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applying the tax law with integrity and fairness to all.
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Background

State Agency
Responsibilities

IRS Analysis of
Forms 8823
Submitted by
State Agencies

Chapter 1
Introduction

State and local housing credit agencies (herein referred to as “state agencies™) are
responsible for monitoring low-income housing credit (LIHC) properties for compliance
with the requirements of Internal Revenue Code (IRC) 842; for example, health and safety
standards, rent ceilings and income limits, and tenant qualifications. State agencies
perform desk audits, inspect housing, and review tenant files.* When noncompliance is
identified or *the state agency becomes aware of a disposition of a building*, the state
agencies are required to notify the Internal Revenue Service using Form 8823, Low-
Income Housing Credit Agencies Report of Noncompliance or Building Disposition.

Briefly, a state agency performs a desk audit, conducts a site visit, or reviews the owner’s
tenant files and provides the owner with a summary report of its findings. If the report
indicates noncompliance, the owner is expected to respond to the state agency within a
maximum of 90 days to provide clarification or document that issues of noncompliance
have been addressed. Then, the state agency determines whether the owner was always in
compliance, has corrected the noncompliance, or remains out of compliance. The time to
correct the noncompliance may be extended up to a total of 6 months with state agency
approval. *Regardless of whether the owner remedied the noncompliance or remains out
of compliance, a Form 8823 must be filed with the IRS.*

If the state agency reports that the owner is out of compliance, the IRS sends a notification
letter to the owner identifying the type of noncompliance reported on Form 8823. The
notification letter also states that the owner should not include any nonqualified low-
income housing units when computing the tax credit under IRC 842 and that the
noncompliance may result in the recapture of previously claimed credits. The notification
letter also instructs the owner to contact the state agency to resolve the issue.

Once the noncompliance is resolved, the state agency should file a “back in compliance”
Form 8823. If the noncompliance is corrected within three years after the end of the
correction period, the state agency must file a Form 8823.2 See Exhibit 1 at the end of this
chapter for a complete description of the process.

Forms 8823 are routinely analyzed by the IRS. Based on categories of noncompliance, and
without regard to subsequent “back in compliance” Forms 8823, taxpayers are evaluated to
determine whether an audit of the owner’s tax return is needed. ®> The taxpayer’s tax
returns and all Forms 8823 filed for the property are evaluated. If it is determined that an
audit is warranted, the complete file is sent to the appropriate IRS field office. The
taxpayer is then notified that an audit has been scheduled. It should be noted that this is

! State agencies perform “desk audits” of information submitted to their office rather than inspecting the documents at the
property site; e.g., annual reports required under Treas. Reg. §1.42-5(c).

° Treas. Reg. §1.42-5(e)(3).

% Forms 8823 are immediately analyzed for audit potential when received from the state agencies. Subsequent receipt of Forms
8823 noting correction of previously reported noncompliance do not impact the original evaluation. Under Treas. Reg. §1.42-
5(e)(3), if the noncompliance is corrected within three years, the state agency is required to file another Form 8823 reporting the
corrected noncompliance and documenting the date the taxpayer was back in compliance. From the owner’s perspective, the best
strategy is to address noncompliance identified by the state agency quickly so that the initial Form 8823 will indicate that the
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not the only method for selecting for audit tax returns on which the low-income housing
credit has been claimed and, at the examiner’s discretion, the audit may be expanded to
include additional issues or tax returns.

*Authority of Guide*

*The guide is not a legal authority. The guide provides state agencies with a single
accumulative reference of current legal authorities needed for determining whether a state
agency must file Form(s) 8823 with the IRS under Treas. Reg. §1.42-5(e)(3), along with
guidelines and examples of the law’s application to specific fact patterns.

1.

2.

3.

Purpose of Guide

The scope of the guide is limited and does not address the tax consequences of
noncompliance. Taxpayers are responsible for evaluating the tax consequences of
noncompliance with IRC 842.

The guide should not be used or cited by taxpayers as authority for setting or
sustaining a technical position when filing tax return for any tax period for which the
taxpayer is subject to IRC §42 requirements.® Taxpayers can rely upon and cite the
Internal Revenue Code and formal IRS guidance® as referenced extensively in the text
and footnotes.

The guide, or chapters of the guide, may become obsolete if the underlying authority
is revised subsequent to the Guide’s revision date. Examples include: (1) IRC 842 is
revised by Congress, (2) the IRS provides formal guidance, or (3) HUD revises the

definition or treatment of income as explained in HUD Handbook 4350.3, Chapter 5.

The guide (or chapter) is obsolete as of the effective date of the revised legal
authority. State agencies and owners should disregard affected text and legal
references.

The Guide’s revision date is identified on the cover, in the index, and at the bottom of
every chapter page.*

The fundamental purpose of this guide is to provide standardized operational definitions
for the noncompliance categories listed on Form 8823. It is important that noncompliance
is consistently identified and categorized. Resulting benefits include:

1. Consistent interpretation and application of IRC 842 requirements among states;

2. Consistent reporting of noncompliance to the IRS; and

noncompliance was corrected. From the IRS’ point of view, the owner’s responsiveness is indicative of due diligence, but does
not preclude initiating an audit.

4 *In limited circumstances, pending the release of formal IRS guidance, the guide may specifically state that guidelines
presented in the guide will be used by the IRS to evaluate a taxpayer’s compliance. See Chapter 14 for an example.*

> *For example, Treasury regulations, revenue procedures, revenue rulings, and notices can be relied upon as formal IRS
guidance. Although often providing insight into IRS interpretation, private letter rulings are binding only for the taxpayer who
requested the ruling and should not be cited as authority.*

1-2
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3. Enhanced program administration by the IRS; i.e., timely processing of the forms and
identification of appropriate follow-up actions by the IRS.

Content of Guide

Organization of
Chapters

The guide includes instructions for completing Form 8823, and guidelines for determining
noncompliance and reporting property dispositions. The guide reflects current rules under
IRC 842, Treasury regulations under IRC 842, other guidance published by the Department
of Treasury and the IRS, and IRS administrative procedures for the LIHC program.

Generally, the noncompliance categories listed on Form 8823 are addressed in separate
chapters. There are three categories of noncompliance for which there are two chapters
because multiple issues are reported under the same category. They are:

1. Category 11e, Changes in Eligible Basis or the Applicable Percentage
2. Category 11h, Project not available to the general public
3. Category 11q, Other

For convenience, the term “owner” in the singular is used, although low-income housing
properties often have more than one owner and state agencies must identify each owner in
a schedule attached to the Form 8823 when filing the form.

Depending on the problem, noncompliance may extend to one or more housing units
within an LIHC building, may apply to the whole building, or may encompass the entire
project. Units, buildings, or projects that are out of compliance with the requirements of
IRC 842 are referred to as “nonqualified” units, buildings, or projects.

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

Definitions - Brief descriptions are provided to explain the basic compliance issue being
addressed. The intent is to sufficiently define the category of noncompliance so that state
agencies will uniformly select the same category for the same issues.

In Compliance - Descriptions and examples are used to illustrate fundamental compliance
with IRC 842 and its regulations.

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

Back in Compliance - This section includes explanations and examples illustrating how
noncompliance can be corrected. Treas. Reg. 81.42-5(e)(4) allows a corrective action
period, not to exceed 90 days, for the owner to remedy the noncompliance. The state
agency can extend this period for up to a total of 6 months if there is good cause.
Suggested correction periods are noted in the discussions.

