In general. The eligible basis of an existing building is—  

(i) in the case of a building which meets the requirements 
of subparagraph (B) , its adjusted basis as of the close of 
the 1st taxable year of the credit period, and  

(ii) zero in any other case.  



(B) Requirements. A building meets the requirements of this 
subparagraph if—  

(i) the building is acquired by purchase (as defined in 
section 179(d)(2) ),  

(ii) there is a period of at least 10 years between the date of 
its acquisition by the taxpayer and the later of—  

(I) the date the building was last placed in service, 
or  

(II) the date of the most recent nonqualified 
substantial improvement of the building,  

(iii) 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, and  

(iv) except as provided in subsection (f)(5) , a credit is 
allowable under subsection (a) by reason of subsection (e) 
with respect to the building.  

(C) Adjusted basis. For purposes of subparagraph (A) , the 
adjusted basis of any building shall not include so much of the 
basis of such building as is determined by reference to the basis of 
other property held at any time by the person acquiring the 
building.  

(D) Special rules for subparagraph (B) .  

(i) Nonqualified substantial improvement. For purposes of 
subparagraph (B)(ii) —  

(I) In general. The term “nonqualified substantial 
improvement” means any substantial improvement 
if section 167(k) (as in effect on the day before the 
date of enactment of the Revenue Reconciliation 
Act of 1990 [11/5/90]) was elected with respect to 
such improvement or section 168 (as in effect on 
the day before the date of the enactment of the Tax 
Reform Act of 1986) applied to such improvement.  



(II) Date of substantial improvement. The date of a 
substantial improvement is the last day of the 24-
month period referred to in subclause (III) .  

(III) Substantial improvement. The term 
“substantial improvement” means the improvements 
added to capital account with respect to the building 
during any 24-month period, but only if the sum of 
the amounts added to such account during such 
period equals or exceeds 25 percent of the adjusted 
basis of the building (determined without regard to 
paragraphs (2) and (3) of section 1016(a) ) as of the 
1st day of such period.  

(ii) Special rules for certain transfers. For purposes of 
determining under subparagraph (B)(ii) when a building 
was last placed in service, there shall not be taken into 
account any placement in service—  

(I) in connection with the acquisition of the 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,  

(II) by a person whose basis in such building is 
determined under section 1014(a) (relating to 
property acquired from a decedent),  

(III) by any governmental unit or qualified 
nonprofit organization (as defined in subsection 
(h)(5) ) if the requirements of subparagraph (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,  

(IV) by any person who acquired such building by 
foreclosure (or by instrument in lieu of foreclosure) 
of any purchase-money security interest held by 
such person if the requirements of subparagraph 
(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  

(V) of a single-family residence by any individual 
who owned and used such residence for no other 
purpose than as his principal residence.  

(iii) Related person, etc.  

(I) Application of section 179 . For purposes of 
subparagraph (B)(i) , section 179(d) shall be applied 
by substituting “10 percent” for “50 percent” in 
section 267(b) and 707(b) and in section 179(d)(7) .  

(II) Related person. For purposes of subparagraph 
(B)(iii) , a person (hereinafter in this subclause 
referred to as the “related person”) is related to any 
person if the related person bears a relationship to 
such person specified in section 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 subsections (a) and (b) of 
section 52 ). For purposes of the preceding 
sentence, in applying section 267(b) or 707(b)(1) , 
“10 percent” shall be substituted for “50 percent”.  

(3) Eligible basis reduced where disproportionate standards for units.  

(A) In general. Except as provided in subparagraph (B) , the 
eligible basis of any building shall be reduced by an amount equal 
to the portion of the adjusted basis of the building which is 
attributable to residential rental units in the building which are not 
low-income units and which are above the average quality standard 
of the low-income units in the building.  

(B) Exception where taxpayer elects to exclude excess costs.  

(i) In general. Subparagraph (A) shall not apply with 
respect to a residential rental unit in a building which is not 
a low-income unit if—  

(I) the excess described in clause (ii) with respect to 
such unit is not greater than 15 percent of the cost 
described in clause (ii)(II) , and  



(II) the taxpayer elects to exclude from the eligible 
basis of such building the excess described in clause 
(ii) with respect to such unit.  

(ii) Excess. The excess described in this clause with respect 
to any unit is the excess of—  

(I) the cost of such unit, over  

(II) the amount which would be the cost of such unit 
if the average cost per square foot of low-income 
units in the building were substituted for the cost 
per square foot of such unit.  

The Secretary may by regulation provide for the 
determination of the excess under this clause on a basis 
other than square foot costs.  

(4) Special rules relating to determination of adjusted basis.  
For purposes of this subsection —  

(A) In general. Except as provided in subparagraphs (B) and (C) , 
the adjusted basis of any building shall be determined without 
regard to the adjusted basis of any property which is not residential 
rental property.  

(B) Basis of property in common areas, etc., included. 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.  

(C) Inclusion of basis of property used to provide services for 
certain nontenants.  

(i) In general. The adjusted basis of any building located in 
a qualified census tract (as defined in paragraph (5)(C) ) 
shall be determined by taking into account the adjusted 
basis of property (of a character subject to the allowance 
for depreciation and not otherwise taken into account) used 
throughout the taxable year in providing any community 
service facility.  

(ii) Limitation. The increase in the adjusted basis of any 
building which is taken into account by reason of clause (i) 



shall not exceed 10 percent of the eligible basis of the 
qualified low-income housing project of which it is a part. 
For purposes of the preceding sentence, all community 
service facilities which are part of the same qualified low-
income housing project shall be treated as one facility.  

(iii) Community service facility. For purposes of this 
subparagraph , the term “community service facility” 
means any facility designed to serve primarily individuals 
whose income is 60 percent or less of area median income 
(within the meaning of subsection (g)(1)(B) ).  

(D) No reduction for depreciation. The adjusted basis of any 
building shall be determined without regard to paragraphs (2) and 
(3) of section 1016(a) .  

(5) Special rules for determining eligible basis.  

(A) Eligible basis reduced by federal grants. If, during any taxable 
year of the compliance period, a grant is made with respect to any 
building or the operation thereof and any portion of such grant is 
funded with Federal funds (whether or not includible in gross 
income), the eligible basis of such building for such taxable year 
and all succeeding taxable years shall be reduced by the portion of 
such grant which is so funded.  

(B) Eligible basis not to include expenditures where section 167(k) 
elected. The eligible basis of any building shall not include any 
portion of its adjusted basis which is attributable to amounts with 
respect to which an election is made under section 167(k) (as in 
effect on the day before the date of enactment of the Revenue 
Reconciliation Act of 1990 [11/5/90]).  

(C) Increase in credit for buildings in high cost areas.  

(i) In general. In the case of any building located in a 
qualified census tract or difficult development area which is 
designated for purposes of this subparagraph —  

(I) in the case of a new building, the eligible basis 
of such building shall be 130 percent of such basis 
determined without regard to this subparagraph , 
and  

(II) in the case of an existing building, the 
rehabilitation expenditures taken into account under 



subsection (e) shall be 130 percent of such 
expenditures determined without regard to this 
subparagraph .  

(ii) Qualified census tract.  

(I) In general. The term “qualified census tract” 
means any census tract which is designated by the 
Secretary of Housing and Urban Development and, 
for the most recent year for which census data are 
available on household income in such tract, either 
in which 50 percent or more of the households have 
an income which is less than 60 percent of the area 
median gross income for such year or which has a 
poverty rate of at least 25 percent. If the Secretary 
of Housing and Urban Development determines that 
sufficient data for any period are not available to 
apply this clause on the basis of census tracts, such 
Secretary shall apply this clause for such period on 
the basis of enumeration districts.  

(II) Limit on MSA's designated. The portion of a 
metropolitan statistical area which may be 
designated for purposes of this subparagraph shall 
not exceed an area having 20 percent of the 
population of such metropolitan statistical area.  

(III) Determination of areas. For purposes of this 
clause , each metropolitan statistical area shall be 
treated as a separate area and all nonmetropolitan 
areas in a State shall be treated as 1 area.  

(iii) Difficult development areas.  

(I) In general. The term “difficult development 
areas” means any area designated by the Secretary 
of Housing and Urban Development as an area 
which has high construction, land, and utility costs 
relative to area median gross income.  

(II) Limit on areas designated. The portions of 
metropolitan statistical areas which may be 
designated for purposes of this subparagraph shall 
not exceed an aggregate area having 20 percent of 
the population of such metropolitan statistical areas. 



A comparable rule shall apply to nonmetropolitan 
areas.  

(iv) Special rules and definitions. For purposes of this 
subparagraph —  

(I) population shall be determined on the basis of 
the most recent decennial census for which data are 
available,  

(II) area median gross income shall be determined 
in accordance with subsection (g)(4) ,  

(III) the term “metropolitan statistical area” has the 
same meaning as when used in section 143(k)(2)(B) 
, and  

(IV) the term “nonmetropolitan area” means any 
county (or portion thereof) which is not within a 
metropolitan statistical area.  

(6) Credit allowable for certain federally-assisted buildings acquired 
during 10-year period described in paragraph (2)(B)(ii) .  

(A) In general. On application by the taxpayer, the Secretary (after 
consultation with the appropriate Federal official) may waive 
paragraph (2)(B)(ii) with respect to any federally-assisted building 
if the Secretary determines that such waiver is necessary—  

(i) to avert an assignment of the mortgage secured by 
property in the project (of which such building is a part) to 
the Department of Housing and Urban Development or the 
Farmers Home Administration, or  

(ii) to avert a claim against a Federal mortgage insurance 
fund (or such Department or Administration) with respect 
to a mortgage which is so secured.  

The preceding sentence shall not apply to any building described in 
paragraph (7)(B) .  

(B) Federally-assisted building. For purposes of subparagraph (A) , 
the term “federally-assisted building” means any building which is 
substantially assisted, financed, or operated under—  

(i) section 8 of the United States Housing Act of 1937,  



(ii) section 221(d)(3) or 236 of the National Housing Act, 
or  

(iii) section 515 of the Housing Act of 1949,  

as such Acts are in effect on the date of the enactment of the Tax 
Reform Act of 1986.  

(C) Low-income buildings where mortgage may be prepaid. A 
waiver may be granted under subparagraph (A) (without regard to 
any clause thereof) with respect to a federally-assisted building 
described in clause (ii) or (iii) of subparagraph (B) if—  

(i) the mortgage on such building is eligible for prepayment 
under subtitle B of the Emergency Low Income Housing 
Preservation Act of 1987 or under section 502(c) of the 
Housing Act of 1949 at any time within 1 year after the 
date of the application for such a waiver,  

(ii) the appropriate Federal official certifies to the Secretary 
that it is reasonable to expect that, if the waiver is not 
granted, such building will cease complying with its low-
income occupancy requirements, and  

(iii) the eligibility to prepay such mortgage without the 
approval of the appropriate Federal official is waived by all 
persons who are so eligible and such waiver is binding on 
all successors of such persons.  

(D) Buildings acquired from insured depository institutions in 
default. A waiver may be granted under subparagraph (A) (without 
regard to any clause thereof) with respect to any building acquired 
from an insured depository institution in default (as defined in 
section 3 of the Federal Deposit Insurance Act) or from a receiver 
or conservator of such an institution.  

(E) Appropriate federal official. For purposes of subparagraph (A) 
, the term “appropriate Federal official” means—  

(i) the Secretary of Housing and Urban Development in the 
case of any building described in subparagraph (B) by 
reason of clause (i) or (ii) thereof , and  

(ii) the Secretary of Agriculture in the case of any building 
described in subparagraph (B) by reason of clause (iii) 
thereof .  



(7) Acquisition of building before end of prior compliance period.  

(A) In general. Under regulations prescribed by the Secretary, in 
the case of a building described in subparagraph (B) (or interest 
therein) which is acquired by the taxpayer—  

(i) paragraph (2)(B) shall not apply, but  

(ii) the credit allowable by reason of subsection (a) to the 
taxpayer for any period after such acquisition shall be equal 
to the amount of credit which would have been allowable 
under subsection (a) for such period to the prior owner 
referred to in subparagraph (B) had such owner not 
disposed of the building.  

(B) Description of building. A building is described in this 
subparagraph if—  

(i) a credit was allowed by reason of subsection (a) to any 
prior owner of such building, and  

(ii) the taxpayer acquired such building before the end of 
the compliance period for such building with respect to 
such prior owner (determined without regard to any 
disposition by such prior owner).  

(e) Rehabilitation expenditures treated as separate new building.  

(1) In general.  
Rehabilitation expenditures paid or incurred by the taxpayer with respect 
to any building shall be treated for purposes of this section as a separate 
new building.  

(2) Rehabilitation expenditures.  
For purposes of paragraph (1) —  

(A) In general. The term “rehabilitation expenditures” means 
amounts chargeable to capital account and incurred for property 
(or additions or improvements to property) of a character subject to 
the allowance for depreciation in connection with the rehabilitation 
of a building.  

(B) Cost of acquisition, etc, not included. Such term does not 
include the cost of acquiring any building (or interest therein) or 
any amount not permitted to be taken into account under paragraph 
(3) or (4) of subsection (d) .  



(3) Minimum expenditures to qualify.  

(A) In general. Paragraph (1) shall apply to rehabilitation 
expenditures with respect to any building only if—  

(i) the expenditures are allocable to 1 or more low-income 
units or substantially benefit such units, and  

(ii) the amount of such expenditures during any 24-month 
period meets the requirements of whichever of the 
following subclauses requires the greater amount of such 
expenditures:  

(I) The requirement of this subclause is met if such 
amount is not less than 10 percent of the adjusted 
basis of the building (determined as of the 1st day 
of such period and without regard to paragraphs (2) 
and (3) of section 1016(a) ).  

(II) The requirement of this subclause is met if the 
qualified basis attributable to such amount, when 
divided by the number of low-income units in the 
building, is $3,000 or more.  

(B) Exception from 10 percent rehabilitation. In the case of a 
building acquired by the taxpayer from a governmental unit, at the 
election of the taxpayer, subparagraph (A)(ii)(I) shall not apply and 
the credit under this section for such rehabilitation expenditures 
shall be determined using the percentage applicable under 
subsection (b)(2)(B)(ii) .  

(C) Date of determination. The determination under subparagraph 
(A) shall be made as of the close of the 1st taxable year in the 
credit period with respect to such expenditures.  

(4) Special rules.  
For purposes of applying this section with respect to expenditures which 
are treated as a separate building by reason of this subsection —  

(A) such expenditures shall be treated as placed in service at the 
close of the 24-month period referred to in paragraph (3)(A) , and  

(B) the applicable fraction under subsection (c)(1) shall be the 
applicable fraction for the building (without regard to paragraph 
(1) ) with respect to which the expenditures were incurred.  



 
Nothing in subsection (d)(2) shall prevent a credit from being allowed by 
reason of this subsection .  

(5) No double counting.  
Rehabilitation expenditures may, at the election of the taxpayer, be taken 
into account under this subsection or subsection (d)(2)(A)(i) but not under 
both such subsections.  

(6) Regulations to apply subsection with respect to group of units in 
building.  
The Secretary may prescribe regulations, consistent with the purposes of 
this subsection , treating a group of units with respect to which 
rehabilitation expenditures are incurred as a separate new building.  

(f) Definition and special rules relating to credit period.  

(1) Credit period defined.  
For purposes of this section , the term “credit period” means, with respect 
to any building, the period of 10 taxable years beginning with—  

(A) the taxable year in which the building is placed in service, or  

(B) at the election of the taxpayer, the succeeding taxable year,  

 
but only if the building is a qualified low-income building as of the close 
of the 1st year of such period. The election under subparagraph (B) , once 
made, shall be irrevocable.  

(2) Special rule for 1st year of credit period.  

(A) In general. The credit allowable under subsection (a) with 
respect to any building for the 1st taxable year of the credit period 
shall be determined by substituting for the applicable fraction 
under subsection (c)(1) the fraction—  

(i) the numerator of which is the sum of the applicable 
fractions determined under subsection (c)(1) as of the close 
of each full month of such year during which such building 
was in service, and  

(ii) the denominator of which is 12.  

(B) Disallowed 1st year credit allowed in 11th year. Any reduction 
by reason of subparagraph (A) in the credit allowable (without 



regard to subparagraph (A) ) for the 1st taxable year of the credit 
period shall be allowable under subsection (a) for the 1st taxable 
year following the credit period.  

(3) Determination of applicable percentage with respect to increases 
in qualified basis after 1st year of credit period.  

(A) In general. In the case of any building which was a qualified 
low-income building as of the close of the 1st year of the credit 
period, if—  

(i) as of the close of any taxable year in the compliance 
period (after the 1st year of the credit period) the qualified 
basis of such building exceeds  

(ii) the qualified basis of such building as of the close of the 
1st year of the credit period,  

the applicable percentage which shall apply under subsection (a) 
for the taxable year to such excess shall be the percentage equal to 
2/3 of the applicable percentage which (after the application of 
subsection (h) ) would but for this paragraph apply to such basis.  

(B) 1st year computation applies. A rule similar to the rule of 
paragraph (2)(A) shall apply to any increase in qualified basis to 
which subparagraph (A) applies for the 1st year of such increase.  

(4) Dispositions of property.  
If a building (or an interest therein) is disposed of during any year for 
which credit is allowable under subsection (a) , such credit shall be 
allocated between the parties on the basis of the number of days during 
such year the building (or interest) was held by each. In any such case, 
proper adjustments shall be made in the application of subsection (j) .  

(5) Credit period for existing buildings not to begin before 
rehabilitation credit allowed.  

(A) In general. The credit period for an existing building shall not 
begin before the 1st taxable year of the credit period for 
rehabilitation expenditures with respect to the building.  

(B) Acquisition credit allowed for certain buildings not allowed a 
rehabilitation credit.  

(i) In general. In the case of a building described in clause 
(ii) —  



(I) subsection (d)(2)(B)(iv) shall not apply, and  

(II) the credit period for such building shall not 
begin before the taxable year which would be the 
1st taxable year of the credit period for 
rehabilitation expenditures with respect to the 
building under the modifications described in clause 
(ii)(II) .  

(ii) Building described. A building is described in this 
clause if—  

(I) a waiver is granted under subsection (d)(6)(C) 
with respect to the acquisition of the building, and  

(II) a credit would be allowed for rehabilitation 
expenditures with respect to such building if 
subsection (e)(3)(A)(ii)(I) did not apply and if 
subsection (e)(3)(A)(ii)(II) were applied by 
substituting “$2,000” for “$3,000”.  

(g) Qualified low-income housing project.  
For purposes of this section —  

(1) In general.  
The term “qualified low-income housing project” means any project for 
residential rental property if the project meets the requirements of 
subparagraph (A) or (B) whichever is elected by the taxpayer:  

(A) 20-50 test. The project meets the requirements of this 
subparagraph if 20 percent or more of the residential units in such 
project are both rent-restricted and occupied by individuals whose 
income is 50 percent or less of area median gross income.  

(B) 40-60 test. The project meets the requirements of this 
subparagraph if 40 percent or more of the residential units in such 
project are both rent-restricted and occupied by individuals whose 
income is 60 percent or less of area median gross income.  

 
Any election under this paragraph , once made, shall be irrevocable. For 
purposes of this paragraph , any property shall not be treated as failing to 
be residential rental property merely because part of the building in which 
such property is located is used for purposes other than residential rental 
purposes.  



(2) Rent-restricted units.  

(A) In general. For purposes of paragraph (1) , a residential unit is 
rent-restricted if the gross rent with respect to such unit does not 
exceed 30 percent of the imputed income limitation applicable to 
such unit. For purposes of the preceding sentence, the amount of 
the income limitation under paragraph (1) applicable for any 
period shall not be less than such limitation applicable for the 
earliest period the building (which contains the unit) was included 
in the determination of whether the project is a qualified low-
income housing project.  

(B) Gross rent. For purposes of subparagraph (A) , gross rent—  

(i) does not include any payment under section 8 of the 
United States Housing Act of 1937 or any comparable 
rental assistance program (with respect to such unit or 
occupants thereof),  

(ii) includes any utility allowance determined by the 
Secretary after taking into account such determinations 
under section 8 of the United States Housing Act of 1937,  

(iii) does not include any fee for a supportive service which 
is paid to the owner of the unit (on the basis of the low-
income status of the tenant of the unit) by any 
governmental program of assistance (or by an organization 
described in section 501(c)(3) and exempt from tax under 
section 501(a) ) if such program (or organization) provides 
assistance for rent and the amount of assistance provided 
for rent is not separable from the amount of assistance 
provided for supportive services, and  

(iv) does not include any rental payment to the owner of the 
unit to the extent such owner pays an equivalent amount to 
the Farmers' Home Administration under section 515 of the 
Housing Act of 1949.  

For purposes of clause (iii) , the term “supportive service” means 
any service provided under a planned program of services designed 
to enable residents of a residential rental property to remain 
independent and avoid placement in a hospital, nursing home, or 
intermediate care facility for the mentally or physically 
handicapped. In the case of a single-room occupancy unit or a 
building described in subsection (i)(3)(B)(iii) , such term includes 



any service provided to assist tenants in locating and retaining 
permanent housing.  

(C) Imputed income limitation applicable to unit. For purposes of 
this paragraph , the imputed income limitation applicable to a unit 
is the income limitation which would apply under paragraph (1) to 
individuals occupying the unit if the number of individuals 
occupying the unit were as follows:  

(i) In the case of a unit which does not have a separate 
bedroom, 1 individual.  

(ii) In the case of a unit which has 1 or more separate 
bedrooms, 1.5 individuals for each separate bedroom.  

In the case of a project with respect to which a credit is allowable 
by reason of this section and for which financing is provided by a 
bond described in section 142(a)(7) , the imputed income 
limitation shall apply in lieu of the otherwise applicable income 
limitation for purposes of applying section 142(d)(4)(B)(ii) .  

(D) Treatment of units occupied by individuals whose incomes rise 
above limit.  

(i) In general. Except as provided in clause (ii) , 
notwithstanding an increase in the income of the occupants 
of a low-income unit above the income limitation 
applicable under paragraph (1) , such unit shall continue to 
be treated as a low-income unit if the income of such 
occupants initially met such income limitation and such 
unit continues to be rent-restricted.  

(ii) Next available unit must be rented to low-income tenant 
if income rises above 140 percent of income limit. If the 
income of the occupants of the unit increases above 140 
percent of the income limitation applicable under paragraph 
(1) , clause (i) shall cease to apply to such unit if any 
residential rental unit in the building (of a size comparable 
to, or smaller than, such unit) is occupied by a new resident 
whose income exceeds such income limitation. In the case 
of a project described in section 142(d)(4)(B) , the 
preceding sentence shall be applied by substituting “170 
percent” for “140 percent” and by substituting “any low-
income unit in the building is occupied by a new resident 
whose income exceeds 40 percent of area median gross 
income” for “any residential unit in the building (of a size 



comparable to, or smaller than, such unit) is occupied by a 
new resident whose income exceeds such income 
limitation”.  

(E) Units where federal rental assistance is reduced as tenant's 
income increases. If the gross rent with respect to a residential unit 
exceeds the limitation under subparagraph (A) by reason of the fact 
that the income of the occupants thereof exceeds the income 
limitation applicable under paragraph (1) , such unit shall, 
nevertheless, be treated as a rent-restricted unit for purposes of 
paragraph (1) if—  

(i) a Federal rental assistance payment described in 
subparagraph (B)(i) is made with respect to such unit or its 
occupants, and  

(ii) the sum of such payment and the gross rent with respect 
to such unit does not exceed the sum of the amount of such 
payment which would be made and the gross rent which 
would be payable with respect to such unit if—  

(I) the income of the occupants thereof did not 
exceed the income limitation applicable under 
paragraph (1) , and  

(II) such units were rent-restricted within the 
meaning of subparagraph (A) .  

The preceding sentence shall apply to any unit only if the result 
described in clause (ii) is required by Federal statute as of the date 
of the enactment of this subparagraph and as of the date the 
Federal rental assistance payment is made.  

(3) Date for meeting requirements.  

(A) In general. Except as otherwise provided in this paragraph , a 
building shall be treated as a qualified low-income building only if 
the project (of which such building is a part) meets the 
requirements of paragraph (1) not later than the close of the 1st 
year of the credit period for such building.  

(B) Buildings which rely on later buildings for qualification.  

(i) In general. In determining whether a building 
(hereinafter in this subparagraph referred to as the “prior 
building”) is a qualified low-income building, the taxpayer 



may take into account 1 or more additional buildings 
placed in service during the 12-month period described in 
subparagraph (A) with respect to the prior building only if 
the taxpayer elects to apply clause (ii) with respect to each 
additional building taken into account.  

(ii) Treatment of elected buildings. In the case of a building 
which the taxpayer elects to take into account under clause 
(i) , the period under subparagraph (A) for such building 
shall end at the close of the 12-month period applicable to 
the prior building.  

(iii) Date prior building is treated as placed in service. For 
purposes of determining the credit period and the 
compliance period for the prior building, the prior building 
shall be treated for purposes of this section as placed in 
service on the most recent date any additional building 
elected by the taxpayer (with respect to such prior building) 
was placed in service.  

(C) Special rule. A building—  

(i) other than the 1st building placed in service as part of a 
project, and  

(ii) other than a building which is placed in service during 
the 12-month period described in subparagraph (A) with 
respect to a prior building which becomes a qualified low-
income building,  

shall in no event be treated as a qualified low-income building 
unless the project is a qualified low-income housing project 
(without regard to such building) on the date such building is 
placed in service.  

(D) Projects with more than 1 building must be identified. For 
purposes of this section , a project shall be treated as consisting of 
only 1 building unless, before the close of the 1st calendar year in 
the project period (as defined in subsection (h)(1)(F)(ii) ), each 
building which is (or will be) part of such project is identified in 
such form and manner as the Secretary may provide.  

(4) Certain rules made applicable.  
Paragraphs (2) (other than subparagraph (A) thereof ), (3) , (4) , (5) , (6) , 
and (7) of section 142(d) , and section 6652(j) , shall apply for purposes of 
determining whether any project is a qualified low-income housing project 



and whether any unit is a low-income unit; except that, in applying such 
provisions for such purposes, the term “gross rent” shall have the meaning 
given such term by paragraph (2)(B) of this subsection  

(5) Election to treat building after compliance period as not part of a 
project.  
For purposes of this section , the taxpayer may elect to treat any building 
as not part of a qualified low-income housing project for any period 
beginning after the compliance period for such building.  

(6) Special rule where de minimis equity contribution.  
Property shall not be treated as failing to be residential rental property for 
purposes of this section merely because the occupant of a residential unit 
in the project pays (on a voluntary basis) to the lessor a de minimis 
amount to be held toward the purchase by such occupant of a residential 
unit in such project if—  

(A) all amounts so paid are refunded to the occupant on the 
cessation of his occupancy of a unit in the project, and  

(B) the purchase of the unit is not permitted until after the close of 
the compliance period with respect to the building in which the 
unit is located.  

 
Any amount paid to the lessor as described in the preceding sentence shall 
be included in gross rent under paragraph (2) for purposes of determining 
whether the unit is rent-restricted.  

(7) Scattered site projects.  
Buildings which would (but for their lack of proximity) be treated as a 
project for purposes of this section shall be so treated if all of the dwelling 
units in each of the buildings are rent-restricted (within the meaning of 
paragraph (2) ) residential rental units.  

(8) Waiver of certain de minimis errors and recertifications.  
On application by the taxpayer, the Secretary may waive—  

(A) any recapture under subsection (j) in the case of any de 
minimis error in complying with paragraph (1) , or  

(B) any annual recertification of tenant income for purposes of this 
subsection , if the entire building is occupied by low-income 
tenants.  



(h) Limitation on aggregate credit allowable with respect to projects located 
in a state.  

(1) Credit may not exceed credit amount allocated to building.  

(A) In general. The amount of the credit determined under this 
section for any taxable year with respect to any building shall not 
exceed the housing credit dollar amount allocated to such building 
under this subsection .  

(B) Time for making allocation. Except in the case of an allocation 
which meets the requirements of subparagraph (C) , (D) , (E) , or 
(F) an allocation shall be taken into account under subparagraph 
(A) only if it is made not later than the close of the calendar year in 
which the building is placed in service.  

(C) Exception where binding commitment. An allocation meets the 
requirements of this subparagraph if there is a binding commitment 
(not later than the close of the calendar year in which the building 
is placed in service) by the housing credit agency to allocate a 
specified housing credit dollar amount to such building beginning 
in a specified later taxable year.  

(D) Exception where increase in qualified basis.  

(i) In general. An allocation meets the requirements of this 
subparagraph if such allocation is made not later than the 
close of the calendar year in which ends the taxable year to 
which it will 1st apply but only to the extent the amount of 
such allocation does not exceed the limitation under clause 
(ii) .  

(ii) Limitation. The limitation under this clause is the 
amount of credit allowable under this section (without 
regard to this subsection ) for a taxable year with respect to 
an increase in the qualified basis of the building equal to 
the excess of—  

(I) the qualified basis of such building as of the 
close of the 1st taxable year to which such 
allocation will apply, over  

(II) the qualified basis of such building as of the 
close of the 1st taxable year to which the most 
recent prior housing credit allocation with respect to 
such building applied.  



(iii) Housing credit dollar amount reduced by full 
allocation. Notwithstanding clause (i) , the full amount of 
the allocation shall be taken into account under paragraph 
(2) .  

(E) Exception where 10 percent of cost incurred.  

(i) In general. An allocation meets the requirements of this 
subparagraph if such allocation is made with respect to a 
qualified building which is placed in service not later than 
the close of the second calendar year following the calendar 
year in which the allocation is made.  

(ii) Qualified building. For purposes of clause (i) , the term 
“qualified building” means any building which is part of a 
project if the taxpayer's basis in such project (as of the later 
of the date which is 6 months after the date that the 
allocation was made or the close of the calendar year in 
which the allocation is made) is more than 10 percent of the 
taxpayer's reasonably expected basis in such project (as of 
the close of the second calendar year referred to in clause 
(i) ). Such term does not include any existing building 
unless a credit is allowable under subsection (e) for 
rehabilitation expenditures paid or incurred by the taxpayer 
with respect to such building for a taxable year ending 
during the second calendar year referred to in clause (i) or 
the prior taxable year.  

(F) Allocation of credit on a project basis.  

(i) In general. In the case of a project which includes (or 
will include) more than 1 building, an allocation meets the 
requirements of this subparagraph if—  

(I) the allocation is made to the project for a 
calendar year during the project period,  

(II) the allocation only applies to buildings placed in 
service during or after the calendar year for which 
the allocation is made, and  

(III) the portion of such allocation which is 
allocated to any building in such project is specified 
not later than the close of the calendar year in which 
the building is placed in service.  



(ii) Project period. For purposes of clause (i) , the term 
“project period” means the period—  

(I) beginning with the 1st calendar year for which 
an allocation may be made for the 1st building 
placed in service as part of such project, and  

(II) ending with the calendar year the last building 
is placed in service as part of such project.  

(2) Allocated credit amount to apply to all taxable years ending 
during or after credit allocation year.  
Any housing credit dollar amount allocated to any building for any 
calendar year—  

(A) shall apply to such building for all taxable years in the 
compliance period ending during or after such calendar year, and  

(B) shall reduce the aggregate housing credit dollar amount of the 
allocating agency only for such calendar year.  

(3) Housing credit dollar amount for agencies.  

(A) In general. The aggregate housing credit dollar amount which 
a housing credit agency may allocate for any calendar year is the 
portion of the State housing credit ceiling allocated under this 
paragraph for such calendar year to such agency.  

(B) State ceiling initially allocated to state housing credit agencies. 
Except as provided in subparagraphs (D) and (E) , the State 
housing credit ceiling for each calendar year shall be allocated to 
the housing credit agency of such State. If there is more than 1 
housing credit agency of a State, all such agencies shall be treated 
as a single agency.  

(C) State housing credit ceiling. The State housing credit ceiling 
applicable to any State for any calendar year shall be an amount 
equal to the sum of—  

(i) the unused State housing credit ceiling (if any) of such 
State for the preceding calendar year,  

(ii) the greater of—  

(I) $1.75 ($1.50 for 2001) multiplied by the State 
population, or  



(II) $2,000,000,  

(iii) the amount of State housing credit ceiling returned in 
the calendar year, plus  

(iv) the amount (if any) allocated under subparagraph (D) 
to such State by the Secretary.  

For purposes of clause (i) , the unused State housing credit ceiling 
for any calendar year is the excess (if any) of the sum of the 
amounts described in clauses (ii) through (iv) over the aggregate 
housing credit dollar amount allocated for such year. For purposes 
of clause (iii) , the amount of State housing credit ceiling returned 
in the calendar year equals the housing credit dollar amount 
previously allocated within the State to any project which fails to 
meet the 10 percent test under paragraph (1)(E)(ii) on a date after 
the close of the calendar year in which the allocation was made or 
which does not become a qualified low-income housing project 
within the period required by this section or the terms of the 
allocation or to any project with respect to which an allocation is 
cancelled by mutual consent of the housing credit agency and the 
allocation recipient.  

(D) Unused housing credit carryovers allocated among certain 
states.  

(i) In general. The unused housing credit carryover of a 
State for any calendar year shall be assigned to the 
Secretary for allocation among qualified States for the 
succeeding calendar year.  

(ii) Unused housing credit carryover. For purposes of this 
subparagraph , the unused housing credit carryover of a 
State for any calendar year is the excess (if any) of—  

(I) the unused State housing credit ceiling for the 
year preceding such year, over  

(II) the aggregate housing credit dollar amount 
allocated for such year.  

(iii) Formula for allocation of unused housing credit 
carryovers among qualified states. The amount allocated 
under this subparagraph to a qualified State for any 
calendar year shall be the amount determined by the 
Secretary to bear the same ratio to the aggregate unused 



housing credit carryovers of all States for the preceding 
calendar year as such State's population for the calendar 
year bears to the population of all qualified States for the 
calendar year. For purposes of the preceding sentence, 
population shall be determined in accordance with section 
146(j) .  

(iv) Qualified State. For purposes of this subparagraph , the 
term “qualified State” means, with respect to a calendar 
year, any State—  

(I) which allocated its entire State housing credit 
ceiling for the preceding calendar year, and  

(II) for which a request is made (not later than May 
1 of the calendar year) to receive an allocation 
under clause (iii) .  

(E) Special rule for states with constitutional home rule cities. For 
purposes of this subsection —  

(i) In general. The aggregate housing credit dollar amount 
for any constitutional home rule city for any calendar year 
shall be an amount which bears the same ratio to the State 
housing credit ceiling for such calendar year as—  

(I) the population of such city, bears to  

(II) the population of the entire State.  

(ii) Coordination with other allocations. In the case of any 
State which contains 1 or more constitutional home rule 
cities, for purposes of applying this paragraph with respect 
to housing credit agencies in such State other than 
constitutional home rule cities, the State housing credit 
ceiling for any calendar year shall be reduced by the 
aggregate housing credit dollar amounts determined for 
such year for all constitutional home rule cities in such 
State.  

(iii) Constitutional home rule city. For purposes of this 
paragraph , the term “constitutional home rule city” has the 
meaning given such term by section 146(d)(3)(C) .  



(F) State may provide for different allocation. Rules similar to the 
rules of section 146(e) (other than paragraph (2)(B) thereof ) shall 
apply for purposes of this paragraph .  

(G) Population. For purposes of this paragraph , population shall 
be determined in accordance with section 146(j) .  

(H) Cost-of-living adjustment.  

(i) In general. In the case of a calendar year after 2002, the 
$2,000,000 and $1.75 amounts in subparagraph (C) shall 
each be increased by an amount equal to—  

(I) such dollar amount, multiplied by  

(II) the cost-of-living adjustment determined under 
section 1(f)(3) for such calendar year by 
substituting “calendar year 2001” for “calendar year 
1992” in subparagraph (B) thereof.  

(ii) Rounding.  

(I) In the case of the $2,000,000 amount, any 
increase under clause (i) which is not a multiple of 
$5,000 shall be rounded to the next lowest multiple 
of $5,000.  

(II) In the case of the $1.75 amount, any increase 
under clause (i) which is not a multiple of 5 cents 
shall be rounded to the next lowest multiple of 5 
cents.  

(4) Credit for buildings financed by tax-exempt bonds subject to 
volume cap not taken into account.  

(A) In general. Paragraph (1) shall not apply to the portion of any 
credit allowable under subsection (a) which is attributable to 
eligible basis financed by any obligation the interest on which is 
exempt from tax under section 103 if —  

(i) such obligation is taken into account under section 146 , 
and  

(ii) principal payments on such financing are applied within 
a reasonable period to redeem obligations the proceeds of 
which were used to provide such financing.  



(B) Special rule where 50 percent or more of building is financed 
with tax-exempt bonds subject to volume cap. For purposes of 
subparagraph (A) , if 50 percent or more of the aggregate basis of 
any building and the land on which the building is located is 
financed by any obligation described in subparagraph (A) , 
paragraph (1) shall not apply to any portion of the credit allowable 
under subsection (a) with respect to such building.  

(5) Portion of state ceiling set-aside for certain projects involving 
qualified nonprofit organizations.  

(A) In general. Not more than 90 percent of the State housing 
credit ceiling for any State for any calendar year shall be allocated 
to projects other than qualified low-income housing projects 
described in subparagraph (B) .  

(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 
section 469(h) ) in the development and operation of the project 
throughout the compliance period.  

(C) Qualified nonprofit organization. For purposes of this 
paragraph , the term “qualified nonprofit organization” means any 
organization if—  

(i) such organization is described in paragraph (3) or (4) of 
section 501(c) and is exempt from tax under section 501(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) 1 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 this paragraph , 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.  



(ii) Qualified corporation. For purposes of clause (i) , the 
term “qualified corporation” means any corporation if 100 
percent of the stock of such corporation is held by 1 or 
more qualified nonprofit organizations at all times during 
the period such corporation is in existence.  

(E) State may not override set-aside. Nothing in subparagraph (F) 
of paragraph (3) shall be construed to permit a State not to comply 
with subparagraph (A) of this paragraph .  

(6) Buildings eligible for credit only if 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.  

(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 (I) and (II) of 
subparagraph (E)(ii) ,  

(ii) 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 prohibits 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,  

(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.  

(C) Allocation of credit may not exceed amount necessary to 
support commitment.  

(i) In general. The housing credit dollar amount allocated to 
any building may not exceed the amount necessary to 
support the applicable fraction specified in the extended 
low-income housing commitment for such building, 
including any increase in such fraction pursuant to the 
application of subsection (f)(3) if such increase is reflected 
in an amended low-income housing commitment.  

(ii) Buildings financed by tax-exempt bonds. If paragraph 
(4) applies to any building the amount of credit allowed in 
any taxable year may not exceed the amount necessary to 
support the applicable fraction specified in the extended 
low-income housing commitment for such building. Such 
commitment may be amended to increase such fraction.  

(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  

(ii) ending on the later of—  

(I) the date specified by such agency in such 
agreement, or  

(II) the date which is 15 years after the close of the 
compliance period.  

(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  

(II) on the last day of the period specified in 
subparagraph (I) 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 (II) shall not apply to the extent more stringent 
requirements are provided in the agreement or in State law.  

(ii) Eviction, etc. of existing low-income tenants not 
permitted. The termination of an extended use period under 
clause (i) shall not be construed to permit before the close 
of the 3-year period following such termination—  

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

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

(F) Qualified contract. For purposes of subparagraph (E) , the term 
“qualified contract” means a bona fide contract to acquire (within a 
reasonable period after the contract is entered into) the non low-
income portion of the building for fair market value and the low-
income portion of the building for an amount not less than the 
applicable fraction (specified in the extended low-income housing 
commitment) of—  

(i) the sum of—  

(I) the outstanding indebtedness secured by, or with 
respect to, the building,  

(II) the adjusted investor equity in the building, plus  



(III) other capital contributions not reflected in the 
amounts described in subclause (I) or (II) , reduced 
by  

(ii) cash distributions from (or available for distribution 
from) the project.  

The Secretary shall prescribe such regulations as may be necessary 
or appropriate to carry out this paragraph , including regulations to 
prevent the manipulation of the amount determined under the 
preceding sentence.  

(G) Adjusted investor equity.  

(i) In general. For purposes of subparagraph (E) , the term 
“adjusted investor equity” means, with respect to any 
calendar year, the aggregate amount of cash taxpayers 
invested with respect to the project increased by the amount 
equal to—  

(I) such amount, multiplied by  

(II) the cost-of-living adjustment for such calendar 
year, determined under section 1(f)(3) by 
substituting the base calendar year for “calendar 
year 1987”.  

An amount shall be taken into account as an investment in 
the project only to the extent there was an obligation to 
invest such amount as of the beginning of the credit period 
and to the extent such amount is reflected in the adjusted 
basis of the project.  

(ii) Cost-of-living increases in excess of 5 percent not taken 
into account. Under regulations prescribed by the 
Secretary, if the CPI for any calendar year (as defined in 
section 1(f)(4) ) exceeds the CPI for the preceding calendar 
year by more than 5 percent, the CPI for the base calendar 
year shall be increased such that such excess shall never be 
taken into account under clause (i) .  

(iii) Base calendar year. For purposes of this subparagraph , 
the term “base calendar year” means the calendar year with 
or within which the 1st taxable year of the credit period 
ends.  



(H) Low-income portion. For purposes of this paragraph , the low-
income portion of a building is the portion of such building equal 
to the applicable fraction specified in the extended low-income 
housing commitment for the building.  

(I) Period for finding buyer. The period referred to in this 
subparagraph is the 1-year period beginning on the date (after the 
14th year of the compliance period) the taxpayer submits a written 
request to the housing credit agency to find a person to acquire the 
taxpayer's interest in the low-income portion of the building.  

(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 
subparagraph (A) shall be applied without regard to such 
determination if the failure is corrected within 1 year from the date 
of the determination.  

(K) Projects which consist of more than 1 building. The 
application of this paragraph to projects which consist of more than 
1 building shall be made under regulations prescribed by the 
Secretary.  

(7) Special rules.  

(A) Building must be located within jurisdiction of credit agency. 
A housing credit agency may allocate its aggregate housing credit 
dollar amount only to buildings located in the jurisdiction of the 
governmental unit of which such agency is a part.  

(B) Agency allocations in excess of limit. If the aggregate housing 
credit dollar amounts allocated by a housing credit agency for any 
calendar year exceed the portion of the State housing credit ceiling 
allocated to such agency for such calendar year, the housing credit 
dollar amounts so allocated shall be reduced (to the extent of such 
excess) for buildings in the reverse of the order in which the 
allocations of such amounts were made.  

(C) Credit reduced if allocated credit dollar amount is less than 
credit which would be allowable without regard to placed in 
service convention, etc.  

(i) In general. The amount of the credit determined under 
this section with respect to any building shall not exceed 
the clause (ii) percentage of the amount of the credit which 



would (but for this subparagraph ) be determined under this 
section with respect to such building.  

(ii) Determination of percentage. For purposes of clause (i) 
, the clause (ii) percentage with respect to any building is 
the percentage which—  

(I) the housing credit dollar amount allocated to 
such building bears to  

(II) the credit amount determined in accordance 
with clause (iii) .  

(iii) Determination of credit amount. The credit amount 
determined in accordance with this clause is the amount of 
the credit which would (but for this subparagraph ) be 
determined under this section with respect to the building 
if—  

(I) this section were applied without regard to 
paragraphs (2)(A) and (3)(B) of subsection (f) , and  

(II) subsection (f)(3)(A) were applied without 
regard to “the percentage equal to 2/3 of”.  

(D) Housing credit agency to specify applicable percentage and 
maximum qualified basis. In allocating a housing credit dollar 
amount to any building, the housing credit agency shall specify the 
applicable percentage and the maximum qualified basis which may 
be taken into account under this section with respect to such 
building. The applicable percentage and maximum qualified basis 
so specified shall not exceed the applicable percentage and 
qualified basis determined under this section without regard to this 
subsection .  

(8) Other definitions.  
For purposes of this subsection —  

(A) Housing credit agency. The term “housing credit agency” 
means any agency authorized to carry out this subsection .  

(B) Possessions treated as states. The term “State” includes a 
possession of the United States.  

(i) Definitions and special rules.  
For purposes of this section —  



(1) Compliance period.  
The term “compliance period” means, with respect to any building, the 
period of 15 taxable years beginning with the 1st taxable year of the credit 
period with respect thereto.  

(2) Determination of whether building is federally subsidized.  

(A) In general. Except as otherwise provided in this paragraph , for 
purposes of subsection (b)(1) , a new building shall be treated as 
federally subsidized for any taxable year if, at any time during such 
taxable year or any prior taxable year, there is or was outstanding 
any obligation the interest on which is exempt from tax under 
section 103 , or any below market Federal loan, the proceeds of 
which are or were used (directly or indirectly) with respect to such 
building or the operation thereof.  

(B) Election to reduce eligible basis by balance of loan or proceeds 
of obligations. A loan or tax-exempt obligation shall not be taken 
into account under subparagraph (A) if the taxpayer elects to 
exclude from the eligible basis of the building for purposes of 
subsection (d) —  

(i) in the case of a loan, the principal amount of such loan, 
and  

(ii) in the case of a tax-exempt obligation, the proceeds of 
such obligation.  

(C) Special rule for subsidized construction financing. 
Subparagraph (A) shall not apply to any tax-exempt obligation or 
below market Federal loan used to provide construction financing 
for any building if—  

(i) such obligation or loan (when issued or made) identified 
the building for which the proceeds of such obligation or 
loan would be used, and  

(ii) such obligation is redeemed, and such loan is repaid, 
before such building is placed in service.  

(D) Below market federal loan. For purposes of this paragraph , the 
term “below market Federal loan” means any loan funded in whole 
or in part with Federal funds if the interest rate payable on such 
loan is less than the applicable Federal rate in effect under section 
1274(d)(1) (as of the date on which the loan was made). Such term 
shall not include any loan which would be a below market Federal 



loan solely by reason of assistance provided under section 106, 
107, or 108 of the Housing and Community Development Act of 
1974 (as in effect on the date of the enactment of this sentence).  

(E) Buildings receiving home assistance or Native American 
Housing assistance.  

(i) In general. Assistance provided under the HOME 
Investment Partnerships Act (as in effect on the date of the 
enactment of this subparagraph or the Native American 
Housing Assistance and Self-Determination Act of 1996 
(25 U.S.C. 4101 et seq.) (as in effect on October 1, 1997) 
with respect to any building shall not be taken into account 
under subparagraph (D) if 40 percent or more of the 
residential units in the building are occupied by individuals 
whose income is 50 percent or less of area median gross 
income. Subsection (d)(5)(C) shall not apply to any 
building to which the preceding sentence applies.  

(ii) Special rule for certain high-cost housing areas. In the 
case of a building located in a city described in section 
142(d)(6) , clause (i) shall be applied by substituting “25 
percent” for “40 percent”.  

(3) Low-income unit.  

(A) In general. The term “low-income unit” means any unit in a 
building if—  

(i) such unit is rent-restricted (as defined in subsection 
(g)(2) ), and  

(ii) the individuals occupying such unit meet the income 
limitation applicable under subsection (g)(1) to the project 
of which such building is a part.  

(B) Exceptions.  

(i) In general. A unit shall not be treated as a low-income 
unit unless the unit is suitable for occupancy and used other 
than on a transient basis.  

(ii) Suitability for occupancy. For purposes of clause (i) , 
the suitability of a unit for occupancy shall be determined 
under regulations prescribed by the Secretary taking into 
account local health, safety, and building codes.  



(iii) Transitional housing for homeless. For purposes of 
clause (i) , a unit shall be considered to be used other than 
on a transient basis if the unit contains sleeping 
accommodations and kitchen and bathroom facilities and is 
located in a building—  

(I) which is used exclusively to facilitate the 
transition of homeless individuals (within the 
meaning of section 103 of the Stewart B. McKinney 
Homeless Assistance Act ( 42 U.S.C. 11302 ), as in 
effect on the date of the enactment of this clause ) to 
independent living within 24 months, and  

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

(iv) Single-room occupancy units. For purposes of clause 
(i) , a single-room occupancy unit shall not be treated as 
used on a transient basis merely because it is rented on a 
month-by-month basis.  

(C) Special rule for buildings having 4 or fewer units. In the case 
of any building which has 4 or fewer residential rental units, no 
unit in such building shall be treated as a low-income unit if the 
units in such building are owned by—  

(i) any individual who occupies a residential unit in such 
building, or  

(ii) any person who is related (as defined in subsection 
(d)(2)(D)(iii) ) to such individual.  

(D) Certain students not to disqualify unit. A unit shall not fail to 
be treated as a low-income unit merely because it is occupied—  

(i) by an individual who is—  

(I) a student and receiving assistance under title IV 
of the Social Security Act, or  



(II) enrolled in a job training program receiving 
assistance under the Job Training Partnership Act or 
under other similar Federal, State, or local laws, or  

(ii) entirely by full-time students if such students are—  

Caution: Subclause (i)(3)(D)(ii)(I), following, is effective 
for tax. yrs. begin. before 1/1/2005. For subclause 
(i)(3)(D)(ii)(I), effective for tax. yrs. begin. after 
12/31/2004, see below.  

(I) single parents and their children and such parents 
and children are not dependents (as defined in 
section 152 ) of another individual, or  

Caution: Subclause (i)(3)(D)(ii)(I), following, is effective 
for tax. yrs. begin. after 12/31/2004. For subclause 
(i)(3)(D)(ii)(I), effective for tax. yrs. begin. before 
1/1/2005, see above.  

(I) single parents and their children and such parents 
and children are not dependents (as defined in 
section 152 , determined without regard to 
subsections (b)(1) , (b)(2) , and (d)(1)(B) thereof) of 
another individual, or  

(II) married and file a joint return.  

(E) Owner-occupied buildings having 4 or fewer units eligible for 
credit where development plan.  

(i) In general. Subparagraph (C) shall not apply to the 
acquisition or rehabilitation of a building pursuant to a 
development plan of action sponsored by a State or local 
government or a qualified nonprofit organization (as 
defined in subsection (h)(5)(C) ).  

(ii) Limitation on credit. In the case of a building to which 
clause (i) applies, the applicable fraction shall not exceed 
80 percent of the unit fraction.  

(iii) Certain unrented units treated as owner-occupied. In 
the case of a building to which clause (i) applies, any unit 
which is not rented for 90 days or more shall be treated as 
occupied by the owner of the building as of the 1st day it is 
not rented.  



(4) New building.  
The term “new building” means a building the original use of which 
begins with the taxpayer.  

(5) Existing building.  
The term “existing building” means any building which is not a new 
building.  

(6) Application to estates and trusts.  
In the case of an estate or trust, the amount of the credit determined under 
subsection (a) and any increase in tax under subsection (j) shall be 
apportioned between the estate or trust and the beneficiaries on the basis 
of the income of the estate or trust allocable to each.  

(7) Impact of tenant's right of 1st refusal to acquire property.  

(A) In general. No Federal income tax benefit shall fail to be 
allowable to the taxpayer with respect to any qualified low-income 
building merely by reason of a right of 1st refusal held by the 
tenants (in cooperative form or otherwise) or resident management 
corporation of such building or by a qualified nonprofit 
organization (as defined in subsection (h)(5)(C) ) or government 
agency to purchase the property after the close of the compliance 
period for a price which is not less than the minimum purchase 
price determined under subparagraph (B) .  

(B) Minimum purchase price. For purposes of subparagraph (A) , 
the minimum purchase price under this subparagraph is an amount 
equal to the sum of—  

(i) the principal amount of outstanding indebtedness 
secured by the building (other than indebtedness incurred 
within the 5-year period ending on the date of the sale to 
the tenants), and  

(ii) all Federal, State, and local taxes attributable to such 
sale.  

Except in the case of Federal income taxes, there shall not be taken 
into account under clause (ii) any additional tax attributable to the 
application of clause (ii) .  

(j) Recapture of credit.  

(1) In general.  
If—  



(A) as of the close of any taxable year in the compliance period, 
the amount of the qualified basis of any building with respect to 
the taxpayer is less than  

(B) the amount of such basis as of the close of the preceding 
taxable year, then the taxpayer's tax under this chapter for the 
taxable year shall be increased by the credit recapture amount.  

(2) Credit recapture amount.  
For purposes of paragraph (1) , the credit recapture amount is an amount 
equal to the sum of—  

(A) the aggregate decrease in the credits allowed to the taxpayer 
under section 38 for all prior taxable years which would have 
resulted if the accelerated portion of the credit allowable by reason 
of this section were not allowed for all prior taxable years with 
respect to the excess of the amount described in paragraph (1)(B) 
over the amount described in paragraph (1)(A) , plus  

(B) interest at the overpayment rate established under section 6621 
on the amount determined under subparagraph (A) for each prior 
taxable year for the period beginning on the due date for filing the 
return for the prior taxable year involved.  

 
No deduction shall be allowed under this chapter for interest described in 
subparagraph (B) .  

(3) Accelerated portion of credit.  
For purposes of paragraph (2) , the accelerated portion of the credit for the 
prior taxable years with respect to any amount of basis is the excess of—  

(A) the aggregate credit allowed by reason of this section (without 
regard to this subsection ) for such years with respect to such basis, 
over  

(B) the aggregate credit which would be allowable by reason of 
this section for such years with respect to such basis if the 
aggregate credit which would (but for this subsection ) have been 
allowable for the entire compliance period were allowable ratably 
over 15 years.  

(4) Special rules.  

(A) Tax benefit rule. The tax for the taxable year shall be increased 
under paragraph (1) only with respect to credits allowed by reason 



of this section which were used to reduce tax liability. In the case 
of credits not so used to reduce tax liability, the carryforwards and 
carrybacks under section 39 shall be appropriately adjusted.  

(B) Only basis for which credit allowed taken into account. 
Qualified basis shall be taken into account under paragraph (1)(B) 
only to the extent such basis was taken into account in determining 
the credit under subsection (a) for the preceding taxable year 
referred to in such paragraph.  

(C) No recapture of additional credit allowable by reason of 
subsection (f)(3) . Paragraph (1) shall apply to a decrease in 
qualified basis only to the extent such decrease exceeds the amount 
of qualified basis with respect to which a credit was allowable for 
the taxable year referred to in paragraph (1)(B) by reason of 
subsection (f)(3) .  

(D) No credits against tax. Any increase in tax under this 
subsection shall not be treated as a tax imposed by this chapter for 
purposes of determining the amount of any credit under this 
chapter.  

(E) No recapture by reason of casualty loss. The increase in tax 
under this subsection shall not apply to a reduction in qualified 
basis by reason of a casualty loss to the extent such loss is restored 
by reconstruction or replacement within a reasonable period 
established by the Secretary.  

(F) No recapture where de minimis changes in floor space. The 
Secretary may provide that the increase in tax under this subsection 
shall not apply with respect to any building if—  

(i) such increase results from a de minimis change in the 
floor space fraction under subsection (c)(1) , and  

(ii) the building is a qualified low-income building after 
such change.  

(5) Certain partnerships treated as the taxpayer.  

(A) In general. For purposes of applying this subsection to a 
partnership to which this paragraph applies—  

(i) such partnership shall be treated as the taxpayer to 
which the credit allowable under subsection (a) was 
allowed,  



(ii) the amount of such credit allowed shall be treated as the 
amount which would have been allowed to the partnership 
were such credit allowable to such partnership,  

(iii) paragraph (4)(A) shall not apply, and  

(iv) the amount of the increase in tax under this subsection 
for any taxable year shall be allocated among the partners 
of such partnership in the same manner as such 
partnership's taxable income for such year is allocated 
among such partners.  

(B) Partnerships to which paragraph applies. This paragraph shall 
apply to any partnership which has 35 or more partners unless the 
partnership elects not to have this paragraph apply.  

(C) Special rules.  

(i) Husband and wife treated as 1 partner. For purposes of 
subparagraph (B)(i) , a husband and wife (and their estates) 
shall be treated as 1 partner.  

(ii) Election irrevocable. Any election under subparagraph 
(B) , once made, shall be irrevocable.  

(6) No recapture on disposition of building (or interest therein) where 
bond posted.  
In the case of a disposition of a building or an interest therein the taxpayer 
shall be discharged from liability for any additional tax under this 
subsection by reason of such disposition if—  

(A) the taxpayer furnishes to the Secretary a bond in an amount 
satisfactory to the Secretary and for the period required by the 
Secretary, and  

(B) it is reasonably expected that such building will continue to be 
operated as a qualified low-income building for the remaining 
compliance period with respect to such building.  

(k) Application of at-risk rules.  
For purposes of this section —  

(1) In general.  
Except as otherwise provided in this subsection , rules similar to the rules 
of section 49(a)(1) (other than subparagraphs (D)(ii)(II) and (D)(iv)(I) 
thereof ), section 49(a)(2) , and section 49(b)(1) shall apply in determining 



the qualified basis of any building in the same manner as such sections 
apply in determining the credit base of property.  

(2) Special rules for determining qualified person.  
For purposes of paragraph (1) —  

(A) In general. If the requirements of subparagraphs (B) , (C) , and 
(D) are met with respect to any financing borrowed from a 
qualified nonprofit organization (as defined in subsection (h)(5) ), 
the determination of whether such financing is qualified 
commercial financing with respect to any qualified low-income 
building shall be made without regard to whether such 
organization—  

(i) is actively and regularly engaged in the business of 
lending money, or  

(ii) is a person described in section 49(a)(1)(D)(iv)(II) .  

(B) Financing secured by property. The requirements of this 
subparagraph are met with respect to any financing if such 
financing is secured by the qualified low-income building, except 
that this subparagraph shall not apply in the case of a federally 
assisted building described in subsection (d)(6)(B) if—  

(i) a security interest in such building is not permitted by a 
Federal agency holding or insuring the mortgage secured 
by such building, and  

(ii) the proceeds from the financing (if any) are applied to 
acquire or improve such building.  

(C) Portion of building attributable to financing. The requirements 
of this subparagraph are met with respect to any financing for any 
taxable year in the compliance period if, as of the close of such 
taxable year, not more than 60 percent of the eligible basis of the 
qualified low-income building is attributable to such financing 
(reduced by the principal and interest of any governmental 
financing which is part of a wrap-around mortgage involving such 
financing).  

(D) Repayment of principal and interest. The requirements of this 
subparagraph are met with respect to any financing if such 
financing is fully repaid on or before the earliest of—  

(i) the date on which such financing matures,  



(ii) the 90th day after the close of the compliance period 
with respect to the qualified low-income building, or  

(iii) the date of its refinancing or the sale of the building to 
which such financing relates.  

In the case of a qualified nonprofit organization which is not 
described in section 49(a)(1)(D)(iv)(II) with respect to a building, 
clause (ii) of this subparagraph shall be applied as if the date 
described therein were the 90th day after the earlier of the date the 
building ceases to be a qualified low-income building or the date 
which is 15 years after the close of a compliance period with 
respect thereto.  

(3) Present value of financing.  
If the rate of interest on any financing described in paragraph (2)(A) is less 
than the rate which is 1 percentage point below the applicable Federal rate 
as of the time such financing is incurred, then the qualified basis (to which 
such financing relates) of the qualified low-income building shall be the 
present value of the amount of such financing, using as the discount rate 
such applicable Federal rate. For purposes of the preceding sentence, the 
rate of interest on any financing shall be determined by treating interest to 
the extent of government subsidies as not payable.  

(4) Failure to fully repay.  

(A) In general. To the extent that the requirements of paragraph 
(2)(D) are not met, then the taxpayer's tax under this chapter for 
the taxable year in which such failure occurs shall be increased by 
an amount equal to the applicable portion of the credit under this 
section with respect to such building, increased by an amount of 
interest for the period—  

(i) beginning with the due date for the filing of the return of 
tax imposed by chapter 1 for the 1st taxable year for which 
such credit was allowable, and  

(ii) ending with the due date for the taxable year in which 
such failure occurs,  

determined by using the underpayment rate and method under 
section 6621 .  

(B) Applicable portion. For purposes of subparagraph (A) , the 
term “applicable portion” means the aggregate decrease in the 
credits allowed to a taxpayer under section 38 for all prior taxable 



years which would have resulted if the eligible basis of the 
building were reduced by the amount of financing which does not 
meet requirements of paragraph (2)(D) .  

(C) Certain rules to apply. Rules similar to the rules of 
subparagraphs (A) and (D) of subsection (j)(4) shall apply for 
purposes of this subsection .  

(l) Certifications and other reports to secretary.  

(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)—  

(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.  

 
In the case of a failure to make the certification required by the preceding 
sentence on the date prescribed therefor, 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.  

(2) Annual reports to the Secretary.  
The Secretary may require taxpayers to submit an information return (at 
such time and in such form and manner as the Secretary prescribes) for 
each taxable year setting forth—  

(A) the qualified basis for the taxable year of each qualified low-
income building of the taxpayer,  



(B) the information described in paragraph (1)(C) for the taxable 
year, and  

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

 
The penalty under section 6652(j) shall apply to any failure to submit the 
return required by the Secretary under the preceding sentence on the date 
prescribed therefor.  

(3) Annual reports from housing credit agencies.  
Each agency which allocates any housing credit amount to any building 
for any calendar year shall submit to the Secretary (at such time and in 
such manner as the Secretary shall prescribe) an annual report 
specifying—  

(A) the amount of housing credit amount allocated to each building 
for such year,  

(B) sufficient information to identify each such building and the 
taxpayer with respect thereto, and  

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

 
The penalty under section 6652(j) shall apply to any failure to submit the 
report required by the preceding sentence on the date prescribed therefor.  

(m) Responsibilities of housing credit agencies.  

(1) Plans for allocation of credit among projects.  

(A) In general. Notwithstanding any other provision of this section 
, the housing credit dollar amount with respect to any building 
shall be zero unless—  

(i) such amount was allocated pursuant to a qualified 
allocation plan of the housing credit agency which is 
approved by the governmental unit (in accordance with 
rules similar to the rules of section 147(f)(2) (other than 
subparagraph (B)(ii) thereof )) of which such agency is a 
part,  

(ii) such agency notifies the chief executive officer (or the 
equivalent) of the local jurisdiction within which the 
building is located of such project and provides such 



individual a reasonable opportunity to comment on the 
project,  

(iii) a comprehensive market study of the housing needs of 
low-income individuals in the area to be served by the 
project is conducted before the credit allocation is made 
and at the developer's expense by a disinterested party who 
is approved by such agency, and  

(iv) a written explanation is available to the general public 
for any allocation of a housing credit dollar amount which 
is not made in accordance with established priorities and 
selection criteria of the housing credit agency.  

(B) Qualified allocation plan. For purposes of this paragraph , the 
term “qualified allocation plan” means any plan—  

(i) which sets forth selection criteria to be used to 
determine housing priorities of the housing credit agency 
which are appropriate to local conditions,  

(ii) which also gives preference in allocating housing credit 
dollar amounts among selected projects to—  

(I) projects serving the lowest income tenants,  

(II) projects obligated to serve qualified tenants for 
the longest periods, and  

(III) projects which are located in qualified census 
tracts (as defined in subsection (d)(5)(C) ) and the 
development of which contributes to a concerted 
community revitalization plan, and  

(iii) which provides a procedure that the agency (or an 
agent or other private contractor of such agency) will 
follow in monitoring for noncompliance with the 
provisions of this section and in notifying the Internal 
Revenue Service of such noncompliance which such 
agency becomes aware of and in monitoring for 
noncompliance with habitability standards through regular 
site visits.  

(C) Certain selection criteria must be used. The selection criteria 
set forth in a qualified allocation plan must include—  



(i) project location,  

(ii) housing needs characteristics,  

(iii) project characteristics, including whether the project 
includes the use of existing housing as part of a community 
revitalization plan,  

(iv) sponsor characteristics,  

(v) tenant populations with special housing needs,  

(vi) public housing waiting lists,  

(vii) tenant populations of individuals with children, and  

(viii) projects intended for eventual tenant ownership.  

(D) Application to bond financed projects. Subsection (h)(4) shall 
not apply to any project unless the project satisfies the 
requirements for allocation of a housing credit dollar amount under 
the qualified allocation plan applicable to the area in which the 
project is located.  

(2) Credit allocated to building not to exceed amount necessary to 
assure project feasibility.  

(A) In general. The housing credit dollar amount allocated to a 
project shall not exceed the amount the housing credit agency 
determines is necessary for the financial feasibility of the project 
and its viability as a qualified low-income housing project 
throughout the credit period.  

(B) Agency evaluation. In making the determination under 
subparagraph (A) , the housing credit agency shall consider—  

(i) the sources and uses of funds and the total financing 
planned for the project,  

(ii) any proceeds or receipts expected to be generated by 
reason of tax benefits,  

(iii) the percentage of the housing credit dollar amount used 
for project costs other than the cost of intermediaries, and  



(iv) the reasonableness of the developmental and 
operational costs of the project.  

Clause (iii) shall not be applied so as to impede the development of 
projects in hard-to-develop areas. Such a determination shall not be 
construed to be a representation or warranty as to the feasibility or 
viability of the project.  

(C) Determination made-when credit amount applied for and when 
building placed in service.  

(i) In general. A determination under subparagraph (A) 
shall be made as of each of the following times:  

(I) The application for the housing credit dollar 
amount.  

(II) The allocation of the housing credit dollar 
amount.  

(III) The date the building is placed in service.  

(ii) Certification as to amount of other subsidies. Prior to 
each determination under clause (i) , the taxpayer shall 
certify to the housing credit agency the full extent of all 
Federal, State, and local subsidies which apply (or which 
the taxpayer expects to apply) with respect to the building.  

(D) Application to bond financed projects. Subsection (h)(4) shall 
not apply to any project unless the governmental unit which issued 
the bonds (or on behalf of which the bonds were issued) makes a 
determination under rules similar to the rules of subparagraphs (A) 
and (B) .  

(n) Regulations.  
The Secretary shall prescribe such regulations as may be necessary or appropriate 
to carry out the purposes of this section , including regulations—  

(1) dealing with—  

(A) projects which include more than 1 building or only a portion 
of a building,  

(B) buildings which are placed in service in portions,  

(2) providing for the application of this section to short taxable years,  



(3) preventing the avoidance of the rules of this section , and  

(4) providing the opportunity for housing credit agencies to correct 
administrative errors and omissions with respect to allocations and record 
keeping within a reasonable period after their discovery, taking into 
account the availability of regulations and other administrative guidance 
from the Secretary.    
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Internal Revenue Service 

Low-Income Housing Credit Allocation 
and Certification

▶ Go to www.irs.gov/Form8609 for instructions and the latest information.
OMB No. 1545-0988

Part I Allocation of Credit 
Check if: Addition to Qualified Basis Amended Form 
A    Address of building (do not use P.O. box) (see instructions) B    Name and address of housing credit agency 

C    Name, address, and TIN of building owner receiving allocation 

TIN ▶
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1 a Date of allocation ▶ b Maximum housing credit dollar amount allowable . 1b 

2 Maximum applicable credit percentage allowable (see instructions) . . . . . . . . . . 2 % 

3a Maximum qualified basis . . . . . . . . . . . . . . . . . . . . . . . . 3a 
b Check here ▶  if the eligible basis used in the computation of line 3a was increased under 

the high-cost area provisions of section 42(d)(5)(B). Enter the percentage to which the eligible
basis was increased (see instructions) . . . . . . . . . . . . . . . . . . . 3b 1 % 

4 Percentage of the aggregate basis financed by tax-exempt bonds. (If zero, enter -0-.) . . . 4 % 
5a Date building placed in service . . . . . . . . . . . . . . . .  ▶

b Check here ▶ if the date of allocation on line 1a is in calendar year 2021 or 2022 and the 
building is located in a qualified disaster zone (see instructions).  

6 Check the boxes that describe the allocation for the building (check those that apply): 
a Newly constructed and federally subsidized b Newly constructed and not federally subsidized c Existing building 
d Sec. 42(e) rehabilitation expenditures federally subsidized e Sec. 42(e) rehabilitation expenditures not federally subsidized 
f Allocation subject to nonprofit set-aside under sec. 42(h)(5) 

Signature of Authorized Housing Credit Agency Official—Completed by Housing Credit Agency Only 
Under penalties of perjury, I declare that the allocation made is in compliance with the requirements of section 42 of the Internal Revenue Code, and 
that I have examined this form and to the best of my knowledge and belief, the information is true, correct, and complete. 

▲

Signature of authorized official 

▲

Name (please type or print) 

▲

Date 

Part II First-Year Certification—Completed by Building Owners with respect to the First Year of the Credit Period 
7 Eligible basis of building (see instructions) . . . . . . . . . . . . . . . . . . 7 
8a Original qualified basis of the building at close of first year of credit period . . . . . . . 8a 

b Are you treating this building as part of a multiple building project for purposes of section 42 
(see instructions)? . . . . . . . . . . . . . . . . . . . . . . . . . .  Yes No 

9a If box 6a or box 6d is checked, do you elect to reduce eligible basis under section 42(i)(2)(B)? Yes No 
b For market-rate units above the average quality standards of low-income units in the building, do you elect 

to reduce eligible basis by disproportionate costs of non-low-income units under section 42(d)(3)(B)? .  ▶ Yes No 
10 Check the appropriate box for each election.

Caution: Once made, the following elections are irrevocable. 
a Elect to begin credit period the first year after the building is placed in service (section 42(f)(1))  ▶ Yes No 
b Elect not to treat large partnership as taxpayer (section 42(j)(5)) . . . . . . . . . .  ▶ Yes 
c Elect minimum set-aside requirement (section 42(g)) (see instructions): 

20-50 40-60 Average income 25-60 (N.Y.C. only) 
d Elect deep rent skewed project (section 142(d)(4)(B)) (see instructions) . . . . . . . . .  15-40 

Under penalties of perjury, I declare that I have examined this form and accompanying attachments, and to the best of my knowledge and belief, they 
are true, correct, and complete. 

▲

Signature 

▲

Taxpayer identification number 

▲

Date 

▲

Name (please type or print) 

▲

First year of the credit period 

For Privacy Act and Paperwork Reduction Act Notice, see separate instructions. Cat. No. 63981U Form 8609 (Rev. 12-2021) 
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Instructions for Form 8609
(Rev. February 2022)
Low-Income Housing Credit Allocation and Certification

Department of the Treasury
Internal Revenue Service

Section references are to the Internal Revenue Code unless 
otherwise noted.
Future Developments
For the latest information about developments related to 
Form 8609 and its instructions, such as legislation enacted 
after they were published, go to IRS.gov/Form8609.
What’s New
Minimum credit rate. The Taxpayer Certainty and Disaster 
Tax Relief Act of 2020 set a new minimum applicable credit 
percentage of 4% for certain buildings. See Line 2 and 
Line 9a, later.
Qualified disaster zones. The Taxpayer Certainty and 
Disaster Tax Relief Act of 2020 extends the deadlines for 
meeting the 10% and placed-in-service requirements under 
section 42(h)(1)(E) for designated buildings located in a 
qualified disaster zone. See Line 5b, and also Allocation of 
credit under Purpose of Form, later.
Notice 2021-12. The instructions have been updated 
throughout, as needed, to reflect the temporary relief 
provided in Notice 2021-12, 2021-6 I.R.B. 828 (at 
IRS.gov/pub/irs-drop/n-21-12.pdf), as clarified by Notice 
2021-17, 2021-14 I.R.B. 984 (at IRS.gov/pub/irs-drop/
n-21-17.pdf), and as amended by Notice 2022-5, 2022-5 
I.R.B. 457 (at IRS.gov/pub/irs-drop/n-22-05.pdf).
Revenue Ruling 2021-20. As a result of Revenue Ruling 
2021-20, 2021-51 I.R.B. 875 (at IRS.gov/pub/irs-drop/
rr-21-20.pdf) as clarified by Revenue Procedure 2021-43, 
2021-51 I.R.B. 882 (at IRS.gov/pub/irs-drop/rp-21-43.pdf), 
the 4% floor in section 42(b)(3) does not apply to certain 
arrangements. See Line 2, later.

