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among the estate or trust and the
beneficiaries on the basis of the income
of the estate or trust allocable to each.

(3) Pass-through in the case of a part-
nership—(i) In general. In the case of a
partnership, the research credit com-
puted for the partnership for any tax-
able year shall be apportioned among
the persons who are partners during
the taxable year in accordance with
section 704 and the regulations there-
under. See, for example, § 1.704–
1(b)(4)(ii). Because the research credit
is an expenditure-based credit, the
credit is to be allocated among the
partners in the same proportion as sec-
tion 174 expenditures are allocated for
the year.

(ii) Certain expenditures by joint ven-
tures. Research expenses to which
§ 1.41–2(a)(4)(ii) applies shall be appor-
tioned among the persons who are part-
ners during the taxable year in accord-
ance with the provisions of that sec-
tion. For purposes of section 41, these
expenses shall be treated as paid or in-
curred directly by the partners rather
than by the partnership. Thus, the
partnership shall disregard these ex-
penses in computing the credit to be
apportioned under paragraph (a)(3)(i) of
this section, and in making the com-
putations under section 41 each partner
shall aggregate its distributive share of
these expenses with other research ex-
penses of the partner. The limitation
on the amount of the credit set out in
section 41(g) and in paragraph (c) of
this section shall not apply because the
credit is computed by the partner, not
the partnership.

(4) Year in which taken into account.
An amount apportioned to a person
under this paragraph shall be taken
into account by the person in the tax-
able year of such person which or with-
in which the taxable year of the cor-
poration, estate, trust, or partnership
(as the case may be) ends.

(5) Credit allowed subject to limitation.
The credit allowable to any person to
whom any amount has been appor-
tioned under paragraph (a)(1), (2) or
(3)(i) of this section is subject to sec-
tion 41(g) and sections 38 and 39 of the
Code, if applicable.

(b) Adjustments for certain acquisitions
and dispositions—Meaning of terms. For
the meaning of ‘‘acquisition,’’ ‘‘sepa-

rate unit,’’ and ‘‘major portion,’’ see
paragraph (b) of § 1.52–2. An ‘‘acquisi-
tion’’ includes an incorporation or a
liquidation.

(c) Special rule for pass-through of
credit. The special rule contained in
section 41(g) for the pass-through of
the credit in the case of an individual
who owns an interest in an unincor-
porated trade or business, is a partner
in a partnership, is a beneficiary of an
estate or trust, or is a shareholder in
an S corporation shall be applied in ac-
cordance with the principles set forth
in § 1.53–3.

(d) Carryback and carryover of unused
credits. The taxpayer to whom the cred-
it is passed through under paragraph
(c) of this section shall not be pre-
vented from applying the unused por-
tion in a carryback or carryover year
merely because the entity that earned
the credit changes its form of con-
ducting business.

TAXABLE YEARS BEGINNING BEFORE
JANUARY 1, 1987

§ 1.41–0A Credit or deduction for polit-
ical and newsletter fund contribu-
tions—scope and note.

Section 41 allows a limited credit
against the income tax for political
and newsletter fund contributions. Sec-
tion 218 allows a limited deduction for
contributions. The Revenue Act of 1978,
however, increases the maximum an-
nual credit under section 41 and repeals
section 218. These changes are effective
for political and newsletter fund con-
tributions payment of which is made in
taxable years of the contributor begin-
ning after December 31, 1978. Sections
1.41–1A through 1.41–8A apply to both
sections 41 and 218.

[T.D. 7603, 44 FR 18222, Mar. 27, 1979. Redesig-
nated and amended by T.D. 8251, 54 FR 21204,
May 17, 1989]

§ 1.41–1A Same—definitions of certain
items.

(a) Campaign committee. A ‘‘campaign
committee’’ is any group described in
section 41(c)(1)(B). Thus, to be a cam-
paign committee a group must be orga-
nized and operated exclusively to fur-
ther the nomination or election of one
or more candidates. That means it may
not, except as otherwise provided in
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§ 1.41–3A(a), spend any money for any
other purpose. Therefore, a group that
engages in any general political, edu-
cational, or legislative activities is not
a campaign committee. Such a group
may, however, organize a separate
campaign committee exclusively to
further the nomination or election of
one or more candidates.

(b) Candidate. A ‘‘candidate’’ is an in-
dividual described in section 41 (c)(2). A
candidate remains a candidate until
enough money has been raised to pay
the debts incurred in a previous cam-
paign for elective public office. For ex-
ample, A, a candidate for Senator from
State X in 1977, is elected to that office
in 1978. A sustains a campaign debt
with respect to A’s Senatorial cam-
paign. A remains a candidate solely for
the purpose of soliciting contributions
to extinguish the campaign debt.

(c) Elective public office. An ‘‘elective
public office’’ is any governmental po-
sition for which one must be directly
chosen by the casting of votes by the
general public or the Electoral College.
It does not, however, include any office
or position in any national, state, or
local political party or similar organi-
zation, or membership in the Electoral
College.

(d) Furthering a candidacy. Expendi-
tures further a candidacy within the
meaning of section 41(c)(1) (A) and (B)
if they are directly related to, and are
intended to support, a candidate’s cam-
paign for elective public office. Exam-
ples include payments for—

(1) Researching and polling campaign
issues;

(2) Trips in connection with cam-
paigning by the candidate or persons
acting on his or her behalf;

(3) Raising funds; and
(4) Campaign-related debts left over

from a previous political campaign.
(e) Meets the qualifications. An indi-

vidual ‘‘meets the qualifications pre-
scribed by law’’ to hold an elective pub-
lic office if the individual can be rea-
sonably expected to meet those quali-
fications on or before the date the of-
fice is to be filled.

(f) Newsletter fund contribution. The
term ‘‘newsletter fund contribution’’
means a contribution of money or gift
of money directly to a fund described
in section 527(g) (relating to the treat-

ment of newsletter funds as political
organizations).

(g) Political contribution. A ‘‘political
contribution’’ is a contribution of
money or gift of money directly to a
person described in section 41(c)(1). A
political contribution is not limited to
that portion of the contribution or gift
that is eligible as a credit under sec-
tion 41(b) or deduction under section
218(b).

(h) Publicly announces. An individual
‘‘publicly announces’’ that he or she is
a candidate by making a positive state-
ment available for media distribution
that he or she is seeking nomination or
election to a specific elective public of-
fice. An example is a news release or
other statement by an individual in-
tended for distribution via television,
radio, newspapers, or magazines within
the geographic area associated with
the elective public office being sought
which states that he or she seeks nomi-
nation or election to the office. Incum-
bency in an office does not constitute a
public announcement that one is seek-
ing reelection to that office. Further-
more, if because of death or any other
reason an individual does not make a
public announcement, the individual is
not a candidate even though the indi-
vidual was about to make a public an-
nouncement.

[T.D. 7603, 44 FR 18222, Mar. 27, 1979. Redesig-
nated and amended by T.D. 8251, 54 FR 21204,
May 17, 1989]

§ 1.41–2A Same—limitations and spe-
cial rules.

(a) When payment must be made. A
taxpayer may elect the credit under
section 41 or the deduction under sec-
tion 218 only if a political or newsletter
fund contribution is actually paid
within the taxable year for which the
taxpayer claims the credit or deduc-
tion. The method of accounting the
taxpayer uses and the date the con-
tribution is pledged are irrelevant.
Where a partnership makes a political
or newsletter fund contribution, each
partner is considered as having paid his
or her distributive share of the polit-
ical or newsletter fund contribution.

(b) Campaign committee supporting
more than one individual. A section 41
credit or section 218 deduction may be
available for a contribution of money
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to a campaign committee that sup-
ports, or intends to support, more than
one candidate if at least one individual
it supports is a candidate for the cal-
endar year in which the contribution is
made. However, if a taxpayer indicates
at the time the contribution is made
that it is for a specific individual, and
that individual is not a candidate for
the calendar year in which the con-
tribution is made, no credit or deduc-
tion is available.

(c) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. B, an individual, makes a con-
tribution of money in 1977 to the Good Gov-
ernment Committee, which is a campaign
committee. The Good Government Com-
mittee supports C and D in 1977. C is a can-
didate for 1977. D is not a candidate for 1977.
B may elect the credit under section 41 or de-
duction under section 218 for the contribu-
tion in 1977.

Example 2. Assume the same facts as in ex-
ample (1), except that B earmarks the con-
tribution solely to further the candidacy of
D. B may not elect the credit under section
41 or deduction under section 218 for the 1977
contribution.

FT.D. 7603, 44 FR 18223, Mar. 27, 1979. Redes-
ignated by T.D. 8251, 54 FR 21204, May 17,
1989]

§ 1.41–3A Same—unspent contribu-
tions.

(a) General rule. Except as provided in
paragraph (b) of this section, all
unspent political contributions must
be used within a reasonable period of
time to make a deposit or contribution
described in section 527 (d).

(b) Special rules—(1) Candidates. An
individual who was a candidate may re-
tain unspent political contributions in
reasonable anticipation of using them
solely to support his or her future can-
didacy for any Federal, State, or local
elective public office.

(2) Campaign committee. A campaign
committee may retain unspent polit-
ical contributions in reasonable antici-
pation of using them to support the fu-
ture candidacy of any individual for
any Federal, State, or local elective
public office.

[T.D. 7603, 44 FR 18223, Mar. 27, 1979. Redesig-
nated by T.D. 8251, 54 FR 21204, May 17, 1989]

§ 1.41–4A Same—procedure for elect-
ing a credit or deduction.

(a) Scope note. This section prescribes
procedures for making the election
under sections 41 and 218 to take either
a credit or deduction for political and
newsletter contributions.

(b) How to elect. A taxpayer elects the
credit or deduction by making the ap-
propriate entries on his or her income
tax return for the taxable year in
which the contribution is made.

(c) Changing or revoking one’s election.
The election may be changed or re-
voked. Thus, a taxpayer may change an
election from credit to deduction or
vice versa. In addition, if a taxpayer
elects a credit or deduction for a par-
ticular taxable year to which, it later
turns out, he or she is not entitled, the
taxpayer must pay any additional tax
that is due as a result. A taxpayer may
change or revoke the election by use of
an amended return.

[T.D. 7603, 44 FR 18223, Mar. 27, 1979. Redesig-
nated by T.D. 8251, 54 FR 21204, May 17, 1989]

§ 1.41–5A Same—verifications.

This section prescribes rules under
sections 41(b)(3) and 218(b)(2) to tell a
taxpayer how to verify political and
newsletter fund contributions for
which a credit or deduction is claimed.
A taxpayer must have a written receipt
to substantiate any claim that a con-
tribution was made. A cancelled check,
the payee of which is a person or fund
described in section 41(c) (1) or (5), or-
dinarily meets this requirement. How-
ever, in appropriate cases, the Internal
Revenue Service may require a tax-
payer to furnish additional proof that
the payee was a person or fund de-
scribed in section 41(c) (1) or (5), or
that the purpose of the payment was to
make a political or newsletter fund
contribution.

[T.D. 7603, 44 FR 18223, Mar. 27, 1979. Redesig-
nated by T.D. 8251, 54 FR 21204, May 17, 1989]

§ 1.41–6A Same—taxation of certain or-
ganizations.

See section 527 and the regulations
thereunder for the tax treatment of a
person or fund described in section
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41(c) (1) or (5) that is treated as a sec-
tion 527(e)(1) political organization.

[T.D. 7603, 44 FR 18223, Mar. 27, 1979. Redesig-
nated by T.D. 8251, 54 FR 21204, May 17, 1989]

§ 1.41–7A Same—transitional rule for
past contributions.

A credit or deduction for a political
contribution the payment of which was
made before January 1, 1980 will be al-
lowed if it meets the requirements for
a credit or deduction under the notice
of proposed rulemaking published on
September 19, 1972 (37 FR 19140).

[T.D. 7603, 44 FR 18223, Mar. 27, 1979. Redesig-
nated by T.D. 8251, 54 FR 21204, May 17, 1989]

§ 1.41–8A Same—effective dates.
(a) Political contributions. Except as

otherwise provided, these regulations
apply to political contributions made
in taxable years of the contributor be-
ginning after December 31, 1971.

(b) Newsletter fund contributions.
These regulations apply to newsletter
fund contributions made in taxable
years of the contributor beginning
after December 31, 1974.

[T.D. 7603, 44 FR 18223, Mar. 27, 1979. Redesig-
nated by T.D. 8251, 54 FR 21204, May 17, 1989]

§ 1.42–0 Table of contents.
This section lists the paragraphs con-

tained in §§ 1.42–1 and 1.42–2.
§ 1.42–1 [Reserved]
§ 1.42–2 Waiver of requirement that an ex-

isting building eligible for the low-income
housing credit was last placed in service
more than 10 years prior to acquisition by
the taxpayer.

(a) Low-income housing credit for existing
building

(b) Waiver of 10-year holding period require-
ment

(c) Waiver requirements
(1) Federally-assisted building
(2) Federal mortgage funds at risk
(3) Statement by the Department of Hous-

ing and Urban Development or the Farm-
ers’ Home Administration

(4) No prior credit allowed
(d) Application for waiver

(1) Time and manner
(2) Information required
(3) Other rules
(4) Effective date of waiver
(5) Attachment to return

(e) Effective date of regulations

[T.D. 8302, 55 FR 21189, May 23, 1990]

§ 1.42–1 [Reserved]

§ 1.42–1T Limitation on low-income
housing credit allowed with respect
to qualified low-income buildings
receiving housing credit allocations
from a State or local housing credit
agency (temporary).

(a) In general—(1) Determination of
amount of low-income housing credit.
Section 42 provides that, for purposes
of section 38, a low-income housing
credit is determined for a building in
an amount equal to the applicable per-
centage of the qualified basis of the
qualified low-income building. In gen-
eral, the credit may be claimed annu-
ally for a 10–year credit period, begin-
ning with the taxable year in which the
building is placed in service or, at the
election of the taxpayer, the suc-
ceeding taxable year. If, after the first
year of the credit period, the qualified
basis of a building is increased in ex-
cess of the qualified basis upon which
the credit was initially determined, the
allowable credit with respect to such
additional qualified basis is determined
using a credit percentage equal to two-
thirds of the applicable percentage for
the initial qualified basis. The credit
for additions to qualified basis is gen-
erally allowable for the remaining
years in the 15-year compliance period
which begins with the first taxable
year of the credit period for the build-
ing. In general, the low-income housing
credit is available with respect to
buildings placed in service after De-
cember 31, 1986, in taxable years ending
after that date. See section 42 for the
definitions of ‘‘qualified low-income
building’’, ‘‘applicable percentage’’,
‘‘qualified basis’’, ‘‘credit period’’,
‘‘compliance period’’, and for other
rules relating to determination of the
amount of the low-income housing
credit.

(2) Limitation on low-income housing
credit allowed. Generally, the low-in-
come housing credit determined under
section 42 is allowed and may be
claimed for any taxable year if, and to
the extent that, the owner of a quali-
fied low-income building receives a
housing credit allocation from a State
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or local housing credit agency. The ag-
gregate amount of housing credit allo-
cations that may be made in any cal-
endar year by all housing credit agen-
cies within a State is limited by a
State housing credit ceiling, or volume
cap, described in paragraph (b) of this
section. The authority to make hous-
ing credit allocations within the State
housing credit ceiling may be appor-
tioned among the State and local hous-
ing credit agencies, under the rules
prescribed in paragraph (c) of this sec-
tion. Upon apportionment of the State
housing credit volume cap, each State
or local housing credit agency receives
an aggregate housing credit dollar
amount that may be used to make
housing credit allocations among
qualified low-income buildings located
within an agency’s geographic jurisdic-
tion. The rules governing the making
of housing credit allocations by any
state or local housing credit agency are
provided in paragraph (d) of this sec-
tion. Housing credit allocations are re-
quired to be taken into account by
owners of qualified low-income build-
ings under the rules prescribed in para-
graph (e) of this section. Exceptions to
the requirement that a qualified low-
income building receive a housing cred-
it allocation from a State or local
housing credit agency are provided in
paragraph (f) of this section. Rules re-
garding termination of the authority of
State and local housing credit agencies
to make housing credit allocations
after December 31, 1989, are specified in
paragraph (g) of this section. Rules
concerning information reporting by
State and local housing credit agencies
and owners of qualified low-income
buildings are provided in paragraph (h)
of this section. Special statutory tran-
sitional rules are incorporated into
this section of the regulations as de-
scribed in paragraph (i) of this section.

(b) The State housing credit ceiling.
The aggregate amount of housing cred-
it allocations that may be made in any
calendar year by all State and local
housing credit agencies within a State
may not exceed the State’s housing
credit ceiling for such calendar year.
The State housing credit ceiling for
each State for any calendar year is
equal to $1.25 multiplied by the State’s
population. A State’s population for

any calendar year is determined by ref-
erence to the most recent census esti-
mate (whether final or provisional) of
the resident population of the State re-
leased by the Bureau of the Census be-
fore the beginning of the calendar year
for which the State’s housing credit
ceiling is set. Unless otherwise pre-
scribed by applicable revenue proce-
dure, determinations of population are
based on the most recent estimates of
population contained in the Bureau of
the Census publication, ‘‘Current Popu-
lation Reports, Series P–25: Population
Estimates and Projections, Estimates
of the Population of States’’. For pur-
poses of this section, the District of Co-
lumbia and United States possessions
are treated as States.

(c) Apportionment of State housing
credit ceiling among State and local hous-
ing credit agencies—(1) In general. A
State’s housing credit ceiling for any
calendar year is apportioned among the
State and local housing credit agencies
within such State under the rules pre-
scribed in this paragraph. A ‘‘State
housing credit agency’’ is any State
agency specifically authorized by gu-
bernatorial act or State statute to
make housing credit allocations on be-
half of the State and to carry out the
provisions of section 42(h). A ‘‘local
housing credit agency’’ is any agency
of a political subdivision of the State
that is specifically authorized by a
State enabling act to make housing
credit allocations on behalf of the
State or political subdivision and to
carry out the provisions of section
42(h). A ‘‘State enabling act’’ is any gu-
bernatorial act, State statute, or State
housing credit agency regulation (if au-
thorized by gubernatorial act or State
statute). A State enabling act enacted
on or before October 22, 1986, the date
of enactment of the Tax Reform Act of
1986, shall be given effect for purposes
of this paragraph if such State ena-
bling act expressly carries out the pro-
visions of section 42(h).

(2) Primary apportionment. Except as
otherwise provided in paragraphs (c) (3)
and (4) of this section, a State’s hous-
ing credit ceiling is apportioned in its
entirety to the State housing credit
agency. Such an apportionment is the
‘‘primary apportionment’’ of a State’s
housing credit ceiling. There shall be
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no primary apportionment of the State
housing credit ceiling and no grants of
housing credit allocations in such
State until a State housing credit
agency is authorized by gubernatorial
act or State statute. If a State has
more than one State housing credit
agency, such agencies shall be treated
as a single agency for purposes of the
primary apportionment. In such a case,
the State housing credit ceiling may be
divided among the multiple State
housing credit agencies pursuant to gu-
bernatorial act or State statute.

(3) States with 1 or more constitutional
home rule cities—(i) In general. Notwith-
standing paragraph (c)(2) of this sec-
tion, in any State with 1 or more con-
stitutional home rule cities, a portion
of the State housing credit ceiling is
apportioned to each constitutional
home rule city. In such a State, except
as provided in paragraph (c)(4) of this
section, the remainder of the State
housing credit ceiling is apportioned to
the State housing credit agency under
paragraph (c)(2) of this section. See
paragraph (c)(3)(iii) of this section. The
term ‘‘constitutional home rule city’’
means, with respect to any calendar
year, any political subdivision of a
State that, under a State constitution
that was adopted in 1970 and effective
on July 1, 1971, had home rule powers
on the first day of the calendar year.

(ii) Amount of apportionment to a con-
stitutional home rule city. The amount of
the State housing credit ceiling appor-
tioned to a constitutional home rule
city for any calendar year is an
amount that bears the same ratio to
the State housing credit ceiling for
that year as the population of the con-
stitutional home rule city bears to the
population of the entire State. The
population of any constitutional home
rule city for any calendar year is deter-
mined by reference to the most recent
census estimate (whether final or pro-
visional) of the resident population of
the constitutional home rule city re-
leased by the Bureau of the Census be-
fore the beginning of the calendar year
for which the State housing credit ceil-
ing is apportioned. However, deter-
minations of the population of a con-
stitutional home rule city may not be
based on Bureau of the Census esti-
mates that do not contain estimates

for all of the constitutional home rule
cities within the State. If no Bureau of
the Census estimate is available for all
such constitutional home rule cities,
the most recent decennial census of
population shall be relied on. Unless
otherwise prescribed by applicable rev-
enue procedure, determinations of pop-
ulation for constitutional home rule
cities are based on estimates of popu-
lation contained in the Bureau of the
Census publication, ‘‘Current Popu-
lation Reports, Series P–26: Local Pop-
ulation Estimates’’.

(iii) Effect of apportionments to con-
stitutional home rule cities on apportion-
ments to other housing credit agencies.
The aggregate amounts of the State
housing credit ceiling apportioned to
constitutional home rule cities under
this paragraph (c)(3) reduce the State
housing credit ceiling available for ap-
portionment under paragraph (c) (2) or
(4) of this section. Unless otherwise
provided in a State constitutional
amendment or by law changing the
home rule provisions adopted in a man-
ner provided by the State constitution,
the power of the governor or State leg-
islature to apportion the State housing
credit ceiling among local housing
credit agencies under paragraph (c)(4)
of this section shall not be construed
as allowing any reduction of the por-
tion of the State housing credit ceiling
apportioned to a constitutional home
rule city under this paragraph (c)(3).
However, any constitutional home rule
city may agree to a reduction in its ap-
portionment of the State housing cred-
it ceiling under this paragraph (c)(3), in
which case the amount of the State
housing credit ceiling not apportioned
to the constitutional home rule city
shall be available for apportionment
under paragraph (c) (2) or (4) of this
section.

(iv) Treatment of governmental author-
ity within constitutional home rule city.
For purposes of determining which
agency within a constitutional home
rule city receives the apportionment of
the State housing credit ceiling under
this paragraph (c)(3), the rules of this
paragraph (c) shall be applied by treat-
ing the constitutional home rule city
as a ‘‘State’’, the chief executive offi-
cer of a constitutional home rule city
as a ‘‘governor’’, and a city council as
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a ‘‘State legislature’’. A constitutional
home rule city is also treated as a
‘‘State’’ for purposes of the set-aside
requirement for housing credit alloca-
tions to projects involving a qualified
nonprofit organization. See paragraph
(c)(5) of this section for rules governing
set-aside requirements. In this connec-
tion, a constitutional home rule city
may agree with the State housing cred-
it agency to exchange an apportion-
ment set aside for projects involving a
qualified nonprofit organization for an
apportionment that is not so re-
stricted. In such a case, the author-
izing gubernatorial act, State statute,
or State housing credit agency regula-
tion (if authorized by gubernatorial act
or State statute) must ensure that the
set-aside apportionment transferred to
the State housing credit agency be
used for the purposes described in para-
graph (c)(5) of this section.

(4) Apportionment to local housing cred-
it agencies—(i) In general. In lieu of the
primary apportionment under para-
graph (c)(2) of this section, all or a por-
tion of the State housing credit ceiling
may be apportioned among housing
credit agencies of governmental sub-
divisions. Apportionments of the State
housing credit ceiling to local housing
credit agencies must be made pursuant
to a State enabling act as defined in
paragraph (c)(1) of this section. Appor-
tionments of the State housing credit
ceiling may be made to housing credit
agencies of constitutional home rule
cities under this paragraph (c)(4), in ad-
dition to apportionments made under
paragraph (c)(3) of this section. Appor-
tionments of the State housing credit
ceiling under this paragraph (c)(4) need
not be based on the population of polit-
ical subdivisions and may, but are not
required to, give balanced consider-
ation to the low-income housing needs
of the entire State.

(ii) Change in apportionments during a
calendar year. The apportionment of
the State housing credit ceiling among
State and local housing credit agencies
under this paragraph (c)(4) may be
changed after the beginning of a cal-
endar year, pursuant to a State ena-
bling act. No change in apportionments
shall retroactively reduce the housing
credit allocations made by any agency
during such year. Any change in the

apportionment of the State housing
credit ceiling under this paragraph
(c)(4) that occurs during a calendar
year is effective only to the extent
housing credit agencies have not pre-
viously made housing credit alloca-
tions during such year from their origi-
nal apportionments of the State hous-
ing credit ceiling for such year. To the
extent apportionments of the State
housing credit ceiling to local housing
credit agencies made pursuant to this
paragraph (c)(4) for any calendar year
are not used by such local agencies be-
fore a certain date (e.g., November 1) to
make housing credit allocations in
such year, the amount of unused appor-
tionments may revert back to the
State housing credit agency for re-
apportionment. Such reversion must be
specifically authorized by the State en-
abling act.

(iii) Exchanges of apportionments. Any
State or local housing credit agency
that receives an apportionment of the
State housing credit ceiling for any
calendar year under this paragraph
(c)(4) may exchange part or all of such
apportionment with another State or
local housing credit agency to the ex-
tent no housing credit allocations have
been made in such year from the ex-
changed portions. Such exchanges
must be made with another housing
credit agency in the same State and
must be consistent with the State ena-
bling act. If an apportionment set aside
for projects involving a qualified non-
profit organization is transferred or ex-
changed, the transferee housing credit
agency shall be required to use the set-
aside apportionment for the purposes
described in paragraph (c)(5) of this
section.

(iv) Written records of apportionments.
All apportionments, exchanges of ap-
portionments, and reapportionments of
the State housing credit ceiling which
are authorized by this paragraph (c)(4)
must be evidenced in the written
records maintained by each State and
local housing credit agency.