References - A list of references is included at the end of each chapter. Specific references
or explanations of relevant rules under IRC 8§42, the Treasury regulations under IRC 842,
or other published guidance, may be included in the text or identified in footnotes.
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Treas. Reg. 81.42-5
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Exhibit 1-1
Reports of Noncompliance (Form 8823)
Process Map & Explanations

Owner/Taxpayer

Step 3 Step 6 »| Step 8 Step 12

(End) (End)

State Agency

In Compliance (End) |

Out & Back in Compliance
Stepl [, Step2 Step 4 Step 5
\
\
\
Philadelphia LIHC Compliance Unit \
Back in Compliance Step 7 A Step 9

(End) \
\

IRS/Compliance

w
—
[
il
-
o
Y

Step 11

*The chart above is a process map demonstrating the steps of the Form 8823 process. The map is
divided into four horizontal paths representing the groups involved in the process. The steps of the
process are placed in the path of the group involved as the steps move from left to right across the map.
The top path is for the owner/taxpayer, the second path down is for the state agency, the third path down
is for the Philadelphia LIHC Compliance Unit, and the bottom path is for IRS/Compliance.*

Step 1

Step 2

Step 3

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

The state agency prepares and promptly provides the owner with a summary report
describing issues of noncompliance. The letter may also identify administrative or
technical issues, recommend changes to improve future management of the property, or
suggest corrective actions to remedy noted noncompliance issues.

The owner responds to the state agency within a maximum of 90 days, which can be
extend up to a total of 6 months with the state agency’s approval. Generally, the state
agency specifies a time period appropriate for the type of noncompliance. The owner’s
response may provide clarifications and document that corrective actions have been
implemented; i.e., how the noncompliance issues have been addressed.
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Step 4

Step 5

Step 6

Step 7

Step 8

Step 9

Step 10

Step 11

Step 12

When the owner’s response is received, the state agency determines whether the owner
provided:

1. clarification establishing that the owner was always in compliance,

2. documentation that issue(s) of noncompliance have been remedied within the
correction period (out and back in compliance).

3. no documentation that issue(s) of noncompliance had been remedied within the
correction period (out of compliance), or

4. documentation that issue(s) of noncompliance have been remedied, but the
noncompliance was not corrected until after the end of the correction period. A
Form 8823 had been submitted to the IRS only to report the correction of previously
reported noncompliance (back in compliance).

If the state agency determines that the owner was always in compliance, findings are not
required to be reported to the IRS. However, the state agency should notify the owner
that the issue is considered closed and no Form 8823 will be filed.

If the state agency determines that either the owner remedied the issue of noncompliance
or remains out of compliance, then a Form 8823 must be filed with the Internal Revenue
Service at the Philadelphia Service Center (PSC). As noted by the dashed line between
steps five and ten, the state agency may send a copy of the Form 8823 directly to IRS
Headquarters.

The state agency sends the owner a copy of the Form 8823 concurrent to filing the Form
8823 with the IRS.

Upon receipt of the Form 8823 at the PSC, the “back in compliance” Forms 8823 are
processed without contacting the owner. The “out of compliance” Forms 8823 are
assigned to technicians to prepare owner notification letters. The letters are specific to
the type of noncompliance reported on Form 8823, and explain that noncompliance may
result in the loss and recapture of the tax credit.

The owner receives the notification letter. The letter instructs the owner to contact the
state agency to resolve the issue (Step Four). If the noncompliance is resolved within
three years, a “back in compliance” Form 8823 must be filed with the IRS and a copy
sent to the owner concurrently. (Note: some issues of noncompliance cannot be
remedied.)

Simultaneous to notifying the owner, the PSC processes the Forms 8823 and transcribes
the information into a database.

Forms 8823 are immediately evaluated when received from the state agencies and IRS
databases are routinely analyzed to determine whether an audit of the owner’s tax return
is needed. The taxpayer’s three latest filed income tax returns and all Forms 8823 filed
for the property are evaluated.

If it is determined that an audit is warranted, the case file is sent to the appropriate field
office for examination.

The taxpayer is notified that an audit has been scheduled.
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Exhibit 1-2
Form 8823 and Instructions

8323 Low-Income Housing Credit Agencies OME No. 15451204
f:;"_ e, 2005) Report of Noncompliance or Building Disposition Ghack here i this s an
Department of the Traceury Note: File a sepamte Form 8823 fv esch building that is aispossd of or gose out of compliznes amanded retum ]:|
Internal Reverue Serdcs
1 Building rama (if any). Chack if itam 1 differs from Form s60a [ IRS Use Only

Street address

City or town, state, and ZIP code

S

2 Building identification number (BIN)
3 Owners name. Check If item 3 differs from Form a609 p [

(A1

g,

Street address

)
A

City or town, state, and ZIP code

4  Owner's taxpayer identification number
| Oen  [Jssu

Total cradit allocated to this BIN .
If this building iz part of a muttiple building prqed enterthe number crf I:umldlngs in the pl’Ole:‘t

Total numbsr of residential units in this building

Total numbsr of low-income units in this building |

Total numbsr of residential unitz in this building detemnined tcu ha\re nu:uncu:umpllanoa issues

Total numbsr of units reviewed by agency (see instructions) o Lo

8  Date building ceased to comply with the kw-=incoma housing credit provisions (zea instructions) MMDOYYYY) . .
9 Date noncompliance comected (if applicable) (s2e instructions) (MMDDYY YY) oo . oo

10 Check this box if you are filing only to show correction of a previously reported nunmmpllanoa pmhlem T S

=1 & "N

=T I -]

rYyYyrwyrwy

Cut of Moncompliance
11 Check the bowes) that apply: compliancs correctad

a Household income above incoma limit upon initial occupancy | Lo I I
b Cwner failed to correctly complete or document tenant's annual income recertlfu:atlm O |
¢ Violations) of the UPCS or lecal inspection standards (see instructions) (attach explanation) . I I
d Cwner failed to provide annual certfications or provided incomplete or inaccurate certifications | I 1
@ Changes in Eligible Basis or the Applicable Percentage (see instructions) . O |
f Project failed to mest minimum set-aside requirement (20450, 40/60 test) (see |n3truct|0ns) [ |
g Gross rentls) exceed tax credit limits O |
h Project not available to the general public (see |nsiruu:1|on5,| I’attad'u mplanatlcuril | |

i Violation(s) of the Available Unit Ruls under section 42{g)2) (00 . I |
J Violation(g) of the Vacant Unit Rula under Req. 1.42-5(c)i1 5k L. O O
k Cwner failed to execute and record extended-uze agreemeant within time presmbed by SQC‘tIDI‘I 42fh,|’aj.Jj O (|

I Low-income units occupied by nongualified fulltime students | I 1
m Cwner did not properly calculate utility allowance O |
n Cwner has failed to respond to agency requests for monltc:rlng reviews | |
o Low-income units used on a transient basis (attach explanation) | |
P Project iz no longer in compliance nor participating in the section 42 program fattach axplanatloro |

q Cther noncompliance issues (attach explanation) . I (|

12 Additional informnation for any item above. Attach emplanatu:un and u:heu:H box R I |
13 a Building disposition by [1 sale [ Foreclosure [0 Destruction [0 Other {attach explanation)
b Date of disposition (MMDDYYYY)
¢ Mew Cwner's Name d  New owner's taxpayar identification numibsar
| Oen  [Ossn
Streat address 14 Name of comtact person
City or town, state, and ZIP code 15 Teephona number of contact parson
i ) Ext.