General Instructions
Purpose of Form
Owners of residential low-income rental buildings are 
allowed a low-income housing credit for each qualified 
building annually over a 10-year credit period. Form 8609 
can be used to obtain a housing credit allocation from the 
housing credit agency. A separate Form 8609 must be 
issued for each building in a multiple building project. Form 
8609 is also used to certify certain information.
Housing credit agency. This is any state or local agency 
authorized to make low-income housing credit allocations 
within its jurisdiction.
Building identification number (BIN). This number is 
assigned by the housing credit agency. The BIN initially 
assigned to a building must be used for any allocation of 
credit to the building that requires a separate Form 8609 (see 
Multiple Forms 8609, later). For example, rehabilitation 
expenditures treated as a separate new building shouldn't 
have a separate BIN if the building already has one. Use the 
number first assigned to the building.

Allocation of credit. For an owner to claim a low-income 
housing credit on a building (except as explained under 
Tax-exempt bonds, later), the housing credit agency must 
make an allocation of the credit by the close of the calendar 
year in which the building is placed in service, unless:

1. The allocation is the result of an advance binding 
commitment by the housing credit agency made not later 
than the close of the calendar year in which the building is 
placed in service (see section 42(h)(1)(C));

2. The allocation relates to an increase in qualified basis 
(see section 42(h)(1)(D));

3. The allocation is made for a building placed in service 
no later than the second calendar year following the calendar 
year in which the allocation is made if the building is part of a 
project in which the taxpayer's basis as of the date which is 1 
year after the date that the allocation was made is more than 
10% of the project’s reasonably expected basis as of the end 
of that second calendar year (for certain calendar year 2021 
or 2022 allocations to buildings in qualified disaster areas 
replace "second calendar year" with "third calendar year" and 
"1 year" with "2 years" (see your housing credit agency and 
the Taxpayer Certainty and Disaster Tax Relief Act of 2020, 
sections 301(2) and 305(a)(3), for more information)) (also 
see the TIP below for other extensions); or

4. The allocation is made for a project that includes more 
than one building if:

a. The allocation is made during the project period,
b. The allocation applies only to buildings placed in 

service during or after the calendar year in which the 
allocation is made, and

c. Each building in the project to which the allocation 
applies is identified by a separate building identification 
number (BIN).

Regarding (3) and (4) (carryover allocations), see sections 
42(h)(1)(E) and 42(h)(1)(F); Taxpayer Certainty and Disaster 
Act of 2020, sections 301(2) and 305(a)(3); and Regulations 
section 1.42-6.

The agency can only make an allocation to a building 
located within its geographical jurisdiction. Once an 
allocation is made, the credit is allowable for all years during 
the 10-year credit period. A separate Form 8609 must be 
completed for each building to which an allocation of credit is 
made.

See the Note next for details on deadlines.

Note. Regarding (3) (carryover allocations), if the last day for 
an owner of a building with a carryover allocation to meet the 
10% test is:
• On or after April 1, 2020, and on or before December 31, 
2021, the deadline is extended to the original deadline plus 2 
years;
• On or after January 1, 2021, and before December 31, 
2022, the deadline is extended to December 31, 2022.

TIP

Feb 15, 2022 Cat. No. 52385A
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For buildings meeting the 10% test, if the original 
placed-in-service deadline for the building is:
• December 31, 2020, the last day for the owner to place the 
building in service is December 31, 2022;
• December 31, 2021, and the original deadline for the 10% 
test in section 42(h)(1)(E)(ii) was before April 1, 2020, the 
new placed-in-service deadline again is December 31, 2022;
• December 31, 2021, and the original deadline for the 10% 
test in section 42(h)(1)(E)(ii) was on or after April 1, 2020, 
and on or before December 31, 2020, then the new 
placed-in-service deadline is December 31, 2023;
• December 31, 2022 (and thus the original deadline for the 
10% test was in 2021), then the new placed-in-service 
deadline is December 31, 2023.
See Notice 2021-12, section IV.A and C, as amended by 
Notice 2022-5, section IV.A and C.
Multiple Forms 8609. Allocations of credit in separate 
calendar years require separate Forms 8609. Also, when a 
building receives separate allocations for acquisition of an 
existing building and for rehabilitation expenditures, a 
separate Form 8609 must be completed for each credit 
allocation.
Tax-exempt bonds. No housing credit allocation is required 
for any portion of the eligible basis of a qualified low-income 
building that is financed with tax-exempt bonds taken into 
account for purposes of the volume cap under section 146 if 
principal payments on the financing are applied within a 
reasonable period to redeem obligations the proceeds of 
which were used to provide the financing, or the financing is 
refunded as described in section 146(i)(6). An allocation isn't 
needed when 50% or more of the aggregate basis of the 
building and the land on which the building is located 
(defined below) is financed with tax-exempt bonds described 
in the preceding sentence. However, the owner must still get 
a Form 8609 from the appropriate housing credit agency 
(with the applicable items completed, including an assigned 
BIN).

Land on which the building is located. This includes 
only land that is functionally related and subordinate to the 
qualified low-income building. (See Regulations sections 
1.103-8(a)(3) and 1.103-8(b)(4)(iii) for the meaning of 
“functionally related and subordinate.”)
Filing Requirement
Housing credit agency. Complete and sign Part I of Form 
8609 and make copies of the form. Submit a copy with Form 
8610, Annual Low-Income Housing Credit Agencies Report, 
and keep a copy for the records. The agency must send the 
original, signed Form 8609 (including instructions) to the 
building owner.
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 address below. 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.

Where to file Form 8609. Send the properly completed 
and signed form(s) to:

Department of the Treasury
Internal Revenue Service Center
Philadelphia, PA 19255-0549

Note. The housing credit agency may require you to submit 
a copy of Form 8609 with a completed Part II to the agency. 
You should contact the agency to obtain agency filing 
requirements.

Also, file Form 8609-A for each year of the 15-year 
compliance period. The credit is claimed on Form 8586, 
Low-Income Housing Credit. See the forms for filing 
instructions.
Building Owner's Recordkeeping
Keep the following items in your records for three years after 
the due date (including extensions) of the owner's tax return 
for the tax year that includes the end of the 15-year 
compliance period.
• A copy of the original Form 8609 received from the 
housing agency and all related Forms 8609-A (or 
predecessor Schedules A (Form 8609)), Forms 8586, and 
any Forms 8611, Recapture of Low-Income Housing Credit.
• If the maximum applicable credit percentage allowable on 
line 2 reflects an election under section 42(b)(1)(A)(ii), (or 
former section 42(b)(2)(A)(ii), for buildings placed in service 
before July 31, 2008), a copy of the election statement.
• If the binding agreement specifying the housing credit 
dollar amount is contained in a separate document, a copy of 
the binding agreement.
• If the housing credit dollar amount allocated on line 1b 
reflects an allocation made under section 42(h)(1)(E) or 
section 42(h)(1)(F), a copy of the allocation document.

Specific Instructions
Part I—Allocation of Credit
Completed by Housing Credit Agency Only
Addition to qualified basis. Check this box if an allocation 
relates to an increase in qualified basis under section 42(f)
(3). Enter only the housing credit dollar amount for the 
increase. Don't include any portion of the original qualified 
basis when determining this amount.
Amended form. Check this box if this form amends a 
previously issued form. Complete all entries and explain the 
reason for the amended form. For example, if there is a 
change in the amount of initial allocation before the close of 
the calendar year, file an amended Form 8609 instead of the 
original form.
Item A. Identify the building for which this Form 8609 is 
issued when there are multiple buildings with the same 
address (e.g., BLDG. 6 of 8).
Line 1a. Generally, where Form 8609 is the allocating 
document, the date of the allocation is the date the Form 
8609 is completed, signed, and dated by an authorized 
official of the housing credit agency during the year the 
building is placed in service and mailed to the owner of the 
qualified low-income building.

However, if an allocation is made under section 42(h)(1)
(E) or 42(h)(1)(F), the date of allocation is the date the 
authorized official of the housing credit agency completes, 
signs, and dates the section 42(h)(1)(E) or 42(h)(1)(F) 
document used to make the allocation. If no allocation is 
required (i.e., 50% or greater tax-exempt bond financed 
building), leave line 1a blank.
Line 1b. Enter the housing credit dollar amount allocated to 
the building for each year of the 10-year credit period. The 

-2- Instructions for Form 8609 (2-2022)
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amount should equal the percentage on line 2 multiplied by 
the amount on line 3a. The housing credit agency is required 
to allocate only the amount necessary to assure project 
feasibility. To accomplish this, the agency can, to the extent 
permitted by the Code and regulations, lower the percentage 
on line 2 and the amount on line 3a. See Line 2 next and 
Line 3a, later, for the limits that apply. For tax-exempt bond 
projects for which no allocation is required, enter the housing 
credit dollar amount allowable under section 42(h)(4).
Line 2. The maximum applicable credit percentage 
allowable is determined in part by the date the building was 
placed in service. Follow the instructions pertaining to the 
date the building was placed in service.

Enter the maximum applicable credit percentage 
allowable to the building for the month the building was 
placed in service or, if applicable, for the month determined 
under section 42(b)(1)(A)(ii). This percentage may be less 
than the applicable percentage published by the IRS monthly 
in the Internal Revenue Bulletin.

A minimum applicable credit percentage of:

• 4% is in effect for new federally subsidized buildings, and 
for existing buildings, placed into service after December 31, 
2020. For the minimum 4% rate to apply, a building must also 
receive an allocation of housing credit dollar amount after 
December 31, 2020, or have a portion of the building 
financed with an obligation described in section 42(h)(4)(A) 
that is issued after December 31, 2020. If these 
circumstances apply, don’t enter less than 4% on line 2. See 
section 42(b)(3) and the Taxpayer Certainty and Disaster Tax 
Relief Act of 2020, section 201. But see the Note next.
• 9% is in effect for new non-federally subsidized buildings 
placed in service after July 30, 2008. The 9% minimum 
applies to new non-federally subsidized buildings even if the 
taxpayer made an irrevocable election under former section 
42(b)(1)(A)(ii). If this circumstance applies, don’t enter less 
than 9% on line 2. See section 42(b)(2).
Note. As a result of Revenue Ruling 2021-20, 2021-51 
I.R.B. 875 (at IRS.gov/pub/irs-drop/rr-21-20.pdf) as clarified 
by Revenue Procedure 2021-43, 2021-51 I.R.B. 882 (at 
IRS.gov/pub/irs-drop/rp-21-43.pdf), the 4% floor in section 
42(b)(3) does not apply to:
• A building that is financed in part with a draw-down exempt 
facility bond issue that was issued in 2020 and on which one 
or more draws are taken after December 31, 2020;
• A building that is financed in part with proceeds of an 
exempt facility bond issue that was issued in 2020 and in part 
with proceeds of a different exempt facility bond issue that 
was issued in a minimal amount after December 31, 2020; or
• A building that receives an allocation of housing credit 
dollar amount in 2020 and a minimal additional allocation 
after December 31, 2020.

When requirements of Regulations section 1.42-8 
must be met. If an election was made under section 42(b)
(1)(A)(ii) to use the applicable percentage for a month other 
than the month in which a building is placed in service, the 
requirements of Regulations section 1.42-8 must be met. The 
agency must keep a copy of the binding agreement. The 
applicable percentage is published monthly in the Internal 
Revenue Bulletin. For new buildings that aren't federally 
subsidized under section 42(i)(2)(A) and are placed in 
service after July 30, 2008, use the applicable percentage for 

CAUTION
!

the 70% present value credit, but don't enter less than 9%, 
unless the housing credit agency determines that a lesser 
amount is necessary to assure project feasibility. For new 
buildings that are federally subsidized, or existing buildings, 
use the applicable percentage for the 30% present value 
credit, but don’t enter less than 4% if they meet the criteria in 
Line 2 above for the 4% percentage. See Line 6, later, for the 
definition of “federally subsidized,” and the time period for 
which the definition applies. A taxpayer may elect under 
section 42(i)(2)(B) to reduce eligible basis by the proceeds of 
any tax-exempt obligation in order to obtain the higher credit 
percentage.

Additions to qualified basis. For allocations to buildings 
for additions to qualified basis under section 42(f)(3), don't 
reduce the applicable percentage even though the building 
owner may only claim a credit based on two-thirds of the 
credit percentage allocated to the building.
Line 3a. Enter the maximum qualified basis of the building. 
In computing qualified basis, the housing credit agency 
should use only the amount of eligible basis necessary to 
result in a qualified basis which, when multiplied by the 
percentage on line 2, equals the credit amount on line 1b. 
However, the housing credit agency isn't required to reduce 
maximum qualified basis and can lower the maximum 
applicable percentage on line 2. To compute qualified basis, 
multiply the eligible basis of the qualified low-income building 
by the smaller of:
• The fractional number of low-income units to all residential 
rental units in the building (the “unit fraction”) or
• The fractional amount of floor space of the low-income 
units to the floor space of all residential rental units in the 
building (the “floor space fraction”).

If the close of the first year of the credit period with 
respect to a building is on or after April 1, 2020, and 
on or before December 31, 2022, then, for purposes 

of section 42(f)(3)(A)(ii), the qualified basis for the building for 
the first year of the credit period is calculated by taking into 
account any increase in the number of low-income units by 
the close of the 6-month period following the close of that first 
year. See Notice 2021-12, section IV.E, as clarified by Notice 
2021-17, and amended by Notice 2022-5, section IV.E.

Generally, the term "low-income unit" means any unit in a 
building if the unit is rent-restricted and the individuals 
occupying the unit meet the income limitation applicable to 
the project of which the building is a part. See section 42(i)(3)
(A). Generally, a unit isn't treated as a low-income unit unless 
it's suitable for occupancy and used other than on a transient 
basis. Section 42(i)(3)(B) provides for certain exceptions 
(e.g., units that provide for transitional housing for the 
homeless may qualify as low-income units). See sections 
42(i)(3) and 42(c)(1)(E) for more information. If individuals 
are medical personnel or other essential workers (as defined 
by state or local governments) who provided services during 
the COVID-19 pandemic, then, for purposes of emergency 
housing provided from April 1, 2020, to December 31, 2022, 
owners of low-income housing projects may treat these 
individuals as if they were “displaced individuals.” That is, 
owners could have provided emergency housing for these 
individuals during this period pursuant to the provisions of 
Revenue Procedure 2014-49, 2014-37 I.R.B 535 (at 
IRS.gov/pub/irs-drop/rp-14-49.pdf), and Revenue Procedure 
2014-50, 2014-37 I.R.B. 540 (at IRS.gov/pub/irs-drop/
rp-14-50.pdf), as applicable. See Notice 2021-12, 
section V.E, as amended by Notice 2022-5, section V.E.

TIP
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Except as explained in Line 3b next, the eligible basis for a 
new building is its adjusted basis as of the close of the first 
tax year of the credit period. For certain existing buildings, 
the eligible basis is its acquisition cost plus capital 
improvements through the close of the first tax year of the 
credit period. See Line 3b next and section 42(d) for other 
exceptions and details.
Line 3b. Special rule to increase basis for buildings in 
certain high-cost areas. If the building is located in a 
high-cost area (i.e., “qualified census tract” or “difficult 
development area”), the eligible basis may be increased as 
follows.
• For new buildings, the eligible basis may be up to 130% of 
such basis determined without this provision.
• For existing buildings, the rehabilitation expenditures 
under section 42(e) may be up to 130% of the expenditures 
determined without regard to this provision.

Enter the percentage to which eligible basis was 
increased. For example, if the eligible basis was increased to 
120%, enter “120.”

Section 42(d)(5)(B)(v) permits a similar increase in basis 
for any non-federally subsidized building designated by the 
state agency to need the basis increase to be financially 
feasible as part of a qualified low-income housing project.

See section 42(d)(5)(B) for the definitions of qualified 
census tract and difficult development area, and for 
other details.

Note. Before it is increased, the eligible basis must be 
reduced by any federal subsidy which the taxpayer elects to 
exclude from eligible basis. For buildings placed in service 
after July 30, 2008, the eligible basis can't include any costs 
financed with federal grant proceeds.
Line 4. Enter the percentage of the aggregate basis of the 
building and land on which the building is located that is 
financed by certain tax-exempt bonds. If this amount is zero, 
enter -0-. Don't leave this line blank.
Line 5a. The placed-in-service date for a residential rental 
building is the date the first unit in the building is ready and 
available for occupancy under state or local law. 
Rehabilitation expenditures treated as a separate new 
building under section 42(e) are placed in service at the 
close of any 24-month period over which the expenditures 
are aggregated, whether or not the building is occupied 
during the rehabilitation period.

However, for purposes of section 42(e)(3)(A)(ii), if the last 
day of the 24-month period for a building is:
• On or after April 1, 2020, and before December 31, 2021, 
the last day to incur the minimum rehabilitation expenditures 
for the building is postponed to the original deadline plus 18 
months;
• On or after January 1, 2022, and on or before June 30, 
2022, then that deadline is extended to June 30, 2023;
• On or after July 1, 2022, and on or before December 31, 
2022, then that deadline is extended to the original date plus 
12 months;
• On or after January 1, 2023, and on or before December 
30, 2023, then that original deadline is extended to 
December 31, 2023.
See Notice 2021-12, section IV.B, as amended by Notice 
2022-5, section IV.B.

TIP

Note. The placed-in-service date for an existing building is 
determined separately from the placed-in-service date of 
rehabilitation expenditures treated as a separate new 
building.
Line 5b. Check this box if the date of allocation on line 1a is 
in calendar year 2021 or 2022, the building is located in a 
qualified disaster zone, and the allocation is discussed in the 
parenthetical in (3) under Allocation of credit in Purpose of 
Form, earlier.
Note. If you have checked the box on line 5b of your Form 
8609, include, on line 7a of Form 8610, the credit amount 
allocated by your Form 8609.
Line 6. Not more than 90% of the state housing credit ceiling 
for any calendar year can be allocated to projects other than 
projects involving qualified nonprofit organizations. A project 
involves a qualified nonprofit organization if that qualified 
nonprofit organization owns an interest in the project (directly 
or through a partnership) and materially participates (within 
the meaning of section 469(h)) in the development and 
operation of the project throughout the compliance period. 
See section 42(h)(5) for more details.

Generally, no credit is allowable for acquisition of an 
existing building unless substantial rehabilitation is done. See 
sections 42(d)(2)(B)(iv) and 42(f)(5) that were in effect on the 
date the allocation was made. Don't issue Form 8609 for 
acquisition of an existing building unless substantial 
rehabilitation under section 42(e) is placed in service.

Lines 6a and 6d. A building is treated as federally 
subsidized if at any time during the tax year or prior tax year 
there is outstanding any tax-exempt bond financing, the 
proceeds of which are used (directly or indirectly) for the 
building or its operation. If a building is federally subsidized, 
then box 6a or 6d must be checked regardless of whether the 
taxpayer has informed the housing credit agency that the 
taxpayer intends to make the election under section 42(i)(2)
(B) to reduce the eligible basis by the proceeds of any 
tax-exempt obligation.
Part II—First-Year Certification
Completed by Building Owner With Respect to 
the First Year of the Credit Period

By completing Part II, you are certifying the date the 
building is placed in service corresponds to the date 
on line 5a. If the Form 8609 issued to you contains 

the wrong date or no date, obtain a new or amended Form 
8609 from the housing credit agency.
Line 7. Enter the eligible basis (in dollars) of the building. 
Eligible basis doesn't include the cost of land. Determine 
eligible basis at the close of the first year of the credit period 
(see sections 42(f)(1), 42(f)(5), and 42(g)(3)(B)(iii) for 
determining the start of the credit period).

For new buildings, the eligible basis is generally the cost 
of construction or rehabilitation expenditures incurred under 
section 42(e).

For existing buildings, the eligible basis is the cost of 
acquisition plus rehabilitation expenditures not treated as a 
separate new building under section 42(e) incurred by the 
close of the first year of the credit period.

If the housing credit agency has entered an increased 
percentage in Part I, line 3b, multiply the eligible basis by the 
increased percentage and enter the result.

CAUTION
!
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Residential rental property may qualify for the credit even 
though part of the building in which the residential rental units 
are located is used for commercial use. Don't include the 
cost of the nonresident rental property. However, you may 
generally include the basis of common areas or tenant 
facilities, such as swimming pools or parking areas, 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. If an amenity or common area in a low-income 
building or project was temporarily unavailable or closed 
during some or all of the period from April 1, 2020, to 
December 31, 2022, and the unavailability or closure was in 
response to the COVID-19 pandemic and not because of 
other noncompliance for section 42 purposes, then this 
temporary unavailability or closure does not result in a 
reduction of the eligible basis of the building. See Notice 
2021-12, section V.C, as amended by Notice 2022-5, 
section V.C.

During the above period for common areas, an 
Agency may deny any application of the above 
waiver or, based on public health criteria, may limit 

the waiver to partial closure, or to limited or conditional 
access of an amenity or common area. See Notice 2021-12, 
section V.C, as amended by Notice 2022-5, section V.C.

The eligible basis shall not include any costs paid by the 
proceeds of a federal grant. Also, reduce the eligible basis by 
the entire basis allocable to non-low-income units that are 
above average quality standard of the low-income units in the 
building. You may, however, include a portion of the basis of 
these non-low-income units if the cost of any of these units 
doesn't exceed by more than 15% the average cost of all 
low-income units in the building and you elect to exclude this 
excess cost from the eligible basis by checking the “Yes” box 
on line 9b. See section 42(d)(3).

You may elect to reduce the eligible basis by the proceeds 
of any tax-exempt obligation to obtain a higher credit 
percentage. To make this election, check the “Yes” box in 
Part II, line 9a. Reduce the eligible basis by the obligation 
proceeds before entering the amount on line 7. You must 
reduce the eligible basis by such obligation proceeds before 
multiplying the eligible basis by the increased percentage in 
Part I, line 3b.
Line 8a. Multiply the eligible basis of the building shown on 
line 7 by the smaller of the unit fraction or the floor space 
fraction as of the close of the first year of the credit period 
and enter the result on line 8a. Low-income units are units 
occupied by qualifying tenants, while residential rental units 
are all units, whether or not occupied. See Line 3a, earlier.
Line 8b. Each building is considered a separate project 
under section 42(g)(3)(D) unless, before the close of the first 
calendar year in the project period (defined in section 42(h)
(1)(F)(ii)), each building that is (or will be) part of a multiple 
building project is identified by attaching the statement 
described below.

The statement must be attached to this Form 8609 and 
include:
• The name and address of the project and each building in 
the project,
• The BIN of each building in the project,
• The aggregate credit dollar amount for the project, and
• The credit allocated to each building in the project.

CAUTION
!

Notwithstanding a checked “Yes” box on line 8b, 
failure to attach a statement providing the above 
required information will result in each building being 

considered a separate project under section 42(g)(3)(D). The 
minimum set-aside requirement (see Line 10c, later) is a 
project-based test.

Two or more qualified low-income buildings may be 
included in a multiple building project only if they:
• Are located on the same tract of land (including contiguous 
parcels), unless all of the dwelling units in all of the buildings 
being aggregated in the multiple building project are rent 
restricted units (see section 42(g)(7));
• Are owned by the same person for federal tax purposes;
• Are financed under a common plan of financing; and
• Have similarly constructed housing units.

A qualified low-income building includes residential rental 
property that is an apartment building, a single-family 
dwelling, a town house, a row house, a duplex, or a 
condominium.
Line 9a. Follow the instructions that apply for the date the 
building was placed in service.

You may elect to reduce the eligible basis by the proceeds 
of any tax-exempt obligation and claim the 70% present 
value credit on the remaining eligible basis. However, if you 
make this election, you may not claim the 30% present value 
credit on the portion of the basis that was financed with the 
tax-exempt obligation.

The 9% and 4% minimum applicable credit 
percentages described in Line 2, earlier, still apply.

Line 9b. See Line 7, earlier.
Line 10a. You may elect to begin the credit period in the tax 
year after the building is placed in service. Once made, the 
election is irrevocable.
Note. Section 42(g)(3)(B)(iii) provides special rules for 
determining the start of the credit period for certain multiple 
building projects.
Line 10b. Partnerships with 35 or more partners are treated 
as the taxpayer for purposes of recapture unless an election 
is made not to treat the partnership as the taxpayer. Check 
the “Yes” box if you don't want the partnership to be treated 
as the taxpayer for purposes of recapture. Once made, the 
election is irrevocable.
Line 10c. You must meet the minimum set-aside 
requirements under section 42(g)(1) for the project by 
electing one of the following tests. Once made, the election is 
irrevocable.
• 20-50 Test. Twenty percent (20%) or more of the 
residential units in the project must be both rent restricted 
and occupied by individuals whose income is 50% or less of 
the area median gross income.
• 40-60 Test. Forty percent (40%) or more of the residential 
units in the project must be both rent restricted and occupied 
by individuals whose income is 60% or less of the area 
median gross income.
• Average Income Test. Forty percent (40%) or more (25% 
or more in the case of a project described in section 142(d)
(6)) of the residential units in the project must be both rent 
restricted and occupied by individuals whose income does 
not exceed the imputed income limitation designated by the 
taxpayer with respect to the respective unit. The average of 

CAUTION
!

CAUTION
!
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the imputed income limitations designated must not be more 
than 60% of the area median gross income. The designated 
imputed income limitation of a unit can only be 20%, 30%, 
40%, 50%, 60%, 70%, or 80% of the area median gross 
income.

The average income test is only available for 
elections made after March 23, 2018.

Note. Owners of buildings in projects located in New York 
City may not use the 40-60 Test. Instead, they may use the 
25-60 Test. Under the 25-60 Test, 25% or more of the 
residential units in the project must be both rent restricted 
and occupied by individuals whose income is 60% or less of 
the area median gross income (see section 142(d)(6)).

Rural projects. For purposes of the 20-50, 40-60, 
average income, and 25-60 tests, “national non-metropolitan 
median income” will be used for determining income if it 
exceeds “area median gross income,” but only for 
determinations of income made after July 30, 2008, and 
buildings with an allocation of credit. See section 42(i)(8) for 
details.

The minimum set-aside requirement is a 
project-based test and must be met by the close of 
the first year of the credit period in order to claim any 

credit for the first year or for any subsequent years.
Line 10d. The deep rent skewed 15-40 election isn't an 
additional test for satisfying the minimum set-aside 
requirements of section 42(g)(1). The 15-40 test is an 
election that relates to the determination of a low-income 
tenant's income. Generally, a continuing resident's income 
may increase up to 140% of the applicable income limit.
• If the 20-50, 40-60, or 25-60 test under the minimum 
set-aside rules described, earlier, in Line 10c has been 
elected, the applicable income limit generally is 50% or less 
or 60% or less of the area median gross income (or, when 
applicable, national non-metropolitan median income).
• If the average income test in Line 10c has been elected, 
the applicable income limit generally is the imputed income 
limitation designated by the taxpayer with respect to the 
respective unit. The average of the imputed income 
limitations designated must not exceed 60% of the area 
median gross income (or, when applicable, national 
non-metropolitan median income). Also, the designated 
imputed income limitation of any unit must be in 10% 
increments between the range of 20% and 80% of the area 
median gross income (or, when applicable, national 
non-metropolitan median income).

When the deep rent skewed election is made, the income 
of a continuing resident may increase up to 170% of the 
applicable income limit. If the deep rent skewed election is 
made, at least 15% of all low-income units in the project must 

CAUTION
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be occupied at all times during the compliance period by 
tenants whose income is 40% or less of the area median 
gross income (or when applicable, national non-metropolitan 
median income). A deep rent skewed project itself must meet 
the requirements of section 142(d)(4)(B). Once made, the 
election is irrevocable.
Privacy Act and Paperwork Reduction Act Notice. We 
ask for the information on this form to carry out the Internal 
Revenue laws of the United States. Claiming this credit is 
voluntary; however, if you do claim the credit, sections 42, 
6001, and 6011 require you to provide this information. 
Section 6109 requires you to provide your taxpayer 
identifying number (SSN, EIN, or ITIN). We need this 
information to ensure that you are complying with the 
revenue laws and to allow us to figure and collect the right 
amount of tax. We may disclose this information to the 
Department of Justice for civil or criminal litigation, and to 
cities, states, the District of Columbia, and U.S. 
commonwealths and possessions for use in administering 
their tax laws. We may also disclose this information to other 
countries under a tax treaty, to federal and state agencies to 
enforce federal nontax criminal laws, or to federal law 
enforcement and intelligence agencies to combat terrorism. 
Failure to provide this information may delay or prevent 
processing your claim. Providing false information may 
subject you to penalties.

You are not required to provide the information requested 
on a form that is subject to the Paperwork Reduction Act 
unless the form displays a valid OMB control number. Books 
or records relating to a form or its instructions must be 
retained as long as their contents may become material in 
the administration of any Internal Revenue law.

The time needed to complete and file the form will vary 
depending on individual circumstances. The estimated 
average time is:

Learning about the law or the form . . . . . . . . 4 hr., 10 min.
Recordkeeping . . . . . . . . . . . . . . . . . . . . 10 hr., 45min.
Preparing and sending the form to the IRS . . . 4 hr., 31 min.

If you have comments concerning the accuracy of these 
time estimates or suggestions for making these forms 
simpler, we would be happy to hear from you. You can send 
your comments from IRS.gov/FormsPubs. Click on “Help 
with Forms and Instructions” and then on “Give us feedback.” 
Or you can send your comments to the Internal Revenue 
Service, Tax Forms and Publications, 1111 Constitution Ave. 
NW, IR-6526, Washington, DC, 20224. Do not send the tax 
form to this office. Instead, see Filing Requirement, earlier.
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Instructions for Form 8609-A
(Rev. December 2021)
Annual Statement for Low-Income Housing Credit

Department of the Treasury
Internal Revenue Service

Section references are to the Internal Revenue 
Code unless otherwise noted.

General Instructions
Future Developments
For the latest information about 
developments related to Form 8609-A and 
its instructions, such as legislation 
enacted after they were published, go to 
IRS.gov/Form8609A.

What's New
Minimum credit rate. The Taxpayer 
Certainty and Disaster Tax Relief Act of 
2020 set a new minimum applicable credit 
percentage of 4% for certain buildings. 
See Line 5, later.
Notice 2021-12. The instructions have 
been updated throughout, as needed, to 
reflect the temporary relief provided in 
Notice 2021-12, 2021-6 I.R.B. 828 (at 
IRS.gov/pub/irs-drop/n-21-12.pdf), as 
clarified by Notice 2021-17, 2021-14 
I.R.B. 984 (at IRS.gov/pub/irs-drop/
n-21-17.pdf), and as amended by Notice 
2022-5, 2022-5 I.R.B. 457 (at 
IRS.gov/pub/irs-drop/n-22-05.pdf).
Revenue Ruling 2021-20. As a result of 
Rev. Rul. 2021-20, 2021-51 I.R.B. 875 (at 
IRS.gov/pub/irs-drop/rr-21-20.pdf), as 
clarified by Rev. Proc. 2021-43, 2021-51 
I.R.B. 882 (at IRS.gov/pub/irs-drop/
rp-21-43.pdf), the 4% floor in section 42(b)
(3) does not apply to certain 
arrangements. See Line 5, later.
Form 8586. References to former Part I, 
Buildings Placed in Service Before 2008, 
in Form 8586 have been removed from 
Line 18, later, to reflect changes in Form 
8586.

Purpose of Form
Form 8609-A is filed by a building owner 
to report compliance with the low-income 
housing provisions and calculate the 
low-income housing credit. Form 8609-A 
must be filed by the building owner for 
each year of the 15-year compliance 
period. File one Form 8609-A for the 
allocation(s) for the acquisition of an 
existing building and a separate Form 
8609-A for the allocation(s) for 
rehabilitation expenditures.

If the building owner is a partnership, S 
corporation, estate, or trust (pass-through 
entity), the entity will complete Form 8609 
and Form 8609-A. The entity will attach 

Form 8609-A to its tax return. If you are a 
partner, shareholder, or beneficiary in the 
pass-through entity that owns the building, 
file only Form 8586, Low-Income Housing 
Credit, to claim the credit using the 
information that the entity furnishes to you 
on Schedule K-1.
Recapture of Credit
If the qualified basis of the building has 
decreased from the qualified basis at the 
close of the previous tax year, you may 
have to recapture parts of the credits 
allowed in previous years. See Form 
8611, Recapture of Low-Income Housing 
Credit.

If the close of the first year of the 
credit period with respect to a 
building is on or after April 1, 

2020, and on or before December 31, 
2022, then, for purposes of section 42(f)
(3)(A)(ii), the qualified basis for the 
building for the first year of the credit 
period is calculated by taking into account 
any increase in the number of low-income 
units by the close of the 6-month period 
following the close of that first year. See 
Notice 2021-12, section IV.E, as clarified 
by Notice 2021-17, and as amended by 
Notice 2022-5, section IV.E.
Recapture and building dispositions. 
The disposition of a building, or an interest 
therein, will generate the recapture of the 
credit. You can prevent the recapture if 
you follow the procedures below, relative 
to the date of the disposition of the 
building or the interest therein.

Building dispositions before July 
31, 2008.  Disposing of a building or an 
interest therein during the tax year will 
generate credit recapture, unless you 
timely post a satisfactory bond or pledge 
eligible U.S. Treasury securities as 
collateral. For details on the rules for 
posting or pledging, see Rev. Rul. 90-60, 
1990-2 C.B. 3, and Rev. Proc. 99-11, 
1991-1 C.B. 275.
Note. You may discontinue maintaining a 
bond or pledging eligible U.S. Treasury 
securities by making the election 
described in Rev. Proc. 2008-60, 2008-43 
I.R.B. 1006, and if it is reasonably 
expected that the building will continue to 
be operated as a qualified low-income 
building for the remainder of the building's 
compliance period. See Rev. Proc. 
2008-60 for the details on making the 
election.

TIP

Building dispositions after July 30, 
2008.  Disposing of a building or an 
interest therein will generate a credit 
recapture, unless it is reasonably 
expected that the building will continue to 
be operated as a qualified low-income 
building for the remainder of the building's 
compliance period.

See section 42(j) and Notice 2021-12, 
section IV.D, as amended by Notice 
2022-5, section IV.D for more information.
Sale of Building
Upon a change of ownership, the seller 
should give the new owner a copy of the 
Form 8609 (Parts I and II complete). This 
form allows the new owner to substantiate 
the credit.

Specific Instructions
Item and Line Instructions
Part I—Compliance Information
Item A. Enter the building identification 
number (BIN) from Part I, item E, of Form 
8609.
Item B. You need to file one Form 8609-A 
for a newly constructed or existing 
building. You need to file a separate Form 
8609-A for section 42(e) rehabilitation 
expenditures because such expenditures 
are treated as creating a new building.
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.

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 and 
submitting the completed Form 8609 (Part 
I and Part II) to the IRS is subject to having 
the credit disallowed.
Item D. If “No,” stop here and see Form 
8611 to find out if you have to recapture 
part of the credit allowed in prior years.
Item E. If “Yes,” see the instructions for 
line 2 to figure the reduced qualified basis. 
Also, see Form 8611 to find out if you have 
to recapture part of the credit allowed in 
prior years.

CAUTION
!
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If “No,” and the entire credit has been 
claimed in prior tax years (generally, this 
can occur after the 11th year for which the 
credit has been claimed for the building), 
do not complete Part II.
Part II—Computation of Credit
Line 1. Generally, the eligible basis of a 
building for its entire 15-year compliance 
period is the amount of eligible basis 
entered on Form 8609, line 7.

Basis increases for buildings in 
certain high cost areas. In order to 
increase the credit for buildings in certain 
high cost areas, the housing credit agency 
may increase the eligible basis of 
buildings located in these areas (after 
adjustments, if any, for federal subsidies 
and grants). The agency may make this 
increase under the high cost area 
provisions of section 42(d)(5)(B). For 
buildings placed in service before July 31, 
2008, the high cost area provisions under 
former section 42(d)(5)(C) apply.
Note. This increase cannot cause the 
credit on line 15 to exceed the credit 
amount allocated on line 1b, Part I, of 
Form 8609.

Basis reductions for buildings 
placed in service before July 31, 2008. 
The amount of eligible basis entered on 
Form 8609 does not include the cost of 
land or the amount of any federal grant 
received for the building during the first 
year of the credit period. Do not reduce 
the eligible basis on line 1 by the amounts 
of any federal grants received after the 
first year of the credit period. The 
calculation for line 14 will reduce the credit 
by the amount of any federal grants 
received during the compliance period 
that did not reduce the eligible basis 
during the first year of the credit period.

For more details on determining eligible 
basis, see the instructions for Form 8609, 
line 7.

Basis reductions for buildings 
placed in service after July 30, 2008. 
The amount of eligible basis entered on 
Form 8609 does not include the cost of 
land or the amount of any costs financed 
with the proceeds of a federally funded 
grant. Do not reduce the eligible basis on 
line 1 by the amounts of any federal grants 
received after the first year of the credit 
period. The calculation for line 14 will 
reduce the credit for any costs financed 
with the proceeds of a federal grant.

For more details on determining eligible 
basis, see the instructions for Form 8609, 
line 7.
Line 2. Only the portion of the basis on 
line 1 attributable to the low-income rental 
units in the building at the close of the tax 
year qualifies for the credit. This is the 
smaller of the fractional amount of 

low-income units to all residential rental 
units (the “unit fraction”) or the fractional 
amount of floor space of the low-income 
units to the floor space of all residential 
rental units (the “floor space fraction”). 
This fraction must be shown on line 2 as a 
decimal carried out to at least four places 
(for example, 50/100 = .5000). Low-income 
units are units occupied by qualifying 
tenants, while residential rental units are 
all units, whether or not occupied.

Generally, a unit is not treated as a 
low-income unit unless it is suitable for 
occupancy, used other than on a transient 
basis, and occupied by qualifying tenants. 
Section 42(i)(3) provides for certain 
exceptions (for example, units that provide 
transitional housing for the homeless may 
qualify as low-income units). See section 
42(i)(3) for more details. Also see section 
42(g)(2)(D) regarding the available unit 
rule and Regulations section 1.42-5(c)(1)
(ix) regarding the vacant unit rule.

If individuals are medical personnel or 
other essential workers (as defined by 
state or local governments) who provided 
services during the COVID-19 pandemic, 
then, for purposes of emergency housing 
provided from April 1, 2020, to December 
31, 2022, owners of low-income housing 
projects may treat these individuals as if 
they were “displaced individuals.” That is, 
owners could have provided emergency 
housing for these individuals during this 
period pursuant to the provisions of Rev. 
Proc. 2014-49, 2014-37 I.R.B 535 (at 
IRS.gov/pub/irs-drop/rp-14-49.pdf), and 
Rev. Proc. 2014-50, 2014-37 I.R.B. 540 
(at IRS.gov/pub/irs-drop/rp-14-50.pdf), as 
applicable. See Notice 2021-12, 
section V.E, as amended by Notice 
2022-5, section V.E.

If you dispose of the building, or your 
entire interest in the building, before the 
close of the tax year, the low-income 
portion must be determined on the date 
you disposed of the building. If you 
dispose of less than your entire interest in 
the building, the low-income portion must 
be determined at the close of the tax year.

First-year modified percentage. For 
the first year of the credit period, you must 
use a modified percentage on line 2 to 
reflect the average portion of a 12-month 
period that the units in a building were 
occupied by low-income individuals. 
Figure the low-income portion as of the 
end of each full month that the building 
was in service during the year. Add these 
percentages together and divide by 12. 
Enter the result on line 2. For example, if a 
building was in service for the last 3 full 
months of your tax year, and was half 
occupied by low-income tenants as of the 
end of each of those 3 months, then 
assuming the smaller fractional amount 
was the unit fraction, you would enter 

0.1250 on line 2 ([0.5 + 0.5 + 0.5] / 12 = 
0.1250).

This first year adjustment does not 
affect the amount of qualified basis on 
which the credit is claimed in the next 9 
tax years. In general, the credit is claimed 
in those years by reference to the qualified 
basis at the close of each tax year.

If the close of the first year of the 
credit period with respect to a 
building is on or after April 1, 

2020, and on or before December 31, 
2022, then, for purposes of section 42(f)
(3)(A)(ii), the qualified basis for the 
building for the first year of the credit 
period is calculated by taking into account 
any increase in the number of low-income 
units by the close of the 6-month period 
following the close of that first year. See 
Notice 2021-12, section IV.E, as clarified 
by Notice 2021-17, and as amended by 
Notice 2022-5, section IV.E.

Because the first year credit is not 
determined solely by reference to the 
qualified basis at the close of the year, any 
reduction in credit resulting from the 
application of the first year adjustment 
may be claimed in the 11th year. See the 
instructions for line 17.
Line 3. Generally, multiply line 1 by line 2 
to figure the portion of the eligible basis of 
the building attributable to the low-income 
residential rental units.

Imputed qualified basis of zero. 
However, the qualified basis of the 
building (line 3) is zero if any of the 
following conditions apply.
• The minimum set-aside requirement 
elected for the project on Form 8609, 
line 10c, is not met, or the entire building is 
out of compliance with the requirements 
under section 42.
• The deep rent skewed test (15-40 test) 
elected for the project on Form 8609, 
line 10d, is violated. The 15-40 test is not 
an additional test for satisfying the 
minimum set-aside requirements of 
section 42(g)(1). The 15-40 test is an 
election that relates to the determination of 
a low-income tenant's income. If this test 
is elected, at least 15% of all low-income 
units in the project must be occupied at all 
times during the compliance period by 
tenants whose income is 40% or less of 
the area median gross income (or, when 
applicable, national non-metropolitan 
median gross income or national 
non-metropolitan median income).
• You disposed of the building or your 
entire interest therein during the tax year 
and did not follow the procedures 
(described earlier under Recapture and 
building dispositions) to prevent recapture. 
In addition to using an imputed basis of 
zero on line 3, you may have to recapture 
a portion of credits previously taken. File 
Form 8611 to figure and report the 

TIP
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recaptured amount. This paragraph 
affects only those taxpayers who dispose 
of the building or their entire interest 
therein. Those acquiring the building (or 
any interest therein) are not affected and, 
if the minimum set-aside requirements are 
otherwise satisfied, they may take a credit 
for the fraction of the year the building is 
owned by them.
Note. If the qualified basis of the building 
is zero, or if the building has an imputed 
qualified basis of zero, you may not claim 
a credit for the building for the tax year. 
You must enter zero on lines 3 and 16, 
and skip lines 4 through 15, 17, and 18.

At-risk limitation for individuals and 
closely held corporations. The basis of 
property may be limited if you borrowed 
against the property and are protected 
against loss, or if you borrowed money 
from a person who has other than a 
creditor interest in the property. See 
section 42(k).
Line 4. If you owned the building (or an 
interest therein) for the entire year, enter 
zero on line 4 and go to line 5.

Disposal of building or interest 
therein. If you disposed of a building or 
your entire interest therein during the tax 
year and you followed the procedures 
(described earlier under Recapture and 
building dispositions) to continue to claim 
the credit, you may claim a credit based 
only on the number of days during the tax 
year for which you owned the building or 
an interest therein.

Similarly, if you previously had no 
interest in the building, but you acquired 
the building or an interest therein during 
the tax year, you may claim a credit based 
only on the number of days during the tax 
year for which you owned the building or 
an interest therein.

The owner who has owned the building 
for the longest period during the month in 
which the change in ownership occurs is 
deemed to have owned the building for 
that month. If the seller and new owner 
have owned the building for the same 
amount of time during the month of 
disposition, the seller is deemed to have 
owned the building for that month.

Example. Both the buyer and the 
seller are calendar-year taxpayers. The 
sale takes place on May 25 of a 365-day 
calendar year. The qualified basis of the 
low-income building is $20,000. The seller 
and buyer will each complete a separate 
Form 8609-A, and enter $20,000 on line 3.

In this situation, the seller is deemed to 
have owned the building for all 31 days of 
May. Therefore, the seller owned the 
building for 151 days of the 365-day tax 
year, and the buyer owned the building for 
the remaining 214 days. The seller will 
multiply $20,000 by 151/365 to get 

$8,274. The seller will enter $8,274 on 
line 4 of his Form 8609-A. The buyer will 
multiply $20,000 by 214/365 to get 
$11,726. The buyer will enter $11,726 on 
line 4 of her Form 8609-A.

Pass-through entities. If the building 
is owned by a pass-through entity, the 
entity does not need to make any 
adjustment on line 4, unless the entity 
either disposes of the building or its entire 
interest therein, or acquires the building or 
an interest therein during the tax year (and 
the entity previously had no interest in the 
building). Do not make an adjustment on 
line 4 for changes in the interests of the 
members of the pass-through entity during 
the tax year. Instead, the entity must 
reflect these changes in the amount of 
credit it passes through to its members.
Line 5. If the agency has made an 
allocation on Form 8609, enter on line 5 
the credit percentage shown on Form 
8609, Part I, line 2. This percentage must 
be shown on line 5 as a decimal carried 
out to at least four places (for example, 
8.13% would be shown on line 5 as 
0.0813).

Buildings placed in service before 
July 31, 2008.  If you were allocated a 
70% present value credit percentage for a 
building that was not federally subsidized 
(as defined on the date the building was 
placed in service) and the building later 
receives a federal subsidy, your credit 
percentage is reduced to the 30% present 
value credit that was in effect during the 
month the building was placed in service 
or for the month elected under former 
section 42(b)(2)(A)(ii), whichever applies. 
The 30% present value credit applies to 
the building for the year the federal 
subsidy was received and for the 
remainder of the compliance period, 
whether or not the federal subsidy is 
repaid. For the definition of federal 
subsidy that was in effect before July 31, 
2008, see section 42(i)(2) (as in effect 
before July 31, 2008).

Buildings placed in service after 
July 30, 2008.  If you were allocated a 
70% present value credit percentage for a 
building that was not federally subsidized 
(as defined on the date the building was 
placed in service) and the building later 
receives a federal subsidy, your credit 
percentage is reduced to the 30% present 
value credit that was in effect during the 
month the building was placed in service 
or for the month elected under section 
42(b)(1)(A)(ii), whichever applies. The 
30% present value credit applies to the 
building for the year the federal subsidy 
was received and for the remainder of the 
compliance period, whether or not the 
federal subsidy is repaid. For the definition 
of federal subsidy that was in effect after 

July 30, 2008, see section 42(i)(2) (as in 
effect after July 30, 2008).

A minimum applicable credit 
percentage of:

• 4% is in effect for new federally 
subsidized buildings, and for existing 
buildings, placed into service after 
December 31, 2020. For the minimum 4% 
rate to apply, a building must also receive 
an allocation of housing credit dollar 
amount after December 31, 2020, or have 
a portion of the building financed with an 
obligation described in section 42(h)(4)(A) 
that is issued after December 31, 2020. If 
these circumstances apply, don’t enter 
less than 4% on line 2. See section 42(b)
(3) and the Taxpayer Certainty and 
Disaster Tax Relief Act of 2020, section 
201. But see the Note next.
• 9% is in effect for new non-federally 
subsidized buildings placed in service 
after July 30, 2008. The 9% minimum 
applies to new non-federally subsidized 
buildings even if the taxpayer made an 
irrevocable election under former section 
42(b)(1)(A)(ii). If this circumstance 
applies, don’t enter less than 9% on line 2. 
See section 42(b)(2).

Note. As a result of Rev. Rul. 2021-20 (at 
IRS.gov/pub/irs-drop/rr-21-20.pdf), as 
clarified by Rev. Proc. 2021-43 (at 
IRS.gov/pub/irs-drop/rp-21-43.pdf), the 
4% floor in section 42(b)(3) does not 
apply to:
• A building that is financed in part with a 
draw-down exempt facility bond issue that 
was issued in 2020 and on which one or 
more draws are taken after December 31, 
2020;
• A building that is financed in part with 
proceeds of an exempt facility bond issue 
that was issued in 2020 and in part with 
proceeds of a different exempt facility 
bond issue that was issued in a minimal 
amount after December 31, 2020; or
• A building that receives an allocation of 
housing credit dollar amount in 2020 and a 
minimal additional allocation after 
December 31, 2020.
Line 6. If you owned the building, or had 
an interest therein, for the entire tax year, 
multiply line 3 by line 5. If you had no 
ownership interest in the building for a 
portion of the tax year, multiply line 4 by 
line 5.

Lines 7 Through 12
If you are not claiming a credit for 
additions to qualified basis on line 7, skip 
lines 7 through 12 and go to line 13.

You may claim a credit for an 
addition to qualified basis only if 
the credit amounts have been 

allocated by the housing credit agency to 
cover these additions.

CAUTION
!

CAUTION
!
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Line 7. An addition to qualified basis 
results when there is an increase in the 
number of low-income units or an increase 
in the floor space of the low-income units 
over that which existed at the close of the 
first year of the credit period (before 
application of the modified percentage 
calculation). Credits for an addition to 
qualified basis are claimed at the reduced 
credit percentage of two-thirds of the 
credit percentage (expressed as a 
decimal carried out to at least four places) 
on line 5 through the end of the 15-year 
compliance period.

If you are claiming a credit for additions 
to qualified basis, you must subtract the 
original qualified basis of the building at 
the close of the first year of the credit 
period (see Form 8609, line 8a) from the 
building's qualified basis entered on line 3. 
Enter the result on line 7. If the result is 
zero or less, skip lines 8 through 12 and 
enter the credit from line 6 on line 13.
Line 8. The determinations and 
calculations you make on line 8 follow the 
instructions for line 4. Therefore, if you 
owned the building (or an interest therein) 
for the entire year, enter zero on line 8 and 
go to line 9.

Disposal of building or interest 
therein. If you disposed of a building or 
your entire interest therein during the tax 
year, see Disposal of building or interest 
therein under Line 4, earlier; and, 
wherever line 3 and line 4 are referenced, 
substitute line 7 and line 8, respectively.

Pass-through entities. If the building 
is owned by a pass-through entity, see 
Pass-through entities under Line 4, earlier; 
and, wherever line 4 is referenced, 
substitute line 8 instead.
Line 9. The credit for additions to the 
building's qualified basis is determined 
using two-thirds of the credit percentage 
allowable for the building's original 
qualified basis. Therefore, one-third of the 
credit percentage (expressed as a 
decimal carried out to at least four places) 
on line 5 is not allowed. Enter on line 9 
one-third of the amount shown on line 5. 
This amount must be reported on line 9 as 
a decimal carried out to at least four 
places (for example, if the credit 
percentage entered on line 5 is 0.0813, 
one-third of that percentage would be 
expressed as 0.0271). See section 42(f)
(3).
Line 10. If you owned the building, or had 
an interest therein, for the entire tax year, 
multiply line 7 by line 9. If you had no 
ownership interest in the building for a 
portion of the tax year, multiply line 8 by 
line 9.
Line 11. Additions to qualified basis must 
be adjusted to reflect the average portion 
of the year that the low-income units 

relating to the increase were occupied. 
This adjustment is required if the increase 
in qualified basis of the building exceeds 
the qualified basis (including additions to 
qualified basis) of the building in any prior 
tax year. To determine this adjustment 
amount, complete the Line 11 Worksheet 
at the end of these instructions.

Lines 13 Through 18
Line 13. If you are not claiming a credit 
for additions to qualified basis on line 7, 
skip lines 7 through 12 and enter the 
amount from line 6 on line 13.
Line 14. The eligible basis on line 1 must 
be reduced by federal grants received. If a 
reduction does not apply because this is 
the first year of the credit period (line 1 
already reflects the reduction or 
noninclusion of a federal grant), or no 
federal grant was received, enter zero on 
line 14. Otherwise, follow the instructions 
that apply for the date the building was 
placed in service.

Buildings placed in service before 
July 31, 2008.  Reduce the eligible basis 
on line 1 by the amount of any federal 
grant for the building, or the operation 
thereof, received during the 15-year 
compliance period.

Buildings placed in service after 
July 30, 2008.  Reduce the eligible basis 
on line 1 by the amount of any costs 
financed by the proceeds of a federal 
grant.

Regardless of the date the building was 
placed in service, figure the reduction as 
follows.

Step 1. Divide the total amount of all 
federal grants received for the building 
during the compliance period that did not 
already reduce the amount of the eligible 
basis (reported on line 1) by the eligible 
basis on line 1 of this Form 8609-A. Enter 
the result as a decimal carried out to at 
least four places.
Note. If the eligible basis on line 1 of this 
Form 8609-A was increased by a 
percentage allowable under section 42(d)
(5)(B) (former section 42(d)(5)(C) for 
buildings placed in service before July 31, 
2008), and the increased percentage is 
reflected on line 3b of Form 8609, then 
increase the total amount of all federal 
grants in Step 1 by this percentage 
increase and divide this amount by the 
eligible basis on line 1 of this Form 
8609-A. For example, if the percentage 
increase is 130% and all federal grants 
total $11,000, multiply $11,000 by 1.3000 
and divide the result ($14,300) by the 
eligible basis on line 1.

Step 2. Multiply the decimal amount 
determined in Step 1 by the credit on 
line 13. Enter this result on line 14.

Line 16. To determine the amount to 
enter on line 16, see the information that 
follows in (1), (2), (3), and Special rules, 
later.

1. If the building is owned completely 
by one taxpayer, enter the line 15 credit 
(after adjustment for any applicable 
special rule below) on line 16.

2. If the building is owned by more 
than one taxpayer, and those taxpayers 
are not members of a pass-through entity, 
then the line 15 credit (after adjustment for 
any applicable special rule below) must be 
distributed according to each taxpayer's 
respective ownership interest in the 
building. For example, if a building is 
owned by individuals A and B (60% by A 
and 40% by B), each would complete a 
separate Part II as follows. Lines 1 through 
15 would be the same for each, assuming 
no part-year adjustments are necessary. 
However, A would enter 60% of line 15 on 
line 16, and B would enter 40% of line 15 
on line 16. Therefore, enter on line 16 your 
share of the line 15 credit for the building 
that relates to your interest in the building. 
If your interest increases or decreases 
during the tax year, the change must be 
taken into account in determining your 
share of the line 15 credit.
Note. The aggregate credit claimed by 
the owners of the building cannot exceed 
the line 15 credit amount for the building.

3. If a pass-through entity is 
completing Form 8609-A as the sole 
owner of the building, enter the line 15 
credit (after adjustment for any applicable 
special rule below) on line 16.

Special rules. If a taxpayer is subject 
to recapture upon the disposition of a 
building or interest therein because the 
taxpayer did not follow the procedures 
(described earlier under Recapture and 
building dispositions) to prevent recapture, 
no credit is allowed to the taxpayer for that 
percentage of the interest disposed of by 
the taxpayer. (However, see De minimis 
recapture rule, later.) The credit allowed to 
the taxpayer for the tax year is determined 
by reference to the taxpayer's remaining 
interest in the building at the close of the 
tax year. For example, assume that a 
taxpayer owns 100% of a building for 273 
days in a 365-day calendar tax year, and 
40% of the building for the remaining 92 
days in the tax year (the taxpayer 
disposed of a 60% interest on the last day 
of September). If the taxpayer does not 
follow the procedures to prevent 
recapture, the taxpayer's credit on line 16 
would be based on 40% of the line 15 
credit for the building. Similarly, although a 
taxpayer might not be subject to recapture 
upon a disposition of a de minimis portion 
(explained later) of the taxpayer's interest 
in the building, no credit is allowed to the 
taxpayer for the percentage of the interest 
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disposed of by the taxpayer. The credit 
allowed to the taxpayer for the tax year is 
determined by reference to the taxpayer's 
remaining interest in the building at the 
close of the tax year.

If the taxpayer follows the procedures 
to prevent recapture, the taxpayer is 
allowed credit for the year both with 
respect to the ownership interest disposed 
of by the taxpayer and the interest 
retained by the taxpayer. For example, 
again assume that a taxpayer owns 100% 
of a building for the first 273 days in a 
365-day calendar tax year and 40% of the 
building for the last 92 days of the year. 
After following procedures, the taxpayer's 
credit on line 16 would be based upon 
273/365 of 100% (or 74.79%) of the 
line 15 credit for the building plus 92/365 
of 40% (or 10.08%) of the line 15 credit 
amount.

If a taxpayer follows the procedures to 
prevent recapture upon the disposition of 
the building or upon a disposition of the 
taxpayer's entire interest in the building, 
the taxpayer's line 16 credit amount is 
determined by multiplying the line 15 
credit amount by the percentage interest 
in the building disposed of by the 
taxpayer. For example, if a building is 
owned by individuals A and B (60% by A 
and 40% by B) and on the last day of the 
fifth month of the tax year, C buys A's 60% 
interest in the building and A follows the 
procedures, then A would enter 60% of 
line 15 on line 16. (Lines 4 and 8 have 
already taken into account the 5 months of 
the tax year that A held an interest in the 
building.)

De minimis recapture rule. For 
administrative purposes, the IRS has 
adopted a de minimis rule that applies to 
partners in partnerships (other than 

partnerships to which section 42(j)(5)(B) 
applies) owning interests in qualified 
low-income buildings. The rule allows a 
partner to elect to avoid or defer recapture 
resulting from a disposition of interest in a 
partnership without posting bond (in a 
situation where it was necessary to post 
bond to avoid or defer recapture) until the 
partner has disposed of more than 331/3% 
of the partner's greatest total interest in the 
qualified low-income building through the 
partnership. See Rev. Rul. 90-60, 1990-2 
C.B. 3, for more information on the de 
minimis rule.

Upon application by the building owner, 
the IRS may waive any recapture of the 
low-income housing credit for any de 
minimis error in complying with the 
minimum set-aside requirements.
Line 17. The first-year credit may have 
been reduced based on the number of full 
months the building was in service. The 
deferred balance of the credit for the first 
year is allowed in the 11th year. Include it 
on line 17 as a positive amount.

For example, see the example under 
First-year modified percentage, earlier. If 
this is the 11th year, enter 0.8750 times 
the eligible basis of the building (line 1) 
times the credit percentage (line 5). The 
factor 0.8750 is 1.0000 minus 0.1250, the 
modified percentage figured for year 1 in 
the example.
Line 18. Report this amount on line 3 of 
Form 8586. For buildings placed in service 
after December 31, 2007, the credit is not 
limited by the alternative minimum tax 
rules.

Paperwork Reduction Act Notice. We 
ask for the information on these forms to 
carry out the Internal Revenue laws of the 
United States. You are required to give us 

the information. We need it to ensure that 
you are complying with these laws and to 
allow us to figure and collect the right 
amount of tax.

You are not required to provide the 
information requested on a form that is 
subject to the Paperwork Reduction Act 
unless the form displays a valid OMB 
control number. Books or records relating 
to a form or its instructions must be 
retained as long as their contents may 
become material in the administration of 
any Internal Revenue law. Generally, tax 
returns and return information are 
confidential, as required by section 6103.

The time needed to complete and file 
this form will vary depending on individual 
circumstances. The estimated burden for 
individual taxpayers filing this form is 
approved under OMB control number 
1545-0074 and is included in the 
estimates shown in the instructions for 
their individual income tax return. The 
estimated burden for all other taxpayers 
who file this form is:

Recordkeeping . . . . . . . . . . 7 hr., 38 min.
Learning about the law or the 
form. . . . . . . . . . . . . . . . .

1 hr., 47 min.

Preparing and sending the 
form to the IRS . . . . . . . . . . 1 hr., 59 min.

If you have comments concerning the 
accuracy of these time estimates or 
suggestions for making this form simpler, 
we would be happy to hear from you. You 
can write to the Internal Revenue Service 
at the address listed in the instructions for 
the tax return with which this form is filed.

Line 11 Worksheet (Keep for Your Records)
1 Enter the qualified basis of the building from line 3 of this tax year's Form 8609-A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1
2 Multiply the amount on line 1 of the previous year's Form 8609-A by the amount on line 2 of that Form 8609-A . . . . . . . . . . . . . 2
3 Increased qualified basis. Subtract line 2 above from line 1 above. But if line 2 above is more than zero but less than the original 

qualified basis of the building entered on Form 8609, line 8a, then enter the amount from line 7 of this Form 8609-A instead.
Note. If line 3 above is zero or less, do not complete the rest of this worksheet. Enter -0- on line 11 of Form 8609-A . . . . . . . . . 3

4 Modified percentage. For each month during the tax year, figure the increase, if any, in the low-income portion of the building for 
that month over the low-income portion of the building at the close of the previous tax year (the amount on line 2 of the previous 
tax year's Form 8609-A). For example, if the previous tax year's low-income portion of 0.5000 remained at 0.5000 for the first 9 
months of this tax year and then increased to 0.7500 for October, November, and December, then subtract 0.5000 from 0.7500 to 
get an increase of 0.2500 for each month. Add these amounts together, divide by 12, and enter the result. (This amount must be 
shown as a decimal carried out to at least four places (for example, 0.2500 + 0.2500 + 0.2500 = 0.7500, divided by 12 = 
0.0625.)) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4

5 Increased qualified basis entitled to reduced credit. Multiply line 4 above by Form 8609-A, line 1 . . . . . . . . . . . . . . . . . . . . . . 5
6 Increased qualified basis not entitled to reduced credit. Subtract line 5 above from line 3 above . . . . . . . . . . . . . . . . . . . . . . 6
7 Line 11 modification. Multiply line 6 above by two-thirds of the amount on line 5 of Form 8609-A. Enter the result here and on 

line 11 of Form 8609-A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7
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Section 11 
 
 
 

Safe Harbor 



 

Rev. Proc. 2003-82  
 
SECTION 1. PURPOSE  
 

This revenue procedure provides safe harbors under which the Internal Revenue Service 
will treat a residential unit in a building as a low-income unit under §42(i)(3)(A) of the 
Internal Revenue Code if the incomes of the individuals occupying the unit are at or 
below the applicable income limitation under §42(g)(1) or §142(d)(4)(B)(i) before the 
beginning of the first taxable year of the building's credit period under §42(f)(1), but their 
incomes exceed the applicable income limitation at the beginning of the first taxable year 
of the building's credit period.  
 
 

SECTION 2. BACKGROUND  
 

.01 Questions have arisen regarding when individuals must satisfy the applicable income 
limitation under §42(g)(1) or §142(d)(4)(B)(i) when they move into a residential unit in 
an existing building under §42(i)(5) on or after the date a taxpayer acquires the existing 
building for rehabilitation under §42(e), but before the beginning of the first taxable year 
of the building's credit period under §42(f)(1). Because of these questions, some 
taxpayers require that the individuals' incomes not exceed the applicable income 
limitation at the beginning of the first taxable year of the building's credit period, even 
though the individuals' income did not exceed the applicable income limitation when the 
individuals moved into the unit. This has resulted in some individuals being evicted, 
where permissible under local law, from low-income housing projects.  
 
.02 Section 42(a) provides that, for purposes of §38, the amount of the low-income 
housing credit determined for any taxable year in the credit period is an amount equal to 
the applicable percentage of the qualified basis of each qualified low-income building.  
 
.03 Section 42(c)(2)(A) generally defines a qualified low-income building as any building 
which is part of a qualified low-income housing project at all times during the building's 
compliance period (which is defined in §42(i)(1) as the period of 15 taxable years 
beginning with the first taxable year of the credit period under §42(f)(1)).  
 
.04 Section 42(i)(4) defines a new building as a building the original use of which begins 
with the taxpayer. An existing building is defined in §42(i)(5) as any building which is 
not a new building. Section 42(e)(1) provides that rehabilitation expenditures paid or 
incurred by the taxpayer with respect to any building are treated as a separate new 
building for purposes of §42.  
 
 
 
 
 
 



.05 Section 42(f)(1) defines the credit period as the period of 10 taxable years beginning 
with (A) the taxable year in which the building is placed in service, or (B) at the election 
of the taxpayer, the succeeding taxable year, but in each case only if the building is a 
qualified low-income building as of the close of the first year of the period. Under 
§42(f)(5)(A), the credit period for an existing building must not begin before the first 
taxable year of the credit period for rehabilitation expenditures with respect to the 
building.  
 
.06 Section 42(g)(1) defines a qualified low-income housing project as any project for 
residential rental use that meets one of the following requirements: (A) 20 percent or 
more of the residential units in the project are both rent-restricted and occupied by 
individuals whose income is 50 percent or less of the area median gross income, or (B) 
40 percent or more of the residential units in the project are both rent-restricted and 
occupied by individuals whose income is 60 percent or less of the area median gross 
income. Under §42(g)(2), a residential unit is rent-restricted for purposes of §42(g)(1) if 
the gross rent for the unit does not exceed 30 percent of the imputed income limitation for 
the unit. Residential units that satisfy these rent and income requirements are defined in 
§42(i)(3)(A) as "low-income units." Section 42(i)(3)(B), (C), (D), and (E) provide more 
requirements for low-income units. Under §42(g)(4), a deep rent skewed project, as 
defined in §142(d)(4)(B), is also a qualified low-income housing project. To be a deep 
rent skewed project, §142(d)(4)(B)(i) requires that 15 percent or more of the low-income 
units in the project must be occupied by individuals whose income is 40 percent or less of 
the area median gross income.  
 
.07 Section 42(g)(2)(D)(i) provides that, notwithstanding an increase in the income of the 
occupants of a low-income unit above the income limitation applicable under §42(g)(1), 
the unit will continue to be treated as a low-income unit if the income of the occupants 
initially met the income limitation and the unit continues to be rent-restricted. However, 
under the available unit rule in §42(g)(2)(D)(ii), if the income of the occupants of the unit 
increases above 140 percent of the income limitation applicable under §42(g)(1), 
§42(g)(2)(D)(i) ceases to apply to the unit if any residential rental unit in the building (of 
a size comparable to, or smaller than, such unit) is occupied by a new resident whose 
income exceeds the applicable income limitation. In the case of a deep rent skewed 
project described in §142(d)(4)(B), if the income of the occupants of the unit increases 
above 170 percent of the income limitation applicable under §42(g)(1), §42(g)(2)(D)(i) 
ceases to apply to the unit if any low-income unit in the building is occupied by a new 
resident whose income exceeds 40 percent of area median gross income. See also §1.42-
15 of the Income Tax Regulations.  
 
 
 
 
 
 
 



.08 Under §42(h)(1), the amount of the credit determined under §42(a) for any taxable 
year with respect to any building must not exceed the housing credit dollar amount 
allocated to the building. However, under §42(h)(4)(A), a credit allocation generally is 
not necessary for the portion of a building's eligible basis financed by an obligation the 
interest on which is exempt from tax under §103 and the obligation is taken into account 
under §146. Under §42(h)(4)(B), no credit allocation under §42(h)(1) is necessary for any 
portion of a building's eligible basis if 50 percent or more of the aggregate basis of the 
building and the land on which it is located is financed with tax-exempt obligations.  
 

SECTION 3. SCOPE  
 

This revenue procedure only applies to residential units in a building where the incomes 
of the individuals occupying the unit are at or below the applicable income limitation 
under §42(g)(1) or §142(d)(4)(B)(i) before the beginning of the first taxable year of the 
building's credit period under §42(f)(1), but their incomes exceed the applicable income 
limitation at the beginning of the first taxable year of the building's credit period.  
 
 

SECTION 4. SAFE HARBORS  
 

.01 Existing buildings under §42(i)(5) and new buildings under §42(e)(1). A residential 
unit in an existing building under §42(i)(5) or a new building under §42(e)(1) will be 
considered a low-income unit under §42(i)(3)(A) at the beginning of the first taxable year 
of the building's credit period under §42(f)(1) if:  
 
(1) The individuals occupying the unit have incomes that are at or below the applicable 
income limitation under §42(g)(1) or §142(d)(4)(B)(i) on either the date the existing 
building was acquired by the taxpayer or the date the individuals started occupying the 
unit, whichever is later (based on the area median gross income on that date), but their 
incomes exceed the applicable income limitation at the beginning of the first taxable year 
of the building's credit period (based on the area median gross income on that date);  
 
(2) The incomes of the individuals occupying the unit are first tested for purposes of the 
available unit rule under §42(g)(2)(D)(ii) and §1.42-15 at the beginning of the first 
taxable year of the building's credit period;  
 
(3) The unit has been rent-restricted under §42(g)(2) from either the date the existing 
building was acquired by the taxpayer or the date the individuals started occupying the 
unit, whichever is later, to the beginning of the first taxable year of the building's credit 
period;  
 
(4) Either:  
 
(a) Section 42(h)(1) applies to the building and the taxpayer either receives an allocation 
to rehabilitate the existing building or enters into a binding commitment for an allocation 
to rehabilitate the existing building by either the end of the taxable year the taxpayer 
acquired the existing building or the end of the taxable year the individuals started 
occupying the unit, whichever is later; or  



 
(b) Section 42(h)(1) does not apply to the building by reason of §42(h)(4) and the tax-
exempt bonds for the project are issued by either the end of the taxable year the taxpayer 
acquired the existing building or the end of the taxable year the individuals started 
occupying the unit, whichever is later; and  
 
(5) The unit has been a low-income unit under §42(i)(3)(B), (C), (D), and (E) from either 
the date the existing building was acquired by the taxpayer or the date the individuals 
started occupying the unit, whichever is later, to the beginning of the first taxable year of 
the building's credit period.  
 
.02 New buildings under §42(i)(4) (not including new buildings under §42(e)(1)). A 
residential unit in a new building under §42(i)(4) will be considered a low-income unit 
under §42(i)(3)(A) at the beginning of the first taxable year of the building's credit period 
under §42(f)(1) if:  
 
(1) The individuals occupying the unit have incomes that are at or below the applicable 
income limitation under §42(g)(1) or §142(d)(4)(B)(i) on the date the individuals started 
occupying the unit (based on the area median gross income on that date), but their 
incomes exceed the applicable income limitation in effect at the beginning of the first 
taxable year of the building's credit period (based on the area median gross income on 
that date);  
 
(2) The incomes of the individuals occupying the unit are first tested for purposes of the 
available unit rule under §42(g)(2)(D)(ii) and §1.42-15 at the beginning of the first 
taxable year of the building's credit period;  
 
(3) The unit has been rent-restricted under §42(g)(2) from the date the individuals started 
occupying the unit to the beginning of the first taxable year of the building's credit 
period;  
 
(4) The taxpayer elects under §42(f)(1)(B) to treat the taxable year succeeding the taxable 
year the building was placed in service as the first taxable year of the credit period; and  
 
(5) The unit has been a low-income unit under §42(i)(3)(B), (C), (D), and (E) from the 
date the individuals started occupying the unit to the beginning of the first taxable year of 
the building's credit period.  
 
 
 
 
 
 
 
 
 
 
 
 



SECTION 5. AUDIT PROTECTION  
 

If the taxpayer currently uses a method consistent with the safe harbors for determining 
whether a unit is a low-income unit under §42(i)(3)(A) at the beginning of the first 
taxable year of the building's credit period under §42(f)(1) (as described in section 4 of 
this revenue procedure), the issue will not be raised by the Service in a taxable year that 
ends before November 24, 2003. Also, if the taxpayer currently uses a method consistent 
with the safe harbors for determining whether a unit is a low-income unit under 
§42(i)(3)(A) at the beginning of the first taxable year of the building's credit period under 
§42(f)(1) (as described in section 4 of this revenue procedure) and the issue is under 
consideration (within the meaning of section 3.09 of Rev. Proc. 2002-9, 2002-1 C.B. 327) 
for taxable years in examination, before an appeals office, or before the U.S. Tax Court in 
a taxable year that ends before November 24, 2003, the issue will not be further pursued 
by the Service.  
 