(5) Set-aside apportionments for projects
involving a qualified nonprofit organiza-
tion—(i) In general. Ten percent of the
State housing credit ceiling for a cal-
endar year must be set aside exclu-
sively for projects involving a qualified
nonprofit organization (as defined in
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paragraph (c)(5)(ii) of this section).
Thus, at least 10 percent of apportion-
ments of the State housing credit ceil-
ing under paragraphs (c) (2) and (3) of
this section must be used only to make
housing credit allocations to buildings
that are part of projects involving a
qualified nonprofit organization. In the
case of apportionments of the State
housing credit ceiling under paragraph
(c)(4) of this section, the State enabling
act must ensure that the apportion-
ment of at least 10 percent of the State
housing credit ceiling be used exclu-
sively to make housing credit alloca-
tions to buildings that are part of
projects involving a qualified nonprofit
organization. The State enabling act
shall prescribe which housing credit
agencies in the State receive appor-
tionments that must be set aside for
making housing credit allocations to
buildings that are part of projects in-
volving a qualified nonprofit organiza-
tion. These set-aside apportionments
may be distributed disproportionately
among the State or local housing cred-
it agencies receiving apportionments
under paragraph (c)(4) of this section.
The 10-percent set-aside requirement of
this paragraph (c)(4) is a minimum re-
quirement, and the State enabling act
may set aside more than 10 percent of
the State housing credit ceiling for ap-
portionment to housing credit agencies
for exclusive use in making housing
credit allocations to buildings that are
part of projects involving a qualified
nonprofit organization.

(ii) Projects involving a qualified non-
profit organization. The term ‘‘projects
involving a qualified nonprofit organi-
zation’’ means projects with respect to
which a qualified nonprofit organiza-
tion is to materially participate (with-
in the meaning of section 469(h)) in the
development and continuing operation
of the project throughout the 15-year
compliance period. The term ‘‘qualified
nonprofit organization’’ means any or-
ganization that is described in section
501(c) (3) or (4), is exempt from tax
under section 501(a), and includes as
one of its exempt purposes the fos-
tering of low-income housing.

(6) Expiration of unused apportion-
ments. Apportionments of the State
housing credit ceiling under this para-
graph (c) for any calendar year may be

used by housing credit agencies to
make housing credit allocations only
in such calendar year. Any part of an
apportionment of the State housing
credit ceiling for any calendar year
that is not used for housing credit allo-
cations in such year expires as of the
end of such year and does not carry
over to any other year. However, any
part of an apportionment for 1989 that
is not used to make a housing credit al-
location in 1989 may be carried over to
1990 and used to make a housing credit
allocation to a qualified low-income
building described in section
42(n)(2)(B). See paragraph (g)(2) of this
section.

(d) Housing credit allocations made by
State and local housing credit agencies—
(1) In general. This paragraph governs
State and local housing credit agencies
in making housing credit allocations to
qualified low-income buildings. The
amount of the apportionment of the
State housing credit ceiling for any
calendar year received by any State or
local housing credit agency under para-
graph (c) of this section constitutes the
agency’s aggregate housing credit dol-
lar amount for such year. The aggre-
gate amount of housing credit alloca-
tions made in any calendar year by a
State or local housing credit agency
may not exceed such agency’s aggre-
gate housing credit dollar amount for
such year. A State or local housing
credit agency may make housing credit
allocations only to qualified low-in-
come buildings located within the
agency’s geographic jurisdiction.

(2) Amount of a housing credit alloca-
tion. In making a housing credit alloca-
tion, a State or local housing credit
agency must specify a credit percent-
age, not to exceed the building’s appli-
cable percentage determined under sec-
tion 42(b), and a qualified basis
amount. The amount of the housing
credit allocation for any building is the
product of the specified credit percent-
age and the specified qualified basis
amount. In specifying the credit per-
centage and qualified basis amount,
the State or local housing credit agen-
cy shall not take account of the first-
year conventions described in section
42(f) (2)(A) and (3)(B). A State or local
housing credit agency may adopt rules
or regulations governing conditions for
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specification of less than the maximum
credit percentage and qualified basis
amount allowable under section 42 (b)
and (c), respectively. For example, an
agency may specify a credit percentage
and a qualified basis amount of less
than the maximum credit percentage
and qualified basis amount allowable
under section 42 (b) and (c), respec-
tively, when the financing and rental
assistance from all sources for the
project of which the building is a part
is sufficient to provide the continuing
operation of the building without the
maximum credit amount allowable
under section 42.

(3) Counting housing credit allocations
against an agency’s aggregate housing
credit dollar amount. The aggregate
amount of housing credit allocations
made in any calendar year by a State
or local housing credit agency may not
exceed such agency’s aggregate hous-
ing credit dollar amount (i.e., the agen-
cy’s apportionment of the State hous-
ing credit ceiling for such year). This
limitation on the aggregate dollar
amount of housing credit allocations
shall be computed separately for set-
aside apportionments received pursu-
ant to paragraph (c)(5) of this section.
Housing credit allocations count
against an agency’s aggregate housing
credit dollar amount without regard to
the amount of credit allowable to or
claimed by an owner of a building in
the taxable year in which the alloca-
tion is made or in any subsequent year.
Thus, housing credit allocations (which
are computed without regard to the
first-year conventions as provided in
paragraph (d)(2) of this section) count
in full against an agency’s aggregate
housing credit dollar amount, even
though the first-year conventions de-
scribed in section 42(f) (2)(A) and (3)(B)
may reduce the amount of credit
claimed by a taxpayer in the first year
in which a credit is allowable. See also
paragraph (e)(2) of this section. Hous-
ing credit allocations count against an
agency’s aggregate housing credit dol-
lar amount only in the calendar year in
which made and not in subsequent tax-
able years in the credit period or com-
pliance period during which a taxpayer
may claim a credit based on the origi-
nal housing credit allocation. Since the
aggregate amount of housing credit al-

locations made in any calendar year by
a State or local housing credit agency
may not exceed such agency’s aggre-
gate housing credit dollar amount, an
agency shall at all times during a cal-
endar year maintain a record of its cu-
mulative allocations made during such
year and its remaining unused aggre-
gate housing credit dollar amount.

(4) Rules for when applications for
housing credit allocations exceed an agen-
cy’s aggregate housing credit dollar
amount. A State or local housing credit
agency may adopt rules or regulations
governing the awarding of housing
credit allocations when an agency ex-
pects that applicants during a calendar
year will seek aggregate allocations in
excess of the agency’s aggregate hous-
ing credit dollar amount. The State en-
abling act may provide uniform stand-
ards for the awarding of housing credit
allocations when there is actual or an-
ticipated excess demand from appli-
cants in any calendar year.

(5) Reduced or additional housing credit
allocations—(i) In general. A State or
local housing credit agency may not
reduce or rescind a housing credit allo-
cation made to a qualified low-income
building in the manner prescribed in
paragraph (d)(8) of this section. Thus, a
housing credit agency may not reduce
or rescind a housing credit allocation
made to a qualified low-income build-
ing which is acquired by a new owner
who is entitled to a carryover of the al-
lowable credit for such building under
section 42(d)(7). A housing credit agen-
cy may make additional housing credit
allocations to a building in any year in
the building’s compliance period,
whether or not there are additions to
qualified basis for which an increased
credit is allowable under section
42(f)(3). Each additional housing credit
allocation made to a building is treat-
ed as a separate allocation and is sub-
ject to the rules and requirements of
this section. However, in the case of an
additional housing credit allocation
made with respect to additions to
qualified basis for which an increased
credit is allowable under section
42(f)(3), the amount of the allocation
that counts against the agency’s aggre-
gate housing credit dollar amount shall
be computed as if the specified credit
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percentage were unreduced in the man-
ner prescribed in section 42(f)(3)(A) and
the specified qualified basis amount
were unreduced by the first-year con-
vention prescribed in section
42(f)(3)(B).

(ii) Examples. The rules of paragraph
(d)(5)(i) of this section may be illus-
trated by the following examples:

Example 1. For 1987, the County L Housing
Credit Agency has an aggregate housing
credit dollar amount of $2 million. D, an in-
dividual, places in service on July 1, 1987, a
new qualified low-income building. As of the
close of each month in 1987 in which the
building is in service, the building consists of
100 residential rental units, of which 20 units
are both rent-restricted and occupied by in-
dividuals whose income is 50 percent or less
of area median gross income. The total floor
space of the residential rental units is 120,000
square feet, and the total floor space of the
low-income units is 20,000 square feet. Tne
building is not Federally subsidized within
the meaning of section 42(i)(2). As of the end
of 1987, the building has eligible basis under
section 42(d) of $1 million. Thus, the quali-
fied basis of the building determined without
regard to the first-year convention provided
in section 42(f) is $166,666.67 (i.e., $1 million
eligible basis times 1⁄6, the floor space frac-
tion which is required to be used instead of
the larger unit fraction). However, the
amount of the low-income housing credit de-
termined for 1987 under section 42 reflects
the first-year convention provided in section
42(f)(2). Since the building has the same floor
space and unit fractions as of the close of
each of the six months in 1987 during which
it is in service, upon applying the first-year
convention in section 42(f)(2), the qualified
basis of the building in 1987 is $83,333.33 (i.e.,
$1 million eligible basis times 1⁄12, the frac-
tion determined under section 42(f)(2)(A)).
Under paragraph (d)(2) of this section, the
County L Housing Credit Agency may make
a housing credit allocation by specifying a
credit percentage, not to exceed 9 percent,
and a qualified basis amount, which may be
greater or less than the qualified basis of the
building in 1987 as determined under section
42(c), without regard to the first-year con-
vention provided in section 42(f)(2). If the
County L Housing Credit Agency specifies a
credit percentage of 8 percent and a qualified
basis amount of $100,000, the amount of the
housing credit allocation is $8,000. Under
paragraph (d)(3) of this section, the County L
Housing Credit Agency’s aggregate housing
credit dollar amount for 1987 is reduced by
$8,000, notwithstanding that D is entitled to
claim less than $8,000 of the credit in 1987
under the rules in paragraph (e) of this sec-
tion. Under paragraph (e)(2) of this section,
in 1987 D is entitled to claim only $4,000 of

the credit, determined by applying the first-
year convention of 6⁄12 to the specified quali-
fied basis amount contained in the housing
credit allocation (i.e., .08 x $100,000 x (6⁄12)).

Example 2. The facts are the same as in Ex-
ample 1 except that on July 1, 1988, the num-
ber of occupied low-income units increases
to 50 units and the floor space of the occu-
pied low-income units increases to 48,000
square feet. These occupancy fractions re-
main unchanged as of the close of each
month remaining in 1988. Under section 42(c),
the qualified basis of the building in 1988,
without regard to the first-year convention
in section 42(f)(3)(B), is $400,000 (i.e., $1 mil-
lion eligible basis times .4, the floor space
fraction which is required to be used instead
of the larger unit fraction). D’s 1987 housing
credit allocation from the County L Housing
Credit Agency remains effective in 1988 and
entitles D to a credit of $8,000 (i.e., .08, the
specified credit percentage, times $100,000,
the specified qualified basis amount). With
respect to the additional $300,000 of qualified
basis which the 1987 housing credit alloca-
tion does not cover, D must apply to the
County L Housing Credit Agency for an addi-
tional housing credit allocation. Assume
that the County L Housing Credit Agency
has a sufficient aggregate housing credit dol-
lar amount for 1988 to make a housing credit
allocation to D in 1988 by specifying a credit
percentage of 9 percent and a qualified basis
amount of $300,000. The amount of the hous-
ing credit allocation that counts against the
County L Housing Credit Agency’s aggregate
housing credit dollar amount is $27,000 (i.e.,
the amount counted (.09 times $300,000) is un-
reduced in the manner prescribed in section
42(f)(3) (A) and (B)). Since D’s qualified basis
in 1987 was $166,666.67, D is entitled to claim
a credit in 1988 with respect to such basis of
$14,000 (i.e., .08 x $100,000, the 1987 credit
alllocation, +.09 x $66,666.67, the 1988 credit
allocation). In addition, D is entitled to
claim a credit in 1988 and subsequent years
in the 15-year compliance period with re-
spect to the additional $233,333.33 of qualified
basis covered by the 1988 housing credit allo-
cation. However, the allowable credit for 1988
with respect to this amount of additional
qualified basis is subject to reductions pre-
scribed in section 42(f)(3) (A) and (B). Thus, D
is entitled in 1988 to a credit at a 6-percent
rate applied to $116,666.67 of additional quali-
fied basis, which is reduced to reflect the
first-year convention. D’s total allowable
low-income housing credit in 1988 is $21,000
(i.e., $14,000 with respect to original qualified
basis + $7,000 with respect to 1988 additions
to qualified basis). If the County L Housing
Credit Agency had specified an 8-percent
credit percentage in 1988 with respect to the
qualified basis not covered by the 1987 hous-
ing credit allocation to D, D’s allowable
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credit with respect to the $233,333.33 of addi-
tions to qualified basis would not exceed, in
1988 and subsequent years, an amount deter-
mined by applying a specified credit percent-
age of 5.33 percent (i.e., two-thirds of 8 per-
cent). In 1988, D’s specified qualified basis
amount would be adjusted for the first-year
convention.

(6) No carryover of unused aggregate
housing credit dollar amount. Any por-
tion of a State or local housing credit
agency’s aggregate housing credit dol-
lar amount for any calendar year that
is not used to make a housing credit al-
location in such year may not be car-
ried over to any other year, except as
provided in paragraph (g) of this sec-
tion. An agency may not permit own-
ers of qualified low-income buildings to
transfer housing credit allocations to
other buildings. However, an agency
may provide a procedure whereby own-
ers may return to the agency, prior to
the end of the calendar year in which
housing credit allocations are made,
unusable portions of such allocations.
In such a case, an owner’s housing
credit allocation is deemed reduced by
the amount of the allocation returned
to the agency, and the agency may re-
allocate such amount to other qualified
low-income buildings prior to the end
of the year.

(7) Effect of housing credit allocations
in excess of an agency’s aggregate hous-
ing credit dollar amount. In the event
that a State or local housing credit
agency makes housing credit alloca-
tions in excess of its aggregate housing
credit dollar amount for any calendar
year, the allocations shall be deemed
reduced (to the extent of such excess)
for buildings in the reverse order in
which such allocations were made dur-
ing such year.

(8) Time and manner for making hous-
ing credit allocations—(i) Time. Housing
credit allocations are effective for the
calendar year in which made in the
manner prescribed in paragraph
(d)(8)(ii) of this section. A State or
local housing credit agency may not
make a housing credit allocation to a
qualified low-income building prior to
the calendar year in which such build-
ing is placed in service. An agency may
adopt its own procedures for receiving
applications for housing credit alloca-
tions from owners of qualified low-in-
come buildings. An agency may provide

a procedure for making, in advance of a
building’s being placed in service, a
binding commitment (e.g., by contract,
inducement, resolution, or other
means) to make a housing credit allo-
cation in the calendar year in which a
qualified low-income building is placed
in service or in a subsequent calendar
year. Any advance commitment shall
not constitute a housing credit alloca-
tion for purposes of this section.

(ii) Manner. Housing credit alloca-
tions are deemed made when part I of
IRS Form 8609, Low-Income Housing
Credit Allocation Certification, is com-
pleted and signed by an authorized offi-
cial of the housing credit agency and
mailed to the owner of the qualified
low-income building. A copy of all
completed (as to part I) Form 8609 allo-
cations along with a single completed
Form 8610, Annual Low-Income Hous-
ing Credit Agencies Report, must also
be mailed to the Internal Revenue
Service not later than the 28th day of
the second calendar month after the
close of the calendar year in which the
housing credit was allocated to the
qualified low-income building. Housing
credit allocations to a qualified low-in-
come building must be made on Form
8609 and must include—

(A) The address of the building;
(B) The name, address, and taxpayer

identification number of the housing
credit agency making the housing cred-
it allocation;

(C) The name, address, and taxpayer
identification number of the owner of
the qualified low-income building;

(D) The date of the allocation of
housing credit;

(E) The housing credit dollar amount
allocated to the building on such date;

(F) The specified maximum applica-
ble credit percentage allocated to the
building on such date;

(G) The specified maximum qualified
basis amount;

(H) The percentage of the aggregate
basis financed by tax-exempt bonds
taken into account for purposes of the
volume cap under section 146;

(I) A certification under penalties of
perjury by an authorized State or local
housing credit agency official that the
allocation is made in compliance with
the requirements of section 42(h); and
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(J) Any additional information that
may be required by Form 8609 or by an
applicable revenue procedure.
See paragraph (h) of this section for ad-
ditional rules concerning filing of
forms.

(iii) Certification. The certifying offi-
cial for the State or local housing cred-
it agency need not perform an inde-
pendent investigation of the qualified
low-income building in order to certify
on part I of Form 8609 that the housing
credit allocation meets the require-
ments of section 42(h). For example,
the certifying official may rely on in-
formation contained in an application
for a low-income housing credit alloca-
tion submitted by the building owner
which sets forth facts necessary to de-
termine that the building is eligible for
the low-income housing credit under
section 42.

(iv) Fee. A State or local housing
credit agency may charge building
owners applying for housing credit al-
locations a reasonable fee to cover the
agency’s administrative expenses for
processing applications.

(v) No continuing agency responsibility.
The State or local housing credit agen-
cy need not monitor or investigate the
continued compliance of a qualified
low-income building with the require-
ments of section 42 throughout the ap-
plicable compliance period.

(e) Housing credit allocation taken into
account by owner of a qualified low-in-
come building—(1) Time and manner for
taking housing credit allocation into ac-
count. An owner of a qualified low-in-
come building may not claim a low-in-
come housing credit determined under
section 42 in any year in excess of an
effective housing credit allocation re-
ceived from a State or local housing
credit agency. A housing credit alloca-
tion made to a qualified low-income
building is effective with respect to
any owner of the building beginning
with the owner’s taxable year in which
the housing credit allocation is re-
ceived. A housing credit allocation is
deemed received in a taxable year, ex-
cept as modified in the succeeding sen-
tence, if that allocation is made (in the
manner described in paragraph (d)(8) of
this section) not later than the earlier
of (i) the 60th day after the close of the
taxable year, or (ii) the close of the

calendar year in which such taxable
year ends. A housing credit allocation
is deemed received in a taxable year
ending in 1987, if such allocation is
made (in the manner described in para-
graph (d)(8) of this section) on or before
December 31, 1987. A housing credit al-
location is not effective for any taxable
year if received in a calendar year
which ends prior to when the qualified
low-income building is placed in serv-
ice. A housing credit allocation made
to a qualified low-income building re-
mains effective for all taxable years in
the compliance period. A taxpayer is
required to complete the Form 8609 on
which a housing credit agency made
the applicable housing credit alloca-
tion and submit a copy of such Form
8609 with its Federal income tax return
for each year in the compliance period.
Failure to comply with the require-
ment of the preceding sentence with re-
spect to any taxable year after the first
taxable year in the credit period shall
be treated as a mathematical or cler-
ical error for purposes of the provisions
of section 6213 (b)(1) and (g)(2).

(2) First-year convention limitation on
housing credit allocation taken into ac-
count. For purposes of the limitation
that the allowable low-income housing
credit may not exceed the effective
housing credit allocation received from
a State or local housing credit agency,
as provided in paragraph (e)(1) of this
section, the amount of the effective
housing credit allocation shall be ad-
justed by applying the first-year con-
vention provided in section 42(f)(2)(A)
and (3)(B) and the percentage credit re-
duction provided in section 42(f)(3)(A).
Under paragraphs (d) (2) and (5) of this
section, the State or local housing
credit agency must specify the credit
percentage and qualified basis amount,
the product of which is the amount of
the housing credit allocation, without
taking account of the first-year con-
vention described in section 42(f)(2)(A)
and (3)(B) or the percentage credit re-
duction prescribed in section
42(f)(3)(A). However, for purposes of the
limitation on the amount of the allow-
able low-income housing credit, as pro-
vided in paragraph (e)(1) of this sec-
tion, in a taxable year in which the
first-year convention applies to the
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amount of credit determined under sec-
tion 42(a), the specified qualified basis
amount shall be adjusted by the first-
year convention fraction which is equal
to the number of full months (during
the first taxable year) in which the
building was in service divided by 12. In
addition, for purposes of the limitation
on the amount of the allowable low-in-
come housing credit, as provided in
paragraph (e)(1) of this section, in a
taxable year in which the reduction in
credit percentage applies to additions
to qualified basis, as prescribed in sec-
tion 42(f)(3), the specified credit per-
centage shall be reduced by one-third.
See examples in paragraphs (d)(5)(ii)
and (e)(3)(ii) of this section.

(3) Use of excess housing credit alloca-
tion for increases in qualified basis—(i) In
general. If the housing credit allocation
made to a qualified low-income build-
ing exceeds the amount of credit allow-
able with respect to such building in
any taxable year (without regard to
the first-year conventions under sec-
tion 42(f)), such excess is not transfer-
able to another qualified low-income
building. However, if in a subsequent
year there are increases in the quali-
fied basis for which an increased credit
is allowable under section 42(f)(3) at a
reduced credit percentage, the original
housing credit allocation (including
the specified credit percentage and
qualified basis amount) would be effec-
tive with respect to such increased
credit.

(ii) Example. The provisions of this
paragraph (e)(3) may be illustrated by
the following example:

Example. In 1987, a newly-constructed
qualified low-income building receives a
housing credit allocation of $90,000 based on
a specified credit percentage of 9 percent and
a specified qualified basis amount of
$1,000,000. The building is placed in service in
1987, but the qualified basis in such year is
only $800,000, resulting in an allowable credit
in 1987 (determined without regard to the
first-year conventions) of $72,000. In 1988, the
qualified basis is increased to $1,100,000, re-
sulting in an additional credit allowable
under section 42(f)(3) (without regard to the
first-year conventions) of $18,000 (i.e., $300,000
× .06, or 2⁄3 of .09). The unused portion of the
1987 housing credit allocation ($18,000) is ef-
fective in 1988 and in each subsequent year in
the compliance period only with respect to
the specified qualified basis for the 1987 hous-
ing credit allocation ($1,000,000). Thus, the

owner is allowed to claim a credit in 1988 and
in each subsequent year (without regard to
the first-year conventions), based on the ef-
fective housing credit allocation from 1987,
of $84,000 (i.e., $72,000 + ($200,000 × .06)). The
owner of the qualified low-income building
must obtain a new housing credit allocation
in 1988 with respect to the additional $100,000
of qualified basis in order to claim a credit
on such basis in 1988 and in each subsequent
year. If the applicable first-year convention
under section 42(f)(3)(B) entitled the owner
in 1988 to only 1⁄2 of the otherwise applicable
credit for the additions to qualified basis,
under paragraph (e)(2) of this section the
owner is allowed to claim a credit in 1988,
based on the effective housing credit alloca-
tion from 1987, of $78,000 (i.e., $72,000 +
($200,000 × .06 × .5)).

(4) Separate housing credit allocations
for new buildings and increases in quali-
fied basis. Separate housing credit allo-
cations must be received for each
building with respect to which a hous-
ing credit may be claimed. Rehabilita-
tion expenditures with respect to a
qualified low-income building are
treated as a separate new building
under section 42(e) and must receive a
separate housing credit allocation. In-
creases in qualified basis in a qualified
low-income building are not generally
treated as a new building for purposes
of section 42. To the extent that a prior
housing credit allocation received with
respect to a qualified low-income build-
ing does not allow an increased credit
with respect to an increase in the
qualified basis of such building, an ad-
ditional housing credit allocation must
be received in order to claim a credit
with respect to that portion of increase
in qualified basis. See paragraph (e)(3)
of this section. The amount of credit
allowable with respect to an increase
in qualified basis is subject to the cred-
it percentage limitation of section
42(f)(3)(A) and the first-year convention
of section 42(f)(3)(B). See paragraph
(d)(5) of this section for a rule requir-
ing that the State or local housing
credit agency count a housing credit
allocation made with respect to an in-
crease in qualified basis as if the speci-
fied credit percentage were unreduced
in the manner prescribed in section
42(f)(3) and the specified basis amount
were unreduced by the first-year con-
vention prescribed in section
42(f)(3)(B).
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(5) Acquisition of building for which a
prior housing credit allocation has been
made. If a carryover credit would be al-
lowable to an acquirer of a qualified
low-income building under section
42(d)(7), such acquirer need not obtain
a new housing credit allocation with
respect to such building. Under section
42(d)(7), the acquirer would be entitled
to claim only such credits as would
have been allowable to the prior owner
of the building.

(6) Multiple housing credit allocations.
A qualified low-income building may
receive multiple housing credit alloca-
tions from different housing credit
agencies having overlapping jurisdic-
tions. A qualified low-income building
that receives a housing credit alloca-
tion set aside exclusively for projects
involving a qualified nonprofit organi-
zation may also receive a housing cred-
it allocation from a housing credit
agency’s aggregate housing credit dol-
lar amount that is not so set aside.

(f) Exception to housing credit alloca-
tion requirement—(1) Tax-exempt bond fi-
nancing—(i) In general. No housing
credit allocation is required in order to
claim a credit under section 42 with re-
spect to that portion of the eligible
basis (as defined in section 42(d)) of a
qualified low-income building that is
financed with the proceeds of an obli-
gation described in section 103(a) (‘‘tax-
exempt bond’’) which is taken into ac-
count for purposes of the volume cap
under section 146. In addition, no hous-
ing credit allocation is required in
order to claim a credit under section 42
with respect to the entire qualified
basis (as defined in section 42(c)) of a
qualified low-income building if 70 per-
cent or more of the aggregate basis of
the building and the land on which the
building is located is financed with the
proceeds of tax-exempt bonds which are
taken into account for purposes of the
volume cap under section 146. For pur-
poses of this paragraph, ‘‘land on which
the building is located’’ includes only
land that is functionally related and
subordinate to the qualified low-in-
come building. See § 1.103–8(b)(4)(iii) for
the meaning of the term ‘‘functionally
related and subordinate’’. For purposes
of this paragraph, the basis of the land
shall be determined using principles

that are consistent with the rules con-
tained in section 42(d).

(ii) Determining use of bond proceeds.
For purposes of determining the por-
tion of proceeds of an issue of tax-ex-
empt bonds used to finance (A) the eli-
gible basis of a qualified low-income
building, and (B) the aggregate basis of
the building and the land on which the
building is located, the proceeds of the
issue must be allocated in the bond in-
denture or a related document (as de-
fined in § 1.103–13(b)(8)) in a manner
consistent with the method used to al-
locate the net proceeds of the issue for
purposes of determining whether 95
percent or more of the net proceeds of
the issue are to be used for the exempt
purpose of the issue. If the issuer is not
consistent in making this allocation
throughout the bond indenture and re-
lated documents, or if neither the bond
indenture nor a related document pro-
vides an allocation, the proceeds of the
issue will be allocated on a pro rata
basis to all of the property financed by
the issue, based on the relative cost of
the property.