Under peraltiss of perjury, | declars that | have examinad this report, including sccompanying staternsnts and schedules, and to the baat of my knowledge and bslisf,
it s trus, comect, ard complets.

) 4 4

Sigrature of autharizing official Prirt nama and title Diate (MBMDCA YY)
For Paperwork Reduction Act Notice, see instructions. Cat. Ma. 123080 Form B823 (Rev. 10-2005)
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Farm 8823 (Rev. 10-2005)

Pa.ge2

General Instructions

Section raferencas are to the Infernal Revenue Code
unless otherwise noted.

Purpose of Form

Housing credit agencies use Form 8823 to fulfill their
responsibility under section 42(m)(1)(B}(iii) to notify the
IRS of noncompliance with the low-income housing tax
credit provisions or any building dispasition.

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 bacomes
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 tha time
allowad the building owner to comrect the conditioni(s)
that caused noncompliance. For details, see
Regulations section 1.42-5(e).

Where To File

File Form 8823 with the:
Internal Revenue Sarvice
P.C. Box 331
Attn: LIHC Unit, DP 607 South
Philadelphia Campus
Bensalem, PA 19020

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.

ltem 2. Enter the building identification number (BIN)
assigned to the building by the housing credit agency
as shown on Form 8609,

ltems 3, 4, 13b, and 123d. If there is mare than cne
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.

Iltem 7d. “Reviewed by agency” includes physical
inspection of the property, tenant file inspection, or
review of documentation submitted by the owner.
Item 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 complate
item 8 for a building disposition. Instead, skip items 9
through 12, and complete item 13.

Item 9. Enter the date that the noncompliance issue
was corrected. If there are multiple issuas, enter the
date the last correction was made.

Item 10. Do not check this bow unless the sole reason
for filing the form is to indicate that previously reported
noncompliance problams have been corrected.

ltem 11c. Housing credit agencies must use eithar
(a) the local health, safety, and building codes (or
cther habitability standards) or (b} the Uniform
Physical Conditions 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, i.e.,
minor (level 1), major (level 2), and severe (level 3) or
(b) the health, safaty, or building viclation 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 “Dictionary of
Deficiency Definitions™ found at www.hud. gov/reac
under Library Section, Physical Inspactions, Training
Materials. 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. In using the UPCS inspection
standards, report all deficiencies in the five major
inspectable areas (defined below) of the project: (1)
Site; (2) Building exterior; (3) Building systems; (4)
Dwelling units; and (5) Common areas.

1. Site. The site components, such as fencing and
retaining walls, grounds, lighting, mailboxes, signs
(such as those identifying the project or areas of the
project), parking lots/driveways, play areas and
aquipment, refuse disposal equipment, roads, storm
drainage, and walkways, must be free of health and
safety hazards and be in good repair. The site must
not be subject to material adverse conditions, such
as abandoned vehicles, dangerous walkways or
steps, poor drainage, septic tank back-ups, sewer
hazards, excess accumulation of garbage and debris,
vermin or rodent infestation, or fire hazards.

2. Building exterior. Each building on the site must
be structurally sound, secure, hahitable, and in good
repair. Each huilding’s doors, fire escapes,
foundations, lighting, roofs, walls, and windows,
where applicable, must be free of health and safety
hazards, operable, and in good repair.

3. Building systems. Each building's domestic water,
elactrical systemn, elevators, emergency power, fire
protection, HYAC, and sanitary system must be free of
health and safety hazards, functionally adequats,
aperable, and in good repair.
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Pags 3

4, Dwelling units. Each dwelling unit within a building
must be structurally sound, habitable, and in good
repair. All areas and aspects of the dwelling unit (for
example, the unit's bathrocom, call-for-aid (if
applicable), ceilings, doors, electrical systems, floors,
hot water heater, HYAC (whera individual units are
provided), kitchen, lighting, ocutlets/switches,
patio/porch/balcony, smoke detectars, stairs, walls,
and windows) must be free of health and safety
hazards, functionally adequate, operable, and in good
repair. Where applicable, the dwelling unit must have
hot and cold running water, including an adequate
source of potable water (nate: single room occupancy
units need not contain water facilities). If the dwelling
unit includes its own bathroom, it must be in proper
operating condition, usable in privacy, and adequate
for personal hygiene and the disposal of human waste,
The dwelling unit must include at |least one
battery-operated or hard-wired smoke detector, in
proper working condition, on each level of the unit.

5. Common areas. The common areas must be
structurally sound, secure, and functionally adequate
for the purposes intended. The basement,
garage/carport, restrooms, closets, utility rooms,
mechanical rooms, community rooms, day care rooms,
halls/corridors, stairs, kitchens, laundry rooms, office,
porch, patio, balcony, and trash collection areas, if
applicable, must be free of health and safety hazards,
operable, and in good repair. All commeon area
ceilings, doors, floors, HVAC, lighting, cutlets/switches,
smoke detectors, stairs, walls, and windows, to the
extent applicable, must be free of health and safety
hazards, operable, and in good repair.

Health and Safety Hazards. All areas and
components of the housing must be free of health and
safety hazards. These include, but are not limited to:
air quality, electrical hazards, elevators, emergency/fire
exits, flammable materials, garbage and debris,
handrail hazards, infestation, and lead-based paint. For
example, the buildings must have fire exits that are not
blocked and have hand rails that are not damaged,
loose, missing portions, or otherwise unusable. The
housing must have no evidence of infestation by rats,
mice, or other vermin. The housing must have no
evidence of elactrical hazards, natural hazards, or fire
hazards. The dwelling units and common areas must
have proper ventilation and be free of mold as well as
odor (e.g., propane, natural, sewer, or methane gas).
The housing must comply with all requirements related
to the evaluation and reduction of lead-based paint
hazards and have available proper cenrifications of
such (see 24 C.F.R. part 35).

Project owners must promptly correct exigent and
fire safety hazards. Before leaving the project, the
inspector should provide the project owner with a list
of all observed exigent and fire safety hazards. Exigent
health and safety hazards include: air quality preblems
such as propane, natural gas, or methane gas
detected; electrical hazards such as exposed wires or
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open panels and water leaks on or near electrical
agquipment; emergency equipment, fire exits, and fire
escapes that are blocked or not usable; and carbon
monaxide hazards such as gas or hot water heaters
with missing or misaligned chimneys. Fire safety
hazards include missing or inoperative smoke
detactors (including missing batteries), expired fire
axtinguishers, and window security bars preventing
agress from a unit.

Itern 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
surmmarizing violations (or copies of the violation
reports) of local health, safety, or building codes;
report an owner who provided inaccurate or
incomplate statements concaring corrections of these
violations.

Iltem 11e. Report any federal grant made with respect
to any building or the operation thareof during any
taxable year in the compliance period. Report changes
in common areas which becoma commercial, when
fees are charged for facilities, etc. In addition, report
any below market federal loan or any obligation the
interest on which is exempt from tax under section
103 that is or was usad (directly or indirectly) with
raspect 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.