 

SECTION 6. EFFECTIVE DATE  
 

This revenue procedure is effective for taxable years ending on or after November 24, 
2003.  
 
 

SECTION 7. DRAFTING INFORMATION  
 

The principal author of this revenue procedure is Paul Handleman of the Office of 
Associate Chief Counsel (Passthroughs and Special Industries). For further information 
regarding this revenue procedure, contact Mr. Handleman at (202) 622-3040 (not a toll-
free call). 
 
 
 
 



 

Section 12 
 
 
 

Minimum Set-Aside Requirements 



REVENUE RULE 90-89 
 
1990-2 C.B. 8, 1990-44 I.R.B. 6. 
 
Internal Revenue Service 
Revenue Ruling 
 
LOW-INCOME HOUSING CREDIT; MINIMUM SET-ASIDE REQUIREMENTS 
 
Published: October 29, 1990 
 
(See Also Section 142.) 
 
Low-income housing credit; minimum set-aside requirements. For purposes of determining 
whether a building meets the minimum set-aside requirements of section 42(g)(1) of the Code, 
the combined income of all occupants of an apartment, whether or not legally related, is 
compared to the appropriate percentage of the median family income for a family with the same 
number of members. 
 
ISSUE 
 
For purposes of determining whether a building meets the minimum set-aside requirements of 
section 42(g)(1) of the Internal Revenue Code, how is the appropriate percentage of the area 
median gross income determined for occupants of an apartment when those occupants are not 
legally related? 
 
FACTS 
 
The owner of a newly constructed building wants to qualify the building for the low-income 
housing credit under section 42(a) of the Code. The owner has elected to qualify under the 40-60 
minimum set-aside requirement of section 42(g)(1)(B), under which 40 percent or more of the 
building's aggregate residential rental units must be occupied by individuals with incomes of 60 
percent or less of the area median gross income. 
 
A and B are unrelated individuals who want to rent a two-bedroom apartment in the building. A 
and B each has income that does not exceed 60 percent of the area median gross income for one 
individual. However, A and B's combined income exceeds 60 percent of the area median gross 
income for a two-individual family. 
 
LAW AND ANALYSIS 
 
Section 38(a) of the Code provides for a general business credit against tax that includes the 
amount of the current year business credit. Section 38(b)(5) provides that the amount of the 
current year business credit includes the low- income housing credit determined under section 
42(a). 
 



Section 42(a) of the Code provides that, for purposes of section 38, the amount of the low-
income housing credit determined under section 42 for any tax year in the credit period shall be 
an amount equal to the 'applicable percentage' of the qualified basis of each qualified low-
income building. 
 
Section 42(c)(2) of the Code defines the term 'qualified low-income building' as any building: 
(A) that is part of a qualified low-income housing project at all times during the period (i) 
beginning on the first day in the compliance period on which the building is part of such a 
project, and (ii) ending on the last day of the compliance period with respect to the building, and 
(B) to which the amendments made by section 201(a) of the Tax Reform Act of 1986 apply. 
 
Section 42(g)(1) of the Code defines the term 'qualified low-income housing project' as any 
project for residential rental property if the project meets the requirements of subparagraphs (A) 
and (B), whichever the taxpayers elects. The election is irrevocable. The project meets the 
requirements of section 42(g)(1)(A) if 20 percent or more of the residential units in the project 
are both rent-restricted and occupied by individuals whose income is 50 percent or less of area 
median gross income. The project meets the requirements of section 42(g)(1)(B) if 40 percent or 
more of the residential units in the project are both rent-restricted and occupied by individuals 
whose income is 60 percent or less of area median gross income. This rule is known as the 
'minimum set-aside' requirement. 2 H.R. Conf. Rep. No. 841, 99th Cong., 2d Sess. II-92 (1986), 
1986-3 (Vol. 4) C.B. 92. 
 
Section 42(g)(4) of the Code provides, in part, that section 142(d)(2)(B) applies for purposes of 
determining whether any project is a low- income housing project and whether any unit is a low-
income unit. Section 142(d)(2)(B) states that the income of individuals and area median gross 
income shall be determined in a manner consistent with determinations of lower income families 
and area median gross income under section 8 of the United States Housing Act of 1937 (or, if 
the program is terminated, under the program as in effect immediately before such termination). 
Determinations of area median gross income under the preceding sentence are adjusted for 
family size. The determination of an individual's or family's income for purposes of section 8 of 
the Housing Act of 1937 may differ materially from that individual's or family's income for 
federal income tax purposes. 
 
In order to satisfy the minimum set-aside requirements of section 42(g)(1) of the Code, a 
specified percentage of apartments in a low-income housing project must be occupied by low-
income tenants who meet the income limits of section 42(g)(1). Under sections 42(g)(1) and 
142(d)(2)(B), tenants are considered low- income by reference to the area median gross income 
as adjusted for family size. These sections require that the income of all individuals in a family 
that share an apartment be aggregated and compared to the area median gross income for a 
family of the same size to determine if the minimum set-aside requirement is satisfied. Similarly, 
the income of all unrelated individuals who share an apartment should be aggregated and 
compared to the area median gross income for a family of the same size to determine if the 
minimum set- aside requirement is satisfied. 
 



In this case, if A and B rent the apartment, that apartment does not count towards satisfying the 
minimum set-aside requirement of section 42(g)(1)(B) because A and B's combined income 
exceeds 60 percent of the area median gross income for a two-individual family. 
 
HOLDING 
 
For purposes of determining whether a building meets the minimum set-aside requirements of 
section 42(g)(1) of the Code, the combined income of all occupants of an apartment, whether or 
not legally related, is compared to the appropriate percentage of the median family income for a 
family with the number of members. 
 
DRAFTING INFORMATION 
 
The principal author of this revenue ruling is Paul F. Handleman of the Office of Assistant Chief 
Counsel (Passthroughs and Special Industries). For further information regarding this revenue 
ruling contact Mr. Handleman on (202) 377-6349 (not a toll-free call). 
 
 
-------------------------------------------------------------------------------- 
 
Rev. Rul. 90-89, 1990-2 C.B. 8, 1990-44 I.R.B. 6. 



 

Section 13 
 
 
 

Treatment of Resident Manager’s Unit 



REVENUE RULE 92-61 
 
1992-2 C.B. 7, 1992-32 I.R.B. 4. 
 
Internal Revenue Service 
Revenue Ruling 
 
FULL-TIME RESIDENT MANAGER IN BUILDING ELIGIBLE FOR LOW-INCOME 
HOUSING CREDIT 
 
Published: August 10, 1992 
 
Section 42. Low-Income Housing Credit 
 
(See Also Sections 103, 142; 1.103-8.) 
 
Full-time resident manager in building eligible for low-income housing credit. The adjusted basis 
of a unit occupied by a full-time resident manager is included in the eligible basis of a qualified 
low-income building under section 42(d)(1) of the Code, but the unit is excluded from the 
applicable fraction under section 42(c)(1)(B) for purposes of determining the building's qualified 
basis. 
 
ISSUE 
 
If a unit in a qualified low-income building is occupied by a full-time resident manager, is the 
adjusted basis of that unit included in the building's eligible basis under section 42(d)(1) of the 
Internal Revenue Code and is that unit included in the applicable fraction under section 
42(c)(1)(B) for determining the qualified basis of the building? 
 
FACTS 
 
At the beginning of 1990, LP, a limited partnership with a calendar tax year, placed in service a 
newly constructed apartment building that qualified for the low-income housing credit under 
section 42(a) of the Code. LP elected to meet the 40-60 test of section 42(g)(1)(B), which 
requires that at least 40 percent of the units in the building be rent-restricted and occupied by 
tenants whose incomes are 60 percent or less of area median gross income. Throughout 1990, the 
first year of the building's credit period, 69 of the 70 units in the building were rent-restricted and 
occupied by tenants whose incomes were 60 percent or less of area median gross income. The 
remaining unit in the building was occupied by a resident manager who was hired by LP to 
manage the building and to be on call to attend to the maintenance needs of the other tenants. All 
of the units in the building meet the same standard of quality and have the same amount of floor 
space. 
 
LAW AND ANALYSIS 
 



Section 42(a) of the Code provides that the amount of the low-income housing credit determined 
for any tax year in the credit period is an amount equal to the applicable percentage of the 
qualified basis of each low-income building. 
 
Section 42(c)(1)(A) of the Code defines the qualified basis of any qualified low-income building 
for any tax year as an amount equal to the applicable fraction, determined as of the close of the 
tax year, of the eligible basis of the building, determined under section 42(d)(5). 
 
Sections 42(c)(1)(B) of the Code defines the applicable fraction as the smaller of the unit fraction 
or the floor space fraction. Section 42(c)(1)(B) defines the unit fraction as the fraction the 
numerator of which is the number of low-income units in the building and the denominator of 
which is the number of residential rental units, whether or not occupied, in the building. Section 
42(c)(1)(D) defines the floor space fraction as the fraction the numerator of which is the total 
floor space of the low-income units in the building and the denominator of which is the total 
floor space of the residential rental units, whether or not occupied, in the building. In general, 
under section 42(i)(3)(B), a low-income unit is any unit that is rent-restricted and occupied by 
individuals meeting the income limitation applicable to the building. 
 
Section 42(d)(1) of the Code provides that the eligible basis of a new building is its adjusted 
basis as of the close of the first tax year of the credit period. Section 42(d)(4)(A) provides that, 
except as provided in section 42(d)(4)(B), the adjusted basis of any building is determined 
without regard to the adjusted basis of any property that is not residential rental property. Section 
42(d)(4)(B) provides that the adjusted basis of any building includes 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 the building. 
 
The legislative history of section 42 of the Code states that residential rental property, for 
purposes of the low-income housing credit, has the same meaning as residential rental property 
within section 103. The legislative history of section 42 further states that residential rental 
property thus includes residential rental units, facilities for use by the tenants, and other facilities 
reasonably required by the project. 2 H.R.Conf.Rep. No. 841, 99th Cong., 2d Sess. II-89 (1986), 
1986-3 (Vol. 4) C.B. 89. Under section 1.103- 8(b)(4) of the Income Tax Regulations, facilities 
that are functionally related and subordinate to residential rental units are considered residential 
rental property. Section 1.103-8(b)(4)(iii) provides that facilities that are functionally related and 
subordinate to residential rental units include facilities for use by the tenants, such as swimming 
pools and similar recreational facilities, parking areas, and other facilities reasonably required for 
the project. The examples given by section 1.103-8(b)(4)(iii) of facilities reasonably required for 
a project specifically include units for resident managers or maintenance personnel. 
 
Accordingly, the unit occupied by LP's resident manager is residential rental property for 
purposes of section 42 of the Code. The adjusted basis of the unit is includible in the building's 
eligible basis under section 42(d)(1). The inclusion of the adjusted basis of the resident 
manager's unit in eligible basis will not be affected by a later conversion of that apartment to a 
residential rental unit. 
 



The term "residential rental unit" has a narrower meaning under section 42 of the Code than 
residential rental property. As noted above, under the legislative history of section 42, residential 
rental property includes facilities for use by the tenants and other facilities reasonably required 
by the project, as well as residential rental units. Under section 1.103-8(b)(4) of the regulations, 
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. 
 
LP's resident manager's unit is properly considered a facility reasonably required by the project, 
not a residential rental unit for purposes of section 42 of the Code. Consequently, the unit is not 
included in either the numerator or denominator of the applicable fraction under section 
42(c)(1)(B) for purposes of determining the qualifed basis of the building for the first year of the 
credit period. 
 
Therefore, as of the end of the first year of the credit period, the adjusted basis of the unit 
occupied by LP's resident manager is included in the building's eligible basis under section 
42(d)(1) of the Code, but the unit is excluded from the applicable fraction under section 
42(c)(1)(B). Because all of the residential rental units in LP's building are low-income units, the 
applicable fraction for the building is "one" (69/69, using the unit fraction). 
 
If in a later year of the credit period, the resident manager's unit is converted to a residential 
rental unit, the unit will be included in the denominator of the applicable fraction for that year. If 
the unit also becomes a low-income unit in that year, the unit will be included in the numerator 
of the applicable fraction for that year. In this case, the applicable fraction will also be "one" 
(70/70, using the unit fraction). 
 
HOLDING 
 
The adjusted basis of a unit occupied by a full-time resident manager is included in the eligible 
basis of a qualified low-income building under section 42(d)(1) of the Code, but the unit is 
excluded from the applicable fraction under section 42(c)(1)(B) for purposes of determining the 
building's qualified basis. 
 
EFFECTIVE DATE 
 
The Internal Revenue Service will not apply this revenue ruling to any building placed in service 
prior to September 9, 1992, or to any building receiving an allocation of credit prior to 
September 9, 1992, unless the owner files or has filed a return that is consistent with this ruling. 
Similarly, the Service will not apply this revenue ruling to any building described in section 
42(h)(4)(B) of the Code with respect to which bonds were issued prior to September 9, 1992, 
unless the owner files or has filed a return that is consistent with this ruling. 
 
DRAFTING INFORMATION 
 



The principal author of this revenue ruling is Paul F. Handleman of the Office of Assistant Chief 
Counsel (Passthroughs and Special Industries). For further information regarding this revenue 
ruling contact Mr. Handleman on (202) 622-3040 (not a toll-free call). 
 
 
 
Rev. Rul. 92-61, 1992-2 C.B. 7, 1992-32 I.R.B. 4. 



 

Section 14 
 
 
 

Changes in Median Gross Income 



REVENUE RULE 94-57 
 
1994-2 C.B. 5, 1994-37 I.R.B. 4. 
 
Internal Revenue Service 
Revenue Ruling 
 
LOW-INCOME HOUSING CREDIT; CHANGES IN AREA MEDIAN GROSS INCOME; 
TENANT QUALIFICATION; AVAILABLE UNIT RULE 
 
Published August 24, 1994 
 
Section 42. - Low-Income Housing Credit 
 
(See Also § 142(d.) 
 
Low-income housing credit; changes in area median gross income; tenant qualification; available 
unit rule. This ruling concludes that (1) the income limitation used to initially qualify tenants in a 
low-income unit fluctuates with changes in area median gross income, and (2) owners must use 
the curren area median gross income to determine when the available unit rule of section 
42(g)(2)(ii) applies. Rev. Rul. 89-24 modified and superseded. 
 
ISSUES 
 
For the low-income housing credit under s 42 of the Internal Revenue Code: 
 
(1) What is the effect of a change in area median gross income (AMGI) on the income limitation 
used to determine whether a tenant qualifies as a low-income tenant under s 42(g)(1)? 
 
(2) What is the effect of a change in AMGI on the determination of whether any available 
residential unit must be rented to a new low-income tenant under s 42(g)(2)(D)(ii)? 
 
FACTS 
 
The Project, a single-building, qualified low-income housing project, received a housing credit 
dollar amount allocation from a housing credit agency (the Agency) in 1990. The Project was 
placed in service and began its credit period in 1991. When the Project owner first filed the 
Project's Form 8609, Low-Income Housing Credit Allocation Certification, the Project owner 
elected the 40-60 test of s 42(g)(1)(B). 
 
In January 1992, the Tenant took initial occupancy of a rent-restricted residential unit in the 
Project. At the time the Tenant initially occupied the unit, 60 percent of AMGI, as adjusted for 
family size, in the area in which the Project is located, as defined in Rev. Rul. 89-24, 1989-1 
C.B. 24, was $30x and the Tenant's annual income was $29x. Therefore, the unit that the Tenant 
occupied qualified as a low-income unit under 42(i)(3). 
 



On May 5, 1993, AMGI, as determined in a manner consistent with section 8 of the United 
States Housing Act of 1937 (H.U.D. section 8), decreased so that 60 percent of AMGI, as 
adjusted for family size, in the area in which the Project is located was $25x. 
 
 
On March 30, 1994, the Tenant's annual income was recertified under s1.42- 5(b)(1)(vi) of the 
Income Tax Regulations at $36x. 
 
On April 1, 1994, another residential unit in the Project, which was not a low-income unit, 
became vacant. That unit is of comparable size to the unit occupied by the Tenant. As of April 1, 
1994, 60 percent of AMGI remained $25x, as adjusted for family size. At all times, the unit 
occupied by the Tenant remained rent-restricted. 
 
LAW 
 
Section 42(g)(1) defines a "qualified low-income housing project" as any project for residential 
rental use that meets one of the following requirements: (A) 20 percent or more of the residential 
units in the project are both rent-restricted and occupied by individuals whose income is 50 
percent or less of AMGI, as adjusted for family size, or (B) 40 percent or more of the residential 
units in the project are both rent-restricted and occupied by individuals whose income is 60 
percent or less of AMGI, as adjusted for family size. These requirements are referred to as the 
minimum set-asides. Section 142(d)(1) contains similar requirements for exempt facility bonds 
the net proceeds of which are to be used to provide qualified residential rental projects. 
 
Section 42(i)(3)(A) defines the term "low-income unit" as any unit in a building if: (i) the unit is 
rent-restricted (as defined in s 42(g)(2)), and (ii) the individuals occupying the unit meet the 
income limitation applicable under s 42(g)(1) to the project of which the building is a part (low-
income tenants). 
 
Section 42(g)(2)(D)(i) provides that, except as provided in s 42(g)(2)(D)(ii), notwithstanding an 
increase in the income of the occupant of a low-income unit above the income limitation 
applicable under s 42(g)(1), the unit continues to be treated as a low-income unit if the income of 
the occupants initially met the income limitation and the unit continues to be rent-restricted. 
 
Section 42(g)(2)(D)(ii) provides, however, that if the income of the occupants of the unit 
increases above 140 percent of the income limitation applicable under s 42(g)(1), a unit ceases to 
qualify as a low- income unit if any residential unit in the building (of a size comparable to, or 
smaller than, the unit) is occupied by a new resident whose income exceeds the income 
limitation. Section 142(d)(3) contains similar requirements for exempt facility bonds the net 
proceeds of which are to be used to provide qualified residential rental projects. 
 
Under s 42(g)(4), s 142(d)(2)(B) applies when determining whether any project is a qualified 
low-income housing project and whether any unit is a low-income unit. Section 142(d)(2)(B) 
provides that the income of individuals and AMGI is determined in a manner consistent with 
determinations of lower income families and AMGI under H.U.D. section 8. Accordingly, the 



determinations of lower income families and AMGI under H.U.D. section 8 apply to s 42(g)(1) 
and, therefore, to s 42(g)(2) and s 42(i)(3). 
 
ANALYSIS 
 
Issue 1. For a unit to be a low-income unit, a low-income tenant must meet the applicable 
income limitation elected by a project owner under s 42(g)(1) at the time the tenant initially 
occupies a rent-restricted residential unit in the owner's project. If a tenant initially satisfied the 
applicable income limitation, the unit remains a low-income unit, except as provided in s 
42(g)(2)(D)(ii), notwithstanding an increase in the tenant's income (assuming the unit continues 
to be rent-restricted). See 2 H.R. Conf. Rep. No. 841, 99th Cong., 2d Sess. II-93 (1986). 
Similarly, if AMGI decreases in a project's area, a low-income tenant who occupied a residential 
unit prior to the decrease in AMGI will continue to qualify as a low-income tenant if the tenant 
qualified as a low-income tenant at the time of the tenant's initial occupancy. Thus, a change in a 
tenant's income or a change in AMGI occurring subsequent to the tenant's initial occupancy does 
not cause that tenant to cease to be a low- income tenant as of initial occupancy. 
 
On the other hand, a decrease in AMGI commensurately decreases the income limitation under s 
42(g)(1) used to determine whether a tenant initially qualifies as a low-income tenant if the 
tenant's initial occupancy occurs on or after the effective date of the decrease in AMGI. 
Likewise, an increase in AMGI commensurately increases the income limitation under s 42(g)(1) 
used to determine whether a tenant initially qualifies as a low-income tenant if the tenant's initial 
occupancy occurs on or after the effective date of the increase in AMGI. Therefore, a tenant that 
initially occupies a residential unit after the effective date of a change in AMGI (whether AMGI 
increases or decreases for the area) must qualify based on the AMGI in effect at the time the 
tenant initially occupies the unit. 
 
Under the facts presented, as of its initial occupancy, the Tenant is a low-income tenant because 
the Tenant's annual income at the time the Tenant initially occupied a residential unit in the 
Project, $29x, was less than the income limitation applicable to the Project, $30x, as adjusted for 
family size. The result would be the same under s 142(d)(1). 
 
Issue 2. Notwithstanding the analysis of Issue 1, if the income of the occupants in a low-income 
unit increases above 140 percent of the income limitation under s 42(g)(1), that unit ceases to 
qualify as a low-income unit unless the project owner rents any available residential unit of 
comparable or smaller size to a new low-income tenant. A decrease in AMGI decreases the 
income limitation under s 42(g)(1). Accordingly, a decrease in AMGI decreases the income 
limitation used to calculate whether a project owner must rent any available residential unit of 
comparable or smaller size to a new low-income tenant under s 42(g)(2)(D)(ii). Likewise, an 
increase in AMGI increases the income limitation under s 42(g)(2)(D)(ii) used to calculate 
whether a project owner must rent any available residential unit of comparable or smaller size to 
a new low-income tenant. 
 
On April 1, 1994, 140 percent of the applicable income limitation for the Project was $35x (1.4 
times $25x), as adjusted for family size. Because the Tenant's annual income is $36x, for the 
Tenant's unit to continue to qualify as a low-income unit, the Project owner must rent the 



residential unit that became vacant on April 1, 1994, to a tenant whose income does not exceed 
the applicable income limitation of $25x, as adjusted for family size. The result would be the 
same under s 142(d)(3). 
 
HOLDINGS 
 
(1) A decrease in AMGI commensurately decreases the income limitation under s 42(g)(1) used 
to determine whether a tenant initially qualifies as a low-income tenant if the tenant's initial 
occupancy occurs on or after the effective date of the decrease in AMGI. Likewise, an increase 
in AMGI commensurately increases the income limitation under s 42(g)(1) used to determine 
whether a tenant initially qualifies as a low-income tenant if the tenant's initial occupancy occurs 
on or after the effective date of the increase in AMGI. This holding would also apply under s 
142(d)(1). 
 
(2) A decrease in AMGI decreases the income limitation used to calculate whether a project 
owner must rent any available residential unit of comparable or smaller size to a new low-
income tenant under s 42(g)(2)(D)(ii). Likewise, an increase in AMGI increases the income 
limitation used to calculate whether a project owner must rent any available residential unit of 
comparable or smaller size to a new low-income tenant under s 42(g)(2)(D)(ii). This holding 
would also apply under s 142(d)(3). 
 
EFFECT ON OTHER REVENUE RULINGS 
 
Rev. Rul. 89-24, 1989-1 C.B. 24, 25, provides that a list of income limits released by the 
Department of Housing and Urban Development (HUD) may be relied upon until 30 days after 
the Internal Revenue Service publishes an announcement or notice in the Internal Revenue 
Bulletin indicating that HUD has released updated income limits. Rev. Rul. 89-24 is modified 
and superseded. In the future, taxpayers may rely on a list of income limits released by HUD 
until 45 days after HUD releases a new list of income limits, or until HUD's effective date for 
this new list, whichever is later. However, under s 7805(b), taxpayers may rely on the income 
limits in effect prior to May 5, 1993, until 30 days after [FNa1] . 
 
PROSPECTIVE APPLICATION 
 
The Service will not retroactively apply the holdings in this revenue ruling to the extent the 
holdings in this revenue ruling adversely affect taxpayers. 
 
DRAFTING INFORMATION 
 
The principal author of this revenue ruling is Jeffrey A. Erickson of the Office of the Assistant 
Chief Counsel (Passthroughs and Special Industries). For further information regarding this 
revenue ruling, contact Mr. Erickson 622-3040 (not a toll-free call). 
 
FNa1. Insert date this revenue ruling is published in the Internal Revenue Bulletin. 
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Rev. Rul. 94-57, 1994-2 C.B. 5, 1994-37 I.R.B. 4. 



 

Section 15 
 
 
 

Gross Rent Floor 



Rev. Proc. 94-57, 1994-2 CB 744--IRC Sec(s). 42 

August 24, 1994 

26 CFR 601.105: Examination of returns and claims for refund, credit, or abatement; 
determination of correct tax liability. (Also Part I, sections 42; 1.42-13(a).) 

1. PURPOSE 

This revenue procedure informs owners of qualified low-income housing projects and housing 
credit agencies (Agencies) when the gross rent floor in section 42(g)(2)(A) of the Internal 
Revenue Code takes effect. 

2. BACKGROUND 

On May 5, 1993, new area median gross income (AMGI) figures went into effect for the United 
States Department of Housing and Urban Development programs and other federal programs that 
use AMGI figures, including the section 42 low-income housing tax credit program. In some 
areas, the AMGI level fell below previous levels. 

Section 42(g)(1) defines a qualified low-income housing project as any project for residential 
rental use that meets one of the following requirements: (A) 20 percent or more of the residential 
units in the project are both rent-restricted and occupied by individuals whose income is 50 
percent or less of AMGI, as adjusted for family size, or (B) 40 percent or more of the residential 
units in the project are both rent-restricted and occupied by individuals whose income is 60 
percent or less of AMGI, as adjusted for family size. 

Section 42(g)(2)(A) provides that, under section 42(g)(1), a residential unit is rent-restricted if 
the gross rent for the unit does not exceed 30 percent of the imputed income limitation applicable 
to the unit. Under section 42(g)(2)(C), the imputed income limitation applicable to a unit is the 
income limitation that would apply under section 42(g)(1) to individuals occupying the unit if the 
number of individuals occupying the unit were as follows: (i) in the case of a unit that does not 
have a separate bedroom, one individual, or (ii) in the case of a unit that has one or more separate 
bedrooms, 1.5 individuals for each separate bedroom. 

For calculating gross rent on a rent-restricted unit, section 7108(e)(2) of the Revenue 
Reconciliation Act of 1989, 1990-1 C.B. 214, 220, amended section 42(g)(2)(A) to provide that 
the amount of the income limitation under section 42(g)(1) applicable for any period is not less 
than the limitation applicable for the earliest period the building that contains the unit was 
included in the determination of whether the project is a qualified low-income housing project 
(the gross rent floor). Section 42(g)(3)(A) provides that, except as otherwise provided in section 
42(g)(3), a building is treated as a qualified low-income building only if the project (of which the 
building is a part) meets the requirements of section 42(g)(1) not later than the close of the first 
year of the credit period for the building. 

Section 42(h)(1)(A) provides that the amount of credit determined under section 42 for any 
taxable year for any building shall not exceed the housing credit dollar amount allocated to the 
building under section 42(h). Under section 42(m)(2)(A), the housing credit dollar amount 
allocated to a project shall not exceed the amount an Agency determines is necessary for the 



financial feasibility of the project and its viability as a qualified low- income housing project 
throughout the credit period. Section 42(m)(2)(B) provides that in making the determination 
under section 42(m)(2)(A), an Agency shall consider (i) the sources and uses of funds and the 
total financing planned for the project, (ii) any proceeds or receipts expected to be generated by 
reason of tax benefits, (iii) the percentage of housing credit dollar amounts used for project costs 
other than the cost of intermediaries, and (iv) the reasonableness of the developmental and 
operational costs of the project. The gross rent under section 42(g)(2)(A) that a low-income 
housing project may generate is a source of funds an Agency must consider in making the 
determination under section 42(m)(2)(A). 

Section 42(h)(4)(A) provides that section 42(h)(1) does not apply to the portion of any credit 
allowable under section 42(a) that is attributable to eligible basis financed by any obligation the 
interest on which is exempt from tax under section 103 if (i) the obligation is taken into account 
under section 146, and (ii) principal payments on the financing are applied within a reasonable 
period to redeem obligations the proceeds of which were used to provide the financing. Section 
42(h)(4)(B) provides that for purposes of section 42(h)(4)(A), if 50 percent or more of the 
aggregate basis of any building and the land on which the building is located is financed by an 
obligation described in section 42(h)(4)(A), section 42(h)(1) does not apply to any portion of the 
credit allowable under section 42(a) for the building. Section 42(m)(2)(D) provides that section 
42(h)(4) does not apply to any project unless the governmental unit that issued the bonds (or on 
behalf of which the bonds were issued) makes a determination under rules similar to the rules of 
section 42(m)(2)(A) and (B). Upon making this determination, an Agency will issue a 
"determination letter" to a building. 

Under section 1.42-13(a) of the Income Tax Regulations, the Secretary may provide guidance 
through various publications in the Internal Revenue Bulletin to carry out the purposes of section 
42. 

3. SCOPE 

This revenue procedure applies to Agencies and owners of qualified low-income housing 
projects, as defined by section 42(g)(1). 

4. PROCEDURE 

Except for a low-income building described in section 42(h)(4)(B) (a bond-financed building), 
the Internal Revenue Service will treat the gross rent floor in section 42(g)(2)(A) as taking effect 
on the date an Agency initially allocates a housing credit dollar amount to the building under 
section 42(h)(1). However, the Service will treat the gross rent floor as taking effect on a 
building's placed in service date if the building owner designates that date as the date on which 
the gross rent floor will take effect for the building. An owner must make this designation to use 
the placed in service date and inform the Agency that made the allocation to the building no later 
than the date on which the building is placed in service. 

For a bond-financed building, the Service will treat the gross rent floor in section 42(g)(2)(A) as 
taking effect on the date an Agency initially issues a determination letter to the building. 
However, the Service will treat the gross rent floor as taking effect on a building's placed in 
service date if the building owner designates that date as the date on which the gross rent floor 



will take effect for the building. An owner must make this designation to use the placed in 
service date and inform the Agency that issued the determination letter to the building no later 
than the date on which the building is placed in service. 

An Agency should establish a procedure that will allow an owner to inform the Agency of this 
designation no later than the date the owner's building is placed in service. 

For the effect of a change in AMGI on the initial qualification of a tenant as a low-income tenant 
and the available unit rule, see Rev. Rul. 94-57. 

5. EFFECTIVE DATE 

This revenue procedure is effective for low-income housing projects receiving initial allocations 
or determination letters issued after * . For those projects that received initial allocations or 
determination letters prior to this effective date, for purposes of establishing the gross rent floor 
in section 42(g)(2)(A), owners and Agencies may use a date based on a reasonable interpretation 
of section 42 
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Rev. Proc. 2004-38 
 
 
SECTION 1.  PURPOSE  

This revenue procedure informs owners of qualified low-income housing projects 

how to obtain the waiver from the Internal Revenue Service of the annual recertification of 

tenant income (waiver) provided in ' 42(g)(8)(B) of the Internal Revenue Code.  

SECTION 2.  BACKGROUND   

Section 1.42-5 of the Income Tax Regulations provides the minimum requirements 

that a housing credit agency's (Agency=s) compliance monitoring procedure must contain to 

satisfy its compliance monitoring duties under ' 42(m)(1)(B)(iii).  Section 1.42-5(b)(1)(vi) 

provides that an Agency must require an owner to keep records for each qualified low-

income building in the project that show for each year in the compliance period the annual 

income certifications of each low-income tenant per unit.  Section 1.42-5(b)(1)(vii) provides 
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that an Agency must require an owner to keep documents for each qualified low-income 

building in its project for each year in the compliance period that support each low-income 

tenant's income certification.  Section 1.42-5(c)(1)(iii) provides that an Agency must require 

an owner to certify at least annually that, for the preceding 12-month period, the owner has 

received an annual income certification from each low-income tenant and documentation 

supporting that certification.  

Section 42(g)(8)(B) provides that on application by the taxpayer, the Secretary may 

waive any annual recertification of tenant income for purposes of ' 42(g) if the entire 

building is occupied by low-income tenants (a 100 percent low-income building).  Low-

income tenants are individuals occupying a rent-restricted unit in a qualified low-income 

housing project whose combined income satisfies the ' 42(g)(1) income limitation elected 

by the owner of the project. 

SECTION 3.  SCOPE 

This revenue procedure applies to Agencies and owners of qualified low-income 

housing projects that consist entirely of 100 percent low-income buildings. 

SECTION 4.  PROCEDURE FOR OBTAINING A WAIVER UNDER ' 42(g)(8)(B)  

An owner applying for the waiver for its 100 percent low-income building must 

(1) complete and sign the applicable portions of the Form 8877, Request for Waiver of 

Annual Recertification Requirement for the Low-Income Housing Credit, (2) have the 

Agency responsible for monitoring the building for compliance with § 42 sign the applicable 

portion of the form, and (3) file the form with the Service pursuant to the instructions 

accompanying the form.  A copy of the 2004 version of Form 8877 is included in the 
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appendix to this revenue procedure.  The Service will notify the owner whether the request 

for waiver has been approved or denied.  See section 5.02 of this revenue procedure for 

the period the waiver is in effect. 

SECTION 5.  EFFECT OF OBTAINING A WAIVER UNDER ' 42(g)(8)(B)   

.01  If an owner of a 100 percent low-income building obtains a waiver of the annual 

income recertification from the Service, the owner will be exempt from the recertification 

requirements of ' 1.42-5(b)(1)(vi) and (vii) and ' 1.42-5(c)(1)(iii).   As a result, the owner is 

not required under those sections to (1) keep records that show an annual income 

recertification of all the low-income tenants in the building who have previously had their 

annual income verified, documented, and certified; (2) maintain documentation to support 

that recertification; or (3) certify to the Agency responsible for monitoring the building for 

compliance with ' 42 that it has received this information.  

.02  The waiver takes effect on the date the Service approves the waiver.  Once the 

waiver takes effect, it remains in effect until the end of the 15-year compliance period 

(defined in § 42(i)(1)), unless the waiver is revoked, in which case the waiver ceases to be 

in effect on the date of revocation.  See sections 5.04 and 5.05 of this revenue procedure 

regarding revocations.    

.03  Obtaining the waiver will not prevent an owner from having to produce 

documentation to verify the owner's compliance with ' 42 upon an examination of the 

owner's federal income tax return.  Thus, for example, the owner must keep records and 

documentation that show the income of tenants upon initial occupancy of any residential 

unit in the building.  In addition, except as provided in section 5.01 of this revenue 
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procedure, obtaining the waiver will not prevent an owner from having to satisfy the 

requirements of the compliance monitoring procedure adopted by the Agency responsible 

for monitoring the building for compliance with ' 42. 

.04  The Service may revoke the waiver if the building ceases to be a 100 percent 

low-income building or if the Service determines that an owner has violated ' 42 in a 

manner that is sufficiently serious to warrant revocation.  In any case, the Service will 

revoke the waiver if the Agency requests, in accordance with the instructions to Form 

8877, that the Service revoke the waiver. 

.05  A  waiver will be automatically revoked if there is a change in the ownership for 

federal tax purposes of the 100 percent low-income building (including a change resulting 

from a termination of a partnership under ' 708).  In this case, the owner that received the 

waiver must notify the Service of the revocation in accordance with the instructions to Form 

8877.  The new owner may apply for a waiver. 

.06  An Agency’s compliance monitoring procedure will not fail to satisfy  

' 42(m)(1)(B)(iii) solely because the 100 percent low-income buildings to which the waiver 

applies have been exempted from the recertification requirements of ' 1.42-5(b)(1)(vi) and 

(vii) and ' 1.42-5(c)(1)(iii).  Nonetheless, the Agency's compliance monitoring procedure 

must continue to require that an owner satisfy the requirements in ' 1.42-5(b)(1)(vi) and 

(vii) and '1.42-5(c)(1)(iii) upon a tenant's initial occupancy of any residential rental unit in 

the building. 

.07  A 100 percent low-income building to which the waiver applies continues to be 

subject to the review requirements of ' 1.42-5(c)(2). 
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SECTION 6.  EFFECT ON OTHER DOCUMENTS 

 Rev. Proc. 94-64, 1994-2 C.B. 797, is superseded.  Waivers obtained under Rev. 

Proc. 94-64 are not affected by this revenue procedure.  

SECTION 7.  EFFECTIVE DATE 

This revenue procedure is effective for applications filed on or after July 6, 2004. 

DRAFTING INFORMATION 

The principal author of this revenue procedure is David Selig of the Office of the 

Associate Chief Counsel (Passthroughs and Special Industries).  For further information 

regarding this revenue procedure, contact Mr. Selig at (202) 622-3040 (not a toll-free call). 

 

 APPENDIX 

 2004 Version of Form 8877 



Section 17

Documentation of Income from Assets















 

Section 18 
 
 
 

Income Determination 





 

Section 19 
 
 
 

Placement in Service 









Form 8586 
(Rev. December 2023)

Department of the Treasury  
Internal Revenue Service

Low-Income Housing Credit
Attach to your tax return. 

Go to www.irs.gov/Form8586 for the latest information.

OMB No. 1545-0984

Attachment   
Sequence No. 36a

Name(s) shown on return Identifying number

1 Number of Forms 8609-A attached . . . . . . . . . . . . . . . . .  
2 Has there been a decrease in the qualified basis of any buildings accounted for on line 1 since the close of the

preceding tax year? Yes No If “Yes,” enter the building identification numbers (BINs) of the
buildings that had a decreased basis. If you need more space, attach a schedule.

(i) (ii) (iii) (iv)
3 Current year credit from attached Form(s) 8609-A (see instructions) . . . . . . . . . . . . . 3
4 Low-income housing credit from partnerships, S corporations, estates, and trusts . . . . . . . . 4
5 Add lines 3 and 4. Estates and trusts, go to line 6. Partnerships and S corporations, stop here and report 

this amount on Schedule K. All others, stop here and report this amount on Form 3800, Part III, line 4d . . 5
6 Amount allocated to beneficiaries of the estate or trust (see instructions) . . . . . . . . . . . 6
7 Estates and trusts, subtract line 6 from line 5. Report this amount on Form 3800, Part III, line 4d . . . . 7

Future Developments
For the latest information about developments related to Form 8586 and 
its instructions, such as legislation enacted after they were published, 
go to www.irs.gov/Form8586.

What’s New
Lines 5 and 7. We removed the column references in lines 5 and 7 to 
accommodate the Form 3800 redesign.

General Instructions
Section references are to the Internal Revenue Code unless otherwise 
noted.

Purpose of Form
Use Form 8586 to claim the low-income housing credit. This general 
business credit is allowed for each new qualified low-income building 
placed in service after 1986. Generally, it is taken over a 10-year credit 
period.

Taxpayers, other than partnerships, S corporations, estates, or trusts, 
whose only source of this credit is from those pass-through entities, are 
not required to complete or file this form. Instead, they can report this 
credit directly on Form 3800.

Qualified Low-Income Housing Project
The credit cannot exceed the amount allocated to the building. See 
section 42(h)(1) for details.

The low-income housing credit can only be claimed for residential 
rental buildings in low-income housing projects that meet one of the 
minimum set-aside tests. For details, see the instructions for Form 8609, 
Part II, line 10c.

Except for buildings financed with certain tax-exempt bonds, you may 
not take a low-income housing credit on a building if it has not received 
an allocation from the housing credit agency. No allocation is needed 
when 50% or more of the aggregate basis of the building and the land 
on which the building is located is financed with certain tax-exempt 
bonds. The owner must still get a Form 8609 from the appropriate 
housing credit agency (with the applicable items completed, including 
an assigned BIN). “Land on which the building is located” includes only 
land that is functionally related and subordinate to the qualified low-
income building. (See Regulations sections 1.103-8(a)(3) and 1.103-8(b)
(4)(iii).)

Recapture of Credit
There is a 15-year compliance period during which the residential rental 
building must continue to meet certain requirements. If, as of the close 
of any tax year in this period, there is a reduction in the qualified basis of 
the building from the previous year, you may have to recapture a part of 
the credit you have taken. Similarly, you may have to recapture part of 
the credits taken in previous years upon certain dispositions of the 
building or interests therein, unless you follow the procedures to prevent 
recapture. See Recapture and building dispositions in the Instructions 
for Form 8609-A, Annual Statement for Low-Income Housing Credit, for 
details. If you must recapture credits, use Form 8611, Recapture of 
Low-Income Housing Credit. See section 42(j) for details.

Recordkeeping
Keep a copy of this Form 8586 and all Forms 8609, 8609-A, and 8611 
for 3 years after the 15-year compliance period ends.

Specific Instructions
Line 2. A decrease in qualified basis will result in recapture if the 
qualified basis at the close of the tax year is less than the qualified basis 
at the close of the first year of the credit period.

If the reduction in qualified basis at the close of the tax year also 
results in a violation of the minimum set-aside requirement, then no 
credit is allowable for the year.
Line 3. The credit for the year is figured on Form 8609-A for each 
building. Attach a copy of each Form 8609-A you completed for the tax 
year to Form 8586. Enter on line 3 the total credit for attached Form(s) 
8609-A.
Line 6. Estates or trusts. Allocate the low-income housing credit on 
line 5 between the estate or trust and the beneficiaries in the same 
proportion as income was allocated and enter the beneficiaries’ share 
on line 6.

If the estate or trust is subject to the passive activity rules, include on 
line 4 any low-income housing credits from passive activities disallowed 
for prior years and carried forward to this year. Complete Form 8582-
CR, Passive Activity Credit Limitations, to determine the allowed credit 
that must be allocated between the estate or trust and the beneficiaries. 
For details, see the Instructions for Form 8582-CR.

Paperwork Reduction Act Notice. We ask for the information on this 
form to carry out the Internal Revenue laws of the United States. You 
are required to give us the information. We need it to ensure that you are 
complying with these laws and to allow us to figure and collect the right 
amount of tax.

You are not required to provide the information requested on a form 
that is subject to the Paperwork Reduction Act unless the form displays 
a valid OMB control number. Books or records relating to a form or its 
instructions must be retained as long as their contents may become 
material in the administration of any Internal Revenue law. Generally, tax 
returns and return information are confidential, as required by section 
6103.

The time needed to complete and file this form will vary depending on 
individual circumstances. The estimated burden for individual taxpayers 
filing this form is approved under OMB control number 1545-0074 and 
is included in the estimates shown in the instructions for their individual 
income tax return. The estimated burden for all other taxpayers who file 
this form is shown below.
Recordkeeping . . . . . . . . . . . .   4 hr., 4 min. 
Learning about the law or the form . . . . . . . . 52 min.
Preparing and sending the form to the IRS . . . . 2 hr., 10 min.

If you have comments concerning the accuracy of these time 
estimates or suggestions for making this form simpler, we would be 
happy to hear from you. See the instructions for the tax return with 
which this form is filed.

Cat. No. 63987I Form 8586 (Rev. 12-2023)



Form  8611
(Rev. December 2021) 
Department of the Treasury  
Internal Revenue Service 

Recapture of Low-Income Housing Credit
▶ Attach to your return. 

▶ Go to www.irs.gov/Form8611 for instructions and the latest information.

Note: Complete a separate Form 8611 for each building to which recapture applies.

OMB No. 1545-1035 

Attachment   
Sequence No. 90

A    Name(s) shown on return B   Identifying number

C    Address of building (as shown on Form 8609) D   Building identification 
number (BIN)

E   Date placed in service (from 
Form 8609)

F    If building is financed in whole or part with tax-exempt bonds, see instructions and furnish:

(1)  Issuer’s name

(2)   Date of issue

(3)  Name of issue (4)   CUSIP number

Note:  Skip lines 1–7 and go to line 8 if recapture is passed through from a flow-through entity (partnership, S corporation, estate, or 
trust). However, section 42(j)(5) partnerships must complete lines 1 through 7.

1 Enter total credits reported on Form 8586 in prior years for this building . . . . . . . . . 1 

2 Credits included on line 1 attributable to additions to qualified basis (see instructions) . . . . 2 

3 Credits subject to recapture. Subtract line 2 from line 1 . . . . . . . . . . . . . . . 3 

4 Credit recapture percentage (see instructions) . . . . . . . . . . . . . . . . . . 4 . 

5 Accelerated portion of credit. Multiply line 3 by line 4 . . . . . . . . . . . . . . . 5 
6 Percentage decrease in qualified basis. Express as a decimal amount carried out to at least 3

places (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . 6 . 

7 
 
 
 

Amount of accelerated portion recaptured (see instructions if prior recapture on building). Multiply
line 5 by line 6. Section 42(j)(5) partnerships, go to line 16. All other flow-through entities enter the
result here and enter each recipient’s share in the appropriate box of Schedule K-1. Generally, 
flow-through entities will stop here. (Note: An estate or trust enters on line 8 only its share of
recapture amount attributable to the credit amount reported on its Form 8586.) . . . . . . . 7 

8 Enter recapture amount from flow-through entity (see Note above) . . . . . . . . . . . 8 

9 Enter the unused portion of the accelerated amount from line 7 (see instructions) . . . . . . 9 

10 Net recapture. Subtract line 9 from line 7 or line 8. If less than zero, enter -0- . . . . . . . 10 

11 Enter interest on the line 10 recapture amount (see instructions) . . . . . . . . . . . . 11 

12 Total amount subject to recapture. Add lines 10 and 11 . . . . . . . . . . . . . . 12 
13 Unused credits attributable to this building reduced by the accelerated portion included on line 9

(see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . 13 

14 
 

Recapture tax. Subtract line 13 from line 12. If zero or less, enter -0-. Enter the result here and on
the appropriate line of your tax return (see instructions). If more than one Form 8611 is filed, add 
the line 14 amounts from all forms and enter the total on the appropriate line of your return . . . 14 

15 Carryforward of the low-income housing credit attributable to this building. Subtract line 12 
from line 13. If zero or less, enter -0- (see instructions) . . . . . . . . . . . . . . . 15 

Only Section 42(j)(5) partnerships need to complete lines 16 and 17.

16 Enter interest on the line 7 recapture amount (see instructions) . . . . . . . . . . . . 16 

17 Total recapture. Add lines 7 and 16 (see instructions) . . . . . . . . . . . . . . . 17 
For Paperwork Reduction Act Notice, see instructions. Cat. No. 63983Q Form 8611 (Rev. 12-2021)



Form 8611 (Rev. 12-2021) Page 2 

General Instructions
Section references are to the Internal 
Revenue Code.

Future Developments
For the latest information about 
developments related to Form 8611 and 
its instructions, such as legislation 
enacted after they were published, go to 
www.irs.gov/Form8611.

Purpose of Form
Use this form if you must recapture part 
of the low-income housing credit you 
claimed in previous years because the 
qualified basis decreased from one year 
to the next or you disposed of a building, 
or your interest therein, and you did not 
follow the procedures that would have 
prevented recapture of the credit.

Decrease in qualified basis. The 
decrease may result from a change in 
the eligible basis or the applicable 
fraction. For example, a decrease in 
qualified basis may exist when units are 
not occupied by income-qualified 
tenants under section 42(i)(3)(A)(ii), units 
are not rent restricted under section 
42(g)(2), units are not suitable for 
occupancy as described in section 42(i)
(3)(B)(ii), or the project no longer meets 
the minimum set-aside requirements of 
section 42(g)(1).

Building dispositions. Disposing of a 
building or an interest therein will 
generate a credit recapture, unless it is 
reasonably expected that the building will 
continue to be operated as a qualified 
low-income building for the remainder of 
the building’s compliance period.

See section 42(j) for more information.

Note: If the decrease in qualified basis is 
because of a change in the amount for 
which you are financially at risk on the 
building, then you must first recalculate 
the amount of credit taken in prior years 
under section 42(k) before you calculate 
the recapture amount on this form.

To complete this form you will need 
copies of the following forms that you 
have filed.

• Form 8586, Low-Income Housing 
Credit (and Form 3800, General 
Business Credit, if applicable);

• Form 8609, Low-Income Housing 
Credit Allocation and Certification (or 
predecessor, Form 8609, Low-Income 
Housing Credit Allocation Certification);

• Form 8609-A, Annual Statement for 
Low-Income Housing Credit (or 
predecessor, Schedule A (Form 8609), 
Annual Statement); and

• Form 8611.

Note: Flow-through entities must give 
partners, shareholders, and beneficiaries 
the information that is reported in items 
C, D, E, and F of Form 8611.

Recapture does not apply if:

• You disposed of the building or an 
ownership interest in it and you satisfy the 
requirements for avoiding recapture as 
outlined earlier under Building dispositions;

• You disposed of an ownership interest 
in a building you held through a 
partnership to which section 42(j)(5) 
applies;

• The decrease in qualified basis does 
not exceed the additions to qualified 
basis for which credits were allowable in 
years after the first year of the credit 
period; or

• The qualified basis is reduced because 
of a casualty loss, provided the property 
is restored or replaced within a 
reasonable period.

Recordkeeping
In order to verify changes in qualified 
basis from year to year, keep a copy of 
all Forms 8586, 8609, 8609-A (or 
predecessor, Schedule A (Form 8609)), 
8611, and 8693 for 3 years after the    
15-year compliance period ends.

Specific Instructions
Note: If recapture is passed through 
from a flow-through entity (partnership,  
S corporation, estate, or trust), skip lines 
1–7 and go to line 8. However, section 
42(j)(5) partnerships must complete lines 
1 through 7.

Item F. If the building is financed with 
tax-exempt bonds, furnish the following 
information: (1) name of the entity that 
issued the bond (not the name of the 
entity receiving the benefit of the 
financing); (2) date of issue, generally the 
first date there is a physical exchange of 
the bonds for the purchase price;         
(3) name of the issue, or if not named, 
other identification of the issue; and     
(4) CUSIP number of the bond with the 
latest maturity date. If the issue does not 
have a CUSIP number, enter “None.”

Line 1. Enter the total credits claimed on 
the building for all prior years from all 
Forms 8586 (before reduction due to the 
tax liability limit) you have filed. Prior to 
the December 2006 revision of Form 
8586, the credits (before reduction due 
to the tax liability limit) were reported in 
Part I. Do not include credits taken by a 
previous owner.

Line 2 Worksheet  (* Line reference is to Form 8609-A (or predecessor, Schedule A (Form 8609)).)

a Enter the amount from line 10* . . . . . . . . . . . . . . . . . . . . . . . . . a
b Multiply a by 2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . b
c Enter the amount from line 11* . . . . . . . . . . . . . . . . . . . . . . . . . c
d Subtract c from b . . . . . . . . . . . . . . . . . . . . . . . . . . . . . d
e Enter decimal amount figured in step 1 of the instructions for line 14*. If line 14* does not apply to you, 

enter -0- . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . e
f Multiply d by e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . f
g Subtract f from d . . . . . . . . . . . . . . . . . . . . . . . . . . . . . g
h Divide line 16* by line 15*. Enter the result here . . . . . . . . . . . . . . . . . . . h
i Multiply g by h. Enter this amount on line 2. (If more than one worksheet is completed, add the amounts 

on i from all worksheets and enter the total on line 2.) . . . . . . . . . . . . . . . . . i
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Line 2. Determine the amount to enter 
on this line by completing a separate 
Line 2 Worksheet for each prior year for 
which line 7 of Form 8609-A (or 
predecessor, Schedule A (Form 8609)) 
was completed.

Line 4. Enter the credit recapture 
percentage, expressed as a decimal 
carried to at least 3 places, from the 
table below.

IF the recapture  
event occurs  
in . . .

THEN 
enter on 
line 4 . . .

Years 2 through 11 . . . . .  .333

Year 12 . . . . . . . . .  .267

Year 13 . . . . . . . . .     .200

Year 14 . . . . . . . . .     .133

Year 15 . . . . . . . . .     .067

Line 6. Enter the percentage decrease in 
qualified basis during the current year.

For this purpose, figure qualified basis 
without regard to any additions to 
qualified basis after the first year of the 
credit period. Compare any decrease in 
qualified basis first to additions to 
qualified basis. Recapture applies only if 
the decrease in qualified basis exceeds 
additions to qualified basis after the first 
year of the credit period.

If you disposed of the building or an 
ownership interest in it and did not 
satisfy the requirements for avoiding 
recapture as outlined earlier under 
Building dispositions, you must 
recapture all of the accelerated portion 
shown on line 5. Enter 1.000 on line 6.

Note: If the decrease causes the qualified 
basis to fall below the minimum set-aside 
requirements of section 42(g)(1) (the 
20-50 test, the 40-60 test, or the average 
income test), then 100% of the amount 
shown on line 5 must be recaptured. 
Enter 1.000 on line 6. If you elected the 
40-60 test for this building and the 
decrease causes you to fall below 40%, 
you cannot switch to the 20-50 test or 
the average income test to meet the set-
aside requirements. You must recapture 
the entire amount shown on line 5.

Line 7. If there was a prior recapture of 
accelerated credits on the building, do not 
recapture that amount again as the result 
of the current reduction in qualified basis.

Line 9. Figure the unused portion of the 
accelerated amount on line 7 by:

Step 1. Totaling the credits 
attributable to the building that you 
could not use in prior years.*

Step 2. Reducing the result of step 1 
by any unused credits attributable to 
additions to qualified basis.

Step 3. Multiplying the result of step 2 
by the decimal amount on line 4.

Step 4. Multiplying the result of step 3 
by the decimal amount on line 6.

Step 5. Enter the result of step 4 on 
line 9.
* Generally, this is the amount of credit reported on 
line 1 of this Form 8611 reduced by the total low-
income housing credits allowed on Form 8586 or 
Form 3800 for each year.

Line 11.  Figure the interest separately 
for each prior tax year for which a credit 
is being recaptured. Interest must be 
figured at the overpayment rate 
determined under section 6621(a)(1) and 
compounded on a daily basis from the 
due date (not including extensions) of the 
return for the prior year until the earlier of 
(a) the due date (not including 
extensions) of the return for the recapture 
year, or (b) the date the return for the 
recapture year is filed and any income 
tax due for that year has been fully paid.

Tables of interest factors to figure daily 
compound interest were published in 
Rev. Proc. 95-17, 1995-1 C.B. 556. The 
interest rate in effect through December 
31, 2019, is shown in Rev. Rul. 2019-21, 
2019-38 I.R.B. 708. For periods after 
December 31, 2019, use the overpayment 
rate under section 6621(a)(1) in the 
revenue rulings published quarterly in the 
Internal Revenue Bulletin. 

Note: If the line 8 recapture amount is 
from a section 42(j)(5) partnership, the 
partnership will figure the interest and 
include it in the recapture amount 
reported to you. Enter “-0-” on line 11 
and write “Section 42(j)(5)” to the left of 
the entry space for line 11.

Line 13. Subtract the amount on line 9 
from the total of all prior year unused 
credits attributable to the building (Step 
1 of the line 9 instruction above). Enter 
the result on line 13.

Line 14. Form 1040, 1040-SR, and 
1040-NR filers report the recapture tax 
on Schedule 2 (Form 1040), line 16. 
Form 1120 filers report the recapture tax 
on Form 1120, Schedule J, line 9b.

Line 15. Carry forward the low-income 
housing credit attributable to this building 
to the next tax year. See the Instructions 
for Form 3800 for details on how to 
report the carryforward of unused credits.

Lines 16 and 17. Only section 42(j)(5) 
partnerships complete these lines. This 
is a partnership that has at least 35 
partners, unless the partnership elects 
(or has previously elected) not to be 
treated as a section 42(j)(5) partnership. 
For purposes of this definition, an 
individual and his or her spouse (and 
their estates) are treated as one partner.

For purposes of determining the credit 
recapture amount, a section 42(j)(5) 
partnership is treated as the taxpayer to 
which the low-income housing credit 
was allowed and as if the amount of 
credit allowed was the entire amount 
allowable under section 42(a).

See the instructions for line 11 to 
figure the interest on line 16. The 
partnership must attach Form 8611 to its 
Form 1065 and allocate this amount to 
each partner on Schedule K-1 (Form 
1065) in the same manner as the 
partnership’s taxable income is allocated 
to each partner.

Paperwork Reduction Act Notice. We 
ask for the information on this form to 
carry out the Internal Revenue laws of 
the United States. You are required to 
give us the information. We need it to 
ensure that you are complying with these 
laws and to allow us to figure and collect 
the right amount of tax.

You are not required to provide the 
information requested on a form that is 
subject to the Paperwork Reduction Act 
unless the form displays a valid OMB 
control number. Books or records 
relating to a form or its instructions must 
be retained as long as their contents 
may become material in the 
administration of any Internal Revenue 
law. Generally, tax returns and return 
information are confidential, as required 
by section 6103.

The time needed to complete and file 
this form will vary depending on 
individual circumstances. The estimated 
burden for individual taxpayers filing this 
form is approved under OMB control 
number 1545-0074 and is included in the 
estimates shown in the instructions for 
their individual income tax return. The 
estimated burden for all other taxpayers 
who file this form is shown below.

Recordkeeping . . . . 8 hr., 21 min.

Learning about the                            
law or the form . . . . . . . 1 hr.

Preparing and sending                      
the form to the IRS . . 1 hr., 10 min.

If you have comments concerning the 
accuracy of these time estimates or 
suggestions for making this form 
simpler, we would be happy to hear from 
you. You can write to the IRS at the 
address listed in the instructions for the 
tax return with which this form is filed.
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Department of the Treasury  
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Low-Income Housing Credit Agencies 
Report of Noncompliance or Building Disposition
▶ File a separate Form 8823 for each building that is disposed of or goes out of compliance. 

▶ Go to www.irs.gov/Form8823 for the latest information.

OMB No. 1545-1204

Check here if this is an 
amended return ▶ 

IRS Use Only1 Building name (if any). Check if line 1 differs from Form 8609 ▶

Street address 

City or town, state, and ZIP code 

2 Building identification number (BIN) 

3 Owner’s name. Check if line 3 differs from Form 8609 . .  ▶

Street address 

City or town, state, and ZIP code 

4 Owner’s taxpayer identification number 
EIN SSN 

5 Total credit allocated to this BIN . . . . . . . . . . . . . . . . . . . . . . . .   ▶ $ 
6 If this building is part of a multiple building project, enter the number of buildings in the project . . . . . . . . .  ▶

7 a Total number of residential units in this building . . . . . . . . . . . . . . . . . . . . . . .  ▶

b Total number of low-income units in this building . . . . . . . . . . . . . . . . . . . . . .  ▶

c Total number of residential units in this building determined to have noncompliance issues (see instructions) . . . . .  ▶

d Total number of units reviewed by agency (see instructions) . . . . . . . . . . . . . . . . . . .  ▶

8 Date building ceased to comply with the low-income housing credit provisions (see instructions) (MMDDYYYY) . .

9 Date noncompliance corrected (if applicable) (see instructions) (MMDDYYYY) . . . . . . . . . . . .

10 Check this box if you are filing only to show correction of a previously reported noncompliance problem . .  ▶

11 Check the box(es) that applies:
Out of  

compliance 
Noncompliance 

corrected 

a Household income above income limit upon initial occupancy . . . . . . . . . . . . . . . . .

b Owner failed to correctly complete or document tenant’s annual income recertification . . . . . . . . .

c Violation(s) of the UPCS or local inspection standards including casualty losses (see instructions) (attach explanation) 

d Owner failed to provide annual certifications or provided incomplete or inaccurate certifications . . . . . . .

e Changes in Eligible Basis or the Applicable Percentage (see instructions) . . . . . . . . . . . . .

f Project failed to meet minimum set-aside requirement (20/50, 40/60, average income test) (see instructions) . . .

g Gross rent(s) exceeds limits . . . . . . . . . . . . . . . . . . . . . . . . . . .

h Project not available to the general public (see instructions) (attach explanation) . . . . . . . . . . .

i Violation(s) of the Available Unit Rule under section 42(g)(2)(D)(ii) . . . . . . . . . . . . . . . .

j Violation(s) of the Vacant Unit Rule under Reg. 1.42-5(c)(1)(ix) . . . . . . . . . . . . . . . . .

k Owner failed to execute and record extended-use agreement within time prescribed by section 42(h)(6)(J) . . . .

l Low-income units occupied by nonqualified full-time students . . . . . . . . . . . . . . . . .

m Owner did not properly calculate utility allowance . . . . . . . . . . . . . . . . . . . .

n Owner has failed to respond to agency requests for monitoring reviews . . . . . . . . . . . . . .

o Low-income units used on a transient basis (attach explanation) . . . . . . . . . . . . . . . .

p Building is no longer in compliance nor participating in the section 42 program. (Attach explanation.) . . . . .

q Other noncompliance issues (attach explanation) . . . . . . . . . . . . . . . . . . . .

12 Additional information for any line above. Attach explanation and check box . . . . . . . . . .  ▶

13 a Building disposition by Sale Foreclosure Destruction Other (attach explanation) 
b Date of disposition (MMDDYYYY) . . . . . . . . . . . . . . . . . . . . . . . . .

c New owner’s name

Street address 

City or town, state, and ZIP code 

d New owner’s taxpayer identification number
EIN SSN 

14 Name of contact person

15 Telephone number of contact person

Ext. 

Under penalties of perjury, I declare that I have examined this report, including accompanying statements and schedules, and, to the best of my knowledge and belief, it is 
true, correct, and complete. 

▲

Signature of authorizing official 

▲

Print name and title 

▲

Date (MMDDYYYY)

For Paperwork Reduction Act Notice, see instructions. Cat. No. 12308D Form 8823 (Rev. 12-2019) 
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General Instructions 
Section references are to the Internal Revenue Code 
unless otherwise noted. 
Future developments. For the latest information about 
developments related to Form 8823 and its instructions, 
such as legislation enacted after they were published, go 
to www.irs.gov/Form8823.

Purpose of Form 
Housing credit agencies use Form 8823 as part of their 
compliance monitoring responsibilities under section  
42(m)(1)(B)(iii) to notify the IRS of any building disposition 
or noncompliance with the low-income housing tax credit 
provisions.

The housing credit agency should also give a copy of 
Form 8823 to the owner(s). 

Who Must File 
Any authorized housing credit agency that becomes 
aware that a low-income housing building was disposed 
of or is not in compliance with the provisions of section 42 
must file Form 8823. 

When To File 
File Form 8823 no later than 45 days after (a) the building 
was disposed of, or (b) the end of the time allowed the 
building owner to correct the condition(s) that caused 
noncompliance. For details, see Regulations section 
1.42-5(e). 

Where To File 
File Form 8823 with the: 

Department of the Treasury   
Internal Revenue Service Center   
Philadelphia, PA 19255-0549  

Specific Instructions 
Amended return. If you are filing an amended return to 
correct previously reported information, check the box at 
the top of page 1. 
Line 2. Enter the building identification number (BIN)  
assigned to the building by the housing credit agency as 
shown on Form 8609. 
Lines 3, 4, 13c, and 13d. If there is more than one owner 
(other than as a member of a pass-through entity), attach a 
schedule listing the owners, their addresses, and their 
taxpayer identification numbers. Indicate whether each 
owner’s taxpayer identification number is an employer 
identification number (EIN) or a social security number (SSN).

Both the EIN and the SSN have nine digits. An EIN has 
two digits, a hyphen, and seven digits. An SSN has three 
digits, a hyphen, two digits, a hyphen, and four digits, and 
is issued only to individuals. 
Line 7d. “Reviewed by agency” includes physical 
inspection of the property, tenant file inspection, or 
review of documentation submitted by the owner. 
Regulations section 1.42-5(c)(2)(iii)(B) provides that a 
housing credit agency must conduct on-site inspections 
and low-income certification review of not fewer than the 
minimum number of low-income units set forth in the 
table found in Regulations section 1.42-5(c)(2)(iii). 
Note: If the only noncompliance issue identified by the 
physical inspection of the property on line 11c relates to 

a common area, then the number of units identified on 
line 7c should be -0-.
Line 8. Enter the date that the building ceased to comply 
with the low-income housing credit provisions. If there are 
multiple noncompliance issues, enter the date for the 
earliest discovered issue. Do not complete line 8 for a 
building disposition. Instead, skip lines 9 through 12, and 
complete line 13. 
Line 9. Enter the date that the noncompliance issue was 
corrected. If there are multiple issues, enter the date the 
last correction was made. 
Line 10. Do not check this box unless the sole reason for 
filing the form is to indicate that previously reported 
noncompliance problems have been corrected. 
Lines 11a through 11p. Check only the “Out of 
compliance” box if the issue causing the noncompliance 
remains uncorrected at the end of the correction period. 
Check both the “Out of compliance” and “Noncompliance 
corrected” boxes if the noncompliance was corrected 
within the correction period. Check only the 
“Noncompliance corrected” box if the noncompliance was 
previously reported to the IRS on a separate Form 8823. 
Line 11c. Housing credit agencies must use either (a) the 
local health, safety, and building codes (or other 
habitability standards); or (b) the Uniform Physical 
Condition Standards (UPCS) (24 C.F.R. section 5.703) to 
inspect the project, but not in combination. The UPCS 
does not supersede or preempt local codes. Thus, if a 
housing credit agency using the UPCS becomes aware of 
any violation of local codes, the agency must report the 
violation. Attach a statement describing either (a) the 
deficiency and its severity under the UPCS (that is, minor 
(level 1), major (level 2), and severe (level 3)); or (b) the 
health, safety, or building violation under the local codes. 
The Department of Housing and Urban Development’s 
Real Estate Assessment Center has developed a 
comprehensive description of the types and severities of 
deficiencies entitled “Revised Dictionary of Deficiency 
Definitions” found at www.hud.gov. Under Regulations 
section 1.42-5(e)(3), report all deficiencies to the IRS 
whether or not the noncompliance or failure to certify is 
corrected at the time of inspection. Physical damage to 
low-income housing credit projects caused by casualty 
events and that render residential rental units or buildings, 
or common areas associated with the property, 
unsuitable for occupancy is reported as noncompliance 
with the UPCS or local standards. While no credit is 
allowable during the time the property is being restored 
by reconstruction or replacement, section 42(j)(4)(E) 
provides relief from the credit recapture provisions; that 
is, the recapture provisions are not applied when there is 
a reduction in qualified basis by reason of a casualty loss 
to the extent such loss is restored by reconstruction or 
replacement within a reasonable period.
Line 11d. Report the failure to provide annual  
certifications or the provision of certifications that are  
known to be incomplete or inaccurate as required by 
Regulations section 1.42-5(c). As examples, report a  
failure by the owner to include a statement summarizing 
violations (or copies of the violation reports) of local 
health, safety, or building codes; report an owner who 
provided inaccurate or incomplete statements concerning 
corrections of these violations.   



Form 8823 (Rev. 12-2019) Page  3 

Line 11e. For buildings placed in service after July 30, 
2008, report any federal grant used to finance any costs 
that were included in the eligible basis of any building. 
Report changes in common areas when they become 
commercial, when fees are charged for facilities, etc. For 
buildings placed in service after July 30, 2008, report any 
obligation the interest on which is exempt from tax under 
section 103 that is or was used (directly or indirectly) with 
respect to the building or its operation during the 
compliance period and that was not taken into account 
when determining eligible basis at the close of the first 
year of the credit period. 
Line 11f. Failure to satisfy the minimum set-aside 
requirement for the first year of the credit period results in 
the permanent loss of the entire credit. 

Failure to maintain the minimum set-aside requirement 
for any year after the first year of the credit period results 
in recapture of previously claimed credit and no allowable 
credit for that tax year. No low-income housing credit is 
allowable until the minimum set-aside is restored for a 
subsequent tax year. 

In 2018, Congress revised section 42(g) to add a third 
minimum set-aside: the average income test. See section 
42(g)(1)(C) for more information about the requirements of 
the average income test.
Line 11h. All units in the building must be for use by the 
general public (as defined in Regulations section 1.42-9 
and further clarified in section 42(g)(9)), including the 
requirement that no finding of discrimination under the 
Fair Housing Act occurred for the building. Low-income 
housing credit properties are subject to Title VIII of the 
Civil Rights Act of 1968, also known as the Fair Housing 
Act. The Act prohibits discrimination in the sale, rental, 
and financing of dwellings based on race, color, religion, 
sex, national origin, familial status, and disability. See 42 
U.S.C.A. sections 3601 through 3619. 

It also mandates specific design and construction  
requirements for multifamily housing built for first  
occupancy after March 13, 1991, in order to provide  
accessible housing for individuals with disabilities. The  
failure of low-income housing credit properties to comply 
with the requirements of the Fair Housing Act will result in 
the loss of the low-income housing credit. 

Individuals with questions about the accessibility  
requirements can obtain the Fair Housing Act Design  
Manual through www.huduser.org.
Line 11i. The owner must rent to low-income tenants all 
comparable units that are available or that subsequently 
become available in the same building in order to 
continue treating the over-income unit(s) as a low-income 
unit. All units affected by a violation of the available unit 
rule may not be included in qualified basis. When the 
percentage of low-income units in a building again equals 
the percentage of low-income units on which the credit is 
based, the full availability of the credit is restored. Thus, 
only check the “Noncompliance corrected” box when the 
percentage of low-income units in the building equals the 
percentage on which the credit is based. 
Line 11k. Section 42(h)(6) requires owners of low-income 
housing credit properties to enter into an extended use 
agreement with the state agency that allocated the 

credits to the project. Building owners must agree to a 
long-term commitment beginning on the first day of the 
15-year compliance period and ending on the later of (1) 
the date specified by the state agency in the agreement, 
or (2) the date that is 15 years after the close of the 
15-year compliance period. 

The extended use agreement must (1) specify that the 
applicable fraction for the building for each year in the 
extended use period will not be less than the applicable 
fraction specified in the extended use agreement and 
prohibit the eviction or the termination of tenancy (other 
than for good cause) of an existing tenant of any low-
income unit or any increase in the gross rent with respect 
to such unit not otherwise permitted under section 42, (2) 
allow individuals (whether prospective, present, or former 
occupants) who meet the income limitations applicable to 
the building under section 42(g) the right to enforce in state 
court the requirements and prohibitions under section 42
(h)(6)(B)(i) throughout the extended use period, (3) prohibit 
the disposition to any person of any portion of the building 
unless all of the building is disposed of to that person, (4) 
prohibit the refusal to lease to section 8 voucher holders 
because of the status of the prospective tenant as such a 
holder, and (5) provide that the agreement is binding on all 
successors of the taxpayer. The extended use agreement 
must be recorded as a restrictive covenant with respect to 
the property under state law.

Noncompliance should be reported if an extended use 
agreement is not executed and recorded as a restrictive 
covenant with respect to the property under state law or 
the owner failed to correct the noncompliance within the 
1-year correction period provided by section 42(h)(6)(J). 
The 1-year correction period begins when the agency 
notifies the owner in writing that an extended use 
agreement is not recorded as a restrictive covenant with 
respect to the property under state law. A copy of the 
notification letter should be included as an attachment to 
Form 8823 when filed with the IRS.
Line 11q. Check this box for noncompliance events other 
than those listed on lines 11a through 11p. Attach an 
explanation. For projects with allocations from the 
nonprofit set-aside under section 42(h)(5), report the lack 
of material participation by a non-profit organization (that 
is, regular, continuous, and substantial involvement) that 
the housing credit agency learns of during the compliance 
period. 

Paperwork Reduction Act Notice. We ask for the 
information on this form to carry out the Internal Revenue 
laws of the United States. You are required to give us the 
information. We need it to ensure that you are complying 
with these laws and to allow us to figure and collect the 
right amount of tax. 