(iii) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. In 1987, County K assigns $500,000
of its volume cap for private activity bonds
under section 146 to a $500,000 issue of exempt
facility bonds to provide a qualified residen-
tial rental project to be owned by A, an indi-
vidual. The aggregate basis of the building
and the land on which the building is located
is $700,000. Under the terms of the bond in-
denture, the net proceeds of the issue are to
be used to finance $490,000 of the eligible
basis of the building. More than 70 percent of
the aggregate basis of the qualified low-in-
come building and the land on which the
building is located is financed with the pro-
ceeds of tax-exempt bonds to which a portion
of the volume cap under section 146 was allo-
cated. Accordingly, A may claim a credit
under section 42 without regard to whether
any housing credit dollar amount was allo-
cated to that building. If, instead, the aggre-
gate basis of the building and land were
$800,000, A would be able to claim the credit
under section 42 without receiving a housing
credit allocation for the building only to the
extent that the credit was attributable to el-
igible basis of the building financed with
tax-exempt bonds.

(g) Termination of authority to make
housing credit allocation—(1) In general.
No State or local housing credit agency
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shall receive an apportionment of a
State housing credit ceiling for cal-
endar years after 1989. Consequently,
no housing credit allocations may be
made after 1989, except as provided in
paragraph (g)(2) of this section. Hous-
ing credit allocations made prior to
January 1, 1990, remain effective after
such date.

(2) Carryover of unused 1989 apportion-
ment. Any State or local housing credit
agency that has an unused portion of
its apportionment of the State housing
credit ceiling for 1989 from which hous-
ing credit allocations have not been
made in 1989 may carry over such un-
used portion into 1990. Such carryover
portion of the 1989 apportionment shall
be treated as the agency’s apportion-
ment for 1990. From this 1990 appor-
tionment, the State or local housing
credit agency may make housing credit
allocations only to a qualified low-in-
come building meeting the following
requirements:

(i) The building must be constructed,
reconstructed, or rehabilitated by the
taxpayer seeking the allocation;

(ii) More than 10 percent of the rea-
sonably anticipated cost of such con-
struction, reconstruction, or rehabili-
tation must have been incurred as of
January 1, 1989; and

(iii) The building must be placed in
service before January 1, 1991.

(3) Expiration of exception for tax-ex-
empt bond financed projects. The excep-
tion to the requirement that a housing
credit allocation be received with re-
spect to any portion of the eligible
basis of a qualified low-income build-
ing, as provided in paragraph (f) of this
section, shall not apply to any building
placed in service after 1989, unless such
building is described in paragraphs
(g)(2) (i), (ii), and (iii) of this section.

(h) Filing of forms and special rules—(1)
Completed form. For purposes of this
section, a form shall be treated as com-
pleted if the State or local housing
credit agency or the building owner has
made a good faith effort to complete
the form in accordance with the form
and the instructions for the form.

(2) Manner of filing. A completed
Form 8586, Low-Income Housing Credit,
shall be filed with the owner’s Federal
income tax return for each taxable
year the owner of a qualified low-in-

come building is claiming the low-in-
come housing credit during the 10-year
credit period. A completed Form 8609
(or copy thereof) shall be filed with the
owner’s Federal income tax return for
each of the 15 taxable years in the com-
pliance period. If a housing credit allo-
cation is not required to be received by
an owner under paragraph (f) of this
section, the owner shall obtain a blank
copy of Form 8609 and fill in the ad-
dress of the building and the name and
address of the owner in part I. Part II
of Form 8609 shall be completed by the
owner of the qualified low-income
building only for the first year the low-
income housing credit is claimed by
the building owner. Part III of Form
8609 (Statement of Qualification) shall
be completed by the owner of the quali-
fied low-income building for each year
of the 15-year compliance period.

(3) Revised or renumbered forms. If any
form is revised or renumbered, any ref-
erence in this section to the form shall
be treated as a reference to the revised
or renumbered form.

(i) Transitional rules. The transitional
rules contained in section 252(f)(1) of
the Tax Reform Act of 1986 are incor-
porated into this section of the regula-
tions for purposes of determining
whether a qualified low-income build-
ing is entitled to receive a housing
credit allocation or is excepted from
the requirement that a housing credit
allocation be received. Housing credit
allocations made to qualified low-in-
come buildings described in section
252(f)(1) shall not count against the
State or local housing credit agency’s
aggregate housing credit dollar
amount. The transitional rules con-
tained in section 252(f)(2) of the Tax
Reform Act of 1986 are incorporated
into this section of the regulations for
purposes of determining amounts avail-
able to certain State or local housing
credit agencies for the making of hous-
ing credit allocations to certain quali-
fied low-income housing projects.
Amounts available to housing credit
agencies under section 252(f)(2) shall be
treated as special apportionments un-
available for housing credit allocations
to qualified low-income buildings not
described in section 252(f)(2). Housing
credit allocations made from the spe-
cial apportionments shall not count
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against the State or local credit agen-
cy’s aggregate housing credit dollar
amount. The set-aside requirements
shall not apply to these special appor-
tionments. The transitional rules con-
tained in section 252(f)(3) of the Tax
Reform Act 1986 are incorporated in
this section of the regulations for pur-
poses of determining the amount of
housing credit allocations received by
certain qualified low-income buildings.
Housing credit allocations deemed re-
ceived under section 252(f)(3) shall not
count against the State or local hous-
ing credit agency’s aggregate housing
credit dollar amount.

[T.D. 8144, 52 FR 23433, June 22, 1987; 52 FR
24583, July 1, 1987]

§ 1.42–2 Waiver of requirement that an
existing building eligible for the
low-income housing credit was last
placed in service more than 10
years prior to acquisition by the
taxpayer.

(a) Low-income housing credit for exist-
ing building. Section 42 provides that,
for purposes of section 38, new and ex-
isting qualified low-income buildings
are eligible for a low-income housing
credit. The eligibility rules for new and
existing buildings differ. Under section
42(d)(2), an existing building may be el-
igible for the low-income housing cred-
it based upon the acquisition cost and
amounts chargeable to capital account
(to the extent properly included in eli-
gible basis) if—

(1) The taxpayer acquires the build-
ing by purchase (as defined in section
179(d)(2), as applicable under section
42(d)(2)(D)(iii)(I)),

(2) There is a period of at least 10
years between the date of the build-
ing’s 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 non-
qualified substantial improvement of
the building, and

(3) The building was not previously
placed in service by the taxpayer, or by
a person who was a related person (as
defined in section 42(d)(2)(D)(iii)(II))
with respect to the taxpayer as of the
time the building was last previously
placed in service.

(b) Waiver of 10-year holding period re-
quirement. Section 42(d)(6) provides that

a taxpayer may apply for a waiver of
the 10-year holding period requirement
specified in paragraph (a)(2) of this sec-
tion. The Internal Revenue Service will
grant a waiver only if—

(1) The existing building satisfies all
of the requirements in paragraph (c) of
this section, and

(2) The taxpayer makes an applica-
tion in conformity with the require-
ments in paragraph (d) of this section.

(c) Waiver requirements—(1) Federally-
assisted building. To satisfy the require-
ment of this paragraph, a building
must be a Federally-assisted building.
The term ‘‘Federally assisted building’’
means any building which is substan-
tially assisted, financed, or operated
under section 8 of the United States
Housing Act of 1937, section 221(d)(3) or
236 of the National Housing Act, or sec-
tion 515 of the Housing Act of 1949, as
such acts were in effect on October 22,
1986.

(2) Federal mortgage funds at risk. To
satisfy the requirement of this para-
graph, Federal mortgage funds must be
at risk with respect to a mortgage that
is secured by the building or a project
of which the building is a part. For
purposes of this paragraph, Federal
mortgage funds are at risk if, in the
event of a default by the mortgagor on
the mortgage secured by the building
or the project of which the building is
a part—

(i) The mortgage could be assigned to
the Department of Housing and Urban
Development or the Farmers’ Home
Administration, or

(ii) There could arise a claim against
a Federal mortgage insurance fund (or
such Department or Administration).

(3) Statement by the Department of
Housing and Urban Development or the
Farmers’ Home Administration. (i) To
satisfy the requirement of this para-
graph, a letter or other written state-
ment must be made or received and ap-
proved by the national office of the De-
partment of Housing and Urban Devel-
opment or the Farmers’ Home Admin-
istration (‘‘the Federal agency’’). This
letter or statement shall include the
following:

(A) A statement that, as of the ear-
lier of the time of the taxpayer’s acqui-
sition of the building or the taxpayer’s
application for a waiver, the building is
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a Federally-assisted building within
the meaning of paragraph (c)(1) of this
section and identifies the source of
Federal assistance;

(B) A statement that a waiver of the
10-year holding period requirement is
necessary to avert Federal mortgage
funds being at risk within the meaning
of paragraph (c)(2) of this section; and

(C) A statement that the Federal
agency has taken a Federal agency ac-
tion as described in paragraph (c)(3)(ii)
of this section.

(ii) The following specified Federal
agency actions shall be the only means
of satisfying the requirement of this
paragraph:

(A) The Federal agency intends to ac-
cept an assignment of a mortgage se-
cured by the building or the project of
which the building is a part, and such
assignment requires payments by the
agency or a mortgage insurance fund
maintained by the agency to the prior
mortgagee;

(B) The Federal agency or a mort-
gage insurance fund maintained by the
agency intends to accept, as a con-
sequence of foreclosure proceedings or
otherwise, conveyance of the building
or the project of which the building is
a part;

(C) The Federal agency or a mortgage
insurance fund maintained by the
agency intends, as a consequence of de-
fault, to take possession of, hold title
to, or otherwise assume ownership of
the building or the project of which the
building is a part; or

(D) The Federal agency has des-
ignated the building or the project of
which the building is a part as a trou-
bled building or project. A designation
of a troubled building or project must
satisfy the following requirements:

(1) Designation of troubled status
must be based on a review by the Fed-
eral agency of the financial condition
of the building or project and on a de-
termination by the Federal agency of a
history of financial distress or mort-
gage defaults;

(2) Designation of troubled status
must be made or received and approved
by the national office of the Federal
agency; and

(3) Federal agency regulations or pro-
cedures must provide that, in the event
of transfer of the ownership of a des-

ignated troubled building or project,
the building or project may be subject
to continued review by the Federal
agency. Each Federal agency may pre-
scribe its own standards and proce-
dures for designating a troubled build-
ing or project so long as such standards
are consistent with the requirements of
this paragraph (c)(3)(ii)(D).

(4) No prior credit allowed. The re-
quirement of this paragraph is satisfied
only if no prior owner was allowed a
low-income housing credit under sec-
tion 42 for the building.

(d) Application for waiver—(1) Time
and manner. In order to receive a waiv-
er of the 10-year holding period require-
ment specified in paragraph (a)(2) of
this section, a taxpayer must file an
application (including the applicable
user fee) that complies with the re-
quirements of this paragraph (d) and
Rev. Proc. 90–1, 1990–1 I.R.B. 8 (or any
subsequent applicable revenue proce-
dure). The application must be filed by
a taxpayer who has acquired the build-
ing by purchase or who has a binding
contract to purchase the building.
Such binding contract may be condi-
tioned upon the granting of a waiver
under this section. The application
may be filed at any time after a bind-
ing contract has been entered into, but
no later than 12 months after the tax-
payer’s acquisition of the building. An
application for a waiver of the 10-year
holding period requirement must not
contain a request for a ruling on any
other issue arising under section 42 or
other sections of the Internal Revenue
Code. An application for a waiver of
the 10-year holding period requirement
must be mailed or delivered to the ad-
dress listed in section 3.01 of Rev. Proc.
90–1 (or any subsequent applicable rev-
enue procedure).

(2) Information required. An applica-
tion for a waiver of the 10-year holding
period requirement must contain the
following information:

(i) The taxpayer’s name, address and
taxpayer identification number;

(ii) The name (if any) and address of
the acquired building and the project
(if any) of which it is a part;

(iii) The date of acquisition or the
date of the binding contract for acqui-
sition of the building by the taxpayer
and the expected date of acquisition,
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the amount of consideration paid or to
be paid for the acquisition (including
the value of any liabilities assumed by
the taxpayer), and the taxpayer’s cer-
tification that such acquisition is by
purchase (as defined in section
179(d)(2), as applicable under section 42
(d)(2)(D)(iii)(I));

(iv) The identity of the person from
whom the building is acquired, and
whether such person is a Federal agen-
cy, a mortgagee holding title to the
building, or the mortgagor or prior
owner;

(v) The date the building was last
placed in service and the date of the
most recent (if any) nonqualified sub-
stantial improvement of the building
(as defined in section 42 (d)(2)(D)(i));

(vi) The taxpayer’s certification that
the building was not previously placed
in service by the taxpayer, or by a per-
son who was a related person (as de-
fined in section 42(d)(2)(D)(iii)(II)) with
respect to the taxpayer as of the time
the building was last placed in service;

(vii) The amount and disposition
(e.g., discharge, assignment, assump-
tion, or refinance) of the outstanding
mortgage at the time of acquisition
and the identities of the mortgagee and
mortgagor;

(viii) The taxpayer’s certification
that no prior owner was allowed a low-
income housing credit under section 42
for the building (made to the best of
the taxpayer’s knowledge, with no doc-
umentation from other persons needed
to be submitted); and

(ix) The statement from the Federal
agency required by paragraph (c)(3)(i)
of this section.

(3) Other rules. (i) In the event that an
acquired building will be owned by
more than one taxpayer, a single appli-
cation for waiver may be filed by one
taxpayer on behalf of the co-owners if
the application contains the names, ad-
dresses and taxpayer identification
numbers of the other owners. A general
partner or a designated limited partner
may file an application for waiver on
behalf of a partnership.

(ii) In the event that multiple Feder-
ally-assisted buildings in a project are
being acquired by the taxpayer, a sin-
gle application for waiver with respect
to such buildings may be filed if the ap-
plication contains the required infor-

mation set out for the address of each
Federally-assisted building involved.

(iii) In the event that specific Feder-
ally-assisted buildings are being ac-
quired by the taxpayer in a project
consisting of multiple buildings that
may or may not be Federally-assisted,
a single application for waiver with re-
spect to the Federally-assisted build-
ings being acquired may be filed if the
application contains the required infor-
mation set out for the address of each
Federally-assisted building being ac-
quired.

(4) Effective date of waiver. A waiver
will be effective when granted in writ-
ing by the Internal Revenue Service
after submission of a completed appli-
cation for waiver filed under this para-
graph (d).

(5) Attachment to return. A waiver let-
ter granted by the Internal Revenue
Service shall be filed with the tax-
payer’s Federal income tax return for
the first taxable year the low-income
housing credit is claimed by the tax-
payer.

(e) Effective date of regulations. The
provisions of § 1.42–2 are effective for
buildings placed in service by the tax-
payer after December 31, 1986.

[T.D. 8302, 55 FR 21189, May 23, 1990; 55 FR
25973, June 26, 1990]

§ 1.42–3 Treatment of buildings fi-
nanced with proceeds from a loan
under an Affordable Housing Pro-
gram established pursuant to sec-
tion 721 of the Financial Institu-
tions Reform, Recovery, and En-
forcement Act of 1989 (FIRREA).

(a) Treatment under sections 42(i) and
42(b). A below market loan funded in
whole or in part with funds from an Af-
fordable Housing Program established
under section 721 of FIRREA is not,
solely by reason of the Affordable
Housing Program funds, a below mar-
ket Federal loan as defined in section
42(i)(2)(D). Thus, any building with re-
spect to which the proceeds of the loan
are used during the tax year is not,
solely by reason of the Affordable
Housing Program funds, treated as a
federally subsidized building for that
tax year and subsequent tax years for
purposes of determining the applicable
percentage for the building under sec-
tion 42(b).
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(b) Effective date. The rules set forth
in paragraph (a) of this section are ef-
fective for loans made after August 8,
1989.

[56 FR 48734, Sept. 26, 1991]

§ 1.42–4 Application of not-for-profit
rules of section 183 to low-income
housing credit activities.

(a) Inapplicability to section 42. In the
case of a qualified low-income building
with respect to which the low-income
housing credit under section 42 is al-
lowable, section 183 does not apply to
disallow losses, deductions, or credits
attributable to the ownership and oper-
ation of the building.

(b) Limitation. Notwithstanding para-
graph (a) of this section, losses, deduc-
tions, or credits attributable to the
ownership and operation of a qualified
low-income building with respect to
which the low-income housing credit
under section 42 is allowable may be
limited or disallowed under other pro-
visions of the Code or principles of tax
law. See, e.g., sections 38(c), 163(d), 465,
469; Knetsch v. United States, 364 U.S. 361
(1960), 1961–1 C.B. 34 (‘‘sham’’ or ‘‘eco-
nomic substance’’ analysis); and Frank
Lyon Co. v. Commissioner, 435 U.S. 561
(1978), 1978–1 C.B. 46 (‘‘ownership’’ anal-
ysis).

(c) Effective date. The rules set forth
in paragraphs (a) and (b) of this section
are effective with respect to buildings
placed in service after December 31,
1986.

[T.D. 8420, 57 FR 24729, June 11, 1992]

§ 1.42–5 Monitoring compliance with
low-income housing credit require-
ments.

(a) Compliance monitoring require-
ment—(1) In general. Under section
42(m)(1)(B)(iii), an allocation plan is
not qualified unless it contains a proce-
dure that the State or local housing
credit agency (‘‘Agency’’) (or an agent
of, or other private contractor hired
by, the Agency) will follow in moni-
toring for noncompliance with the pro-
visions of section 42 and in notifying
the Internal Revenue Service of any
noncompliance of which the Agency be-
comes aware. These regulations only
address compliance monitoring proce-
dures required of Agencies. The regula-
tions 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 other-
wise 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 pro-
cedure—(i) In general. A procedure for
monitoring for noncompliance under
section 42(m)(1)(B)(iii) must include—

(A) The recordkeeping and record re-
tention provisions of paragraph (b) of
this section;

(B) The certification and review pro-
visions of paragraph (c) of this section;

(C) The inspection provision of para-
graph (d) of this section; and

(D) The notification-of-noncompli-
ance provisions of paragraph (e) of this
section.

(ii) Order and form. A monitoring pro-
cedure 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 provi-
sions in the allocation plan is not ma-
terial. A monitoring procedure may
contain additional provisions or re-
quirements.

(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 resi-
dential rental unit in the building (in-
cluding any utility allowances);

(iv) The number of occupants in each
low-income unit, but only if rent is de-
termined by the number of occupants
in each unit under section 42(g)(2) (as
in effect before the amendments made
by the Revenue Reconciliation Act of
1989);
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(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-in-
come building);

(vii) Documentation to support each
low-income tenant’s income certifi-
cation (for example, a copy of the ten-
ant’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 con-
sistent with the determination of an-
nual 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 assist-
ance 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 de-
claring 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 non-
residential portion of the building in-
cluded in the building’s eligible basis
under section 42 (d) (e.g., tenant facili-
ties 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 re-
quired 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 re-

tained 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.

(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 pe-
riod—

(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 sec-
tions 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 appli-
cable 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 an-
nual 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 au-
thority described in paragraph
(b)(1)(vii) of this section. For an excep-
tion to this requirement, see section
42(g)(8)(B) (which provides a special
rule for a 100 percent low-income build-
ing);

(iv) Each low-income unit in the
project was rent-restricted under sec-
tion 42(g)(2);

(v) All units in the project were for
use by the general public and used on a
nontransient basis (except for transi-
tional housing for the homeless pro-
vided under section 42 (i)(3)(B)(iii));

(vi) Each building in the project was
suitable for occupancy, taking into ac-
count local health, safety, and building
codes;

(vii) There was no change in the eli-
gible basis (as defined in section 42(d))
of any building in the project, or if
there was a change, the nature of the
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change (e.g., a common area has be-
come 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 fa-
cilities, and parking areas, were pro-
vided on a comparable basis without
charge to all tenants in the building;

(ix) If a low-income unit in the
project 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 quali-
fying income before any units in the
project were or will be rented to ten-
ants 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 sub-
ject to section 7108(c)(1) of the Revenue
Reconciliation Act of 1989).

(2) Review. The review provision
must—

(i) Require that the Agency review
the certifications submitted under
paragraph (c)(1) of this section for com-
pliance with the requirements of sec-
tion 42;

(ii) Contain at least one of the fol-
lowing requirements:

(A) The owners of at least 50 percent
of all low-income housing projects in
the Agency’s jurisdiction must submit
to the Agency for compliance review a
copy of the annual income certifi-
cation, the documentation the owner
has received to support that certifi-
cation, and the rent record for each
low-income tenant in at least 20 per-
cent of the low-income units in their
projects;

(B) The Agency must inspect at least
20 percent of low-income housing
projects each year and must inspect
the low-income certification, the docu-
mentation the owner has received to
support that certification, and the rent
record for each low-income tenant in at

least 20 percent of the low-income
units in those projects; or

(C) The owners of all low-income
housing projects must submit to the
Agency each year information on ten-
ant income and rent for each low-in-
come unit, in the form and manner des-
ignated by the Agency, and the owners
of at least 20 percent of the projects
must submit to the Agency for compli-
ance review a copy of the annual in-
come certification, the documentation
the owner has received to support that
certification, and the rent record for
each low-income tenant in at least 20
percent of the low-income units in
their projects; and

(iii) Require that the Agency deter-
mine which tenants’ records are to be
inspected or submitted by the owners
for review. If a monitoring procedure
includes the review provision described
in paragraph (c)(2)(ii)(B) of this sec-
tion, the records to be inspected must
be chosen in a manner that will not
give owners of low-income housing
projects advance notice that their
records for a particular year will or
will not be inspected. However, an
Agency may give an owner reasonable
notice that an inspection will occur so
that the owner may assemble records
(for example, 30 days notice of inspec-
tion). See paragraph (d) of this section
for the inspection provision that is re-
quired to be included in all monitoring
procedures.

(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 pe-
riod under section 42(i)(1). The certifi-
cations 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 certifi-
cation.

(4) Exception for certain buildings—(i)
In general. The review requirements
under paragraph (c)(2)(ii) (A), (B), and
(C) of this section may provide that
owners are not required to submit, and
the Agency is not required to review,
the tenant income certifications, sup-
porting documentation, and rent
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records for buildings financed by the
Farmers Home Administration (FmHA)
under the section 515 program, or
buildings of which 50 percent or more
of the aggregate basis (taking into ac-
count the building and the land) is fi-
nanced with the proceeds of obligations
the interest on which is exempt from
tax under section 103 (tax-exempt
bonds). In order for a monitoring proce-
dure 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
FmHA or tax-exempt bond issuer.
Under the agreement, the FmHA or
tax-exempt bond issuer must agree to
provide information concerning the in-
come and rent of the tenants in the
building to the Agency. The Agency
may assume the accuracy of the infor-
mation provided by FmHA or the tax-
exempt bond issuer without
verification. The Agency must review
the information and determine that
the income limitation and rent restric-
tion of section 42 (g)(1) and (2) are met.
However, if the information provided
by the FmHA or tax-exempt bond
issuer is not sufficient for the Agency
to make this determination, the Agen-
cy must request the necessary addi-
tional income or rent information from
the owner of the buildings. For exam-
ple, because FmHA determines tenant
eligibility based on its definition of
‘‘adjusted annual income,’’ rather than
‘‘annual income’’ as defined under Sec-
tion 8, the Agency may have to cal-
culate the tenant’s income for section
42 purposes and may need to request
additional income information from
the owner.

(iii) Example. The exception per-
mitted under paragraph (c)(4)(i) and (ii)
of this section is illustrated by the fol-
lowing example.

Example. An Agency chooses the review re-
quirement of paragraph (c)(2)(ii)(A) of this
section and some of the buildings selected
for review are buildings financed by the
FmHA. The Agency has entered into an
agreement described in paragraph (c)(4)(ii) of
this section with the FmHA with respect to
those buildings. In reviewing the FmHA-fi-
nanced buildings, the Agency obtains the
tenant income and rent information from
the FmHA for 20 percent of the low-income
units in each of those buildings. The Agency

calculates the tenant income and rent to de-
termine whether the tenants meet the in-
come 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 FmHA buildings if the information
provided by the FmHA is not sufficient.

(d) Inspection provision. Under the in-
spection provision, the Agency must
have the right to perform an on-site in-
spection 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 separate from any
review of low-income certifications,
supporting documents, and rent
records under paragraph (c)(2)(ii) of
this section.

(e) Notification-of-noncompliance pro-
vision—(1) In general. Under the notifi-
cation-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-in-
come 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 in-
spect the tenant income certifications,
supporting documentation, and rent
records described in paragraph
(c)(2)(ii)(A), (B), or (C) of this section
(whichever is applicable), or discovers
by inspection, review, or in some other
manner, that the project is not in com-
pliance with the provisions of section
42.

(3) Notice to Internal Revenue Service—
(i) In general. The Agency must be re-
quired 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 para-
graph (e)(4) of this section, including
extensions permitted under that para-
graph) 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
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on Form 8823 the nature of the non-
compliance or failure to certify and in-
dicate whether the owner has corrected
the noncompliance or failure to cer-
tify. Any change in either the applica-
ble fraction or eligible basis under
paragraph (c)(1)(ii) and (vii) of this sec-
tion, respectively, that results in a de-
crease 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 compli-
ance at any time in the future, the
Agency need not file Form 8823 in sub-
sequent years to report that building’s
noncompliance.

(ii) Agency retention of records. An
Agency must retain records of non-
compliance 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 cer-
tifications 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 cer-
tifications and bring the project into
compliance with the provisions of sec-
tion 42. The correction period is not to
exceed 90 days from the date of the no-
tice to the owner described in para-
graph (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) Agen-
cies permitted to delegate compliance mon-
itoring functions—(i) In general. An
Agency may retain an agent or other
private contractor (‘‘Authorized Dele-
gate’’) to perform compliance moni-
toring. The Authorized Delegate must
be unrelated to the owner of any build-
ing that the Authorized Delegate mon-
itors. The Authorized Delegate may be
delegated all of the functions of the
Agency, except for the responsibility of
notifying the Service under paragraph
(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 responsi-
bility 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 dele-
gates compliance monitoring to an Au-
thorized Delegate under paragraph
(f)(1)(i) of this section must use reason-
able diligence to ensure that the Au-
thorized 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 Agen-
cy becomes aware.