Item 11f. Failure to satisfy the minimum set-asida
requirement for the first year of the credit period
rasults in the permanent loss of the entire cradit.

Failure to maintain the minimum set-aside
raquirament 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 subsequant tax
year.

Iltem 11h. All units in the building must be for use by
the general public (as defined in Regulations secticn
1.42-9), 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 VIl of the Civil Rights Act of 1968, also
known as the Fair Housing Act. It 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.
sections 3601 through 3618.

It also mandates specific design and construction
raquirements for multifamily housing built for first
occupancy after March 13, 1991, in order to provide
accassible housing for individuals with disabilities. The
failure of low-incoma housing cradit properties to
comply with the requirements of the Fair Housing Act
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will result in the denial of the low-income housing tax
cradit on a per-unit basis.

Individuals with questions about the accessibility
requirements can obtain the Fair Housing Act Design
Manual from HUD by calling 1-800-245-2691 and
requesting item number HUD 11112, or they can order
the manual through www.huduser.org undar
Publications.
ltem 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 cantinue 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 percantage of low-income
urits on which the credit is based, the full availakility
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.

ltem 11q. Check this box for noncompliance events
other than those listed in 11a through 11p. Attach an
awplanation. 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 (i.e., regular, continuous, and substantial
invelvement) that the housing credit agency learns of
during the compliance period.

1-10

Paperwork Reduction Act Notice, We ask for the
information on this form to carry out the Internal
Revenue laws of the Unitad 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
figura 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
contants may baecoma 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 average time is:

Recordkeeping = =~ = =~ . . . 7hr, 39 min.
Learning about the law
ortheform .~ . . . . . . . . . 3hr, 16 min.
Preparing and sending
the formtothelRS. . . . . . . . 3hr, 32 min.

If you have comments concemning 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 Tax Products Coordinating
Committes, SEW:CAR:MP:T:T:SP, 1111 Constitution
Ava., NW, IR-6406, Washington, DC 20224. Do not
send Form 8823 to this address. Instead, see Where
To File on page 2.
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Exhibit 1-3
IRS Noncompliance Notification Letter
Letter 3464 (SC/CG) 5-2001

DEPARTMENT OF THE TREASURY INTERNAL REVENUE SERVICE
P.O. Box 331, Drop Point 607 South
Bensalem, PA 19020 Person to Contact:
Attn: LIHC Unit Employee 1.D. Number:
Fax Number:
Date:
Owner TIN:
Building Identification Number:
Reference:
Year:

Dear [Name]

The state housing credit agency referenced above has reported, on Form 8823, Low Income Housing
Credit Agencies Report of Noncompliance or Building Disposition, that you are not in compliance with
Internal Revenue Code Section 42 requirements and regulations for the Building Identification Number
(BIN) shown above. (If multiple BINs are referenced, please see the list at the end of this letter.)

The noncompliance issues are:

1.

Therefore, you should not include the non-qualified units when calculating the credit for the year shown
above. Additionally, Sections 42(j)(1) and (2) require that prior credits you claimed are subject to
recapture to the extent that any accelerated credit is attributable to the units, plus interest.

If you are subject to recapture, you must use Form 8611, Recapture of Low Income Housing Credit. If
you filed this form with your tax return and have not claimed any credit for the year, no further action
may be necessary. If you have not, please amend your return to include the recapture, and remove the
credit claimed for the year of disposition. Flow-through entities should advise distributive share
recipients of applicable credit and recapture requirements.

IRS receipt of Forms 8823 can increase the potential for audit of the reported projects. Therefore, IRS
may conduct review and audit activity subsequent to this letter.

1-10
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If you have questions, you may call the IRS contact listed above between the hours of 9 a.m. and 3 p.m.
Eastern Time.

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

issues with the appropriate state housing credit agency. Therefore, if you have questions regarding the
issue(s) cited, please contact the referenced state agency.

Sincerely,

Additional Properties

BIN Noncompliance Date

1-11
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Overview

After Building
is Approved

Before
Building is
Approved

Correction
Period

Chapter 2
Instructions for Completing Form 8823

State agencies use Form 8823 to notify the IRS of noncompliance with the requirements
of IRC 842 or fulfill other reporting requirements. This chapter includes instructions for
completing Form 8823.

Form 8823 should be used to report noncompliance after Form 8609, Low Income
Housing Credit Allocation Certification, has been signed by the state agency and issued
to the owner.

There may be instances where noncompliance is identified before the issuance of Form
8609. *If, at the time the Forms 8823 is submitted to the IRS, the owner has not
received completed/signed Forms 8609 from the state agency, the* Forms 8823 should
be completed, but sent directly to the IRS Headquarter analyst responsible for the Low-
Income Housing Credit program, rather than filing the form with the Philadelphia
Service Center. *Line 5, Total credit allocated to this BIN, should be zero.* The IRS
will consider these Forms 8823 timely filed.

The correction period is the period of time during which the owner of an LIHC property
must correct any noncompliance identified by the state agency. The correction period
begins with the date the state agency provides written notification to the owner that the
building is not in compliance." Under Treas. Reg. §1.42-5(e)(2), state agencies must
provide prompt written notice to the owner.

Generally, the correction period may not exceed 90 days from the date of the owner’s
notification; there is no minimum correction period. However, the correction period can
be extended for up to a total of 6 months if there is a good cause for granting the
extension.

Form 8823 must be filed with the IRS within 45 days following the end of the correction
period, whether or not the noncompliance has been corrected.

Example 1: Annual Certification Under Treas. Reg. §1.42-5(c)(1)

An owner failed to submit the annual certification that the building was in
compliance with IRC §42 requirements; e.g., that annual income
certifications had been received from each low-income tenant and that the
units were rent-restricted, etc. The certification was due March 1, 2005 and
the state agency notified the owner in writing on April 1, 2005 that the
certification had not been received.

The correction period began on April 1% and ended on June 29". The owner
had 90 days, until June 29, 2005, to provide the annual certification. The
Form 8823, noting noncompliance with category 11d, Owner failed to
provide annual certification or provided incomplete or inaccurate

! See Treas. Reg. §8§1.42-5(e)(4) and 1.42-5(a)(2).
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certifications, must be file after June 29", but no later than August 15, 2005.
Example 2: Extending the Correction Period

A state agency completed a physical inspection and identified
noncompliance that required longer than 90 days to correct. The owner
received notice of the noncompliance and the correction period began on
January 15, 2004.

The state agency may extend the correction until July 15, 2004, giving the
owner a total of 6 months to correct the problem. The Form 8823 must be
filed with the IRS after July 15, 2004, but no later than August 25, 2004,

General Guidelines for Completing Form 8823

1. Select all applicable categories of noncompliance.

Example 1: The state agency determined that 1 out of 10 low-income units in a
building had been rented to a household with incomes that did not meet
the income eligibility restrictions. Category 11a, Household income
above income limit upon initial occupancy, should be selected.

Example 2: The state agency determined that 7 out of 10 low-income units in a one-
building project were rented to households with incomes that did not
meet the income eligibility restrictions. As a result, the owner did not
meet the 40/60 minimum set-aside for that year. Category 11a,
Household income above income limit upon initial occupancy, should
be selected, and category 11f, Project failed to meet minimum set-aside
requirement, should be selected.