You are not required to provide the information 
requested on a form that is subject to the Paperwork 
Reduction Act unless the form displays a valid OMB 
control number. Books or records relating to a form or its 
instructions must be retained as long as their contents 
may become material in the administration of any Internal 
Revenue law. Generally, tax returns and return 
information are confidential, as required by section 6103. 
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The time needed to complete and file this form will vary 
depending on individual circumstances. The estimated 
average time is: 
Recordkeeping . . . . . . . . .  11 hr., 43 min. 
Learning about the law   
or the form . . . . . . . . . . . .  1 hr., 35 min. 
Preparing and sending   
the form to the IRS . . . . . . . . .  1 hr., 51 min. 

If you have comments concerning the accuracy of 
these time estimates or suggestions for making this form 
simpler, we would be happy to hear from you. You can 
send your comments to www.irs.gov/FormComments. Or 
you can write to the Internal Revenue Service, Tax Forms 
and Publications Division, 1111 Constitution Ave. NW, 
IR-6526, Washington, DC 20224. Do not send the form to 
this address. Instead, see Where To File, earlier.



 

Section 21 
 
 
 

Available Unit Rule 



 

 

Federal Regulations  

Reg § 1.42-15. Available unit rule. 

(a) Definitions. The following definitions apply to this section: Applicable 
income limitation means the limitation applicable under section 42(g)(1) or, for 
deep rent skewed projects described in section 142(d)(4)(B), 40 percent of area 
median gross income. Available unit rule means the rule in section 
42(g)(2)(D)(ii). Comparable unit means a residential unit in a low-income 
building that is comparably sized or smaller than an over-income unit or, for deep 
rent skewed projects described in section 142(d)(4)(B), any low- income unit. For 
purposes of determining whether a residential unit is comparably sized, a 
comparable unit must be measured by the same method used to determine 
qualified basis for the credit year in which the comparable unit became available. 
Current resident means a person who is living in the low-income building. Low-
income unit is defined by section 42(i)(3)(A). Nonqualified resident means a new 
occupant or occupants whose aggregate income exceeds the applicable income 
limitation. Over-income unit means a low-income unit in which the aggregate 
income of the occupants of the unit increases above 140 percent of the applicable 
income limitation under section 42(g)(1), or above 170 percent of the applicable 
income limitation for deep rent skewed projects described in section 142(d)(4)(B). 
Qualified resident means an occupant either whose aggregate income (combined 
with the income of all other occupants of the unit) does not exceed the applicable 
income limitation and who is otherwise a low- income resident under section 42, 
or who is a current resident.  

(b) General section 42(g)(2)(D)(i) rule. Except as provided in paragraph (c) of 
this section, notwithstanding an increase in the income of the occupants of a low-
income unit above the applicable income limitation, if the income of the 
occupants initially met the applicable income limitation, and the unit continues to 
be rent- restricted—  

(1) The unit continues to be treated as a low-income unit; and  

(2) The unit continues to be included in the numerator and the 
denominator of the ratio used to determine whether a project satisfies the 
applicable minimum set-aside requirement of section 42(g)(1).  

(c) Exception. A unit ceases to be treated as a low-income unit if it becomes an 
over-income unit and a nonqualified resident occupies any comparable unit that is 
available or that subsequently becomes available in the same low-income 
building. In other words, the owner of a low-income building must rent to 
qualified residents all comparable units that are available or that subsequently 
become available in the same building to continue treating the over-income unit 
as a low-income unit. Once the percentage of low-income units in a building 
(excluding the over-income units) equals the percentage of low-income units on 



 

 

which the credit is based, failure to maintain the over-income units as low-income 
units has no immediate significance. The failure to maintain the over-income units 
as low-income units, however, may affect the decision of whether or not to rent a 
particular available unit at market rate at a later time. A unit is not available for 
purposes of the available unit rule when the unit is no longer available for rent 
due to contractual arrangements that are binding under local law (for example, a 
unit is not available if it is subject to a preliminary reservation that is binding on 
the owner under local law prior to the date a lease is signed or the unit is 
occupied).  

(d) Effect of current resident moving within building. When a current resident 
moves to a different unit within the building, the newly occupied unit adopts the 
status of the vacated unit. Thus, if a current resident, whose income exceeds the 
applicable income limitation, moves from an over-income unit to a vacant unit in 
the same building, the newly occupied unit is treated as an over-income unit. The 
vacated unit assumes the status the newly occupied unit had immediately before it 
was occupied by the current resident.  

(e) Available unit rule applies separately to each building in a project. In a 
project containing more than one low-income building, the available unit rule 
applies separately to each building.  

(f) Result of noncompliance with available unit rule. If any comparable unit 
that is available or that subsequently becomes available is rented to a nonqualified 
resident, all over-income units for which the available unit was a comparable unit 
within the same building lose their status as low-income units; thus, comparably 
sized or larger over-income units would lose their status as low-income units.  

(g) Relationship to tax-exempt bond provisions. Financing arrangements that 
purport to be exempt-facility bonds under section 142 must meet the requirements 
of sections 103 and 141 through 150 for interest on the obligations to be excluded 
from gross income under section 103(a). This section is not intended as an 
interpretation under section 142.  

(h) Examples. The following examples illustrate this section:  

Example (1). This example illustrates noncompliance with the available unit rule 
in a low-income building containing three over-income units. On January 1, 1998, 
a qualified low-income housing project, consisting of one building containing ten 
identically sized residential units, received a housing credit dollar amount 
allocation from a state housing credit agency for five low-income units. By the 
close of 1998, the first year of the credit period, the project satisfied the minimum 
set-aside requirement of section 42(g)(1)(B). Units 1, 2, 3, 4, and 5 were occupied 
by individuals whose incomes did not exceed the income limitation applicable 
under section 42(g)(1) and were otherwise low-income residents under section 42. 
Units 6, 7, 8, and 9 were occupied by market-rate tenants. Unit 10 was vacant. To 



 

 

avoid recapture of credit, the project owner must maintain five of the units as low-
income units. On November 1, 1999, the certificates of annual income state that 
annual incomes of the individuals in Units 1, 2, and 3 increased above 140 percent 
of the income limitation applicable under section 42(g)(1), causing those units to 
become over-income units. On November 30, 1999, Units 8 and 9 became vacant. 
On December 1, 1999, the project owner rented Units 8 and 9 to qualified 
residents who were not current residents at rates meeting the rent restriction 
requirements of section 42(g)(2). On December 31, 1999, the project owner 
rented Unit 10 to a market-rate tenant. Because Unit 10, an available comparable 
unit, was leased to a market-rate tenant, Units 1, 2, and 3 ceased to be treated as 
low-income units. On that date, Units 4, 5, 8, and 9 were the only remaining low-
income units. Because the project owner did not maintain five of the residential 
units as low-income units, the qualified basis in the building is reduced, and credit 
must be recaptured. If the project owner had rented Unit 10 to a qualified resident 
who was not a current resident, eight of the units would be low-income units. At 
that time, Units 1, 2, and 3, the over-income units, could be rented to market-rate 
tenants because the building would still contain five low-income units.  

Example (2). This example illustrates the provisions of paragraph (d) of this 
section. A low-income project consists of one six-floor building. The residential 
units in the building are identically sized. The building contains two over-income 
units on the sixth floor and two vacant units on the first floor. The project owner, 
desiring to maintain the over-income units as low-income units, wants to rent the 
available units to qualified residents. J, a resident of one of the over-income units, 
wishes to occupy a unit on the first floor. J's income has recently increased above 
the applicable income limitation. The project owner permits J to move into one of 
the units on the first floor. Despite J's income exceeding the applicable income 
limitation, J is a qualified resident under the available unit rule because J is a 
current resident of the building. The unit newly occupied by J becomes an over-
income unit under the available unit rule. The unit vacated by J assumes the status 
the newly occupied unit had immediately before J occupied the unit. The over-
income units in the building continue to be treated as low-income units.  

(i) Effective date. This section applies to leases entered into or renewed on and 
after September 26, 1997.  

 

T.D. 8732, 9/25/97. 

 
 





 

 
 

 

Appendix 3 

Acceptable Forms of Verification 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

 Age.  

*(See Chapter 3, 
Paragraph 3-28.C)* 

 None required.  None required.  None required.  Birth Certificate 

 Baptismal Certificate 

 Military Discharge papers 

 Valid passport 

 Census document 
showing age 

 Naturalization certificate 

 Social Security 
Administration Benefits 
printout 

  



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

 

  Alimony or child 
support. 

 
*(See Chapter 5, 
Paragraphs 5-6.F and 
5-10.F)* 

 

  Copy of separation or 
divorce agreement 
provided by ex-
spouse or court 
indicating type of 
support, amount, and 
payment schedule. 
 

  Written statement 
provided by ex-
spouse or income 
source indicating all 
of above. 
 

  If applicable, written 
statement from 
court/attorney that 
payments are not 
being received and 
anticipated date of 
resumption of 
payments. 

 

 Recent original letters 
from the court. 
 

 

 Telephone or in-
person contact with 
ex-spouse or income 
source documented in 
file by the owner. 

 

  Copy of most recent 
check, recording date, 
amount, and check 
number. 
 

 

  Notarized statement 
or affidavit signed by 
applicant indicating 
amount received. 
 

  If applicable, 
notarized statement 
or affidavit from 
applicant indicating 
that payments are not 
being received and 
describing efforts to 
collect amounts due. 

 

  Amounts awarded but 
not received can be 
excluded from annual 
income only when 
applicants have made 
reasonable efforts to 
collect amounts due, 
including filing with 
courts or agencies 
responsible for 
enforcing payments. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Assets disposed of 
for less than fair 
market value. 

*(See Chapter 5, 
Paragraph  5-7.G.8)* 

  None required.   None required.  None required.   None required.   Certification signed 
by applicant *and/or 
tenant* that no 
*family* member has 
disposed of assets 
for less than fair 
market value during 
*the* preceding two 
years. 

  If applicable, 
certification signed by 
the owner of the 
asset disposed of 
that shows: 

- Type of assets 
disposed of; 

- Date disposed of; 

- Amount received; 
and 

- Market value of 
asset at the time of 
disposition. 

  Only count assets 
disposed of within a 
two-year period prior 
to *certification or 
recertification.* 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Auxiliary 
apparatus. 

*(See Chapter 5, 
Paragraph  5-10.C)* 

  Written verification 
from source of costs 
and purpose of 
apparatus. 

  Written certification 
from doctor or 
rehabilitation agency 
that use of apparatus 
is necessary to 
employment of any 
family member. 

  In a case where the 
disabled person is 
employed, statement 
from employer that 
apparatus is 
necessary for 
employment. 

 Copies of receipts. 

 

 Telephone or in-
person contact with 
these sources 
documented in file by 
the owner. 

  Evidence of periodic 
payments for apparatus. 

 Not appropriate.   The owner must 
determine if the 
expense is to be 
considered a medical 
or disability 
assistance. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Care attendant for 
disabled family 
members. 

*(Paragraph 5-10.C)* 

  Written verification 
from attendant stating 
amount received, 
frequency of 
payments, hours of 
care. 

  Written certification 
from doctor or 
rehabilitation agency 
that care is 
necessary to 
employment of family 
member. 

  Copies of receipts. 

 

 Telephone or in-
person contact with 
source documented 
in file by the owner. 

  Cancelled checks 
indicating payment 
amount and frequency. 

  Notarized statement 
or signed affidavit 
attesting to amounts 
paid. 

  The owner must 
determine if this 
expense is to be 
considered a medical 
or disability 
assistance. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Child care 
expenses 
(including 
verification that a 
family member 
who has been 
relieved of child 
care is working, 
attending school, 
or looking for 
employment). 

*(Paragraph 5-10.B)* 

 

  Written verification 
from person who 
provides care 
indicating amount of 
payment, hours of 
care, names of 
children, frequency of 
payment, and 
whether or not care is 
necessary to 
employment or 
education. 

  Verification of 
employment as 
required under 
Employment Income. 

  Verification of student 
status (full or part-
time) as required 
under Full-Time 
Student Status. 

 Copies of receipts 

 

 Telephone or in-
person contact with 
these sources (child 
care provider, 
employer, school) 
documented in file by 
the owner. 

  Cancelled checks 
indicating payments. 

  For school attendance, 
school records, such as 
paid fee statements that 
show that the time and 
duration of school 
attendance reasonably 
corresponds to the period 
of child care. 

  For verification of 
“looking for work,” 
details of job search 
effort as required by 
owner’s written 
policy. 

  Allowance provided 
only for care of 
children 12 and 
younger. 

  When same care 
provider takes care of 
children and disabled 
person, the owner 
must prorate expenses 
accordingly. 

  Owners should keep in 
mind that costs may 
be higher in summer 
months and during 
holiday periods. 

  The owner must 
determine which family 
member has been 
enabled to work. 

  Care for employment 
and education must be 
prorated to compare to 
earnings. 

  Costs must be 
“reasonable.” 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

 Citizenship  

*(See Chapter 3, 
Paragraph 3-12)* 

      Citizens must sign 
declaration certifying 
U.S. Citizenship. 

 Owners may require 
applicants/residents to 
provide verification of 
citizenship. 

  Current net family 
assets. 

*(See Chapter 5, 
Paragraph 5-7.C)* 

  Verification forms, 
letters or documents 
received from 
financial institutions, 
stock brokers, real 
estate agents, 
employers indicating 
the current value of 
the assets and 
penalties or 
reasonable costs to 
be incurred in order 
to convert nonliquid 
assets into cash. 

  Passbooks, checking, 
or savings account 
statements, certificates 
of deposit, property 
appraisals, stock or 
bond documents, or 
other financial 
statements completed 
by financial institution. 

 Copies of real estate 
tax statements, if tax 
authority uses 
approximate market 
value. 

 Copies of real estate 
closing documents that 
indicate distribution of 
sales proceeds and 
settlement costs. 

 Telephone or in-
person contact with 
appropriate source, 
documented in file by 
the owner. 

   Quotes from attorneys, 
stockbrokers, bankers, 
and real estate agents 
that verify penalties and 
reasonable costs 
incurred to convert asset 
to cash.  

  Notarized statement 
or signed affidavit 
stating cash value of 
assets or verifying 
cash held at 
applicant’s home or 
in safe deposit box. 

  Use current balance in 
savings accounts and 
average monthly 
balance in checking 
accounts for last 6 
months. 

  Use cash value of all 
assets (the net amount 
the applicant would 
receive if the asset 
were converted to 
cash). 

  NOTE:  This 
information can usually 
be obtained 
simultaneously when 
verifying income from 
assets and 
employment (e.g., 
value of pension). 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

 Disability status. 

*(Paragraph 3-28.B)* 

  Verification from 
*appropriate source 
of information* stating 
that individual 
qualifies under the 
definition of disability. 

  Not appropriate. 

 

 Telephone or in-
person contact with 
medical professional 
verifying qualification 
under the federal 
disability definition 
and documentation in 
the file of the 
conversation. 

 Not appropriate.  Not appropriate.   If a person receives 
Social Security 
Disability solely due to 
a drug or alcohol 
problem, the person is 
not considered 
disabled under 
housing law.  A person 
that does not receive 
Social Security 
Disability may still 
qualify under the 
definition of a person 
with disabilities. 

  Owners must not seek 
to verify information 
about a person’s 
specific disability other 
than obtaining a 
professional’s opinion 
of qualification under 
the definition of a 
person with 
disabilities. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Dividend income 
and savings 
account interest 
income. 

*(See Chapter 5,  
Paragraph 5-7)* 

  Verification form 
completed by bank. 

 Copies of current 
statements, bank 
passbooks, certificates 
of deposit, if they show 
required information 
(i.e., current rate of 
interest). 

 Copies of Form 1099 
from the financial 
institution, and 
verification of 
projected income for 
the next 12 months. 

 Broker’s quarterly 
statements showing 
value of stocks/bonds 
and earnings credited 
to the applicant. 

 Telephone or in-
person contact with 
appropriate party, 
documented in file by 
the owner. 

 

   Notarized statement 
or signed affidavit 
stating dividend 
income and savings 
account interest 
income.  

  The owner must obtain 
enough information to 
accurately project 
income over next 12 
months. 

  Verify interest rate as 
well as asset value. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Employment 
Income including 
tips, gratuities, 
overtime. 

*(See Chapter 5, 
Paragraph 5-5.A and 
C and Paragraph 5-
6.)* 

 *EIV Income Report  
(mandatory)* 

 Verification form 
completed by 
employer.  See 
Paragraph 9-10 for 
situations when this 
method of verification 
must be used prior to 
verifying through an 
original or authentic 
document generated 
by a third-party 
source. 

 W-2 Forms, if 
applicant has had 
same employer for at 
least two years and 
increases can be 
accurately projected. 

 Paycheck stubs or 
earning statements. 

 Telephone or in-
person contact with 
employer, specifying 
amount to be paid 
per pay period and 
length of pay period. 
Document in file by 
the owner. 

 

 

  Notarized statements 
or affidavits signed by 
applicant that 
describe amount and 
source of income. 

 

  *It is mandatory that 
the EIV Income Report 
be used as third-party 
verification of 
employment and 
income (24 CFR 
5.233).* 

 Always verify: 
frequency of gross pay 
(i.e., hourly, biweekly, 
monthly, bimonthly); 
anticipated increases 
in pay and effective 
dates; overtime. 

  Require most recent 
*4-6* consecutive pay 
stubs; do not use 
check without stub. 

  For a fee, additional 
information can be 
obtained from The 
Work Number 800-
996-7556; First 
American Registry 
800-999-0350; and 
Verifax 800-969-5100.  
Fees are valid project 
expenses.  Information 
does not replace third-
party verification. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Family 
composition. 

*(See Chapter 3,  
Paragraph 3-27)* 

  None required.   None required.   None required. 
  Birth certificates 

  Divorce actions 

  Drivers’ licenses 

  Employer records 

  Income tax returns 

  Marriage certificates 

  School records 

  Social Security 
Administration records 

  Social service agency 
records 

  Support payment records 

  Utility bills 

  Veterans Administration 
(VA) records 

  An owner may seek 
verification only if the 
owner has clear written 
policy. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Family type. 

 (Information verified 
only to  determine 
eligibility for 
 project, 
preferences, and 
 allowances.) 

*(See Chapter 3,  
Paragraph 3-28)* 

  Disability Status:  
statement from 
physician or other 
reliable source, if 
benefits documenting 
status are not 
received.  See 
paragraph 3.25 B.1 
for restrictions on this 
form of verification. 

  Displacement Status:  
Written statement or 
certificate of 
displacement by the 
appropriate 
governmental 
authority. 

  Telephone or in-
person contact with 
source documented 
in file by the owner. 

  Elderly Status (when 
there is reasonable doubt 
that applicant is at least 
62):  birth certificate, 
baptismal certificate, 
social security records, 
driver’s license, census 
record, official record of 
birth or other 
authoritative document or 
receipt of SSI old age 
benefits or SS benefits. 

  Disabled, blind:  evidence 
of receipt of SSI or 
Disability benefits. 

  Elderly Status:  
Applicant’s signature 
on application is 
generally sufficient. 

  *When* the applicant 
receives income or 
benefits for which 
elderly or disabled 
status is a 
requirement, such 
status must be 
verified. 

  Status of disabled 
family members must 
be verified for 
entitlement to $480 
dependent deduction 
and disability 
assistance allowance. 

 Owner may not ask the 
nature/extent of 
disability. 

  Full-time student 
status (of family 
member 18 or 
older, excluding 
head, spouse, or 
foster children). 

*(See Chapter 5, 
Paragraph 5-6.A.3)* 

  Verification from the 
Admissions or 
Registrar’s Office or 
dean, counselor, 
advisor, etc., or from 
VA Office. 

  Telephone or in-
person contact with 
these sources 
documented in file by 
the owner. 

  School records, such as 
paid fee statements that 
show a sufficient number 
of credits to be 
considered a full-time 
student by the 
educational institution 
attended. 

 Not appropriate.  



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

 Immigration Status. 

*(See Chapter 3,  
Paragraph 3-12)* 

 Verification of eligible 
immigration status 
must be received from 
DHS through the DHS 
SAVE system or 
through secondary 
verification using DHS 
Form G-845. 

  None.  Applicant/resident must 
provide appropriate 
immigration documents to 
initiate verification. 

 Noncitizens must sign 
declaration certifying 
the following:  
Eligible immigration 

status; or 
Decision not to claim 

eligible status. 

  Owners must require 
noncitizens requesting 
assistance to provide 
verification of eligible 
immigration status. 

 *Immigration Status 
(SSN)  Individuals 
who do not 
contend eligible 
immigration status 
under the Section 
221(d)(3) BMIR, 
Section 202 PAC, 
Section 202 
PRAC, Section 
811 PRAC 
programs 

(See Chapter 3,  
Paragraph 3-9.A)* 

     *Self-certification that 
they do not contend 
eligible immigration 
status.* 

 *This verification is for 
exemption of the 
requirement to 
disclose and provide 
verification of a SSN 
when an individual 
does not contend 
eligible immigration 
status only for the 
programs listed in the 
Factor to be Verified 
column.* 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Income 
maintenance 
payments, 
benefits, income 
other than wages 
(i.e., welfare, 
Social Security 
[SS], Supplemental 
Security Income 
[SSI], Disability 
Income, Pensions). 

*(See Chapter 5, 
Paragraph 5-6)* 

 * EIV Income Report  
for Social Security 
benefits (mandatory) 
* 

  Award or benefit 
notification letters 
prepared and signed 
by authorizing 
agency. 

 

 Current or recent 
check stubs with date, 
amount, and check 
number recorded by 
the owner. 

 Award *or benefit* 
letters or computer 
printout from court or 
public agency. 

 Most recent quarterly 
pension account 
statement. 

 Telephone or in-
person contact with 
income source, 
documented in file by 
the owner. 

  NOTE:  For all oral 
verification, file 
documentation must 
include facts, time 
and date of contact, 
and name and title of 
third party. 

  Copies of validated bank 
deposit slips or bank 
statements, with 
identification by bank. 

 Notarized statement 
of income received 
other than wages. 

  *It is mandatory that 
the EIV Income Report 
be used as third-party 
verification of the 
Social Security benefit 
income received (24 
CFR 5.233).* 

 Checks or automatic 
bank deposit slips may 
not provide gross 
amounts of benefits if 
applicant has 
deductions made for 
Medicare Insurance.  

 Pay stubs for the most 
recent four to six 
weeks should be 
obtained.  

  Copying of U.S. 
Treasury checks is not 
permitted. 

  Award letters/printouts 
from court or public 
agency may be out of 
date; telephone 
verification of 
letter/printout is 
recommended. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Interest from sale 
of real property 
(e.g., contract for 
deed, installment 
sales contract, 
etc.) 

*(See chapter 5, 
Paragraph 5-
7.G.7)* 

  Verification form 
completed by an 
accountant, attorney, 
real estate broker, 
the buyer, or a 
financial institution 
which has copies of 
the amortization 
schedule from which 
interest income for 
the next 12 months 
can be obtained. 

  Copy of the contract.  Telephone or in-
person contact with 
appropriate party, 
documented in file by 
the owner. 

  Copy of the amortization 
schedule, with sufficient 
information for the owner 
to determine the amount 
of interest to be earned 
during the next 12 
months. 

  NOTE:   Copy of a check 
paid by the buyer to the 
applicant is not 
acceptable. 

 Notarized statement 
of interest from sale 
of real property. 

 
 

 

  Only the interest 
income is counted; the 
balance of the 
payment applied to the 
principal is merely a 
liquidation of the asset. 

  The owner must get 
enough information to 
compute the actual 
interest income for the 
next 12 months. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Medical expenses. 

*(See Chapter 5,  
Paragraph 5-10.D)* 

  Verification by a 
doctor, hospital or 
clinic, dentist, 
pharmacist, etc., of 
estimated medical 
costs to be incurred 
or regular payments 
expected to be made 
on outstanding bills 
which are not 
covered by 
insurance. 

 Copies of income tax 
forms (Schedule A, 
IRS Form 1040) that 
itemize medical 
expenses, when the 
expenses are not 
expected to change 
over the next 12 
months. 

  Receipts, or pay stubs, 
which indicate health 
insurance premium 
costs, or payments to 
a resident attendant. 

  Receipts or ticket 
stubs that verify 
transportation 
expenses directly 
related to medical 
expenses. 

 Telephone or in-
person contact with 
these sources, 
documented in file by 
the owner. 

 

  Copies of cancelled 
checks that verify 
payments on outstanding 
medical bills that will 
continue for all or part of 
the next 12 months. 

 Cancelled checks which 
indicate health insurance 
premium costs, or 
payments to a resident 
attendant. 

  Notarized statement 
or signed affidavit of 
transportation 
expenses directly 
related to medical 
treatment, if there is 
no other source of 
verification. 

  Medical expenses are 
not allowable as 
deduction unless 
applicant is an elderly 
or disabled family.  
Status must be 
verified. 

 Need for an 
assistive animal. 

*(See Chapter 3, 
Paragraph 3-29)* 

 Letter from 
*appropriate third 
party unless the need 
is readily apparent or 
already known*. 

     If the owner’s policy is 
to verify this need, 
owner must implement 
policy consistently. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Net Income for a 
business 

*(See Chapter 5, 
Paragraph 5-6.H).* 

  Not applicable.  Form 1040 with 
Schedule C, E, or F. 

 Financial Statement(s) 
of the business 
(audited or unaudited) 
including an 
accountant’s 
calculation of straight-
line depreciation 
expense if accelerated 
depreciation was used 
on the tax return or 
financial statement. 

 For rental property, 
copies of recent rent 
checks, lease and 
receipts for expenses, 
or IRS Schedule E. 

 Not applicable. 

 

 Any loan application 
listing income derived 
from business during the 
preceding 12 months. 

 Notarized statement 
showing net income 
for a business. 

 

  Recurring 
contributions and 
gifts. 

*(See Chapter 5, 
Paragraph 5-6.G)* 

  Notarized statement 
or affidavit signed by 
the person providing 
the assistance giving 
the purpose, dates, 
and value of gifts. 

  Not applicable. 

 

 Telephone or in-
person contact with 
source documented 
in file by the owner. 

  Not applicable.   Notarized statement 
or affidavit signed by 
applicant stating 
purpose, dates, and 
value of gifts. 

  Sporadic contributions 
and gifts are not 
counted as income. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Self-employment, 
tips, gratuities, etc. 

*(See Paragraph 5-
5.C and Paragraph 5-
6.H)* 

 None available.  Form 1040/1040A 
showing amount 
earned and 
employment period. 

 

 None available.    Notarized statement 
or affidavit signed by 
applicant showing 
amount earned and 
pay period. 

 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

 Social security 
number. 

*(See Chapter 3, 
Paragraph 3-31)* 

 None required.   None Required   Original Social Security  
  card 

 *Original document issued 
by a federal or state 
government agency which 
contains the name, SSN, 
and other identifying 
information of the 
individual* 

  Driver’s license with SSN 

 Identification card issued 
by a medical insurance 
provider, or by an 
employer or trade union. 

  Earnings statements on 
payroll stubs 

  Bank statement 

  Form 1099 

  Benefit award letter 

  Retirement benefit letter 

  Life insurance policy 

  Court records 

  N/A  Individuals who have 
applied for legalization 
under the Immigration 
Reform and Control Act 
of 1986 will be able to 
disclose their social 
security numbers but 
unable to supply cards 
for documentation.  
Social security 
numbers are assigned 
to these persons when 
they apply for amnesty.  
The cards go to DHS 
until the persons are 
granted temporary 
lawful resident status.  
Until that time, their 
acceptable 
documentation is a 
letter from the DHS 
indicating that social 
security numbers have 
been assigned. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

 *Student Status 
(Section 8 only) 

(See Chapter 3, 
Paragraphs 3-13.A 
and 3-33.A)* 

 *Enrolled  full-time 
and/or part-time at an 
institution of higher 
education 

 Verification of 
independence from 
parents   

 Financial assistance 
received* 

    *Signed declaration 
and certification of 
income from parents 

 Certification of income 
provided by parent or 
from persons not 
living in the unit with 
the student* 

 *May also need to 
verify age; dependent 
children; marital 
status; tuition; veteran 
status and /or disability 
status.* 

 *Student status 
(Section 221(d)(3) 
BMIR, Section 202 
PAC, Section 202 
PRAC and Section 
811 PRAC) 

See Chapter 3, 
Paragraph 3-13.B and 
3-33.B)* 

 *Enrolled full-time 
and/or part-time at an 
institution of higher 
education 

 Verification of 
independence from 
parents 

 Financial assistance 
received* 

    *Certification of 
income provided by 
parent or from 
persons not living in 
the unit with the 
student* 

 

 Unborn children.  None required.   None required.  None required.   Applicant/tenant self-
certifies to 
pregnancy. 

  Owner may not verify 
further than self-
certification. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Unemployment 
compensation. 

*(See Chapter 5, 
Paragraphs 5-5.A, 5-
6.J and Q)* 

 *EIV Income Report 
(mandatory) * 

 Verification form 
completed by source. 

  Copies of checks or 
records from agency 
provided by applicant 
stating payment 
amounts and dates. 

 Benefit notification 
letter signed by 
authorizing agency. 

 Telephone or in-
person contact with 
agency documented 
in a file by an owner. 

  Notarized statement 
of unemployment 
compensation 
received. 

 *It is mandatory that the 
EIV Income Report be 
used as third-party 
verification of 
employment and 
income (24 CFR 
5.233).* 

  Frequency of 
payments and 
expected length of 
benefit term must be 
verified. 

  Income not expected 
to last full 12 months 
must be calculated 
based on 12 months 
and interim 
recertification 
completed when 
benefits stop. 



 
      

aNOTE:  Requests for verification from *a third party source* must be accompanied by a Consent to Release form *HUD-9887-A*. 

bNOTE: If the original document is witnessed but is a document that should not be copied, the owner should record the type of document, any control or serial numbers, and the 

issuer.  The owner should also initial and date this notation in the file. 
c
NOTE: For all oral verification, file documentation must include facts, time and date of contact, and name and title of the third party. 

d*
NOTE: For use of EIV Income Reports as third party verification of employment and income a current Consent for Release form HUD-9887 must be on file.* 

c*
NOTE: See examples and requirements found in Paragraph 5-13.B.1 
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 Appendix 3:  Acceptable Forms of Verification 

Factor to be Verified 

ACCEPTABLE SOURCES 

 
Verification Tips 

Third Party
a
 

*Provided by Applicant Self-Declaration Written 
b and d  *Provided by Applicant

e
  Oral

c
 

  Welfare payments 
(as-paid states 
only). 

*(See Chapter 5, 
Paragraph 5-6.K)* 

  Verification form 
completed by welfare 
department indicating 
maximum amount 
family may receive. 

  Maximum shelter 
schedule by 
household size with 
ratable reduction 
schedule. 

  Telephone or in-
person contact with 
income source, 
documented in file by 
the owner. 

  Maximum shelter 
allowance schedule with 
ratable reduction 
schedule provided by 
applicant. 

  Notarized statement 
of welfare payments 
received. 

  Actual welfare benefit 
amount not sufficient 
as proof of income in 
“as-paid” states or 
localities since income 
is defined as maximum 
shelter amount. 

 Zero Income. 

*(See Chapter 9, 
Paragraph 9-11.D)* 

 Not applicable.  Not applicable.  Not applicable.  Not applicable.   Applicant/Tenant self-
certifies to zero 
income. 

  Owners may require 
applicant/tenant to 
sign verification 
release of information 
forms for state, local, 
and federal benefits 
programs, as well as 
the HUD 9887 and 
HUD 9887-A. 

  Owners may require 
the tenant to reverify 
zero income status at 
least every 90 days. 
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to the 
Release Of Information 
 
 
 
 
 
 
 
This Package contains the following documents:  

 

1.HUD-9887/A Fact Sheet describing the necessary verifications  
 

2.Form HUD-9887 (to be signed by the Applicant or Tenant)  
 

3.Form HUD-9887-A (to be signed by the Applicant or Tenant and Housing Owner)  
 

4.Relevant Verifications (to be signed by the Applicant or Tenant)  
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Notice To Tenant: Do not sign this form if the space above for organizations requesting release of information is left blank. You do not have to sign 

this form when it is given to you. You may take the form home with you to read or discuss with a third party of your choice and return to sign the 

consent on a date you have worked out with the housing owner/manager. 
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Consent:  I consent to allow HUD, the O/A, or the PHA to request and obtain income information from the federal and state agencies
listed on the back of this form for the purpose of verifying my eligibility and level of benefits under HUD's assisted housing programs.
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I have read and understand the purpose of this consent and its 

uses and I understand that misuse of this consent can lead to 

personal penalties to me. 
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Part I  
 
Section 42.--Low-Income Housing Credit  
(Also §§1.42-5, 1.42-15, 1.103-8.)  
 
Rev. Rul. 2004-82  
 
PURPOSE  
 
This revenue ruling answers certain questions about the low-income housing 
credit under 42 of the Internal Revenue Code.  
 
LAW AND QUESTIONS AND ANSWERS  
 
A. ELIGIBLE BASIS AND QUALIFIED BASIS ISSUES  
 
Law  
Section 42(a) provides for a credit for investment in certain low-income 
housing buildings. The amount of the low-income housing credit for any 
taxable year in the credit period is an amount equal to the applicable 
percentage of the qualified basis of each qualified low-income building (as 
defined in §42(c)(2)).  
 
Section 42(c)(1)(A) provides that the qualified basis of any qualified 
low-income building for any taxable year is an amount equal to (i) the 
applicable fraction (determined as of the close of the taxable year) of (ii) 
the eligible basis of the building (determined under § 42(d)).  
 
Section 42(c)(1)(B) defines the applicable fraction as the smaller of the 
unit fraction or the floor space fraction. Section 42(c)(1)(C) defines the 
unit fraction as the fraction the numerator of which is the number of 
low-income units (as defined in §42(i)(3)(A)) in the building and the 
denominator of which is the number of residential rental units (that is, all 
units in the building which are available to rent as personal residences), 
whether or not occupied, in the building. Section 42(c)(1)(D) defines the 
floor space fraction as the fraction the numerator of which is the total 
floor space of the low-income units in the building and the denominator of 
which is the total floor space of the residential rental units, whether or 
not occupied, in the building.  
 
Section 42(d)(1) provides that the eligible basis of a new building is its 
adjusted basis as of the close of the first taxable year of the credit 
period. Section 42(d)(4)(A) provides that, except as provided in § 
42(d)(4)(B) and (C), the adjusted basis of any building is determined 
without regard to the adjusted basis of any property that is not residential 
rental property. Section 42(d)(4)(B) provides that the adjusted basis of any 
building includes the adjusted basis of property of a character subject to 
the allowance for depreciation (1) used in common areas or (2) provided as 
comparable amenities to all residential rental units in the building.  
 



Section 42(d)(4)(C)(i) provides that the adjusted basis of any building 
located in a qualified census tract is determined by taking into account the 
adjusted basis of property (of a character subject to the allowance for 
depreciation and not otherwise taken into account) used throughout the 
taxable year in providing any community service facility. Section 
42(d)(4)(C)(iii) provides that the term "community service facility" means 
any facility designed to serve primarily individuals whose income is 60 
percent or less of area median income (AMGI) (within the meaning of § 
42(g)(1)(B)). Section 42(d)(5)(C)(ii)(I) defines the term "qualified census 
tract" as any census tract (1) which is designated by the Secretary of 
Housing and Urban Development (HUD), and (2) for the most recent year for 
which census data are available on household income in the tract, either in 
which 50 percent or more of the households have an income which is less than 
60 percent of the AMGI for the year or which has a poverty rate of at least 
25 percent. See http://www.huduser.org/datasets/qct.html for a listing of 
census tracts designated by the Secretary of HUD.  
 
Section 42(d)(4)(C)(ii) provides that the increase in the adjusted basis of 
any building which is taken into account because of a community service 
facility may not exceed 10 percent of the eligible basis of the qualified 
low-income housing project (as defined in §42(g)(1)) of which the community 
service facility is a part. For this purpose, §42(d)(4)(C)(ii) provides that 
all community service facilities which are part of the same qualified 
low-income housing project are treated as one facility.  
 
Rev. Rul. 2003-77, 2003-29 I.R.B. 75, provides that the requirement that a 
community service facility must be designed to serve primarily individuals 
whose income is 60 percent or less of AMGI will be satisfied if the 
following conditions are met. First, the facility must be used to provide 
services that will improve the quality of life for community residents. 
Second, the taxpayer must demonstrate that the services provided at the 
facility will be appropriate and helpful to individuals in the area of the 
project whose income is 60 percent or less of AMGI. This may, for example, 
be demonstrated in the market study required to be conducted under § 
42(m)(1)(A)(iii), or another similar study. Third, the facility must be 
located on the same tract of land as one of the buildings that is part of 
the qualified low-income housing project. Finally, if fees are charged for 
services provided, they must be affordable to individuals whose income is 60 
percent or less of AMGI.  
 
The legislative history of §42 states that residential rental property for 
purposes of the lowincome housing credit has the same meaning as residential 
rental property for purposes of § 103. The legislative history of §42 
further states that residential rental property includes residential rental 
units, facilities for use by the tenants, and other facilities reasonably 
required by the project. H.R. Conf. Rep. No. 841, 99th Cong., 2d Sess. II-89 
(1986), 1986-3 (Vol. 4) C.B. 89.  
 
In the Tax Reform Act of 1986 (the "1986 Act"), Congress reorganized §§103 
and 103A of the Internal Revenue Code of 1954 (the "1954 Code") regarding 
tax-exempt bonds into §§103 and 141 through 150 of the Internal Revenue Code 
of 1986. Congress intended that to the extent not amended by the 1986 Act, 
all principles of pre-1986 Act law would continue to apply to the 
reorganized provisions. H.R. Conf. Rep. No. 841, 99th Cong., 2d Sess. II-686 
(1986), 1986-3 (Vol. 4) C.B. 686. Because no regulations have been 
promulgated relating to residential rental property for purposes of §103, 
the regulations relating to residential rental property promulgated pursuant 

http://www.huduser.org/datasets/qct.html


to the 1954 Code continue to apply except as otherwise modified by the 1986 
Act and subsequent law.  
 
Under § 1.1038(b)(4)(i) of the Income Tax Regulations, facilities that are 
functionally related and subordinate to residential rental projects are 
considered residential rental property. Section 1.1038(b)(4)(iii) provides 
that functionally related and subordinate facilities 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. Examples in § 1.1038(b)(4)(iii) of facilities reasonably required 
for a project include units for resident managers or maintenance personnel.  
 
Q-1.  
A new qualified low-income building (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.  
 
(a) If a unit in Building is occupied by a full-time security officer for 
that building and Building's owner requires the security officer to live in 
the unit, is the adjusted basis of that unit includable in Building's 
eligible basis under §42(d)(1)?  
 
(b) If yes, is that unit a residential rental unit includable in the 
numerator and denominator of Building's applicable fraction under § 
42(c)(1)(B)?  
 
A-1.  
(a) Yes. The legislative history of §42 indicates that residential rental 
property includes, in addition to the residential rental units, facilities 
for use by the tenants and other facilities reasonably required by the 
project.  
 
Under §1.103-8(b)(4)(iii), functionally related and subordinate property is 
property that is reasonably required for the project. Examples of 
functionally related and subordinate property are units for resident 
managers or maintenance personnel. See §1.103-8(b)(4)(iii). Thus, while 
units for resident managers or maintenance personnel are not residential 
rental units, they are treated as part of residential rental property 
because these units are functionally related and subordinate to the project. 
The unit occupied by a full-time security officer is similar to the units 
described in the examples contained in § 1.103-8(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 Building. As 
a result, the unit is residential rental property for purposes of §42 and 
its adjusted basis is includable in Building's eligible basis under § 
42(d)(1).  
 
(b) No. The term "residential rental unit" has a different meaning than the 
term "residential rental property" for purposes of §42. Under 
§1.103-8(b)(4)(iii), units for resident managers or maintenance personnel 
are residential rental property because they are functionally related and 
subordinate to residential rental projects, not because they are residential 
rental units. Similarly, a unit occupied by a full-time security officer is 
not a residential rental unit. Only residential rental units are includable 
in Building's applicable fraction under § 42(c)(1)(B).  
 
If in a later year of the credit period, the unit occupied by the full-time 



security officer is converted to a residential rental unit, the unit will be 
includable in the denominator of Building's applicable fraction for that 
year. If the unit also becomes a low-income unit in a later year, the unit 
will be includable in the numerator of Building's applicable fraction for 
that year.  
 
Q-2.  
A new qualified low-income building (Building) received a housing credit 
allocation on June 1, 2003, and was placed in service in 2004. Building is 
located in a qualified census tract (as defined in §42(d)(5)(C)). The 
neighborhood in which Building is located is an area with a high rate of 
crime. In 2004, the local police department leases a unit in Building to be 
used as a police substation (Facility). The Facility is part of the police 
department's community outreach program. This Facility is intended to serve 
as a deterrent to crime in the community, assist the community with solving 
crime-related problems, reduce the response time to area calls for service, 
and provide the locally assigned police officers with a local office. The 
services provided by the police are free of charge. The adjusted basis of 
the property constituting the Facility (of a character subject to the 
allowance for depreciation and not otherwise taken into account in the 
adjusted basis of Building) does not exceed 10 percent of the eligible basis 
of Building.  
 
As required by § 42(m)(1)(A)(iii), prior to the allocation of low-income 
housing credit to Building, a comprehensive market study was conducted to 
assess the housing needs of the low-income individuals in the area to be 
served by Building. The study found, among other items, that due to the high 
rate of crime in the community in which Building is located, providing a 
police substation would be appropriate and helpful to individuals in the 
area of Building whose income is 60 percent or less of AMGI.  
 
(a) Is the adjusted basis of the Facility includable in Building's eligible 
basis under § 42(d)(1)?  
 
(b) If yes, is the Facility includable in Building's applicable fraction 
under § 42(c)(1)(B)?  
 
A-2.  
(a) Yes. The Facility qualifies as a community service facility under § 
42(d)(4)(C)(iii). Under the facts presented, the Facility is designed to 
serve primarily individuals whose income is 60 percent or less of AMGI for 
the following reasons: (1) the services provided at the Facility are 
services that will help improve the quality of life for community residents; 
(2) the market study required to be conducted under § 42(m)(1)(A)(iii) found 
that the services provided at the Facility would be appropriate and helpful 
to individuals in the area of Building whose income is 60 percent or less of 
AMGI; (3) the Facility is located within Building; and (4) the services 
provided at the Facility are affordable to individuals whose income is 60 
percent or less of AMGI.  
 
Because the other requirements set forth in § 42(d)(4)(C) are met, the 
adjusted basis of Building will be determined by taking into account the 
adjusted basis of the Facility. Thus, the adjusted basis of the Facility is 
includable in Building's eligible basis.  
 
(b) No. The Facility is not a residential rental unit for purposes of §42. 
Therefore, the Facility is not includable in either the numerator or 



denominator of Building's applicable fraction.  
 
Q-3.  
On applying to the housing credit agency for an allocation of §42 credits 
for a new building, the housing credit agency requires that the applicant 
pay a nonrefundable application fee. If the applicant is successful, an 
allocation fee is payable to the housing credit agency. Are the application 
fee and allocation fee includable in the eligible basis of the applicant's 
low-income housing building?  
 
A-3.  
No. The application fee and allocation fee are not includable in the 
eligible basis of the applicant's low-income housing building because the 
fees are not capitalizable into the adjusted basis of the building. See §263 
and §263A. However, depending on the facts and circumstances, all or a 
portion of these fees may be required to be capitalized as amounts paid to 
create an intangible asset. See § 1.263(a)-4. Any portion of these fees not 
required to be capitalized under § 1.263(a)-4 may be deductible as an 
ordinary and necessary expense under § 162 or § 212, provided the taxpayer 
satisfies the requirements of those sections.  
 
B. FIRST-YEAR LOW-INCOME UNIT ISSUE  
 
Law  
 
Section 42(i)(3)(A) defines "low-income unit" as any unit in a building if 
(i) the unit is rent-restricted (as defined in §42(g)(2)), and (ii) the 
individuals occupying the unit meet the income limitation applicable under 
§42(g)(1) to the project of which the building is a part (individuals that 
meet the applicable income limitation are referred to as 
"income-qualified"). Section 42(i)(3)(B) provides that a unit will not be 
treated as a low-income unit unless the unit is suitable for occupancy and 
used other than on a transient basis.  
 
Section 42(f)(1) defines the "credit period" for a low-income housing credit 
building as the period of 10 taxable years beginning with (A) the taxable 
year in which the building is placed in service or (B) at the election of 
the taxpayer, the succeeding taxable year, but in either case only if the 
building is a qualified low-income building as of the close of the first 
year of the period.  
 
Section 42(f)(2)(A) provides a special rule for determining the amount of 
the low-income housing credit allowable for the first year of the credit 
period. It provides that the credit allowable under §42(a) with respect to 
any building for the first taxable year of the credit period must be 
determined by substituting for the applicable fraction under § 42(c)(1) the 
fraction (i) the numerator of which is the sum of the applicable fractions 
determined under § 42(c)(1) as of the close of each full month of the first 
taxable year of the credit period during which the building was in service, 
and (ii) the denominator of which is 12.  
 
Q-4.  
On initial occupancy of a unit in the first year of a newly constructed 
building's credit period, an income-qualified tenant moved into the unit on 
the last day of a month. The unit was rent-restricted in accordance with 
§42(g)(2). In determining the low-income housing credit for the building for 
the first year of the credit period, is the unit treated as a low-income 



unit for that month for purposes of the fraction calculated under 
§42(f)(2)(A)?  
 
A-4.  
Yes. The unit is treated as a low-income unit eligible for inclusion in the 
numerator and denominator of the monthly applicable fraction calculated 
under § 42(f)(2)(A)(i) if the tenant, who meets the income limitation under 
§42(g)(1), resides in the rent-restricted unit on the last day of the month. 
However, in accordance with § 42(f)(2)(A), the building must have been 
placed in service for a full month for the unit to be includable in the 
numerator and denominator of the monthly applicable fraction.  
 
C. EXTENDED LOW-INCOME HOUSING COMMITMENT ISSUE  
 
Law  
 
Section 42(h)(6)(A) provides that no credit will be allowed with respect to 
any building for the taxable year unless an extended low-income housing 
commitment (as defined in §42(h)(6)(B)) is in effect as of the end of the 
taxable year. Section 42(h)(6)(B)(i) provides that "the term "extended 
low-income housing commitment" means any agreement between the taxpayer and 
the housing credit agency which requires that the applicable fraction (as 
defined in §42(c)(1)) for the building for each taxable year in the extended 
use period will not be less than the applicable fraction specified in the 
agreement and which prohibits the actions described in subclauses (I) and 
(II) of §42(h)(6)(E)(ii)" (emphasis added).  
 
 
Section 42(h)(6)(E)(ii) provides that the termination of an extended 
low-income housing commitment under §42(h)(6)(E)(i) will not be construed to 
permit before the close of the 3-year period following the termination (I) 
the eviction or termination of tenancy (other than for good cause) of an 
existing tenant of any low-income unit, or (II) any increase in the gross 
rent with respect to a low-income unit not otherwise permitted under §42.  
 
 
Section 42(h)(6)(D) defines the term "extended use period" as the period 
beginning on the first day in the compliance period on which the building is 
part of a qualified low-income housing project and ending on the later of 
(1) the date specified by the agency in the extended low-income housing 
commitment, or (2) the date which is 15 years after the close of the 
compliance period.  
 
 
Section 42(h)(6)(J) provides that if, during a taxable year, there is a 
determination that a valid extended low-income housing commitment was not in 
effect as of the beginning of the year, the determination will not apply to 
any period before that year and §42(h)(6)(A) will be applied without regard 
to the determination provided that the failure is corrected within 1 year 
from the date of the determination.  
 
 
In the Omnibus Budget Reconciliation Act of 1990, 1991-2 C.B. 481, 531 (the 
"1990 Act"), Congress amended §42(h)(6)(B)(i) by adding the language 
emphasized above, which prohibits the actions described in subclauses (I) 
and (II) of § 42(h)(6)(E)(ii). At the time of this amendment, however, 
§42(h)(6)(E)(ii) was already part of §42.  



 
 
The legislative history to §42 states that the extended low-income housing 
commitment must prohibit the eviction or termination of tenancy (other than 
for good cause) of an existing tenant of a low-income unit or any increase 
in the gross rent inconsistent with the rent restrictions on the unit. H. 
Rep. No. 894, 101st Cong., 2d Sess. 10, 13 (1990).  
 
Q-5.  
Must the extended low-income housing commitment prohibit the actions 
described in subclauses (I) and (II) of §42(h)(6)(E)(ii) only for the 3-year 
period described in §42(h)(6)(E)(ii)?  
 
A-5. 
No. Section 42(h)(6)(B)(i) requires that an extended low-income housing 
commitment include a prohibition during the extended use period against (1) 
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 
(2) any increase in the gross rent with respect to the unit not otherwise 
permitted under §42. When Congress amended §42(h)(6)(B)(i) to add the 
language emphasized above, §42(h)(6)(E)(ii) was already part of §42. As a 
result, Congress must have intended the amendment to § 42(h)(6)(B)(i) to add 
an additional requirement beyond what was contained in § 42(h)(6)(E)(ii), 
which already prohibited the actions described in that section for the 3 
years following the termination of the extended use period. Because the 
requirements of §42(h)(6)(B)(i) otherwise apply for the extended use period, 
Congress must have intended the addition of the prohibition against the 
actions described in subclauses (I) and (II) of § 42(h)(6)(E)(ii) to apply 
throughout the extended use period.  
 
If it is determined by the end of a taxable year that a taxpayer's extended 
low-income housing commitment for a building does not meet the requirements 
for an extended low-income housing commitment under §42(h)(6)(B) (for 
example, it does not provide no-cause eviction protection for the tenants of 
low-income units throughout the extended use period), the low-income housing 
credit is not allowable with respect to the building for the taxable year, 
or any prior taxable year. However, if the failure to have a valid extended 
low-income housing commitment in effect is corrected within 1 year from the 
date of the determination, the determination will not apply to the current 
year of the credit period or any prior year.  
 
Pursuant to this revenue ruling, each housing credit agency is required to 
review its extended low-income housing commitments for compliance with the 
interpretation of § 42(h)(6)(B)(i) provided in this question and answer. 
This review must be completed by December 31, 2004. If during the review 
period the housing credit agency determines that an extended low-income 
housing commitment is not in compliance with the interpretation of 
§42(h)(6)(B)(i) provided in this question and answer, the 1-year period 
described under §42(h)(6)(J) will commence on the date of that 
determination.  
 
D. HOME INVESTMENT PARTNERSHIP ACT LOAN ISSUES  
 
Law  
 
Section 42(b)(2)(A) provides that for a qualified low-income building placed 
in service by the taxpayer after 1987, the term "applicable percentage" 



means (1) the 70-percent present value credit under §42(b)(2)(B)(i) for new 
buildings which are not federally subsidized, and (2) the 30-percent present 
value credit under §42(b)(2)(B)(ii) for new buildings which are federally 
subsidized and for existing buildings.  
 
In general, §42(d)(5)(C)(i) provides that in the case of any building 
located in a designated qualified census tract or difficult development area 
(as defined in § 42(d)(5)(C)(ii) and (iii)), (I) the eligible basis of a new 
building will be 130 percent of the eligible basis determined without regard 
to this rule, and (II) in the case of an existing building, the 
rehabilitation expenditures taken into account under §42(e) will be 130 
percent of the expenditures determined without regard to this rule.  
 
Section 42(g)(1) defines the term "qualified low-income housing project" as 
any project for residential rental property if the project meets the 
requirements of § 42(g)(1)(A) or (B), whichever the taxpayer elects. The 
election is irrevocable. The project meets the requirements of §42(g)(1)(A) 
if 20 percent or more of the residential units in the project are 
rent-restricted and occupied by individuals whose income is 50 percent or 
less of AMGI. The project meets the requirements of §42(g)(1)(B) if 40 
percent or more of the residential units in the project are rent-restricted 
and occupied by individuals whose income is 60 percent or less of AMGI. The 
requirement a taxpayer elects is referred to as the "minimum set-aside" for 
the project.  
 
Section 42(g)(2)(A) provides that for purposes of §42(g)(1), a residential 
unit is rent-restricted if the gross rent with respect to the unit does not 
exceed 30 percent of the imputed income limitation applicable to the unit.  
 
Section 42(g)(2)(C) provides that the imputed income limitation applicable 
to a unit is the income limitation which would apply under §42(g)(1) to 
individuals occupying the unit if the number of individuals occupying the 
unit were: (i) in the case of a unit which does not have a separate bedroom, 
1 individual; and (ii) in the case of a unit which has one or more separate 
bedrooms, 1.5 individuals for each separate bedroom.  
 
Section 42(g)(3)(A) provides that a building will be treated as a qualified 
low-income building only if the project (of which the building is a part) 
meets the requirements of §42(g)(1) not later than the close of the first 
year of the credit period for the building.  
 
Section 42(i)(2)(A) provides that for purposes of §42(b)(1), a new building 
will be treated as federally subsidized for any taxable year if, at any time 
during the taxable year or any prior taxable year, there is or was 
outstanding any obligation the interest on which is exempt from tax under 
§103, or any below market Federal loan, the proceeds of which are or were 
used (directly or indirectly) with respect to the building or operation 
thereof.  
 
Section 42(i)(2)(B) provides that a loan or tax-exempt obligation will not 
be taken into account under §42(i)(2)(A) if the taxpayer elects to exclude 
from eligible basis of the building for purposes of §42(d), in the case of a 
loan, the principal amount of the loan, and in the case of a tax-exempt 
obligation, the proceeds of the obligation.  
 
Section 42(i)(2)(C) provides that §42(i)(2)(A) will not apply to any 
tax-exempt obligation or below market Federal loan used to provide 



construction financing for any building if (i) the obligation or loan (when 
issued or made) identified the building for which the proceeds of the 
obligation or loan would be used, and (ii) the obligation is redeemed, and 
the loan is repaid, before the building is placed in service.  
 
Section 42(i)(2)(D) provides that the term "below market Federal loan" means 
any loan funded in whole or in part with Federal funds if the interest rate 
payable on the loan is less than the applicable Federal rate (AFR) in effect 
under §1274(d)(1) (as of the date the loan was made).  
 
Section 42(i)(2)(E)(i) generally provides that assistance provided under the 
HOME Investment Partnerships Act (HOME) with respect to any building will 
not be treated as a below market Federal loan under § 42(i)(2)(D) if 40 
percent or more of the residential units in the building are occupied by 
individuals whose income is 50 percent or less of AMGI (the special 
set-aside). Section 42(d)(5)(C) (the 130 percent eligible basis increase) 
does not apply to any building to which the preceding sentence applies.  
 
Q-6.  
Taxpayer owns a new qualified low-income housing project consisting of 
Buildings 1 and 2, each containing 100 residential rental units. Forty 
percent of the units in each building are low-income units. Taxpayer elected 
the minimum set-aside for the project under §42(g)(1)(B). Also, Taxpayer 
elected on Form 8609, Low-Income Housing Credit Allocation Certification, to 
treat the buildings as part of a multiple building project. A HOME loan at 
less than the AFR was provided with respect to the project.  
 
(a) How does the special set-aside under §42(i)(2)(E)(i) apply to qualify 
Buildings 1 and 2 for the 70-percent present value credit under §42(b)?  
 
(b) What rent restriction applies to the low-income units used to satisfy 
the special set-aside under §42(i)(2)(E)(i)?  
 
A-6.  
(a) To qualify the project for the 70-percent present value credit, Taxpayer 
must rent at least 40 units in each of Buildings 1 and 2 to tenants whose 
income is 50 percent or less of AMGI throughout the 15-year compliance 
period because the rule under §42(i)(2)(E)(i) applies on a 
building-by-building basis. Because these units are to be low-income units 
and Taxpayer elected the minimum set-aside under § 42(g)(1)(B), the same 
units used to satisfy the special set-aside under §42(i)(2)(E)(i) will also 
satisfy the project's minimum set-aside.  
 
(b) The rent restriction that applies for all of the low-income units in the 
project, including the units in Buildings 1 and 2 which are used to satisfy 
the special set-aside under § 42(i)(2)(E)(i), is based on the applicable 
income limitation under § 42(g)(1)(B) because §42(g)(2)(C) contains no 
exception for buildings that satisfy the special set-aside contained in 
§42(i)(2)(E)(i). Therefore, the imputed income limitation (as defined in 
§42(g)(2)(C)) applicable to the units in this project is 60 percent of AMGI. 
Under §42(g)(2), rent may not exceed 30 percent of this imputed income 
limitation.  
 
Q-7.  
(a) Taxpayer owns a newly constructed qualified low-income housing project 
consisting of one building located in a qualified census tract (Building). A 
HOME loan at less than the AFR was provided with respect to Building. 



Construction of Building was funded in part with an obligation the interest 
on which is exempt from tax under §103 that was outstanding after Building 
was placed in service. Taxpayer did not elect to exclude from eligible basis 
the principal amount of the HOME loan or the proceeds of the tax-exempt 
obligation as provided under §42(i)(2)(B). Forty percent of the residential 
units in Building are occupied by individuals whose income is 50 percent or 
less of area median gross income. Is Building eligible for the increase in 
eligible basis provided under §42(d)(5)(C)(i)(I)?  
 
(b) The facts are the same as in (a) above except that the interest rate on 
the HOME loan when made was not less than the AFR in effect under 
§1274(d)(1), and the tax-exempt obligation was redeemed before Building was 
placed in service. Is Building eligible for the increase in eligible basis 
under §42(d)(5)(C)(i)(I)?  
 
(c) The facts are the same as in (a) above except that the special set-aside 
under §42(i)(2)(E)(i) was not met, and the tax-exempt obligation was 
redeemed before Building was placed in service. Is Building eligible for the 
increase in eligible basis under §42(d)(5)(C)(i)(I)?  
 
A-7.  
(a) Yes. Because the tax-exempt obligation is outstanding after Building was 
placed in service and the proceeds of the obligation were not excluded from 
Building's eligible basis under §42(i)(2)(B), Building is treated as 
federally subsidized under § 42(i)(2)(A). Inasmuch as the building is 
treated as federally subsidized, the 30-percent present value credit under 
§42(b) will apply to Building. The fact that the tax-exempt obligation 
caused Building to be federally subsidized makes §42(i)(2)(E)(i) (which 
provides that certain HOME loans will not cause a project to be federally 
subsidized if the special set-aside requirement under that section is 
satisfied, and whose applicability prohibits the increase in eligible basis 
under §42(d)(5)(C)) inapplicable. Accordingly, Building is eligible for the 
increase in eligible basis under § 42(d)(5)(C)(i)(I).  
 
If the tax-exempt obligation was redeemed before Building was placed in 
service or the proceeds of the obligation were excluded from Building's 
eligible basis, Building would no longer be treated as federally subsidized 
by the tax-exempt obligation under § 42(i)(2)(A). Therefore, §42(i)(2)(E)(i) 
would be applicable, and cause Building not to be treated as federally 
subsidized by the HOME loan under §42(i)(2)(A). Accordingly, the prohibition 
in §42(i)(2)(E)(i) against using §42(d)(5)(C) would apply, and Building 
would not be eligible for the increase in eligible basis under 
§42(d)(5)(C)(i)(I). The 70-percent value credit under §42(b) would apply to 
Building.  
 
(b) Yes. When the HOME loan was made, the interest rate on the loan was not 
less than the AFR. Therefore, the loan is not described in §42(i)(2)(D), and 
the building will not be treated as federally subsidized under §42(i)(2)(A). 
The 70-percent present value credit will apply to Building. Because 
§42(i)(2)(E)(i) is inapplicable to HOME loans not described in §42(i)(2)(D), 
this loan is not subject to §42(i)(2)(E)(i), and the prohibition in 
§42(i)(2)(E)(i) against using §42(d)(5)(C) does not apply. Accordingly, 
Building is eligible for the increase in eligible basis under 
§42(d)(5)(C)(i)(I).  
 
(c) Yes. Although Building meets the exception under §42(i)(2)(C) with 
respect to the tax-exempt obligation, Building is treated as federally 



subsidized under § 42(i)(2)(A) because it received a HOME loan at less than 
the AFR and does not meet the special set-aside under §42(i)(2)(E)(i). The 
30-percent present value credit will apply to Building as it is treated as 
federally subsidized. Because Building does not meet the special set-aside 
under §42(i)(2)(E)(i), the prohibition in §42(i)(2)(E)(i) against using 
§42(d)(5)(C) does not apply, and Building is eligible for the increase in 
eligible basis under §42(d)(5)(C)(i)(I).  
 
If Taxpayer elected to exclude the principal amount of the HOME loan from 
the eligible basis of Building under §42(i)(2)(B) (whether or not the 
special set-aside under § 42(i)(2)(E)(i) was met), Building would not be 
treated as federally subsidized under § 42(i)(2)(A), and the 70-percent 
present value credit would apply to Building. Because the HOME loan would 
not be taken into account, §42(i)(2)(D) and §42(i)(2)(E)(i) do not apply to 
Building. Therefore, Building would not be described in §42(i)(2)(E)(i). 
Accordingly, the prohibition in §42(i)(2)(E)(i) against using §42(d)(5)(C) 
would not apply, and Building would be eligible for the increase in eligible 
basis under § 42(d)(5)(C)(i)(I).  
 
E. VACANT UNIT RULE ISSUES  
 
Law  
 
Section 1.42-5(c)(1)(ix) provides that a housing credit agency must require 
the owner of a low-income housing project to certify at least annually to 
the housing credit agency that, for the preceding 12-month period, if a 
low-income unit in the project became vacant during the year, reasonable 
attempts were or are being made to rent that unit or the next available unit 
of comparable or smaller size to tenants having a qualifying income before 
any units in the project were or will be rented to tenants not having a 
qualifying income (the "vacant unit rule").  
 
The legislative history to §42 indicates that vacant units, formerly 
occupied by low-income individuals, may continue to be treated as occupied 
by qualified low-income individuals for purposes of the minimum set-aside 
requirement (as well as for determining qualified basis) provided reasonable 
attempts are made to rent the unit. H.R. Conf. Rep. No. 841, supra, at 
II-94.  
 
Section 42(g)(2)(D)(i) provides that notwithstanding an increase in the 
income of the occupants of a low-income unit above the income limitation 
applicable under § 42(g)(1), the unit will continue to be treated as a 
low-income unit if the income of the occupants initially met the income 
limitation and the unit continues to be rent-restricted. Section 
42(g)(2)(D)(ii) provides that if the income of the occupants of the unit 
increases above 140 percent of the income limitation applicable under 
§42(g)(1), the unit ceases to be treated as a low-income unit if any 
available or subsequently available residential rental unit in the building 
(of a size comparable to, or smaller than, the unit) is occupied by a new 
resident whose income exceeds the income limitation (the "available unit 
rule").  
 
Under §1.42-15(a), a low-income unit in which the aggregate income of the 
occupants of the unit rises above 140 percent of the applicable income 
limitation under §42(g)(1) is referred to as an "over-income unit."  
 
Section 1.42-15(c) provides that a unit is not available for purposes of the 



available unit rule when the unit is no longer available for rent due to 
contractual arrangements that are binding under local law (for example, a 
unit is not available if it is subject to a preliminary reservation that is 
binding on the owner under local law prior to the date a lease is signed or 
the unit is occupied).  
 
Q-8.  
On July 1, 2003, an income-qualified household (Household) initially 
occupied a rent-restricted residential rental unit in Building 1 of Project. 
On October 31, 2003, the property manager moved Household (and transferred 
Household's lease) to a similar rent-restricted unit in Building 2 of 
Project that was not previously occupied. Household occupied the Building 2 
unit at the end of 2003. The unit Household vacated in Building 1 was 
unoccupied during November and December. Are both units in Buildings 1 and 2 
low-income units at the end of 2003?  
 
A-8.  
No. While a vacant low-income unit generally retains its character as a 
low-income unit, where an owner simply moves a tenant from a unit in one 
building to a unit in another building in the same project, both units may 
not be treated as low-income units; rather, only the unit that the tenant 
actually occupies at the end of a month in the first year of the credit 
period and at the end of each year in subsequent years qualifies as a 
low-income unit. Thus, in this situation, while the unit in Building 1 
vacated by Household was treated as a low-income unit during the months it 
was occupied by Household, the unit ceased to be treated as a low-income 
unit when Household vacated the unit. At that time, the vacated unit would 
be treated as a unit not previously occupied.  
 
Q-9.  
Ten units previously occupied by income-qualified tenants in a 200-unit 
mixed-use housing project are vacant. None of the low-income units in the 
project had been over-income units. The project owner displayed a banner and 
for rent signs at the entrance to the project, placed classified 
advertisements in two local newspapers, and contacted prospective low-income 
tenants on a waiting list for the project and on a local public housing 
authority list of section 8 voucher holders about the low-income unit 
vacancies. These are customary methods of advertising apartment vacancies in 
the area of the project for identifying prospective tenants. Subsequent to 
the low-income unit vacancies, a market-rate unit of comparable size to the 
low-income units became vacant. Will the owner violate the vacant unit rule 
if the owner rents the market-rate unit before any of the low-income units?  
 
 
A-9.  
No. In accordance with §1.42-5(c)(1)(ix), the owner of a qualified 
low-income housing project has to use reasonable attempts to rent a vacant 
low-income unit or the next available unit of comparable or smaller size to 
tenants having a qualifying income before any units in the project are 
rented to tenants not having a qualifying income. Thus, if the project owner 
makes reasonable attempts to rent the vacant low-income units to 
income-qualified tenants, the owner may rent the newly vacated market-rate 
unit before renting the low-income units and continue to characterize the 
vacant low-income units as low-income units for purposes of the minimum 
set-aside requirements in §42(g)(1) and calculation of the applicable 
fraction under § 42(c)(1)(B).  
 



What constitutes reasonable attempts to rent a vacant unit is based on facts 
and circumstances, and may differ from project to project depending on 
factors such as the size and location of the project, tenant turnover rates, 
and market conditions. Also, the different advertising methods that are 
accessible to owners and prospective tenants would affect what is considered 
reasonable. Under the facts in this situation, the owner used reasonable 
methods of advertising an apartment vacancy in the area of the project 
before the owner rented the market-rate unit. Thus, the owner made 
reasonable attempts to rent the vacant low-income units.  
 
In addition, the available unit rule is not violated by rental of the 
market-rate unit before the low-income units because there are no 
over-income units in the building.  
 
Q-10.  
A building has 10 units of comparable size, consisting of 7 low-income units 
(none was an over-income unit) and 3 market-rate units. All units in the 
building were occupied except for one market-rate unit. A low-income unit 
became vacant on March 15, 2004. Between March 15, 2004, and March 29, 2004, 
the owner made reasonable attempts to rent this unit to an income-qualified 
tenant. The vacant low-income unit became subject to a reservation (a 
contractual arrangement that is binding on the building owner under local 
law prior to the date a lease is signed or the unit is occupied) on March 
29, 2004, under which the owner agreed to rent the unit to A, whose income 
meets the income limitation elected for the project under §42(g)(1). 
Thereafter, the owner ceased any efforts to attempt to rent the unit. On 
April 30, 2004, A signed a lease for the unit and occupied the unit on May 
1, 2004. The vacant market-rate unit was rented to a market-rate tenant on 
April 15, 2004. Did the owner violate the vacant unit rule?  
 
A-10.  
No. For purposes of the vacant unit rule, an owner needs to make reasonable 
attempts to rent an available vacant low-income unit. To determine what 
constitutes an available unit for purposes of the vacant unit rule, the 
Internal Revenue Service will adopt the rule under §1.42-15(c) for when a 
unit is considered not available. Therefore, a unit is not available for 
purposes of the vacant unit rule when the unit is no longer available for 
rent due to contractual arrangements that are binding under local law, such 
as a reservation entered into between a building owner and a prospective 
tenant. Thus, in this situation, because the vacant low-income unit was 
subject to a reservation that was binding under local law prior to the 
renting of the vacant market-rate unit, the low-income unit was not 
available when the market-rate unit was rented. Accordingly, the owner no 
longer needed to make reasonable efforts to rent the low-income unit.  
 
In addition, the available unit rule is not violated by rental of the 
market-rate unit because there is no over-income unit in the building.  
 
F. RECORDKEEPING AND RECORD RETENTION ISSUE  
 
Law  
 
Section 42(m)(1)(A)(i) requires each housing credit agency to allocate 
low-income housing credits according to a qualified allocation plan. Under § 
42(m)(1)(B)(iii), an allocation plan is not qualified unless it contains a 
procedure that the housing credit agency (or an agent or other private 
contractor of the agency) will follow in (1) monitoring for noncompliance 



with the provisions of § 42, (2) notifying the Service of any noncompliance 
which the agency becomes aware of, and (3) monitoring for noncompliance with 
habitability standards through regular site visits.  
 
Under § 1.425(a)(2)(i)(A), for the procedure to satisfy §42(m)(1)(B)(iii), 
the procedure must include the recordkeeping and record retention provisions 
of § 1.425(b). However, a monitoring procedure adopted by a housing credit 
agency may require additional recordkeeping and record retention provisions 
beyond those specifically provided in §1.42-5(b).  
 
Section 1.42-5(b)(1) provides that a housing credit agency must require the 
owner of a low-income housing project to keep certain specified records for 
each qualified low-income building in the project for each year in the 
compliance period. Under §1.425(b)(2), the owner must be required to retain 
the records described in § 1.42-5(b)(1) for a particular year for at least 6 
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 6 years beyond the due date (with 
extensions) for filing the Federal income tax return for the last year of 
the compliance period (as defined in §42(i)(1)) of the building. Section 
1.42-5(b)(3) also specifies that the owner must be required to retain the 
original local health, safety, or building code violation reports or notices 
that were issued by the state or local government unit (as described in § 
1.425(c)(1)(vi)) for inspection by the housing credit agency.  
 
The general requirements for keeping records for purposes of the Code are in 
§ 6001 and the regulations thereunder.  
 
Rev. Proc. 97-22, 1997-1 C.B. 652, provides guidance to taxpayers that 
maintain books and records by using an electronic storage system that either 
images their hardcopy (paper) books and records or transfers their 
computerized books and records to an electronic storage media, such as an 
optical disk. Rev. Proc. 97-22 provides that records maintained in an 
electronic storage system that complies with the requirements of this 
revenue procedure will constitute records within the meaning of § 6001.  
 
Q-11.  
May a taxpayer comply with the recordkeeping and record retention provisions 
under § 1.425(b) by using an electronic storage system instead of 
maintaining hardcopy (paper) books and records?  
 
A-11.  
 
Yes, provided that the electronic storage system satisfies the requirements 
of Rev. Proc. 97-22. However, complying with the recordkeeping and record 
retention requirements of the Service does not exempt an owner from having 
to satisfy any additional recordkeeping and record retention requirements of 
the monitoring procedure adopted by the housing credit agency. For example, 
the housing credit agency may require the taxpayer to maintain hardcopy 
books and records.  
 
For the basic requirements of maintaining records in an automated data 
processing system, including electronic storage systems, see Rev. Proc. 
98-25, 1998-1 C.B. 689.  
 
G. TENANT INCOME DOCUMENTATION ISSUE  
 



Law  
 
Section 1.42-5(b)(1)(vi) provides that a housing credit agency must require 
the owner of a low-income housing project to keep records for each qualified 
low-income building in the project that show, for each year in the 
compliance period, the annual income certification of each low-income tenant 
per unit. Under §1.42-5(b)(1)(vii), the housing credit agency must require 
the owner to keep documentation to support each low-income tenant's income 
certification (for example, a copy of the tenant's Federal income tax 
return, Forms W-2, or verifications of income from third parties such as 
employers or state agencies paying unemployment compensation).  
 