(2) Agencies permitted to delegate com-
pliance monitoring functions to another
Agency. An Agency may delegate all or
some of its compliance monitoring re-
sponsibilities for a building to another
Agency within the State. This delega-
tion may include the responsibility of
notifying the Service under paragraph
(e)(3) of this section.

(g) Liability. Compliance with the re-
quirements of section 42 is the respon-
sibility 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 sec-
tion 42 (m)(1)(B)(iii) that allocation
plans contain a procedure for moni-
toring for noncompliance becomes ef-
fective on January 1, 1992, and applies
to buildings for which a low-income
housing credit is, or has been, allow-
able 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,
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1991, or with a reasonable interpreta-
tion of section 42(m)(1)(B)(iii) will sat-
isfy 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 moni-
toring 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 re-
quired to notify the Service of that
noncompliance.

[T.D.8430, 57 FR 40121, Sept. 2, 1992; 57 FR
57280, Dec. 3, 1992; 58 FR 7748, Feb. 9, 1993;
T.D. 8563, 59 FR 50163, Oct. 3, 1994]

§ 1.42–6 Buildings qualifying for carry-
over allocations.

(a) Carryover allocations. A carryover
allocation is an allocation that meets
the requirements of section 42(h)(1) (E)
or (F). If the requirements of section
42(h)(1) (E) or (F) that are required to
be satisfied by the close of the calendar
year are not satisfied, the allocation is
treated as if it had not been made. For
example, if the taxpayer’s basis in the
project as of the close of the calendar
year of allocation is not more than 10
percent of the taxpayer’s reasonably
expected basis in the project as of the
close of the second calendar year fol-
lowing the year of allocation, the car-
ryover allocation is not valid and is
treated as if it had not been made.

(b) Carryover-allocation basis—(1) In
general. Subject to the limitations of
paragraph (b)(2) of this section, a tax-
payer’s basis in a project for purposes
of section 42(h)(1) (E)(ii) or (F) (carry-
over-allocation basis) is the taxpayer’s
adjusted basis in land or depreciable
property that is reasonably expected to
be part of the project, whether or not
these amounts are includible in eligible
basis under section 42(d). Thus, for ex-
ample, if the project is to include prop-
erty that is not residential rental prop-
erty, such as commercial space, the
basis attributable to the commercial
space, although not includible in eligi-
ble basis, is includible in carryover-al-
location basis. The adjusted basis of
land and depreciable property is deter-
mined under sections 1012 and 1016, and
generally includes the direct and indi-
rect costs of acquiring, constructing,

and rehabilitating the property. Costs
otherwise includible in carryover-allo-
cation basis are not excluded by reason
of having been incurred prior to the
calendar year in which the carryover
allocation is made.

(2) Limitations—For purposes of deter-
mining carryover-allocation basis
under paragraph (b)(1) of this section,
the following limitations apply.

(i) Taxpayer must have basis in land or
depreciable property related to the project.
A taxpayer has carryover-allocation
basis to the extent that it has basis in
land or depreciable property and the
land or depreciable property is reason-
ably expected to be part of the project
for which the carryover allocation is
made. This basis includes all items
that are properly capitalizable with re-
spect to the land or depreciable prop-
erty. For example, a nonrefundable
downpayment for, or an amount paid
to acquire an option to purchase, land
or depreciable property may be in-
cluded in carryover-allocation basis if
properly capitalizable into the basis of
land or depreciable property that is
reasonably expected to be part of a
project.

(ii) High cost areas. Any increase in
eligible basis that may result under
section 42(d)(5)(C) from a building’s lo-
cation in a qualified census tract or
difficult development area is not taken
into account in determining carryover-
allocation basis or reasonably expected
basis.

(iii) Amounts not treated as paid or in-
curred. An amount is not includible in
carryover-allocation basis unless it is
treated as paid or incurred under the
method of accounting used by the tax-
payer. For example, a cash method tax-
payer cannot include construction
costs in carryover-allocation basis un-
less the costs have been paid, and an
accrual method taxpayer cannot in-
clude construction costs in carryover-
allocation basis unless they have been
properly accrued. See paragraph
(b)(2)(iv) of this section for a special
rule for fees.

(iv) Fees. A fee is includible in carry-
over-allocation basis only to the extent
the requirements of paragraph
(b)(2)(iii) of this section are met and—

(A) The fee is reasonable;
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(B) The taxpayer is legally obligated
to pay the fee;

(C) The fee is capitalizable as part of
the taxpayer’s basis in land or depre-
ciable property that is reasonably ex-
pected to be part of the project;

(D) The fee is not paid (or to be paid)
by the taxpayer to itself; and

(E) If the fee is paid (or to be paid) by
the taxpayer to a related person, and
the taxpayer uses the cash method of
accounting, the taxpayer could prop-
erly accrue the fee under the accrual
method of accounting (considering, for
example, the rules of section 461(h)). A
person is a related person if the person
bears a relationship to the taxpayer
specified in sections 267(b) or 707(b)(1),
or if the person and the taxpayer are
engaged in trades or businesses under
common control (within the meaning
of subsections (a) and (b) of section 52).

(3) Reasonably expected basis. Rules
similar to the rules of paragraphs (a)
and (b) of this section apply in deter-
mining the taxpayer’s reasonably ex-
pected basis in a project (land and de-
preciable basis) as of the close of the
second calendar year following the cal-
endar year of the allocation.

(4) Examples. The following examples
illustrate the rules of paragraphs (a)
and (b) of this section.

Example 1. (i) Facts. C, an accrual-method
taxpayer, receives a carryover allocation
from Agency, the state housing credit agen-
cy, in September of 1993. As of that date, C
has not begun construction of the low-in-
come housing building C plans to build. How-
ever, C has owned the land on which C plans
to build the building since 1985. C’s basis in
the land is $100,000. C reasonably expects
that by the end of 1995, C’s basis in the
project of which the building is to be a part
will be $2,000,000. C also expects that because
the project is located in a qualified census
tract, C will be able to increase its basis in
the project to $2,600,000. Before the close of
1993, C incurs $150,000 of costs for architects’
fees and site preparation. C properly accrues
these costs under its method of accounting
and capitalizes the costs.

(ii) Determination of carryover-allocation
basis. C’s $100,000 basis in the land is includ-
ible in carryover-allocation basis even
though C has owned the land since 1985. The
$150,000 of costs C has incurred for archi-
tects’ fees and site preparation are also in-
cludible in carryover-allocation basis. The
expected increase in basis due to the
project’s location in a qualified census tract
is not taken into account in determining C’s

carryover-allocation basis. Accordingly, C’s
carryover-allocation basis in the project of
which the building is a part is $250,000.

(iii) Determination of whether building is
qualified. C’s reasonably expected basis in the
project at the close of the second calendar
year following the calendar year of alloca-
tion is $2,000,000. The expected increase in el-
igible basis due to the project’s location in a
qualified census tract is not taken into ac-
count in determining this amount. Because
C’s carryover-allocation basis is more than
10 percent of C’s reasonably expected basis in
the project of which the building is a part,
the building for which C received the carry-
over allocation is a qualified building for
purposes of section 42(h)(1)(E)(ii) and para-
graph (a) of this section.

Example 2 . (i) Facts. D, an accrual-method
taxpayer, receives a carryover allocation
from Agency, the state housing credit agen-
cy, on September 11, 1993. As of that date, D
has not begun construction of the low-in-
come housing building D plans to build and
D does not have basis in the land on which D
plans to build the building. In 1993, D incurs
some costs related to the planned building,
including architects’ fees. However, at the
close of 1993, these costs do not exceed 10 per-
cent of D’s reasonably expected basis in the
project.

(ii) Determination of whether building is
qualified. Because D’s carryover-allocation
basis is not more than 10 percent of D’s rea-
sonably expected basis in the project of
which the building is a part, the building for
which D received a carryover allocation is
not a qualified building for purposes of sec-
tion 42(h)(1)(E)(ii) and paragraph (a) of this
section. The carryover allocation to D is not
valid, and is treated as if it had not been
made.

(c) Verification of basis by Agency—(1)
Verification requirement. An Agency
that makes a carryover allocation to a
taxpayer must verify that, as of the
close of the calendar year of allocation,
the taxpayer has incurred more than 10
percent of the reasonably expected
basis in the project (land and depre-
ciable basis).

(2) Manner of verification. An Agency
may verify that a taxpayer has in-
curred more than 10 percent of its rea-
sonably expected basis in a project by
obtaining a certification from the tax-
payer, in writing and under penalty of
perjury, that the taxpayer has incurred
by the close of the calendar year of the
allocation more than 10 percent of the
reasonably expected basis in the
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project. The certification must be ac-
companied by supporting documenta-
tion that the Agency must review. Sup-
porting documentation may include,
for example, copies of checks or other
records of payments. Alternatively, an
Agency may verify that the taxpayer
has incurred adequate basis by requir-
ing that the taxpayer obtain from an
attorney or certified public accountant
a written certification to the Agency,
that the attorney or accountant has
examined all eligible costs incurred
with respect to the project and that,
based upon this examination, it is the
attorney’s or accountant’s belief that
the taxpayer has incurred more than 10
percent of its reasonably expected basis
in the project by the close of the cal-
endar year of the allocation.

(3) Time of verification. An Agency
may require that the basis certifi-
cation be submitted to or received by
the Agency prior to the close of the
calendar year of allocation or within a
reasonable time after the close of the
calendar year of allocation. The Agen-
cy will need to verify basis in order to
accurately complete the Form 8610, An-
nual Low-Income Housing Credit Agen-
cies Report, for the calendar year. If
certification is not timely made, or
supporting documentation is lacking,
inadequate, or does not actually sup-
port the certification, the Agency
should notify the taxpayer and try to
get adequate documentation. If the
Agency cannot verify before the Form
8610 is filed that the taxpayer has satis-
fied the basis requirement for a carry-
over allocation, the allocation is treat-
ed as if it had not been made and the
carryover allocation document should
not be filed with the Form 8610.

(d) Requirements for making carryover
allocations—(1) In general. Generally,
an allocation is made when an Agency
issues the Form 8609, Low-Income
Housing Credit Allocation Certifi-
cation, for a building. See § 1.42–
1T(d)(8)(ii). An Agency does not issue
the Form 8609 for a building until the
building is placed in service. However,
in cases where allocations of credit are
made pursuant to section 42(h)(1)(E)
(relating to carryover allocations for
buildings) or section 42(h)(1)(F) (relat-
ing to carryover allocations for mul-
tiple-building projects), Form 8609 is

not used as the allocating document
because the buildings are not yet in
service. When an allocation is made
pursuant to section 42(h)(1) (E) or (F),
the allocating document is the docu-
ment meeting the requirements of
paragraph (d)(2) of this section. In addi-
tion, when an allocation is made pursu-
ant to section 42(h)(1)(F), the require-
ments of paragraph (d)(3) of this sec-
tion must be met for the allocation to
be valid. An allocation pursuant to sec-
tion 42(h)(1) (E) or (F) reduces the state
housing credit ceiling for the year in
which the allocation is made, whether
or not the Form 8609 is also issued in
that year.

(2) Requirements for allocation. An al-
location pursuant to section 42(h)(1) (E)
or (F) is made when an allocation docu-
ment containing the following infor-
mation is completed, signed, and dated
by an authorized official of the Agen-
cy—

(i) The address of each building in the
project, or if none exists, a specific de-
scription of the location of each build-
ing;

(ii) The name, address, and taxpayer
identification number of the taxpayer
receiving the allocation;

(iii) The name and address of the
Agency;

(iv) The taxpayer identification num-
ber of the Agency;

(v) The date of the allocation;
(vi) The housing credit dollar amount

allocated to the building or project, as
applicable;

(vii) The taxpayer’s reasonably ex-
pected basis in the project (land and
depreciable basis) as of the close of the
second calendar year following the cal-
endar year in which the allocation is
made;

(viii) The taxpayer’s basis in the
project (land and depreciable basis) as
of the close of the calendar year in
which the allocation is made and the
percentage that basis bears to the rea-
sonably expected basis in the project
(land and depreciable basis) as of the
close of the second following calendar
year;

(ix) The date that each building in
the project is expected to be placed in
service; and

(x) The Building Identification Num-
ber (B.I.N.) to be assigned to each
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building in the project. The B.I.N. must
reflect the year an allocation is first
made to the building, regardless of the
year that the building is placed in serv-
ice. This B.I.N. must be used for all al-
locations of credit for the building. For
example, rehabilitation expenditures
treated as a separate new building
under section 42(e) should not have a
separate B.I.N. if the building to which
the rehabilitation expenditures are
made has a B.I.N. In this case, the
B.I.N. used for the rehabilitation ex-
penditures shall be the B.I.N. pre-
viously assigned to the building, al-
though the rehabilitation expenditures
must have a separate Form 8609 for the
allocation. Similarly, a newly con-
structed building that receives an allo-
cation of credit in different calendar
years must have a separate Form 8609
for each allocation. The B.I.N. assigned
to the building for the first allocation
must be used for the subsequent alloca-
tion.

(3) Special rules for project-based allo-
cations—(i) In general. An allocation
pursuant to section 42(h)(1)(F) (a
project-based allocation) must meet
the requirements of this section as well
as the requirements of section
42(h)(1)(F), including the minimum
basis requirement of section
42(h)(1)(E)(ii).

(ii) Requirement of section
42(h)(1)(F)(i)(III). An allocation satis-
fies the requirement of section
42(h)(1)(F)(i)(III) if the Form 8609 that
is issued for each building that is
placed in service in the project states
the portion of the project-based alloca-
tion that is applied to that building.

(4) Recordkeeping requirements—(i)
Taxpayer. When an allocation is made
pursuant to section 42(h)(1) (E) or (F),
the taxpayer must retain a copy of the
allocation document and file an addi-
tional copy with the Form 8609 that is
issued to the taxpayer for a building
after the building is placed in service.
The taxpayer need only file a copy of
the allocation document with the Form
8609 for the building for the first year
the credit is claimed. However, the
Form 8609 must be filed for the first
taxable year in which the credit is
claimed and for each taxable year
thereafter throughout the compliance

period, whether or not a credit is
claimed for the taxable year.

(ii) Agency. The Agency must retain a
copy of the allocation document and
file the original with the Agency’s
Form 8610 that accounts for the year
the allocation is made. The Agency
must also retain a copy of the Form
8609 that is issued to the taxpayer and
file the original with the Agency’s
Form 8610 that reflects the year the
form is issued.

(5) Separate procedure for election of
appropriate percentage month. If a tax-
payer receives an allocation under sec-
tion 42(h)(1) (E) or (F) and wishes to
elect under section 42(b)(2)(A)(ii) to use
the appropriate percentage for a month
other than the month in which a build-
ing is placed in service, the require-
ments specified in § 1.42–8 must be met
for the election to be effective.

(e) Special rules. The following rules
apply for purposes of this section.

(1) Treatment of partnerships and other
flow-through entities. With respect to
taxpayers that own projects through
partnerships or other flow-through en-
tities (e.g., S corporations, estates, or
trusts), carryover-allocation basis is
determined at the entity level using
the rules provided by this section. In
addition, the entity is responsible for
providing to the Agency the certifi-
cation and documentation required
under the basis verification require-
ment in paragraph (c) of this section.

(2) Transferees. If land or depreciable
property that is expected to be part of
a project is transferred after a carry-
over allocation has been made for a
building that is reasonably expected to
be part of the project, but before the
close of the calendar year of the alloca-
tion, the transferee’s carryover-alloca-
tion basis is determined under the prin-
ciples of this section and section
42(d)(7). See also Rev. Rul. 91–38, 1991–2
C.B. 3 (see § 601.601(d)(2)(ii)(b) of this
chapter). In addition, the transferee is
treated as the taxpayer for purposes of
the basis verification requirement of
this section, and therefore, is respon-
sible for providing to the Agency the
required certifications and documenta-
tion.

[T.D. 8520, 59 FR 10069, Mar. 3, 1994]
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§ 1.42–7 Substantially bond-financed
buildings. [Reserved]

§ 1.42–8 Election of appropriate per-
centage month.

(a) Election under section
42(b)(2)(A)(ii)(I) to use the appropriate
percentage for the month of a binding
agreement—(1) In general. For purposes
of section 42(b)(2)(A)(ii)(I), an agree-
ment between a taxpayer and an Agen-
cy as to the housing credit dollar
amount to be allocated to a building is
considered binding if it—

(i) Is in writing;
(ii) Is binding under state law on the

Agency, the taxpayer, and all succes-
sors in interest;

(iii) Specifies the type(s) of build-
ing(s) to which the housing credit dol-
lar amount applies (i.e., a newly con-
structed or existing building, or sub-
stantial rehabilitation treated as a sep-
arate new building under section 42(e));

(iv) Specifies the housing credit dol-
lar amount to be allocated to the build-
ing(s); and

(v) Is dated and signed by the tax-
payer and the Agency during the
month in which the requirements of
paragraphs (a)(1) (i) through (iv) of this
section are met.

(2) Effect on state housing credit ceil-
ing. Generally, a binding agreement de-
scribed in paragraph (a)(1) of this sec-
tion is an agreement by the Agency to
allocate credit to the taxpayer at a fu-
ture date. The binding agreement may
include a reservation of credit or a
binding commitment (under section
42(h)(1)(C)) to allocate credit in a fu-
ture taxable year. A reservation or a
binding commitment to allocate credit
in a future year has no effect on the
state housing credit ceiling until the
year the Agency actually makes an al-
location. However, if the binding agree-
ment is also a carryover allocation
under section 42(h)(1) (E) or (F), the
state housing credit ceiling is reduced
by the amount allocated by the Agency
to the taxpayer in the year the carry-
over allocation is made. For a binding
agreement to be a valid carryover allo-
cation, the requirements of paragraph
(a)(1) of this section and § 1.42–6 must
be met.

(3) Time and manner of making election.
An election under section

42(b)(2)(A)(ii)(I) may be made either as
part of the binding agreement under
paragraph (a)(1) of this section to allo-
cate a specific housing credit dollar
amount or in a separate document that
references the binding agreement. In
either case, the election must—

(i) Be in writing;
(ii) Reference section

42(b)(2)(A)(ii)(I);
(iii) Be signed by the taxpayer;
(iv) If it is in a separate document,

reference the binding agreement that
meets the requirements of paragraph
(a)(1) of this section; and

(v) Be notarized by the 5th day fol-
lowing the end of the month in which
the binding agreement was made.

(4) Multiple agreements—(i) Rescinded
agreements. A taxpayer may not make
an election under section
42(b)(2)(A)(ii)(I) for a building if an
election has previously been made for
the building for a different month. For
example, assume a taxpayer entered
into a binding agreement for allocation
of a specific housing credit dollar
amount to a building and made the
election under section 42(b)(2)(A)(ii)(I)
to apply the appropriate percentage for
the month of the binding agreement. If
the binding agreement subsequently is
rescinded under state law, and the tax-
payer enters into a new binding agree-
ment for allocation of a specific hous-
ing credit dollar amount to the build-
ing, the taxpayer must apply to the
building the appropriate percentage for
the elected month of the rescinded
binding agreement. However, if no
prior election was made with respect to
the rescinded binding agreement, the
taxpayer may elect the appropriate
percentage for the month of the new
binding agreement.

(ii) Increases in credit. The election
under section 42(b)(2)(A)(ii)(I), once
made, applies to any increase in the
credit amount allocated for a building,
whether the increase occurs in the
same or in a subsequent year. However,
in the case of a binding agreement (or
carryover allocation that is treated as
a binding agreement) to allocate a
credit amount under section 42(e)(1) for
substantial rehabilitation treated as a
separate new building, a taxpayer may
make the election under section
42(b)(2)(A)(ii)(I) notwithstanding that a
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prior election under section
42(b)(2)(A)(ii)(I) is in effect for a prior
allocation of credit for a substantial
rehabilitation that was previously
placed in service under section 42(e).

(5) Amount allocated. The housing
credit dollar amount eventually allo-
cated to a building may be more or less
than the amount specified in the bind-
ing agreement. Depending on the Agen-
cy’s determination pursuant to section
42(m)(2) as to the financial feasibility
of the building (or project), the Agency
may allocate a greater housing credit
dollar amount to the building (provided
that the Agency has additional housing
credit dollar amounts available to allo-
cate for the calendar year of the allo-
cation) or the Agency may allocate a
lesser housing credit dollar amount.
Under section 42(h)(7)(D), in allocating
a housing credit dollar amount, the
Agency must specify the applicable
percentage and maximum qualified
basis of the building. The applicable
percentage may be less, but not greater
than, the appropriate percentage for
the month the building is placed in
service, or the month elected by the
taxpayer under section 42(b)(2)(A)(ii)(I).
Whether the appropriate percentage is
the appropriate percentage for the 70-
percent present value credit or the 30-
percent present value credit is deter-
mined under section 42(i)(2) when the
building is placed in service.

(6) Procedures—(i) Taxpayer. The tax-
payer must give the original notarized
election statement to the Agency be-
fore the close of the 5th calendar day
following the end of the month in
which the binding agreement is made.
The taxpayer must retain a copy of the
binding agreement and the election
statement and must file an additional
copy of each with the taxpayer’s Form
8609, Low-Income Housing Credit Allo-
cation Certification, for the first tax-
able year in which credit is claimed for
the building.

(ii) Agency. The Agency must file
with the Internal Revenue Service the
original of the binding agreement and
the election statement with the Agen-
cy’s Form 8610, Annual Low-Income
Housing Credit Agencies Report, that
accounts for the year the allocation is
actually made. The Agency must also

retain a copy of the binding agreement
and the election statement.

(7) Examples. The following examples
illustrate the provisions of this sec-
tion. In each example, X is the tax-
payer, Agency is the state housing
credit agency, and the carryover allo-
cations meet the requirements of § 1.42–
6 and are otherwise valid.

Example 1. (i) In August 1993, X and Agency
enter into an agreement that Agency will al-
locate $100,000 of housing credit dollar
amount for the low-income housing building
X is constructing. The agreement is binding
and meets all the requirements of paragraph
(a)(1) of this section. The agreement is a res-
ervation of credit, not an allocation, and
therefore, has no effect on the state housing
credit ceiling. On or before September 5, 1993,
X signs and has notarized a written election
statement that meets the requirements of
paragraph (a)(3) of this section. The applica-
ble percentage for the building is the appro-
priate percentage for the month of August
1993.

(ii) Agency makes a carryover allocation
of $100,000 of housing credit dollar amount
for the building on October 2, 1993. The car-
ryover allocation reduces Agency’s state
housing credit ceiling for 1993. Due to unex-
pectedly high construction costs, when X
places the building in service in July 1994,
the product of the building’s qualified basis
and the applicable percentage for the build-
ing (the appropriate percentage for the
month of August 1993) is $150,000, rather than
$100,000. Notwithstanding that only $100,000
of credit was allocated for the building in
1993, Agency may allocate an additional
$50,000 of housing credit dollar amount for
the building from its state housing credit
ceiling for 1994. The appropriate percentage
for the month of August 1993 is the applica-
ble percentage for the building for the entire
$150,000 of credit allocated for the building,
even though separate allocations were made
in 1993 and 1994. Because allocations were
made for the building in two separate cal-
endar years, Agency must issue two Forms
8609 to X. One Form 8609 must reflect the
$100,000 allocation made in 1993, and the
other Form 8609 must reflect the $50,000 allo-
cation made in 1994.

(iii) X gives the original notarized state-
ment to Agency on or before September 5,
1993, and retains a copy of the binding agree-
ment, election statement, and carryover al-
location document. X files a copy of the
binding agreement, election statement, and
carryover allocation document with X’s
Form 8609 for the first taxable year in which
X claims credit for the building.

(iv) Agency files the original of the binding
agreement, election statement, and 1993 car-
ryover allocation document with its 1993
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Form 8610. Agency retains a copy of the
binding agreement, election statement, and
carryover allocation document. After the
building is placed in service in 1994, Agency
issues to X a copy of the Form 8609 reflecting
the 1993 carryover allocation of $100,000 and
files the original of that form with its 1994
Form 8610. Agency also files the original of
the 1994 Form 8609 reflecting the $50,000 allo-
cation with its 1994 Form 8610 and issues to
X a copy of the 1994 Form 8609. Agency re-
tains copies of the Forms 8609 that are issued
to X.

Example 2. (i) In September 1993, X and
Agency enter into an agreement that Agency
will allocate $70,000 of housing credit dollar
amount for rehabilitation expenditures that
X is incurring and that X will treat as a new
low-income housing building under section
42(e)(1). The agreement is binding and meets
all the requirements of paragraph (a)(1) of
this section. The agreement is a reservation
of credit, not an allocation, and therefore,
has no effect on Agency’s state housing cred-
it ceiling. On or before October 5, 1993, X
signs and has notarized a written election
statement that meets the requirements of
paragraph (a)(3) of this section. The applica-
ble percentage for the building is the appro-
priate percentage for the month of Sep-
tember 1993. Agency makes a carryover allo-
cation of $70,000 of housing credit dollar
amount for the building on November 15,
1993. The carryover allocation reduces by
$70,000 Agency’s state housing credit ceiling
for 1993.

(ii) In October 1994, X and Agency enter
into another binding agreement meeting the
requirements of paragraph (a)(1) of this sec-
tion. Under the agreement, Agency will allo-
cate $50,000 of housing credit dollar amount
for additional rehabilitation expenditures by
X that qualify as a second separate new
building under section 42(e)(1). On or before
November 5, 1994, X signs and has notarized
a written election statement meeting the re-
quirements of paragraph (a)(3) of this sec-
tion. On December 1, 1994, X receives a carry-
over allocation under section 42(h)(1)(E) for
$50,000. The carryover allocation reduces by
$50,000 Agency’s state housing credit ceiling
for 1994. The applicable percentage for the re-
habilitation expenditures treated as the sec-
ond separate new building is the appropriate
percentage for the month of October 1994,
not September 1993. The appropriate percent-
age for the month of September 1993 still ap-
plies to the allocation of $70,000 for the reha-
bilitation expenditures treated as the first
separate new building. Because allocations
were made for the building in two separate
calendar years, Agency must issue two
Forms 8609 to X. One Form 8609 must reflect
the $70,000 allocation made in 1993, and the
other Form 8609 must reflect the $50,000 allo-
cation made in 1994.