2. A separate Form 8823 must be filed for each BIN. The form must be prepared using
the fillable PDF file as revised October 2005 (or later) with the bar codes.

3. When filing a “back in compliance” Form 8823, all the instances of noncompliance
for a specific category must be remedied before the building is considered “back in
compliance” for that category. For example, if four units are cited for violations of
the UPCS inspection standards, all four units must be repaired before the building is
considered back in compliance for that issue.

4. All categories of noncompliance must be resolved before filing a “back in
compliance” Form 8823. Be sure to mark the “noncompliance corrected” boxes for
each of the resolved issues. If more than one “noncompliance corrected” box is
marked, enter the date of the most recent correction on line 9 of Form 8823.

5. Anamended Form 8823 is identified by checking the box at the top of the form
under the title. An amended Form 8823 should be filed with the IRS only if it is
necessary to correct an error on a Form 8823 that was previously filed with the
Service. For example, the wrong category is selected or an address is incorrect. A
copy of the amended Form 8823 should be sent to the owner concurrent with filing
the form with the IRS.
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6. Descriptions of noncompliance or additional information *are not required, but if*
submitted with the Form 8823, *descriptions* should be concise; however, avoid the
use of canned or repetitive statements. It is helpful to identify the unit number, the
date out of compliance and the date corrected, and summarize the problems with a
brief description. Copies of reports and notification letters sent to the owner
describing the noncompliance, electronic pictures, and newspaper articles are also
helpful.

Concisely describe the content of any additional information maintained by the state
agency; e.g., physical inspection reports, photographs, written statements from
tenants, etc. Do not send photocopies of pictures; they are not useful.

State agencies should also include explanations when they suspect owners,
managing agents, or other parties may have misrepresented factual information such
as falsifying income verifications or altering tenant files.

7. State agencies should report all noncompliance of which they are aware as a result
of the annual certification or periodic review of tenant files and physical inspection
of the property, without regard to whether the initially outstanding noncompliance is
subsequently corrected. See chapter 3 for additional discussion.

Independently, state agencies must also report any change in the applicable fraction
(such as converting LIHC units to market rate units) or eligible basis (such as
converting common area to commercial space) that results in a decrease in the
qualified basis as noncompliance.

8. There is no “noncompliance corrected” block available for category 11p, Project is
no longer in compliance nor participating in the program. Should the state agency
decide to reinstate the property, the state agency should contact the IRS Low-
Income Housing Credit program analyst.

Line-By-Line Instructions

Line 1

Line 2

Line 3

Line 4

Line 5

Building Information: Ensure that the complete building (or project) name and address,
including ZIP code is identified.

BIN: Ensure that building identification number is correct. It should consist of the two
letter state abbreviation, two-digit year and five-digit number assigned.

Owner Information: Remember to check the box if the current owner's name is different
than the owner shown on Form 8609. Ensure that the current owner’s EIN/SSN is
correct. If there is more than one owner, attach a schedule listing the name, address, and
EIN/SSN of each owner.

EIN: Ensure that the identification number for the owner is correct and check the box
SSN for individual taxpayers (xxx-xx-xxxx) or EIN for business entities (XX-XXXXXXX)
such as corporations and partnerships.

Total credit allocated to this BIN: Provide the total allowable LIHC allocated to this
BIN. This is computed by adding the amounts of credit allocated to the BIN on all
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Line 6

Line 7

Line 8

Line 9

Line 10

Line 1la-p

Line 11q

Forms 8609, line 1b. Do not include Forms 8609 for which the compliance period has
expired.

Number of buildings in the project: Enter the number of buildings that house residential
living units and have BIN numbers assigned to the project. Do not include recreational
facilities or other amenities.

a. Number of residential units in the building: Enter the total number of both LIHC
units and all other residential units. But do not include managers’ units. See
footnote for special rules regarding buildings placed in service prior to September 9,
1992.2

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

¢. Number of residential units with noncompliance problems: Count each unit for
which noncompliance is being identified in this report; do not include previously
reported, but still outstanding, noncompliance. Count each unit only once, even if
there are multiple compliance problems.

d. Indicate the total number of units reviewed in this building for which the Form 8823
is being filed. Count each unit being reviewed once, even if you reviewed the same
unit for both the annual certification and simultaneously performed an on-site review.

Date building ceased to comply: Enter the date that the building ceased to comply with
the IRC 842 low-income housing credit requirements. If there are multiple
noncompliance issues, enter the date of the earliest discovered issue. Do not complete
this item to indicate the date a building (or an interest therein) was disposed of.

Date noncompliance corrected: If entering a corrected date, make sure the appropriate
"noncompliance corrected” block in lines 11a through 110, or 11q is checked. If there
are multiple categories, the date the last issue was resolved should be entered. (Note:
there is no “noncompliance corrected” block for category 11p, Project is no longer in
compliance nor participating in the program.)

Correction of previously reported noncompliance: Check this box if the sole reason for
filing the form is to indicate that previously reported noncompliance problems have been
corrected.

Noncompliance categories: Select the category that best describes the issue being
reported. Be sure to check the correct box for “out of compliance” and/or
“noncompliance corrected,” as applicable.

This category is used only for those issues that do not fit into the categories specified in
11a throughllp. Be sure to attach an explanation.

2 Note that, in some instances involving buildings placed in service, receiving an allocation of credit, or described in IRC
842(h)(4) with respect to which tax-exempt bonds were issued prior to September 9, 1992, managers’ units may be included in
the total number of residential units. See Rev. Rul. 92-61, 1992, 32 I.R.B. 4. The IRS will not, however, apply Rev. Rul. 92-61
unless the owner files, or has filed, a return that is consistent with the ruling.

2-4
Revised October 2009



Line 12

Line 13

Line 14

Signature

Additional Information: Extensive detail is not necessary, but a summary is desirable to
indicate the nature and extent of the noncompliance.

a. Building disposition: Check the box for the appropriate type of disposition (sale,
foreclosure, destruction, or other). For “other” dispositions, attach an explanatory
statement.

b. New owner’s name and address: Ensure that the owner’s name, address and ZIP code
are correct.

c¢. Date of disposition: The date the ownership actually transferred should be used. If
the exact date is unknown, enter the best approximation.

d. New owner’s EIN: Ensure that the identification number for the owner is correct and
check the SSN for individual taxpayers (xxx-xx-xxxx) or EIN for business entities
(xx-xxxxxxx) such as corporations and partnerships.

Contact Person: Identify the person the IRS should call if there are any questions and
include that person’s telephone number.

Signature of authorizing official: The authorizing official is a state agency official who
is authorized by the state agency to sign such documents. The person need not be an
executive, but may be a lower level employee within the state agency organization.
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Overview

Chapter 3
Guidelines for Determining Noncompliance

State agencies are responsible for determining whether owners are compliant with the
requirements of IRC 842 and its regulations. Professional judgment should be used to
identify significant noncompliance issues, establish the scope and depth of the
project/building review, and apply the law and regulations to the facts and circumstances of
the case in a fair and impartial manner. This chapter includes guidelines to assist the state
agencies meet these responsibilities.