Under §1.42-5(c)(1)(iii), the housing credit agency must require the owner 
of a low-income housing project to certify at least annually that, for the 
preceding 12-month period, the owner has received an annual income 
certification from each low-income tenant, and documentation to support that 
certification.  
 
Rev. Proc. 94-65, 1994-2 C.B. 798, indicates that an owner may satisfy the 
documentation requirement of §1.42-5(b)(1)(vii) for a low-income tenant's 
income from assets by obtaining a signed, sworn statement from the tenant or 
prospective tenant if (1) the tenant's or prospective tenant's Net Family 
assets do not exceed $5,000, and (2) the tenant or prospective tenant 
provides a signed, sworn statement to this effect to the building owner. The 
revenue procedure provides that a housing credit agency's monitoring 
procedure may not permit an owner to rely on a low-income tenant's signed, 
sworn statement of annual income from assets if a reasonable person in the 
owner's position would conclude that the tenant's income is higher than the 
tenant's represented annual income. In this case, the owner must obtain 
other documentation of the low-income tenant's income from assets to satisfy 
the documentation requirement. In addition, the revenue procedure indicates 
that a housing credit agency's monitoring procedure may continue to require 
that an owner obtain documentation, other than the signed, sworn statement, 
to support a low-income tenant's annual certification of income from assets. 
 
Q-12.  
On reviewing tenant files of a project, the housing credit agency discovered 
that for purposes of determining the income of certain tenants, the owner 
had accepted signed, sworn self-certifications in which the tenants stated 
that they had not received any child support payments. Is a signed, sworn 
self-certification by a tenant sufficient documentation under 
§1.42-5(b)(1)(vii) to show that the tenant is not receiving child support 
payments?  
 
A-12.  
Yes. Consistent with the documentation requirements in Rev. Proc. 94-65, a 
signed, sworn self-certification by a tenant is sufficient documentation 
under § 1.42-5(b)(1)(vii) to show that a tenant is not receiving child 
support payments. In addition to specifying that a tenant is not receiving 
any child support payments, an annual signed, sworn self-certification 
should indicate whether the tenant will be seeking or expects to receive 
child support payments within the next 12 months. If the tenant possesses a 
child support agreement but is not presently receiving any child support 
payments, the tenant should include an explanation of this and all 
supporting documentation such as a divorce decree and court documents to 
enforce payment. Also, the self-certification should indicate that the 
tenant will notify the owner of any changes in the status of child support.  



 
A housing credit agency's monitoring procedure, however, may not permit an 
owner to rely on a low-income tenant's signed, sworn statement indicating 
that the tenant is not receiving child support payments if a reasonable 
person in the owner's position would conclude that the tenant's income is 
higher than the tenant's represented annual income. In this case, the owner 
must obtain other documentation of the low-income tenant's annual child 
support payments to satisfy the documentation requirement in 
§1.42-5(b)(1)(vii).  
 
A housing credit agency's monitoring procedure may continue to require that 
an owner obtain documentation, other than the statement described above, to 
support a low-income tenant's annual certification of child support 
payments.  
 
DRAFTING INFORMATION  
 
The principal author of this revenue ruling is Gregory N. Doran. For further 
information regarding this revenue ruling, contact Harold Burghart of the 
Office of Associate Chief Counsel (Passthroughs and Special Industries) at 
(202) 622-3040 (not a toll-free call). 



 

Section 26 
 
 
 

Compliance Monitoring 
 



 

 

Federal Regulations  

Reg § 1.42-5. Monitoring compliance with low-income housing credit 
requirements. 

Caution: Reg §1.42-5, following, is effective after 12/31/2000. For Reg §1.42-5, 
effective before 1/1/2001, see above.  

(a) Compliance monitoring requirement.  

(1) In general. Under section 42(m)(1)(B)(iii), an allocation plan is not 
qualified unless it contains a procedure that the State or local housing 
credit agency (“Agency”) (or an agent of, or other private contractor hired 
by, the Agency) will follow in monitoring for noncompliance with the 
provisions of section 42 and in notifying the Internal Revenue Service of 
any noncompliance of which the Agency becomes aware. These 
regulations only address compliance monitoring procedures required of 
Agencies. The regulations do not address forms and other records that may 
be required by the Service on examination or audit. For example, if a 
building is sold or otherwise transferred by the owner, the transferee 
should obtain from the transferor information related to the first year of 
the credit period so that the transferee can substantiate credits claimed.  

(2) Requirements for a monitoring procedure.  

(i) In general. A procedure for monitoring for noncompliance 
under section 42(m)(1)(B)(iii) must include—  

(A) The recordkeeping and record retention provisions of 
paragraph (b) of this section;  

(B) The certification and review provisions of paragraph (c) 
of this section;  

(C) The inspection provision of paragraph (d) of this 
section; and  

(D) The notification-of-noncompliance provisions of 
paragraph (e) of this section.  

(ii) Order and form. A monitoring procedure will meet the 
requirements of section 42(m)(1)(B)(iii) if it contains the substance 
of these provisions. The particular order and form of the provisions 
in the allocation plan is not material. A monitoring procedure may 
contain additional provisions or requirements.  



 

 

(b) Recordkeeping and record retention provisions.  

(1) Recordkeeping provision. Under the recordkeeping provision, the 
owner of a low-income housing project must be required to keep records 
for each qualified low-income building in the project that show for each 
year in the compliance period—  

(i) The total number of residential rental units in the building 
(including the number of bedrooms and the size in square feet of 
each residential rental unit);  

(ii) The percentage of residential rental units in the building that 
are low-income units;  

(iii) The rent charged on each residential rental unit in the building 
(including any utility allowances);  

(iv) The number of occupants in each low-income unit, but only if 
rent is determined by the number of occupants in each unit under 
section 42(g)(2) (as in effect before the amendments made by the 
Omnibus Budget Reconciliation Act of 1989);  

(v) The low-income unit vacancies in the building and information 
that shows when, and to whom, the next available units were 
rented;  

(vi) The annual income certification of each low-income tenant per 
unit. For an exception to this requirement, see section 42(g)(8)(B) 
(which provides a special rule for a 100 percent low-income 
building);  

(vii) Documentation to support each low-income tenant's income 
certification (for example, a copy of the tenant's federal income tax 
return, Forms W-2, or verifications of income from third parties 
such as employers or state agencies paying unemployment 
compensation). For an exception to this requirement, see section 
42(g)(8)(B) (which provides a special rule for a 100 percent low-
income building). Tenant income is calculated in a manner 
consistent with the determination of annual income under section 8 
of the United States Housing Act of 1937 (“Section 8”), not in 
accordance with the determination of gross income for federal 
income tax liability. In the case of a tenant receiving housing 
assistance payments under Section 8, the documentation 
requirement of this paragraph (b)(1)(vii) is satisfied if the public 
housing authority provides a statement to the building owner 



 

 

declaring that the tenant's income does not exceed the applicable 
income limit under section 42(g);  

(viii) The eligible basis and qualified basis of the building at the 
end of the first year of the credit period; and  

(ix) The character and use of the nonresidential portion of the 
building included in the building's eligible basis under section 
42(d) (e.g., tenant facilities that are available on a comparable 
basis to all tenants and for which no separate fee is charged for use 
of the facilities, or facilities reasonably required by the project).  

(2) Record retention provision. Under the record retention provision, the 
owner of a low-income housing project must be required to retain the 
records described in paragraph (b)(1) of this section for at least 6 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 6 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.  

(3) Inspection record retention provision. Under the inspection record 
retention provision, the owner of a low-income housing project must be 
required to retain the original local health, safety, or building code 
violation reports or notices that were issued by the State or local 
government unit (as described in paragraph (c)(1)(vi) of this section) for 
the Agency's inspection under paragraph (d) of this section. Retention of 
the original violation reports or notices is not required once the Agency 
reviews the violation reports or notices and completes its inspection, 
unless the violation remains uncorrected.  

(c) Certification and review provisions.  

(1) Certification. Under the certification provision, the owner of a low-
income housing project must be required to certify at least annually to the 
Agency that, for the preceding 12-month period—  

(i) The project met the requirements of:  

(A) The 20-50 test under section 42(g)(1)(A), the 40-60 test 
under section 42(g)(1)(B), or the 25-60 test under sections 
42(g)(4) and 142(d)(6) for New York City, whichever 
minimum set-aside test was applicable to the project; and  



 

 

(B) If applicable to the project, the 15-40 test under 
sections 42(g)(4) and 142(d)(4)(B) for “deep rent skewed” 
projects;  

(ii) There was no change in the applicable fraction (as defined in 
section 42(c)(1)(B)) of any building in the project, or that there 
was a change, and a description of the change;  

(iii) The owner has received an annual income certification from 
each low-income tenant, and documentation to support that 
certification; or, in the case of a tenant receiving Section 8 housing 
assistance payments, the statement from a public housing authority 
described in paragraph (b)(1)(vii) of this section. For an exception 
to this requirement, see section 42(g)(8)(B) (which provides a 
special rule for a 100 percent low-income building);  

(iv) Each low-income unit in the project was rent-restricted under 
section 42(g)(2);  

(v) All units in the project were for use by the general public (as 
defined in Sec. 1.42-9), including the requirement that no finding 
of discrimination under the Fair Housing Act, 42 U.S.C. 3601-
3619, occurred for the project. A finding of discrimination includes 
an adverse final decision by the Secretary of the Department of 
Housing and Urban Development (HUD), 24 CFR 180.680, an 
adverse final decision by a substantially equivalent state or local 
fair housing agency, 42 U.S.C. 3616a(a)(1), or an adverse 
judgment from a federal court;  

(vi) The buildings and low-income units in the project were 
suitable for occupancy, taking into account local health, safety, and 
building codes (or other habitability standards), and the State or 
local government unit responsible for making local health, safety, 
or building code inspections did not issue a violation report for any 
building or low-income unit in the project. If a violation report or 
notice was issued by the governmental unit, the owner must attach 
a statement summarizing the violation report or notice or a copy of 
the violation report or notice to the annual certification submitted 
to the Agency under paragraph (c)(1) of this section. In addition, 
the owner must state whether the violation has been corrected;  

(vii) There was no change in the eligible basis (as defined in 
section 42(d)) of any building in the project, or if there was a 
change, the nature of the change (e.g., a common area has become 
commercial space, or a fee is now charged for a tenant facility 
formerly provided without charge);  



 

 

(viii) All tenant facilities included in the eligible basis under 
section 42(d) of any building in the project, such as swimming 
pools, other recreational facilities, and parking areas, were 
provided on a comparable basis without charge to all tenants in the 
building;  

(ix) If a low-income unit in the building became vacant during the 
year, that reasonable attempts were or are being made to rent that 
unit or the next available unit of comparable or smaller size to 
tenants having a qualifying income before any units in the project 
were or will be rented to tenants not having a qualifying income;  

(x) If the income of tenants of a low-income unit in the project 
increased above the limit allowed in section 42(g)(2)(D)(ii), the 
next available unit of comparable or smaller size in the project was 
or will be rented to tenants having a qualifying income; and  

(xi) An extended low-income housing commitment as described in 
section 42(h)(6) was in effect (for buildings subject to section 
7108(c)(1) of the Omnibus Budget Reconciliation Act of 1989, 103 
Stat. 2106, 2308-2311), including the requirement under section 
42(h)(6)(B)(iv) that an owner cannot refuse to lease a unit in the 
project to an applicant because the applicant holds a voucher or 
certificate of eligibility under section 8 of the United States 
Housing Act of 1937, 42 U.S.C. 1437f (for buildings subject to 
section 13142(b)(4) of the Omnibus Budget Reconciliation Act of 
1993, 107 Stat. 312, 438-439); and  

(xii) All low-income units in the project were used on a 
nontransient basis (except for transitional housing for the homeless 
provided under section 42(i)(3)(B)(iii) or single-room-occupancy 
units rented on a month-by-month basis under section 
42(i)(3)(B)(iv)).  

(2) Review. The review provision must—  

(i) Require that the Agency review the certifications submitted 
under paragraph (c)(1) of this section for compliance with the 
requirements of section 42;  

(ii) Require that with respect to each low-income housing 
project—  

(A) The Agency must conduct on-site inspections of all 
buildings in the project by the end of the second calendar 
year following the year the last building in the project is 



 

 

placed in service and, for at least 20 percent 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; and  

(B) At least once every 3 years, the Agency must conduct 
on-site inspections of all buildings in the project and, for at 
least 20 percent of the project's low-income units, inspect 
the units and review the low-income certifications, the 
documentation supporting the certifications, and the rent 
records for the tenants in those units; and  

(iii) Require that the Agency randomly select which low-income 
units and tenant records are to be inspected and reviewed by the 
Agency. The review of tenant records may be undertaken wherever 
the owner maintains or stores the records (either on-site or off-
site). The units and tenant records to be inspected and reviewed 
must be chosen in a manner that will not give owners of low-
income housing projects advance notice that a unit and tenant 
records for a particular year will or will not be inspected and 
reviewed. However, an Agency may give an owner reasonable 
notice that an inspection of the building and low- income units or 
tenant record review will occur so that the owner may notify 
tenants of the inspection or assemble tenant records for review (for 
example, 30 days notice of inspection or review).  

(3) Frequency and form of certification. A monitoring procedure must 
require that the certifications and reviews of paragraph (c)(1) and (2) of 
this section be made at least annually covering each year of the 15-year 
compliance period under section 42(i)(1). The certifications must be made 
under penalty of perjury. A monitoring procedure may require 
certifications and reviews more frequently than on a 12-month basis, 
provided that all months within each 12-month period are subject to 
certification.  

(4) Exception for certain buildings.  

(i) In general. The review requirements under paragraph (c)(2)(ii) 
of this section may provide that owners are not required to submit, 
and the Agency is not required to review, the tenant income 
certifications, supporting documentation, and rent records for 
buildings financed by the Rural Housing Service (RHS), formerly 
known as Farmers Home Administration, under the section 515 
program, or buildings of which 50 percent or more of the aggregate 
basis (taking into account the building and the land) is financed 



 

 

with the proceeds of obligations the interest on which is exempt 
from tax under section 103 (tax-exempt bonds). In order for a 
monitoring procedure to except these buildings, the Agency must 
meet the requirements of paragraph (c)(4)(ii) of this section.  

(ii) Agreement and review. The Agency must enter into an 
agreement with the RHS or tax-exempt bond issuer. Under the 
agreement, the RHS or tax-exempt bond issuer must agree to 
provide information concerning the income and rent of the tenants 
in the building to the Agency. The Agency may assume the 
accuracy of the information provided by RHS or the tax-exempt 
bond issuer without verification. The Agency must review the 
information and determine that the income limitation and rent 
restriction of section 42(g)(1) and (2) are met. However, if the 
information provided by the RHS or tax-exempt bond issuer is not 
sufficient for the Agency to make this determination, the Agency 
must request the necessary additional income or rent information 
from the owner of the buildings. For example, because RHS 
determines tenant eligibility based on its definition of “adjusted 
annual income,” rather than “annual income” as defined under 
Section 8, the Agency may have to calculate the tenant's income 
for section 42 purposes and may need to request additional income 
information from the owner.  

(iii) Example. The exception permitted under paragraph (c)(4)(i) 
and (ii) of this section is illustrated by the following example.  

Example An Agency selects for review buildings financed by the 
RHS. The Agency has entered into an agreement described in 
paragraph (c)(4)(ii) of this section with the RHS with respect to 
those buildings. In reviewing the RHS-financed buildings, the 
Agency obtains the tenant income and rent information from the 
RHS for 20 percent of the low-income units in each of those 
buildings. The Agency calculates the tenant income and rent to 
determine whether the tenants meet the income and rent limitation 
of section 42(g)(1) and (2). In order to make this determination, the 
Agency may need to request additional income or rent information 
from the owners of the RHS buildings if the information provided 
by the RHS is not sufficient.  

(5) Agency reports of compliance monitoring activities. The Agency must 
report its compliance monitoring activities annually on Form 8610, 
“Annual Low-Income Housing Credit Agencies Report.”  

(d) Inspection provision.  



 

 

(1) In general. Under the inspection provision, the Agency must have the 
right to perform an on-site inspection of any low-income housing project 
at least through the end of the compliance period of the buildings in the 
project. The inspection provision of this paragraph (d) is a separate 
requirement from any tenant file review under paragraph (c)(2)(ii) of this 
section.  

(2) Inspection standard. For the on-site inspections of buildings and low-
income units required by paragraph (c)(2)(ii) of this section, the Agency 
must review any local health, safety, or building code violations reports or 
notices retained by the owner under paragraph (b)(3) of this section and 
must determine—  

(i) Whether the buildings and units are suitable for occupancy, 
taking into account local health, safety, and building codes (or 
other habitability standards); or  

(ii) Whether the buildings and units satisfy, as determined by the 
Agency, the uniform physical condition standards for public 
housing established by HUD (24 CFR 5.703). The HUD physical 
condition standards do not supersede or preempt local health, 
safety, and building codes. A low-income housing project under 
section 42 must continue to satisfy these codes and, if the Agency 
becomes aware of any violation of these codes, the Agency must 
report the violation to the Service. However, provided the Agency 
determines by inspection that the HUD standards are met, the 
Agency is not required under this paragraph (d)(2)(ii) to determine 
by inspection whether the project meets local health, safety, and 
building codes.  

(3) Exception from inspection provision. An Agency is not required to 
inspect a building under this paragraph (d) if the building is financed by 
the RHS under the section 515 program, the RHS inspects the building 
(under 7 CFR part 1930), and the RHS and Agency enter into a 
memorandum of understanding, or other similar arrangement, under which 
the RHS agrees to notify the Agency of the inspection results.  

(4) Delegation. An Agency may delegate inspection under this paragraph 
(d) to an Authorized Delegate retained under paragraph (f) of this section. 
Such Authorized Delegate, which may include HUD or a HUD-approved 
inspector, must notify the Agency of the inspection results.  

(e) Notification-of-noncompliance provision.  

(1) In general. Under the notification-of-noncompliance provisions, the 
Agency must be required to give the notice described in paragraph (e)(2) 



 

 

of this section to the owner of a low-income housing project and the notice 
described in paragraph (e)(3) of this section to the Service.  

(2) Notice to owner. The Agency must be required to provide prompt 
written notice to the owner of a low-income housing project if the Agency 
does not receive the certification described in paragraph (c)(1) of this 
section, or does not receive or is not permitted to inspect the tenant income 
certifications, supporting documentation, and rent records described in 
paragraph (c)(2)(ii) of this section, or discovers by inspection, review, or 
in some other manner, that the project is not in compliance with the 
provisions of section 42.  

(3) 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 no later than 45 days after the 
end of the correction period (as described in paragraph (e)(4) of 
this section, including extensions permitted under that paragraph) 
and no earlier than the end of the correction period, whether or not 
the noncompliance or failure to certify is corrected. The Agency 
must explain on Form 8823 the nature of the noncompliance or 
failure to certify and indicate whether the owner has corrected the 
noncompliance or failure to certify. Any change in either the 
applicable fraction or eligible basis under paragraph (c)(1)(ii) and 
(vii) of this section, respectively, that results in a decrease in the 
qualified basis of the project under section 42(c)(1)(A) is 
noncompliance that must be reported to the Service under this 
paragraph (e)(3). 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. If the noncompliance or failure to certify is 
corrected within 3 years after the end of the correction period, the 
Agency is required to file Form 8823 with the Service reporting 
the correction of the noncompliance or failure to certify.  

(ii) Agency retention of records. An Agency must retain records of 
noncompliance or failure to certify for 6 years beyond the 
Agency's filing of the respective Form 8823. In all other cases, the 
Agency must retain the certifications and records described in 
paragraph (c) of this section for 3 years from the end of the 
calendar year the Agency receives the certifications and records.  

(4) Correction period. The correction period shall be that period specified 
in the monitoring procedure during which an owner must supply any 



 

 

missing certifications and bring the project into compliance with the 
provisions of section 42. The correction period is not to exceed 90 days 
from the date of the notice to the owner described in paragraph (e)(2) of 
this section. An Agency may extend the correction period for up to 6 
months, but only if the Agency determines there is good cause for granting 
the extension.  

(f) Delegation of Authority.  

(1) Agencies permitted to delegate compliance monitoring functions.  

(i) In general. An Agency may retain an agent or other private 
contractor (“ Authorized Delegate”) to perform compliance 
monitoring. The Authorized Delegate must be unrelated to the 
owner of any building that the Authorized Delegate monitors. The 
Authorized Delegate may be delegated all of the functions of the 
Agency, except for the responsibility of notifying the Service 
under paragraphs (5) and (e)(3) of this section. For example, the 
Authorized Delegate may be delegated the responsibility of 
reviewing tenant certifications and documentation under paragraph 
(c)(1) and (2) of this section, the right to inspect buildings and 
records as described in paragraph (d) of this section, and the 
responsibility of notifying building owners of lack of certification 
or noncompliance under paragraph (e)(2) of this section. The 
Authorized Delegate must notify the Agency of any 
noncompliance or failure to certify.  

(ii) Limitations. An Agency that delegates compliance monitoring 
to an Authorized Delegate under paragraph (f)(1)(i) of this section 
must use reasonable diligence to ensure that the Authorized 
Delegate properly performs the delegated monitoring functions. 
Delegation by an Agency of compliance monitoring functions to 
an Authorized Delegate does not relieve the Agency of its 
obligation to notify the Service of any noncompliance of which the 
Agency becomes aware.  

(2) Agencies permitted to delegate compliance monitoring functions to 
another Agency. An Agency may delegate all or some of its compliance 
monitoring responsibilities for a building to another Agency within the 
State. This delegation may include the responsibility of notifying the 
Service under paragraph (e)(3) of this section.  

(g) Liability. Compliance with the requirements of section 42 is the responsibility 
of the owner of the building for which the credit is allowable. The Agency's 
obligation to monitor for compliance with the requirements of section 42 does not 
make the Agency liable for an owner's noncompliance.  



 

 

(h) Effective date. Allocation plans must comply with these regulations by June 
30, 1993. The requirement of section 42(m)(1)(B)(iii) that allocation plans contain 
a procedure for monitoring for noncompliance becomes effective on January 1, 
1992, and applies to buildings for which a low-income housing credit is, or has 
been, allowable at any time. Thus, allocation plans must comply with section 
42(m)(1)(B)(iii) prior to June 30, 1993, the effective date of these regulations. An 
allocation plan that complies with these regulations, with the notice of proposed 
rulemaking published in the Federal Register on December 27, 1991, or with a 
reasonable interpretation of section 42(m)(1)(B)(iii) will satisfy the requirements 
of section 42(m)(1)(B)(iii) for periods before June 30, 1993. Section 
42(m)(1)(B)(iii) and these regulations do not require monitoring for whether a 
building or project is in compliance with the requirements of section 42 prior to 
January 1, 1992. However, if an Agency becomes aware of noncompliance that 
occurred prior to January 1, 1992, the Agency is required to notify the Service of 
that noncompliance. In addition, the requirements in paragraphs (b)(3) and 
(c)(1)(v), (vi), and (xi) of this section (involving recordkeeping and annual owner 
certifications) and paragraphs (c)(2)(ii)(B), (c)(2)(iii), and (d) of this section 
(involving tenant file reviews and physical inspections of existing projects, and 
the physical inspection standard) are applicable January 1, 2001. The requirement 
in paragraph (c)(2)(ii)(A) of this section (involving tenant file reviews and 
physical inspections of new projects) is applicable for buildings placed in service 
on or after January 1, 2001. The requirements in paragraph (c)(5) of this section 
(involving Agency reporting of compliance monitoring activities to the Service) 
and paragraph (e)(3)(i) of this section (involving Agency reporting of corrected 
noncompliance or failure to certify within 3 years after the end of the correction 
period) are applicable January 14, 2000.  

 

T.D. 8430, 9/1/92, amend T.D. 8563, 9/30/94, T.D. 8859, 1/13/2000. 
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1 Initially, the requirements were that the Agency 
choose which units receive low-income 
certification review, that the owner receive no more 
than reasonable notice of the review, and that the 
Agency have the right to perform on-site inspection. 
See TD 8430 at 40122–23. Subsequently, some on- 
site inspections were required, and samples for both 
review and inspection were required to be chosen 
randomly. See TD 8859, 65 FR 2323, 2327 (Jan. 14, 
2000). 

2 Also in the same issue of the Federal Register, 
the Treasury Department and the IRS published a 
notice of proposed rulemaking (REG–150349–12, 81 
FR 9379) (proposed regulations). The text of the 
proposed regulations incorporated by cross- 
reference the text of the temporary regulations. 

DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

26 CFR Part 1 

[REG–123027–19] 

RIN 1545–BP59 

Section 42, Low-Income Housing 
Credit Compliance-Monitoring 
Regulations 

AGENCY: Internal Revenue Service (IRS), 
Treasury. 
ACTION: Notice of proposed rulemaking. 

SUMMARY: This document contains 
proposed regulations relating to the 
compliance-monitoring duties of State 
or local housing credit agencies 
(Agencies) for purposes of the low- 
income housing credit under section 42 
of the Internal Revenue Code (Code). 
These proposed regulations would relax 
the minimum compliance-monitoring 
sampling requirement for purposes of 
physical inspections and low-income 
certification review provided in the 
Amendments to the Low-Income 
Housing Credit Compliance-Monitoring 
Regulations (T.D. 9848) published in the 
Federal Register (84 FR 6076). The 
proposed regulations will affect owners 
of low-income housing projects, tenants 
in those low-income housing projects, 
and Agencies that administer the credit. 
DATES: Written or electronic comments 
and requests for a public hearing must 
be received by September 8, 2020. 
ADDRESSES: Commenters are strongly 
encouraged to submit public comments 
electronically. Submit electronic 
submissions via the Federal 
eRulemaking Portal at 
www.regulations.gov (indicate IRS and 
REG–123027–19) by following the 
online instructions for submitting 
comments. Once submitted to the 
Federal eRulemaking Portal, comments 
cannot be edited or withdrawn. The IRS 
expects to have limited personnel 
available to process public comments 
that are submitted on paper through 
mail. Until further notice, any 

comments submitted on paper will be 
considered to the extent practicable. 
The Department of the Treasury 
(Treasury Department) and the IRS will 
publish for public availability any 
comment submitted electronically, and 
to the extent practicable on paper, to its 
public docket. 

Send paper submissions to: 
CC:PA:LPD:PR (REG–123027–19), Room 
5203, Internal Revenue Service, P.O. 
Box 7604, Ben Franklin Station, 
Washington, DC 20044. 
FOR FURTHER INFORMATION CONTACT: 
Concerning the proposed regulations, 
Dillon Taylor or Michael J. Torruella 
Costa at (202) 317–4137; concerning 
submissions of comments and/or 
requests for a public hearing, Regina 
Johnson, (202) 317–5177 (not toll-free 
numbers). 

SUPPLEMENTARY INFORMATION: 

Background 
This document contains proposed 

amendments to the Income Tax 
Regulations (26 CFR part 1) under 
section 42 of the Code. 

Section 42(m)(1) requires an Agency 
to allocate housing credit dollar 
amounts (the potential to earn low- 
income housing credits) among 
candidate proposed buildings/projects. 
The allocation must be pursuant to a 
qualified allocation plan (QAP) that has 
been approved by the governmental unit 
of which the Agency is a part. A QAP 
not only sets forth selection criteria by 
which an Agency makes these 
allocations but also provides a 
procedure that the Agency must follow 
in monitoring for noncompliance with 
the provisions of section 42, including 
monitoring for noncompliance with 
habitability standards through regular 
site visits. 

Section 1.42–5 of the Income Tax 
Regulations (the compliance-monitoring 
regulations) provides the requirements 
of a monitoring procedure that must be 
part of any QAP. Among the 
requirements, an Agency must perform 
physical inspections and low-income 
certification review. 

The compliance-monitoring 
regulations, however, do not require 
that every low-income unit in a project 
be monitored for non-compliance. 
Instead, Agencies are permitted to 
satisfy their compliance-monitoring 
duties by physically inspecting, and 
performing low-income certification 

review, on only samples of those units. 
See T.D. 8430, 57 FR 40118, 40121 
(Sept. 2, 1992).1 For many years, starting 
in 2000, the minimum sample size for 
both file review and on-site inspections 
was 20 percent of the low-income units, 
regardless of the size of the total 
population of low-income units in a 
project. See TD 8859, 65 FR 2323, 2327 
(Jan. 14, 2000). 

On February 25, 2016, the Treasury 
Department and the IRS published 
temporary regulations (T.D. 9753) in the 
Federal Register (81 FR 9333), which 
amended § 1.42–5 of the Income Tax 
Regulations and permitted the IRS to 
establish sample-size criteria in 
guidance published in the Internal 
Revenue Bulletin. See 
§ 601.601(d)(2)(ii)(b) of 26 CFR Chapter 
1.2 Concurrently with the issuance of 
the temporary regulations, Revenue 
Procedure 2016–15, 2016–11 I.R.B. 435, 
was published in the Internal Revenue 
Bulletin. This revenue procedure 
permitted an Agency to elect to use 
sample sizes of either a minimum of 20 
percent of the low-income units in a 
project (rounded up to the nearest 
whole number) or the number in a chart 
identifying minimum sample sizes 
depending on the number of low- 
income units in a project (the Low- 
Income Housing Credit Minimum Unit 
Sample Size Reference Chart). The 
minimum sample sizes in the chart 
correspond to the minimum sample 
sizes required by the Department of 
Housing and Urban Development’s 
(HUD’s) Real Estate Assessment Center 
for inspections under HUD programs 
(the REAC numbers). HUD designed this 
table of sample sizes to produce a 
statistically consistent level of 
confidence in the results of physical 
inspections across a broad range of 
project sizes. 
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The revenue procedure had the effect 
of reducing the minimum sample sizes 
for large low-income housing projects 
(those with more than 110 low-income 
units). Because of the choice between 
using the REAC number and 20 percent 
of the low-income units, the revenue 
procedure did not impact projects with 
fewer than 111 low-income units. 

The same sample-size provisions 
applied to independently selected 
samples on which the Agency must 
perform low-income certification 
review. The revenue procedure 
provided only minimum sample sizes, 
permitting Agencies to monitor 
compliance in more units, if desired. 

In the preamble to the temporary 
regulations, the Treasury Department 
and the IRS expressed concern that, in 
smaller projects, physical inspection or 
low-income certification review of only 
20 percent of the units might fail to 
produce sufficiently accurate estimates 
of the remaining units’ overall 
compliance with habitability and low- 
income certification. To address this 
concern, the preamble added that ‘‘the 
Treasury Department and the IRS intend 
to consider whether Rev. Proc. 2016–15 
should be replaced with a revenue 
procedure that does not permit use of 
the 20 percent rule in those 
circumstances.’’ 81 FR at 9334. The 
removal of the 20 percent option would 
generally increase the number of units 
that needed to be inspected in smaller 
projects. The public comments on the 
temporary regulations directed very 
little attention to this potential increase. 

In addition, the preamble invited 
fundamental suggestions to make 
inspections less burdensome: 

The Treasury Department and the IRS 
believe the methods in Rev. Proc. 2016–15 
reasonably balance the burden on Agencies, 
tenants, and building owners while 
adequately monitoring compliance. However, 
additional comments may be submitted on 
other possible methods, including stratified 
sampling procedures and estimation 
methodologies. To be useful, any such 
comments should include substantial detail 
regarding the procedures to be adopted and 
should provide thorough justification as to 
whether the suggested methods effectively 
reduce burden without negatively impacting 
the confidence that can be placed in the 
results obtained from the resulting samples. 

Id. at 9336. The public submitted no 
comment letters specifically responsive 
to this request. 

On February 26, 2019, the Treasury 
Department and IRS published 
regulations (T.D. 9848) in the Federal 
Register (84 FR 6076), finalizing the 
temporary regulations. Because these 
final regulations contain provisions 
directly addressing all issues previously 

addressed in Revenue Procedure 2016– 
15, the preamble of the final regulations 
declares that revenue procedure 
obsolete with respect to an Agency as of 
the date on which the Agency’s QAP is 
amended to reflect the final regulations 
and, in all cases, after December 31, 
2020. See 84 FR at 6078. Among other 
provisions, the final regulations require 
Agencies to inspect no fewer units than 
the number specified for projects of the 
relevant size in the REAC numbers. This 
requirement has the effect of increasing 
the sample sizes for smaller projects. 
The Treasury Department and the IRS 
determined that the REAC numbers 
produce a statistically valid sampling of 
units and that using them yielded a 
consistent level of confidence in the 
compliance-monitoring results for 
projects of various sizes. The final 
regulations allow Agencies a reasonable 
period of time to amend their QAPs for 
this purpose, but require QAPs to be 
amended no later than December 31, 
2020. 

Since the publication of the final 
regulations, the Treasury Department 
and the IRS have received numerous 
oral and written comments from 
Agencies, stakeholders, and trade 
groups representing Agencies. In 
particular, these comments expressed 
concern that the final regulations ended 
Agencies’ ability to use samples of 20 
percent of the low-income units in a 
project when the applicable REAC 
number is larger. Consistent with the 
comments and letters, the trade groups’ 
comment letters expressed concern 
about the situations in which the REAC 
numbers would increase the number of 
units that Agencies must examine, 
thereby increasing Agencies’ costs for 
additional staff and other related 
expenditures and burdens. One trade 
group further explained that many 
Agencies would encounter difficulty in 
addressing increased staffing needs and 
other new costs due to overall State 
budget constraints. The trade group 
observed that cost increases are also 
likely to cause Agencies to increase the 
compliance-monitoring fees that they 
charge to building owners. If fees are not 
increased enough to cover the increased 
costs, Agencies will have to divert 
resources from other affordable housing 
priorities to fund their compliance- 
monitoring activities. The trade group 
noted that terminating the ability to use 
the 20 percent samples will have its 
most significant impact on States with 
numerous small projects, predominantly 
in rural areas, and that some States with 
only small projects may even experience 
a 100 percent increase in burden. 

Explanation of Provisions 

The final regulations reflected the 
belief of the Treasury Department and 
the IRS that a higher compliance- 
monitoring burden on Agencies was 
justified by the increased statistical 
confidence that results from the use of 
the REAC numbers to determine sample 
sizes for smaller projects. The comments 
on the final regulations, however, have 
demonstrated the magnitude of the 
increased costs and burdens that this 
requirement imposes on Agencies. As a 
result of these comments, the Treasury 
Department and the IRS have greater 
awareness of the many practical 
challenges Agencies experience in using 
samples greater than 20 percent while 
carrying out their compliance- 
monitoring responsibilities. 
Furthermore, the comments noted that 
many Agencies typically evaluate each 
project to determine if circumstances 
warrant the inspection and review of 
more units than the required minimum. 
Complying with the REAC numbers 
when an Agency believes that smaller 
samples would be sufficient may have 
the effect of depriving the Agency of the 
resources that it requires to engage in 
additional compliance-monitoring 
activities on projects that manifest the 
need for inspection and review of more 
than the minimum sample of units. 

Although there is value in providing 
a level of confidence that is more 
consistent over a broad range of project 
sizes, that increased consistency is 
outweighed in this context by concerns 
over Agencies’ compliance-monitoring 
burdens. One goal of the compliance- 
monitoring regulations is to increase 
flexibility and reduce burden, so that 
Agencies may fulfill their compliance- 
monitoring responsibilities in an 
efficient and cost-effective manner. 
Accordingly, the Treasury Department 
and the IRS propose returning to the 
sample-size requirements that applied 
under the temporary regulations. Thus, 
under these proposed regulations, the 
minimum number of low-income units 
that must be included in the random 
samples on which an Agency conducts 
physical inspections or low-income 
certification review is the lesser of the 
applicable REAC number or 20 percent 
of the low-income units in the project, 
rounded up to the next whole number. 

Proposed Applicability Date 

These regulations are proposed to 
apply beginning after the date these 
regulations are published as final 
regulations in the Federal Register. 
However, an Agency may rely on these 
proposed regulations beginning on 
February 26, 2019, until December 31 of 
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the calendar year following the year that 
contains the date these regulations are 
published as final regulations in the 
Federal Register. 

Special Analyses 

This regulation is not subject to 
review under section 6(b) of Executive 
Order 12866 pursuant to the 
Memorandum of Agreement (April 11, 
2018) between the Treasury Department 
and the Office of Management and 
Budget regarding review of tax 
regulations. 

In accordance with the Regulatory 
Flexibility Act (5 U.S.C. chapter 6) it is 
hereby certified that these regulations 
will not impose a significant economic 
impact on a substantial number of small 
entities. These regulations reinstate the 
minimum compliance-monitoring 
sampling requirement for purposes of 
physical inspections and low-income 
certification review previously provided 
under the temporary regulations (T.D. 
9753) published in the Federal Register 
(81 FR 9333) on February 25, 2016. 
These previously provided requirements 
had been and continue to be relied upon 
by Agencies since 2016. 

Pursuant to section 7805(f) of the 
Internal Revenue Code, these 
regulations will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment 
on their impact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed amendments to 
the regulations are adopted as final 
regulations, consideration will be given 
to comments that are submitted timely 
to the IRS as prescribed in the preamble 
under the ADDRESSES section. The 
Treasury Department and the IRS 
request comments on all aspects of the 
proposed regulations. Any electronic 
comments submitted, and to the extent 
practicable any paper comments 
submitted, will be made available at 
www.regulations.gov or upon request. 

A public hearing will be scheduled if 
requested in writing by any person who 
timely submits electronic or written 
comments. Requests for a public hearing 
are also encouraged to be made 
electronically. If a public hearing is 
scheduled, notice of the date and time 
for the public hearing will be published 
in the Federal Register. Announcement 
2020–4, 2020–17 IRB 1, provides that 
until further notice, public hearings 
conducted by the IRS will be held 
telephonically. Any telephonic hearing 
will be made accessible to people with 
disabilities. 

Drafting Information 

The principal authors of these 
regulations are Dillon Taylor and 
Michael J. Torruella Costa, Office of the 
Associate Chief Counsel (Passthroughs 
and Special Industries). However, other 
personnel from the Treasury 
Department and the IRS participated in 
their development. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and 
recordkeeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is 
proposed to be amended as follows: 

PART 1—INCOME TAXES 

■ Paragraph 1. The authority citation 
for part 1 continues to read in part as 
follows: 

Authority: 26 U.S.C. 7805 * * * 

■ Par. 2. Amend § 1.42–5 by revising 
paragraphs (c)(2)(iii)(B) and (h) to read 
as follows: 

§ 1.42–5 Monitoring compliance with low- 
income housing credit requirements. 

* * * * * 
(c) * * * 
(2) * * * 
(iii) * * * 
(B) Number of low-income units. The 

minimum number of low-income units 
for which the Agency must conduct on- 
site inspections and low-income 
certification review is the lesser of— 

(1) 20 percent of the low-income units 
in the low-income housing project, 
rounded up to the nearest whole 
number of units; or 

(2) the Minimum Unit Sample Size set 
forth in the following Low-Income 
Housing Credit Minimum Unit Sample 
Size Reference Chart: 

TABLE 1 TO PARAGRAPH (c)(2)(iii) 

Number of low-income 
units in the low-income 

housing project 

Number of low- 
income units 
selected for 

inspection or for 
low-income 
certification 

review 
(minimum unit 
sample size) 

1 ........................................ 1 
2 ........................................ 2 
3 ........................................ 3 
4 ........................................ 4 
5–6 .................................... 5 
7 ........................................ 6 
8–9 .................................... 7 
10–11 ................................ 8 
12–13 ................................ 9 
14–16 ................................ 10 

TABLE 1 TO PARAGRAPH (c)(2)(iii)— 
Continued 

Number of low-income 
units in the low-income 

housing project 

Number of low- 
income units 
selected for 

inspection or for 
low-income 
certification 

review 
(minimum unit 
sample size) 

17–18 ................................ 11 
19–21 ................................ 12 
22–25 ................................ 13 
26–29 ................................ 14 
30–34 ................................ 15 
35–40 ................................ 16 
41–47 ................................ 17 
48–56 ................................ 18 
57–67 ................................ 19 
68–81 ................................ 20 
82–101 .............................. 21 
102–130 ............................ 22 
131–175 ............................ 23 
176–257 ............................ 24 
258–449 ............................ 25 
450–1,461 ......................... 26 
1,462–9,999 ...................... 27 

* * * * * 
(h) Applicability dates. The 

requirements in paragraph (c)(2)(iii)(B) 
of this section apply beginning after the 
date final regulations are published in 
the Federal Register. 

Douglas W. O’Donnell, 
Acting Deputy Commissioner for Services and 
Enforcement. 
[FR Doc. 2020–14555 Filed 7–2–20; 4:15 pm] 

BILLING CODE 4830–01–P 

DEPARTMENT OF HOMELAND 
SECURITY 

Coast Guard 

33 CFR Part 100 

[Docket Number USCG–2020–0348] 

RIN 1625–AA08 

Special Local Regulation; Ohio River, 
Owensboro, KY 

AGENCY: Coast Guard, DHS. 
ACTION: Notice of proposed rulemaking. 

SUMMARY: The Coast Guard is proposing 
to establish a temporary special local 
regulation for all navigable waters of the 
Ohio River from mile marker (MM) 754 
.0 to MM 759.0. This action is necessary 
to provide for the safety of life on these 
navigable waters near Owensboro, KY, 
during a high speed boat race on August 
14, 2020 through August 16, 2020. This 
proposed rulemaking would prohibit 
persons and vessels from being in the 
regulated area unless authorized by the 
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Section 27 
 
 
 

December 2007  
Student Exception Change 

(Single Parent Rule) 
 



Excerpt from H.R. 3648: Mortgage Forgiveness Debt Relief Act of 2007 (enacted 
12/07) 
 

SEC. 6. CLARIFICATION OF STUDENT HOUSING ELIGIBLE FOR LOW-
INCOME HOUSING CREDIT. 

(a) In General- Subclause (I) of section 42(i)(3)(D)(ii) of the Internal Revenue Code of 
1986 (relating to certain students not to disqualify unit) is amended to read as follows: 

`(I) single parents and their children and such parents are not 
dependents (as defined in section 152, determined without regard to 
subsections (b)(1), (b)(2), and (d)(1)(B) thereof) of another individual 
and such children are not dependents (as so defined) of another 
individual other than a parent of such children, or.'.

(b) Effective Date- The amendment made by this section shall apply to-- 

(1) housing credit amounts allocated before, on, or after the date of the 
enactment of this Act, and 

(2) buildings placed in service before, on, or after such date to the extent 
paragraph (1) of section 42(h) of the Internal Revenue Code of 1986 does not 
apply to any building by reason of paragraph (4) thereof. 
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relied upon as authoritative interpretations.

INCOME TAX

Rev. Rul. 2008–47, page 760.
Interest rates; underpayments and overpayments. The
rates of interest determined under section 6621 of the Code
for the calendar quarter beginning October 1, 2008, will be 6
percent for overpayments (5 percent in the case of a corpo-
ration), 6 percent for underpayments, and 8 percent for large
corporate underpayments. The rate of interest paid on the por-
tion of a corporate overpayment exceeding $10,000 will be 3.5
percent.

T.D. 9420, page 750.
Final regulations under section 42 of the Code, concerning the
low-income housing tax credit, update the utility allowances
regulations to provide new options for estimating tenant utility
costs.

REG–120844–07, page 770.
Proposed regulations under section 460 of the Code would
amend the regulations as they apply to certain long-term con-
struction contracts that qualify as home construction contracts
under section 460(e)(6) and to certain changes in method of
accounting for long-term contracts. A public hearing is sched-
uled for December 5, 2008.

REG–106251–08, page 774.
Proposed regulations under section 423 of the Code provide
the requirements that must be satisfied in order for a plan to
meet the definition of an employee stock purchase plan. Sec-
tion 423 also addresses the individual income tax treatment
of stock acquired pursuant to an option granted under an em-
ployee stock purchase plan. The regulations update the exist-
ing regulations and provide additional guidance in certain ar-
eas.

Notice 2008–76, page 768.
This notice addresses the application of section 382 of the
Code in the case of certain acquisitions made pursuant to the
Housing and Economic Recovery Act of 2008.

EMPLOYEE PLANS

REG–106251–08, page 774.
Proposed regulations under section 423 of the Code provide
the requirements that must be satisfied in order for a plan to
meet the definition of an employee stock purchase plan. Sec-
tion 423 also addresses the individual income tax treatment
of stock acquired pursuant to an option granted under an em-
ployee stock purchase plan. The regulations update the exist-
ing regulations and provide additional guidance in certain ar-
eas.

EXEMPT ORGANIZATIONS

Rev. Proc. 2008–55, page 768.
This procedure provides guidance with respect to the classifi-
cation of Indian tribal entities that the Service recognizes as In-
dian Tribal Governments under sections 7701(a)(40) and 7871
of the Code. The procedure has been coordinated with a list
of federally recognized tribes published by the Department of
Interior, Bureau of Indian Affairs. Rev. Proc. 2002–64 super-
seded.

(Continued on the next page)
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ESTATE TAX

T.D. 9421, page 755.
Final regulations under section 2642(a)(3) of the Code provide
guidance regarding the generation-skipping transfer (GST) tax
consequences of the severance of a trust in a manner that is
effective under state law, but that does not meet the require-
ments of a qualified severance under section 2642(a)(3). The
regulations also provide guidance regarding the GST tax con-
sequences of a qualified severance of a trust with an inclusion
ratio between zero and one into more than two resulting trusts.
In addition, the regulations provide special funding rules appli-
cable to the non-pro rata division of certain assets between or
among resulting trusts.
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Part I. Rulings and Decisions Under the Internal Revenue Code
of 1986
Section 42.—Low-Income
Housing Credit

26 CFR 1.42–10: Utility allowances.

T.D. 9420

DEPARTMENT OF THE
TREASURY
Internal Revenue Service
26 CFR Part 1

Section 42 Utility Allowance
Regulations Update

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final Regulations.

SUMMARY: This document contains fi-
nal regulations that amend the utility al-
lowances regulations concerning the low-
income housing tax credit. The final reg-
ulations update the utility allowance regu-
lations to provide new options for estimat-
ing tenant utility costs. The final regula-
tions affect owners of low-income housing
projects who claim the credit, the tenants
in those low-income housing projects, and
the State and local housing credit agencies
that administer the credit.

DATES: Effective Date: These regulations
are effective July 29, 2008.

Applicability Date: For dates of appli-
cability, see §1.42–12(a)(4).

FOR FURTHER INFORMATION
CONTACT: David Selig (202) 622–3040
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

This document contains amendments
to the Income Tax Regulations (26 CFR
Part 1) relating to the low-income hous-
ing credit under section 42 of the Internal
Revenue Code (Code). On June 19, 2007,
the IRS and Treasury Department pub-
lished in the Federal Register proposed

regulations under section 42(g)(2)(B)(ii)
(REG–128274–03, 2007–33 I.R.B. 356
[72 FR 33703]). Written and electronic
comments responding to the proposed reg-
ulations were received and a public hear-
ing was held on the proposed regulations
on October 9, 2007. After consideration
of all the comments, the proposed regu-
lations are adopted as amended by this
Treasury decision.

General Overview

Section 42(a) provides that, for pur-
poses of section 38, the amount of the
low-income housing credit determined un-
der section 42 for any taxable year in the
credit period is an amount equal to the ap-
plicable percentage of the qualified basis
of each qualified low-income building. A
qualified low-income building is defined
in section 42(c)(2) as any building that
is part of a qualified low-income housing
project.

A qualified low-income housing project
is defined in section 42(g)(1) as any project
for residential rental property if the project
meets one of the following tests elected by
the taxpayer: (1) at least 20 percent of the
residential units in the project are rent-re-
stricted and occupied by individuals whose
income is 50 percent or less of area me-
dian gross income; or (2) at least 40 per-
cent of the residential units in the project
are rent-restricted and occupied by indi-
viduals whose income is 60 percent or less
of area median gross income. If a taxpayer
does not meet the elected test, the project
is not eligible for the section 42 credit.

Under section 42(g)(4), section
142(d)(2)(B) applies when determin-
ing whether any project is a qualified
low-income housing project under section
42(g)(1). Section 142(d)(2)(B) provides
that the income of individuals and area
median gross income is determined by
the Secretary in a manner consistent with
determinations of lower income families
and area median gross income under sec-
tion 8 of the United States Housing Act
of 1937. Under Rev. Rul. 94–57, 1994–2
C.B. 5, taxpayers may rely on a list of in-
come limits released by the Department of
Housing and Urban Development (HUD)

until 45 days after HUD releases a new list
of income limits, or until HUD’s effective
date for the new list, whichever is later.

In order to qualify as a rent-restricted
unit within the meaning of section
42(g)(2), the gross rent for the unit must
not exceed 30 percent of the imputed in-
come limitation applicable to the unit.
Section 42(g)(2)(B)(ii) requires the inclu-
sion in gross rent of a utility allowance
determined by the Secretary after taking
into account the determinations under sec-
tion 8 of the United States Housing Act of
1937.

Section 1.42–10(a) provides that if
utility costs (other than telephone) for a
residential rental unit are paid directly by
the tenant, then the gross rent for that unit
includes the applicable utility allowance
as determined under § 1.42–10. Section
1.42–10(b) provides rules for calculating
the appropriate utility allowance based
upon whether (1) the building receives
rental assistance from the Farmers Home
Administration (FmHA), now known as
the Rural Housing Service; (2) the build-
ing has any tenant that receives FmHA
rental assistance; (3) the building is not
described in (1) or (2) above and the
building’s rents and utility allowances are
reviewed by HUD on an annual basis; or
(4) the building is not described in (1), (2),
or (3) above (other buildings).

Currently, under §1.42–10(b)(4), other
buildings generally use the applicable Pub-
lic Housing Authority (PHA) utility al-
lowance established for the Section 8 Ex-
isting Housing Program or use a local util-
ity company estimate. The local utility
company estimate may be obtained by any
interested party (including a low-income
tenant, a building owner, or a State or local
housing credit agency (Agency)).

The proposed regulations proposed
two additional options for calculating util-
ity allowances. The first option would
permit a building owner to obtain a util-
ity estimate for each unit in a building
from the Agency that has jurisdiction
over the building (the Agency estimate).
The Agency estimate must take into ac-
count the local utility rates data, property
type, climate variables by region in the
State, taxes and fees on utility charges,
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and property building materials and me-
chanical systems. An Agency may also
use actual utility company usage data and
rates for the building. The second option
would permit a building owner to calcu-
late utility allowances using the “HUD
Utility Schedule Model” found on the
Low-Income Housing Tax Credits page
at www.huduser.org/datasets/lihtc.html
(or successor URL). The HUD Utility
Schedule Model is based on data from the
Residential Energy Consumption Survey
(RECS) conducted by the Department
of Energy. RECS data provides energy
consumption by structure for heating, air
conditioning, cooking, water heating, and
other electric (lighting and refrigeration).
The HUD Utility Schedule Model incor-
porates building location and climate.

Summary of Comments and
Explanation of Changes

Exclusions from utility allowance

Prior to these final regulations,
§1.42–10(a) provided for the exclusion of
telephone costs in determining the amount
of the utility allowance to be included
in gross rent. The proposed regulations
excluded cable television costs as well as
telephone costs. The final regulations re-
tain the exclusions for cable television and
telephone costs and also exclude Internet
costs. The IRS and Treasury Department
believe it is appropriate to exclude cable
television and Internet costs as compara-
ble to telephone costs.

Additional option for determining utility
allowances

Commentators stated that the Agency
estimate in the proposed regulations may
be administratively burdensome for some
Agencies. As an alternative, commenta-
tors suggested adding an option that would
allow utility estimates to be calculated by
a state-certified engineer or other qualified
professional. The commentators specified
that, under this option, computer software
could be developed that would estimate the
energy or water and sanitary sewer service
cost for each type of unit in a building. The
estimates would be determined based on
the applicable current local utility billing
rate schedule and would be applied to all
comparable units in the building using spe-

cific information about the design, materi-
als, equipment, and location of the build-
ing.

A computer software model that incor-
porates specific information about the de-
sign and location of the building for which
the utility allowances are being developed,
and that can be updated with actual con-
sumption data and with consumption es-
timates as new efficiency measures and
improvements are undertaken, would pro-
vide more accurate estimates of utility con-
sumption. Therefore, the final regulations
also include a new option allowing build-
ing owners to retain the services of a qual-
ified professional to calculate utility al-
lowances based on an energy consumption
model.

The use of this new option is subject to
several special rules. First, the energy con-
sumption model must, at a minimum, take
into account specific factors including, but
not limited to, unit size, building orienta-
tion, design and materials, mechanical sys-
tems, appliances, and characteristics of the
building location. Second, the utility es-
timates must be calculated by either (1) a
properly licensed engineer or (2) a quali-
fied professional approved by the Agency
that has jurisdiction over the building (to-
gether, qualified professional). The qual-
ified professional and the building owner
must not be related within the meaning of
section 267(b) or 707(b). Third, the build-
ing owner must furnish a copy of the es-
timates derived from the energy consump-
tion model to the Agency and make copies
of the estimates available to all tenants in
the building. Finally, the building owner
must pay for all costs incurred in obtain-
ing the utility estimates from the qualified
professional and providing the estimates to
the Agency and tenants.

Default option/option ordering

One commentator suggested that the fi-
nal regulations should provide a default
option because, in the absence of a de-
finitive standard for determining utility al-
lowances, building owners would use the
option that yields the lowest utility esti-
mates. Commentators further requested
clarification as to which option should be
used when multiple options are available,
whether building owners may use different
options for different utilities, and whether

owners may change the options used for
calculating utilities from time to time.

An energy consumption model devel-
oped by a qualified professional that takes
into account specific information about
the design and location of the building for
which the utility allowances are being de-
veloped should produce the most accurate
utility estimates. It is expected that this
more accurate model will be the model
most commonly used by most building
owners, particularly those with buildings
that are not very old. However, if a build-
ing owner selects an option that yields
higher utility allowances, the building
owner should be free to accept a lower
amount of rent from tenants. Therefore,
there is no need for a stated default option
or option ordering rule. Further, the final
regulations neither prohibit using different
options for different utilities nor prohibit
changing the options used for calculating
utilities. If an Agency determines that a
building owner has understated the util-
ity allowances for the building under the
particular option chosen by the owner
for calculating the utility allowance, and
the building’s units are not rent-restricted
units under section 42(g)(2) as a result, the
Agency must report the noncompliance on
Form 8823, Low-Income Housing Credit
Agencies Report of Noncompliance or
Building Disposition.

Application of newly calculated utility
allowances

Under current §1.42–10(c) of the regu-
lations, if the applicable utility allowance
for units changes, the new utility al-
lowance must be used to compute gross
rent of rent-restricted units due 90 days
after the change (the 90-day period). The
proposed regulations limited the effec-
tive date of any new utility allowances
to the earlier of the date the building
has achieved 90 percent occupancy for
a period of 90 consecutive days or the
end of the first year of the credit period.
The proposed regulations also modified
§1.42–10(c) by requiring that a building
owner must review at least annually the
basis on which utility allowances have
been established and must update the ap-
plicable utility allowance. The review
must take into account any changes to the
building such as any energy conservation
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measures that affect energy consumption
and changes in utility rates.

Commentators suggested that building
owners should be obligated to adjust utility
allowances when utility rates increase by
a stated percentage, for example, 10 per-
cent, which is the rule for revising util-
ity allowance schedules for PHAs under
24 CFR 982.517(c). This HUD rule pro-
vides that a PHA must review its schedule
of utility allowances each year and revise
its allowance for a utility category if the
utility rate has changed by 10 percent or
more since the utility allowance schedule
was last revised. The commentators did
not address decreases in utility rates. A
commentator also suggested that the final
regulations should require an Agency to
review or have owners review local utility
rates quarterly to determine if rates have
increased sufficiently to require an adjust-
ment. A different commentator suggested
limiting reviews to no more than once per
year.

The IRS and Treasury Department do
not believe that fluctuations in utility rates
within a given year should trigger recal-
culations of utility allowances more than
once a year. The IRS and Treasury De-
partment do not believe that the additional
burden of updating the utility allowances
more than once a year is warranted at this
time. Utility rates generally do not change
more than once a year, and yearly updated
utility allowances would reflect average
rates applicable to all tenants in a build-
ing from year to year. Therefore, the fi-
nal regulations require building owners to
calculate new utility allowances once dur-
ing the calendar year regardless of any
percentage change in utility rates. Build-
ing owners may choose, however, to cal-
culate new utility allowances more fre-
quently than once during the calendar year
provided the owner complies with the re-
quirements of these regulations, includ-
ing the notification requirements to the
Agency and tenants.

Another commentator suggested that
new utility allowances should be imple-
mented within 90 days after HUD pub-
lishes its annual income limits (which are
used in determining section 42 rents), but
in no case later than June 30 of any year.
Section 42 rents under section 42(g)(2)
may or may not increase depending on
HUD’s calculation of area median gross
income. Therefore, the IRS and Treasury

Department do not believe that the rules
should require that the effective date of
any new utility allowance coincide with
the section 42 effective date of HUD’s
income lists. Building owners, however,
may choose to implement any new utility
allowances on the section 42 effective date
of HUD’s income lists.

To bring financial stability to a project
during the beginning of its operations, the
final regulations clarify that the building
owner is not required to review the util-
ity allowances, or implement new utility
allowances, until the earlier of the date
the building has achieved 90 percent occu-
pancy for a period of 90 consecutive days
or the end of the first year of the credit pe-
riod.

Procedural safeguards for tenants

One commentator made several rec-
ommendations regarding procedural safe-
guards for tenants including: owners
should be required to give tenants 30 days
notice before the effective date of any util-
ity allowance; tenants should be provided
with all information used in calculating
the utility allowances; tenants should be
given the opportunity to comment on the
proposed allowances; and owners should
be required to review those comments
prior to the utility allowances becoming
effective. The commentator believed that
the new options for determining utility
allowances should be available only after
one full year of occupancy and one full
year after the building is placed in service.
A commentator also recommended that a
building owner should be allowed to use
the new options only if the owner provides
all data to the Agency no later than Febru-
ary 15 and the Agency informs the owner
whether the proposed utility allowances
are approved by March 31.

To provide tenants with the oppor-
tunity to comment on proposed utility
allowances to the Agency and building
owner, the final regulations apply the
existing disclosure requirement under cur-
rent §1.42–10(b)(4)(ii)(B) (regarding the
utility company estimate) to an owner us-
ing a utility company estimate, the HUD
Utility Schedule Model, or an energy con-
sumption model. Therefore, an owner
must submit copies of the proposed utility
allowances to the Agency and make the
proposed utility allowances available to

all tenants in the building at the beginning
of the 90-day period before the utility al-
lowances are used in determining the gross
rents of rent-restricted units. Similarly,
the final regulations require that any util-
ity estimates obtained under the Agency
estimate option must be made available to
all tenants in the building at the beginning
of the 90-day period. An Agency may
continue to require additional information
from the owner during the 90-day period.

Commentators suggested that the fi-
nal regulations should limit the use of
the HUD Utility Schedule Model to data
for a twelve-month period ending in the
most recent calendar year and require
the owner to certify the accuracy of the
data and the calculations of the utility
allowances. However, the HUD Utility
Schedule Model already incorporates con-
sumption data derived from RECS data.
Thus, building owners using this option
need not be required to use consumption
data for any particular twelve-month pe-
riod. These final regulations, however,
provide that the use of the energy con-
sumption model is limited to consumption
data for a twelve-month period ending no
earlier than 60 days prior to the begin-
ning of the 90-day period. In the case of
newly constructed or renovated buildings
with less than twelve months of consump-
tion data, the energy consumption model
allows a qualified professional to use con-
sumption data for the twelve-month period
of units of similar size and construction in
the geographic area in which the building
containing the units is located. Further,
the final regulations require that utility
rates used for the HUD Utility Schedule
Model, the Agency estimate option, and
the energy consumption model must be no
older than the rates in place 60 days prior
to the beginning of the 90-day period.

In addition to these safeguards, if an
Agency determines that a building owner
has understated the utility allowances for
the owner’s building under the particular
option chosen, and, therefore, some or all
of the units in the building are not rent-re-
stricted units under section 42(g)(2), then
the Agency must report the noncompliance
to the Service on Form 8823, Low-Income
Housing Credit Agencies Report of Non-
compliance or Building Disposition.

Commentators requested that building
owners should be required to certify the es-
timate and the accuracy of the data used
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under the new options. Because Agencies
may request additional information at any
time during their mandatory review of pro-
posed utility allowances, and must report
any noncompliance to the Service, the final
regulations do not require building owners
to provide such certification.

Utility allowances for tenants with special
needs

One commentator suggested that the
calculation of utility allowances should
take into account any special needs ten-
ants such as people with disabilities who
require high energy consumption equip-
ment. Section 42 does not require that the
owner’s calculation of utility allowances
be based on a tenant’s particular use of
utility services. If such a requirement were
imposed, owners and Agencies would
have to determine the utility allowance
for the tenants in each unit, as opposed
to allowances based on the size of the
unit, which would greatly increase burden.
Additionally, it is unclear whether it is
appropriate to implement rules that might
encourage tenants to be indifferent to their
energy consumption. Such indifference
could lead to cost overruns by owners, and
the viability of low-income housing could
be jeopardized. Therefore, the final reg-
ulations do not require the calculation of
utility allowances based on consumption
by particular tenants.

Calculation of utility company estimate
option for deregulated utilities

Section 1.42–10(b)(4)(ii)(B) currently
provides that any interested party (in-
cluding an owner, low-income tenant, or
Agency) may obtain a local utility com-
pany estimate for a unit. The estimate
is obtained when the interested party re-
ceives, in writing, information from a local
utility company providing the estimated
cost of that utility for a unit of similar size
and construction for the geographic area in
which the building containing the units is
located. In light of utility services deregu-
lation, the proposed regulations proposed
to amend this option by requiring the inter-
ested party to obtain cost estimates from
the local utility company that include com-
bined rate charges from multiple utility
companies.

Commentators thought this proposed
amendment would require the interested

party to obtain utility consumption esti-
mates from every utility company pro-
viding the same utility service and stated
that this would present an unworkable
administrative burden in deregulated juris-
dictions with multiple utility providers. In
some jurisdictions, many utility providers
may be available for a given building. The
proposed amendment was not intended
to require the interested party to obtain
utility consumption estimates from every
utility company providing the same utility
service. The amendment was proposed
to address deregulation by requiring the
interested party to obtain estimates for all
the components of the utility service if the
service is divided between two or more
types of service providers (for example,
electric generation and electric transmis-
sion). The final regulations clarify that,
in the case of deregulated utility services,
the interested party is required to obtain
an estimate from only one utility company
even if multiple companies can provide
the same utility service to a unit. How-
ever, the utility company furnishing the
estimate must offer utility services to the
building in order for that utility company’s
rates to be used in calculating utility al-
lowances. The estimate should include
all component charges for providing the
utility service.

Agency costs/administrative burden

One commentator requested that spe-
cific language be added to address when
Agencies may charge a reasonable fee for
making a determination pursuant to the
Agency estimate option, and who bears the
fee when a particular option is used. The
proposed regulations provided that costs
incurred in obtaining an Agency estimate
are borne by the building owner. The final
regulations adopt this provision, and fur-
ther require building owners to pay for all
costs incurred in obtaining the estimates
under the HUD Utility Schedule Model
and the energy consumption model and in
providing estimates to Agencies and ten-
ants.

Effective/applicability date

The proposed regulations were pro-
posed to be effective for taxable years
beginning on or after the date of publica-
tion of the final regulations in the Federal
Register. A commentator suggested that

the final regulations be effective earlier on
the basis that if they are published after
2007, they would not be effective until
2009 for calendar year taxpayers. The IRS
and Treasury Department believe that the
burden associated with an earlier effective
date is not warranted. Therefore, the final
regulations do not adopt this suggestion.
However, in order to allow a building
owner to implement the utility allowances
as of the first day of the owner’s taxable
year beginning on or after July 29, 2008,
the final regulations provide that taxpay-
ers may rely on the rules for determining
utility allowances before the first day of
the owner’s taxable year beginning on or
after July 29, 2008 provided that any util-
ity allowances so calculated are effective
no earlier than the first day of the owner’s
taxable year beginning on or after July 29,
2008.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Or-
der 12866. Therefore, a regulatory assess-
ment is not required. It has also been de-
termined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations.
It is hereby certified that the collection
of information in these regulations will
not have a significant economic impact
on a substantial number of small entities.
This certification is based on the fact that
the information has previously been re-
viewed and approved under OMB con-
trol number 1545–1102, and that the in-
formation required by these final regula-
tions adds no new burden to the existing
requirements. Accordingly, a Regulatory
Flexibility Analysis under the provisions
of the Regulatory Flexibility Act (5 U.S.C.
chapter 6) is not required. Pursuant to
section 7805(f) of the Code, the notice of
proposed rulemaking was submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

Drafting Information

The principal author of these regula-
tions is David Selig, Office of the Asso-
ciate Chief Counsel (Passthroughs and
Special Industries), IRS. However, other
personnel from the IRS and Treasury
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Department participated in their develop-
ment.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.42–10 is amended by:
1. Revising the first sentence of para-

graph (a).
2. Revising paragraphs (b)(1), (b)(2),

and (b)(3), and the introductory text of
paragraph (b)(4).

3. Adding two sentences at the end of
paragraph (b)(4)(ii)(A).

4. Adding three sentences after the sec-
ond sentence in paragraph (b)(4)(ii)(B).

5. Adding paragraphs (b)(4)(ii)(C),
(b)(4)(ii)(D), and (b)(4)(ii)(E).

6. Revising paragraph (c).
7. Adding paragraph (d).
The additions and revisions read as fol-

lows:

§1.42–10 Utility allowances.

(a) * * * If the cost of any utility (other
than telephone, cable television, or Inter-
net) for a residential rental unit is paid
directly by the tenant(s), and not by or
through the owner of the building, the
gross rent for that unit includes the appli-
cable utility allowance determined under
this section. * * *

(b) Applicable utility allowances—(1)
Buildings assisted by the Rural Housing
Service. If a building receives assistance
from the Rural Housing Service (RHS-as-
sisted building), the applicable utility
allowance for all rent-restricted units in
the building is the utility allowance de-
termined under the method prescribed by
the Rural Housing Service (RHS) for the
building (whether or not the building or its
tenants also receive other state or federal
assistance).

(2) Buildings with Rural Housing Ser-
vice assisted tenants. If any tenant in
a building receives RHS rental assistance
payments (RHS tenant assistance), the ap-

plicable utility allowance for all rent-re-
stricted units in the building (including
any units occupied by tenants receiving
rental assistance payments from the De-
partment of Housing and Urban Develop-
ment (HUD)) is the applicable RHS utility
allowance.

(3) Buildings regulated by the Depart-
ment of Housing and Urban Development.
If neither a building nor any tenant in the
building receives RHS housing assistance,
and the rents and utility allowances of the
building are reviewed by HUD on an an-
nual basis (HUD-regulated building), the
applicable utility allowance for all rent-re-
stricted units in the building is the applica-
ble HUD utility allowance.

(4) Other buildings. If a building is nei-
ther an RHS-assisted nor a HUD-regulated
building, and no tenant in the building re-
ceives RHS tenant assistance, the appli-
cable utility allowance for rent-restricted
units in the building is determined under
the following methods.

* * * * *
(ii) * * * (A) * * * However, if a local

utility company estimate is obtained for
any unit in the building under paragraph
(b)(4)(ii)(B) of this section, a State or
local housing credit agency (Agency) pro-
vides a building owner with an estimate
for any unit in a building under paragraph
(b)(4)(ii)(C) of this section, a cost estimate
is calculated using the HUD Utility Sched-
ule Model under paragraph (b)(4)(ii)(D) of
this section, or a cost estimate is calculated
by an energy consumption model under
paragraph (b)(4)(ii)(E) of this section, then
the estimate under paragraph (b)(4)(ii)(B),
(C), (D), or (E) becomes the applicable
utility allowance for all rent-restricted
units of similar size and construction in
the building. Paragraphs (b)(4)(ii)(B), (C),
(D), and (E) of this section do not apply
to units to which the rules of paragraphs
(b)(1), (2), (3), or (4)(i) of this section
apply.

(B) * * * In the case of deregulated util-
ity services, the interested party is required
to obtain an estimate only from one utility
company even if multiple companies can
provide the same utility service to a unit.
However, the utility company must offer
utility services to the building in order for
that utility company’s rates to be used in
calculating utility allowances. The esti-
mate should include all component dereg-

ulated charges for providing the utility ser-
vice. * * *

(C) Agency estimate. A building owner
may obtain a utility estimate for each
unit in the building from the Agency that
has jurisdiction over the building pro-
vided the Agency agrees to provide the
estimate. The estimate is obtained when
the building owner receives, in writing,
information from the Agency providing
the estimated per-unit cost of the utilities
for units of similar size and construc-
tion for the geographic area in which the
building containing the units is located.
The Agency estimate may be obtained
by a building owner at any time during
the building’s extended use period (see
section 42(h)(6)(D)). Costs incurred in
obtaining the estimate are borne by the
building owner. In establishing an ac-
curate utility allowance estimate for a
particular building, an Agency (or an agent
or other private contractor of the Agency
that is a qualified professional within the
meaning of paragraph (b)(4)(ii)(E) of this
section) must take into account, among
other things, local utility rates, property
type, climate and degree-day variables
by region in the State, taxes and fees on
utility charges, building materials, and
mechanical systems. If the Agency uses
an agent or other private contractor to
calculate the utility estimates, the agent or
contractor and the owner must not be re-
lated within the meaning of section 267(b)
or 707(b). An Agency may also use actual
utility company usage data and rates for
the building. However, use of the Agency
estimate is limited to the building’s con-
sumption data for the twelve-month period
ending no earlier than 60 days prior to
the beginning of the 90-day period under
paragraph (c)(1) of this section and utility
rates used for the Agency estimate must
be no older than the rates in place 60 days
prior to the beginning of the 90-day period
under paragraph (c)(1) of this section. In
the case of newly constructed or renovated
buildings with less than 12 months of con-
sumption data, the Agency (or an agent
or other private contractor of the Agency
that is a qualified professional within the
meaning of paragraph (b)(4)(ii)(E) of this
section) may use consumption data for the
12-month period of units of similar size
and construction in the geographic area in
which the building containing the units is
located.
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(D) HUD Utility Schedule Model. A
building owner may calculate a utility
estimate using the “HUD Utility Sched-
ule Model” that can be found on the
Low-Income Housing Tax Credits page
at www.huduser.org/datasets/lihtc.html (or
successor URL). Utility rates used for the
HUD Utility Schedule Model must be no
older than the rates in place 60 days prior
to the beginning of the 90-day period un-
der paragraph (c)(1) of this section.