(iii) X gives the first original notarized
statement to Agency on or before October 5,
1993, and retains a copy of the first binding
agreement, election statement, and carry-
over allocation document issued in 1993. X
gives the second original notarized state-
ment to Agency on or before November 5,
1994, and retains a copy of the second binding
agreement, election statement, and carry-
over allocation document issued in 1994. X
files a copy of the binding agreements, elec-
tion statements, and carryover allocation
documents with X’s Forms 8609 for the first
taxable year in which X claims credit for the
buildings.

(iv) Agency retains a copy of the binding
agreements, election statements, and carry-
over allocation documents. Agency files the
original of the first binding agreement, elec-
tion statement, and 1993 carryover allocation
document with its 1993 Form 8610. Agency
files the original of the second binding agree-
ment, election statement, and 1994 carryover
allocation document with its 1994 Form 8610.
After X notifies Agency of the date each
building is placed in service, the Agency will
issue copies of the respective Forms 8609 to
X, and file the originals of those forms with
the Agency’s Form 8610 that reflects the
year each form is issued. The Agency also re-
tains copies of the Forms 8609.

(b) Election under section
42(b)(2)(A)(ii)(II) to use the appropriate
percentage for the month tax-exempt
bonds are issued—(1) Time and manner of
making election. In the case of any
building to which section 42(h)(4)(B)
applies, an election under section
42(b)(2)(A)(ii)(II) to use the appropriate
percentage for the month tax-exempt
bonds are issued must—

(i) Be in writing;
(ii) Reference section

42(b)(2)(A)(ii)(II);
(iii) Specify the percentage of the ag-

gregate basis of the building and the
land on which the building is located
that is financed with the proceeds of
obligations described in section
42(h)(4)(A) (tax-exempt bonds);

(iv) State the month in which the
tax-exempt bonds are issued;

(v) State that the month in which
the tax-exempt bonds are issued is the
month elected for the appropriate per-
centage to be used for the building;

(vi) Be signed by the taxpayer; and
(vii) Be notarized by the 5th day fol-

lowing the end of the month in which
the bonds are issued.
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(2) Bonds issued in more than one
month. If a building described in sec-
tion 42(h)(4)(B) (substantially bond-fi-
nanced building) is financed with tax-
exempt bonds issued in more than one
month, the taxpayer may elect the ap-
propriate percentage for any month in
which the bonds are issued. Once the
election is made, the appropriate per-
centage elected applies for the building
even if all bonds are not issued in that
month. The requirements of this para-
graph (b), including the time limita-
tion contained in paragraph (b)(1)(vii)
of this section, must also be met.

(3) Limitations on appropriate percent-
age. Under section 42(m)(2)(D), the
credit allowable for a substantially
bond- financed building is limited to
the amount necessary to assure the
project’s feasibility. Accordingly, in
making the determination under sec-
tion 42(m)(2), an Agency may use an
applicable percentage that is less, but
not greater than, the appropriate per-
centage for the month the building is
placed in service, or the month elected
by the taxpayer under section
42(b)(2)(A)(ii)(II).

(4) Procedures—(i) Taxpayer. The tax-
payer must provide the original nota-
rized election statement to the Agency
before the close of the 5th calendar day
following the end of the month in
which the bonds are issued. If an au-
thority other than the Agency issues
the tax-exempt bonds, the taxpayer
must also give the Agency a signed
statement from the issuing authority
that certifies the information de-
scribed in paragraphs (b)(1)(iii) and (iv)
of this section. The taxpayer must file
a copy of the election statement with
the taxpayer’s Form 8609 for the first
taxable year in which credit is claimed
for the building. The taxpayer must
also retain a copy of the election state-
ment.

(ii) Agency. The Agency must file
with the Internal Revenue Service the
original of the election statement and
the corresponding Form 8609 for the
building with the Agency’s Form 8610
that reflects the year the Form 8609 is
issued. The Agency must also retain a
copy of the election statement and the
Form 8609.

[T.D. 8520, 59 FR 10071, Mar. 3, 1994]

§ 1.42–9 For use by the general public.
(a) General rule. If a residential rental

unit in a building is not for use by the
general public, the unit is not eligible
for a section 42 credit. A residential
rental unit is for use by the general
public if the unit is rented in a manner
consistent with housing policy gov-
erning non-discrimination, as evi-
denced by rules or regulations of the
Department of Housing and Urban De-
velopment (HUD) (24 CFR subtitle A
and chapters I through XX). See HUD
Handbook 4350.3 (or its successor). A
copy of HUD Handbook 4350.3 may be
requested by writing to: HUD, Direc-
tives Distribution Section, room B–100,
451 7th Street, SW., Washington, DC
20410.

(b) Limitations. Notwithstanding
paragraph (a) of this section, if a resi-
dential rental unit is provided only for
a member of a social organization or
provided by an employer for its em-
ployees, the unit is not for use by the
general public and is not eligible for
credit under section 42. In addition,
any residential rental unit that is part
of a hospital, nursing home, sani-
tarium, lifecare facility, trailer park,
or intermediate care facility for the
mentally and physically handicapped is
not for use by the general public and is
not eligible for credit under section 42.

(c) Treatment of units not for use by the
general public. The costs attributable to
a residential rental unit that is not for
use by the general public are not ex-
cludable from eligible basis by reason
of the unit’s ineligibility for the credit
under this section. However, in calcu-
lating the applicable fraction, the unit
is treated as a residential rental unit
that is not a low-income unit.

[T.D. 8520, 59 FR 10073, Mar. 3, 1994]

§ 1.42–10 Utility allowances.
(a) Inclusion of utility allowances in

gross rent. If the cost of any utilities
(other than telephone) for a residential
rental unit are paid directly by the
tenant(s), the gross rent for that unit
includes the applicable utility allow-
ance determined under this section.
This section only applies for purposes
of determining gross rent under section
42(g)(2)(B)(ii) as to rent-restricted
units.
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(b) Applicable utility allowances—(1)
FmHA-assisted buildings. If a building
receives assistance from the Farmers
Home Administration (FmHA-assisted
building), the applicable utility allow-
ance for all rent-restricted units in the
building is the utility allowance deter-
mined under the method prescribed by
the Farmers Home Administration
(FmHA) for the building. For example,
if a building receives assistance under
FmHA’s section 515 program (whether
or not the building or its tenants also
receive other state or federal assist-
ance), the applicable utility allowance
for all rent-restricted units in the
building is determined using Exhibit
A–6 of 7 CFR part 1944, subpart E (or a
successor method of determining util-
ity allowances).

(2) Buildings with FmHA assisted ten-
ants. If any tenant in a building re-
ceives FmHA rental assistance pay-
ments (FmHA tenant assistance), the
applicable utility allowance for all
rent-restricted units in the building
(including any units occupied by ten-
ants receiving HUD rental assistance
payments) is the applicable FmHA
utility allowance.

(3) HUD-regulated buildings. If neither
a building nor any tenant in the build-
ing receives FmHA housing assistance,
and the rents and utility allowances of
the building are reviewed by HUD on
an annual basis (HUD-regulated build-
ing), the applicable utility allowance
for all rent-restricted units in the
building is the applicable HUD utility
allowance.

(4) Other buildings. If a building is
neither an FmHA-assisted nor a HUD-
regulated building, and no tenant in
the building receives FmHA tenant as-
sistance, the applicable utility allow-
ance for rent-restricted units in the
building is determined under the fol-
lowing methods.

(i) Tenants receiving HUD rental assist-
ance. The applicable utility allowance
for any rent-restricted units occupied
by tenants receiving HUD rental assist-
ance payments (HUD tenant assist-
ance) is the applicable Public Housing
Authority (PHA) utility allowance es-
tablished for the Section 8 Existing
Housing Program.

(ii) Other tenants—(A) General rule. If
none of the rules of paragraphs (b)(1),

(2), (3), and (4)(i) of this section apply
to any rent-restricted units in a build-
ing, the appropriate utility allowance
for the units is the applicable PHA
utility allowance. However, if a local
utility company estimate is obtained
for any unit in the building in accord-
ance with paragraph (b)(4)(ii)(B) of this
section, that estimate becomes the ap-
propriate utility allowance for all rent-
restricted units of similar size and con-
struction in the building. This local
utility company estimate procedure is
not available for and does not apply to
units to which the rules of paragraphs
(b) (1), (2), (3), or (4)(i) of this section
apply.

(B) Utility company estimate. Any in-
terested party (including a low-income
tenant, a building owner, or an Agen-
cy) may obtain a local utility company
estimate for a unit. The estimate is ob-
tained when the interested party re-
ceives, in writing, information from a
local utility company providing the es-
timated cost of that utility for a unit
of similar size and construction for the
geographic area in which the building
containing the unit is located. The
local utility company estimate may be
obtained by an interested party at any
time during the building’s extended use
period (see section 42(h)(6)(D)) or, if the
building does not have an extended use
period, during the building’s compli-
ance period (see section 42(i)(1)). Unless
the parties agree otherwise, costs in-
curred in obtaining the estimate are
borne by the initiating party. The in-
terested party that obtains the local
utility company estimate (the initi-
ating party) must retain the original of
the utility company estimate and must
furnish a copy of the local utility com-
pany estimate to the owner of the
building (where the initiating party is
not the owner), and the Agency that al-
located credit to the building (where
the initiating party is not the Agency).
The owner of the building must make
available copies of the utility company
estimate to the tenants in the building.

(c) Changes in applicable utility allow-
ance. If at any time during the build-
ing’s extended use period (or, if the
building does not have an extended use
period, the building’s compliance pe-
riod), the applicable utility allowance
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for a unit changes, the new utility al-
lowance must be used to compute gross
rents of rent-restricted units due 90
days after the change. For example, if
rent must be lowered because a local
utility company estimate is obtained
that shows a higher utility cost than
the otherwise applicable PHA utility
allowance, the lower rent must be in
effect for rent due more than 90 days
after the date of the local utility com-
pany estimate.

[T.D. 8520, 59 FR 10073, Mar. 3, 1994]

§ 1.42–11 Provision of services.
(a) General rule. The furnishing to

tenants of services other than housing
(whether or not the services are signifi-
cant) does not prevent the units occu-
pied by the tenants from qualifying as
residential rental property eligible for
credit under section 42. However, any
charges to low-income tenants for serv-
ices that are not optional generally
must be included in gross rent for pur-
poses of section 42(g).

(b) Services that are optional—(1) Gen-
eral rule. A service is optional if pay-
ment for the service is not required as
a condition of occupancy. For example,
for a qualified low-income building
with a common dining facility, the cost
of meals is not included in gross rent
for purposes of section 42(g)(2)(A) if
payment for the meals in the facility is
not required as a condition of occu-
pancy and a practical alternative ex-
ists for tenants to obtain meals other
than from the dining facility.

(2) Continual or frequent services. If
continual or frequent nursing, medical,
or psychiatric services are provided, it
is presumed that the services are not
optional and the building is ineligible
for the credit, as is the case with a hos-
pital, nursing home, sanitarium,
lifecare facility, or intermediate care
facility for the mentally and phys-
ically handicapped. See also § 1.42–9(b).

(3) Required services—(i) General rule.
The cost of services that are required
as a condition of occupancy must be in-
cluded in gross rent even if federal or
state law requires that the services be
offered to tenants by building owners.

(ii) Exceptions—(A) Supportive services.
Section 42(g)(2)(B)(iii) provides an ex-
ception for certain fees paid for sup-
portive services. For purposes of sec-

tion 42(g)(2)(B)(iii), a supportive service
is any service provided under a planned
program of services designed to enable
residents of a residential rental prop-
erty to remain independent and avoid
placement in a hospital, nursing home,
or intermediate care facility for the
mentally or physically handicapped.
For a building described in section
42(i)(3)(B)(iii) (relating to transitional
housing for the homeless), a supportive
service includes any service provided
to assist tenants in locating and re-
taining permanent housing.

(B) Specific project exception. Gross
rent does not include the cost of man-
datory meals in any federally-assisted
project for the elderly and handicapped
(in existence on or before January 9,
1989) that is authorized by 24 CFR 278
to provide a mandatory meals program.

[T.D. 8520, 59 FR 10074, Mar. 3, 1994]

§ 1.42–12 Effective dates and transi-
tional rules.

(a) Effective date. The rules set forth
in §§ 1.42–6 and 1.42–8 through 1.42–12 are
effective May 2, 1994. However, binding
agreements, election statements, and
carryover allocation documents en-
tered into before May 2, 1994, that fol-
low the guidance set forth in Notice 89–
1, 1989–1 C.B. 620 (see § 601.601(d)(2)(ii)(b)
of this chapter) need not be changed to
conform to the rules set forth in §§ 1.42–
6 and 1.42–8 through 1.42–12.

(b) Prior periods. Notice 89–1, 1989–1
C.B. 620 and Notice 89–6, 1989–1 C.B. 625
(see § 601.601(d)(2)(ii)(b) of this chapter)
may be applied for periods prior to May
2, 1994.

[T.D. 8520, 59 FR 10074, Mar. 3, 1994; 59 FR
15501, Apr. 1, 1994]

§ 1.42–13 Rules necessary and appro-
priate; housing credit agencies’ cor-
rection of administrative errors and
omissions.

(a) Publication of guidance. Under sec-
tion 42(n), the Secretary has authority
to prescribe regulations as may be nec-
essary or appropriate to carry out the
purposes of section 42. The Secretary
may also provide guidance through
various publications in the Internal
Revenue Bulletin. (See
§ 601.601(d)(2)(ii)(b) of this chapter.)

(b) Correcting administrative errors and
omissions—(1) In general. An Agency
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may correct an administrative error or
omission with respect to allocations
and recordkeeping, as described in
paragraph (b)(2) of this section, within
a reasonable period after the Agency
discovers the administrative error or
omission. Whether a correction is made
within a reasonable period depends on
the facts and circumstances of each sit-
uation. Except as provided in para-
graph (b)(3)(iii) of this section, an
Agency need not obtain the prior ap-
proval of the Secretary to correct an
administrative error or omission, if the
correction is made in accordance with
paragraph (b)(3)(i) of this section. The
administrative errors and omissions to
which this paragraph (b) applies are
strictly limited to those described in
paragraph (b)(2) of this section, and,
thus, do not include, for example, any
misinterpretation of the applicable
rules and regulations under section 42.
Accordingly, an Agency’s allocation of
a particular calendar year’s low-in-
come housing credit dollar amount
made after the close of that calendar
year, or the use of an incorrect popu-
lation amount in calculating a State’s
housing credit ceiling for a calendar
year are not administrative errors that
can be corrected under this paragraph
(b).

(2) Administrative errors and omissions
described. An administrative error or
omission is a mistake that results in a
document that inaccurately reflects
the intent of the Agency at the time
the document is originally completed
or, if the mistake affects a taxpayer, a
document that inaccurately reflects
the intent of the Agency and the af-
fected taxpayer at the time the docu-
ment is originally completed. Adminis-
trative errors and omissions described
in this paragraph (b)(2) include the fol-
lowing—

(i) A mathematical error;
(ii) An entry on a document that is

inconsistent with another entry on the
same or another document regarding
the same property, or taxpayer;

(iii) A failure in tracking the housing
credit dollar amount an Agency has al-
located (or that remains to be allo-
cated) in the current calendar year
(e.g., a failure to include in its State
housing credit ceiling a previously al-

located credit dollar amount that has
been returned by a taxpayer);

(iv) An omission of information that
is required on a document; and

(v) Any other type of error or omis-
sion identified by guidance published
in the Internal Revenue Bulletin (see
§ 601.601(d)(2)(ii)(b) of this chapter) as
an administrative error or omission
covered by this paragraph (b).

(3) Procedures for correcting adminis-
trative errors or omissions—(i) In general.
An Agency’s correction of an adminis-
trative error or omission, as described
in paragraph (b)(2) of this section, must
amend the document so that the cor-
rected document reflects the original
intent of the Agency, or the Agency
and the affected taxpayer, and com-
plies with applicable rules and regula-
tions under section 42.

(ii) Specific procedures. If a document
corrects a document containing an ad-
ministrative error or omission that has
not yet been filed with the Internal
Revenue Service, the Agency, or the
Agency and the affected taxpayer,
should complete and file the corrected
document as the original. When a docu-
ment containing an administrative
error or omission has already been filed
with the Service, the Agency, or the
Agency and the affected taxpayer,
should refile a copy of the document
containing the administrative error or
omission, and prominently and clearly
note the correction thereon or on an
attached new document. The Agency
should indicate at the top of the docu-
ment(s) that the correction is being
made under § 1.42–13 of the Income Tax
Regulations.

(iii) Secretary’s prior approval required.
An Agency must obtain the Secretary’s
prior approval to correct an adminis-
trative error or omission, as described
in paragraph (b)(2) of this section, if
the correction is not made before the
close of the calendar year of the error
or omission and the correction—

(A) Is a numerical change to the
housing credit dollar amount allocated
for the building or project;

(B) Affects the determination of any
component of the State’s housing cred-
it ceiling under section 42(h)(3)(C); or

(C) Affects the State’s unused hous-
ing credit carryover that is assigned to
the Secretary under section 42(h)(3)(D).
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(iv) Requesting the Secretary’s ap-
proval. To obtain the Secretary’s ap-
proval under paragraph (b)(3)(iii) of
this section, an Agency must submit a
request for the Secretary’s approval
within a reasonable period after discov-
ering the administrative error or omis-
sion, and must agree to any conditions
that may be required by the Secretary
under paragraph (b)(3)(v) of this sec-
tion. When requesting the Secretary’s
approval, the Agency, or the Agency
and the affected taxpayer, must file an
application that complies with the re-
quirements of this paragraph (b)(3)(iv).
For further information on the applica-
tion procedure see Rev. Proc. 93–1, 1993–
1 I.R.B. 10 (or any subsequent applica-
ble revenue procedure). (See
§ 601.601(d)(2)(ii)(b) of this chapter.) The
application requesting the Secretary’s
approval must contain the following
information—

(A) The name, address, and identi-
fication number of each affected tax-
payer;

(B) The Building Identification Num-
ber (B.I.N.) and address of each build-
ing or project affected by the adminis-
trative error or omission;

(C) A statement explaining the ad-
ministrative error or omission and the
intent of the Agency, or of the Agency
and the affected taxpayer, when the
document was originally completed;

(D) Copies of any supporting docu-
mentation;

(E) A statement explaining the ef-
fect, if any, that a correction of the ad-
ministrative error or omission would
have on the housing credit dollar
amount allocated for any building or
project; and

(F) A statement explaining the ef-
fect, if any, that a correction of the ad-
ministrative error or omission would
have on the determination of the com-
ponents of the State’s housing credit
ceiling under section 42(h)(3)(C) or on
the State’s unused housing credit car-
ryover that is assigned to the Sec-
retary under section 42(h)(3)(D).

(v) Agreement to conditions. To obtain
the Secretary’s approval under para-
graph (b)(3)(iii) of this section, an
Agency, or the Agency and the affected
taxpayer, must agree to the conditions
the Secretary considers appropriate.

(c) Examples. The following examples
illustrate the scope of this section:

Example 1. Individual B applied to Agency
X for a reservation of a low-income housing
credit dollar amount for a building that is
part of a low-income housing project. When
applying for the low-income housing credit
dollar amount, B informed Agency X that B
intended to form Partnership Y to finance
the project. After receiving the reservation
letter and prior to receiving an allocation, B
formed Partnership Y and sold partnership
interests to a number of limited partners. B
contributed the low-income housing project
to Partnership Y in exchange for a partner-
ship interest. B and Partnership Y informed
Agency X of the ownership change. When ac-
tually allocating the housing credit dollar
amount, Agency X sent Partnership Y a doc-
ument listing B, rather than Partnership Y,
as the building’s owner. Partnership Y
promptly notified Agency X of the error.
After reviewing related documents, Agency
X determined that it had incorrectly listed B
as the building’s owner on the allocation
document. Since the parties originally in-
tended that Partnership Y would receive the
allocation as the owner of the building,
Agency X may correct the error without ob-
taining the Secretary’s approval, and insert
Partnership Y as the building’s owner on the
allocation document.

Example 2. Agency Y allocated a lower low-
income housing credit dollar amount for a
low-income housing building than Agency Y
originally intended. After the close of the
calendar year of the allocation, B, the build-
ing’s owner, discovered the error and
promptly notified Agency Y. Agency Y re-
viewed relevant documents and agreed that
an error had occurred. Agency Y and B must
apply, as provided in paragraph (b)(3)(iv) of
this section, for the Secretary’s approval be-
fore Agency Y may correct the error.

(d) Effective date. This section is ef-
fective February 24, 1994. However, an
Agency may elect to apply these regu-
lations to administrative errors or
omissions that occurred before the pub-
lication of these regulations. Any rea-
sonable method used by a State or
local housing credit agency to correct
an administrative error or omission
prior to February 24, 1994, will be con-
sidered proper, provided that the meth-
od is consistent with the rules of sec-
tion 42.

[T.D. 8521, 59 FR 8861, Feb. 24, 1994]
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§ 1.42–14 Allocation rules for post-1989
State housing credit ceiling
amounts.

(a) In general. The State housing
credit ceiling for a State for any cal-
endar year after 1989 is comprised of
four components. The four components
are—

(1) $1.25 multiplied by the State popu-
lation (the population component);

(2) The unused State housing credit
ceiling, if any, of the State for the pre-
ceding calendar year (the unused
carryforward component);

(3) The amount of State housing
credit ceiling returned in the calendar
year (the returned credit component);
plus

(4) The amount, if any, allocated to
the State by the Secretary under sec-
tion 42(h)(3)(D) from a national pool of
unused credit (the national pool com-
ponent).

(b) The population component. The
population component of the State
housing credit ceiling of a State for
any calendar year is determined pursu-
ant to section 146(j). Thus, a State’s
population for any calendar year is de-
termined by reference to the most re-
cent census estimate, whether final or
provisional, of the resident population
of the State released by the Bureau of
the Census before the beginning of the
calendar year for which the State’s
housing credit ceiling is set. Unless
otherwise prescribed by applicable rev-
enue procedure, determinations of pop-
ulation are based on the most recent
estimates of population contained in
the Bureau of the Census publication,
Current Population Report, Series P–25;
Population Estimates and Projections, Es-
timates of the Population of States. For
convenience, the Internal Revenue
Service publishes the population esti-
mates annually in the Internal Rev-
enue Bulletin. (See § 601.601(d)(2)(ii)(b)).

(c) The unused carryforward compo-
nent. The unused carryforward compo-
nent of the State housing credit ceiling
of a State for any calendar year is the
excess, if any, of the sum of the popu-
lation and returned credit components,
over the aggregate housing credit dol-
lar amount allocated for the year. Any
credit amounts attributable to the na-
tional pool component of the State
housing credit ceiling that remain

unallocated at the close of a calendar
year are not carried forward to the suc-
ceeding calendar year; instead, the
credit expires and cannot be reallo-
cated by any Agency.

(d) The returned credit component—(1)
In general. The returned credit compo-
nent of the State housing credit ceiling
of a State for any calendar year equals
the housing credit dollar amount re-
turned during the calendar year that
was validly allocated within the State
in a prior calendar year to any project
that does not become a qualified low-
income housing project within the pe-
riod required by section 42, or as re-
quired by the terms of the allocation.
The returned credit component also in-
cludes credit allocated in a prior cal-
endar year that is returned as a result
of the cancellation of an allocation by
mutual consent or by an Agency’s de-
termination that the amount allocated
is not necessary for the financial feasi-
bility of the project. For purposes of
this section, credit is allocated within
a State if it is allocated from the
State’s housing credit ceiling by an
Agency of the State or of a constitu-
tional home rule city in the State.

(2) Limitations and special rules. The
following limitations and special rules
apply for purposes of this paragraph
(d).

(i) General limitations. Notwith-
standing any other provision of this
paragraph (d), returned credit does not
include any credit that was—

(A) Allocated prior to calendar year
1990;

(B) Allowable under section 42(h)(4)
(relating to the portion of credit at-
tributable to eligible basis financed by
certain tax-exempt bonds under section
103); or

(C) Allocated during the same cal-
endar year that it is received back by
the Agency.

(ii) Credit period limitation. Notwith-
standing any other provision of this
paragraph (d), an allocation of credit
may not be returned any later than 180
days following the close of the first
taxable year of the credit period for the
building that received the allocation.
After this date, credit that might oth-
erwise be returned expires, and cannot
be returned to or reallocated by any
Agency.
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(iii) Three-month rule for returned
credit. An Agency may, in its discre-
tion, treat any portion of credit that is
returned from a project after Sep-
tember 30 of a calendar year and that is
not reallocated by the close of the cal-
endar year as returned on January 1 of
the succeeding calendar year. In this
case, the returned credit becomes part
of the returned credit component of the
State housing credit ceiling for the
succeeding calendar year. Any portion
of credit that is returned from a
project after September 30 of a cal-
endar year that is reallocated by the
close of the calendar year is treated as
part of the returned credit component
of the State housing credit ceiling for
the calendar year that the credit was
returned.

(iv) Returns of credit. Subject to the
limitations of paragraphs (d)(2) (i) and
(ii) of this section, credit is returned to
the Agency in the following instances
in the manner described in paragraph
(d)(3) of this section.

(A) Building not qualified within re-
quired time period. If a building is not a
qualified building within the time pe-
riod required by section 42, it loses its
credit allocation and the credit is re-
turned. For example, a building is not
qualified within the required time pe-
riod if it is not placed in service within
the period required by section 42 or if
the project of which the building is a
part fails to meet the minimum set-
aside requirements of section 42(g)(1)
by the close of the first year of the
credit period.

(B) Noncompliance with terms of the al-
location. If a building does not comply
with the terms of its allocation, it
loses the credit allocation and the
credit is returned. The terms of an al-
location are the written conditions
agreed to by the Agency and the allo-
cation recipient in the allocation docu-
ment.

(C) Mutual consent. If the Agency and
the allocation recipient cancel an allo-
cation of an amount of credit by mu-
tual consent, that amount of credit is
returned.