Current Noncompliance Issues

Initial Physical
Inspection and
Tenant File
Review

Subsequent
Physical
Inspections
and Tenant File
Reviews

Reporting
Current
Noncompliance

Treas. Reg. §1.42-5(c)(2)(ii)(A) requires state agencies to conduct on-site inspections of all
buildings in the project, and for at least 20 percent of the low-income units, inspect the
units and review the certifications, the documentation supporting the certifications, and the
rent records for the tenants in those units, by the end of the second calendar year following
the year the last building is placed in service.

Under Treas. Reg. 81.42-14(d)(2)(ii), an allocation of credit may not be returned any later
than 180 days following the close of the first tax year of the credit period. Therefore, it is
highly recommended that the first review of the LIHC project be conducted within that
timeframe. Under specific circumstances, previously allocated credits can be reclaimed
and returned to the state’s credit ceiling if necessary.! Timely review of the initial lease-up
provides owners an opportunity to correct problems early in the compliance period.

Treas. Reg. §1.42-5(¢c)(2)(ii)(B) requires that, at least once every 3 years, state agencies
conduct on-site inspections of all buildings in the project and, for at least 20 percent of the
project’s low-income units, inspect the units and review the certifications, documentation
supporting the certifications, and the rent records for all the tenants living in the units.

Example 1: Current Tenant Income (Re)Certification and Documentation

An LIHC building was placed in service and the first tax year of the credit
period was 2000. The state agency inspected the property and reviewed tenant
certification in May 2001; no noncompliance issues were identified. The next
inspection and review were conducted in April 2004; the tenant files were
reviewed using the most recent recertification, or initial income certifications
for tenants moving into the building within the last year.

Under Treas. Reg. §1.42-5(a), state agencies are required to report any noncompliance of
which the agency becomes aware. Agencies should report all noncompliance, without
regard to whether the identified outstanding noncompliance is subsequently corrected.

The inspection standard for on-site inspections of buildings and LIHC units generally
requires state agencies to determine whether the building and units are suitable for

! See chapter 21.
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occupancy based on local health, safety, and building codes or whether the buildings and
units satisfy the uniform physical condition standards established by HUD. 2

The state agency is required to review the low-income certifications, the documentation
supporting the certifications (and recertifications®), and the rent records for the tenants in
the units selected for the physical inspection.* Therefore, the state agency should be
reviewing the initial income certification if the tenant moved in within the last year or the
most recent income recertification.

In addition, state agencies must report any change in the applicable fraction (such as
converting LIHC units to market rate units) or eligible basis (such as converting common
area to commercial space) that results in a decrease in the qualified basis as
noncompliance.

Noncompliance issues identified and corrected by the owner prior to notification of an
upcoming compliance review or inspection by the state agency need not be reported; i.e.,
the owner is in compliance at the time of the state agency’s inspection and/or tenant file
review. Small Business/Self-Employed (SB/SE) considers the date of the notification
letter a “bright line” date comparable to the rules for requesting a PLR or the disclosure on
From 1040X that an amended tax return is being filed after being audited by the IRS or
subsequent to notification that it will be audited. See Form 1040X, line B.

Sampling Requirements

Selecting
a Sample

Interpreting
the Results

The review (or sampling) of 20 percent of the LIHC units in a project and the associated
tenant files is required under the Treasury regulations. The purpose is to estimate the
compliance level of all the tenant income (re)certifications by providing a “snap shot” view
of the owner’s activities and compliance level at a specific moment in time. Sampling
reduces the labor costs, and enables state agencies to meet time constraints when dealing
with large LIHC properties.

A random selection of tenant files or LIHC units is required. The method of choosing the
sample of files or units to be inspected must not give the owner advance notice of which
units and tenants records are to be inspected and reviewed®. There is no advantage to
selecting different units over the 15-year compliance monitoring cycle.

If the sample includes a currently vacant unit, then the last (re)certification for the last
tenant should be reviewed. The “snap shot” is indicative of current compliance.

The IRS uses the results of the state agencies’ reviews as an indicator of the owner’s level
of compliance with IRC 842 requirements. If audited, the IRS can also use the results to
make adjustments to the LIHC on a unit-by-unit basis as identified on Form 8823.
However, the IRS cannot project the results to the entire population of LIHC units®.

2 See Treas. Reg. 1.42-5(d)(2).
% Treas. Reg. 1.42-5(c)(1)(iii) refers to an “annual income certification” which for clarity purposes is often referred to as a

“recertification.”

4 See Treas. Reg. 1.42-5(c)(2)(ii)(A) and (B).

® Treas. Reg. 1.42-5(c)(2)(iii).

® The IRS has specific requirements for using sampling techniques as part of an income tax audit. A state agency is not required
to use these more stringent techniques for random selection and sample size when conducting a compliance review.
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Example 1: Applying Tenant File Review Results

A state agency conducts a tenant file review and physical inspection of a 100%
LIHC single building project with 100 units. The LIHC associated with each
unit is $3,000. Twenty units are inspected and the associated tenant files are
reviewed. Various noncompliance issues were identified for fifteen, or 75
percent, of the twenty sampled units.

The IRS can make an LIHC adjustment of $45,000 (15 units x $3,000) for the
year of the review, with a recapture of $15,000 plus interest for each of the
prior years of the credit period. Although the sample results indicate
significant noncompliance, the results cannot be projected to the entire
population; i.e., the IRS cannot conclude that 75 of the 100 units are out of
compliance and, therefore, disallow the entire LIHC because the taxpayer did
not meet the minimum set-aside.

Expanding the  In the event that extensive noncompliance is identified, state agencies should consider

Sample Size expanding the number of units inspected/files reviewed beyond the 20 percent sample
required under Treas. Reg. 1.42-5(c)(2)(ii). Circumstances warranting consideration of
expanding the sample of LIHC units reviewed include (but are not limited to):

aglrwbdE

Poor internal controls (significant risk of error)

Multiple problems

Significant number of nonqualified units

Significant number of households are not income-qualified
Credible information from a reliable source

Determining the Scope of the State Agency’s Inspection/Review

Large, Unusual Large, unusual, or questionable items (LUQ’s) may be material in determining whether
and noncompliance exists, and thus affect the scope of the state agency’s inspection/review.
Questionable Some factors to consider when determining the materiality of items include:

Items

(Materiality) 1

Comparative nature of the issue — two of one hundred of a building’s rental units out of
compliance for a month is not as important as a project failing the 40/60 minimum set-
aside.

Absolute nature of the issue — violations of the physical conditions standards should be
investigated thoroughly whether one or one hundred units are impacted.

Inherent nature of the issue — a permanent decrease in the eligible basis of the property
is more significant than two units that are not available for rent for two months.

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

Extenuating circumstances — the issue cited is very temporary or in the process of
being fixed at the time of inspection.

Revised October 2009



Determining the Depth of the State Agency’s Inspection/Review

Issue
Development

Depth is the extent to which an issue of potential noncompliance is developed. It
demonstrates the degree of intensity and thoroughness applied to make a determination of
noncompliance. State agencies must use judgment to determine the depth required to
satisfactorily develop an issue of noncompliance. The following factors should be
considered:

1. The type and reliability of evidence available or expected,
2. Complexity of the issue, and
3. Techniques used.

It is important to obtain sufficient evidence for evaluating the owner’s compliance with
IRC 842 requirements. Determining the proper amount of evidence to accumulate is a
judgmental decision. Factors to consider include the risk that the owner may have made
errors that are individually or collectively material and the risk that tests (such as sampling)
will fail to uncover material errors.