(E) Energy consumption model. A
building owner may calculate utility es-
timates using an energy and water and
sewage consumption and analysis model
(energy consumption model). The energy
consumption model must, at a minimum,
take into account specific factors includ-
ing, but not limited to, unit size, building
orientation, design and materials, mechan-
ical systems, appliances, and characteris-
tics of the building location. The utility
consumption estimates must be calculated
by either a properly licensed engineer
or a qualified professional approved by
the Agency that has jurisdiction over the
building (together, qualified professional),
and the qualified professional and the
building owner must not be related within
the meaning of section 267(b) or 707(b).
Use of the energy consumption model is
limited to the building’s consumption data
for the twelve-month period ending no
earlier than 60 days prior to the begin-
ning of the 90-day period under paragraph
(c)(1) of this section, and utility rates used
for the energy consumption model must
be no older than the rates in place 60 days
prior to the beginning of the 90-day period
under paragraph (c)(1) of this section. In
the case of newly constructed or reno-
vated buildings with less than 12 months
of consumption data, the qualified profes-
sional may use consumption data for the
12-month period of units of similar size
and construction in the geographic area in
which the building containing the units is
located.

(c) Changes in applicable utility al-
lowance—(1) In general. If, at any time
during the building’s extended use pe-
riod (as defined in section 42(h)(6)(D)),
the applicable utility allowance for units
changes, the new utility allowance must
be used to compute gross rents of the units
due 90 days after the change (the 90-day
period). For example, if rent must be

lowered because a local utility company
estimate is obtained that shows a higher
utility cost than the otherwise applica-
ble PHA utility allowance, the lower rent
must be in effect for rent due at the end
of the 90-day period. A building owner
using a utility company estimate under
paragraph (b)(4)(ii)(B) of this section, the
HUD Utility Schedule Model under para-
graph (b)(4)(ii)(D) of this section, or an
energy consumption model under para-
graph (b)(4)(ii)(E) of this section must
submit copies of the utility estimates to
the Agency that has jurisdiction over the
building and make the estimates available
to all tenants in the building at the begin-
ning of the 90-day period before the utility
allowances can be used in determining
the gross rent of rent-restricted units. An
Agency may require additional informa-
tion from the owner during the 90-day
period. Any utility estimates obtained
under the Agency estimate under para-
graph (b)(4)(ii)(C) of this section must
also be made available to all tenants in the
building at the beginning of the 90-day pe-
riod. The building owner must pay for all
costs incurred in obtaining the estimates
under paragraphs (b)(4)(ii)(B), (C), (D),
and (E) of this section and providing the
estimates to the Agency and the tenants.
The building owner is not required to re-
view the utility allowances, or implement
new utility allowances, until the building
has achieved 90 percent occupancy for
a period of 90 consecutive days or the
end of the first year of the credit period,
whichever is earlier.

(2) Annual review. A building owner
must review at least once during each cal-
endar year the basis on which utility al-
lowances have been established and must
update the applicable utility allowance in
accordance with paragraph (c)(1) of this
section. The review must take into account
any changes to the building such as any
energy conservation measures that affect
energy consumption and changes in utility
rates.

(d) Record retention. The building
owner must retain any utility consump-
tion estimates and supporting data as part
of the taxpayer’s records for purposes of
§1.6001–1(a).

Par. 3. Section 1.42–12 is amended by
adding paragraph (a)(4) to read as follows:

§1.42–12 Effective dates and transitional
rules.

(a) * * *
(4) Utility allowances. The first

sentence in §1.42–10(a), §1.42–10(b)(1),
(2), (3), and (4), the last two sen-
tences in §1.42–10(b)(4)(ii)(A),
the third, fourth, and fifth sen-
tences in §1.42–10(b)(4)(ii)(B),
§1.42–10(b)(4)(ii)(C), (D), and (E), and
§1.42–10(c) and (d) are applicable to a
building owner’s taxable years beginning
on or after July 29, 2008. Taxpayers
may rely on these provisions before the
beginning of the building owner’s taxable
year beginning on or after July 29, 2008
provided that any utility allowances
calculated under these provisions are
effective no earlier than the first day of the
building owner’s taxable year beginning
on or after July 29, 2008. The utility al-
lowances provisions that apply to taxable
years beginning before July 29, 2008 are
contained in §1.42–10 (see 26 CFR part 1
revised as of April 1, 2008).

Linda E. Stiff,
Deputy Commissioner for
Services and Enforcement.

Approved July 20, 2008.

Eric Solomon,
Assistant Secretary of

the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on July 28, 2008,
8:45 a.m., and published in the issue of the Federal Register
for July 29, 2008, 73 F.R. 43863)

Section 2642.—Inclusion
Ratio
26 CFR 2642–6: Qualified severance.

T.D. 9421

Department of the Treasury
Internal Revenue Service
26 CFR Part 26

Severance of a Trust for
Generation-Skipping Transfer
(GST) Tax Purposes

AGENCY: Internal Revenue Service
(IRS), Department of the Treasury (Trea-
sury).
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ACTION: Final regulations.

SUMMARY: This document contains fi-
nal regulations providing guidance regard-
ing the generation-skipping transfer (GST)
tax consequences of the severance of a
trust in a manner that is effective under
state law, but that does not meet the re-
quirements of a qualified severance under
section 2642(a)(3) of the Internal Revenue
Code (Code). These final regulations also
provide guidance regarding the GST tax
consequences of a qualified severance of a
trust with an inclusion ratio between zero
and one into more than two resulting trusts.
These final regulations also provide spe-
cial funding rules applicable to the non-pro
rata division of certain assets between or
among resulting trusts. The regulations
will affect trusts that are subject to the GST
tax.

DATES: Effective Date: The regulations
are effective July 31, 2008.

Applicability Date: For dates of appli-
cability, see §26.2642–6(k)(1).

FOR FURTHER INFORMATION
CONTACT: Mayer R. Samuels, (202)
622–3090 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

Section 2642(a)(3) was added to the
Code by the Economic Growth and
Tax Relief Reconciliation Act of 2001
(EGTRRA), Public Law 107–16 (115 Stat.
38 (2001). Under section 2642(a)(3), if a
trust is divided into two or more trusts in a
“qualified severance,” the separate trusts
resulting from the severance (resulting
trusts), which may have different inclu-
sion ratios, will be recognized as separate
trusts for GST tax purposes. (As used in
this guidance, “resulting trust” has no re-
lation to a resulting trust recognized under
the common law of trusts and principles
of equity.) Once the resulting trusts are
recognized as separate trusts, the trans-
feror’s lifetime GST tax exemption may
be allocated separately to either trust. In
addition, whether or not a GST taxable
event occurs is determined separately for
each resulting trust.

On August 24, 2004, proposed regula-
tions under section 2642(a)(3) regarding
qualified severances were published in

the Federal Register (REG–145987–03,
2004–2 C.B. 523 [69 FR 51967]). Final
regulations were published on August 2,
2007 (T.D. 9348, 2007–37 I.R.B. 563 [72
FR 42291]). The Treasury Department
and IRS determined that certain comments
received in response to the proposed regu-
lations, and certain additional rules under
section 2642(a)(3), should be addressed in
a separate notice of proposed rulemaking.
On August 2, 2007, the Federal Register
published a notice of proposed rulemaking
(REG–128843–05, 2007–37 I.R.B. 587
[72 FR 42340]) addressing those com-
ments and rules. The IRS received one
submission containing several comments
on the notice of proposed rulemaking. The
comments contained in the submission are
discussed below. No public hearing was
requested or held.

Explanation of Provisions and
Summary of Comments

Section 26.2642–6(d)(4) of the exist-
ing regulations provides that each of the
trusts resulting from a qualified severance
must be funded with a fraction or percent-
age of the original trust, and that the sum
of those fractions or percentages must be
one or one hundred percent, respectively.
The existing regulations provide that this
requirement may be satisfied by the fund-
ing of each resulting trust with that trust’s
fraction or percentage share of each asset
held by the original trust (a pro rata divi-
sion). Section 26.2642–6(d)(4) of the pro-
posed regulations permits the funding of
the resulting trusts on a non-pro rata ba-
sis, provided that a special funding rule
is also satisfied. Specifically, this sec-
tion of the proposed regulations provides
that, if the assets of the original trust are
divided between or among the resulting
trusts on a non-pro rata basis, no discounts
or other reductions from the value of the
asset owned by the original trust, arising by
reason of the division of the original trust’s
interest in the asset between or among the
resulting trusts, are permitted for purposes
of determining the amount used to fund
each resulting trust. Instead, solely for
funding purposes, each resulting trust’s in-
terest in the stock of a closely held cor-
poration, partnership interest, or other as-
set must be valued by multiplying the fair
market value of the asset held in the origi-
nal trust as of the date of severance by the

fractional or percentage interest in that as-
set being distributed to that resulting trust.
Thus, for purposes of the requirements of a
qualified severance, regardless of whether
the funding is done on a pro rata basis,
the cumulative value of the resulting trusts
equals the value of the original trust.

The commentators pointed out that
funding pursuant to this rule would result
in an allocation different from the allo-
cation that would normally be obtained
from funding based on the state law fair
market value standard which would take
the discounts into account. The commen-
tators expressed concern that the resulting
shift in beneficial interests between or
among the resulting trusts could violate
the trustee’s fiduciary duty of impartiality
under applicable state law. Further, the
commentators pointed out that the pro-
posed rule could be avoided through the
post-severance purchase and sale of as-
sets between resulting trusts at fair market
value. The commentators recommended
an alternative funding rule under which
the value of the original trust would be
calculated as the sum of the fair market
value of the assets to be held by the result-
ing trusts.

This recommendation was not adopted
in the final regulations. It is difficult to
see how the fiduciary duty of impartiality
is challenged more by this funding rule
than by a pro rata division of each asset
of the original trust. The funding rule
in the proposed regulations was intended
to facilitate the funding of the resulting
trusts without the cost or need for review
of appraisals of each severed interest, and
thus to improve the administrability of the
severance provisions. This funding rule
produces a bright line test, the same result
whether or not the trust assets are divided
on a pro rata basis, and recognizes that
in many circumstances, where a trust is
severed for tax purposes into two identical
trusts with the same or related beneficia-
ries, any closely held stock or partnership
units divided between the two resulting
trusts are likely to be sold as a unit without
any actual reduction in value that may be
reflected in the claimed discounts. Any
use of post-severance sales between result-
ing trusts to avoid these funding rules may
constitute mere steps in a pre-arranged
transaction.

The commentators pointed out that
the nonqualified severance illustrated in
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§26.2642–6(j), Example 3, of the existing
regulations will result in a taxable event
for GST tax purposes (that is, a taxable
termination or taxable distribution) if that
severance occurs on or after the proposed
regulations are adopted as final. This is
because, under the proposed regulations,
the severed trust is treated as a separate
trust for GST tax purposes. Accordingly,
cautionary language has been added to this
example to the effect that a GST taxable
event will result as a consequence of the
severance.

It was determined that §26.2642–6(j),
Example 12 of the proposed regulations
addresses the same issue covered in Exam-
ple 8 of §26.2654–1(a)(5). Therefore, Ex-
ample 12 has been removed from the final
regulations and the examples have been
renumbered accordingly.

As requested by the commentators, a
new example, §26.2642–6(j), Example 13,
has been added to confirm that a trust re-
sulting from a nonqualified severance may
subsequently be severed in a qualified sev-
erance.

The commentators noted that
the proposed regulations under
§26.2654–1(a)(1)(iii) address the treat-
ment of severances resulting in separate
trusts that are required under the terms
of a trust instrument (mandatory sever-
ances) but that are neither severances
otherwise recognized under section 2654
nor qualified severances under section
2642. The proposed regulations conclude
that the separate shares or trusts resulting
from such a severance, if recognized as
separate trusts under state law, will be
recognized as separate for GST tax pur-
poses. The commentators questioned why
the proposed changes to the regulations
under section 2654 must address those
severances that result in separate trusts
when this issue is already addressed in
§26.2642–6(h) of the proposed regulations
dealing with nonqualified severances.
Section 26.2654–1(a)(1)(iii) was intended
to address only mandatory severances
that, as with the other types of severances
covered by §26.2654–1(a), are dictated by
the terms of the trust. On the other hand,
§26.2642–6(h) addresses discretionary
severances, that is, severances that are
elective and within the discretion of the
trustee. The severances described in
§26.2654–1 are governed by that section.

Therefore, the proposed addition to this
section has not been removed.

The proposed regulations under sec-
tion 2654 state a general rule that separate
shares or trusts resulting from a mandatory
severance, that are recognized as separate
trusts for GST tax purposes, will not be
treated as separate trusts for purposes of
filing income tax returns or calculating
any other taxes. The comments noted that
this statement should not apply to shares
or trusts that are recognized as separate
trusts under local law. Rather, this state-
ment should apply only to separate shares
created within a single trust that are not
recognized under local law as separate
trusts. The final regulations reflect this
change.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required. It also has been deter-
mined that section 553(b) of the Admin-
istrative Procedure Act (5 U.S.C. chapter
5) applies only to §26.2642–6(d)(7)(iii) of
these regulations. It is hereby certified that
this provision will not have a significant
economic impact on a substantial number
of small entities. Accordingly, a Regula-
tory Flexibility Analysis is not required.
This provision directly affects individuals,
not entities. Because the remaining sec-
tions of these regulations do not impose
on small entities a collection of informa-
tion requirement, the Regulatory Flexibil-
ity Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Code,
the notice of proposed rulemaking preced-
ing these regulations was submitted to the
Small Business Administration for com-
ment on their impact on small business.

Drafting Information

The principal author of these final regu-
lations is Mayer R. Samuels, Office of the
Associate Chief Counsel (Passthroughs
and Special Industries), IRS. Other person-
nel from the IRS and Treasury participated
in their development.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 26 is
amended as follows:

PART 26—GENERATION-SKIPPING
TRANSFER TAX REGULATIONS
UNDER THE TAX REFORM ACT OF
1986

Paragraph 1. The authority citation for
part 26 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. In §26.2600–1, the table of

contents is amended by adding the entry
for §26.2642–6(h) to read as follows:

§26.2600–1 Table of contents.

* * * * *

§26.2642–6 Qualified severance.

* * * * *
(h) Treatment of trusts resulting from a

severance that is not a qualified severance.

* * * * *
Par. 3. Section 26.2642–6 is amended

as follows:
1. Paragraphs (d)(4) and (d)(7) are re-

vised.
2. Paragraph (h) is added.
3. Paragraph (j) Example 3 is revised.
4. Paragraph (j) Examples 6, 9, 12, and

13 are added.
5. Paragraph (k)(1) is revised.
The additions and revisions read as fol-

lows:

§26.2642–6 Qualified severance.

* * * * *
(d) * * *
(4) The single trust (original trust) is

severed on a fractional basis, such that
each new trust (resulting trust) is funded
with a fraction or percentage of the orig-
inal trust, and the sum of those fractions
or percentages is one or one hundred per-
cent, respectively. For this purpose, the
fraction or percentage may be determined
by means of a formula (for example, that
fraction of the trust the numerator of which
is equal to the transferor’s unused GST tax
exemption, and the denominator of which
is the fair market value of the original
trust’s assets on the date of severance).
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The severance of a trust based on a pe-
cuniary amount does not satisfy this re-
quirement. For example, the severance of
a trust is not a qualified severance if the
trust is divided into two trusts, with one
trust to be funded with $1,500,000 and the
other trust to be funded with the balance
of the original trust’s assets. With respect
to the particular assets to be distributed to
each separate trust resulting from the sev-
erance, each such trust may be funded with
the appropriate fraction or percentage (pro
rata portion) of each asset held by the orig-
inal trust. Alternatively, the assets may
be divided among the resulting trusts on a
non-pro rata basis, based on the fair mar-
ket value of the assets on the date of sev-
erance. However, if a resulting trust is
funded on a non-pro rata basis, each asset
received by a resulting trust must be val-
ued, solely for funding purposes, by mul-
tiplying the fair market value of the as-
set held in the original trust as of the date
of severance by the fraction or percent-
age of that asset received by that result-
ing trust. Thus, the assets must be val-
ued without taking into account any dis-
count or premium arising from the sever-
ance, for example, any valuation discounts
that might arise because the resulting trust
receives less than the entire interest held by
the original trust. See paragraph (j), Exam-
ple 6 of this section.

* * * * *
(7)(i) In the case of a qualified sever-

ance occurring after GST tax exemption
has been allocated to the trust (whether by
an affirmative allocation, a deemed alloca-
tion, or an automatic allocation pursuant
to the rules contained in section 2632),
if the trust has an inclusion ratio as de-
fined in §26.2642–1 that is greater than
zero and less than one, then either para-
graph (d)(7)(ii) or (iii) of this section must
be satisfied.

(ii) The trust is severed initially into
only two resulting trusts. One resulting
trust must receive that fractional share of
the total value of the original trust as of the
date of severance that is equal to the appli-
cable fraction, as defined in §26.2642–1(b)
and (c), used to determine the inclusion ra-
tio of the original trust immediately before
the severance. The other resulting trust
must receive that fractional share of the to-
tal value of the original trust as of the date
of severance that is equal to the excess of

one over the fractional share described in
the preceding sentence. The trust receiv-
ing the fractional share equal to the appli-
cable fraction shall have an inclusion ratio
of zero, and the other trust shall have an in-
clusion ratio of one. If the applicable frac-
tion with respect to the original trust is .50,
then, with respect to the two equal trusts re-
sulting from the severance, the trustee may
designate which of the resulting trusts will
have an inclusion ratio of zero and which
will have an inclusion ratio of one. Each
separate trust resulting from the severance
then may be further divided in accordance
with the rules of this section. See para-
graph (j), Example 7, of this section.

(iii) The trust is severed initially into
more than two resulting trusts. One or
more of the resulting trusts in the aggre-
gate must receive that fractional share of
the total value of the original trust as of
the date of severance that is equal to the
applicable fraction used to determine the
inclusion ratio of the original trust imme-
diately before the severance. The trust or
trusts receiving such fractional share shall
have an inclusion ratio of zero, and each
of the other resulting trust or trusts shall
have an inclusion ratio of one. (If, how-
ever, two or more of the resulting trusts
each receives the fractional share of the to-
tal value of the original trust equal to the
applicable fraction, the trustee may des-
ignate which of those resulting trusts will
have an inclusion ratio of zero and which
will have an inclusion ratio of one.) The
resulting trust or trusts with an inclusion
ratio of one must receive in the aggregate
that fractional share of the total value of
the original trust as of the date of sever-
ance that is equal to the excess of one over
the fractional share described in the second
sentence of this paragraph. See paragraph
(j), Example 9, of this section.

* * * * *
(h) Treatment of trusts resulting from a

severance that is not a qualified severance.
Trusts resulting from a severance (other
than a severance recognized for GST tax
purposes under §26.2654–1) that does not
meet the requirements of a qualified sev-
erance under paragraph (b) of this section
will be treated, after the date of sever-
ance, as separate trusts for purposes of the
GST tax, provided that the trusts resulting
from such severance are recognized as sep-
arate trusts under applicable state law. The

post-severance treatment of the resulting
trusts as separate trusts for GST tax pur-
poses generally permits the allocation of
GST tax exemption, the making of various
elections permitted for GST tax purposes,
and the occurrence of a taxable distribu-
tion or termination with regard to a particu-
lar resulting trust, with no GST tax impact
on any other trust resulting from that sev-
erance. Each trust resulting from a sever-
ance described in this paragraph (h), how-
ever, will have the same inclusion ratio im-
mediately after the severance as that of the
original trust immediately before the sev-
erance. (See §26.2654–1 for the inclusion
ratio of each trust resulting from a sever-
ance described in that section.) Further,
any trust resulting from a nonqualified sev-
erance may be severed subsequently, pur-
suant to a qualified severance described in
this §26.2642–6.

* * * * *
(j) * * *
Example 3. Severance based on actuarial value of

beneficial interests. In 2004, T establishes Trust, an
irrevocable trust providing that income is to be paid
to T’s child C during C’s lifetime. Upon C’s death,
Trust is to terminate and the assets of Trust are to be
paid to GC, C’s child, if living, or, if GC is not then
living, to GC’s estate. T properly elects, under section
2632(c)(5), not to have the automatic allocation rules
contained in section 2632(c) apply with respect to T’s
transfers to Trust, and T does not otherwise allocate
GST tax exemption with respect to Trust. Thus, Trust
has an inclusion ratio of one. In 2009, the trustee of
Trust, pursuant to applicable state law, divides Trust
into two separate trusts, Trust 1 for the benefit of C
(and on C’s death to C’s estate), and Trust 2 for the
benefit of GC (and on GC’s death to GC’s estate).
The document severing Trust directs that Trust 1 is
to be funded with an amount equal to the actuarial
value of C’s interest in Trust prior to the severance,
determined under section 7520 of the Internal Rev-
enue Code. Similarly, Trust 2 is to be funded with
an amount equal to the actuarial value of GC’s inter-
est in Trust prior to the severance, determined under
section 7520. Trust 1 and Trust 2 do not provide for
the same succession of interests as provided under the
terms of the original trust. Therefore, the severance
is not a qualified severance. Furthermore, because
the severance results in no non-skip person having an
interest in Trust 2, Trust 2 constitutes a skip person
under section 2613 and, therefore, the severance re-
sults in a taxable termination subject to GST tax.

* * * * *
Example 6. Funding of severed trusts on a non-

pro rata basis. (i) T’s will establishes an irrevocable
trust (Trust) for the benefit of T’s descendants. As
a result of the allocation of GST tax exemption, the
applicable fraction with respect to Trust is .60 and
Trust’s inclusion ratio is .40 [1 - .60]. Pursuant to
authority granted under applicable state law, on Au-
gust 1, 2008, the trustee executes a document sever-
ing Trust into two trusts, Trust 1 and Trust 2, each of
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which is identical to Trust. The instrument of sever-
ance provides that the severance is intended to qualify
as a qualified severance within the meaning of section
2642(a)(3) and designates August 3, 2008, as the date
of severance (within the meaning of paragraph (d)(3)
of this section). The instrument further provides that
Trust 1 and Trust 2 are to be funded on a non-pro rata
basis with Trust 1 funded with assets having a fair
market value on the date of severance equal to 40%
of the value of Trust’s assets on that date and Trust 2
funded with assets having a fair market value equal to
60% of the value of Trust’s assets on that date. The
fair market value of the assets used to fund each trust
is to be determined in compliance with the require-
ments of paragraph (d)(4) of this section.

(ii) On August 3, 2008, the fair market value
of the Trust assets totals $4,000,000, consisting of
52% of the outstanding common stock in Company,
a closely-held corporation, valued at $3,000,000
and $1,000,000 in cash and marketable securities.
Trustee proposes to divide the Company stock
equally between Trust 1 and Trust 2, and thus transfer
26% of the Company stock to Trust 1 and 26% of the
stock to Trust 2. In addition, the appropriate amount
of cash and marketable securities will be distributed
to each trust. In accordance with paragraph (d)(4) of
this section, for funding purposes, the interest in the
Company stock distributed to each trust is valued as
a pro rata portion of the value of the 52% interest
in Company held by Trust before severance, with-
out taking into account, for example, any valuation
discount that might otherwise apply in valuing the
noncontrolling interest distributed to each resulting
trust.

(iii) Accordingly, for funding purposes, each
26% interest in Company stock distributed to Trust 1
and Trust 2 is valued at $1,500,000 (.5 x $3,000,000).
Therefore, Trust 1, which is to be funded with
$1,600,000 (.40 x $4,000,000), receives $100,000
in cash and marketable securities valued as of Au-
gust 3, 2008, in addition to the Company stock,
and Trust 2, which is to be funded with $2,400,000
(.60 x $4,000,000), receives $900,000 in cash and
marketable securities in addition to the Company
stock. Therefore, the severance is a qualified sever-
ance, provided that all other requirements of section
2642(a)(3) and this section are satisfied.

* * * * *
Example 9. Regulatory qualified severance. (i)

In 2004, T establishes an inter vivos irrevocable trust
(Trust) providing that trust income is to be paid annu-
ally in equal shares to T’s children, A and B, for 10
years. Trust provides that the trustee has discretion to
make additional distributions of principal to A and B
during the 10-year term without adjustments to their
shares of income or the trust remainder. If either (or
both) dies prior to the expiration of the 10-year term,
the deceased child’s share of trust income is to be paid
to the child’s then living descendants, per stirpes, for
the balance of the trust term. At the expiration of the
10-year term, the corpus is to be distributed equally to
A and B; if A and B (or either or them) is not then liv-
ing, then such decedent’s share is to be distributed in-
stead to such decedent’s then living descendants, per
stirpes. T allocates GST tax exemption to Trust such
that Trust’s applicable fraction is .25 and its inclusion
ratio is .75.

(ii) In 2006, pursuant to applicable state law, the
trustee severs the trust into three trusts: Trust 1, Trust

2, and Trust 3. The instrument severing Trust pro-
vides that Trust 1 is to receive 50% of Trust’s assets,
Trust 2 is to receive 25% of Trust’s assets, and Trust
3 is to receive 25% of Trust’s assets. All three re-
sulting trusts are identical to Trust, except that each
has different beneficiaries: A and A’s issue are des-
ignated as the beneficiaries of Trust 1, and B and B’s
issue are designated as the beneficiaries of Trust 2 and
Trust 3. The severance constitutes a qualified sever-
ance, provided that all other requirements of section
2642(a)(3) and this section are satisfied. Trust 1 will
have an inclusion ratio of 1. Because both Trust 2
and Trust 3 have each received the fractional share of
Trust’s assets equal to Trust’s applicable fraction of
.25, trustee designates that Trust 2 will have an inclu-
sion ratio of one and that Trust 3 will have an inclu-
sion ratio of zero.

* * * * *
Example 12. Other severance that does not meet

the requirements of a qualified severance. (i) In 2004,
T establishes an irrevocable inter vivos trust (Trust)
providing that Trust income is to be paid to T’s chil-
dren, A and B, in equal shares for their joint lives.
Upon the death of the first to die of A and B, all
Trust income will be paid to the survivor of A and B.
At the death of the survivor, the corpus is to be dis-
tributed in equal shares to T’s grandchildren, W and
X (with any then-deceased grandchild’s share being
paid in accordance with that grandchild’s testamen-
tary general power of appointment). W is A’s child
and X is B’s child. T elects under section 2632(c)(5)
not to have the automatic allocation rules contained
in section 2632(c) apply with respect to T’s transfers
to Trust, but T allocates GST tax exemption to Trust
resulting in Trust having an inclusion ratio of .30.

(ii) In 2009, the trustee of Trust, as permitted by
applicable state law, divides Trust into two separate
trusts, Trust 1 and Trust 2. Trust 1 provides that trust
income is to be paid to A for life and, on A’s death,
the remainder is to be distributed to W (or pursuant
to W’s testamentary general power of appointment).
Trust 2 provides that trust income is to be paid to B
for life and, on B’s death, the remainder is to be dis-
tributed to X (or pursuant to X’s testamentary general
power of appointment). Because Trust 1 and Trust 2
do not provide A and B with the contingent survivor
income interests that were provided to A and B under
the terms of Trust, Trust 1 and Trust 2 do not pro-
vide for the same succession of interests in the aggre-
gate as provided by Trust. Therefore, the severance
does not satisfy the requirements of this section and is
not a qualified severance. Provided that Trust 1 and
Trust 2 are recognized as separate trusts under appli-
cable state law, Trust 1 and Trust 2 will be recognized
as separate trusts for GST tax purposes pursuant to
paragraph (h) of this section, prospectively from the
date of the severance. However, Trust 1 and Trust 2
each have an inclusion ratio of .30 immediately after
the severance, the same as the inclusion ratio of Trust
prior to severance.

Example 13. Qualified severance following a
non-qualified severance. Assume the same facts as
in Example 12, except that, as of November 4, 2010,
the trustee of Trust 1 severs Trust 1 into two trusts,
Trust 3 and Trust 4, in accordance with applicable
local law. The instrument severing Trust 1 provides
that both resulting trusts have provisions identical to
Trust 1. The terms of the instrument severing Trust 1
further provide that Trust 3 is to be funded on a pro

rata basis with assets having a fair market value as
of the date of severance equal to 70% of the value
of Trust 1’s assets on that date, and Trust 4 is to be
funded with assets having a fair market value as of
the date of severance equal to 30% of the value of
Trust 1’s assets on that date. The severance consti-
tutes a qualified severance, provided that all other
requirements of section 2642(a)(3) and this section
are satisfied. Trust 3 will have an inclusion ratio of
zero and Trust 4 will have an inclusion ratio of one.

(k) * * *
(1) In general. Except as otherwise pro-

vided in this paragraph (k), this section
applies to severances occurring on or af-
ter August 2, 2007. Paragraph (d)(7)(iii),
paragraph (h), and Examples 9, 12 and 13
of paragraph (j) of this section apply to
severances occurring on or after Septem-
ber 2, 2008.

Par. 4. Section 26.2654–1 is amended
as follows:

1. Paragraph (a)(1)(i) is revised.
2. Paragraph (a)(1)(iii) is added.
3. In paragraph (a)(5), Example 8 is

revised.
4. Paragraph (d) is added.
The additions and revisions read as fol-

lows:

§26.2654–1 Certain trusts treated as
separate trusts.

(a) * * *(1) * * *(i) * * * If a single
trust consists solely of substantially sepa-
rate and independent shares for different
beneficiaries, the share attributable to each
beneficiary (or group of beneficiaries) is
treated as a separate trust for purposes
of Chapter 13. The phrase “substantially
separate and independent shares” gener-
ally has the same meaning as provided in
§1.663(c)–3. However, except as provided
in paragraph (a)(1)(iii) of this section, a
portion of a trust is not a separate share un-
less such share exists from and at all times
after the creation of the trust. For purposes
of this paragraph (a)(1), a trust is treated as
created at the date of death of the grantor
if the trust is includible in its entirety in
the grantor’s gross estate for Federal estate
tax purposes. Further, except with respect
to shares or trusts that are treated as sep-
arate trusts under local law, treatment of
a single trust as separate trusts under this
paragraph (a)(1) does not permit treatment
of those portions as separate trusts for pur-
poses of filing returns and payment of tax
or for purposes of computing any other tax
imposed under the Internal Revenue Code.
Also, additions to, and distributions from,
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such trusts are allocated pro rata among
the separate trusts, unless the governing
instrument expressly provides otherwise.
See §26.2642–6 and paragraph (b) of this
section regarding the treatment, for pur-
poses of Chapter 13, of separate trusts
resulting from the discretionary severance
of a single trust.

* * * * *
(iii) Mandatory severances. For pur-

poses of this section, if the governing in-
strument of a trust requires the division
or severance of a single trust into sepa-
rate trusts upon the future occurrence of a
particular event not within the discretion
of the trustee or any other person, and if
the trusts resulting from such a division or
severance are recognized as separate trusts
under applicable state law, then each re-
sulting trust is treated as a separate trust
for purposes of Chapter 13. For this pur-
pose, the rules of paragraph (b)(1)(ii)(C) of
this section apply with respect to the sev-
erance and funding of the trusts. Similarly,
if the governing instrument requires the di-
vision of a single trust into separate shares
under the circumstances described in this
paragraph, each such share is treated as a
separate trust for purposes of Chapter 13.
The post-severance treatment of the result-
ing shares or trusts as separate trusts for
GST tax purposes generally permits the al-
location of GST tax exemption, the making
of various elections permitted for GST tax
purposes, and the occurrence of a taxable
distribution or termination with regard to
a particular resulting share or trust, with
no GST tax impact on any other trust or
share resulting from that severance. The
treatment of a single trust as separate trusts
under this paragraph (a)(1), however, does
not permit treatment of those portions as
separate trusts for purposes of filing re-
turns and payment of tax or for purposes
of computing any other tax imposed under
the Internal Revenue Code, if those por-
tions are not treated as separate trusts un-
der local law. Also, additions to, and distri-
butions from, such trusts are allocated pro
rata among the separate trusts, unless the
governing instrument expressly provides
otherwise. Each separate share and each
trust resulting from a mandatory division
or severance described in this paragraph
will have the same inclusion ratio immedi-
ately after the severance as that of the orig-

inal trust immediately before the division
or severance.

* * * * *
(5) * * *
Example 8. Subsequent mandatory division into

separate trusts. T creates an irrevocable trust that
provides the trustee with the discretionary power to
distribute income or corpus to T’s children and grand-
children. The trust provides that, when T’s youngest
child reaches age 21, the trust will be divided into
separate shares, one share for each child of T. The
income from a respective child’s share will be paid
to the child during the child’s life, with the remainder
passing on the child’s death to such child’s children
(grandchildren of T). The separate shares that come
into existence when the youngest child reaches age
21 will be recognized as of that date as separate trusts
for purposes of Chapter 13. The inclusion ratio of the
separate trusts will be identical to the inclusion ra-
tio of the trust before the severance. Any allocation
of GST tax exemption to the trust after T’s youngest
child reaches age 21 may be made to any one or more
of the separate shares. The result would be the same
if the trust instrument provided that the trust was to be
divided into separate trusts when T’s youngest child
reached age 21, provided that the severance and fund-
ing of the separate trusts meets the requirements of
this section.

* * * * *
(d) Effective date. Paragraph (a)(1)(i),

paragraph (a)(1)(iii), and Example 8 of
paragraph (a)(5) apply to severances oc-
curring on or after September 2, 2008.

* * * * *

Sherri L. Brown,
(Acting) Deputy Commissioner for

Services and Enforcement.

Approved July 20, 2008.

Eric Solomon,
Assistant Secretary of

the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on July 30, 2008,
8:45 a.m., and published in the issue of the Federal Register
for July 31, 2008, 73 F.R. 44649)

Section 6621.—Determina-
tion of Rate of Interest
26 CFR 301.6621–1: Interest rate.

Interest rates; underpayments and
overpayments. The rates of interest deter-
mined under section 6621 of the Code for
the calendar quarter beginning October 1,
2008, will be 6 percent for overpayments
(5 percent in the case of a corporation), 6
percent for underpayments, and 8 percent
for large corporate underpayments. The
rate of interest paid on the portion of a

corporate overpayment exceeding $10,000
will be 3.5 percent.

Rev. Rul. 2008–47

Section 6621 of the Internal Revenue
Code establishes the rates for interest
on tax overpayments and tax underpay-
ments. Under section 6621(a)(1), the
overpayment rate is the sum of the federal
short-term rate plus 3 percentage points
(2 percentage points in the case of a cor-
poration), except the rate for the portion
of a corporate overpayment of tax exceed-
ing $10,000 for a taxable period is the
sum of the federal short-term rate plus
0.5 of a percentage point. Under section
6621(a)(2), the underpayment rate is the
sum of the federal short-term rate plus 3
percentage points.

Section 6621(c) provides that for pur-
poses of interest payable under section
6601 on any large corporate underpay-
ment, the underpayment rate under section
6621(a)(2) is determined by substituting
“5 percentage points” for “3 percentage
points.” See section 6621(c) and section
301.6621–3 of the Regulations on Proce-
dure and Administration for the definition
of a large corporate underpayment and
for the rules for determining the appli-
cable date. Section 6621(c) and section
301.6621–3 are generally effective for
periods after December 31, 1990.

Section 6621(b)(1) provides that the
Secretary will determine the federal
short-term rate for the first month in each
calendar quarter.

Section 6621(b)(2)(A) provides that the
federal short-term rate determined under
section 6621(b)(1) for any month applies
during the first calendar quarter beginning
after that month. Section 6621(b)(3) pro-
vides that the federal short-term rate for
any month is the federal short-term rate de-
termined during that month by the Secre-
tary in accordance with section 1274(d),
rounded to the nearest full percent (or, if
a multiple of 1/2 of 1 percent, the rate is in-
creased to the next highest full percent).

Notice 88–59, 1988–1 C.B. 546, an-
nounced that, in determining the quarterly
interest rates to be used for overpayments
and underpayments of tax under section
6621, the Internal Revenue Service will
use the federal short-term rate based on
daily compounding because that rate is
most consistent with section 6621 which,
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pursuant to section 6622, is subject to daily
compounding.

Rounded to the nearest full percent, the
federal short-term rate based on daily com-
pounding determined during the month of
July 2008 is 3 percent. Accordingly, an
overpayment rate of 6 percent (5 percent
in the case of a corporation) and an under-
payment rate of 6 percent are established
for the calendar quarter beginning October
1, 2008. The overpayment rate for the por-
tion of a corporate overpayment exceeding
$10,000 for the calendar quarter beginning
October 1, 2008, is 3.5 percent. The un-

derpayment rate for large corporate under-
payments for the calendar quarter begin-
ning October 1, 2008, is 8 percent. These
rates apply to amounts bearing interest dur-
ing that calendar quarter.

Interest factors for daily compound in-
terest for annual rates of 3.5 percent, 5 per-
cent, 6 percent, and 8 percent are published
in Tables 12, 63, 65, and 69 of Rev. Proc.
95–17, 1995–1 C.B. 556, 566, 617, 619,
and 623.

Annual interest rates to be compounded
daily pursuant to section 6622 that apply

for prior periods are set forth in the tables
accompanying this revenue ruling.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Deborah Colbert-James of the Of-
fice of Associate Chief Counsel (Proce-
dure & Administration). For further infor-
mation regarding this revenue ruling, con-
tact Ms. Colbert-James at (202) 622–8143
(not a toll-free call).

TABLE OF INTEREST RATES

PERIODS BEFORE JUL. 1, 1975 — PERIODS ENDING DEC. 31, 1986

OVERPAYMENTS AND UNDERPAYMENTS

PERIOD RATE
In 1995–1 C.B.

DAILY RATE TABLE

Before Jul. 1, 1975 6% Table 2, pg. 557
Jul. 1, 1975—Jan. 31, 1976 9% Table 4, pg. 559
Feb. 1, 1976—Jan. 31, 1978 7% Table 3, pg. 558
Feb. 1, 1978—Jan. 31, 1980 6% Table 2, pg. 557
Feb. 1, 1980—Jan. 31, 1982 12% Table 5, pg. 560
Feb. 1, 1982—Dec. 31, 1982 20% Table 6, pg. 560
Jan. 1, 1983—Jun. 30, 1983 16% Table 37, pg. 591
Jul. 1, 1983—Dec. 31, 1983 11% Table 27, pg. 581
Jan. 1, 1984—Jun. 30, 1984 11% Table 75, pg. 629
Jul. 1, 1984—Dec. 31, 1984 11% Table 75, pg. 629
Jan. 1, 1985—Jun. 30, 1985 13% Table 31, pg. 585
Jul. 1, 1985—Dec. 31, 1985 11% Table 27, pg. 581
Jan. 1, 1986—Jun. 30, 1986 10% Table 25, pg. 579
Jul. 1, 1986—Dec. 31, 1986 9% Table 23, pg. 577

TABLE OF INTEREST RATES

FROM JAN. 1, 1987 — DEC. 31, 1998

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.
RATE TABLE PG RATE TABLE PG

Jan. 1, 1987—Mar. 31, 1987 8% 21 575 9% 23 577
Apr. 1, 1987—Jun. 30, 1987 8% 21 575 9% 23 577
Jul. 1, 1987—Sep. 30, 1987 8% 21 575 9% 23 577
Oct. 1, 1987—Dec. 31, 1987 9% 23 577 10% 25 579
Jan. 1, 1988—Mar. 31, 1988 10% 73 627 11% 75 629
Apr. 1, 1988—Jun. 30, 1988 9% 71 625 10% 73 627
Jul. 1, 1988—Sep. 30, 1988 9% 71 625 10% 73 627
Oct. 1, 1988—Dec. 31, 1988 10% 73 627 11% 75 629
Jan. 1, 1989—Mar. 31, 1989 10% 25 579 11% 27 581
Apr. 1, 1989—Jun. 30, 1989 11% 27 581 12% 29 583
Jul. 1, 1989—Sep. 30, 1989 11% 27 581 12% 29 583
Oct. 1, 1989—Dec. 31, 1989 10% 25 579 11% 27 581
Jan. 1, 1990—Mar. 31, 1990 10% 25 579 11% 27 581
Apr. 1, 1990—Jun. 30, 1990 10% 25 579 11% 27 581
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TABLE OF INTEREST RATES

FROM JAN. 1, 1987 — DEC. 31, 1998 – Continued

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.
RATE TABLE PG RATE TABLE PG

Jul. 1, 1990—Sep. 30, 1990 10% 25 579 11% 27 581
Oct. 1, 1990—Dec. 31, 1990 10% 25 579 11% 27 581
Jan. 1, 1991—Mar. 31, 1991 10% 25 579 11% 27 581
Apr. 1, 1991—Jun. 30, 1991 9% 23 577 10% 25 579
Jul. 1, 1991—Sep. 30, 1991 9% 23 577 10% 25 579
Oct. 1, 1991—Dec. 31, 1991 9% 23 577 10% 25 579
Jan. 1, 1992—Mar. 31, 1992 8% 69 623 9% 71 625
Apr. 1, 1992—Jun. 30, 1992 7% 67 621 8% 69 623
Jul. 1, 1992—Sep. 30, 1992 7% 67 621 8% 69 623
Oct. 1, 1992—Dec. 31, 1992 6% 65 619 7% 67 621
Jan. 1, 1993—Mar. 31, 1993 6% 17 571 7% 19 573
Apr. 1, 1993—Jun. 30, 1993 6% 17 571 7% 19 573
Jul. 1, 1993—Sep. 30, 1993 6% 17 571 7% 19 573
Oct. 1, 1993—Dec. 31, 1993 6% 17 571 7% 19 573
Jan. 1, 1994—Mar. 31, 1994 6% 17 571 7% 19 573
Apr. 1, 1994—Jun. 30, 1994 6% 17 571 7% 19 573
Jul. 1, 1994—Sep. 30, 1994 7% 19 573 8% 21 575
Oct. 1, 1994—Dec. 31, 1994 8% 21 575 9% 23 577
Jan. 1, 1995—Mar. 31, 1995 8% 21 575 9% 23 577
Apr. 1, 1995—Jun. 30, 1995 9% 23 577 10% 25 579
Jul. 1, 1995—Sep. 30, 1995 8% 21 575 9% 23 577
Oct. 1, 1995—Dec. 31, 1995 8% 21 575 9% 23 577
Jan. 1, 1996—Mar. 31, 1996 8% 69 623 9% 71 625
Apr. 1, 1996—Jun. 30, 1996 7% 67 621 8% 69 623
Jul. 1, 1996—Sep. 30, 1996 8% 69 623 9% 71 625
Oct. 1, 1996—Dec. 31, 1996 8% 69 623 9% 71 625
Jan. 1, 1997—Mar. 31, 1997 8% 21 575 9% 23 577
Apr. 1, 1997—Jun. 30, 1997 8% 21 575 9% 23 577
Jul. 1, 1997—Sep. 30, 1997 8% 21 575 9% 23 577
Oct. 1, 1997—Dec. 31, 1997 8% 21 575 9% 23 577
Jan. 1, 1998—Mar. 31, 1998 8% 21 575 9% 23 577
Apr. 1, 1998—Jun. 30, 1998 7% 19 573 8% 21 575
Jul. 1, 1998—Sep. 30, 1998 7% 19 573 8% 21 575
Oct. 1, 1998—Dec. 31, 1998 7% 19 573 8% 21 575

TABLE OF INTEREST RATES

FROM JANUARY 1, 1999 — PRESENT

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS

1995–1 C.B.
RATE TABLE PG

Jan. 1, 1999—Mar. 31, 1999 7% 19 573
Apr. 1, 1999—Jun. 30, 1999 8% 21 575
Jul. 1, 1999—Sep. 30, 1999 8% 21 575
Oct. 1, 1999—Dec. 31, 1999 8% 21 575
Jan. 1, 2000—Mar. 31, 2000 8% 69 623
Apr. 1, 2000—Jun. 30, 2000 9% 71 625
Jul. 1, 2000—Sep. 30, 2000 9% 71 625
Oct. 1, 2000—Dec. 31, 2000 9% 71 625
Jan. 1, 2001—Mar. 31, 2001 9% 23 577
Apr. 1, 2001—Jun. 30, 2001 8% 21 575
Jul. 1, 2001—Sep. 30, 2001 7% 19 573
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TABLE OF INTEREST RATES

FROM JANUARY 1, 1999 — PRESENT – Continued

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS

1995–1 C.B.
RATE TABLE PG

Oct. 1, 2001—Dec. 31, 2001 7% 19 573
Jan. 1, 2002—Mar. 31, 2002 6% 17 571
Apr. 1, 2002—Jun. 30, 2002 6% 17 571
Jul. 1, 2002—Sep. 30, 2002 6% 17 571
Oct. 1, 2002—Dec. 31, 2002 6% 17 571
Jan. 1, 2003—Mar. 31, 2003 5% 15 569
Apr. 1, 2003—Jun. 30, 2003 5% 15 569
Jul. 1, 2003—Sep. 30, 2003 5% 15 569
Oct. 1, 2003—Dec. 31, 2003 4% 13 567
Jan. 1, 2004—Mar. 31, 2004 4% 61 615
Apr. 1, 2004—Jun. 30, 2004 5% 63 617
Jul. 1, 2004—Sep. 30, 2004 4% 61 615
Oct. 1, 2004—Dec. 31, 2004 5% 63 617
Jan. 1, 2005—Mar. 31, 2005 5% 15 569
Apr. 1, 2005—Jun. 30, 2005 6% 17 571
Jul. 1, 2005—Sep. 30, 2005 6% 17 571
Oct. 1, 2005—Dec. 31, 2005 7% 19 573
Jan. 1, 2006—Mar. 31, 2006 7% 19 573
Apr. 1, 2006—Jun. 30, 2006 7% 19 573
Jul. 1, 2006—Sep. 30, 2006 8% 21 575
Oct. 1, 2006—Dec. 31, 2006 8% 21 575
Jan. 1, 2007—Mar. 31, 2007 8% 21 575
Apr. 1, 2007—Jun. 30, 2007 8% 21 575
Jul. 1, 2007—Sep. 30, 2007 8% 21 575
Oct. 1, 2007—Dec. 31, 2007 8% 21 575
Jan. 1, 2008—Mar. 31, 2008 7% 67 621
Apr. 1, 2008—Jun. 30, 2008 6% 65 619
Jul. 1, 2008—Sep. 30, 2008 5% 63 617
Oct. 1, 2008—Dec. 31, 2008 6% 65 619

TABLE OF INTEREST RATES

FROM JANUARY 1, 1999 — PRESENT

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.
RATE TABLE PG RATE TABLE PG

Jan. 1, 1999—Mar. 31, 1999 6% 17 571 7% 19 573
Apr. 1, 1999—Jun. 30, 1999 7% 19 573 8% 21 575
Jul. 1, 1999—Sep. 30, 1999 7% 19 573 8% 21 575
Oct. 1, 1999—Dec. 31, 1999 7% 19 573 8% 21 575
Jan. 1, 2000—Mar. 31, 2000 7% 67 621 8% 69 623
Apr. 1, 2000—Jun. 30, 2000 8% 69 623 9% 71 625
Jul. 1, 2000—Sep. 30, 2000 8% 69 623 9% 71 625
Oct. 1, 2000—Dec. 31, 2000 8% 69 623 9% 71 625
Jan. 1, 2001—Mar. 31, 2001 8% 21 575 9% 23 577
Apr. 1, 2001—Jun. 30, 2001 7% 19 573 8% 21 575
Jul. 1, 2001—Sep. 30, 2001 6% 17 571 7% 19 573
Oct. 1, 2001—Dec. 31, 2001 6% 17 571 7% 19 573
Jan. 1, 2002—Mar. 31, 2002 5% 15 569 6% 17 571
Apr. 1, 2002—Jun. 30, 2002 5% 15 569 6% 17 571
Jul. 1, 2002—Sep. 30, 2002 5% 15 569 6% 17 571
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TABLE OF INTEREST RATES

FROM JANUARY 1, 1999 — PRESENT – Continued

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.
RATE TABLE PG RATE TABLE PG

Oct. 1, 2002—Dec. 31, 2002 5% 15 569 6% 17 571
Jan. 1, 2003—Mar. 31, 2003 4% 13 567 5% 15 569
Apr. 1, 2003—Jun. 30, 2003 4% 13 567 5% 15 569
Jul. 1, 2003—Sep. 30, 2003 4% 13 567 5% 15 569
Oct. 1, 2003—Dec. 31, 2003 3% 11 565 4% 13 567
Jan. 1, 2004—Mar. 31, 2004 3% 59 613 4% 61 615
Apr. 1, 2004—Jun. 30, 2004 4% 61 615 5% 63 617
Jul. 1, 2004—Sep. 30, 2004 3% 59 613 4% 61 615
Oct. 1, 2004—Dec. 31, 2004 4% 61 615 5% 63 617
Jan. 1, 2005—Mar. 31, 2005 4% 13 567 5% 15 569
Apr. 1, 2005—Jun. 30, 2005 5% 15 569 6% 17 571
Jul. 1, 2005—Sep. 30, 2005 5% 15 569 6% 17 571
Oct. 1, 2005—Dec. 31, 2005 6% 17 571 7% 19 573
Jan. 1, 2006—Mar. 31, 2006 6% 17 571 7% 19 573
Apr. 1, 2006—Jun. 30, 2006 6% 17 571 7% 19 573
Jul. 1, 2006—Sep. 30, 2006 7% 19 573 8% 21 575
Oct. 1, 2006—Dec. 31, 2006 7% 19 573 8% 21 575
Jan. 1, 2007—Mar. 31, 2007 7% 19 573 8% 21 575
Apr. 1, 2007—Jun. 30, 2007 7% 19 573 8% 21 575
Jul. 1, 2007—Sep. 30, 2007 7% 19 573 8% 21 575
Oct. 1, 2007—Dec. 31, 2007 7% 19 573 8% 21 575
Jan. 1, 2008—Mar. 31, 2008 6% 65 619 7% 67 621
Apr. 1, 2008—Jun. 30, 2008 5% 63 617 6% 65 619
Jul. 1, 2008—Sep. 30, 2008 4% 61 615 5% 63 617
Oct. 1, 2008—Dec. 31, 2008 5% 63 617 6% 65 619

TABLE OF INTEREST RATES FOR
LARGE CORPORATE UNDERPAYMENTS

FROM JANUARY 1, 1991 — PRESENT

1995–1 C.B.
RATE TABLE PG

Jan. 1, 1991—Mar. 31, 1991 13% 31 585
Apr. 1, 1991—Jun. 30, 1991 12% 29 583
Jul. 1, 1991—Sep. 30, 1991 12% 29 583
Oct. 1, 1991—Dec. 31, 1991 12% 29 583
Jan. 1, 1992—Mar. 31, 1992 11% 75 629
Apr. 1, 1992—Jun. 30, 1992 10% 73 627
Jul. 1, 1992—Sep. 30, 1992 10% 73 627
Oct. 1, 1992—Dec. 31, 1992 9% 71 625
Jan. 1, 1993—Mar. 31, 1993 9% 23 577
Apr. 1, 1993—Jun. 30, 1993 9% 23 577
Jul. 1, 1993—Sep. 30, 1993 9% 23 577
Oct. 1, 1993—Dec. 31, 1993 9% 23 577
Jan. 1, 1994—Mar. 31, 1994 9% 23 577
Apr. 1, 1994—Jun. 30, 1994 9% 23 577
Jul. 1, 1994—Sep. 30, 1994 10% 25 579
Oct. 1, 1994—Dec. 31, 1994 11% 27 581
Jan. 1, 1995—Mar. 31, 1995 11% 27 581
Apr. 1, 1995—Jun. 30, 1995 12% 29 583
Jul. 1, 1995—Sep. 30, 1995 11% 27 581
Oct. 1, 1995—Dec. 31, 1995 11% 27 581
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TABLE OF INTEREST RATES FOR
LARGE CORPORATE UNDERPAYMENTS

FROM JANUARY 1, 1991 — PRESENT – Continued

1995–1 C.B.
RATE TABLE PG

Jan. 1, 1996—Mar. 31, 1996 11% 75 629
Apr. 1, 1996—Jun. 30, 1996 10% 73 627
Jul. 1, 1996—Sep. 30, 1996 11% 75 629
Oct. 1, 1996—Dec. 31, 1996 11% 75 629
Jan. 1, 1997—Mar. 31, 1997 11% 27 581
Apr. 1, 1997—Jun. 30, 1997 11% 27 581
Jul. 1, 1997—Sep. 30, 1997 11% 27 581
Oct. 1, 1997—Dec. 31, 1997 11% 27 581
Jan. 1, 1998—Mar. 31, 1998 11% 27 581
Apr. 1, 1998—Jun. 30, 1998 10% 25 579
Jul. 1, 1998—Sep. 30, 1998 10% 25 579
Oct. 1, 1998—Dec. 31, 1998 10% 25 579
Jan. 1, 1999—Mar. 31, 1999 9% 23 577
Apr. 1, 1999—Jun. 30, 1999 10% 25 579
Jul. 1, 1999—Sep. 30, 1999 10% 25 579
Oct. 1, 1999—Dec. 31, 1999 10% 25 579
Jan. 1, 2000—Mar. 31, 2000 10% 73 627
Apr. 1, 2000—Jun. 30, 2000 11% 75 629
Jul. 1, 2000—Sep. 30, 2000 11% 75 629
Oct. 1, 2000—Dec. 31, 2000 11% 75 629
Jan. 1, 2001—Mar. 31, 2001 11% 27 581
Apr. 1, 2001—Jun. 30, 2001 10% 25 579
Jul. 1, 2001—Sep. 30, 2001 9% 23 577
Oct. 1, 2001—Dec. 31, 2001 9% 23 577
Jan. 1, 2002—Mar. 31, 2002 8% 21 575
Apr. 1, 2002—Jun. 30, 2002 8% 21 575
Jul. 1, 2002—Sep. 30, 2002 8% 21 575
Oct. 1, 2002—Dec. 30, 2002 8% 21 575
Jan. 1, 2003—Mar. 31, 2003 7% 19 573
Apr. 1, 2003—Jun. 30, 2003 7% 19 573
Jul. 1, 2003—Sep. 30, 2003 7% 19 573
Oct. 1, 2003—Dec. 31, 2003 6% 17 571
Jan. 1, 2004—Mar. 31, 2004 6% 65 619
Apr. 1, 2004—Jun. 30, 2004 7% 67 621
Jul. 1, 2004—Sep. 30, 2004 6% 65 619
Oct. 1, 2004—Dec. 31, 2004 7% 67 621
Jan. 1, 2005—Mar. 31, 2005 7% 19 573
Apr. 1, 2005—Jun. 30, 2005 8% 21 575
Jul. 1, 2005—Sep. 30, 2005 8% 21 575
Oct. 1, 2005—Dec. 31, 2005 9% 23 577
Jan. 1, 2006—Mar. 31, 2006 9% 23 577
Apr. 1, 2006—Jun. 30, 2006 9% 23 577
Jul. 1, 2006—Sep. 30, 2006 10% 25 579
Oct. 1, 2006—Dec. 31, 2006 10% 25 579
Jan. 1, 2007—Mar. 31, 2007 10% 25 579
Apr. 1, 2007—Jun. 30, 2007 10% 25 579
Jul. 1, 2007—Sep. 30, 2007 10% 25 579
Oct. 1, 2007—Dec. 31, 2007 10% 25 579
Jan. 1, 2008—Mar. 31, 2008 9% 71 625
Apr. 1, 2008—Jun. 30, 2008 8% 69 623
Jul. 1, 2008—Sep. 30, 2008 7% 67 621
Oct. 1, 2008—Dec. 31, 2008 8% 69 623

September 29, 2008 765 2008–39 I.R.B.



TABLE OF INTEREST RATES FOR CORPORATE
OVERPAYMENTS EXCEEDING $10,000

FROM JANUARY 1, 1995 — PRESENT

1995–1 C.B.
RATE TABLE PG

Jan. 1, 1995—Mar. 31, 1995 6.5% 18 572
Apr. 1, 1995—Jun. 30, 1995 7.5% 20 574
Jul. 1, 1995—Sep. 30, 1995 6.5% 18 572
Oct. 1, 1995—Dec. 31, 1995 6.5% 18 572
Jan. 1, 1996—Mar. 31, 1996 6.5% 66 620
Apr. 1, 1996—Jun. 30, 1996 5.5% 64 618
Jul. 1, 1996—Sep. 30, 1996 6.5% 66 620
Oct. 1, 1996—Dec. 31, 1996 6.5% 66 620
Jan. 1, 1997—Mar. 31, 1997 6.5% 18 572
Apr. 1, 1997—Jun. 30, 1997 6.5% 18 572
Jul. 1, 1997—Sep. 30, 1997 6.5% 18 572
Oct. 1, 1997—Dec. 31, 1997 6.5% 18 572
Jan. 1, 1998—Mar. 31, 1998 6.5% 18 572
Apr. 1, 1998—Jun. 30, 1998 5.5% 16 570
Jul. 1, 1998—Sep. 30, 1998 5.5% 16 570
Oct. 1, 1998—Dec. 31, 1998 5.5% 16 570
Jan. 1, 1999—Mar. 31, 1999 4.5% 14 568
Apr. 1, 1999—Jun. 30, 1999 5.5% 16 570
Jul. 1, 1999—Sep. 30, 1999 5.5% 16 570
Oct. 1, 1999—Dec. 31, 1999 5.5% 16 570
Jan. 1, 2000—Mar. 31, 2000 5.5% 64 618
Apr. 1, 2000—Jun. 30, 2000 6.5% 66 620
Jul. 1, 2000—Sep. 30, 2000 6.5% 66 620
Oct. 1, 2000—Dec. 31, 2000 6.5% 66 620
Jan. 1, 2001—Mar. 31, 2001 6.5% 18 572
Apr. 1, 2001—Jun. 30, 2001 5.5% 16 570
Jul. 1, 2001—Sep. 30, 2001 4.5% 14 568
Oct. 1, 2001—Dec. 31, 2001 4.5% 14 568
Jan. 1, 2002—Mar. 31, 2002 3.5% 12 566
Apr. 1, 2002—Jun. 30, 2002 3.5% 12 566
Jul. 1, 2002—Sep. 30, 2002 3.5% 12 566
Oct. 1, 2002—Dec. 31, 2002 3.5% 12 566
Jan. 1, 2003—Mar. 31, 2003 2.5% 10 564
Apr. 1, 2003—Jun. 30, 2003 2.5% 10 564
Jul. 1, 2003—Sep. 30, 2003 2.5% 10 564
Oct. 1, 2003—Dec. 31, 2003 1.5% 8 562
Jan. 1, 2004—Mar. 31, 2004 1.5% 56 610
Apr. 1, 2004—Jun. 30, 2004 2.5% 58 612
Jul. 1, 2004—Sep. 30, 2004 1.5% 56 610
Oct. 1, 2004—Dec. 31, 2004 2.5% 58 612
Jan. 1, 2005—Mar. 31, 2005 2.5% 10 564
Apr. 1, 2005—Jun. 30, 2005 3.5% 12 566
Jul. 1, 2005—Sep. 30, 2005 3.5% 12 566
Oct. 1, 2005—Dec. 31, 2005 4.5% 14 568
Jan. 1, 2006—Mar. 31, 2006 4.5% 14 568
Apr. 1, 2006—Jun. 30, 2006 4.5% 14 568
Jul. 1, 2006—Sep. 30, 2006 5.5% 16 570
Oct. 1, 2006—Dec. 31, 2006 5.5% 16 570
Jan. 1, 2007—Mar. 31, 2007 5.5% 16 570
Apr. 1, 2007—Jun. 30, 2007 5.5% 16 570
Jul. 1, 2007—Sep. 30, 2007 5.5% 16 570
Oct. 1, 2007—Dec. 31, 2007 5.5% 16 570
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TABLE OF INTEREST RATES FOR CORPORATE
OVERPAYMENTS EXCEEDING $10,000

FROM JANUARY 1, 1995 — PRESENT – Continued

1995–1 C.B.
RATE TABLE PG

Jan. 1, 2008—Mar. 31, 2008 4.5% 62 616
Apr. 1, 2008—Jun. 30, 2008 3.5% 60 614
Jul. 1, 2008—Sep. 30, 2008 2.5% 58 612
Oct. 1, 2008—Dec. 31, 2008 3.5% 12 566
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Part III. Administrative, Procedural, and Miscellaneous
Application of Section 382
in the Case of Certain
Acquisitions Made Pursuant
to the Housing and Economic
Recovery Act of 2008

Notice 2008–76

SECTION 1. OVERVIEW

This notice announces that the Internal
Revenue Service (IRS) and the Treasury
Department (Treasury) will issue regula-
tions under section 382(m) of the Inter-
nal Revenue Code (Code) that address the
application of section 382 in the case of
certain acquisitions made pursuant to the
Housing and Economic Recovery Act of
2008.

Pursuant to section 1117(a) and (b) of
the Housing and Economic Recovery Act
of 2008, Pub. L. No. 110–289 (2008), the
Secretary of the Treasury is authorized to
purchase any obligations and other secu-
rities issued by certain entities under the
Housing and Economic Recovery Act of
2008. A purchase that is made pursuant to
this authority is hereinafter referred to as a
“Housing Act Acquisition.”

SECTION 2. REGULATIONS TO BE
ISSUED UNDER SECTION 382(m)

The IRS and Treasury will issue reg-
ulations under section 382(m) providing
that notwithstanding any other provision
of the Code or the regulations thereunder,
for purposes of section 382 and the regu-
lations thereunder, with respect to a corpo-
ration as to which there is a Housing Act
Acquisition, the term “testing date” (as de-
fined in § 1.382–2(a)(4)) shall not include
any date on or after the date on which the
United States (or any agency or instrumen-
tality thereof) (United States) acquires, in
a Housing Act Acquisition, stock (includ-
ing stock described in section 1504(a)(4))
or an option to acquire stock in the corpo-
ration.

SECTION 3. EFFECTIVE DATE

The regulations to be issued under sec-
tion 382(m) that are described in section 2
of this notice will apply on or after Septem-

ber 7, 2008, and will apply unless and until
there is additional guidance.

26 CFR 601.201: Rulings and determination letters.
(Also Part I. Sections 103(c), 105(e), 117(b)(2)(A),
164, 170, 403(b)(1)(A)(ii), 454(b)(2), 511(a)(2)(B),
2055, 2106(a)(2), 2522, 4041(g), 4216, 4253(i),
4483(a), 4911, 4940(c), 4941(d), 4942(f), 4945(f),
4946(c).)

Rev. Proc. 2008–55

SECTION 1. GENERAL

.01 PURPOSE
The purpose of this revenue procedure

is to designate the Indian tribal entities that
appear on the current or future lists of fed-
erally recognized Indian tribes published
annually by the Department of the Inte-
rior, Bureau of Indian Affairs, as Indian
tribal governments for purposes of section
7701(a)(40). Indian tribal governments
are treated as States for certain purposes
under section 7871(a).

.02 BACKGROUND
(1) Internal Revenue Code and Trea-

sury Regulations. The Indian Tribal Gov-
ernmental Tax Status Act of 1982 (Title
II of Pub. L. No. 97–473, 1983–1 C.B.
510, 511, as amended by Pub. L. No.
98–21, 1983–2 C.B. 309, 315) added sec-
tions 7701(a)(40) and 7871 to the Code.
Section 7871(a) provides that Indian tribal
governments (or subdivisions thereof) will
be treated as states for certain enumerated
federal tax purposes. For example, charita-
ble contributions to or for the use of a tribal
government may be deductible under the
federal income, gift, and estate tax laws; a
tribal government is entitled to exemption
from certain excise taxes; taxes imposed
by a tribe may be deductible; and public
activity bonds may be tax exempt obliga-
tions. §§ 7871(a)(1), (a)(3), (a)(4). As
originally enacted in 1982, the provisions
of section 7871 were temporary. These
provisions were made permanent by sec-
tion 1065 of the Tax Reform Act of 1984,
Pub. L. 98–369, 1984–3 (Vol. 1) C.B. 556.
Section 7701(a)(40) defines the term In-
dian tribal government to mean the gov-
erning body of any tribe, band, commu-
nity, village, or group of Indians, or (if ap-
plicable) Alaska Natives, which is deter-

mined by the Secretary, after consultation
with the Secretary of the Interior, to exer-
cise governmental functions.

Temporary Regulation section
305.7701–1(a) provides that a governing
body of a tribe, band, pueblo, community,
village, or group of native American In-
dians, or Alaska Natives, qualifies as an
Indian tribal government upon determina-
tion by the Internal Revenue Service that
the governing body exercises governmen-
tal functions. Designation of a governing
body as an Indian tribal government will
be by revenue procedure. The temporary
regulation further provides that if a gov-
erning body is not currently designated
by revenue procedure as an Indian tribal
government, and such governing body be-
lieves that it qualifies for such designation,
the governing body may apply for a ruling
from the Internal Revenue Service.

(2) Federally Recognized Indian Tribe
List Act and Associated Regulations. Un-
der the Federally Recognized Indian Tribe
List Act of 1994, Pub. L. 103–454, 108
Stat. 4791 (“List Act”), the Secretary of
the Interior is required to publish annually
a list of all federally recognized Indian
tribes. The list must reflect all of the tribes
that the Secretary of the Interior recog-
nizes to be eligible for the programs and
services provided by the United States to
Indians because of their status as Indi-
ans. 25 USC § 479a–1(b). The United
States has a government-to-government
relationship with and recognizes the
sovereignty of recognized Indian tribes.
List Act § 103(2). The Secretary
of the Interior recognizes the entities
on the list as Indian tribes with a
government-to-government relationship
with the United States. See 44 Fed.
Reg. 7,235 (Feb. 6, 1979); 58 Fed.
Reg. 54,364 (Oct. 21, 1993); and 60
Fed. Reg. 9,250 (Feb. 16, 1995). The
government-to-government relationship
of a tribe that is on this list may not be
terminated except by an Act of Congress.
List Act § 103(4).

The Department of the Interior pub-
lishes its list annually in the Federal Reg-
ister. The most recent list was published in
73 Fed. Reg. 18,553 (April 4, 2008).

(3) Previous Revenue Procedures. The
Internal Revenue Service has issued three
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revenue procedures listing Indian tribal en-
tities recognized as Indian tribal govern-
ments for purposes of section 7701(a)(40).
See Rev. Proc. 83–87, 1983–2 C.B. 606;
Rev. Proc. 2001–15, 2001–1 C.B. 465;
Rev. Proc. 2002–64, 2002–2 C.B. 717.
For each of the 2001 and 2002 revenue
procedures, the Indian tribal entities listed
were also the Indian tribes on the most re-
cent annual list published by the Depart-
ment of the Interior pursuant to the List
Act.

SECTION 2. APPLICATION

.01 In general, an Indian tribal entity
that appears on the most recent list pub-
lished by the Department of the Interior
in the Federal Register pursuant to the re-
quirements of the List Act is designated an
Indian tribal government for purposes of
section 7701(a)(40). Tribal entities not ap-
pearing on the list that believe they qual-
ify to be recognized as Indian tribes may
contact the Office of Federal Acknowledg-
ment in the Department of the Interior for
information on how to apply for recogni-

tion pursuant to Department of the Inte-
rior procedures. Tribal entities not appear-
ing on the list may apply for a ruling on
whether they qualify as Indian tribal gov-
ernments under section 7701(a)(40) pur-
suant to all applicable rules set forth in the
Statement of Procedural Rules (26 CFR
Part 601), and guidelines set forth in Rev.
Proc. 84–37, 1984–1 C.B. 513, as mod-
ified by Rev. Proc. 86–17, 1986–1 C.B.
550, and Rev. Proc. 2008–1, 2008–1
I.R.B. 1.

.02 A tribe that does not appear on the
most recent list published by the Depart-
ment of the Interior in the Federal Regis-
ter pursuant to the requirements of the List
Act will nonetheless be treated as an In-
dian tribal government for purposes of sec-
tion 7701(a)(40) if the tribe has been ac-
knowledged as a federally recognized In-
dian tribe, as stated in a letter from the De-
partment of the Interior.

.03 Qualification as an Indian tribal
government does not necessarily establish
that a tribe qualifies for a particular tax
benefit. For example, when a tribal en-
tity seeks exemption from excise taxes,

the entity must be able to demonstrate
that the underlying transaction involves
the exercise of an essential governmental
function of the Indian tribal government.
§ 7871(b).

SECTION 3. EFFECT ON OTHER
DOCUMENTS

Rev. Proc. 2002–64 is superseded.

SECTION 4. EFFECTIVE DATE

This revenue procedure is effective on
the date of publication.

SECTION 6. DRAFTING
INFORMATION

The principal author of this revenue
procedure is Carol Cook of the Office
of the Division Counsel/Associate Chief
Counsel (Tax Exempt & Government En-
tities). For further information regarding
this revenue procedure, contact Ms. Cook
at (202) 622–1124 (not a toll-free call).
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Part IV. Items of General Interest
Notice of Proposed
Rulemaking and Notice of
Public Hearing

Rules for Home Construction
Contracts

REG–120844–07

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking
and notice of public hearing.

SUMMARY: This document contains
proposed regulations amending the regu-
lations under §1.460 to provide guidance
to taxpayers in the home construction in-
dustry regarding accounting for certain
long-term construction contracts that qual-
ify as home construction contracts under
section 460(e)(6) of the Internal Revenue
Code (Code) and to provide guidance to
taxpayers with long-term contracts under
section 460(f) regarding certain changes
in method of accounting for long-term
contracts. This document also provides a
notice of a public hearing on these pro-
posed regulations.

DATES: Written comments must be re-
ceived by November 3, 2008. Outlines of
topics to be discussed at the public hear-
ing scheduled for December 5, 2008, at
10:00 a.m. must be received by November
13, 2008.

ADDRESSES: Send submissions to
CC:PA:LPD:PR (REG–120844–07),
room 5203, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20224. Submissions may be
hand delivered Monday through Friday
between the hours of 8 a.m. and 4 p.m.
to CC:PA:LPD:PR (REG–120844–07),
Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW,
Washington, DC. Alternatively, taxpayers
may submit comments electronically
via the Federal eRulemaking
Portal at www.regulations.gov (IRS
REG–120844–07). The public hearing
will be held in the auditorium, Internal
Revenue Service Building, 1111

Constitution Avenue, NW, Washington,
DC.

FOR FURTHER INFORMATION
CONTACT: Concerning the proposed
regulations, Brendan P. O’Hara, (202)
622–4920; concerning submission of com-
ments, the hearing, or to be placed on
the building access list to attend the hear-
ing, Richard Hurst, (202) 622–7180 (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background and Explanation of
Provisions

This document contains a proposed
amendment to the Income Tax Regula-
tions, 26 CFR Part 1, under section 460
and §§1.460–3, 1.460–4, 1.460–5 and
1.460–6 of the Income Tax Regulations.
In general, section 460(a) requires taxpay-
ers to use the percentage of completion
method (PCM) to account for taxable
income from any long-term contract. Sec-
tion 460(e) exempts home construction
contracts from the general requirement to
use the percentage of completion method
of accounting. Section 460(e)(6) defines
a home construction contract to be any
construction contract if 80 percent or more
of the total estimated contract costs are
reasonably expected to be attributable to
the construction of (i) dwelling units con-
tained in buildings containing 4 or fewer
dwelling units, and (ii) improvements
to real property directly related to such
dwelling units and located on the site of
such dwelling units. Section 460(e)(4)
defines a construction contract to be any
contract for the building, construction,
reconstruction, or rehabilitation of, or the
installation of any integral component to,
or improvement of, real property.

These proposed regulations expand
the types of contracts eligible for the
home construction contract exemption and
amend the rules for how taxpayer-initiated
changes in methods of accounting to com-
ply with the regulations under section 460
may be implemented.

Definition of a Home Construction
Contract

Improvements to real property

The definition of a construction con-
tract under section 460(e) includes many
transactions involving land developers and
construction service providers in the home
construction industry. For example, a con-
struction contract under section 460(e) in-
cludes a contract for the provision of land
by the taxpayer if the estimated total allo-
cable contract costs attributable to the tax-
payer’s construction activities (not includ-
ing the cost of the land provided to the cus-
tomer) are 10 percent or more of the con-
tract’s total contract price.