(D) Amount not necessary for financial
feasibility. If an Agency determines
under section 42(m)(2) that an amount
of credit allocated to a project is not
necessary for the financial feasibility

of the project and its viability as a
qualified low-income housing project
throughout the credit period, that
amount of credit is returned.

(3) Manner of returning credit—( i)
Taxpayer notification. After an Agency
determines that a building or project
no longer qualifies under paragraph
(d)(2)(iv)(A), (B), or (D) of this section
for all or part of the allocation it re-
ceived, the Agency must provide writ-
ten notification to the allocation re-
cipient, or its successor in interest,
that all or part of the allocation is no
longer valid. The notification must
also state the amount of the allocation
that is no longer valid. The date of the
notification is the date the credit is re-
turned to the Agency. If an allocation
is cancelled by mutual consent under
paragraph (d)(2)(iv)(C) of this section,
there must be a written agreement
signed by the Agency, and the alloca-
tion recipient, or its successor in inter-
est, indicating the amount of the allo-
cation that is returned to the Agency.
The effective date of the agreement is
the date the credit is returned to the
Agency.

(ii) Internal Revenue Service notifica-
tion. If a credit is returned within 180
days following the close of the first
taxable year of a building’s credit pe-
riod as provided in paragraph (d)(2)(ii)
of this section, and a Form 8609, Low-
Income Housing Credit Allocation Certifi-
cation, has been issued for the building,
the Agency must notify the Internal
Revenue Service that the credit has
been returned. If only part of the credit
has been returned, this notification re-
quirement is satisfied when the Agency
attaches to an amended Form 8610, An-
nual Low- Income Housing Credit Agen-
cies Report, the original of an amended
Form 8609 reflecting the correct
amount of credit attributed to the
building together with an explanation
for the filing of the amended Forms.
The Agency must send a copy of the
amended Form 8609 to the taxpayer
that owns the building. If the building
is not issued an amended Form 8609 be-
cause all of the credit allocated to the
building is returned, notification to the
Internal Revenue Service is satisfied
by following the requirements pre-
scribed in § 1.42–5(e)(3) for filing a Form

VerDate 23<MAR>99 11:36 Apr 23, 1999 Jkt 183080 PO 00000 Frm 00143 Fmt 8010 Sfmt 8010 Y:\SGML\183080T.XXX pfrm08 PsN: 183080T



148

26 CFR Ch. I (4–1–99 Edition)§ 1.42–14

8823, Low-Income Housing Credit Agen-
cies Report of Noncompliance.

(e) The national pool component. The
national pool component of the State
housing credit ceiling of a State for
any calendar year is the portion of the
National Pool allocated to the State by
the Secretary for the calendar year.
The national pool component for any
calendar year is zero unless a State is
a qualified State. (See paragraph (i) of
this section for rules regarding the Na-
tional Pool and the description of a
qualified State.) Credit from the na-
tional pool component of a State hous-
ing credit ceiling must be allocated
prior to the close of the calendar year
or the credit expires and cannot be re-
allocated by any Agency. A national
pool component credit that is allocated
during a calendar year and returned
after the close of the calendar year
may qualify as part of the returned
credit component of the State housing
credit ceiling for the calendar year
that the credit is returned.

(f) When the State housing credit ceil-
ing is determined. For purposes of ac-
counting for the State housing credit
ceiling on Form 8610 and for purposes
of determining the set-aside apportion-
ment for projects involving qualified
nonprofit organizations described in
section 42(h)(5) and § 1.42–1T(c)(5), the
State housing credit ceiling for any
calendar year is determined at the
close of the calendar year.

(g) Stacking order. Under section
42(h)(3)(C), credit is treated as allo-
cated from the various components of
the State housing credit ceiling in the
following order. The first credit allo-
cated for any calendar year is treated
as credit from the sum of the popu-
lation and returned credit components
of the State housing credit ceiling.
Once all of the credit in these compo-
nents has been allocated, the next cred-
it allocated is treated as credit from
the unused carryforward component of
the State housing credit ceiling. Fi-
nally, after all of the credit from the
population component, returned credit
component, and unused carryforward
component has been allocated, any fur-
ther credit allocated is treated as cred-
it from the national pool component.

(h) Nonprofit set-aside—(1) Determina-
tion of set-aside. Under section 42(h)(5)

and § 1.42–1T(c)(5), at least 10 percent of
a State housing credit ceiling in any
calendar year must be set aside exclu-
sively for projects involving qualified
nonprofit organizations (the nonprofit
set-aside). However, credit allocated
from the nonprofit set-aside in a cal-
endar year and returned in a subse-
quent calendar year does not retain its
nonprofit set-aside character. The cred-
it becomes part of the returned credit
component of the State housing credit
ceiling for the calendar year that the
credit is returned and must be included
in determining the nonprofit set-aside
of the State housing credit ceiling for
that calendar year. Similarly, credit
amounts that are not allocated from
the nonprofit set-aside in a calendar
year and are returned in a subsequent
calendar year become part of the re-
turned credit component of the State
housing credit ceiling for that year and
are also included in determining the
set-aside for that year.

(2) Allocation rules. An Agency may
allocate credit from any component of
the State housing credit ceiling as part
of the nonprofit set-aside and need not
reserve 10 percent of each component
for the nonprofit set-aside. Thus, an
Agency may satisfy the nonprofit set-
aside requirement of section 42(h)(5)
and § 1.42–1T(c)(5) in any calendar year
by setting aside for allocation an
amount equal to at least 10 percent of
the total State housing credit ceiling
for the calendar year.

(i) National Pool—(1) In general. The
unused housing credit carryover of a
State for any calendar year is assigned
to the Secretary for inclusion in a na-
tional pool of unused housing credit
carryovers (National Pool) that is re-
allocated among qualified States the
succeeding calendar year. The assign-
ment to the Secretary is made on Form
8610.

(2) Unused housing credit carryover.
The unused housing credit carryover of
a State for any calendar year is the ex-
cess, if any, of the unused carryforward
component of the State housing credit
ceiling for the calendar year over the
excess, if any, of—

(i) The total housing credit dollar
amount allocated for the year; over
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(ii) The sum of the population and re-
turned credit components of the State
housing credit ceiling for the year.

(3) Qualified State—(i) In general. The
term qualified State means, with respect
to any calendar year, any State that
has allocated its entire State housing
credit ceiling for the preceding cal-
endar year and for which a request is
made by the State, not later than May
1 of the calendar year, to receive an al-
location of credit from the National
Pool for that calendar year. Except as
provided in paragraph (i)(3)(ii) of this
section, a State is not a qualified State
in a calendar year if there remains any
unallocated credit in its State housing
credit ceiling at the close of the pre-
ceding calendar year that was appor-
tioned to any Agency within the State
for the calendar year.

(ii) Exceptions—(A) De minimis
amount. If the amount remaining
unallocated at the close of a calendar
year is only a de minimis amount of
credit, the State is a qualified State el-
igible to participate in the National
Pool. For that purpose, a credit
amount is de minimis if it does not ex-
ceed 1 percent of the aggregate State
housing credit ceiling of the State for
the calendar year.

(B) Other circumstances. Pursuant to
the authority under section 42(n), the
Internal Revenue Service may deter-
mine that a State is a qualified State
eligible to participate in the National
Pool even though the State’s
unallocated credit is in excess of the 1
percent safe harbor set forth in para-
graph (A) of this section. The Internal
Revenue Service will make this deter-
mination based on all the facts and cir-
cumstances, weighing heavily the in-
terests of the States who would other-
wise qualify for the National Pool. The
Internal Revenue Service will gen-
erally grant relief under this paragraph
only where a State’s unallocated credit
is not substantial.

(iii) Time and manner for making re-
quest. For further guidance as to the
time and manner for making a request
of housing credit dollar amounts from
the National Pool by a qualified State,
see Rev. Proc. 92–31, 1992–1 C.B. 775.
(See 601.601(d)(2)(ii)(b)).

(4) Formula for determining the Na-
tional Pool. The amount allocated to a

qualified State in any calendar year is
an amount that bears the same ratio to
the aggregate unused housing credit
carryovers of all States for the pre-
ceding calendar year as that State’s
population for the calendar year bears
to the population of all qualified
States for the calendar year.

(j) Coordination between Agencies. The
Agency responsible for filing Form 8610
on behalf of all Agencies within a State
and making any request on behalf of
the State for credit from the National
Pool (the Filing Agency) must coordi-
nate with each Agency within the
State to ensure that the various re-
quirements of this section are complied
with. For example, the Filing Agency
of a State must ensure that all Agen-
cies within the State that were appor-
tioned a credit amount for the calendar
year have allocated all of their respec-
tive credit amounts for the calendar
year before the Filing Agency can
make a request on behalf of the State
for a distribution of credit from the
National Pool.

(k) Examples. (1) The operation of the
rules of this section may be illustrated
by the following examples. Unless oth-
erwise stated in an example, Agency A
is the sole Agency authorized to make
allocations of housing credit dollar
amounts in State M, all of Agency A’s
allocations are valid, and for calendar
year 1994 Agency A has available for al-
location a State housing credit ceiling
consisting of the following housing
credit dollar amounts:
A. Population component .................. $100
B. Unused carryforward component .. 50
C. Returned credit component .......... 10
D. National pool component .............. 0

Total ........................................ 160

(2) In addition, the $10 of returned
credit component was returned before
October 1, 1994.

Example 1—(i) Additional facts. By the close
of 1994, Agency A had allocated $80 of the
State M housing credit ceiling. Of the $80 al-
located, $16 was allocated to projects involv-
ing qualified nonprofit organizations.

(ii) Application of stacking rules. The first
credit allocated is treated as allocated from
the population and returned credit compo-
nents of the State housing credit ceiling, to
the extent of those components. In this case,
the $80 of credit allocated is less than the
sum of the population and returned credit
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components. The excess of the sum of the
population and returned credit components
over the total amount allocated for the cal-
endar year ($110¥80=$30) becomes the unused
carryforward component of State M’s 1995
State housing credit ceiling. Because Agency
A did not allocate credit in excess of the sum
of the population and returned credit compo-
nents, no credit is treated as allocated from
State M’s $50 unused carryforward compo-
nent in 1994. Because none of this component
may be carried forward, all $50 is assigned to
the Secretary for inclusion in the National
Pool. Under paragraph (i)(3) of this section,
State M does not qualify for credit from the
National Pool for the 1995 calendar year.

(iii) Nonprofit set-aside. Agency A allocated
exactly the amount of credit to projects in-
volving qualified nonprofit organizations as
necessary to meet the nonprofit set-aside re-
quirement ($16, 10% of the $160 ceiling).

Example 2—(i) Additional facts. By the close
of 1994, Agency A had allocated $130 of the
State M housing credit ceiling. Of the $130
allocated, $20 was allocated to projects in-
volving qualified nonprofit organizations.

(ii) Application of stacking rules. The first
$110 of credit allocated is treated as allo-
cated from the population and returned cred-
it components. In this case, because all of
the population and returned credit compo-
nents are allocated, no amount is included in
State M’s 1995 State housing credit ceiling as
an unused carryforward component. The
next $20 of credit allocated is treated as allo-
cated from the $50 unused carryforward com-
ponent. The $30 remaining in the unused
carryforward component is assigned to the
Secretary for inclusion in the National Pool
for the 1995 calendar year. Under paragraph
(i)(3) of this section, State M does not qual-
ify for credit from the National Pool for the
1995 calendar year.

(iii) Nonprofit set-aside. Agency A allocated
$4 more credit to projects involving qualified
nonprofit organizations than necessary to
meet the nonprofit set-aside requirement.
This does not reduce the application of the
10% nonprofit set-aside requirement to the
State M housing credit ceiling for the suc-
ceeding year.

Example 3—(i) Additional fact. None of the
applications for credit that Agency A re-
ceived for 1994 are for projects involving
qualified nonprofit organizations.

(ii) Nonprofit set-aside. Because at least 10%
of the State housing credit ceiling must be
set aside for projects involving a qualified
nonprofit organization, Agency A can allo-
cate only $144 of the $160 State housing cred-
it ceiling for calendar year 1994
($160¥16=$144). If Agency A allocates $144 of
credit, the credit is treated as allocated $110
from the population and returned credit
components and $34 from the unused
carryforward component. The $16 of

unallocated credit that is set aside for
projects involving qualified nonprofit organi-
zations is treated as the balance of the un-
used carryforward component, and is as-
signed to the Secretary for inclusion in the
National Pool. Under paragraph (i)(3) of this
section, State M does not qualify for credit
from the National Pool for the 1995 calendar
year.

Example 4—(i) Additional facts. The $10 of
returned credit component was returned
prior to October 1, 1994. However, a $40 credit
that had been allocated in calendar year 1993
to a project involving a qualified nonprofit
organization was returned to the Agency by
a mutual consent agreement dated November
15, 1994. By the close of 1994, Agency A had
allocated $160 of the State M housing credit
ceiling, including $16 of credit to projects in-
volving qualified nonprofit organizations.

(ii) Effect of three-month rule. Under the
three-month rule of paragraph (d)(2)(iii) of
this section, Agency A may treat all or part
of the $40 of previously allocated credit as re-
turned on January 1, 1995. If Agency A treats
all of the $40 amount as having been re-
turned in calendar year 1995, the State M
housing credit ceiling for 1994 is $160. This
entire amount, including the $16 nonprofit
set-aside, has been allocated in 1994. Under
paragraph (i)(3) of this section, State M
qualifies for the National Pool for the 1995
calendar year.

(iii) If three-month rule not used. If Agency
A treats all of the $40 of previously allocated
credit as returned in calendar year 1994, the
State housing credit ceiling for the 1994 cal-
endar year will be $200 of which $50 will be
attributable to the returned credit compo-
nent ($10+$40=$50). Because credit amounts
allocated in a prior calendar year that are
returned in a subsequent calendar year do
not retain their nonprofit character, the
nonprofit set-aside for calendar year 1994 is
$20 (10% of $200). The $160 that Agency A al-
located during 1994 is first treated as allo-
cated from the population and returned cred-
it components, which total $150. The next $10
of credit allocated is treated as allocated
from the unused carryforward component.
The $40 of unallocated credit from the un-
used carryforward component includes the $4
of unallocated nonprofit set-aside. The en-
tire $40 of credit from the carryforward com-
ponent is assigned to the Secretary for inclu-
sion in the National Pool for the 1995 cal-
endar year. State M does not qualify for
credit from the National Pool for the 1995
calendar year.

Example 5—(i) (A) Additional facts. For cal-
endar year 1994, Agency A has a State hous-
ing credit ceiling that consists of the fol-
lowing housing credit dollar amounts:

A. Population component .................. $100
B. Unused carryforward component .. 0
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C. Returned credit component .......... 20
D. National pool component .............. 10

Total ........................................ 130
Minimum nonprofit set-aside ............ 13
Ceiling amount not set-aside ............ 117

In addition, the $20 of returned credit com-
ponent was returned before October 1, 1994.
By the close of 1994, Agency A had allocated
$100 of the State housing credit ceiling.

(ii) Application of stacking rules. The $20 ex-
cess of the sum of the population component
and the returned credit component over the
total amount allocated for the calendar year
($120¥100=$20) becomes the unused
carryforward component of the State hous-
ing credit ceiling for the 1995 calendar year.
The $10 of unallocated credit from the na-
tional pool component expires and cannot be
reallocated. This amount is neither carried
over to 1995 by State M nor assigned to the
Secretary for inclusion in the National Pool.
Under paragraph (i)(3) of this section, State
M does not qualify for credit from the Na-
tional Pool for the 1995 calendar year.

(l) Effective date. The rules set forth
in § 1.42–14 are effective January 1, 1994.

[T.D. 8563, 59 FR 50163, Oct. 3, 1994; 60 FR
3345, Jan. 17, 1995]

§ 1.42–15 Available unit rule.
(a) Definitions. The following defini-

tions 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 resi-
dential 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 oc-
cupant 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 in-
come 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 (com-
bined with the income of all other oc-
cupants 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 in-
crease in the income of the occupants
of a low-income unit above the applica-
ble income limitation, if the income of
the occupants initially met the appli-
cable 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 min-
imum set-aside requirement of section
42(g)(1).

(c) Exception. A unit ceases to be
treated as a low-income unit if it be-
comes an over-income unit and a non-
qualified resident occupies any com-
parable 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 resi-
dents all comparable units that are
available or that subsequently become
available in the same building to con-
tinue treating the over-income unit as
a low-income unit. Once the percentage
of low-income units in a building (ex-
cluding 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 signifi-
cance. The failure to maintain the
over-income units as low-income units,
however, may affect the decision of
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whether or not to rent a particular
available unit at market rate at a later
time. A unit is not available for pur-
poses 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 exam-
ple, a unit is not available if it is sub-
ject 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 resi-
dent 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 in-
come exceeds the applicable income
limitation, moves from an over-income
unit to a vacant unit in the same build-
ing, the newly occupied unit is treated
as an over-income unit. The vacated
unit assumes the status the newly oc-
cupied unit had immediately before it
was occupied by the current resident.

(e) Available unit rule applies sepa-
rately to each building in a project. In a
project containing more than one low-
income building, the available unit
rule applies separately to each build-
ing.

(f) Result of noncompliance with avail-
able unit rule. If any comparable unit
that is available or that subsequently
becomes available is rented to a non-
qualified resident, all over-income
units for which the available unit was
a comparable unit within the same
building lose their status as low-in-
come 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 obliga-
tions 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 non-
compliance 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 hous-
ing credit agency for five low-income units.
By the close of 1998, the first year of the
credit period, the project satisfied the min-
imum set-aside requirement of section
42(g)(1)(B). Units 1, 2, 3, 4, and 5 were occu-
pied 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 recap-
ture of credit, the project owner must main-
tain five of the units as low-income units. On
November 1, 1999, the certificates of annual
income state that annual incomes of the in-
dividuals in Units 1, 2, and 3 increased above
140 percent of the income limitation applica-
ble under section 42(g)(1), causing those units
to become over-income units. On November
30, 1999, Units 8 and 9 became vacant. On De-
cember 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 ten-
ant. Because Unit 10, an available com-
parable 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 re-
captured. 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 build-
ing are identically sized. The building con-
tains 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-in-
come 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 in-
come exceeding the applicable income limi-
tation, J is a qualified resident under the
available unit rule because J is a current
resident of the building. The unit newly oc-
cupied by J becomes an over-income unit
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under the available unit rule. The unit va-
cated by J assumes the status the newly oc-
cupied unit had immediately before J occu-
pied the unit. The over-income units in the
building continue to be treated as low-in-
come units.

(i) Effective date. This section applies
to leases entered into or renewed on
and after September 26, 1997.

[T.D. 8732, 62 FR 50505, Sept. 26, 1997]

§ 1.42–16 Eligible basis reduced by fed-
eral grants.

(a) In general. If, during any taxable
year of the compliance period (de-
scribed in section 42(i)(1)), a grant is
made with respect to any building or
the operation thereof and any portion
of the grant is funded with federal
funds (whether or not includible in
gross income), the eligible basis of the
building for the taxable year and all
succeeding taxable years is reduced by
the portion of the grant that is so fund-
ed.

(b) Grants do not include certain rental
assistance payments. A federal rental as-
sistance payment made to a building
owner on behalf or in respect of a ten-
ant is not a grant made with respect to
a building or its operation if the pay-
ment is made pursuant to—

(1) Section 8 of the United States
Housing Act of 1937 (42 U.S.C. 1437f)

(2) A qualifying program of rental as-
sistance administered under section 9
of the United States Housing Act of
1937 (42 U.S.C. 1437g); or

(3) A program or method of rental as-
sistance as the Secretary may des-
ignate by publication in the FEDERAL
REGISTER or in the Internal Revenue
Bulletin (see § 601.601(d)(2) of this chap-
ter).

(c) Qualifying rental assistance pro-
gram. For purposes of paragraph (b)(2)
of this section, payments are made pur-
suant to a qualifying rental assistance
program administered under section 9
of the United States Housing Act of
1937 to the extent that the payments—

(1) Are made to a building owner pur-
suant to a contract with a public hous-
ing authority with respect to units the
owner has agreed to maintain as public
housing units (PH-units) in the build-
ing;

(2) Are made with respect to units oc-
cupied by public housing tenants, pro-

vided that, for this purpose, units may
be considered occupied during periods
of short term vacancy (not to exceed 60
days); and

(3) Do not exceed the difference be-
tween the rents received from a build-
ing’s PH-unit tenants and a pro rata
portion of the building’s actual oper-
ating costs that are reasonably allo-
cable to the PH-units (based on square
footage, number of bedrooms, or simi-
lar objective criteria), and provided
that, for this purpose, operating costs
do not include any development costs
of a building (including developer’s
fees) or the principal or interest of any
debt incurred with respect to any part
of the building.

(d) Effective date. This section is ef-
fective September 26, 1997.

[T.D. 8731, 62 FR 50503, Sept. 26, 1997]

§ 1.42A–1 General tax credit for tax-
able years ending after December
31, 1975, and before January 1,
1979.

(a)(1) Allowance of credit for taxable
years ending after December 31, 1975, and
beginning before January 1, 1977. Subject
to the special rules of paragraphs (b)(1),
(c) and (d) and the limitation of para-
graph (e)(1) of this section, an indi-
vidual is allowed as a credit against
the tax imposed by chapter 1 for the
taxable year in the case of taxable
years ending after December 31, 1975,
and beginning before January 1, 1977,
an amount equal to the greater of—

(i) 2 percent of so much of the indi-
vidual’s taxable income as does not ex-
ceed $9,000, or

(ii) $35 multiplied by the total num-
ber of deductions for personal exemp-
tions to which the individual is enti-
tled for the taxable year under section
151 (b) and (e) and the regulations
thereunder (relating to allowance of
deductions for personal exemptions
with respect to the individual, the indi-
vidual’s spouse, and dependents).
For purposes of applying subdivision
(ii) of this paragraph (a)(1), the total
number of deductions for personal ex-
emptions shall not include any addi-
tional exemptions to which the indi-
vidual or his spouse may be entitled
based upon age of 65 or more or blind-
ness under section 151 (c) or (d) and the
regulations thereunder.y
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(2) Allowance of credit for taxable years
beginning after December 31, 1976, and
ending before January 1, 1979. Subject to
the special rules of paragraphs (b)(2),
(c) and (d) and the limitation of para-
graph (e)(2) of this section, an indi-
vidual is allowed as a credit against
the tax imposed by section 1, or
against the tax imposed in lieu of the
tax imposed by section 1, for the tax-
able year in the case of taxable years
beginning after December 31, 1976, and
ending before January 1, 1979, an
amount equal to the greater of—

(i) 2 percent of so much of the indi-
vidual’s taxable income for the taxable
year, reduced by the zero bracket
amount determined under section 63
(d), as does not exceed $9,000, or

(ii) $35 multiplied by the total num-
ber of deductions for personal exemp-
tions to which the individual is enti-
tled for the taxable year under section
151 and the regulations thereunder (re-
lating to allowance of deductions for
personal exemptions).

(b) Married individuals filing separate
returns—(1) For taxable years ending
after December 31, 1975, and beginning be-
fore January 1, 1977. In the case of tax-
able years ending after December 31,
1975, and beginning before January 1,
1977, a married individual who files a
separate return for the taxable year is
allowed as a credit for the taxable year
an amount equal to either—

(i) 2 percent of so much of the indi-
vidual’s taxable income as does not ex-
ceed $4,500, or

(ii) $35 multiplied by the total num-
ber of deductions for personal exemp-
tions to which the individual is enti-
tled for the taxable year under section
151 (b) and (e) and the regulations
thereunder, but only if both the indi-
vidual and the individual’s spouse elect
to have the credit determined in the
manner described in this subdivision
(ii) for their corresponding taxable
years. The elections shall be made by
both married individuals separately
calculating and claiming the credit in
the manner and amount described in
this subdivision (ii) on their separate
returns for their corresponding taxable
years. The rules of section 142 (a) and
the regulations thereunder (relating to
individuals not eligible for the stand-
ard deduction) in effect for taxable

years beginning before January 1, 1977,
apply to determine whether the taxable
years of the individual and the individ-
ual’s spouse correspond to each other.
For purposes of applying this subdivi-
sion (ii), the total number of deduc-
tions for personal exemptions shall not
include any additional exemptions to
which the individual may be entitled
based upon age of 65 or more or blind-
ness under section 151 (c) or (d) and the
regulations thereunder.

(2) For taxable years beginning after
December 31, 1976, and ending before Jan-
uary 1, 1979. In the case of taxable
years beginning after December 31,
1976, and ending before January 1, 1979,
a married individual who files a sepa-
rate return for the taxable year shall
determine the amount of the credit for
the taxable year under section 42(a)(2)
and § 1.42A–1(a)(2)(ii).

(3) Determination of marital status. For
purposes of this paragraph, the deter-
mination of marital status shall be
made as provided by section 143 and the
regulations thereunder (relating to the
determination of marital status).

(c) Return for short period on change of
annual accounting period. In computing
the credit provided by section 42 and
this section for a period of less than 12
months (hereinafter referred to as a
‘‘short period’’), where income is to be
annualized under section 443(b)(1) in
order to determine the tax—

(1) The credit allowed by paragraphs
(a) (1)(i) and (2)(i) of this section shall
be computed based upon the amount of
the taxable income annualized under
the rules of section 443(b)(1) and § 1.443–
1(b)(1), or

(2)(i) The credit allowed by paragraph
(a)(1)(ii) of this section shall be com-
puted based upon the total number of
deductions for personal exemptions to
which the individual is entitled for the
short period under section 151 (b) and
(e) and the regulations thereunder (re-
lating to allowance of deductions for
personal exemptions with respect to
the individual, the individual’s spouse,
and dependents), and

(ii) The credit allowed by paragraph
(a)(2)(ii) of this section shall be com-
puted based upon the total number of
deductions for personal exemptions to
which the individual is entitled for the
short period under section 151 and the
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regulations thereunder (relating to al-
lowance of deductions for personal ex-
emptions).
As so computed, the credit allowed by
section 42 and this section shall be al-
lowed against the tax computed on the
basis of the annualized taxable income.
See § 1.443–1(b)(1)(vi).