Consideration of Taxpayer Due Diligence

Evidence

For most taxpayers, voluntary compliance consists of preparing an accurate tax return,
filing it timely, and paying any taxes due. Compliant behavior can be demonstrated when a
LIHC property owner exercises ordinary business care and prudence in fulfilling its
obligations. Due diligence can be demonstrated in many ways, including (but not limited
to) establishing strong internal controls (policies and procedures) to identify, measure, and
safeguard business operations and avoid material misstatements of LIHC property
compliance or financial information. Internal controls include:

1. Separation of duties,

2. Adequate supervision of employees,

3. Management oversight and review (internal audits),
4. Third party verifications of tenant income,

5. Independent audits, and

6. Timely recordkeeping.

State agencies gather information to determine the owner/taxpayer’s compliance with IRC
842. This determination must be made on the basis of all available facts, including facts
supporting the owner’s position. Evidence is something that tends to prove a fact or point
in question.

Owners have the right to expect that the information they provide will be safeguarded and
used only in accordance with the law. To promote and maintain owners’ confidence in the
privacy, confidentiality, and security protections provided by the state and IRS, the
following principles should be followed.
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Types of
Evidence

1. No information will be collected or used (with respect to owners/taxpayers) that is not
necessary and relevant for tax administration and other legally mandated or authorized
purposes.

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

3. Information about taxpayers collected from third parties will be verified, to the extent
practicable, with the taxpayers before a determination of compliance is made using the
information.

The Internal Revenue Code requires all taxpayers to keep adequate records to support the
items on their tax returns. However, not all evidence need be “books and records.” The
following discussion is an overview of different types of acceptable evidence of taxpayer
compliance.

Documentary Evidence

Physical documentation is generally regarded as providing proof or evidence. Writings
made contemporaneously with the happening of an event generally reflect the actual facts
and indicate what was in the minds of the parties to the event. If possible, original
documentary evidence should be reviewed.

The records to be retained by the LIHC property owner are described in Treas. Reg. 81.42-
5(b). The records must be retained for at least 6 yeas 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.

Owners may use electronic storage systems instead of hardcopy (paper) books and records
to retain the required records.” However, the electronic storage system must satisfy the
requirements of Rev. Proc. 97-22. In addition, the owner must satisfy any additional
recordkeeping and record retention requirements of the monitoring procedure adopted by
the state agency. For example, the housing agency may require the owner to maintain
hardcopy books and records.

While documentary evidence has great value, it should not be relied upon to the exclusion
of other facts. Facts can also be established by oral testimony. There will be times when
greater weight should be given to oral testimony than to conflicting documentary evidence.
The owner should not be considered noncompliant simply because documentary evidence
is incomplete to establish precise compliance when there is some evidence to support
compliance.

The “Cohan Rule,” as it is known, originated in the decision of Cohan v. Commissioner, 39
F.2d 540 (2d Cir. 1930). In Cohan, the court made an exception to the rule requiring
taxpayers to substantiate their business expenses. George M. Cohan, the famous
entertainer, was disallowed a deduction for travel and business expenses because he was
unable to substantiate any of the expenses. The judge wrote that “absolute certainty in such

" Rev. Rul. 2004-82, I.R.B. 2004-35, Q&A #11.
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matters is usually impossible and is not necessary, the Board should make as close an
approximation as it can.” In general, the Tax Court has interpreted this ruling to mean that
in certain situations “best estimates” are acceptable in order to approximate expenses. The
Cohan Rule is a discretionary standard and can be used to support a reasonable estimate of
compliance requirements.

State agencies may allow owners to reconstruct records when the situation warrants,
consider incomplete or imperfect documentation, and accept credible oral testimony to
determine the owner/taxpayer’s overall compliance with the requirements of IRC §42.

Example 1: Incomplete Documentation

A couple’s current income recertification was timely signed by the wife,
but the husband’s signature is missing because he is on active military
duty and stationed out of the country. The husband’s income is included
in the recertification and the reporting instructions for his overseas
assignment are included in the file. The state agency may consider the
unit in compliance, even though the husband’s signature is missing.

Example 2: Reconstructing Evidence

The tenant’s income recertification was timely completed and signed.
The summary records are in the file, but the income verification from the
employer is missing. The state agency may allow the property manager
to perfect the documentation.

Oral Testimony

There are times, due to taxpayer-specific circumstances, when records may not exist or are
incomplete. In such cases, oral testimony may be the only evidence available. Therefore,
oral statements made by the owner to the state agency represent direct evidence that must
be considered. Although self-serving, uncontradicted statements that are not improbable
or unreasonable should not be disregarded.

Example 1: Plausible Oral Testimony

During a compliance review, an issue involving the income
certification for a household was noted. However, the tenant had
moved out and could not be located. The manager remembers
discussing the item with the tenant, but there is no third party that can
corroborate the manager’s statement. If the manager’s statement is
plausible, the oral testimony can be considered sufficient.

The degree of reliability placed on an owner’s oral testimony should be based on the
credibility of the owner and surrounding circumstantial evidence supporting the owner’s
testimony. The following concepts are helpful when evaluating oral testimony.

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

b. If the issue involves specific recordkeeping required by law, then oral testimony alone
cannot be substituted for necessary written documentation
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Evaluating
Evidence

c. Oral testimony need not be accepted without further inquiry. If in doubt, or there are
inconsistencies, attempts should be made to verify the facts from another source.

Third Party Evidence

Third party evidence is evidence obtained from someone other than the taxpayer. Credible
third party evidence is used when the owner is unable to provide the information or it is
necessary to verify information provided by the owner. Information about owners collected
from third parties will be verified, to the extent practicable, with the owner before
determinations are made using the information provided by third parties.

The state agencies should exercise sound judgment to make reasonable determinations and
ensure that there is a basis for each item considered. This may involve considering the
extent to which detailed documentation is required, examining all existing documentation,
and determining the weight that should be given to oral testimony. All the information
needed to definitively resolve an issue will seldom be available; state agencies will need to
determine when there is sufficient information, or substantially enough, to make a proper
determination of compliance with IRC 842.

State agencies are expected to arrive at definite conclusions based on a balanced and
impartial evaluation of all available evidence. The state agencies should employ
independent and objective judgment in reaching conclusions and should decide all things
on their merit; free from bias and conflicts of interest. Fairness may be demonstrated by:

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

2. Treating individuals equitably;

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

4. Voluntarily correcting mistakes and refusing to take advantage of mistakes or
ignorance on the part of the owner; and

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

Factors to consider when evaluating evidence include the following:
1. Number and type of noncompliance issues,
2. Elements missing from the documentation,
3. Reasons why documentation is incomplete,
4. Availability of other information to substantiate compliance, and

5. Materiality of unsubstantiated documentation.
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In the event that an owner provides clarification or evidence that the potential violation
does not exist, it is not necessary to report the incident to the IRS; i.e., the owner has
clarified that they are in compliance.