As noted, section 460(a) requires that
the income from any long-term contract
be recognized using the percentage of
completion method. However, taxpayers
with contracts that meet the definition of
a “home construction contract” are not
required to use the percentage of comple-
tion method for those contracts and may
use an exempt method. Exempt methods
commonly used to account for home con-
struction contracts include the completed
contract method (CCM) and the accrual
method.

Under section 460, a home construction
contract includes any construction contract
if 80 percent of the total estimated contract
costs are reasonably expected to be attrib-
utable to the construction of improvements
to real property directly related to qualify-
ing dwelling units and located on the site of
such dwelling units. Commentators have
suggested that many contracts entered into
by land developers in the home construc-
tion industry should fall within the defini-
tion of a home construction contract.

The proposed regulations expand the
scope of the home construction contract
exemption by providing that a contract
for the construction of common improve-
ments is considered a contract for the con-
struction of improvements to real property
directly related to the dwelling unit(s) and
located on the site of such dwelling unit(s),
even if the contract is not for the con-
struction of any dwelling unit. Therefore,
under the proposed regulations, a land de-
veloper that is selling individual lots (and
its contractors and subcontractors) may
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have long-term construction contracts that
qualify for the home construction contract
exemption.

Townhouses, rowhouses, and
condominiums

Under section 460, a home construction
contract also includes any construction
contract if 80 percent of the total contract
costs are reasonably expected to be attrib-
utable to the construction of dwelling units
contained in buildings containing four or
fewer dwelling units. Section 460(e)(6)
states that each townhouse or rowhouse
shall be treated as a separate building,
regardless of the number of townhouses
or rowhouses physically attached to each
other. In certain circumstances, the terms
condominium and townhouse are used
interchangeably to describe similar struc-
tures. Individual condominium units
possess many of the characteristics gen-
erally associated with townhouses and
rowhouses such as private ownership,
shared portions of their structures, resi-
dential housing, and the economics of the
underlying purchase transactions.

The proposed regulations expand what
is considered a townhouse or rowhouse,
for purposes of the home construction con-
tract exemption, to include an individual
condominium unit. This will have the ef-
fect of allowing each condominium unit to
be treated as a separate building for pur-
poses of determining whether the underly-
ing contract qualifies as a home construc-
tion contract.

Completed contract method

Under the current regulations under
section 460, the appropriate severing of a
home construction contract requires a facts
and circumstances analysis based upon
certain factors that are neither specific
nor always relevant to home construction
contracts. Likewise, the date a home con-
struction contract is considered completed
and accepted is determined using a facts
and circumstances analysis.

The IRS and Treasury Department
are aware of controversies related to the
application of the existing facts and cir-
cumstances analyses for determining the
appropriate severance and final comple-
tion and acceptance of home construction
contracts accounted for using the com-
pleted contract method. Expanding the

definition of a home construction contract
as provided in these proposed regulations
may heighten the significance of these
issues. As a result, the IRS and Treasury
Department expect to propose specific
severing and completion rules for home
construction contracts accounted for using
the completed contract method. Taxpayers
are encouraged to submit comments on
the types of severing and completion rules
that would result in the clear reflection of
income for home construction contracts
accounted for using the completed con-
tract method. Specifically, the IRS and the
Treasury Department request comments
on the circumstances (if any) in which it
would not be appropriate to require sever-
ing and completion of a home construction
contract to be determined on a dwelling
unit by dwelling unit or lot by lot basis
or, when a contract is not for the sale of a
dwelling unit or lot, on the basis of when
the taxpayer receives payment(s) under
the contract.

Method of accounting

Currently, the regulations under section
460 provide that a taxpayer that uses the
percentage-of-completion method (PCM),
the exempt-contract percentage-of-com-
pletion method (EPCM), or elects the
10-percent method or special alterna-
tive minimum taxable income (AMTI)
method, or that adopts or elects a cost al-
location method of accounting (or changes
to another method of accounting with
the Commissioner’s consent) must ap-
ply the method(s) consistently for all
similarly classified contracts until the tax-
payer obtains the Commissioner’s consent
under section 446 to change to another
method of accounting. The regulations
further provide that a taxpayer-initiated
change in method of accounting will be
permitted only on a cut-off basis (that
is, for contracts entered into on or after
the year of change), and thus, a section
481(a) adjustment will not be permitted
nor required. The proposed regulations
continue this cut-off method of imple-
mentation but only for taxpayer-initiated
changes from a permissible PCM method
to another permissible PCM method for
long-term contracts for which PCM is re-
quired and for taxpayer-initiated changes
from a cost allocation method of account-
ing that complies with the cost allocation

rules of §1.460–5 to another cost allocation
method of accounting that complies with
the cost allocation rules of §1.460–5. Un-
der the proposed regulations all other
taxpayer-initiated changes in method of
accounting under section 460 will be made
with a section 481(a) adjustment.

The proposed regulations provide that
in determining the hypothetical under-
payment or overpayment of tax for any
year as part of the look-back computa-
tion, amounts reported as section 481(a)
adjustments shall generally be taken into
account in the tax year or years they are
reported. For purposes of determining
whether there is a hypothetical under-
payment or overpayment of tax under
the look-back computation, a taxpayer
would use amounts reported under its old
method for the years the old method was
used and would use amounts reported
under its new method for the years the
new method was used, netted against the
amount of any section 481(a) adjustments
required to be taken into account. Thus,
a look-back computation would not be
required upon contract completion sim-
ply because the taxpayer has changed
its method of accounting. However, a
look-back computation would be required
upon contract completion if actual costs or
the contract price differ from the estimated
amounts notwithstanding the fact a change
in method of accounting occurred. For
example, if a taxpayer using PCM changed
its method of accounting for construction
costs incurred in a contract reported under
PCM, the section 460 look-back would
be computed using the costs recognized
prior to the year of change (reported under
the taxpayer’s old method of accounting)
and the costs recognized in subsequent
years using the new method of account-
ing, netted against any applicable section
481(a) adjustment. Similarly, for changes
in methods of accounting where no costs
were recognized under the old method
of accounting (for example, a change
in method of accounting from CCM to
PCM), look-back would effectively only
apply to years in which the taxpayer’s
new method of accounting was used to
the extent that no costs were recognized
prior to the year of change under the old
method of accounting. This approach to
the look-back computation is consistent
with the underlying purpose of look-back
as well as the general accounting method
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change procedures. Comments are specif-
ically requested with respect to issues
that taxpayers may foresee with respect
to the rules provided in these proposed
regulations for taking into account section
481(a) adjustments in the year reported for
purposes of the look-back computation.

Proposed Effective/Applicability Date

These regulations are proposed to ap-
ply to taxable years beginning on or af-
ter the date the final regulations are pub-
lished in the Federal Register. The final
regulations will provide rules applicable to
taxpayers that seek to change a method of
accounting to comply with the rules con-
tained in the final regulations. Taxpayers
may not change or otherwise use a method
of accounting in reliance upon the rules
contained in these new proposed regula-
tions until the rules are published as final
regulations in the Federal Register.

Special Analyses

It has been determined that this pro-
posed regulation is not a significant regu-
latory action as defined in Executive Or-
der 12866. Therefore, a regulatory assess-
ment is not required. It has also been deter-
mined that section 553(b) of the Adminis-
trative Procedure Act (5 U.S.C. chapter 5)
does not apply, and because the regulations
do not impose a collection of information
on small entities, the Regulatory Flexibil-
ity Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Code,
this notice of proposed rulemaking will be
submitted to the Chief Counsel for Advo-
cacy of the Small Business Administration
for comment on its impact on small busi-
nesses.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written comments
(a signed original with eight (8) copies)
or electronic comments that are submitted
timely to the IRS. The IRS and Treasury
Department request comments on the clar-
ity of the proposed regulations and how
they may be made easier to understand.
All comments will be available for public
inspection and copying.

A public hearing has been sched-
uled for December 5, 2008, beginning

at 10:00 a.m., in the auditorium of
the Internal Revenue Building, 1111
Constitution Avenue, NW, Washington,
DC. Due to building security procedures,
visitors must enter at the Constitution
Avenue entrance. In addition, all visitors
must present photo identification to
enter the building. Because of access
restrictions, visitors will not be admitted
beyond the immediate entrance area more
than 30 minutes before the hearing starts.
For information about having your name
placed on the building access list to attend
the hearing, see the “FOR FURTHER
INFORMATION CONTACT” section of
this preamble.

The rules of 26 CFR 601.601(a)(3) ap-
ply to the hearing. Persons who wish to
present oral comments at the hearing must
submit electronic or written comments and
an outline of the topics to be discussed and
the time to be devoted to each topic (signed
original and eight (8) copies) by Novem-
ber 13, 2008. A period of 10 minutes will
be allotted to each person for making com-
ments. An agenda showing the scheduling
of the speakers will be prepared after the
deadline for receiving outlines has passed.
Copies of the agenda will be available free
of charge at the hearing.

Drafting Information

The principal author of these regula-
tions is Brendan P. O’Hara, Office of Asso-
ciate Chief Counsel (Income Tax and Ac-
counting). However, other personnel from
the IRS and Treasury Department partici-
pated in their development.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.460–3 is amended by:
1. Revising paragraph (b)(1)(ii).
2. Redesignating paragraphs (b)(2)(ii),

(b)(2)(iii) and (b)(2)(iv) as paragraphs
(b)(2)(iii), (b)(2)(iv) and (b)(2)(v), respec-
tively, and revising them.

3. Adding a new paragraph (b)(2)(ii).

The revisions and addition read as fol-
lows:

§1.460–3 Long-term construction
contracts.

* * * * *
(b) * * *
(1) * * *
(ii) Construction contract, other than a

home construction contract, that a taxpayer
estimates (when entering into the contract)
will be completed within 2 years of the
contract commencement date, provided
the taxpayer satisfies the $10,000,000
gross receipts test described in paragraph
(b)(3) of this section.

(2) * * *
(ii) Land improvements. For purposes

of paragraph (b)(2)(i)(B) of this section,
improvements to real property directly
related to, and located on the site of, the
dwelling units consist of improvements to
land on which dwelling units (as described
in paragraph (b)(2)(i)(A) of this section)
are constructed, and common improve-
ments as defined in paragraph (b)(2)(iv)
of this section. A long-term construction
contract is a home construction contract
if a taxpayer (including a subcontractor
working for a general contractor) meets
the 80% test in paragraph (b)(2)(i) of
this section as applied to either paragraph
(b)(2)(i)(A) of this section or paragraph
(b)(2)(i)(B) of this section, or both para-
graphs (b)(2)(i)(A) and (b)(2)(i)(B) of this
section, collectively.

(iii) Townhouses and rowhouses. For
purposes of determining whether a long-
term construction contract is a home con-
struction contract under paragraph (b)(2)
of this section, each townhouse or row-
house is a separate building. For this pur-
pose, the term townhouse and rowhouse
includes an individual condominium unit.

(iv) Common improvements—(A) In
general. A taxpayer includes in the cost of
a dwelling unit or land its allocable share
of the cost that the taxpayer incurs for any
common improvements that benefit the
dwelling unit or land.

(B) Definition. For purposes of this
section, a common improvement is an im-
provement that the taxpayer is contractu-
ally obligated, or required by law, to con-
struct within the tract or tracts of land con-
taining the dwelling units (or the land on
which dwelling units are to be constructed)
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and that benefits the dwelling units (or the
land on which dwelling units are to be con-
structed). In general, a common improve-
ment does not solely benefit any particular
dwelling unit or any particular lot on which
a dwelling unit is constructed. However,
land clearing and grading are common im-
provements, even when performed on a
particular lot. Other examples of com-
mon improvements are sidewalks, sewers,
roads and clubhouses.

(v) Mixed use costs. If a contract in-
volves the construction of both commer-
cial units and dwelling units, a taxpayer
must allocate the costs among the commer-
cial units and dwelling units using a rea-
sonable method or combination of reason-
able methods. In general, the reasonable-
ness of an allocation method will be based
on facts and circumstances. Examples of
methods that may be reasonable are spe-
cific identification, square footage, or fair
market value.

* * * * *
Par. 3. Section 1.460–4 is amended by:
1. Revising the third sentence in para-

graph (c)(1).
2. Redesignating paragraph (g) as para-

graph (g)(1) and revising newly redesig-
nated paragraph (g)(1).

3. Adding a paragraph (g)(2).
4. Revising Example 5. of paragraph

(h).
The revisions and additions read as fol-

lows:

§1.460–4 Methods of accounting for
long-term contracts.

* * * * *
(c) * * *
(1) * * * Permissible exempt contract

methods are the PCM, the EPCM de-
scribed in paragraph (c)(2) of this section,
the CCM described in paragraph (d) of
this section, the accrual method, and any
other permissible method. * * *

* * * * *
(g) Method of accounting—(1) In gen-

eral. A taxpayer must apply its method(s)
of accounting for long-term contracts con-
sistently for all similarly classified long-
term contracts until the taxpayer obtains
the Commissioner’s consent under section
446(e) to change to another method of ac-
counting.

(2) Taxpayer-initiated change in
method of accounting—(i) Change to
PCM for long-term contracts for which
PCM is required. A taxpayer-initiated
change in method of accounting for
long-term contracts (or portion thereof)
for which income must be determined us-
ing the PCM described in paragraph (b) of
this section and the costs allocation rules
described in §1.460–5(b) or (c) (required
PCM contracts) from a method of account-
ing that does not comply with paragraph
(b) of this section and §1.460–5(b) or (c)
to a method that complies with paragraph
(b) of this section and §1.460–5(b) or
(c) must be applied to all required PCM
contracts entered into before the year of
change and not reported as completed as
of the beginning of the year of change.
Accordingly, a section 481(a) adjustment
will be required.

(ii) Change from a permissible PCM
method to another permissible PCM
method for long-term contracts for which
PCM is required. A taxpayer initiated
change in method of accounting for re-
quired PCM contracts, as defined in para-
graph (g)(2)(i) of this section (or a portion
thereof), from a method of accounting that
complies with paragraph (b) of this section
and §1.460–5(b) or (c) to another method
of accounting that complies with para-
graph (b) of this section and §1.460–5(b)
or (c) must be made on a cut-off basis
and applied only to contracts entered into
during and after the year of change. Ac-
cordingly, a section 481(a) adjustment will
be neither permitted nor required.

(iii) Change to an exempt contract
method for home construction contracts.
A taxpayer-initiated change in method of
accounting for home construction con-
tracts, as defined in §1.460–3(b)(2), to
a permissible exempt contract method,
as described in paragraph (c)(1) of this
section, must be applied to all home con-
struction contracts entered into before the
year of change and not reported as com-
pleted as of the beginning of the year of
change. Accordingly, a section 481(a)
adjustment will be required.

(iv) Change to an exempt contract
method for exempt contracts other than
home construction contracts. A tax-
payer-initiated change in method of ac-
counting for long-term contracts (or por-
tion thereof) not described in paragraphs
(g)(2)(i), (ii) and (iii) of this section to a

permissible exempt contract method as
described in paragraph (c)(1) of this sec-
tion must be applied to all contracts that
are eligible to use the exempt contract
method entered into before the year of
change and not reported as completed as
of the beginning of the year of change.
Accordingly, a section 481(a) adjustment
will be required.

(h) * * *

* * * * *
Example 5. PCM—contract terminated. C,

whose taxable year ends December 31, determines
the income from long-term contracts using the PCM.
During 2001, C buys land and begins constructing
a building that will contain 50 apartment units on
that land. C enters into a contract to sell the building
to B for $2,400,000. B gives C a $50,000 deposit
toward the purchase price. By the end of 2001, C
has incurred $500,000 of allocable contract costs on
the building and estimates that the total allocable
contract costs on the building will be $1,500,000.
Thus, for 2001, C reports gross receipts of $800,000
($500,000 / $1,500,000 x $2,400,000), current-year
costs of $500,000, and gross income of $300,000
($800,000 - $500,000). In 2002, after C has incurred
an additional $250,000 of allocable contract costs on
the building, B files for bankruptcy protection and
defaults on the contract with C, who is permitted
to keep B’s $50,000 deposit as liquidated damages.
In 2002, C reverses the transaction with B under
paragraph (b)(7) of this section and reports a loss
of $300,000 ($500,000 - $800,000). In addition, C
obtains an adjusted basis in the building sold to B of
$700,000 ($500,000 (current-year costs deducted in
2001) - $50,000 (B’s forfeited deposit) + $250,000
(current-year costs incurred in 2002). C may not
apply the look-back method to this contract in 2002.

* * * * *
Par. 4. Section 1.460–5 is amended by:
1. Adding a new sentence to the end of

paragraph (c)(2).
2. Revising paragraph (g).
The revision and addition read as fol-

lows:

§1.460–5 Cost allocation rules.

* * * * *
(c) * * *
(2) * * * Further, this election is not

available if a taxpayer is changing from a
cost allocation method other than as pre-
scribed in paragraph (b) of this section,
in which case the taxpayer must follow
the procedures under §1.446–1(e) for ob-
taining the Commissioner’s consent for the
change in method of accounting.

* * * * *
(g) Method of accounting. A taxpayer

that adopts, elects, or otherwise changes
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to a cost allocation method of account-
ing (or changes to another cost allocation
method of accounting with the Commis-
sioner’s consent) must apply that method
consistently for all similarly classified
contracts, until the taxpayer obtains the
Commissioner’s consent under section
446 to change to another cost allocation
method. A taxpayer-initiated change in
cost allocation method from a method that
does not comply with the cost allocation
rules of this section to a method that com-
plies with the cost allocation rules of this
section must be applied to all long-term
contracts to which the rules of this section
apply, including contracts entered into be-
fore the year of change and not reported
as completed as of the beginning of the
year of change. Accordingly, a section
481(a) adjustment is required. Any other
taxpayer-initiated change in cost alloca-
tion method to a method permitted under
the rules of this section must be made on a
cut-off basis and applied only to contracts
entered into during and after the year of
change, in which case a section 481(a)
adjustment will be neither permitted nor
required.

Par. 5. Section 1.460–6 is amended by:
1. Adding paragraph (c)(3)(vii).
2. Redesignating paragraph (d)(2)(iv)

as paragraph (d)(2)(v).
3. Adding a new paragraph (d)(2)(iv).
The additions and revision read as fol-

lows:

§1.460–6 Look-back method.

* * * * *
(c) * * *
(3) * * *
(vii) Section 481(a) adjustments. For

purposes of determining the hypotheti-
cal underpayment or overpayment of tax
for any year, amounts reported as section
481(a) adjustments shall be taken into
account in the tax year or years they are
reported. However, any portion of a sec-
tion 481(a) adjustment not yet reported
as of the tax year in which the contract is
completed shall be taken into account in
the tax year the contract is completed for
purposes of determining the hypothetical
underpayment or overpayment of tax.

* * * * *
(d) * * *
(2) * * *

(iv) Section 481(a) adjustments. For
purposes of determining the hypothetical
underpayment or overpayment of tax for
any year under the simplified marginal im-
pact method, amounts reported as section
481(a) adjustments shall be taken into ac-
count in the tax year or years they are re-
ported. However, any portion of a section
481(a) adjustment not yet reported as of
the tax year in which the contract is com-
pleted shall be taken into account in the tax
year the contract is completed for purposes
of determining the hypothetical underpay-
ment or overpayment of tax.

* * * * *

Linda E. Stiff,
Deputy Commissioner for
Services and Enforcement.

(Filed by the Office of the Federal Register on August 1,
2008, 8:45 a.m., and published in the issue of the Federal
Register for August 4, 2008, 73 F.R. 45180)

Notice of Proposed
Rulemaking

Employee Stock Purchase
Plans Under Internal Revenue
Code Section 423

REG–106251–08

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking.

SUMMARY: This document contains
proposed regulations relating to options
granted under an employee stock pur-
chase plan as defined in section 423 of
the Internal Revenue Code (Code). These
proposed regulations affect certain tax-
payers who participate in the transfer of
stock pursuant to the exercise of options
granted under an employee stock purchase
plan. These proposed regulations provide
guidance to assist taxpayers in complying
with section 423 in addition to clarifying
certain rules regarding options granted
under an employee stock purchase plan.
This document also contains proposed
regulations under sections 421 and 422 of
the Code.

DATES: Written or electronic comments
must be received by October 27, 2008.

ADDRESSES: Send submissions to:
CC:PA:LPD:PR (REG–106251–08), room
5203, Internal Revenue Service, PO Box
7604, Ben Franklin Station, Washing-
ton, DC 20044. Submissions may be
hand delivered Monday through Friday
between the hours of 8 a.m. and 4 p.m.
to CC:PA:LPD:PR (REG–106251–08),
Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW,
Washington, DC, or sent electronically
via the Federal eRulemaking Portal
at http://www.regulations.gov/ (IRS
REG–106251–08).

FOR FURTHER INFORMATION
CONTACT: Concerning these proposed
regulations, Thomas Scholz at (202)
622–6030; concerning submissions of
comments, and/or to request a hear-
ing, Oluwafunmilayo Taylor, at (202)
622–7180 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background

This document contains proposed
amendments to 26 CFR part 1 under sec-
tion 423 of the Code. This document also
contains minor proposed amendments to
26 CFR part 1 under sections 421 and 422
of the Code.

Section 423 was added to the Code by
section 221(a) of the Revenue Act of 1964,
Public Law 88–272 (78 Stat. 63 (1964)).
Changes to the applicable law concern-
ing section 423 were made by sections
1402(b)(1)(C) and 1402(b)(2) of the Tax
Reform Act of 1976, Public Law 94–455
(90 Stat. 1731 and 1732–1733 (1976));
section 1001(b)(5) of the Deficit Reduc-
tion Act of 1984, Public Law 98–369
(98 Stat. 1011 (1984)); section 1114
of the Tax Reform Act of 1986, Public
Law 99–514 (100 Stat. 2451 (1986));
and sections 11801(c)(9)(D)(i)-(ii) and
11801(c)(9)(E) of the Omnibus Budget
Reconciliation Act of 1990, Public Law
101–508 (104 Stat. 1388–525 (1990)).

Regulations under section 423 were
published in the Federal Register on
June 23, 1966 (T.D. 6887, 1966–2 C.B.
129). These regulations were amended on
September 27, 1979 (T.D. 7645, 1979–2
C.B. 198), October 31, 1980 (T.D. 7728,
1980–2 C.B. 236), and December 1, 1988
(T.D. 8235, 1989–1 C.B. 117). In Notice
2004–55, 2004–2 C.B. 319 (August 23,
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2004), (see §601.601(d)(2)(ii)(b)), the IRS
and the Treasury Department requested
comments concerning whether the exist-
ing regulations under section 423 should
be amended, and if so, what issues should
be addressed. Two comment letters were
submitted in response to Notice 2005–55
and the suggestions in those letters are
addressed in this preamble.

In general, the income tax treatment of
the grant of an option to purchase stock
in connection with the performance of ser-
vices and of the transfer of stock pursuant
to the exercise of the option is determined
under section 83 and the regulations there-
under. However, section 421 provides spe-
cial rules for determining the income tax
treatment of the transfer of shares of stock
pursuant to the exercise of an option if the
requirements of sections 422(a) or 423(a),
as applicable, are met. Section 422 ap-
plies to incentive stock options and sec-
tion 423 applies to options granted under
an employee stock purchase plan (collec-
tively, statutory options).

Under section 421, if a share of stock
is transferred to an individual pursuant to
the exercise of a statutory option, there is
no income at the time of exercise of the
option with respect to the transfer and no
deduction under section 162 is allowed to
the employer corporation with respect to
the transfer.

Section 423(a) provides that section
421 applies to the transfer of stock to an
individual pursuant to the exercise of an
option granted under an employee stock
purchase plan if: (i) no disposition of the
stock is made within two years from the
date of grant of the option or within one
year from the date of transfer of the share,
and (ii) at all times during the period be-
ginning on the date of grant and ending on
the day three months before the exercise
of the option, the individual is an em-
ployee of either the corporation granting
the option or a parent or subsidiary of such
corporation, or a corporation (or a parent
or subsidiary of such corporation) issuing
or assuming a stock option in a transaction
to which section 424(a) applies. Section
423(b) sets forth several requirements that
must be met for a plan to qualify as an
employee stock purchase plan. Section
423(c) provides a special rule that is ap-
plicable where the option exercise price
is between 85 and 100 percent of the fair

market value of the stock at the time the
option was granted.

Section 424 provides special rules
applicable to statutory options, includ-
ing rules concerning the modification of
statutory options and the substitution or
assumption of an option by reason of a
corporate merger, consolidation, acqui-
sition of property or stock, separation,
reorganization, or liquidation. Section 424
also contains definitions of certain terms,
including disposition, parent corporation,
and subsidiary corporation. Finally, sec-
tion 424 provides special rules related to
attribution of stock ownership and the ef-
fect of stockholder approval on the date of
grant of a statutory option.

Explanation of Provisions

These proposed regulations would
provide a comprehensive set of rules
governing stock options issued under an
employee stock purchase plan and would
incorporate substantially all of the rules
contained in the existing regulations under
section 423. These proposed regulations
are comprised of two sections: Section
1.423–1, applicability of section 421(a);
and §1.423–2, employee stock purchase
plan defined. These proposed regula-
tions would amend the existing regula-
tions under section 423 in several ways.
First, these proposed regulations would
update the existing regulations to incorpo-
rate statutory changes and to make them
consistent, where appropriate, with the
regulations under section 422 related to
incentive stock options. The regulations
under section 422 were last updated in
2004. See T.D. 9144, 2004–2 C.B. 413.
Second, these proposed regulations would
update the existing regulations to provide
additional guidance in certain areas as
discussed below. Finally, these proposed
regulations would also update the existing
regulations to remove obsolete rules.

1. General requirements

Under §1.423–2(a)(1) of these pro-
posed regulations, an employee stock
purchase plan must meet the require-
ments of paragraphs (i) through (ix) of
§1.423–2(a)(2). The terms of the plan, or
an offering under the plan, must satisfy the
requirements of paragraphs (iii) through
(ix) of §1.423–2(a)(2). Consistent with
§1.422–2(b)(1), §1.423–2(a)(1) of these

proposed regulations would provide that
the plan and the terms of an offering must
be in writing or electronic form, provided
that such writing or electronic form is ad-
equate to establish the terms of the plan or
offering.

Section 1.423–2(a)(2) of these pro-
posed regulations lists the requirements
that must be met for qualification as an em-
ployee stock purchase plan and provides
cross references to the specific section
of these regulations that addresses each
requirement.

Under §1.423–2(a)(3) of these pro-
posed regulations, if the terms of an option
are inconsistent with the terms of the em-
ployee stock purchase plan or an offering
under the plan, then the option will not be
treated as granted under an employee stock
purchase plan. (Section 1.423–2(a)(2) of
the existing regulations has been re-num-
bered as §1.423–2(a)(3) of these proposed
regulations.) If an option with terms that
are inconsistent with the terms of the plan
or an offering under the plan is granted
to an employee who is entitled to the
grant of an option under the terms of the
plan or offering, and the employee is not
granted an option under the offering that
qualifies as an option granted under an
employee stock purchase plan, then the
offering will not meet the requirements of
§1.423–2(e) of these proposed regulations,
which generally requires that options be
granted to all employees of any corpora-
tion whose employees are granted options
under an employee stock purchase plan.
As a result, none of the options granted
under the offering will be eligible for the
special tax treatment of section 421. Ex-
ample 1 in §1.423–2(a)(4) illustrates this
principle. Section 1.423–2(a)(4) of these
proposed regulations contains additional
examples to illustrate the principles of
§1.423–2(a)(3).

If an option with terms that are incon-
sistent with the terms of the plan or an of-
fering under the plan is granted to an indi-
vidual who is not entitled to the grant of an
option under the terms of the plan or offer-
ing, then the option will not be treated as
an option granted under an employee stock
purchase plan, and the grant of the op-
tion will not disqualify the options granted
under the offering. Examples 2 and 3 in
§1.423–2(a)(4) of these proposed regula-
tions illustrate this principle.
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If, at the time of grant, an option qual-
ifies as an option granted under an em-
ployee stock purchase plan, but the terms
of the option are not satisfied, then the op-
tion will not be treated as granted under
an employee stock purchase plan. How-
ever, this failure to comply with the terms
of the option will not disqualify the options
granted under the plan or offering. Exam-
ple 4 in §1.423–2(a)(4) of these proposed
regulations illustrates this principle.

2. Stockholder approval of the employee
stock purchase plan

To qualify as an employee stock pur-
chase plan, section 423(b)(2) requires
that the plan be approved by the stock-
holders of the granting corporation within
12 months before or after the date the
plan is adopted. These proposed reg-
ulations would provide the same basic
requirements for stockholder approval
as those included in the existing regula-
tions. Consistent with §1.422–2(b)(2),
these proposed regulations would pro-
vide additional guidance concerning the
circumstances under which stockholder
approval is required.

These proposed regulations, like the
existing regulations, would require stock-
holder approval if there is a change in the
aggregate number of shares or in the em-
ployees eligible to be granted options un-
der the plan. The standard for determining
when stockholder approval is required un-
der these proposed regulations generally is
the same as under the existing regulations.
These proposed regulations would clarify
the requirements for stockholder approval
and would provide a more comprehensive
list of situations that require new stock-
holder approval of the plan. In particular,
these proposed regulations would clarify
that new stockholder approval is required
if there is a change in the shares with
respect to which options are issued or a
change in the granting corporation.

For example, assume that S, a wholly
owned subsidiary of P, adopts an employee
stock purchase plan under which options
for S stock will be granted to S employ-
ees, and the plan is approved by the stock-
holder of S (in this case, P) within the
applicable 24-month period. If S later
amends the plan to provide for the grant
of options to acquire P stock (rather than
S stock), S must obtain approval from the

stockholders of S (in this case, P) within
12 months before or after the date of the
amendment of the plan because the amend-
ment of the plan to allow the grant of op-
tions for P stock is considered the adoption
of a new plan. See paragraph (iii) of Exam-
ple 1 in §1.423–2(c)(5) of these proposed
regulations. This conclusion differs from
that in paragraph (iii) of Example 1 un-
der §1.422–2(b)(6), which concludes that
the stockholders of P rather than the stock-
holders of S must approve the plan as a
result of its amendment to provide for the
grant of options to acquire P stock. The
IRS and the Treasury Department invite
comment on this result and are proposing
a conforming change to Example 1, para-
graph (iii) under §1.422–2(b)(6).

These proposed regulations also would
provide additional guidance regarding the
application of the stockholder approval
requirements where an employee stock
purchase plan is assumed in connection
with a corporate transaction. Example 3 in
§1.423–2(c)(5) of these proposed regula-
tions illustrates this principle.

3. Maximum aggregate number of shares

Section 1.423–2(c)(3) of the existing
regulations provides that an employee
stock purchase plan must designate the
maximum aggregate number of shares that
may be issued under the plan. Consistent
with §1.422–2(b)(3)(ii), these proposed
regulations would provide that the plan
may specify that the maximum aggregate
number of shares available for grants un-
der the plan may increase annually by a
specified percentage of the authorized,
issued, or outstanding shares at the date of
the adoption of the plan. Further, a plan
providing that the maximum aggregate
number of shares issued subject to options
under the plan may change based on any
other specific circumstances will satisfy
the requirements of §1.423–2(c)(3) only if
the stockholders approve an immediately
determinable maximum number of shares
that may be issued under the plan in any
event. Examples 4 and 5 in §1.423–2(c)(5)
of these proposed regulations illustrate
these principles.

4. Employees covered by the plan

Section 423(b)(4) permits an employer
to exclude from participation one or more

of the following categories of employ-
ees: Employees who have been employed
less than two years; Employees who cus-
tomarily work 20 hours or less per week;
Employees who customarily work not
more than five months in any calendar
year; and Highly compensated employees
(HCEs) within the meaning of section
414(q). Section 1.423–1(e)(1) of these
proposed regulations has been updated
to reflect the 1986 amendment of section
423(b)(4)(D) to substitute “highly com-
pensated employees (within the meaning
of section 414(q))” for “officers, persons
whose principal duties consist of supervis-
ing the work of other employees, or highly
compensated employees.” See Public Law
99–514, section 1114(b)(13).

One commentator suggested that the
regulations clarify that an employer may
exclude from participation a subset of one
of the groups set forth in section 423(b)(4).
For example, an employer should be per-
mitted to exclude a subset of HCEs, such
as officers, from participation in the plan.
The commentator further suggested that
the regulations clarify that an employer
may impose shorter service requirements
than those permitted. For example, an
employer should be permitted to exclude
employees who have been employed less
than one year from participation in the
plan.

The IRS and the Treasury Department
agree that a more inclusive application of
the rules of section 423(b)(4) is consistent
with the intent of section 423. Accord-
ingly, §1.423–2(e)(2) of these proposed
regulations would provide that an em-
ployee stock purchase plan does not fail
to satisfy the coverage provision of sec-
tion 423(b)(4) merely because the plan
excludes employees who have completed
a shorter period of service or whose cus-
tomary employment is for fewer hours per
week or fewer months in a calendar year
than is specified in subparts (A), (B) and
(C) of section 423(b)(4), provided the ex-
clusion is applied in an identical manner to
all employees of every corporation whose
employees are granted options under the
plan. In addition, these proposed regula-
tions would provide that the terms of an
employee stock purchase plan may ex-
clude HCEs: (a) with compensation above
a certain level, or (b) who are officers or
subject to the disclosure requirements of
section 16(a) of the Securities Exchange
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Act of 1934, provided the exclusion is
applied in an identical manner to all HCEs
of every corporation whose employees are
granted options under the plan. Exam-
ples 3, 4, 5, 6, and 7 in §1.423–2(e)(6)
of these proposed regulations illustrate
these principles. (The examples under
§1.423–2(e)(3) of the existing regulations
have been re-numbered as §1.423–2(e)(6)
of these proposed regulations.)

Another commentator suggested that
the regulations permit employers to ex-
clude from plan participation employees
who are nonresident aliens and who re-
ceive no earned income that constitutes
income from sources within the United
States. The IRS and the Treasury De-
partment agree that it may be appropriate
to exclude foreign employees from plan
participation in certain limited circum-
stances. However, unlike section 410(b),
section 423 does not provide an exclusion
for such nonresident aliens. Accordingly,
the IRS and the Treasury Department
are constrained by statutory authority
from providing a general exclusion from
plan participation for employees who are
nonresident aliens and who receive no
United States source income. Therefore,
§1.423–2(e)(3) of these proposed regula-
tions would provide that employees who
are citizens or residents of a foreign ju-
risdiction (without regard to whether they
are also citizens of the United States or
resident aliens (within the meaning of
§7701(b)(1)(A))) may be excluded from
the coverage of an employee stock pur-
chase plan only if the grant of an option
under the plan to a citizen or resident of the
foreign jurisdiction is prohibited under the
laws of such jurisdiction or if compliance
with the laws of the foreign jurisdiction
would cause the plan to violate the re-
quirements of section 423. Example 8 in
§1.423–2(e)(6) of these proposed regula-
tions illustrates this principle.

Another commentator suggested that
the regulations permit employers to ex-
clude collectively bargained employees
from plan participation. However, un-
like section 410(b), section 423 does not
provide an exclusion for collectively bar-
gained employees. Accordingly, the IRS
and the Treasury Department are again
constrained by statutory authority from
providing a general exclusion from plan
participation for collectively bargained
employees.

One commentator suggested that the
regulations be amended to provide that
an offering will not lose its tax-favored
status due to the inadvertent exclusion
of employees from plan participation.
Rather, the commentator suggested that
the granting corporation be permitted to
correct certain errors in plan administra-
tion through a corrections program that
would permit the excluded employees to
participate in past offerings under a plan.
Such a corrections program is beyond the
scope of these regulations. However, the
IRS and the Treasury Department invite
comments on whether such a program
is appropriate (including the statutory
authority for such a program) and sugges-
tions for the types of violations that might
be covered and the methods of correction.

Section 1.423–2(e)(4) of these pro-
posed regulations includes language that
appears under §1.423–2(e)(1) of the exist-
ing regulations. Section 1.423–2(e)(2) of
the existing regulations has been re-num-
bered as §1.423–2(e)(5) of these proposed
regulations.

5. Equal rights and privileges

Section 423(b)(5) requires that, subject
to certain exceptions, an employee stock
purchase plan, by its terms, provide that all
employees granted options under the plan
have the same rights and privileges.

Section 1.423–2(f)(3) of these pro-
posed regulations includes language that
appears in §1.423–2(f)(1) of the ex-
isting regulations. (The examples in
§1.423–2(f)(2) of the existing regulations
have been relocated to Examples 1 and 2
of §1.423–2(f)(7) of these proposed regu-
lations. The example in §1.423–2(f)(4) of
the existing regulations has been relocated
to Example 3 of §1.423–2(f)(7). Section
1.423–2(f)(4) of the existing regulations is
re-numbered under these proposed regula-
tions as §1.423–2(f)(6)).

One commentator suggested that a plan
or offering should not fail to satisfy the
equal rights and privileges provision of
section 423(b)(5) if the provisions of the
plan or offering applied to foreign em-
ployees are reasonably designed to avoid
adverse consequences for such employee
under foreign law as a result of plan par-
ticipation. The IRS and the Treasury
Department agree that in certain limited
circumstances it may be appropriate for the

terms of an employee stock purchase plan
to be less favorable with respect to foreign
employees than those terms are with re-
spect to employees resident in the United
States. Accordingly, §1.423–2(f)(4) of
these proposed regulations would provide
that a plan or offering will not fail to satisfy
the requirements of section 423(b)(5) if, in
order to comply with the laws of a foreign
jurisdiction, the terms of an option granted
under a plan or offering to citizens or resi-
dents of such foreign jurisdiction (without
regard to whether they are also citizens
of the United States or resident aliens
(within the meaning of §7701(b)(1)(A)))
are less favorable than the terms of options
granted under the same plan or offering to
employees resident in the United States.
Example 4 in §1.423–2(f)(7) of these pro-
posed regulations illustrates this principle.

A plan or offering will not satisfy the re-
quirements of section 423(b)(5), however,
if, in order to comply with the laws of a
foreign jurisdiction, the terms of the plan
or offering are more favorable with respect
to citizens or residents of such foreign ju-
risdiction than the terms of the plan or of-
fering are with respect to employees resi-
dent in the United States.

Another commentator suggested that
the regulations addressing the carryover
of amounts from one offering to another
be clarified. In response to this com-
ment, these proposed regulations would
clarify §1.423–2(f)(3) of the existing reg-
ulations (which has been re-numbered as
§1.423–2(f)(5)). Generally, a plan per-
mitting one or more employees to carry
forward amounts that were withheld but
not applied toward the purchase of stock
under an earlier plan or offering and ap-
ply such amounts toward the purchase
of additional stock under a subsequent
plan or offering will be a violation of the
equal rights and privileges requirement
under section 423(b)(5). However, the
carry forward of amounts withheld but
not applied toward the purchase of stock
under an earlier plan or offering will not
violate the equal rights and privileges re-
quirement of section 423(b)(5) if all other
employees participating in the current
plan or offering are permitted to make
direct payments toward the purchase of
shares under a subsequent plan or offering
in an amount equal to the excess of: (a)
the greatest amount that any employee is
allowed to carry forward from an earlier
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plan or offering over (b) the amount, if
any, the employee will carry forward from
an earlier plan or offering. Example 5 in
§1.423–2(f)(7) of these proposed regula-
tions illustrates this principle.

Further, a plan will not fail to satisfy the
equal rights and privileges requirement of
section 423(b)(5) merely because employ-
ees are permitted to carry forward amounts
representing a fractional share which were
withheld but not applied toward the pur-
chase of stock under an earlier plan or of-
fering and apply such amounts toward the
purchase of additional stock under a sub-
sequent plan or offering.

6. Option price

Under section 423(b)(6), the option
price must not be less than the lesser
of: (a) an amount equal to 85 percent
of the fair market value of the stock at
the time the option is granted, and (b) an
amount not less than 85 percent of the
fair market value of the stock at the time
the option is exercised. Consistent with
§1.422–2(e)(1), §1.423–2(g)(1) of these
proposed regulations would provide that
the option price may be determined in any
reasonable manner, including the valua-
tion methods permitted under §20.2031–2
(Estate Tax Regulations), so long as the
option price meets the minimum pricing
requirements of section 423(b)(6).

7. Date of grant

Section 1.421–1(c) provides, that for
purposes of §§1.421–2 through 1.424–1,
the language “the date of the granting of
the option” and “the time such option is
granted” and similar phrases refer to the
date or time when the granting corporation
completes the corporate action constitut-
ing an offer of stock for sale to an indi-
vidual under the terms and conditions of
a statutory option. The date of grant for
an option granted under an employee stock
purchase plan is important for several rea-
sons. First, the favorable tax consequences
under section 421 apply to the shares ac-
quired pursuant to the exercise of an option
granted under an employee stock purchase
plan if the shares are not disposed of within
two years from the date of grant of the op-
tion or within one year from the date of ex-
ercise of the option. Second, the $25,000
limitation under section 423(b)(8) is deter-
mined based on the fair market value of the

stock measured on the date of grant of the
option. The date of grant is also important
for purposes of determining the employ-
ees eligible to participate in the plan and,
in certain cases, determining the purchase
price of stock under the plan.

Section 1.421–1(c) further provides that
a corporate action constituting an offer of
stock for sale is not considered complete
until the date on which the maximum num-
ber of shares that can be purchased under
the option and the minimum option price
are fixed or determinable. Because op-
tions under an employee stock purchase
plan may be priced at the lesser of an
amount equal to 85 percent of the fair mar-
ket value of the stock at the time the option
is granted, and an amount not less than 85
percent of the fair market value of the stock
at the time the option is exercised, it is not
always possible to determine the minimum
option price on the first day of an offering.
However, many granting corporations in-
tend for the first day of an offering to be
the date of grant.

Accordingly, §1.423–2(h)(2) of these
proposed regulations would provide that,
for purposes of options granted under an
employee stock purchase plan, the princi-
ples of §1.421–1(c) shall be applied with-
out regard to the requirement that the mini-
mum option price be fixed or determinable
in order for the corporate action constitut-
ing an offer of stock to be considered com-
plete. As a result, the first day of an of-
fering could be the date of grant for an op-
tion issued under an employee stock pur-
chase plan even though the minimum op-
tion price is not fixed or determinable on
the first day of the offering. These pro-
posed regulations include an amendment
to §1.421–1(c).

One commentator questioned whether
it is necessary for a plan to contain a limit
on the number of shares that can be pur-
chased by each participant during an offer-
ing in order for the date of grant of the op-
tion to be the first day of an offering. Sec-
tion 1.423–2(h)(3) of these proposed regu-
lations would provide that the date of grant
will be the first day of an offering if the
terms of an employee stock purchase plan
or offering designate a maximum number
of shares that may be purchased by each
participant during the offering. Similarly,
the date of grant will be the first day of
an offering if the terms of the plan or of-
fering require the application of a formula

to establish, on the first day of the offer-
ing, the maximum number of shares that
may be purchased by each participant dur-
ing the offering.

However, §1.423–2(h)(3) of these pro-
posed regulations does not require that an
employee stock purchase plan or offering
designate a maximum number of shares
that may be purchased by each participant
during the offering or incorporate a for-
mula to establish a maximum number of
shares that may be purchased by each par-
ticipant during the offering. If the max-
imum number of shares that can be pur-
chased under an option is not fixed or de-
terminable until the date the option is exer-
cised, then the date of exercise will be the
date of grant of the option. The $25,000
limit under section 423(b)(8) and the limit
on the aggregate number of shares that
may be issued under an employee stock
purchase plan are not sufficient to estab-
lish the maximum number of shares that
can be purchased under an option so that
the date of grant will be the first day of
the offering. Examples 1, 2, 3 and 4 in
§1.423–2(h)(4) of these proposed regula-
tions illustrate these principles.

Section 1.423–2(h) of the existing reg-
ulations is re-numbered as §1.423–2(h)(1)
of these proposed regulations.

8. Annual $25,000 limitation

Section 423(b)(8) provides that an
employee stock purchase plan must, by
its terms, provide that no employee may
be permitted to purchase stock under all
the employee stock purchase plans of his
or her employer corporation and its re-
lated corporations at a rate which exceeds
$25,000 in fair market value of the stock
(determined on the date of grant) for each
calendar year in which an option granted to
the employee is outstanding and exercis-
able. Section 1.423–2(i) of these proposed
regulations would provide guidance on the
operation of the $25,000 limitation that
incorporates and clarifies the guidance
provided in the existing regulations.

One commentator suggested that the
calculation of the amount of stock that may
be purchased under an employee stock
purchase plan be determined in a manner
consistent with the $100,000 limitation
for incentive stock options described in
§1.422–4. The proposed regulations gen-
erally adopt this suggestion and would
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provide that the $25,000 limit for em-
ployee stock purchase plans is, to the
extent possible, calculated in a manner
consistent with the $100,000 limitation
for incentive stock options. The timing
of both measures is based on when the
option first becomes exercisable and both
measures are made based on the fair mar-
ket value of the stock determined at the
date of grant. Section 1.423–2(i) of these
proposed regulations emphasizes that an
employee may purchase up to $25,000
of stock (based on the fair market value
of such stock on the date of grant) in
each calendar year during which an op-
tion granted to the employee under an
employee stock purchase plan is not only
outstanding, but also exercisable. Exam-
ple 5 in §1.423–2(i)(5) of these proposed
regulations illustrates this principle.

For clarification, Example 1 in
§1.423–2(i)(4) of the existing regulations
has been separated into Example 1 and
Example 4 in §1.423–2(i)(5) of these pro-
posed regulations.

9. Special rule where option price is
between 85 percent and 100 percent of the
value of the stock

Section 423(c) provides a special rule
for calculating the timing and amount of
compensation income that must be recog-
nized when the option price for a share is
between 85 and 100 percent of the value of
the share on the date of grant. Generally,
the income recognized is the lesser of: (a)
the excess of the fair market value of the
share on the date of grant over the option
price, and (b) the excess of the fair market
value of the share at the time of disposition
(or death) over the option price. The flush
language of section 423(c) provides that if
the exercise price is not known on the date
of grant, the exercise price shall be deter-
mined as if the option were exercised on
the date of grant.

One commentator suggested that it is
unclear how this special rule and the flush
language of section 423(c) apply when the
option price is determined based on some
percentage of the value of a share on the
last day of an offering. Example 3 of
§1.423–2(k)(3) of the existing regulations
specifically addresses this issue and has
been retained in §1.423–2(k)(3) of these
proposed regulations. Example 4 has been
added under §1.423–2(k)(3) to illustrate

the tax consequences under an employee
stock purchase plan that uses a look-back
feature to determine the exercise price of
the option.

Proposed Effective Date

These regulations under section 423 are
proposed to apply as of January 1, 2010,
and will apply to any option issued under
an employee stock purchase plan that is
granted on or after that date. Taxpayers
may rely on these proposed regulations for
the treatment of any option issued under
an employee stock purchase plan that is
granted after publication of these proposed
regulations in the Federal Register.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory
assessment is not required. It also has
been determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these reg-
ulations, and because the regulations do
not impose a collection of information on
small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Code,
these regulations have been submitted
to the Chief Counsel for Advocacy
of the Small Business Administration
for comment on their impact on small
business.

Comments and Requests for Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written (a signed origi-
nal and eight (8) copies) or electronic com-
ments that are timely submitted to the IRS.
The IRS and the Treasury Department re-
quest comments on the clarity of the pro-
posed rules and how they can be made eas-
ier to understand. All comments will be
available for public inspection and copy-
ing. A public hearing will be scheduled
if requested in writing by any person that
timely submits written or electronic com-
ments. If a public hearing is scheduled,
notice of the date, time, and place for the
hearing will be published in the Federal
Register.

Drafting Information

The principal author of these proposed
regulations is Thomas Scholz, Office of
the Division Counsel/Associate Chief
Counsel (Tax Exempt and Government
Entities). However, other personnel from
the IRS and the Treasury Department par-
ticipated in their development.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR parts 1 is pro-
posed to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.421–1, paragraphs

(c)(1) and (j)(1) are revised to read as fol-
lows:

§1.421–1 Meaning and use of certain
terms.

* * * * *
(c) Time and date of granting op-

tion. (1) For purposes of this section and
§§1.421–2 through 1.424–1, the language
“the date of the granting of the option”
and “the time such option is granted,” and
similar phrases refer to the date or time
when the granting corporation completes
the corporate action constituting an offer
of stock for sale to an individual under the
terms and conditions of a statutory option.
Except as set forth in §1.423–2(h)(2), a
corporate action constituting an offer of
stock for sale is not considered complete
until the date on which the maximum
number of shares that can be purchased
under the option and the minimum option
price are fixed or determinable.

* * * * *
(j) Effective/applicability date—(1)

In general. Except for paragraph (c)(1),
these regulations are effective on August
3, 2004. Upon the date of publication of
the Treasury decision adopting paragraph
(c)(1) of this section as a final regulation
in the Federal Register, paragraph (c)(1)
will apply as of January 1, 2010.

* * * * *

September 29, 2008 779 2008–39 I.R.B.



Par. 3. Section 1.422–2, paragraph
(b)(6), Example 1 (iii) is revised to read as
follows:

§1.422–2 Incentive stock options defined.

* * * * *
(b) * * *
(6) * * *
Example (1). * * *
(iii) Assume the same facts as in paragraph (i) of

this Example 1. Assume further that the plan was
approved by the stockholders of S (in this case, P)
on March 1, 2006. On January 1, 2008, S changes
the plan to provide that incentive stock options for P
stock will be granted to S employees under the plan.
Because there is a change in the stock available for
grant under the plan, the change is considered the
adoption of a new plan that must be approved by the
stockholder of S (in this case, P) within 12 months
before or after January 1, 2008.

* * * * *
Par. 4. Section 1.422–5, paragraph

(f)(1) is revised to read as follows:
§1.422–5 Permissible provisions.

* * * * *
(f) Effective/applicability date—(1) In

general. Except for §1.422–2(b)(6), Ex-
ample 1 (iii), these regulations are effec-
tive on August 3, 2004. Upon the date of
publication of the Treasury decision adopt-
ing Section 1.422–2(b)(6), Example 1 (iii)
of this section as a final regulation in the
Federal Register, Section 1.422–2(b)(6),
Example 1 (iii) will apply as of January 1,
2010.

* * * * *
Par. 5. Section 1.423–1 is revised to

read as follows:

§1.423–1 Applicability of section 421(a).

(a) General rule. Subject to the provi-
sions of section 423(c) and paragraph (k)
of §1.423–2, the special rules of income
tax treatment provided in section 421(a)
apply with respect to the transfer of a share
of stock to an individual pursuant to the
individual’s exercise of an option granted
under an employee stock purchase plan if
the following conditions are satisfied—

(1) The individual makes no disposition
of such share before the later of the expi-
ration of the two-year period from the date
of the grant of the option pursuant to which
such share was transferred or the expira-
tion of the one-year period from the date
of transfer of such share to the individual;
and

(2) At all times during the period begin-
ning on the date of the grant of the option
and ending on the day three months before
the date of exercise, the individual was an
employee of the corporation granting the
option, a related corporation, or a corpora-
tion (or a related corporation) substituting
or assuming the stock option in a transac-
tion to which section 424(a) applies.

(b) Cross-references. For rules relating
to the requisite employment relationship,
see paragraph (h) of §1.421–1. For rules
relating to the effect of a disqualifying dis-
position, see section 421(b) and paragraph
(b) of §1.421–2. For the definition of the
term disposition, see section 424(c) and
paragraph (c) of §1.424–1. For the defi-
nition of the term related corporation, see
paragraph (i) of §1.421–1.

(c) Effective/applicability date. Upon
the date of publication of the Treasury de-
cision adopting the rules of this section as
a final regulation in the Federal Regis-
ter, these rules will apply as of January 1,
2010.

Par. 6. Section 1.423–2 is revised to
read as follows:

§1.423–2 Employee stock purchase plan
defined.

(a) In general—(1) The term em-
ployee stock purchase plan means a plan
that meets the requirements of paragraph
(a)(2)(i) through (ix) of this section. If the
terms of the plan do not satisfy the require-
ments of paragraph (a)(2)(iii) through (ix)
of this section, such requirements may
be satisfied by the terms of an offering
made under the plan. However, where
the requirements of paragraph (a)(2)(iii)
through (ix) of this section are satisfied
by the terms of an offering, such require-
ments will be treated as satisfied only with
respect to options exercised under that
offering. The plan and the terms of an
offering must be in writing or electronic
form, provided that such writing or elec-
tronic form is adequate to establish the
terms of the plan or offering, as applicable.

(2) To qualify as an employee stock
purchase plan under this section and
§1.423–1, the plan must meet all of the
following requirements—

(i) The plan must provide that options
can be granted only to employees of the
employer corporation or of a related cor-
poration (as defined in paragraph (i) of

§1.421–1) to purchase stock in any such
corporation (see paragraph (b) of this sec-
tion);

(ii) The plan must be approved by the
stockholders of the granting corporation
within 12 months before or after the date
the plan is adopted (see paragraph (c) of
this section);

(iii) Under the terms of the plan, an em-
ployee cannot be granted an option if, im-
mediately after the option is granted, the
employee owns stock possessing 5 per-
cent or more of the total combined voting
power or value of all classes of stock of the
employer corporation or of a related corpo-
ration (see paragraph (d) of this section);

(iv) Under the terms of the plan, options
must be granted to all employees of any
corporation whose employees are granted
any options by reason of their employment
by the corporation (see paragraph (e) of
this section);

(v) Under the terms of the plan, all
employees granted options must have the
same rights and privileges (see paragraph
(f) of this section);

(vi) Under the terms of the plan, the
option price cannot be less than the lesser
of—

(A) An amount equal to 85 percent of
the fair market value of the stock at the
time the option is granted, or

(B) An amount not less than 85 percent
of the fair market value of the stock at the
time the option is exercised (see paragraph
(g) of this section);

(vii) Under the terms of the plan, op-
tions cannot be exercised after the expira-
tion of—

(A) Five years from the date the option
is granted if, under the terms of such plan,
the option price cannot be less than 85 per-
cent of the fair market value of the stock at
the time the option is exercised, or

(B) Twenty-seven months from the date
the option is granted, if the option price
is not determined in the manner described
in paragraph (A) (see paragraph (h) of this
section);

(viii) Under the terms of the plan, no
employee may be granted an option that
permits the employee’s rights to purchase
stock under all employee stock purchase
plans of the employer corporation and its
related corporations to accrue at a rate that
exceeds $25,000 of fair market value of the
stock (determined at the time the option is
granted) for each calendar year in which
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the option is outstanding at any time (see
paragraph (i) of this section); and

(ix) Under the terms of the plan, options
are not transferable by the optionee other
than by will or the laws of descent and dis-
tribution, and are exercisable, during the
lifetime of the optionee, only by the op-
tionee (see paragraph (j) of this section).

(3) The determination of whether a par-
ticular option is an option granted under
an employee stock purchase plan is made
at the time the option is granted. If the
terms of an option are inconsistent with the
terms of the employee stock purchase plan
or an offering under the plan, the option
will not be treated as granted under an em-
ployee stock purchase plan. If an option
with terms that are inconsistent with the
terms of the plan or an offering under the
plan is granted to an employee who is en-
titled to the grant of an option under the
terms of the plan or offering, and the em-
ployee is not granted an option under the
offering that qualifies as an option granted
under an employee stock purchase plan,
the offering will not meet the requirements
of paragraph (e) of this section. Accord-
ingly, none of the options granted under the
offering will be eligible for the special tax
treatment of section 421. However, if an
option with terms that are inconsistent with
the terms of the plan or an offering under
the plan is granted to an individual who is
not entitled to the grant of an option under
the terms of the plan or offering, the option
will not be treated as an option granted un-
der an employee stock purchase plan, and
the grant of the option will not disqualify
the options granted under the plan or of-
fering. If, at the time of grant, an option
qualifies as an option granted under an em-
ployee stock purchase plan, but the terms
of the option are not satisfied, the option
will not be treated as granted under an em-
ployee stock purchase plan and this fail-
ure to comply with the terms of the option
will not disqualify the options granted un-
der the plan or offering.

(4) Examples. The following exam-
ples illustrate the principles of paragraph
(a)(3):

Example 1. Corporation A operates an employee
stock purchase plan under which options for A stock
are granted to employees of A. The terms of an of-
fering provide that the option price will be 90 per-
cent of the fair market value of A stock on the date
of exercise. A grants an option under the offering to
Employee Z, an employee of A. The terms of the op-
tion provide that the option price will be 85 percent of

the fair market value of A stock on the date of exer-
cise. Because the terms of Z’s option are inconsistent
with the terms of the offering, the option granted to
Z will not be treated as an option granted under the
employee stock purchase plan. Further, unless Z is
granted an option under the offering that qualifies as
an option granted under the employee stock purchase
plan, the offering will not meet the requirements of
paragraph (e) of this section and none of the options
granted under the offering will be eligible for the spe-
cial tax treatment of section 421.

Example 2. Corporation B operates an employee
stock purchase plan that provides that options for B
stock may only be granted to employees of B. Under
the terms of the plan, options may not be granted to
consultants and other non-employees. B grants an
option under the plan to Consultant Y, a consultant of
B. Because Y is ineligible to receive an option under
the plan by reason of Y’s status as a non-employee,
the grant of the option to Y is inconsistent with the
terms of the plan and the option granted to Y will not
be treated as an option granted under the employee
stock purchase plan. However, the grant of the option
to Y will not disqualify the options granted under the
plan or offering because Y was not entitled to the
grant of an option under the plan.

Example 3. Corporation C operates an employee
stock purchase plan under which options for C stock
are granted to employees of C. C grants an option un-
der the plan to Employee X, an employee of C who
is a highly compensated employee. The terms of the
employee stock purchase plan exclude highly com-
pensated employees from participation in the plan.
Because X is ineligible to receive an option under the
plan by reason of X’s exclusion from participation in
the plan, the option granted to X will not be treated as
an option granted under the employee stock purchase
plan. However, the grant of the option to X will not
disqualify the options granted under the plan or of-
fering because X was not entitled to the grant of an
option under the plan.

Example 4. Corporation D operates an employee
stock purchase plan under which options for D stock
are granted to employees of D. D grants an option
under the plan to Employee W, an employee of D.
The terms of the option provide that the option price
will be 90 percent of the fair market value of D stock
on the date of exercise. On the date of exercise, W
pays only 85 percent of the fair market value of D
stock. Because the terms of W’s option are not sat-
isfied, the option granted to W will not be treated as
an option granted under the employee stock purchase
plan. However, the failure to comply with the terms
of the option granted to W will not disqualify the op-
tions granted under the plan or offering.

(b) Options restricted to employees. An
employee stock purchase plan must pro-
vide that options can be granted only to
employees of the employer corporation (or
employees of its related corporations) to
purchase stock in the employer corpora-
tion (or one of its related corporations).
If such a provision is not included in the
terms of the plan, the plan will not be an
employee stock purchase plan and options
granted under the plan will not qualify for
the special tax treatment of section 421.

For rules relating to the employment re-
quirement, see paragraph (h) of §1.421–1.

(c) Stockholder approval—(1) An em-
ployee stock purchase plan must be ap-
proved by the stockholders of the grant-
ing corporation within 12 months before
or after the date such plan is adopted. The
approval of the stockholders must comply
with all applicable provisions of the cor-
porate charter, bylaws and applicable State
law prescribing the method and degree of
stockholder approval required for the is-
suance of corporate stock or options. If
the applicable State law does not prescribe
a method and degree of stockholder ap-
proval, then an employee stock purchase
plan must be approved—

(i) By a majority of the votes cast at a
duly held stockholder’s meeting at which a
quorum representing a majority of all out-
standing voting stock is, either in person or
by proxy, present and voting on the plan; or

(ii) By a method and in a degree that
would be treated as adequate under appli-
cable State law in the case of an action re-
quiring stockholder approval (such as, an
action on which stockholders would be en-
titled to vote if the action were taken at a
duly held stockholders’ meeting).

(2) For purposes of the stockholder
approval required by this paragraph (c),
ordinarily, a plan is adopted when it is ap-
proved by the granting corporation’s board
of directors, and the date of the board’s
action is the reference point for determin-
ing whether stockholder approval occurs
within the applicable 24-month period.
However, if the board’s action is subject to
a condition (such as stockholder approval)
or the happening of a particular event, the
plan is adopted on the date the condition is
met or the event occurs, unless the board’s
resolution fixes the date of approval as the
date of the board’s action.

(3) An employee stock purchase plan,
as adopted and approved, must designate
the maximum aggregate number of shares
that may be issued under the plan, and
the corporations or class of corporations
whose employees may be offered options
under the plan. A plan that merely pro-
vides that the number of shares that may
be issued under the plan may not exceed
a stated percentage of the shares outstand-
ing at the time of each offering or grant un-
der the plan does not satisfy the require-
ments of this paragraph (c)(3). However,
the maximum aggregate number of shares
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that may be issued under the plan may
be stated in terms of a percentage of the
authorized, issued, or outstanding shares
on the date of the adoption of the plan.
The plan may specify that the maximum
aggregate number of shares available for
grants under the plan may increase annu-
ally by a specified percentage of the au-
thorized, issued, or outstanding shares on
the date of the adoption of the plan. A
plan that provides that the maximum ag-
gregate number of shares that may be is-
sued as options under the plan may change
based on any other specific circumstances
satisfies the requirements of this paragraph
only if the stockholders approve an imme-
diately determinable maximum number of
shares that may be issued under the plan in
any event. If there is more than one em-
ployee stock purchase plan under which
options may be granted and stockholders
of the granting corporation merely approve
a maximum aggregate number of shares
that are available for issuance under the
plans, the stockholder approval require-
ments described in paragraph (c)(1) of this
section are not satisfied. A separate maxi-
mum aggregate number of shares available
for issuance pursuant to options must be
specified and approved for each plan.

(4) Once an employee stock purchase
plan is approved by the stockholders of
the granting corporation, the plan need
not be reapproved by the stockholders of
the granting corporation within the pre-
scribed 24-month period unless the plan
is amended or changed in a manner that
is considered the adoption of a new plan.
Any increase in the aggregate number of
shares that may be issued under the plan
(other than an increase merely reflecting
a change in the number of outstanding
shares, such as a stock dividend or stock
split) will be considered the adoption of a
new plan requiring stockholder approval
within the prescribed 24-month period.
Similarly, a change in the designation of
corporations whose employees may be
offered options under the plan will be
considered the adoption of a new plan
requiring stockholder approval within the
prescribed 24-month period unless the
plan provides that designations of partic-
ipating corporations may be made from
time to time from among a group consist-
ing of the granting corporation and its re-
lated corporations. The group from among
which such changes and designations are

permitted without additional stockholder
approval may include corporations hav-
ing become parents or subsidiaries of the
granting corporation after the adoption and
approval of the plan. In addition, a change
in the granting corporation or the stock
available for purchase under the plan will
be considered the adoption of a new plan
requiring stockholder approval within the
prescribed 24-month period. Any other
changes in the terms of an employee stock
purchase plan are not considered the adop-
tion of a new plan and, thus, do not require
stockholder approval.

(5) Examples. The following examples
illustrate the principles of this paragraph
(c):

Example 1—(i) Corporation E is a subsidiary of
Corporation F, a publicly traded corporation. On Jan-
uary 1, 2010, E adopts an employee stock purchase
plan under which options for E stock are granted to E
employees.

(ii) To meet the requirements of paragraph (c)(1)
of this section, the plan must be approved by the
stockholders of E (in this case, F) within 12 months
before or after January 1, 2010.

(iii) Assume the same facts as in paragraph (i) of
this Example 1, except that the plan was approved
by the stockholders of E (in this case, F) on March
1, 2010. On January 1, 2012, E changes the plan
to provide that options for F stock will be granted
to E employees under the plan. Because there is a
change in the stock available for grant under the plan,
under paragraph (c)(4) of this section, the change is
considered the adoption of a new plan that must be
approved by the stockholders of E (in this case, F)
within 12 months before or after January 1, 2012.

Example 2—(i) Assume the same facts as in
paragraph (i) of Example 1, except that on March
15, 2011, F completely disposes of its interest in E.
Thereafter, E continues to grant options for E stock
to E employees under the plan.

(ii) The new E options are granted under a plan
that meets the stockholder approval requirements
of paragraph (c)(1) of this section without regard
to whether E seeks approval of the plan from the
stockholders of E after F disposes of its interest in E.

(iii) Assume the same facts as in paragraph (i) of
this Example 2, except that under the plan as adopted
on January 1, 2010, only options for F stock are
granted to E employees. Assume further that, after
F disposes of its interest in E, E changes the plan
to provide for the grant of options for E stock to E
employees. Because there is a change in the stock
available for purchase or grant under the plan, under
paragraph (c)(4) of this section, the stockholders of
E must approve the plan within 12 months before or
after the change to the plan to meet the stockholder
approval requirements of paragraph (c) of this sec-
tion.

Example 3—(i) Corporation G maintains an em-
ployee stock purchase plan. Corporation H does not
maintain an employee stock purchase plan. On May
15, 2010, G and H consolidate under State law to form
one corporation. The new corporation is named Cor-
poration H. The consolidation agreement describes

the G plan, including the maximum aggregate num-
ber of shares available for issuance under the plan af-
ter the consolidation. Additionally, the consolidation
agreement states that the plan will be continued by
H after the consolidation. The consolidation agree-
ment is unanimously approved by the stockholders
of G and H on May 1, 2010. H assumes the plan for-
merly maintained by G and continues to grant options
under the plan to all eligible employees.

(ii) Because there is a change in the granting cor-
poration (from G to H), under paragraph (c)(4) of
this section, H is considered to have adopted a new
plan. Because the plan is fully described in the con-
solidation agreement, including the maximum aggre-
gate number of shares available for issuance under
the plan, the approval of the consolidation agreement
by the stockholders constitutes approval of the plan.
Thus, the stockholder approval of the consolidation
agreement satisfies the stockholder approval require-
ments of paragraph (c)(1) of this section, and the plan
is considered to be adopted by H and approved by its
stockholders on May 1, 2010.

Example 4. Corporation I adopts an employee
stock purchase plan on November 1, 2010. On that
date, there are two million shares of I stock outstand-
ing. The plan provides that the maximum aggregate
number of shares that may be issued under the plan
may not exceed 15 percent of the number of shares of
I stock outstanding on November 1, 2010. Because
the maximum aggregate number of shares that may
be issued under the plan is designated in the plan, the
requirements of paragraph (c)(3) of this section are
met.

Example 5—(i) Corporation J adopts an em-
ployee stock purchase plan on March 15, 2010. The
plan provides that the maximum aggregate number
of shares of J stock available for issuance under the
plan is 50,000, increased on each anniversary date
of the adoption of the plan by 5 percent of the then
outstanding shares. Because the maximum aggregate
number of shares is not designated under the plan,
the requirements of paragraph (c)(3) of this section
are not met.

(ii) Assume the same facts as in paragraph (i) of
this Example 5, except that the plan provides that
the maximum aggregate number of shares available
under the plan is the lesser of (a) 50,000 shares, in-
creased each anniversary date of the adoption of the
plan by 5 percent of the then-outstanding shares, or
(b) 200,000 shares. Because the maximum aggregate
number of shares that may be issued under the plan is
designated as the lesser of two numbers, one of which
provides an immediately determinable maximum ag-
gregate number of shares that may be issued under
the plan in any event, the requirements of paragraph
(c)(3) of this section are met.

(d) Options granted to certain share-
holders—(1) An employee stock purchase
plan must by its terms provide that an
employee cannot be granted an option if
the employee, immediately after the option
is granted, owns stock possessing 5 per-
cent or more of the total combined voting
power or value of all classes of stock of
the employer corporation or a related cor-
poration. In determining whether the stock
ownership of an employee equals or ex-
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ceeds this 5 percent limit, the rules of sec-
tion 424(d) (relating to attribution of stock
ownership) shall apply, and stock that the
employee may purchase under outstanding
options (whether or not the options qual-
ify for the special tax treatment afforded
by section 421(a)) shall be treated as stock
owned by the employee. An option is out-
standing for purposes of this paragraph (d)
although under its terms it may be exer-
cised only in installments or after the ex-
piration of a fixed period of time. If an op-
tion is granted to an employee whose stock
ownership (as determined under this para-
graph (d)) exceeds the limitation set forth
in this paragraph (d), no portion of the op-
tion will be treated as having been granted
under an employee stock purchase plan.

(2) The determination of the percent-
age of the total combined voting power
or value of all classes of stock of the em-
ployer corporation (or a related corpora-
tion) that is owned by the employee is
made by comparing the voting power or
value of the shares owned (or treated as
owned) by the employee to the aggregate
voting power or value of all shares actually
issued and outstanding immediately after
the grant of the option to the employee.
The aggregate voting power or value of all
shares actually issued and outstanding im-
mediately after the grant of the option does
not include the voting power or value of
treasury shares or shares authorized for is-
sue under outstanding options held by the
employee or any other person.

(3) Examples. The following examples
illustrate the principles this paragraph (d):

Example 1. Employee V, an employee of Cor-
poration K, owns 6,000 shares of K common stock,
the only class of K stock outstanding. K has 100,000
shares of its common stock outstanding. Because
V owns 6 percent of the combined voting power or
value of all classes of K stock, K cannot grant an op-
tion to V under K’s employee stock purchase plan.
If V’s father and brother each owned 3,000 shares
of K stock and V did not own any K stock, then
the result would be the same because, under section
424(d), an individual is treated as owning stock held
by the person’s father and brother. Similarly, the re-
sult would be the same if, instead of actually own-
ing 6,000 shares, V merely held an option on 6,000
shares of K stock, irrespective of whether the transfer
of stock under the option could qualify for the special
tax treatment of section 421, because this paragraph
(d) provides that stock the employee may purchase
under outstanding options is treated as stock owned
by such employee.

Example 2. Assume the same facts as in Exam-
ple 1, except that K is a subsidiary corporation of
Corporation L. Irrespective of whether V owns any
L stock, V cannot receive an option from L under

L’s employee stock purchase plan because he owns
5 percent of the total combined voting power of all
classes of stock of a subsidiary of L, in this example,
K. An employee who owns (or is treated as owning)
stock in excess of the limitation of this paragraph (d),
in any corporation in a group of related corporations,
consisting of a parent and its subsidiary corporations,
cannot receive an option under an employee stock
purchase plan from any corporation in the group.

Example 3. Employee U is an employee of Cor-
poration M. M has only one class of stock, of which
100,000 shares are issued and outstanding. Assum-
ing U does not own (and is not treated as owning)
any stock in M or in any related corporation of M, M
may grant an option to U under its employee stock
purchase plan for 4,999 shares, because immediately
after the grant of the option, U would not own 5 per-
cent or more of the combined voting power or value
of all classes of M stock actually issued and outstand-
ing at such time. The 4,999 shares that U would be
treated as owning under this paragraph (d) would not
be added to the 100,000 shares actually issued and
outstanding immediately after the grant for purposes
of determining whether U’s stock ownership exceeds
the limitation of this paragraph (d).

Example 4. Assume the same facts as in Example
3 but instead of an option for 4,999 shares, M grants U
an option, purportedly under its employee stock pur-
chase plan, for 5,000 shares. No portion of this option
will be treated as granted under an employee stock
purchase plan because U’s stock ownership exceeds
the limitation of this paragraph (d).