(d) Certain persons not eligible—(1) Es-
tates and trusts. The credit provided by
section 42 and this section shall not be
allowed in the case of any estate or
trust. Thus, the credit shall not be al-
lowed to an estate of an individual in
bankruptcy or to an estate of a de-
ceased individual. However, in the case
of a deceased individual, the credit
shall be allowed on the decedent’s final
return filed by his executor or other
representative. Also, the credit pro-
vided by section 42 and this section
shall be allowed in the case of a return
filed by an estate of an infant, incom-
petent, or an individual under a dis-
ability.

(2) Nonresident alien individuals. The
credit provided by section 42 and this
section shall not be allowed in the case
of any nonresident alien individual. As
used in this subparagraph, the term
‘‘nonresident alien individual’’ has the
meaning provided by § 1.871–2. See, how-
ever, section 6013(g) for election to
treat nonresident alien individual as
resident of the United States. The cred-
it shall be allowed to an alien indi-
vidual who is a resident of the United
States for part of the taxable year. See
§ 1.871–2(b) for rules relating to the de-
termination of residence of an alien in-
dividual. For purposes of paragraphs
(a) (1)(i) and (2)(i) of this section, the
credit allowed shall be computed by
taking into account only that portion
of the individual’s taxable income
which is attributable to the period of
his residence in the United States. For
purposes of paragraph (a)(1)(ii) of this
section, the credit allowed shall be
computed by taking into account only
the total number of deductions for per-
sonal exemptions to which the indi-
vidual is entitled under section 151 (b)
and (e) for the period of his residence in
the United States. For purposes of
paragraph (a)(2)(ii) of this section, the
credit allowed shall be computed by
taking into account only the total
number of deductions for personal ex-

emptions to which the individual is en-
titled under section 151 for the period
of his residence in the United States.
See § 1.871–13 for rules relating to
changes of residence status during a
taxable year.

(e) Limitation—(1) For taxable years
ending after December 31, 1975, and begin-
ning before January 1, 1977. For taxable
years ending after December 31, 1975,
and beginning before January 1, 1977,
the credit allowed by section 42 and
this section shall not exceed the
amount of tax imposed by chapter 1 for
the taxable year. In the case of an alien
individual who is a resident of the
United States for a part of the taxable
year, the credit allowed by section 42
and this section shall not exceed the
amount of tax imposed by chapter 1 for
that portion of the taxable year during
which the alien individual was a resi-
dent of the United States. See § 1.871–
13.

(2) For taxable years beginning after
December 31, 1976, and ending before Jan-
uary 1, 1979. For taxable years begin-
ning after December 31, 1976, and end-
ing before January 1, 1979, the credit
allowed by section 42 and this section
shall not exceed the amount of tax im-
posed by section 1, or the amount of
tax imposed in lieu of the tax imposed
by section 1, for the taxable year. In
the case of an alien individual who is a
resident of the United States for a part
of the taxable year, the credit allowed
by section 42 and this section shall not
exceed the amount of tax imposed by
section 1, or the amount of tax imposed
in lieu of the tax imposed by section 1,
for that portion of the taxable year
during which the alien individual was a
resident of the United States. See
§ 1.871–13.

(f) Application with other credits. In de-
termining the credits allowed under—

(1) Section 33 (relating to foreign tax
credit),

(2) Section 37 (relating to credit for
the elderly),

(3) Section 38 (relating to investment
in certain depreciable property),

(4) Section 40 (relating to expenses of
work incentive programs), and

(5) Section 41 (relating to contribu-
tions to candidates for public office),
the tax imposed for the taxable year
shall first be reduced (before any other
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reduction) by the credit allowed by sec-
tion 42 and this section for the taxable
year.

(g) Income tax tables to reflect credit.
The tables prescribed under section 3
shall reflect the credit allowed by sec-
tion 42 and this section.

(h) Effective dates. The credit allowed
by section 42 and this section applies
only for taxable years ending after De-
cember 31, 1975, and before January 1,
1979.

[T.D. 7547, 43 FR 19653, May 8, 1978]

§ 1.43–0 Table of contents.
This section lists the captions con-

tained in §§ 1.43–0 through 1.43–7.

§ 1.43–1 The enhanced oil recovery credit—
general rules.

(a) Claiming the credit.
(1) In general.
(2) Examples.

(b) Amount of the credit.
(c) Phase-out of the credit as crude oil prices

increase.
(1) In general.
(2) Inflation adjustment.
(3) Examples.

(d) Reduction of associated deductions.
(1) In general.
(2) Certain deductions by an integrated oil

company.
(e) Basis adjustment.
(f) Passthrough entity basis adjustment.

(1) Partners’ interests in a partnership.
(2) Shareholders’ stock in an S corpora-

tion.
(g) Examples.

§ 1.43–2 Qualified enhanced oil recovery
project.

(a) Qualified enhanced oil recovery project.
(b) More than insignificant increase.
(c) First injection of liquids, gases, or other

matter.
(1) In general.
(2) Example.

(d) Significant expansion exception.
(1) In general.
(2) Substantially unaffected reservoir vol-

ume.
(3) Terminated projects.
(4) Change in tertiary recovery method.
(5) Examples.

(e) Qualified tertiary recovery methods.
(1) In general.
(2) Tertiary recovery methods that qualify.
(3) Recovery methods that do not qualify.
(4) Examples.

§ 1.43–3 Certification.

(a) Petroleum engineer’s certification of a
project.

(1) In general.
(2) Timing of certification.
(3) Content of certification.

(b) Operator’s continued certification of a
project.
(1) In general.
(2) Timing of certification.
(3) Content of certification.

(c) Notice of project termination.
(1) In general.
(2) Timing of notice.
(3) Content of notice.

(d) Failure to submit certification.
(e) Effective date.

§ 1.43–4 Qualified enhanced oil recovery costs.

(a) Qualifying costs.
(1) In general.
(2) Costs paid or incurred for an asset

which is used to implement more than
one qualified enhanced oil recovery
project or for other activities.

(b) Costs defined.
(1) Qualified tertiary injectant expenses.
(2) Intangible drilling and development

costs.
(3) Tangible property costs.
(4) Examples.

(c) Primary purpose.
(1) In general.
(2) Tertiary injectant costs.
(3) Intangible drilling and development

costs.
(4) Tangible property costs.
(5) Offshore drilling platforms.
(6) Examples.

(d) Costs paid or incurred prior to first injec-
tion.
(1) In general.
(2) First injection after filing of return for

taxable year costs are allowable.
(3) First injection more than 36 months

after close of taxable year costs are paid
or incurred.

(4) Injections in volumes less than the vol-
umes specified in the project plan.

(5) Examples.
(e) Other rules.

(1) Anti-abuse rule.
(2) Costs paid or incurred to acquire a

project.
(3) Examples.

§ 1.43–5 At-risk limitation.

§ 1.43–6 Election out of section 43.

(a) Election to have the credit not apply.
(1) In general.
(2) Time for making the election.
(3) Manner of making the election.

(b) Election by partnerships and S corpora-
tions.

§ 1.43–7 Effective date of regulations.

[T.D. 8448, 57 FR 54923, Nov. 23, 1992]

VerDate 23<MAR>99 11:36 Apr 23, 1999 Jkt 183080 PO 00000 Frm 00152 Fmt 8010 Sfmt 8010 Y:\SGML\183080T.XXX pfrm08 PsN: 183080T



157

Internal Revenue Service, Treasury § 1.43–1

§ 1.43–1 The enhanced oil recovery
credit—general rules.

(a) Claiming the credit—(1) In general.
The enhanced oil recovery credit (the
‘‘credit’’) is a component of the section
38 general business credit. A taxpayer
that owns an operating mineral inter-
est (as defined in § 1.614–2(b)) in a prop-
erty may claim the credit for qualified
enhanced oil recovery costs (as de-
scribed in § 1.43–4) paid or incurred by
the taxpayer in connection with a
qualified enhanced oil recovery project
(as described in § 1.43–2) undertaken
with respect to the property. A tax-
payer that does not own an operating
mineral interest in a property may not
claim the credit. To the extent a credit
included in the current year business
credit under section 38(b) is unused
under section 38, the credit is carried
back or forward under the section 39
business credit carryback and
carryforward rules.

(2) Examples. The following examples
illustrate the principles of this para-
graph (a).

Example 1. Credit for operating mineral in-
terest owner. In 1992, A, the owner of an op-
erating mineral interest in a property, be-
gins a qualified enhanced oil recovery
project using cyclic steam. B, who owns no
interest in the property, purchases and
places in service a steam generator. B sells A
steam, which A uses as a tertiary injectant
described in section 193. Because A owns an
operating mineral interest in the property
with respect to which the project is under-
taken, A may claim a credit for the cost of
the steam. Although B owns the steam gen-
erator used to produce steam for the project,
B may not claim a credit for B’s costs be-
cause B does not own an operating mineral
interest in the property.

Example 2. Credit for operating mineral in-
terest owner. C and D are partners in CD, a
partnership that owns an operating mineral
interest in a property. In 1992, CD begins a
qualified enhanced oil recovery project using
cyclic steam. D purchases a steam generator
and sells steam to CD. Because CD owns an
operating mineral interest in the property
with respect to which the project is under-
taken, CD may claim a credit for the cost of
the steam. Although D owns the steam gen-
erator used to produce steam for the project,
D may not claim a credit for the costs of the
steam generator because D paid these costs
in a capacity other than that of an operating
mineral interest owner.

(b) Amount of the credit. A taxpayer’s
credit is an amount equal to 15 percent

of the taxpayer’s qualified enhanced oil
recovery costs for the taxable year, re-
duced by the phase-out amount, if any,
determined under paragraph (c) of this
section.

(c) Phase-out of the credit as crude oil
prices increase—(1) In general. The
amount of the credit (determined with-
out regard to this paragraph (c)) for
any taxable year is reduced by an
amount which bears the same ratio to
the amount of the credit (determined
without regard to this paragraph (c))
as—

(i) The amount by which the ref-
erence price determined under section
29(d)(2)(C) for the calendar year imme-
diately preceding the calendar year in
which the taxable year begins exceeds
$28 (as adjusted under paragraph (c)(2)
of this section); bears to

(ii) $6.
(2) Inflation adjustment—(i) In general.

For any taxable year beginning in a
calendar year after 1991, an amount
equal to $28 multiplied by the inflation
adjustment factor is substituted for
the $28 amount under paragraph
(c)(1)(i) of this section.

(ii) Inflation adjustment factor. For
purposes of this paragraph (c), the in-
flation adjustment factor for any cal-
endar year is a fraction, the numerator
of which is the GNP implicit price
deflator for the preceding calendar
year and the denominator of which is
the GNP implicit price deflator for
1990. The ‘‘GNP implicit price deflator’’
is the first revision of the implicit
price deflator for the gross national
product as computed and published by
the Secretary of Commerce. As early as
practicable, the inflation adjustment
factor for each calendar year will be
published by the Internal Revenue
Service in the Internal Revenue Bul-
letin.

(3) Examples. The following examples
illustrate the principles of this para-
graph (c).

Example 1. Reference price exceeds $28. In
1992, E, the owner of an operating mineral in-
terest in a property, incurs $100 of qualified
enhanced oil recovery costs. The reference
price for 1991 determined under section
29(d)(2)(C) is $30 and the inflation adjustment
factor for 1992 is 1. E’s credit for 1992 deter-
mined without regard to the phase-out for
crude oil price increases is $15 ($100 × 15%). In
determining E’s credit, the credit is reduced
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by $5 ($15 × ($30 ¥ ($28 × 1))/6). Accordingly,
E’s credit for 1992 is $10 ($15 ¥ $5).

Example 2. Inflation adjustment. In 1993, F,
the owner of an operating mineral interest in
a property, incurs $100 of qualified enhanced
oil recovery costs. The 1992 reference price is
$34, and the 1993 inflation adjustment factor
is 1.10. F’s credit for 1993 determined without
regard to the phase-out for crude oil price in-
creases is $15 ($100 × 15%). In determining F’s
credit, $30.80 (1.10 × $28) is substituted for $28,
and the credit is reduced by $8 ($15 × ($34 ¥
$30.80)/6). Accordingly, F’s credit for 1993 is $7
($15 ¥ $8).

(d) Reduction of associated deduc-
tions—(1) In general. Any deduction al-
lowable under chapter 1 for an expendi-
ture taken into account in computing
the amount of the credit determined
under paragraph (b) of this section is
reduced by the amount of the credit at-
tributable to the expenditure.

(2) Certain deductions by an integrated
oil company. For purposes of deter-
mining the intangible drilling and de-
velopment costs that an integrated oil
company must capitalize under section
291(b), the amount allowable as a de-
duction under section 263(c) is the de-
duction allowable after paragraph
(d)(1) of this section is applied. See
§ 1.43–4(b)(2) (extent to which inte-
grated oil company intangible drilling
and development costs are qualified en-
hanced oil recovery costs).

(e) Basis adjustment. For purposes of
subtitle A, the increase in the basis of
property which would (but for this
paragraph (e)) result from an expendi-
ture with respect to the property is re-
duced by the amount of the credit de-
termined under paragraph (b) of this
section attributable to the expendi-
ture.

(f) Passthrough entity basis adjust-
ment—(1) Partners’ interests in a part-
nership. To the extent a partnership ex-
penditure is not deductible under para-
graph (d)(1) of this section or does not
increase the basis of property under
paragraph (e) of this section, the ex-
penditure is treated as an expenditure
described in section 705(a)(2)(B) (con-
cerning decreases to basis of partner-
ship interests). Thus, the adjusted
bases of the partners’ interests in the
partnership are decreased (but not
below zero).

(2) Shareholders’ stock in an S corpora-
tion. To the extent an S corporation ex-

penditure is not deductible under para-
graph (d)(1) of this section or does not
increase the basis of property under
paragraph (e) of this section, the ex-
penditure is treated as an expenditure
described in section 1367(a)(2)(D) (con-
cerning decreases to basis of S corpora-
tion stock). Thus, the bases of the
shareholders’ S corporation stock are
decreased (but not below zero).

(g) Examples. The following examples
illustrate the principles of paragraphs
(d) through (f) of this section.

Example 1. Deductions reduced for credit
amount. In 1992, G, the owner of an operating
mineral interest in a property, incurs $100 of
intangible drilling and development costs in
connection with a qualified enhanced oil re-
covery project undertaken with respect to
the property. G elects under section 263(c) to
deduct these intangible drilling and develop-
ment costs. The amount of the credit deter-
mined under paragraph (b) of this section at-
tributable to the $100 of intangible drilling
and development costs is $15 ($100 × 15%).
Therefore, G’s otherwise allowable deduction
of $100 for the intangible drilling and devel-
opment costs is reduced by $15. Accordingly,
in 1992, G may deduct under section 263(c)
only $85 ($100 ¥ $15) for these costs.

Example 2. Integrated oil company deduc-
tion reduced. The facts are the same as in
Example 1, except that G is an integrated oil
company. As in Example 1, the amount of the
credit determined under paragraph (b) of this
section attributable to the $100 of intangible
drilling and development costs is $15, and G’s
allowable deduction under section 263(c) is
$85. Because G is an integrated oil company,
G must capitalize 25.50 ($85 × 30%) under sec-
tion 291(b). Therefore, in 1992, G may deduct
under section 263(c) only $59.50 ($85 ¥ $25.50)
for these intangible drilling and development
costs.

Example 3. Basis of property reduced. In
1992, H, the owner of an operating mineral
interest in a property, pays $100 to purchase
tangible property that is an integral part of
a qualified enhanced oil recovery project un-
dertaken with respect to the property. The
amount of the credit determined under para-
graph (b) of this section attributable to the
$100 is $15 ($100 × 15%). Therefore, for pur-
poses of subtitle A, H’s basis in the tangible
property is $85 ($100 ¥ $15).

Example 4. Basis of interest in passthrough
entity reduced. In 1992, I is a $50% partner in
IJ, a partnership that owns an operating
mineral interest in a property. IJ pays $200
to purchase tangible property that is an in-
tegral part of a qualified enhanced oil recov-
ery project undertaken with respect to the
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property. The amount of the credit deter-
mined under paragraph (b) of this section at-
tributable to the $200 is $30 ($200 × 15%).
Therefore, for purposes of subtitle A, IJ’s
basis in the tangible property is $170 ($200 ¥
$30). Under paragraph (f) of this section, the
amount of the purchase price that does not
increase the basis of the property ($30) is
treated as an expenditure described in sec-
tion 705(a)(2)(B). Therefore, I’s basis in the
partnership interest is reduced by $15 (I’s al-
locable share of the section 705(a)(2)(B) ex-
penditure ($30 × 50%)).

[T.D. 8448, 57 FR 54923, Nov. 23, 1992; 58 FR
7987, Feb. 11, 1993]

§ 1.43–2 Qualified enhanced oil recov-
ery project.

(a) Qualified enhanced oil recovery
project. A ‘‘qualified enhanced oil re-
covery project’’ is any project that
meets all of the following require-
ments—

(1) The project involves the applica-
tion (in accordance with sound engi-
neering principles) of one or more
qualified tertiary recovery methods (as
described in paragraph (e) of this sec-
tion) that is reasonably expected to re-
sult in more than an insignificant in-
crease in the amount of crude oil that
ultimately will be recovered;

(2) The project is located within the
United States (within the meaning of
section 638(1));

(3) The first injection of liquids,
gases, or other matter for the project
(as described in paragraph (c) of this
section) occurs after December 31, 1990;
and

(4) The project is certified under
§ 1.43–3.

(b) More than insignificant increase.
For purposes of paragraph (a)(1) of this
section, all the facts and circumstances
determine whether the application of a
tertiary recovery method can reason-
ably be expected to result in more than
an insignificant increase in the amount
of crude oil that ultimately will be re-
covered. Certain information sub-
mitted as part of a project certification
is relevant to this determination. See
§ 1.43–3(a)(3)(i)(D). In no event is the ap-
plication of a recovery method that
merely accelerates the recovery of
crude oil considered an application of
one or more qualified tertiary recovery
methods that can reasonably be ex-
pected to result in more than an insig-

nificant increase in the amount of
crude oil that ultimately will be recov-
ered.

(c) First injection of liquids, gases, or
other matter—(1) In general. The ‘‘first
injection of liquids, gases, or other
matter’’ generally occurs on the date a
tertiary injectant is first injected into
the reservoir. The ‘‘first injection of
liquids, gases, or other matter’’ does
not include—

(i) The injection into the reservoir of
any liquids, gases, or other matter for
the purpose of pretreating or
preflushing the reservoir to enhance
the efficiency of the tertiary recovery
method; or

(ii) Test or experimental injections.
(2) Example. The following example il-

lustrates the principles of this para-
graph (c).

Example. Injections to pretreat the res-
ervoir. In 1989, A, the owner of an operating
mineral interest in a property, began inject-
ing water into the reservoir for the purpose
of elevating reservoir pressure to obtain mis-
cibility pressure to prepare for the injection
of miscible gas in connection with an en-
hanced oil recovery project. In 1992, A ob-
tains miscibility pressure in the reservoir
and begins injecting miscible gas into the
reservoir. The injection of miscible gas,
rather than the injection of water, is the
first injection of liquids, gases, or other mat-
ter into the reservoir for purposes of deter-
mining whether the first injection of liquids,
gases, or other matter occurs after December
31, 1990.

(d) Significant expansion exception—(1)
In general. If a project for which the
first injection of liquids, gases, or
other matter (within the meaning of
paragraph (c)(1) of this section) oc-
curred before January 1, 1991, is signifi-
cantly expanded after December 31,
1990, the expansion is treated as a sepa-
rate project for which the first injec-
tion of liquids, gases, or other matter
occurs after December 31, 1990.

(2) Substantially unaffected reservoir
volume. A project is considered signifi-
cantly expanded if the injection of liq-
uids, gases, or other matter after De-
cember 31, 1990, is reasonably expected
to result in more than an insignificant
increase in the amount of crude oil
that ultimately will be recovered from
reservoir volume that was substan-
tially unaffected by the injection of
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liquids, gases, or other matter before
January 1, 1991.

(3) Terminated projects. Except as oth-
erwise provided in this paragraph
(d)(3), a project is considered signifi-
cantly expanded if each qualified ter-
tiary recovery method implemented in
the project prior to January 1, 1991,
terminated more than 36 months before
implementing an enhanced oil recovery
project that commences after Decem-
ber 31, 1990. Notwithstanding the provi-
sions of the preceding sentence, if a
project implemented prior to January
1, 1991, is terminated for less than 36
months before implementing an en-
hanced oil recovery project that com-
mences after December 31, 1990, a tax-
payer may request permission to treat
the project that commences after De-
cember 31, 1990, as a significant expan-
sion. Permission will not be granted if
the Internal Revenue Service deter-
mines that a project was terminated to
make an otherwise nonqualifying
project eligible for the credit. For pur-
poses of section 43, a qualified tertiary
recovery method terminates at the
point in time when the method no
longer results in more than an insig-
nificant increase in the amount of
crude oil that ultimately will be recov-
ered. All the facts and circumstances
determine whether a tertiary recovery
method has terminated. Among the
factors considered is the project plan,
the unit plan of development, or other
similar plan. A tertiary recovery meth-
od is not necessarily terminated mere-
ly because the injection of the tertiary
injectant has ceased. For purposes of
this paragraph (d)(1), a project is im-
plemented when costs that will be
taken into account in determining the
credit with respect to the project are
paid or incurred.

(4) Change in tertiary recovery method.
If the application of a tertiary recovery
method or methods with respect to an
enhanced oil recovery project for which
the first injection of liquids, gases, or
other matter occurred before January
1, 1991, has not been terminated for
more than 36 months, a taxpayer may
request a private letter ruling from the
Internal Revenue Service whether the
application of a different tertiary re-
covery method or methods after De-
cember 31, 1990, that does not affect

reservoir volume substantially unaf-
fected by the previous tertiary recov-
ery method or methods, is treated as a
significant expansion. All the facts and
circumstances determine whether a
change in tertiary recovery method is
treated as a significant expansion.
Among the factors considered are
whether the change in tertiary recov-
ery method is in accordance with sound
engineering principles and whether the
change in method will result in more
than an insignificant increase in the
amount of crude oil that would be re-
covered using the previous method. A
more intensive application of a ter-
tiary recovery method after December
31, 1990, is not treated as a significant
expansion.

(5) Examples. The following examples
illustrate the principles of this para-
graph (d).

Example 1. Substantially unaffected res-
ervoir volume. In January 1988, B, the owner
of an operating mineral interest in a prop-
erty, began injecting steam into the res-
ervoir in connection with a cyclic steam en-
hanced oil recovery project. The project af-
fected only a portion of the reservoir vol-
ume. In 1992, B begins cyclic steam injec-
tions with respect to reservoir volume that
was substantially unaffected by the previous
cyclic steam project. Because the injection
of steam into the reservoir in 1992 affects
reservoir volume that was substantially un-
affected by the previous cyclic steam injec-
tion, the cyclic steam injection in 1992 is
treated as a separate project for which the
first injection of liquids, gases, or other mat-
ter occurs after December 31, 1990.

Example 2. Tertiary recovery method ter-
minated more than 36 months. In 1982, C, the
owner of an operating mineral interest in a
property, implemented a tertiary recovery
project using cyclic steam injection as a
method for the recovery of crude oil. The
project was certified as a tertiary recovery
project for purposes of the windfall profit
tax. In May 1988, the application of the cy-
clic steam tertiary recovery method termi-
nated. In July 1992, C begins drilling injec-
tion wells as part of a project to apply the
steam drive tertiary recovery method with
respect to the same project area affected by
the cyclic steam method. C begins steam in-
jections in September 1992. Because C com-
mences an enhanced oil recovery project
more than 36 months after the previous ter-
tiary recovery method was terminated, the
project is treated as a separate project for
which the first injection of liquids, gases, or
other matter occurs after December 31, 1990.
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Example 3. Change in tertiary recovery
method affecting substantially unaffected
reservoir volume. In 1984, D, the owner of an
operating mineral interest in a property, im-
plemented a tertiary recovery project using
cyclic steam as a method for the recovery of
crude oil. The project was certified as a ter-
tiary recovery project for purposes of the
windfall profit tax. D continued the cyclic
steam injection until 1992, when the tertiary
recovery method was changed from cyclic
steam injection to steam drive. The steam
drive affects reservoir volume that was sub-
stantially unaffected by the cyclic steam in-
jection. Because the steam drive affects res-
ervoir volume that was substantially unaf-
fected by the cyclic steam injection, the
steam drive is treated as a separate project
for which the first injection of liquids, gases,
or other matter occurs after December 31,
1990.

Example 4. Change in tertiary recovery
method not affecting substantially unaf-
fected reservoir volume. In 1988, E, the owner
of an operating mineral interest in a prop-
erty, undertook an immiscible nitrogen en-
hanced oil recovery project that resulted in
more than an insignificant increase in the
ultimate recovery of crude oil from the prop-
erty. E continued the immiscible nitrogen
project until 1992, when the project was con-
verted from immiscible nitrogen displace-
ment to miscible nitrogen displacement by
increasing the injection of nitrogen to in-
crease reservoir pressure. The miscible nitro-
gen displacement affects the same reservoir
volume that was affected by the immiscible
nitrogen displacement. Because the miscible
nitrogen displacement does not affect res-
ervoir volume that was substantially unaf-
fected by the immiscible nitrogen displace-
ment nor was the immiscible nitrogen dis-
placement project terminated for more than
36 months before the miscible nitrogen dis-
placement project was implemented, E must
obtain a ruling whether the change from im-
miscible nitrogen displacement to miscible
nitrogen displacement is treated as a sepa-
rate project for which the first injection of
liquids, gases, or other matter occurs after
December 31, 1990. If E does not receive a rul-
ing, the miscible nitrogen displacement
project is not a qualified project.