Workpapers
Content and Workpapers are the state agencies’ written records that provide the principal support for
Purpose their project audits and the filing of Forms 8823. They should include all the information
needed to conduct the inspection/review, and document contacts with the owner, the
procedures applied, tests performed, information obtained, and the conclusions reached.
Workpapers serve the following purposes®:
1. Arrecord of the evidence gathered, procedures completed, tests performed, and analyses
conducted;
2. Provide support for technical conclusions;
3. Basis for internal reviews by state agency management; and
4. Support for IRS audits of the owner’s tax returns.
State agency workpapers may be used by IRS examiners to support conclusions regarding
the accuracy of the owner’s tax return. These papers and other documents in files may be
reviewed to help establish the scope and depth of an IRS audit, establish a pattern of
noncompliance, or provide evidence to support adjustments to the tax return. In some
cases, the workpapers may be the only evidence.
While there are no requirements for the form or style of workpapers or documentation,
workpapers should include certain “identifying” information to support IRS examinations.
Workpapers should include:
1. Identity of the owner of the building being reviewed,
2. Name (or initials) of person preparing the workpapers, and
3. Date the workpapers were prepared.
Required For monitoring compliance with low-income housing credit requirements, Treas. Reg.

Recordkeeping  §1.42-5(a)(2)(i)(A) provides that a procedure for monitoring for noncompliance must

and Retention jnclude the recordkeeping and record retention provisions of Treas. Reg. §1.42-5(b).
Provisions —

State Agencies Under Treas. Reg. §1.42-5(e)(3)(ii), a state agency must retain the original records of

noncompliance or failure to certify for 6 years beyond the state agency’s filing of the
respective Form 8823. In all other cases, the state agency must retain the certifications and
records for 3 years from the end of the calendar year in which the state agency received the
certifications and records.

8 Internal Revenue Manual 4.10.9(3).
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IRS agents can informally provide taxpayers with access to the workpapers associated with

Availability of
Workpapers to  their own audit that would otherwise be made available under the Freedom of Information
Owners Act. If consistent with the state’s disclosure rules, similar access to the workpapers for the

compliance monitoring review can be helpful to owners; e.g., clarifying facts or preparing
relevant evidence to resolve issues.
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Definition

Chapter 4
Category 1la
Household Income Above
Income Limit upon Initial Occupancy

This category is used to report units that have been rented to households with incomes
that do not meet income eligibility restrictions. According to IRC 842(g)(1), an owner
of a tax credit property must elect to serve tenant populations with gross incomes that
are either 50% or less of Area Median Gross Income (AMGI) or the National
Nonmetropolitan Median Gross Income (NNMGI) when applicable,! or 60% or less of
AMGI or NNMGI when applicable, as adjusted for family size.? *The National
Nonmetropolitan Median Gross Income (NNMGI) is applicable if:

1. IRC 81400N(c)(4), Special Rule for Applying Income Tests, is applicable. The LIHC
project was (1) placed in service during 2006, 2007, or 2008, (2) is located in the Gulf
Opportunity Zone, and (3) in a nonmetropolitan area (as defined in IRC
§42(d)(5)(C)(iv)(IV)).

2. IRC §42(i)(8) is applicable.®> The LIHC project is located in a rural area (as defined in
section 520 of the Housing Act of 1949) and the NNMGI is greater than the AMGI.
IRC 842(i)(8) is not applicable if the LIHC buildings are financed with tax-exempt
bonds.*

Under the terms of an extended use agreement, an owner may agree to service tenant
populations at AMGI levels lower than identified in IRC 842(g); nonperformance of such
agreements is not a reportable noncompliance event.

Annual Household Gross Income is the gross income (with no adjustments or
deductions) the household anticipates it will receive in the 12-month period following
the effective date of the income certification. The combined income of all occupants of
a unit, whether or not legally related, is compared to the appropriate percentage of the
AMGI for a family with the same number of members®.

If information is available on changes expected to occur during the year, that
information is used to most accurately determine the anticipated income from all known
sources during the year. Unanticipated income received after the household moves in
will not affect the original determination that a household is eligible for LIHC housing.

State agencies are required to review the low-income certifications, and the supporting
documentation, for the tenants in a sample of LIHC units.> Therefore, the state agency
must review the initial income certification if the tenant moved in within the last year and
the most recent income recertification for continuing tenants. *For state agency reviews

1 *See IRC §842(g)(4), 42(i)(8), 142(d)(2)(B) and 1400N(c)(4).*
2 Note: Once made, this election is irrevocable and applies to all low-income units. See IRC §§42(g)(1) and 42(i)(3)(A)(ii).
3 *|RC §42(g)(8) is applicable for determinations made after July 30, 2008. See section 3004(f) of the Housing Assistance Tax

Act of 2008.*

* See Rev. Rul. 90-89, 1990-2 C.B. 8.
® See Treas. Reg. §1.42-5(c)(2)(ii)(A) and (B).
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conducted after July 30, 2008,° where the project is a 100% LIHC project and the owner
is not subject to the annual income recertification requirements, the state agency will
always review the initial income certification.”*

Determining Income Limits (Area Median Gross Income)

* Years Prior to  To determine the appropriate household income limit figure, refer to the HUD-published

2009* table relating to “very low income,” which is an income level at or below 50 per cent of
the Area Median Gross Income (AMGI). HUD prepares tables and provides income
figures for family sizes ranging from one to eight persons.

If the owner elected the 40/60 minimum set-aside, then the published income figures for
the 50 per cent of AMGI should be multiplied by 1.2.® There should be no rounding of
these figures, as HUD has already rounded *to the nearest $50* in the tables.

* Years *Beginning with the release of AMGI tables for 2009°, HUD is providing a separate table
Subsequent to for IRC 88 42 and 142(d) housing projects, which HUD now collectively refers to as
2008* “Multifamily Tax Subsidy Projects” (MTSP).

1. The tables are in the same format as in prior years. The column down the left-hand
side identifies the state and area within each state. From left to right, the columns
identify the income limits based on household size (1 to 8 persons).

2. The tables identify the income limits at the 50% and 60% AMGI levels needed to
satisfy the minimum set-aside requirement. As a result, the instructions in Rev. Rul.
89-24 to compute 60% AMGI are no longer needed.

3. In those areas where the income limits did not decrease in 2007 and 2008 because of
HUD?’s hold harmless policy, the tables include a second set of income limits
identified as “HERA Special 50%” and “HERA Special 60%.” These income limits
are applicable if the owner relied on the income limits provided by HUD to determine
the income limits applicable to the low-income project and determined whether
households were income qualified based on those income limits (adjusted for family
size) in either 2007 or 2008. | f the project was in service, or placed in service during
2007 or 2008, the owner relied on the income limits provided by HUD and the HERA
special income limits should be used.*

& *For reviews conducted before July 31, 2008, if the owner received a waiver of the annual income recertification requirements,
the state agency reviewed the initial income certification. See Rev. Proc. 2004-38, section 5.07, 2004-2 C.B. 10, and Rev.
Proc.94-64, Section 4.05, 1994-2 C.B. 797. If noncompliance with the tenant income certification requirements was sufficiently
serious, consideration was given to revoking the waiver. Revocation was not required, but the Service would revoke the waiver at
the state agency’s request.*

" *See IRC §142(d)(3).*

® Rev. Rul. 89-24, 1989-1 C.B. 24.

° *Section 3009 of the Housing Assistance Tax Act (HATA) amended IRC §142(d)(2) to add a new subparagraph E. IRC
§142(d)(2) is cross referenced in IRC §42(g)(4) and is equally applicable to qualified low-income projects under IRC §42.*
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