(e) Employees covered by plan—(1)
Subject to the provisions of this paragraph
(e) and the limitations of paragraphs (d),
(f) and (i) of this section, an employee
stock purchase plan must, by its terms,
provide that options are to be granted to
all employees of any corporation whose
employees are granted any of such options
by reason of their employment by the cor-
poration, except that one or more of the
following categories of employees may be
excluded from the coverage of the plan—

(i) Employees who have been employed
less than two years;

(ii) Employees whose customary em-
ployment is 20 hours or less per week;

(iii) Employees whose customary em-
ployment is for not more than five months
in any calendar year; and

(iv) Highly compensated employees
(within the meaning of section 414(q)).

(2) An employee stock purchase plan
does not fail to satisfy the coverage provi-
sion of paragraph (e)(1) of this section in
the following circumstances—

(i) The plan excludes employees who
have completed a shorter period of ser-
vice or whose customary employment is
for fewer hours per week or fewer months
in a calendar year than is specified in para-
graph (e)(1)(i), (ii) and (iii), provided the

exclusion is applied in an identical man-
ner to all employees of every corporation
whose employees are granted options un-
der the plan.

(ii) The plan excludes highly compen-
sated employees (within the meaning of
section 414(q)) with compensation above
a certain level or who are officers or sub-
ject to the disclosure requirements of sec-
tion 16(a) of the Securities Exchange Act
of 1934, provided the exclusion is applied
in an identical manner to all highly com-
pensated employees of every corporation
whose employees are granted options un-
der the plan.

(3) Notwithstanding paragraph (e)(1) of
this section, employees who are citizens or
residents of a foreign jurisdiction (without
regard to whether they are also citizens of
the United States or resident aliens (within
the meaning of section 7701(b)(1)(A)))
may be excluded from the coverage of an
employee stock purchase plan under the
following circumstances—

(i) The grant of an option under the plan
to a citizen or resident of the foreign juris-
diction is prohibited under the laws of such
jurisdiction; or

(ii) Compliance with the laws of the
foreign jurisdiction would cause the plan
to violate the requirements of section 423.

(4) No option granted under a plan or
offering that excludes from participation
any employees, other than those who may
be excluded under this paragraph (e), and
those barred from participation by reason
of paragraphs (d), (f) and (i) of this section,
can be regarded as having been granted un-
der an employee stock purchase plan. If
an option is not granted to any employee
who is entitled to the grant of an option un-
der the terms of the plan or offering, none
of the options granted under such offer-
ing will be treated as having been granted
under an employee stock purchase plan.
However, a plan that, by its terms, per-
mits all eligible employees to elect to par-
ticipate in an offering will not violate the
requirements of this paragraph solely be-
cause eligible employees who elect not to
participate in the offering are not granted
options pursuant to such offering.

(5) For purposes of this paragraph (e),
the existence of the employment rela-
tionship between an individual and the
corporation participating under the plan
will be determined under paragraph (h) of
§1.421–1.
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(6) Examples. The following examples
illustrate the principles of this paragraph
(e):

Example 1. Corporation N has a stock purchase
plan that meets all the requirements of paragraph
(a)(2) of this section except that options are not re-
quired to be granted to employees whose weekly rate
of pay is less than $1,000. As a matter of corporate
practice, however, N grants options under its plan
to all employees, irrespective of their weekly rate of
pay. Even though N’s plan is operated in compliance
with the requirements of this paragraph (e), N’s plan
is not an employee stock purchase plan because the
terms of the plan exclude a category of employees
that is not permitted under this paragraph (e).

Example 2. Assume the same facts as in Example
1, except that the first offering under N’s plan pro-
vides that options will be granted to all employees of
N. The terms of the first offering will be treated as
part of the terms of N’s plan, but only for purposes
of the first offering. Because the terms of the first of-
fering satisfy the requirements of this paragraph (e),
stock transferred pursuant to options exercised under
the first offering will be treated as stock transferred
pursuant to the exercise of options granted under an
employee stock purchase plan for purposes of section
421.

Example 3. Corporation O has a stock purchase
plan that excludes from participation all employees
who have been employed less than one year. As-
suming all other requirements of paragraph (a)(2) of
this section are satisfied, O’s plan qualifies as an em-
ployee stock purchase plan under section 423.

Example 4. Corporation P has a stock purchase
plan that excludes from participation clerical employ-
ees who have been employed less than two years.
However, non-clerical employees with less than two
years of service are permitted to participate in the
plan. P’s plan is not an employee stock purchase plan
because the exclusion of employees who have been
employed less than two years applies only to certain
employees of P and is not applied in an identical man-
ner to all employees of P. If, instead, P’s plan excludes
from participation all employees (both clerical and
non-clerical) who have been employed less than two
years, then P’s plan would qualify as an employee
stock purchase plan under section 423 assuming all
other requirements of paragraph (a)(2) of this section
are satisfied.

Example 5. Corporation Q has a stock purchase
plan that excludes from participation all officers who
are highly compensated employees (within the mean-
ing of section 414(q)). Assuming all other require-
ments of paragraph (a)(2) of this section are satisfied,
Q’s plan qualifies as an employee stock purchase plan
under section 423.

Example 6. Corporation R maintains an em-
ployee stock purchase plan that excludes from
participation all highly compensated employees
(within the meaning of section 414(q)), except highly
compensated employees who are officers of R. R’s
plan is not an employee stock purchase plan because
the exclusion of all highly compensated employ-
ees except highly compensated employees who are
officers of R is not a permissible exclusion under
paragraph (e)(2)(ii) of this section.

Example 7. Corporation S is the parent corpora-
tion of Subsidiary YY and Subsidiary ZZ. S maintains
an employee stock purchase plan with both YY and

ZZ participating under the plan. Under the terms of
the plan, all employees of YY and ZZ are permitted
to participate in the plan with the exception of ZZ’s
highly compensated employees with annual compen-
sation greater than $300,000. S’s plan is not an em-
ployee stock purchase plan because the exclusion of
highly compensated employees with annual compen-
sation greater than $300,000 is not applied in an iden-
tical manner to all employees of YY and ZZ.

Example 8. The laws of Country A require
that options granted to residents of Country A be
transferable during the lifetime of the option recip-
ient. Corporation T has a stock purchase plan that
excludes residents of Country A from participation
in the plan. Because compliance with the laws of
Country A would cause options granted to residents
of Country A to violate paragraph (j) of this section,
T may exclude residents of Country A from partici-
pation in the plan. Assuming all other requirements
of paragraph (a)(2) of this section are satisfied, T’s
plan qualifies as an employee stock purchase plan
under section 423.

(f) Equal rights and privileges—(1) Ex-
cept as otherwise provided in paragraphs
(f)(2) through (f)(6) of this section, an em-
ployee stock purchase plan must, by its
terms, provide that all employees granted
options under the plan shall have the same
rights and privileges. Thus, the provi-
sions applying to one option under an of-
fering (such as the provisions relating to
the method of payment for the stock and
the determination of the purchase price per
share) must apply to all other options un-
der the offering in the same manner. If all
the options granted under a plan or offering
do not, by their terms, give the respective
optionees the same rights and privileges,
none of the options will be treated as hav-
ing been granted under an employee stock
purchase plan for purposes of section 421.

(2) The requirements of this paragraph
(f) do not prevent the maximum amount of
stock that an employee may purchase from
being determined on the basis of a uniform
relationship to the total compensation, or
the basic or regular rate of compensation,
of all employees.

(3) A plan or offering will not fail to
satisfy the requirements of this paragraph
(f) because the plan or offering provides
that no employee may purchase more than
a maximum amount of stock fixed under
the plan.

(4) A plan or offering will not fail to
satisfy the requirements of this paragraph
(f) if, in order to comply with the laws of
a foreign jurisdiction, the terms of an op-
tion granted under a plan or offering to cit-
izens or residents of such foreign jurisdic-
tion (without regard to whether they are

also citizens of the United States or resi-
dent aliens (within the meaning of section
7701(b)(1)(A))) are less favorable than the
terms of options granted under the same
plan or offering to employees resident in
the United States.

(5)(i) Except as provided in this para-
graph and paragraph (f)(5)(ii) of this
section, a plan permitting one or more
employees to carry forward amounts that
were withheld but not applied toward the
purchase of stock under an earlier plan or
offering and apply the amounts towards
the purchase of additional stock under a
subsequent plan or offering will be a vi-
olation of the equal rights and privileges
under paragraph (f)(1) of this section.
However, the carry forward of amounts
withheld but not applied toward the pur-
chase of stock under an earlier plan or
offering will not violate the equal rights
and privileges requirement of paragraph
(f)(1) of this section if all other employees
participating in the current plan or offer-
ing are permitted to make direct payments
toward the purchase of shares under a
subsequent plan or offering in an amount
equal to the excess of the greatest amount
which any employee is allowed to carry
forward from an earlier plan or offering
over the amount, if any, the employee
will carry forward from an earlier plan or
offering.

(ii) A plan will not fail to satisfy the re-
quirements of this section merely because
employees are permitted to carry forward
amounts representing a fractional share,
that were withheld but not applied toward
the purchase of stock under an earlier plan
or offering and apply the amounts toward
the purchase of additional stock under a
subsequent plan or offering.

(6) Paragraph (f) does not prohibit
the delaying of the grant of an option to
any employee who is barred from being
granted an option solely by reason of the
employee’s failing to meet a minimum
service requirement set forth in paragraph
(e)(1) of this section until the employee
meets such requirement.

(7) Examples. The following examples
illustrate the principles of this paragraph
(f):

Example 1. Corporation U has an employee
stock purchase plan that provides that the maximum
amount of stock that each employee may purchase
under the offering is one share for each $100 of
annual gross pay. The plan meets the requirements
of this paragraph (f).
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Example 2. Corporation V has an employee
stock purchase plan that provides that the maximum
amount of stock that each employee may purchase
under the offering is one share for each $100 of an-
nual gross pay up to and including $10,000, and two
shares for each $100 of annual gross pay in excess of
$10,000. The plan will not meet the requirements of
this paragraph (f) because the amount of stock that
may be purchased under the plan is not based on a
uniform relationship to the total compensation of all
employees.

Example 3. Corporation W has an employee
stock purchase plan that provides that options to
purchase stock in an amount equal to ten percent of
an employee’s annual salary at a price equal to 85
percent of the fair market value on the first day of the
offering will be granted to all employees other than
those who have been employed less than 18 months.
In addition, the plan provides that employees who
have not yet met the minimum service requirements
on the first day of the offering will be granted similar
options on the date the 18 month service requirement
has been attained. The plan meets the requirements
of this paragraph (f).

Example 4. Corporation X has an employee stock
purchase plan that provides that options to purchase
stock at a price equal to 90 percent of the fair mar-
ket value at the time the option is exercised will be
granted to all employees. The laws of Country B pro-
vide that options granted to employees who are res-
idents of Country B must have a purchase price not
less than 95 percent of the fair market value at the
time the option is exercised. The plan will not fail to
satisfy the requirements of this paragraph (f) merely
because the residents of Country B are granted op-
tions under the plan to purchase stock at a price equal
to 95 percent of the fair market value at the time the
option is exercised.

Example 5. Corporation Y maintains an em-
ployee stock purchase plan. Employee T is employed
by Y. T is granted an option under the current offering
to purchase a maximum of 100 shares of Y stock at
an option price equal to 85 percent of the fair market
value of the stock at exercise. The plan permits the
carry forward of withheld but unused amounts from
an earlier offering. Prior to the exercise date, $2000
of T’s salary has been withheld and is available to
be applied toward the purchase of Y stock. On the
exercise date, the fair market value of Y stock is
$20 per share. T is able to purchase 100 shares of
Y stock at $17 per share for an aggregate purchase
price of $1700. T can carry forward $300 to the sub-
sequent offering. Each employee in the subsequent
offering other than T will be permitted to make direct
payments toward the purchase of shares under the
subsequent offering in a maximum amount of $300
less any amount the employee has carried forward
from an earlier offering. The plan does not violate
the equal rights and privileges requirement of this
paragraph (f).

(g) Option price—(1) An employee
stock purchase plan must, by its terms,
provide that the option price will not be
less than the lesser of—

(i) An amount equal to 85 percent of the
fair market value of the stock at the time
the option is granted, or

(ii) An amount that under the terms of
the option may not be less than 85 percent
of the fair market value of the stock at the
time the option is exercised.

(2) The option price may be deter-
mined in any reasonable manner, including
the valuation methods permitted under
§20.2031–2, so long as the option price
meets the minimum pricing requirements
of this paragraph (g). For general rules
relating to the option price, see paragraph
(e) of §1.421–1. For rules relating to
the determination of when an option is
granted, see paragraph (c) of §1.421–1 and
§1.423–2(h)(2). Any option that does not
meet the minimum pricing requirements
of this paragraph (g) will not be treated as
an option granted under an employee stock
purchase plan irrespective of whether the
plan or offering satisfies those require-
ments. If an option that does not meet the
minimum pricing requirements is granted
to an employee who is entitled to the grant
of an option under the terms of the plan or
offering, and the employee is not granted
an option under such offering that qualifies
as an option granted under an employee
stock purchase plan, the offering will not
meet the requirements of paragraph (e)
of this section. Accordingly, none of the
options granted under the offering will be
eligible for the special tax treatment of
section 421.

(3) The option price may be stated ei-
ther as a percentage or as a dollar amount.
If the option price is stated as a dollar
amount, then the requirement of this para-
graph (g) can only be met by a plan or of-
fering in which the price is fixed at not less
than 85 percent of the fair market value of
the stock at the time the option is granted.
If the fixed price is less than 85 percent of
the fair market value of the stock at grant,
then the option cannot meet the require-
ment of this paragraph (g) even if a decline
in the fair market value of the stock results
in such fixed price being not less than 85
percent of the fair market value of the stock
at the time the option is exercised, because
that result was not certain to occur under
the terms of the option.

(4) Examples. The following examples
illustrate the principles of this paragraph
(g):

Example 1. Corporation Z has an employee stock
purchase plan that provides that the option price will
be 85 percent of the fair market value of the stock
on the first day of the offering (which is the date of

grant in this case), or 85 percent of the fair market
value of the stock at exercise, whichever amount is
the lesser. Upon the exercise of an option issued un-
der Z’s plan, Z agrees to accept an option price that
is less than the minimum amount allowable under the
terms of such plan. Notwithstanding that the option
was issued under an employee stock purchase plan,
the transfer of stock pursuant to the exercise of such
option does not satisfy the requirement of this para-
graph (g) and cannot qualify for the special tax treat-
ment of section 421.

Example 2. Corporation AA has an employee
stock purchase plan that provides that the option price
is set at 85 percent of the fair market value of AA
stock at exercise, but not less than $80 per share. On
the first day of the offering (which is the date of grant
in this case), the fair market value of AA stock is $100
per share. The option satisfies the requirement of this
paragraph (g), and can qualify for the special tax treat-
ment of section 421.

Example 3. Assume the same facts as in Example
2, except that the option price is set at 85 percent of
the fair market value of AA stock at exercise, but not
more than $80 per share. This option cannot satisfy
the requirement of this paragraph (g) irrespective of
whether, at the time the option is exercised, 85 per-
cent of the fair market value of AA stock is $80 or
less.

(h) Option period—(1) An employee
stock purchase plan must, by its terms, pro-
vide that options granted under the plan
cannot be exercised after the expiration of
27 months from the date of grant unless,
under the terms of the plan, the option price
is not less than 85 percent of the fair mar-
ket value of the stock at the time of the ex-
ercise of the option. If the option price is
not less than 85 percent of the fair market
value of the stock at the time the option is
exercised, then the option period provided
under the plan must not exceed five years
from the date of grant. If the requirements
of this paragraph (h) are not met by the
terms of the plan or offering, then options
issued under such plan or offering will not
be treated as options granted under an em-
ployee stock purchase plan irrespective of
whether the options, by their terms, are ex-
ercisable beyond the period allowable un-
der this paragraph (h). An option that pro-
vides that the option price is not less than
85 percent of the fair market value of the
stock at exercise may have an option pe-
riod of 5 years irrespective of whether the
fair market value of the stock at exercise is
more or less than the fair market value of
the stock at grant. However, if the option
provides that the option price is 85 percent
of the fair market value of the stock at ex-
ercise, but not more than some other fixed
amount determined in accordance with the
provisions of paragraph (g) of this section,
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then irrespective of the price paid on ex-
ercise, the option period must not be more
than 27 months.

(2) Section 1.421–1(c) provides that,
for purposes of §§1.421–1 through
1.424–1, the language the date of the
granting of the option and the time such
option is granted, and similar phrases
refer to the date or time when the grant-
ing corporation completes the corporate
action constituting an offer of stock for
sale to an individual under the terms and
conditions of a statutory option. With
respect to options granted under an em-
ployee stock purchase plan, the principles
of §1.421–1(c) shall be applied without re-
gard to the requirement that the minimum
option price must be fixed or determinable
in order for the corporate action consti-
tuting an offer of stock to be considered
complete.

(3) The date of grant will be the first
day of an offering if the terms of an em-
ployee stock purchase plan or offering des-
ignate a maximum number of shares that
may be purchased by each employee dur-
ing the offering. Similarly, the date of
grant will be the first day of an offering
if the terms of the plan or offering require
the application of a formula to establish,
on the first day of the offering, the max-
imum number of shares that may be pur-
chased by each employee during the offer-
ing. It is not required that an employee
stock purchase plan or offering designate
a maximum number of shares that may be
purchased by each employee during the of-
fering or incorporate a formula to establish
a maximum number of shares that may be
purchased by each employee during the of-
fering. If the maximum number of shares
that can be purchased under an option is
not fixed or determinable until the date the
option is exercised, then the date of exer-
cise will be the date of grant of the option.

(4) Examples. The following examples
illustrate the principles of this paragraph
(h):

Example 1—(i) Corporation BB has an employee
stock purchase plan that provides that the option price
will be the lesser of 85 percent of the fair market
value of the stock on the first day of an offering or
85 percent of the fair market value of the stock on the
last day of the offering. Options are exercised on the
last day of the offering. One million shares of BB
stock are reserved for issuance under the plan. The
plan provides that no employee may be permitted to
purchase stock under the plan at a rate that exceeds
$25,000 in fair market value of the BB stock (deter-
mined on the date of grant) for each calendar year dur-

ing which an option granted to the employee is out-
standing and exercisable. The terms of each option
granted under an offering provide that a maximum of
500 shares may be purchased by the option recipient
during the offering. Because the maximum number
of shares that can be purchased under the option is
fixed and determinable on the first day of the offer-
ing, the date of grant for the option is the first day of
the offering.

(ii) Assume the same facts as in paragraph (i) of
Example 1 except that BB’s plan excludes all employ-
ees who have been employed less than 18 months.
The plan provides that employees who have not yet
met the minimum service requirements on the first
day of an offering will be granted an option on the
date the 18-month service requirement has been at-
tained. With respect to those employees who have
been employed less than 18 months on the first day
of an offering, the date of grant for the option is the
date the 18-month service requirement has been at-
tained.

Example 2. Assume the same facts as in para-
graph (i) of Example 1 except that the terms of each
option granted do not provide that a maximum of 500
shares may be purchased by the option recipient dur-
ing the offering. Notwithstanding the fixed number
of shares reserved for issuance under the plan and the
$25,000 limitation set forth in the plan, the maximum
number of shares that can be purchased under the op-
tion is not fixed or determinable until the last day of
the offering when the option is exercised. Therefore
the date of grant for the option is the last day of the
offering when the option is exercised.

Example 3. Corporation CC has an employee
stock purchase plan that provides that the option price
will be 85 percent of the fair market value of the stock
on the last day of the offering. Options are exercised
on the last day of the offering. Each offering under
the plan begins on January 1 and ends on December
31 of the same calendar year. The terms of each op-
tion granted under an offering provide that the maxi-
mum number of shares that may be purchased by any
employee during the offering equals $25,000 divided
by the fair market value of the stock on the first day
of the offering. The maximum number of shares that
can be purchased under the option is fixed and deter-
minable on the first day of the offering and therefore
the date of grant for the option is the first day of the
offering.

Example 4. Assume the same facts as in Exam-
ple 3 except that the terms of each option granted un-
der an offering provide that the maximum number of
shares that may be purchased by any employee dur-
ing the offering equals 10 percent of the employee’s
annual salary (determined as of January 1 of the year
in which the offering commences) divided by the fair
market value of the stock on the first day of the of-
fering. The maximum number of shares that can be
purchased under the option is fixed and determinable
on the first day of the offering and therefore the date
of grant for the option is the first day of the offering.

(i) Annual $25,000 limitation—(1) An
employee stock purchase plan must, by its
terms, provide that no employee may be
permitted to purchase stock under all the
employee stock purchase plans of the em-
ployer corporation and its related corpora-
tions at a rate that exceeds $25,000 in fair

market value of the stock (determined at
the time the option is granted) for each cal-
endar year in which any option granted to
the employee is outstanding at any time. In
applying the foregoing limitation—

(i) The right to purchase stock under an
option is deemed to accrue when the op-
tion (or any portion thereof) first becomes
exercisable during the calendar year;

(ii) The right to purchase stock under an
option accrues at the rate provided in the
option, but in no case may such rate ex-
ceed $25,000 of fair market value of such
stock (determined at the time such option
is granted) for any one calendar year; and

(iii) A right to purchase stock that has
accrued under one option granted pursuant
to the plan may not be carried over to any
other option.

(2) If an option is granted under an em-
ployee stock purchase plan that satisfies
the requirement of this paragraph (i), but
the option gives the optionee the right to
buy stock in excess of the maximum rate
allowable under this paragraph (i), then no
portion of the option will be treated as hav-
ing been granted under an employee stock
purchase plan. Furthermore, if the option
was granted to an employee entitled to the
grant of an option under the terms of the
plan or offering, and the employee is not
granted an option under the offering that
qualifies as an option granted under an em-
ployee stock purchase plan, then the of-
fering will not meet the requirements of
paragraph (e) of this section. Accordingly,
none of the options granted under the of-
fering will be eligible for the special tax
treatment of section 421.

(3) The limitation of this paragraph (i)
applies only to options granted under em-
ployee stock purchase plans and does not
limit the amount of stock that an employee
may purchase under incentive stock op-
tions (as defined in section 422(b)) or any
other stock options except those to which
section 423 applies. Stock purchased un-
der options to which section 423 does not
apply will not limit the amount that an em-
ployee may purchase under an employee
stock purchase plan, except for purposes of
the 5-percent stock ownership provision of
paragraph (d) of this section.

(4) Under the limitation of this para-
graph (i), an employee may purchase up to
$25,000 of stock (based on the fair mar-
ket value of the stock at the time the op-
tion was granted) in each calendar year
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during which an option granted to the em-
ployee under an employee stock purchase
plan is outstanding and exercisable. Alter-
natively, an employee may purchase more
than $25,000 of stock (based on the fair
market value of such stock at the time the
option was granted) in a calendar year,
so long as the total amount of stock that
the employee purchases does not exceed
$25,000 in fair market value of the stock
(determined at the time the option was
granted) for each calendar year in which
the option was outstanding and exercis-
able. If, in any calendar year, the employee
holds two or more outstanding and exercis-
able options granted under employee stock
purchase plans of the employer corpora-
tion, or a related corporation, then the em-
ployee’s purchases of stock attributable to
that year under all options granted under
employee stock purchase plans must not
exceed $25,000 in fair market value of
the stock (determined at the time the op-
tions were granted). Under an employee
stock purchase plan, an employee may not
purchase stock in anticipation that the op-
tion will be outstanding and exercisable
in some future year. Thus, the employee
may purchase only the amount of stock
that does not exceed the limitation of this
paragraph (i) for the year of the purchase
and for preceding years during which the
option was outstanding and exercisable.
Thus, the amount of stock that may be
purchased under an option depends on the
number of years in which the option is ac-
tually outstanding and exercisable. The
amount of stock that may be purchased un-
der an employee stock purchase plan may
not be increased by reason of the failure
to grant an option in an earlier year un-
der such plan, or by reason of the failure
to exercise an earlier option. For exam-
ple, if an option is granted to an individ-
ual and expires without having been ex-
ercised at all, then the failure to exercise
the option does not increase the amount of
stock which such individual may be per-
mitted to purchase under an option granted
in a year following the year of such expi-
ration. If an option granted under an em-
ployee stock purchase plan is outstanding
and exercisable in more than one calen-
dar year, then stock purchased pursuant to
the exercise of such an option will be ap-
plied first, to the extent allowable under
this paragraph (i), against the $25,000 lim-
itation for the earliest year in which the op-

tion was outstanding and exercisable, then,
against the $25,000 limitation for each suc-
ceeding year, in order.

(5) Examples. The following examples
illustrate the principles of this paragraph
(i):

Example 1. Assume that Corporation DD main-
tains an employee stock purchase plan and that Em-
ployee S is employed by DD. On June 1, 2010, DD
grants S an option under the plan to purchase a total of
750 shares of DD stock at $85 per share. On that date,
the fair market value of DD stock is $100 per share.
The option provides that it may be exercised at any
time but cannot be exercised after May 31, 2012. Un-
der this paragraph (i), the option must not permit S to
purchase more than 250 shares of DD stock during the
calendar year 2010, because 250 shares are equal to
$25,000 in fair market value of DD stock determined
at the time of grant. During the calendar year 2011,
S may purchase under the option an amount of DD
stock equal to the difference between $50,000 in fair
market value of DD stock (determined at the time the
option was granted) and the fair market value of DD
stock (determined at the time of grant of the option)
purchased during the year 2010. During the calendar
year 2012, S may purchase an amount of DD stock
equal to the difference between $75,000 in fair mar-
ket value of the stock (determined at the time of grant
of the option) and the total amount of the fair market
value of the stock (determined at the time of grant of
the option) purchased under the option during the cal-
endar years 2010 and 2011. S may purchase $25,000
of stock for the year 2010, and $25,000 of stock for
the year 2012, although the option was outstanding
and exercisable for only a part of each of such years.
However, S may not be granted another option under
an employee stock purchase plan of DD or a related
corporation to purchase stock of DD or a related cor-
poration during the calendar years 2010, 2011, and
2012, so long as the option granted June 1, 2010, is
outstanding.

Example 2. Assume the same facts as in Example
1, except that the option granted to S in 2010 is termi-
nated in 2011 without any part of the option having
been exercised, and that subsequent to the termina-
tion and during 2011, S is granted another option un-
der DD’s employee stock purchase plan. Under that
option, S may be permitted to purchase $25,000 of
stock for 2011. The failure of S to exercise the option
granted to S in 2010, does not increase the amount of
stock that S may be permitted to purchase under the
option granted to S in 2011.

Example 3. Assume the same facts as in Example
1, except that, on May 31, 2012, S exercised the op-
tion granted to S in 2010, and purchased 600 shares
of DD stock. Five hundred shares, the maximum
amount of stock that could have been purchased in
2011, under the option, are treated as having been pur-
chased for the years 2010 and 2011. Only 100 shares
of the stock are treated as having been purchased for
2012. After S’s exercise of the option on May 31,
2012, S is granted another option under DD’s em-
ployee stock purchase plan. S may be permitted un-
der the new option to purchase for 2012 stock having
a fair market value of no more than $15,000 at the
time the new option is granted.

Example 4. Corporation EE maintains an em-
ployee stock purchase plan and Employee R is em-

ployed by EE. On August 1, 2010, EE grants R an
option under the plan to purchase 150 shares of EE
stock at $85 per share during each of the calendar
years 2010, 2011, and 2012. On that date, the fair
market value of EE stock is $100 per share. The op-
tion provides that it may be exercised at any time dur-
ing years 2010, 2011, and 2012. Because this option
permits R to purchase only $15,000 of EE’s stock for
each year the option is outstanding and exercisable,
R could be granted another option by EE, or by a re-
lated corporation, in year 2010, permitting R to pur-
chase an additional $10,000 of stock during each of
the calendar years 2010, 2011, and 2012.

Example 5. Corporation FF maintains an em-
ployee stock purchase plan and Employee Q is em-
ployed by FF. On September 1, 2010, FF grants Q an
option under the plan that will be automatically exer-
cised on August 31, 2011, and August 31, 2012. On
August 31, 2011, Q may purchase under the option
an amount of FF stock equal to $25,000 in fair market
value of FF stock (determined at the time the option
was granted). On August 31, 2012, Q may purchase
under the option an amount of FF stock equal to the
difference between $50,000 in fair market value of Q
stock (determined at the time the option was granted)
and the fair market value of Q stock (determined at
the time of grant of the option) purchased during year
2011.

(j) Restriction on transferability. An
employee stock purchase plan must, by its
terms, provide that options granted under
the plan are not transferable by the op-
tionee other than by will or the laws of de-
scent and distribution, and must be exercis-
able, during the optionee’s lifetime, only
by the optionee. For general rules relating
to the restriction on transferability required
by this paragraph (j), see paragraph (b)(2)
of §1.421–1. For a limited exception to the
requirement of this paragraph (j), see sec-
tion 424(h)(3).

(k) Special rule where option price is
between 85 percent and 100 percent of
value of stock—(1)(i) If all the conditions
necessary for the application of section
421(a) exist, this paragraph (k) provides
additional rules that are applicable in cases
where, at the time the option is granted,
the option price per share is less than 100
percent (but not less than 85 percent) of
the fair market value of the share. In that
case, upon the disposition of the share by
the employee after the expiration of the
two-year and the one-year holding periods,
or upon the employee’s death while own-
ing the share (whether occurring before or
after the expiration of such periods), there
shall be included in the employee’s gross
income as compensation (and not as gain
upon the sale or exchange of a capital as-
set) the lesser of—
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(A) The amount, if any, by which the
price paid under the option was exceeded
by the fair market value of the share at the
time the option was granted, or

(B) The amount, if any, by which the
price paid under the option was exceeded
by the fair market value of the share at the
time of such disposition or death.

(ii) For purposes of applying the rules
of this paragraph (k), if the option price is
not fixed or determinable at the time the
option is granted, the option price will be
computed as if the option had been exer-
cised at such time. The amount of compen-
sation resulting from the application of this
paragraph (k) shall be included in the em-
ployee’s gross income for the taxable year
in which the disposition occurs, or for the
taxable year closing with the employee’s
death, whichever event results in the ap-
plication of this paragraph (k).

(iii) The application of the special rules
provided in this paragraph (k) shall not af-
fect the rules provided in section 421(a)
with respect to the employee exercising the
option, the employer corporation, or a re-
lated corporation. Thus, notwithstanding
the inclusion of an amount as compensa-
tion in the gross income of an employee,
as provided in this paragraph (k), no in-
come results to the employee at the time
the stock is transferred to the employee,
and no deduction under section 162 is al-
lowable at any time to the employer corpo-
ration or a related corporation with respect
to such amount.

(iv) If, during the employee’s lifetime,
the employee exercises an option granted
under an employee stock purchase plan,
but the employee dies before the stock is
transferred to the employee pursuant to the
exercise of the option, then the transfer of
the stock to the employee’s executor, ad-
ministrator, heir, or legatee is deemed, for
the purpose of sections 421 and 423, to be a
transfer of the stock to the employee exer-
cising the option and a further transfer by
reason of death from the employee to the
employee’s executor, administrator, heir,
or legatee.

(2) If the special rules provided in this
paragraph (k) are applicable to the dis-
position of a share of stock by an em-
ployee, then the basis of the share in the
employee’s hands at the time of the dis-
position, determined under section 1011,
shall be increased by an amount equal to
the amount includible as compensation in

the employee’s gross income under this
paragraph (k). However, the basis of a
share of stock acquired after the death of
an employee by the exercise of an op-
tion granted to the employee under an em-
ployee stock purchase plan shall be deter-
mined in accordance with the rules of sec-
tion 421(c) and paragraph (c) of §1.421–2.
If the special rules provided in this para-
graph (k) are applicable to a share of stock
upon the death of an employee, then the
basis of the share in the hands of the es-
tate or the person receiving the stock by
bequest or inheritance shall be determined
under section 1014, and shall not be in-
creased by reason of the inclusion upon
the decedent’s death of any amount in the
decedent’s gross income under this para-
graph (k). See Example (9) of this para-
graph with respect to the determination of
basis of the share in the hands of a surviv-
ing joint owner.

(3) Examples. The following examples
illustrate the principles of this paragraph
(k):

Example 1. On June 1, 2010, the Corporation
GG grants to Employee P, an employee of GG, an
option under GG’s employee stock purchase plan to
purchase a share of GG stock for $85. The fair market
value of GG stock on such date is $100 per share. On
June 1, 2011, P exercises the option and on that date
GG transfers the share of stock to P. On January 1,
2013, P sells the share for $150, its fair market value
on that date. P’s income tax return is filed on the basis
of the calendar year. The income tax consequences to
P and GG are as follows—

(i) Compensation in the amount of $15 is includi-
ble in P’s gross income for the year 2013, the year
of the disposition of the share. The $15 represents
the difference between the option price ($85) and the
fair market value of the share on the date the option
was granted ($100), because the value is less than the
fair market value of the share on the date of disposi-
tion ($150). For the purpose of computing P’s gain or
loss on the sale of the share, P’s cost basis of $85 is
increased by $15, the amount includible in P’s gross
income as compensation. Thus, P’s basis for the share
is $100. Because the share was sold for $150, P real-
izes a gain of $50, which is treated as long-term cap-
ital gain; and

(ii) GG is not entitled to any deduction under sec-
tion 162 at any time with respect to the share trans-
ferred to P.

Example 2. Assume the same facts as in Example
1, except that P sells the share of GG stock on Jan-
uary 1, 2014, for $75, its fair market value on that
date. Because $75 is less than the option price ($85),
no amount in respect of the sale is includible as com-
pensation in P’s gross income for the year 2014. P’s
basis for determining gain or loss on the sale is $85.
Because P sold the share for $75, P realized a loss of
$10 on the sale that is treated as a long-term capital
loss.

Example 3. Assume the same facts as in Exam-
ple 1, except that the option provides that the option
price shall be 90 percent of the fair market value of
the stock on the day the option is exercised. On June
1, 2011, when the option is exercised, the fair mar-
ket value of the stock is $120 per share so that P pays
$108 for the share of the stock. Compensation in the
amount of $10 is includible in P’s gross income for
the year 2013, the year of the disposition of the share.
This is determined in the following manner: the ex-
cess of the fair market value of the stock at the time of
the disposition ($150) over the price paid for the share
($108) is $42; and the excess of the fair market value
of the stock at the time the option was granted ($100)
over the option price, computed as if the option had
been exercised at such time ($90), is $10. Accord-
ingly, $10, the lesser, is includible in gross income.
In this situation, P’s cost basis of $108 is increased
by $10, the amount includible in P’s gross income as
compensation. Thus, P’s basis for the share is $118.
Because the share was sold for $150, P realizes a gain
of $32 that is treated as long-term capital gain.

Example 4. Assume the same facts as in Exam-
ple 1, except that the option provides that the option
price shall be the lesser of 95 percent of the fair mar-
ket value of the stock on the first day of the offering
period and 95 percent of the fair market value of the
stock on the day the option is exercised. On June 1,
2011, when the option is exercised, the fair market
value of the stock is $120 per share. P pays $95 for
the share of the stock. Compensation in the amount
of $5 is includible in P’s gross income for the year
2013, the year of the disposition of the share. This is
determined in the following manner: the excess of the
fair market value of the stock at the time of the dispo-
sition ($150) over the price paid for the share ($95)
is $55; and the excess of the fair market value of the
stock at the time the option was granted ($100) over
the option price, computed as if the option had been
exercised at such time ($95), is $5. Accordingly, $5,
the lesser, is includible in gross income. In this sit-
uation, P’s cost basis of $95 is increased by $5, the
amount includible in P’s gross income as compensa-
tion. Thus, P’s basis for the share is $100. Because
the share was sold for $150, P realizes a gain of $50
that is treated as long-term capital gain.

Example 5. Assume the same facts as in Example
1, except that instead of selling the share on January 1,
2013, P makes a gift of the share on that day. In that
case $15 is includible as compensation in P’s gross
income for 2013. P’s cost basis of $85 is increased
by $15, the amount includible in P’s gross income as
compensation. Thus, P’s basis for the share is $100,
which becomes the donee’s basis, as of the time of the
gift, for determining gain or loss.

Example 6. Assume the same facts as in Example
2, except that instead of selling the share on January
1, 2014, P makes a gift of the share on that date. Be-
cause the fair market value of the share on that day
($75) is less than the option price ($85), no amount
in respect of the disposition by way of gift is includi-
ble as compensation in P’s gross income for 2014. P’s
basis for the share is $85, which becomes the donee’s
basis, as of the time of the gift, for the purpose of de-
termining gain. The donee’s basis for the purpose of
determining loss, determined under section 1015(a),
is $75 (fair market value of the share at the date of
gift).
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Example 7. Assume the same facts as in Exam-
ple 1, except that after acquiring the share of stock on
June 1, 2011, P dies on August 1, 2012, at which time
the share has a fair market value of $150. Compensa-
tion in the amount of $15 is includible in P’s gross in-
come for the taxable year closing with P’s death, $15
being the difference between the option price ($85)
and the fair market value of the share when the op-
tion was granted ($100), because such value is less
than the fair market value at date of death ($150). The
basis of the share in the hands of P’s estate is deter-
mined under section 1014 without regard to the $15
includible in the decedent’s gross income.

Example 8. Assume the same facts as in Example
7, except that P dies on August 1, 2011, at which time
the share has a fair market value of $150. Although
P’s death occurred within six months after the transfer
of the share to P, the income tax consequences are the
same as in Example 7.

Example 9. Assume the same facts as in Exam-
ple 1, except that the share of stock was issued in the
names of P and P’s spouse jointly with right of sur-
vivorship, and that P and P’s spouse sold the share on
June 15, 2012, for $150, its fair market value on that

date. Compensation in the amount of $15 is includi-
ble in P’s gross income for the year 2012, the year of
the disposition of the share. The basis of the share in
the hands of P and P’s spouse for the purpose of de-
termining gain or loss on the sale is $100, that is, the
cost of $85 increased by the amount of $15 includi-
ble as compensation in P’s gross income. The gain
of $50 on the sale is treated as long-term capital gain,
and is divided equally between P and P’s spouse.

Example 10. Assume the same facts as in Exam-
ple 1, except that the share of stock was issued in the
names of P and P’s spouse jointly with right of sur-
vivorship, and that P predeceased P’s spouse on Au-
gust 1, 2012, at which time the share had a fair mar-
ket value of $150. Compensation in the amount of
$15 is includible in P’s gross income for the taxable
year closing with his death. See Example 7. The basis
of the share in the hands of P’s spouse as survivor is
determined under section 1014 without regard to the
$15 includible in the decedent’s gross income.

Example 11. Assume the same facts as in Exam-
ple 10, except that P’s spouse predeceased P on July
1, 2012. Section 423(c) does not apply in respect of
the death of P’s spouse. Upon the subsequent death

of P on August 1, 2012, the income tax consequences
in respect of P’s taxable year closing with the date of
P’s death, and in respect of the basis of the share in
the hands of P’s estate, are the same as in Example
7. If P had sold the share on July 15, 2012 (after the
death of P’s spouse), for $150, its fair market value at
that time, the income tax consequences would be the
same as in Example 1.

(l) Effective/applicability date. Upon
the date of publication of the Treasury de-
cision adopting the rules of this section as
a final regulation in the Federal Regis-
ter, these rules will apply as of January 1,
2010.

Linda E. Stiff,
Deputy Commissioner for
Services and Enforcement.

(Filed by the Office of the Federal Register on July 28, 2008,
8:45 a.m., and published in the issue of the Federal Register
for July 29, 2008, 73 F.R. 43875)
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Definition of Terms
Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”) that
have an effect on previous rulings use the
following defined terms to describe the ef-
fect:

Amplified describes a situation where
no change is being made in a prior pub-
lished position, but the prior position is be-
ing extended to apply to a variation of the
fact situation set forth therein. Thus, if
an earlier ruling held that a principle ap-
plied to A, and the new ruling holds that the
same principle also applies to B, the earlier
ruling is amplified. (Compare with modi-
fied, below).

Clarified is used in those instances
where the language in a prior ruling is be-
ing made clear because the language has
caused, or may cause, some confusion.
It is not used where a position in a prior
ruling is being changed.

Distinguished describes a situation
where a ruling mentions a previously pub-
lished ruling and points out an essential
difference between them.

Modified is used where the substance
of a previously published position is being
changed. Thus, if a prior ruling held that a
principle applied to A but not to B, and the
new ruling holds that it applies to both A

and B, the prior ruling is modified because
it corrects a published position. (Compare
with amplified and clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transac-
tions. This term is most commonly used in
a ruling that lists previously published rul-
ings that are obsoleted because of changes
in laws or regulations. A ruling may also
be obsoleted because the substance has
been included in regulations subsequently
adopted.

Revoked describes situations where the
position in the previously published ruling
is not correct and the correct position is
being stated in a new ruling.

Superseded describes a situation where
the new ruling does nothing more than re-
state the substance and situation of a previ-
ously published ruling (or rulings). Thus,
the term is used to republish under the
1986 Code and regulations the same po-
sition published under the 1939 Code and
regulations. The term is also used when
it is desired to republish in a single rul-
ing a series of situations, names, etc., that
were previously published over a period of
time in separate rulings. If the new rul-
ing does more than restate the substance

of a prior ruling, a combination of terms
is used. For example, modified and su-
perseded describes a situation where the
substance of a previously published ruling
is being changed in part and is continued
without change in part and it is desired to
restate the valid portion of the previously
published ruling in a new ruling that is self
contained. In this case, the previously pub-
lished ruling is first modified and then, as
modified, is superseded.

Supplemented is used in situations in
which a list, such as a list of the names of
countries, is published in a ruling and that
list is expanded by adding further names in
subsequent rulings. After the original rul-
ing has been supplemented several times, a
new ruling may be published that includes
the list in the original ruling and the ad-
ditions, and supersedes all prior rulings in
the series.

Suspended is used in rare situations to
show that the previous published rulings
will not be applied pending some future
action such as the issuance of new or
amended regulations, the outcome of cases
in litigation, or the outcome of a Service
study.

Abbreviations
The following abbreviations in current use
and formerly used will appear in material
published in the Bulletin.

A—Individual.
Acq.—Acquiescence.
B—Individual.
BE—Beneficiary.
BK—Bank.
B.T.A.—Board of Tax Appeals.
C—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.
D—Decedent.
DC—Dummy Corporation.
DE—Donee.
Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.
E—Estate.
EE—Employee.
E.O.—Executive Order.

ER—Employer.
ERISA—Employee Retirement Income Security Act.
EX—Executor.
F—Fiduciary.
FC—Foreign Country.
FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—Federal Register.
FUTA—Federal Unemployment Tax Act.
FX—Foreign corporation.
G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.
GP—General Partner.
GR—Grantor.
IC—Insurance Company.
I.R.B.—Internal Revenue Bulletin.
LE—Lessee.
LP—Limited Partner.
LR—Lessor.
M—Minor.
Nonacq.—Nonacquiescence.
O—Organization.
P—Parent Corporation.
PHC—Personal Holding Company.
PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.
PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.
REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.
Rev. Rul.—Revenue Ruling.
S—Subsidiary.
S.P.R.—Statement of Procedural Rules.
Stat.—Statutes at Large.
T—Target Corporation.
T.C.—Tax Court.
T.D. —Treasury Decision.
TFE—Transferee.
TFR—Transferor.
T.I.R.—Technical Information Release.
TP—Taxpayer.
TR—Trust.
TT—Trustee.
U.S.C.—United States Code.
X—Corporation.
Y—Corporation.
Z —Corporation.
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Full funding limitations, weighted average interest rates, seg-

ment rates for:
July 2008 (Notice 65) 30, 182
August 2008 (Notice 69) 34, 419
September 2008 (Notice 75) 38, 719

Individual Retirement Accounts (IRAs), converting amounts to
Roth IRAs (TD 9418) 38, 713

Multiemployer plan funding guidance, hearing scheduled for
REG–151135–07 (Ann 64) 28, 114; correction (Ann 71) 32,
321

Proposed Regulations:
26 CFR 1.401(a)(9)–1, –6, amended; 1.403(b)–6,

amended; reasonable good faith interpretation of re-
quired minimum distribution rules by governmental plans
(REG–142040–07) 34, 451

26 CFR 1.411(b)–1, amended; accrual rules for defined ben-
efit plans (REG–100464–08) 32, 313

26 CFR 1.421–1, amended; 1.422–2, –5, amended; 1.423–1,
–2, revised; employee stock purchase plans under section
423 (REG–106251–08) 39, 774

26 CFR 1.432; multiemployer plan funding guidance, hearing
scheduled for REG–151135–07 (Ann 64) 28, 114; correc-
tion (Ann 71) 32, 321

EMPLOYEE PLANS—Cont.
26 CFR 1.6039–1, revised; 1.6039–2, added; infor-

mation reporting requirements under section 6039
(REG–103146–08) 37, 701

26 CFR 1.6060–1, amended; 1.6107–1, revised; 1.6109–2,
amended; 1.6694–0, –1, –2, revised; 1.6694–3, –4,
amended; 1.6695–1, revised; 1.6695–2, amended;
1.6696–1, revised; 301.7701–15, amended; tax re-
turn preparer penalties under sections 6694 and 6695
(REG–129243–07) 27, 32

Regulations:
26 CFR 1.408A–4, amended; 1.408–4T, removed; converting

an IRA annuity to a Roth IRA (TD 9418) 38, 713
Qualified retirement plans, qualification, plan sponsorship (RR

45) 34, 403
Reasonable good faith interpretation of required minimum dis-

tribution rules by governmental plans (REG–142040–07) 34,
451

Stocks, information reporting requirements for statutory stock
options (REG–103146–08) 37, 701

Tax return preparer penalties under sections 6694 and 6695
(REG–129243–07) 27, 32

Transition relief, funding, expanding availability (Notice 73) 38,
717

Trusts, qualification, Puerto Rico (RR 40) 30, 166

EMPLOYMENT TAX
Interest-free adjustments and claims for refund of employment

taxes (TD 9405) 32, 293
Proposed Regulations:

31.6060–1, added; 31.6107–1, added; 31.6109–2, added;
31.6694–1 thru –4, added; 31.6695–1, added; 31.6696–1,
added; 31.7701–1, added; tax return preparer penalties
under sections 6694 and 6695 (REG–129243–07) 27, 32

Publications:
1141, General Rules and Specifications for Substitute Forms

W-2 and W-3, revised (RP 33) 28, 93
4436, General Rules and Specifications for Substitute Form

941 and Schedule B (Form 941), revised (RP 32) 28, 82
Regulations:

26 CFR 31.6011(a)–1, –4, –5, amended; 31.6205–1,
amended; 31.6302–0, –1, amended; 31.6402(a)–1,
–2, amended; 31.6413(a)–1, –2, amended; 31.6414–1,
amended; 602.101, amended; employment tax adjustments
(TD 9405) 32, 293

Substitute forms:
W-2 and W-3, general rules and specifications (RP 33) 28, 93
941 and Schedule B (Form 941), general rules and specifica-

tions (RP 32) 28, 82
Tax return preparer penalties under sections 6694 and 6695

(REG–129243–07) 27, 32
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ESTATE TAX
Charitable lead unitrust (CLUT):

Inter vivos, sample forms (RP 45) 30, 225
Testamentary, sample form (RP 46) 30, 238

Interest rates for 2008, farm real property, special use value (RR
44) 32, 292

Proposed Regulations:
20.6060–1, added; 20.6107–1, added; 20.6109–1, added;

20.6694–1 thru –4, added; 20.6695–1, added; 20.6696–1,
added; 20.7701–1, added; tax return preparer penalties
under sections 6694 and 6695 (REG–129243–07) 27, 32

Regulations:
26 CFR 20.2036–1, amended; 20.2039–1, amended; grantor

retained interest trusts, application of sections 2036 and
2039 (TD 9414) 35, 454

26 CFR 26.2600–1, amended; 26.2642–6, amended;
26.2654–1, amended; severance of a trust for genera-
tion-skipping transfer (GST) tax purposes (TD 9421) 39,
755

Tax return preparer penalties under sections 6694 and 6695
(REG–129243–07) 27, 32

Transfer tax valuation of interest in a restricted management ac-
count (RMA) (RR 35) 29, 116

Trusts:
Grantor retained interest trusts, application of sections 2036

and 2039 (TD 9414) 35, 454
Private trust company (Notice 63) 31, 261
Severance of a trust for GST tax purposes (TD 9421) 39, 755

EXCISE TAX
Charitable remainder trusts (CRTs), division into two or more

separate and equal CRTs (RR 41) 30, 170
Credits, alcohol fuel, biodiesel, alternative fuel

(REG–155087–05) 38, 726
Health Savings Accounts (HSAs), employer comparable contri-

butions to HSAs under section 4980G and excise tax under sec-
tions 4980B, 4980D, 4980E, and 4980G (REG–120476–07)
36, 680

Proposed Regulations:
26 CFR 1.40–1, revised; 1.40–2, added; 1.40A–1,

added; 40.0–1, amended; 40.6302(c)–1, amended;
48.0–1, amended; 48.0–4, added; 48.4041–0, amended;
48.4041–18, –20, removed and reserved; 48.4041–19,
revised; 48.4081–1, –2, –3, amended; 48.4081–6, re-
moved and reserved; 48.4082–4, amended; 48.4101–1,
amended; 48.6426–1 thru –7, added; 48.6427–8, amended;
48.6427–12, added; alcohol fuel and biodiesel, renewable
diesel, alternative fuel, diesel-water fuel emulsion, taxable
fuel definitions, excise tax returns (REG–155087–05) 38,
726

26 CFR 54.4980B–0, B–2, G–1, G–3, G–4, amended;
54.4980D–1, E–1, G–6, G–7, added; employer com-
parable contributions to health savings accounts under
section 4980G, and requirement of return for filing the

EXCISE TAX—Cont.
excise tax under section 4980B, 4980D, 4980E or 4980G
(REG–120476–07) 36, 680

40.6060–1, added; 40.6107–1, added; 40.6109–1, added;
40.6694–1 thru –4, added; 40.6695–1, added; 40.6696–1,
added; 40.7701–1, added; 41.6060–1, added; 41.6107–1,
added; 41.6109–2, added; 41.6694–1 thru –4, added;
41.6695–1, added; 41.6696–1, added; 41.7701–1,
added; 44.6060–1, added; 44.6107–1, added; 44.6109–1,
added; 44.6694–1 thru –4, added; 44.6695–1, added;
44.6696–1, added; 44.7701–1, added; 53.6060–1, added;
53.6107–1, added; 53.6109–1, added; 53.6694–1 thru –4,
added; 53.6695–1, added; 53.6696–1, added; 53.7701–1,
added; 54.6060–1, added; 54.6107–1, added; 54.6109–1,
added; 54.6694–1 thru –4, added; 54.6695–1, added;
54.6696–1, added; 54.7701–1, added; 55.6060–1, added;
55.6107–1, added; 55.6109–1, added; 55.6694–1 thru –4,
added; 55.6695–1, added; 55.6696–1, added; 55.7701–1,
added; 56.6060–1, added; 56.6107–1, added; 56.6109–1,
added; 56.6694–1 thru –4, added; 56.6695–1, added;
56.6696–1, added; 56.7701–1, added; 156.6060–1, added;
156.6107–1, added; 156.6109–1, added; 156.6694–1
thru –4, added; 156.6695–1, added; 156.6696–1, added;
156.7701–1, added; 157.6060–1, added; 157.6107–1,
added; 157.6109–1, added; 157.6694–1 thru –4, added;
157.6695–1, added; 157.6696–1, added; 157.7701–1,
added; 301.7701–15, amended; tax return preparer penal-
ties under sections 6694 and 6695 (REG–129243–07) 27,
32

Tax return preparer penalties under sections 6694 and 6695
(REG–129243–07) 27, 32

EXEMPT ORGANIZATIONS
Declaratory judgment suits (Ann 67) 29, 164; (Ann 72) 32, 321;

correction (Ann 78) 34, 453; (Ann 82) 37, 708; (Ann 85) 38,
749

Indian tribal governments treated as states (RP 55) 39, 768
List of organizations classified as private foundations (Ann 70)

32, 318; (Ann 81) 37, 706
Proposed Regulations:

26 CFR 1.6060–1, amended; 1.6107–1, revised; 1.6109–2,
amended; 1.6694–0, –1, –2, revised; 1.6694–3, –4,
amended; 1.6695–1, revised; 1.6695–2, amended;
1.6696–1, revised; 301.7701–15, amended; tax re-
turn preparer penalties under sections 6694 and 6695
(REG–129243–07) 27, 32

Regulations
26 CFR 1.664–1, amended; 602.101, amended; guidance un-

der section 664 regarding the effect of unrelated business
taxable income on charitable remainder trusts (TD 9403)
32, 285

Revocations (Ann 62) 27, 74; (Ann 66) 29, 164; (Ann 69) 32,
318; (Ann 76) 33, 393; (Ann 79) 35, 568; (Ann 80) 37, 706

Tax return preparer penalties under sections 6694 and 6695
(REG–129243–07) 27, 32
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EXEMPT ORGANIZATIONS—Cont.
Trusts:

Charitable remainder trusts (CRTs):
Calculation of excise tax on unrelated business taxable in-

come (UBTI) (TD 9403) 32, 285
Division into two or more separate and equal CRTs (RR

41) 30, 170

GIFT TAX
Charitable lead unitrust (CLUT), inter vivos, sample forms (RP

45) 30, 225
Proposed Regulations:

25.6060–1, added; 25.6107–1, added; 25.6109–1, added;
25.6694–1 thru –4, added; 25.6695–1, added; 25.6696–1,
added; 25.7701–1, added; 26.6060–1, added; 26.6107–1,
added; 26.6109–1, added; 26.6694–1 thru –4, added;
26.6695–1, added; 26.6696–1, added; 26.7701–1, added;
tax return preparer penalties under sections 6694 and 6695
(REG–129243–07) 27, 32

Tax return preparer penalties under sections 6694 and 6695
(REG–129243–07) 27, 32

Transfer tax valuation of interest in a restricted management ac-
count (RMA) (RR 35) 29, 116

Trust, private trust company (Notice 63) 31, 261

INCOME TAX
Accounting methods:

Automatic changes in methods of accounting (RP 52) 36, 587
Consent procedures, changes in method of accounting (Ann

84) 38, 748
Rolling average inventory (RP 43) 30, 186

Acquisitions, application of section 382 in the case of certain ac-
quisitions made pursuant to the Housing and Economic Recov-
ery Act of 2008 (Notice 76) 39, 768

Bonds:
Procedures for requesting a refund of arbitrage rebate and sim-

ilar payments on tax-exempt bonds (RP 37) 29, 137
Solicitation of applications from qualified issuers for alloca-

tion of qualified forestry conservation bonds (QFCBs) lim-
itation and application requirements (Notice 70) 36, 575

Bonus depreciation for the Kansas disaster area (Notice 67) 32,
307

Capital costs incurred to comply with EPA sulfur regulations (TD
9404) 32, 280; (REG–143453–05) 32, 310

Certain financing commitments and applicable high yield dis-
count obligations (RP 51) 35, 562

Change to office to which notices of nonjudicial sale and re-
quests for return of wrongfully levied property must be sent
(TD 9410) 34, 414

Charitable lead unitrust (CLUT):
Inter vivos, sample forms (RP 45) 30, 225
Testamentary, sample form (RP 46) 30, 238

Charitable remainder trusts (CRTs), division into two or more
separate and equal CRTs (RR 41) 30, 170

INCOME TAX—Cont.
Child of parents who are divorced, separated or living apart as

the dependent of both parents (RP 48) 36, 586
Corporations:

Accumulated adjustments account (AAA) and key-man life
insurance (RR 42) 30, 175

Section 108 reduction of tax attributes for S corporations
(REG–102822–08) 38, 744

Credits:
Alcohol fuel, biodiesel, alternative fuel (REG–155087–05)

38, 726
Electricity produced from certain renewable resources, sec-

tion 45 tax credit (Notice 60) 30, 178
Increasing research activities (TD 9401) 27, 1;

(REG–149405–07) 27, 73
Low-income housing credit:

Emergency housing relief, Wisconsin severe storms, tor-
nadoes, and flooding (Notice 61) 30, 180

Indiana severe storms and flooding (Notice 56) 28, 79
Iowa severe storms, tornadoes, and flooding (Notice 58)

28, 81
Missouri severe storms and flooding, disaster relief (Notice

66) 31, 270
Utility allowance, new options for estimating (TD 9420)

39, 750
Satisfactory bond, “bond factor” amounts for the period:

January through September 2008 (RR 36) 30, 165
Section 48 tax credit for qualifying fuel cell property and qual-

ifying microturbine property (Notice 68) 34, 418
Declaratory judgment suits (Ann 67) 29, 164; (Ann 72) 32, 321;

correction (Ann 78) 34, 453; (Ann 82) 37, 708; (Ann 85) 38,
749

Definition of “outside director” (RR 32) 27, 6
Dependent child of divorced or separated parents or parents who

live apart (TD 9408) 33, 323
Disaster relief, China earthquake, qualified disaster (Notice 57)

28, 80
Disciplinary actions involving attorneys, certified public accoun-

tants, enrolled agents, and enrolled actuaries (Ann 68) 30, 245;
(Ann 77) 33, 394; (Ann 83) 37, 709

Disclosure of taxpayer groupings for purposes of the passive ac-
tivity loss provisions under section 469 (Notice 64) 31, 268

Disclosure or use of information by preparers of returns (TD
9409) 29, 118; (REG–121698–08) 29, 163

Economic Stimulus Act of 2008, bonus depreciation, section 179
expensing (RP 54) 38, 722

Election to expense certain refineries (TD 9412) 37, 687;
(REG–146895–05) 37, 700

Employee stock purchase plans, rules (REG–106251–08) 39,
774

Escrow accounts used in like-kind exchanges (TD 9413) 34, 404
Expenses:

Elections regarding start-up expenditures, corporation orga-
nizational expenditures, and partnership organizational ex-
penses (TD 9411) 34, 398; (REG–164965–04) 34, 450

Optional standard mileage rates, update (Ann 63) 28, 114
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INCOME TAX—Cont.
Extension of time for filing returns (TD 9407) 33, 330;

(REG–115457–08) 33, 390
Farmer and fisherman income averaging (TD 9417) 37, 693;

(REG–161695–04) 37, 699
Forms:

1042-S, Foreign Person’s U.S. Source Income Subject to
Withholding, specifications for filing electronically (RP
44) 30, 187

1096, 1098, 1099, 5498, W-2G, and 1042-S, substitute form
specifications (RP 36) 33, 340

8027, Employer’s Annual Information Return of Tip Income
and Allocated Tips, specifications for filing electronically
(RP 34) 27, 13

8596, Information Return for Federal Contracts, specifica-
tions for filing electronically (RP 49) 34, 423

Guidance to tax return preparers:
Consents to disclose and consents to use tax return in-

formation in the Form 1040 series (TD 9409) 29, 118;
(REG–121698–08) 29, 163

Consents to disclose and consents to use tax return informa-
tion in the Form 1040 series, update to Rev. Proc. 2008-12
(RP 35) 29, 132

Guidance under section 956 for determining the basis of property
acquired in certain nonrecognition transactions (TD 9402) 31,
254; (REG–102122–08) 31, 278

Health Savings Accounts (HSAs), additional guidance (Notice
59) 29, 123

Insurance companies:
Effectively connected income (RP 53) 36, 678
Life insurance contracts:

Automatic waiver (RP 42) 29, 160
Closing agreement (RP 40) 29, 151
Modified endowment contracts (MECs), closing agree-

ments (RP 39) 29, 143
Qualified additional benefits (QABs), closing agreement

(RP 38) 29, 139
Variable contracts, closing agreement (RP 41) 29, 155

Interest:
Characterization of management fees paid by an upper tier

investment partnership and lower tier trader partnerships
(RR 39) 31, 252

Investment:
Federal short-term, mid-term, and long-term rates for:

July 2008 (RR 33) 27, 8
August 2008 (RR 43) 31, 258
September 2008 (RR 46) 36, 572

Rates:
Underpayments and overpayments, quarter beginning:

October 1, 2008 (RR 47) 39, 760
Treatment of interest expense attributable to indebtedness al-

locable to property held for investment described in section
163(d)(5)(A)(ii):
Investment interest deduction (RR 38) 31, 249
Trader partnership (Ann 65) 31, 279

Law school Loan Repayment Assistance Program (LRAP), ex-
clusion from gross income (RR 34) 28, 76

INCOME TAX—Cont.
Liens, return of wrongfully levied property and discharge of

liens, special rules (TD 9410) 34, 414
Life insurance:

Premiums by S corporation, effect on accumulated adjust-
ments account (AAA) (RR 42) 30, 175

Statutory reserves, meaning for multi-state taxpayers (RR 37)
28, 77

Presidentially declared disaster or terroristic or military
actions, postponement of certain tax-related deadlines
(REG–142680–06) 35, 565

Private foundations, organizations now classified as (Ann 70) 32,
318; (Ann 81) 37, 706

Proposed Regulations:
26 CFR 1.40–1, revised; 1.40–2, added; 1.40A–1,

added; 40.0–1, amended; 40.6302(c)–1, amended;
48.0–1, amended; 48.0–4, added; 48.4041–0, amended;
48.4041–18, –20, removed and reserved; 48.4041–19,
revised; 48.4081–1, –2, –3, amended; 48.4081–6, re-
moved and reserved; 48.4082–4, amended; 48.4101–1,
amended; 48.6426–1 thru –7, added; 48.6427–8, amended;
48.6427–12, added; alcohol fuel and biodiesel, renewable
diesel, alternative fuel, diesel-water fuel emulsion, taxable
fuel definitions, excise tax returns (REG–155087–05) 38,
726

26 CFR 1.41–6, –8, amended; 1.41–9, added; alternative sim-
plified credit under section 41(c)(5) (REG–149405–07) 27,
73

26 CFR 1.108–7, amended; section 108 reduction of tax at-
tributes for S corporations (REG–102822–08) 38, 744

26 CFR 1.179B–1, added; capital costs incurred to comply
with EPA sulfur regulations (REG–143453–05) 32, 310

26 CFR 1.179C–1, added; election to expense certain refiner-
ies (REG–146895–05) 37, 700

26 CFR 1.195–1, revised; 1.248–1, amended; 1.709–1,
amended; elections regarding start-up expenditures, cor-
poration organizational expenditures, and partnership
organizational expenses (REG–164965–04) 34, 450

26 CFR 1.367(a)–2, –4, –5, added; 1.954–2(c), revised;
1.956–2(b), –2(e), revised, modifications to subpart
F treatment of aircraft and vessel leasing income
(REG–138355–07) 32, 311

26 CFR 1.401(a)(9)–1, –6, amended; 1.403(b)–6,
amended; reasonable good faith interpretation of re-
quired minimum distribution rules by governmental plans
(REG–142040–07) 34, 451

26 CFR 1.421–1, amended; 1.422–2, –5, amended; 1.423–1,
–2, revised; employee stock purchase plans under section
423 (REG–106251–08) 39, 774

26 CFR 1.460–3 thru –6, amended; rules for home construc-
tion contracts (REG–120844–07) 39, 770

26 CFR 1.642(c)–3, amended; 1.643(a)–5, amended; guid-
ance under sections 642 and 643 (income ordering rules)
(REG–101258–08) 28, 111; correction (Ann 73) 33, 391

26 CFR 1.956–1, amended; guidance under section 956 for
determining the basis of property acquired in certain non-
recognition transactions (REG–102122–08) 31, 278
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INCOME TAX—Cont.
26 CFR 1.1301–1, amended; farmer and fisherman income

averaging (REG–161695–04) 37, 699
26 CFR 1.6039–1, revised; 1.6039–2, added; infor-

mation reporting requirements under section 6039
(REG–103146–08) 37, 701

26 CFR 1.6060–1, amended; 1.6107–1, revised; 1.6109–2,
amended; 1.6694–0, –1, –2, revised; 1.6694–3, –4,
amended; 1.6695–1, revised; 1.6695–2, amended;
1.6696–1, revised; 301.7701–15, amended; tax re-
turn preparer penalties under sections 6694 and 6695
(REG–129243–07) 27, 32; corrections (Ann 75) 33, 392

26 CFR 1.6081–2, –6, added; 54.6081–1, added; extension of
time for filing returns (REG–115457–08) 33, 390

26 CFR 301.7216–3, amended; disclosure or use of informa-
tion by preparers of returns (REG–121698–08) 29, 163

26 CFR 301.7508A–1, amended; postponement of certain
tax-related deadlines by reason of Presidentially declared
disaster or terroristic or military actions (REG–142680–06)
35, 565

Publications:
1141, General Rules and Specifications for Substitute Forms

W-2 and W-3, revised (RP 33) 28, 93
1179, General Rules and Specifications for Substitute Forms

1096, 1098, 1099, 5498, W-2G, and 1042-S, update (RP
36) 33, 340

1187, Specifications for Filing Form 1042-S, Foreign Per-
son’s U.S. Source Income Subject to Withholding, Elec-
tronically, revised (RP 44) 30, 187

1239, Specifications for Filing Form 8027, Employer’s An-
nual Information Return of Tip Income and Allocated Tips,
Electronically (RP 34) 27, 13

1516, Specifications for Filing Form 8596, Information Re-
turn for Federal Contracts, Electronically (RP 49) 34, 423

4436, General Rules and Specifications for Substitute Form
941 and Schedule B (Form 941), revised (RP 32) 28, 82

Real Estate Mortgage Investment Conduit (REMIC), allocation
of income to foreign persons by certain entites (TD 9415) 36,
570

Reasonable good faith interpretation of required minimum dis-
tribution rules by governmental plans (REG–142040–07) 34,
451

Regulations:
26 CFR 1.41–0, –1, –6, –8, amended; 1.41–0T, –6T, –8T,

–9, –9T added; alternative simplified credit under section
41(c)(5) (TD 9401) 27, 1

26 CFR 1.42–10, –12, amended; section 42 utility allowance
regulations update (TD 9420) 39, 750

26 CFR 1.152–4, revised; 1.152–4T, removed; dependent
child of divorced or separated parents or parents who live
apart (TD 9408) 33, 323

26 CFR 1.179B–1T, added; 602.101, amended; capital costs
incurred to comply with EPA sulfur regulations (TD 9404)
32, 280

26 CFR 1.179C–1T, added; 602.101, amended; election to
expense certain refineries (TD 9412) 37, 687

INCOME TAX—Cont.
26 CFR 1.195–1, revised; 1.195–1T, added; 1.248–1,

amended; 1.248–1T, added; 1.709–1, amended; 1.709–1T,
added; elections regarding start-up expenditures, cor-
poration organizational expenditures, and partnership
organizational expenses (TD 9411) 34, 398

26 CFR 1.367(a)–2T, –4T, –5T, amended; 1.954–2, amended;
1.954–2T, added; 1.956–2, –2T, amended; modifications to
subpart F treatment of aircraft and vessel leasing income
(TD 9406) 32, 287

26 CFR 1.468B–0, amended; 1.468B–6, added; 1.1031(k)–1,
amended; 1.7872–5, –16, added; escrow accounts, trusts,
and other funds used during deferred exchanges of like-kind
property (TD 9413) 34, 404

26 CFR 1.664–1, amended; 602.101, amended; guidance un-
der section 664 regarding the effect of unrelated business
taxable income on charitable remainder trusts (TD 9403)
32, 285

26 CFR 1.860A–0, –1, amended; 1.860A–1T, removed;
1.860G–3, amended; 1.860G–3T, removed; 1.863–0, –1,
amended; 1.863–1T, removed; 1.1441–0, –2, amended;
1.1441–2T, removed; REMIC residual interests–ac-
counting for REMIC net income (including any excess
inclusions) (foreign holders) (TD 9415) 36, 570

26 CFR 1.881–5T, removed; correction to TD 9391 (Ann 74)
33, 392

26 CFR 1.911–7, amended; 1.6081–1, –3, –5, amended;
1.6081–2T, –6T, revised; 1.6081–3T, –4T, –5T, –7T,
–10T, –11T, removed; 1.6081–4, –7, –10, –11, added;
25.6081–1, added; 25.6081–1T, removed; 26.6081–1,
added; 26.6081–1T, removed; 53.6081–1, added;
53.6081–1T, removed; 55.6081–1, added; 55.6081–1T,
removed; 156.6081–1, added; 156.6081–1T, removed;
157.6081–1, added; 157.6081–1T, removed; 301.6081–2,
added; 301.6081–2T, removed; extension of time for filing
returns (TD 9407) 33, 330

26 CFR 1.956–1, –1T, amended; guidance under section 956
for determining the basis of property acquired in certain
nonrecognition transactions (TD 9402) 31, 254

26 CFR 1.1301–1, amended; 1.1301–1T, added; farmer and
fisherman income averaging (TD 9417) 37, 693

26 CFR 301.6343–2, amended; 301.6343–2T, removed;
301.7425–3, amended; 301.7425–3T, removed; change to
office to which notices of nonjudicial sale and requests
for return of wrongfully levied property must be sent (TD
9410) 34, 414

26 CFR 301.7216–3, amended; 301.7216–3T, added; disclo-
sure or use of information by preparers of returns (TD 9409)
29, 118

Revocations, exempt organizations (Ann 62) 27, 74; (Ann 66)
29, 164; (Ann 69) 32, 318; (Ann 76) 33, 393; (Ann 79) 35,
568; (Ann 80) 37, 706

Rules for certain long-term construction contracts
(REG–120844–07) 39, 770

Smartcards, debit cards, etc., used to provide qualified trans-
portation fringes under section 132(f), delayed effective date
of Rev. Rul. 2006–57 (Notice 74) 38, 718

2008–39 I.R.B. ix September 29, 2008



INCOME TAX—Cont.
Standard Industry Fare Level (SIFL) formula (RR 48) 38, 713
Stocks:

Auction rate preferred stock, regulated investment companies
RICs), debt instruments (Notice 55) 27, 11

Information reporting requirements for statutory stock options
(REG–103146–08) 37, 701

Subprime mortgage loans, modifications held by certain securi-
tization vehicles (RP 47) 31, 272

Substitute forms:
W-2 and W-3, general rules and specifications (RP 33) 28, 93
941 and Schedule B (Form 941), general rules and specifica-

tions (RP 32) 28, 82
1096, 1098, 1099, 5498, W-2G, and 1042-S, rules and speci-

fications (RP 36) 33, 340
Tax return preparer penalties under sections 6694 and 6695

(REG–129243–07) 27, 32; corrections (Ann 75) 33, 392
Treatment of aircraft and vessel leasing income (TD 9406) 32,

287; (REG–138355–07) 32, 311
Trusts:

Charitable remainder trust, calculation of excise tax on unre-
lated business taxable income (UBTI) (TD 9403) 32, 285

Ordering of distributions from charitable lead trusts
(REG–101258–08) 28, 111; correction (Ann 73) 33, 391

Private trust company (Notice 63) 31, 261
U.S. territories, American Samoa, Guam, The Northern Mariana

Islands, Puerto Rico, U.S. Virgin Islands, source of income,
filing requirements; correction to TD 9391 (Ann 74) 33, 392

Valuation safe harbor under section 475 (Notice 71) 35, 462

September 29, 2008 x 2008–39 I.R.B.
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