Example 5. More intensive application of a
tertiary recovery method. In 1989, F, the
owner of an operating mineral interest in a
property, undertook an immiscible carbon
dioxide displacement enhanced oil recovery
project. F began injecting carbon dioxide
into the reservoir under immiscible condi-
tions. The injection of carbon dioxide under
immiscible conditions resulted in more than
an insignificant increase in the ultimate re-
covery of crude oil from the property. F con-
tinues to inject the same amount of carbon
dioxide into the reservoir until 1992, when
new engineering studies indicate that an in-

crease in the amount of carbon dioxide in-
jected is reasonably expected to result in a
more than insignificant increase in the
amount of crude oil that would be recovered
from the property as a result of the previous
injection of carbon dioxide. The increase in
the amount of carbon dioxide injected affects
the same reservoir volume that was affected
by the previous injection of carbon dioxide.
Because the additional carbon dioxide in-
jected in 1992 does not affect reservoir vol-
ume that was substantially unaffected by
the previous injection of carbon dioxide and
the previous immiscible carbon dioxide dis-
placement method was not terminated for
more than 36 months before additional car-
bon dioxide was injected, the increase in the
amount of carbon dioxide injected into the
reservoir is not a significant expansion.
Therefore, it is not a separate project for
which the first injection of liquids, gases, or
other matter occurs after December 31, 1990.

(e) Qualified tertiary recovery meth-
ods—(1) In general. For purposes of
paragraph (a)(1) of this section, a
‘‘qualified tertiary recovery method’’ is
any one or any combination of the ter-
tiary recovery methods described in
paragraph (e)(2) of this section. To ac-
count for advances in enhanced oil re-
covery technology, the Internal Rev-
enue Service may by revenue ruling
prescribe that a method not described
in paragraph (e)(2) of this section is a
‘‘qualified tertiary recovery method.’’
In addition, a taxpayer may request a
private letter ruling that a method not
described in paragraph (e)(2) of this
section or in a revenue ruling is a
qualified tertiary recovery method.
Generally, the methods identified in
revenue rulings or private letter rul-
ings will be limited to those methods
that involve the displacement of oil
from the reservoir rock by means of
modifying the properties of the fluids
in the reservoir or providing the energy
and drive mechanism to force the oil to
flow to a production well. The recovery
methods described in paragraph (e)(3)
of this section are not ‘‘qualified ter-
tiary recovery methods.’’

(2) Tertiary recovery methods that qual-
ify—(i) Thermal recovery methods—(A)
Steam drive injection. The continuous
injection of steam into one set of wells
(injection wells) or other injection
source to effect oil displacement to-
ward and production from a second set
of wells (production wells);
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(B) Cyclic steam injection—The alter-
nating injection of steam and produc-
tion of oil with condensed steam from
the same well or wells; and

(C) In situ combustion. The combus-
tion of oil or fuel in the reservoir sus-
tained by injection of air, oxygen-en-
riched air, oxygen, or supplemental
fuel supplied from the surface to dis-
place unburned oil toward producing
wells. This process may include the
concurrent, alternating, or subsequent
injection of water.

(ii) Gas Flood recovery methods—(A)
Miscible fluid displacement. The injec-
tion of gas (e.g., natural gas, enriched
natural gas, a liquified petroleum slug
driven by natural gas, carbon dioxide,
nitrogen, or flue gas) or alcohol into
the reservoir at pressure levels such
that the gas or alcohol and reservoir
oil are miscible;

(B) Carbon dioxide augmented
waterflooding. The injection of carbon-
ated water, or water and carbon diox-
ide, to increase waterflood efficiency;

(C) Immiscible carbon dioxide displace-
ment. The injection of carbon dioxide
into an oil reservoir to effect oil dis-
placement under conditions in which
miscibility with reservoir oil is not ob-
tained. This process may include the
concurrent, alternating, or subsequent
injection of water; and

(D) Immiscible nonhydrocarbon gas dis-
placement. The injection of nonhydro-
carbon gas (e.g., nitrogen) into an oil
reservoir, under conditions in which
miscibility with reservoir oil is not ob-
tained, to obtain a chemical or phys-
ical reaction (other than pressure) be-
tween the oil and the injected gas or
between the oil and other reservoir
fluids. This process may include the
concurrent, alternating, or subsequent
injection of water.

(iii) Chemical flood recovery methods—
(A) Microemulsion flooding. The injec-
tion of a surfactant system (e.g., a sur-
factant, hydrocarbon, cosurfactant,
electrolyte, and water) to enhance the
displacement of oil toward producing
wells; and

(B) Caustic flooding—The injection of
water that has been made chemically
basic by the addition of alkali metal
hydroxides, silicates, or other chemi-
cals.

(iv) Mobility control recovery method—
Polymer augmented waterflooding. The
injection of polymeric additives with
water to improve the areal and vertical
sweep efficiency of the reservoir by in-
creasing the viscosity and decreasing
the mobility of the water injected.
Polymer augmented waterflooding does
not include the injection of polymers
for the purpose of modifying the injec-
tion profile of the wellbore or the rel-
ative permeability of various layers of
the reservoir, rather than modifying
the water-oil mobility ratio.

(3) Recovery methods that do not qual-
ify. The term ‘‘qualified tertiary recov-
ery method’’ does not include—

(i) Waterflooding—The injection of
water into an oil reservoir to displace
oil from the reservoir rock and into the
bore of the producing well;

(ii) Cyclic gas injection—The in-
crease or maintenance of pressure by
injection of hydrocarbon gas into the
reservoir from which it was originally
produced;

(iii) Horizontal drilling—The drilling
of horizontal, rather than vertical,
wells to penetrate hydrocarbon bearing
formations;

(iv) Gravity drainage—The produc-
tion of oil by gravity flow from
drainholes that are drilled from a shaft
or tunnel dug within or below the oil
bearing zones; and

(v) Other methods—Any recovery
method not specifically designated as a
qualified tertiary recovery method in
either paragraph (e)(2) of this section
or in a revenue ruling or private letter
ruling described in paragraph (e)(1) of
this section.

(4) Examples. The following examples
illustrate the principles of this para-
graph (e).

Example 1. Polymer augmented waterflooding.
In 1992 G, the owner of an operating mineral
interest in a property, begins a waterflood
project with respect to the property. To re-
duce the relative permeability in certain
areas of the reservoir and minimize water
coning, G injects polymers to plug thief
zones and improve the areal and vertical
sweep efficiency of the reservoir. The injec-
tion of polymers into the reservoir does not
modify the water-oil mobility ratio. Accord-
ingly, the injection of polymers into the res-
ervoir in connection with the waterflood
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project does not constitute polymer aug-
mented waterflooding and the project is not
a qualified enhanced oil recovery project.

Example 2. Polymer augmented waterflooding.
In 1993 H, the owner of an operating mineral
interest in a property, begins a caustic flood-
ing project with respect to the property. En-
gineering studies indicate that the relative
permeability of various layers of the res-
ervoir may result in the loss of the injectant
to thief zones, thereby reducing the areal
and vertical sweep efficiency of the res-
ervoir. As part of the caustic flooding
project, H injects polymers to plug the thief
zones and improve the areal and vertical
sweep efficiency of the reservoir. Because
the polymers are injected into the reservoir
to improve the effectiveness of the caustic
flooding project, the project is a qualified en-
hanced oil recovery project.

[T.D. 8448, 57 FR 54925, Nov. 23, 1992; 58 FR
6678, Feb. 1, 1993]

§ 1.43–3 Certification

(a) Petroleum engineer’s certification of
a project—(1) In general. A petroleum
engineer must certify, under penalties
of perjury, that an enhanced oil recov-
ery project meets the requirements of
section 43(c)(2)(A). A petroleum engi-
neer’s certification must be submitted
for each project. The petroleum engi-
neer certifying a project must be duly
registered or certified in any State.

(2) Timing of certification. The oper-
ator of an enhanced oil recovery
project or any other operating mineral
interest owner designated by the oper-
ator (‘‘designated owner’’) must submit
a petroleum engineer’s certification to
the Internal Revenue Service Center,
Austin, Texas, or such other place as
may be designated by revenue proce-
dure or other published guidance, not
later than the last date prescribed by
law (including extensions) for filing the
operator’s or designated owner’s fed-
eral income tax return for the first tax-
able year for which the enhanced oil re-
covery credit (the ‘‘credit’’) is allow-
able. The operator may designate any
other operating mineral interest owner
(the ‘‘designated owner’’) to file the pe-
troleum engineer’s certification.

(3) Content of certification—(i) In gen-
eral. A petroleum engineer’s certifi-
cation must contain the following in-
formation—

(A) The name and taxpayer identi-
fication number of the operator or the

designated owner submitting the cer-
tification;

(B) A statement identifying the
project, including its geographic loca-
tion;

(C) A statement that the project in-
volves a tertiary recovery method (as
defined in section 43(c)(2)(A)(i)) and a
description of the process used, includ-
ing—

(1) A description of the implementa-
tion and operation of the project suffi-
cient to establish that it is imple-
mented and operated in accordance
with sound engineering practices;

(2) If the project involves the applica-
tion of a tertiary recovery method ap-
proved in a private letter ruling de-
scribed in paragraph (e)(1) of § 1.43–2, a
copy of the private letter ruling, and

(3) The date on which the first injec-
tion of liquids, gases, or other matter
occurred or is expected to occur.

(D) A statement that the application
of a qualified tertiary recovery method
or methods is expected to result in
more than an insignificant increase in
the amount of crude oil that ulti-
mately will be recovered, including—

(1) Data on crude oil reserve esti-
mates covering the project area with
and without the enhanced oil recovery
process,

(2) Production history prior to imple-
mentation of the project and estimates
of production after implementation of
the project, and

(3) An adequate delineation of the
reservoir, or portion of the reservoir,
from which the ultimate recovery of
crude oil is expected to be increased as
a result of the implementation and op-
eration of the project; and

(E) A statement that the petroleum
engineer believes that the project is a
qualified enhanced oil recovery project
within the meaning of section
43(c)(2)(A).

(ii) Additional information for signifi-
cantly expanded projects. The petroleum
engineer’s certification for a project
that is significantly expanded must in
addition contain—

(A) If the expansion affects reservoir
volume that was substantially unaf-
fected by a previously implemented
project, an adequate delineation of the
reservoir volume affected by the pre-
viously implemented project;
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(B) If the expansion involves the im-
plementation of an enhanced oil recov-
ery project more than 36 months after
the termination of a qualified tertiary
recovery method that was applied be-
fore January 1, 1991, the date on which
the previous tertiary recovery method
terminated and an explanation of the
data or assumptions relied upon to de-
termine the termination date;

(C) If the expansion involves the im-
plementation of an enhanced oil recov-
ery project less than 36 months after
the termination of a qualified tertiary
recovery method that was applied be-
fore January 1, 1991, a copy of a private
letter ruling from the Internal Revenue
Service that the project implemented
after December 31, 1990 is treated as a
significant expansion; or

(D) If the expansion involves the ap-
plication after December 31, 1990, of a
tertiary recovery method or methods
that do not affect reservoir volume
that was substantially unaffected by
the application of a different tertiary
recovery method or methods before
January 1, 1991, a copy of a private let-
ter ruling from the Internal Revenue
Service that the change in tertiary re-
covery method is treated as a signifi-
cant expansion.

(b) Operator’s continued certification of
a project—(1) In general. For each tax-
able year following the taxable year for
which the petroleum engineer’s certifi-
cation is submitted, the operator or
designated owner must certify, under
penalties of perjury, that an enhanced
oil recovery project continues to be im-
plemented substantially in accordance
with the petroleum engineer’s certifi-
cation submitted for the project. An
operator’s certification must be sub-
mitted for each project.

(2) Timing of certification. The oper-
ator or designated owner of an en-
hanced oil recovery project must sub-
mit an operator’s certification to the
Internal Revenue Service Center, Aus-
tin, Texas, or such other place as may
be designated by revenue procedure or
other published guidance, not later
than the last date prescribed by law
(including extensions) for filing the op-
erator’s or designated owner’s federal
income tax return for any taxable year
after the taxable year for which the pe-

troleum engineer’s certification is
filed.

(3) Content of certification. An opera-
tor’s certification must contain the fol-
lowing information—

(i) The name and taxpayer identifica-
tion number of the operator or the des-
ignated owner submitting the certifi-
cation;

(ii) A statement identifying the
project including its geographic loca-
tion and the date on which the petro-
leum engineer’s certification was filed;

(iii) A statement that the project
continues to be implemented substan-
tially in accordance with the petro-
leum engineer’s certification (as de-
scribed in paragraph (a) of this section)
submitted for the project; and

(iv) A description of any significant
change or anticipated change in the in-
formation submitted under paragraph
(a)(3) of this section, including a
change in the date on which the first
injection of liquids, gases, or other
matter occurred or is expected to
occur.

(c) Notice of project termination—(1) In
general. If the application of a tertiary
recovery method is terminated, the op-
erator or designated owner must sub-
mit a notice of project termination to
the Internal Revenue Service.

(2) Timing of notice. The operator or
designated owner of an enhanced oil re-
covery project must submit the notice
of project termination to the Internal
Revenue Service Center, Austin, Texas,
or such other place as may be des-
ignated by revenue procedure or other
published guidance, not later than the
last date prescribed by law (including
extensions) for filing the operator’s or
designated owner’s federal income tax
return for the taxable year in which
the project terminates.

(3) Content of notice. A notice of
project termination must contain the
following information—

(i) The name and taxpayer identifica-
tion number of the operator or the des-
ignated owner submitting the notice;

(ii) A statement identifying the
project including its geographic loca-
tion and the date on which the petro-
leum engineer’s certification was filed;
and
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(iii) The date on which the applica-
tion of the tertiary recovery method
was terminated.

(d) Failure to submit certification. If a
petroleum engineer’s certification (as
described in paragraph (a) of this sec-
tion) or an operator’s certification (as
described in paragraph (b) of this sec-
tion) is not submitted in the time or
manner prescribed by this section, the
credit will be allowed only after the ap-
propriate certifications are submitted.

[T.D. 8384, 56 FR 67177, Dec. 30, 1991; 57 FR
6074, Feb. 20, 1992; 57 FR 6353, Feb. 24, 1992.
Redesignated and amended by T.D. 8448, 57
FR 54927, Nov. 23, 1992]

§ 1.43–4 Qualified enhanced oil recov-
ery costs.

(a) Qualifying costs—(1) In general. Ex-
cept as provided in paragraph (e) of
this section, amounts paid or incurred
in any taxable year beginning after De-
cember 31, 1990, that are qualified ter-
tiary injectant expenses (as described
in paragraph (b)(1) of this section), in-
tangible drilling and development costs
(as described in paragraph (b)(2) of this
section), and tangible property costs
(as described in paragraph (b)(3) of this
section) are ‘‘qualified enhanced oil re-
covery costs’’ if the amounts are paid
or incurred with respect to an asset
which is used for the primary purpose
(as described in paragraph (c) of this
section) of implementing an enhanced
oil recovery project. Any amount paid
or incurred in any taxable year begin-
ning before January 1, 1991, in connec-
tion with an enhanced oil recovery
project is not a qualified enhanced oil
recovery cost.

(2) Costs paid or incurred for an asset
which is used to implement more than one
qualified enhanced oil recovery project or
for other activities. Any cost paid or in-
curred during the taxable year for an
asset which is used to implement more
than one qualified enhanced oil recov-
ery project is allocated among the
projects in determining the qualified
enhanced oil recovery costs for each
qualified project for the taxable year.
Similarly, any cost paid or incurred
during the taxable year for an asset
which is used to implement a qualified
enhanced oil recovery project and
which is also used for other activities
(for example, an enhanced oil recovery

project that is not a qualified enhanced
oil recovery project) is allocated
among the qualified enhanced oil re-
covery project and the other activities
to determine the qualified enhanced oil
recovery costs for the taxable year. See
§ 1.613–5(a). Any cost paid or incurred
for an asset which is used to implement
a qualified enhanced oil recovery
project and which is also used for other
activities is not required to be allo-
cated under this paragraph (a)(2) if the
use of the property for nonqualifying
activities is de minimis (e.g., not greater
than 10%). Costs are allocated under
this paragraph (a)(2) only if the asset
with respect to which the costs are
paid or incurred is used for the primary
purpose of implementing an enhanced
oil recovery project. See paragraph (c)
of this section. Any reasonable alloca-
tion method may be used. A method
that allocates costs based on the an-
ticipated use in a project or activity is
a reasonable method.

(b) Costs defined—(1) Qualified tertiary
injectant expenses. For purposes of this
section, ‘‘qualified tertiary injectant
expenses’’ means any costs that are
paid or incurred in connection with a
qualified enhanced oil recovery project
and that are deductible under section
193 for the taxable year. See section 193
and § 1.193–1. Qualified tertiary
injectant expenses are taken into ac-
count in determining the credit with
respect to the taxable year in which
the tertiary injectant expenses are de-
ductible under section 193.

(2) Intangible drilling and development
costs. For purposes of this section, ‘‘in-
tangible drilling and development
costs’’ means any intangible drilling
and development costs that are paid or
incurred in connection with a qualified
enhanced oil recovery project and for
which the taxpayer may make an elec-
tion under section 263(c) for the taxable
year. Intangible drilling and develop-
ment costs are taken into account in
determining the credit with respect to
the taxable year in which the taxpayer
may deduct the intangible drilling and
development costs under section 263(c).
For purposes of this paragraph (b)(2),
the amount of the intangible drilling
and development costs for which an in-
tegrated oil company may make an
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election under section 263(c) is deter-
mined without regard to section 291(b).

(3) Tangible property costs—(i) In gen-
eral. For purposes of this section, ‘‘tan-
gible property costs’’ means an amount
paid or incurred during a taxable year
for tangible property that is an inte-
gral part of a qualified enhanced oil re-
covery project and that is depreciable
or amortizable under chapter 1. An
amount paid or incurred for tangible
property is taken into account in de-
termining the credit with respect to
the taxable year in which the cost is
paid or incurred.

(ii) Integral part. For purposes of this
paragraph (b), tangible property is an
integral part of a qualified enhanced
oil recovery project if the property is
used directly in the project and is es-
sential to the completeness of the
project. All the facts and cir-
cumstances determine whether tan-
gible property is used directly in a
qualified enhanced oil recovery project
and is essential to the completeness of
the project. Generally, property used
to acquire or produce the tertiary
injectant or property used to transport
the tertiary injectant to a project site
is property that is an integral part of
the project.

(4) Examples. The following examples
illustrate the principles of this para-
graph (b). Assume for each of these ex-
amples that the qualified enhanced oil
recovery costs are paid or incurred
with respect to an asset which is used
for the primary purpose of imple-
menting an enhanced oil recovery
project.

Example 1. Qualified costs—in general. (i)
In 1992, X, a corporation, acquires an oper-
ating mineral interest in a property and un-
dertakes a cyclic steam enhanced oil recov-
ery project with respect to the property. X
pays a fee to acquire a permit to drill and
hires a contractor to drill six wells. As part
of the project implementation, X constructs
a building to serve as an office on the prop-
erty and purchases equipment, including
downhole equipment (e.g., casing, tubing,
packers, and sucker rods), pumping units, a
steam generator, and equipment to remove
gas and water from the oil after it is pro-
duced. X constructs roads to transport the
equipment to the wellsites and incurs costs
for clearing and draining the ground in prep-
aration for the drilling of the wells. X pur-
chases cars and trucks to provide transpor-
tation for monitoring the wellsites. In addi-

tion, X contracts with Y for the delivery of
water to produce steam to be injected in con-
nection with the cyclic steam project, and
purchases storage tanks to store the water.

(ii) The leasehold acquisition costs are not
qualified enhanced oil recovery costs. How-
ever, the costs of the permit to drill are in-
tangible drilling and development costs that
are qualified costs. The costs associated with
hiring the contractor to drill, constructing
roads, and clearing and draining the ground
are intangible drilling and development
costs that are qualified enhanced oil recov-
ery costs. The downhole equipment, the
pumping units, the steam generator, and the
equipment to remove the gas and water from
the oil after it is produced are used directly
in the project and are essential to the com-
pleteness of the project. Therefore, this
equipment is an integral part of the project
and the costs of the equipment are qualified
enhanced oil recovery costs. Although the
building that X constructs as an office and
the cars and trucks X purchases to provide
transportation for monitoring the wellsites
are used directly in the project, they are not
essential to the completeness of the project.
Therefore, the building and the cars and
trucks are not an integral part of the project
and their costs are not qualified enhanced oil
recovery costs. The cost of the water X pur-
chases from Y is a tertiary injectant expense
that is a qualified enhanced oil recovery
cost. The storage tanks X acquires to store
the water are required to provide a proxi-
mate source of water for the production of
steam. Therefore, the water storage tank are
an integral part of the project and the costs
of the water storage tanks are qualified en-
hanced oil recovery costs.

Example 2. Diluent storage tanks. In 1992,
A, the owner of an operating mineral inter-
est, undertakes a qualified enhanced oil re-
covery project with respect to the property.
A acquires diluent to be used in connection
with the project. A stores the diluent in a
storage tank that A acquires for that pur-
pose. The storage tank provides a proximate
source of diluent to be used in the tertiary
recovery method. Therefore, the storage
tank is used directly in the project and is es-
sential to the completeness of the project.
Accordingly, the storage tanks is an integral
part of the project and the cost of the stor-
age tank is a qualified enhanced oil recovery
cost.

Example 3. Oil storage tanks. In 1992, Z, a
corporation and the owner of an operating
mineral interest in a property, undertakes a
qualified enhanced oil recovery project with
respect to the property. Z acquires storage
tanks that Z will use solely to store the
crude oil that is produced from the enhanced
oil recovery project. The storage tanks are
not used directly in the project and are not
essential to the completeness of the project.
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Therefore, the storage tanks are not an inte-
gral part of the enhanced oil recovery
project and the costs of the storage tanks
are not qualified enhanced oil recovery
costs.

Example 4. Oil refinery. B, the owner of an
operating mineral interest in a property, un-
dertakes a qualified enhanced oil recovery
project with respect to the property. Located
on B’s property is an oil refinery where B
will refine the crude oil produced from the
project. The refinery is not used directly in
the project and is not essential to the com-
pleteness of the project. Therefore, the refin-
ery is not an integral part of the enhanced
oil recovery project.

Example 5. Gas processing plant. C, the
owner of an operating mineral interest in a
property, undertakes a qualified enhanced
oil recovery project with respect to the prop-
erty. A gas processing plant where C will
process gas produced in the project is located
on C’s property. The gas processing plant is
not used directly in the project and is not es-
sential to the completeness of the project.
Therefore, the gas processing plant is not an
integral part of the enhanced oil recovery
project.

Example 6. Gas processing equipment. The
facts are the same as in Example 5 except
that C uses a portion of the gas processing
plant to separate and recycle the tertiary
injectant. The gas processing equipment
used to separate and recycle the tertiary
injectant is used directly in the project and
is essential to the completeness of the
project. Therefore, the gas processing equip-
ment used to separate and recycle the ter-
tiary injectant is an integral part of the en-
hanced oil recovery project and the costs of
this equipment are qualified enhanced oil re-
covery costs.

Example 7. Steam generator costs allo-
cated. In 1988, D, the owner of an operating
mineral interest in a property, undertook a
steam drive project with respect to the prop-
erty. In 1992, D decides to undertake a steam
drive project with respect to reservoir vol-
ume that was substantially unaffected by
the 1988 project. The 1992 project is a signifi-
cant expansion that is a qualified enhanced
oil recovery project. D purchases a new
steam generator with sufficient capacity to
provide steam for both the 1988 project and
the 1992 project. The steam generator is used
directly in the 1992 project and is essential to
the completeness of the 1992 project. Accord-
ingly, the steam generator is an integral
part of the 1992 project. Because the steam
generator is also used to provide steam for
the 1988 project, D must allocate the cost of
the steam generator to the 1988 project and
the 1992 project. Only the portion of the cost
of the steam generator that is allocable to
the 1992 project is a qualified enhanced oil
recovery cost.

Example 8. Carbon dioxide pipeline. In 1992,
E, the owner of an operating mineral inter-
est in a property, undertakes an immiscible
carbon dioxide displacement project with re-
spect to the property. E constructs a pipeline
to convey carbon dioxide to the project site.
E contracts with F, a producer of carbon di-
oxide, to purchase carbon dioxide to be in-
jected into injection wells in E’s enhanced
oil recovery project. The cost of the carbon
dioxide is a tertiary injectant expense that is
a qualified enhanced oil recovery cost. The
pipeline is used by E to transport the ter-
tiary injectant, that is, the carbon dioxide to
the project site. Therefore, the pipeline is an
integral part of the project. Accordingly, the
cost of the pipeline is a qualified enhanced
oil recovery cost.

Example 9. Water source wells. In 1992, G
the owner of an operating mineral interest in
a property, undertakes a polymer augmented
waterflood project with respect to the prop-
erty. G drills water wells to provide water
for injection in connection with the project.
The costs of drilling the water wells are in-
tangible drilling and development costs that
are paid or incurred in connection with the
project. Therefore, the costs of drilling the
water wells are qualified enhanced oil recov-
ery costs.

Example 10. Leased equipment. In 1992, H,
the owner of an operating mineral interest in
a property undertakes a steam drive project
with respect to the property. H contracts
with I, a driller, to drill injection wells in
connection with the project. H also leases a
steam generator to provide steam for injec-
tion in connection with the project. The
drilling costs are intangible drilling and de-
velopment costs that are paid in connection
with the project and are qualified enhanced
oil recovery costs. The steam generator is
used to produce the tertiary injectant. The
steam generator is used directly in the
project and is essential to the completeness
of the project; therefore, it is an integral
part of the project. The costs of leasing the
steam generator are tangible property costs
that are qualified enhanced oil recovery
costs.

(c) Primary purpose—(1) In general.
For purposes of this section, a cost is a
qualified enhanced oil recovery cost
only if the cost is paid or incurred with
respect to an asset which is used for
the primary purpose of implementing
one or more enhanced oil recovery
projects, at least one of which is a
qualified enhanced oil recovery project.
All the facts and circumstances deter-
mine whether an asset is used for the
primary purpose of implementing an
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enhanced oil recovery project. For pur-
poses of this paragraph (c), an en-
hanced oil recovery project is a project
that satisfies the requirements of para-
graphs (a) (1) and (2) of section 1.43–2.

(2) Tertiary injectant costs. Tertiary
injectant costs generally satisfy the
primary purpose test of this paragraph
(c).

(3) Intangible drilling and development
costs. Intangible drilling and develop-
ment costs paid or incurred with re-
spect to a well that is used in connec-
tion with the recovery of oil by pri-
mary or secondary methods are not
qualified enhanced oil recovery costs.
Except as provided in this paragraph
(c)(3), a well used for primary or sec-
ondary recovery is not used for the pri-
mary purpose of implementing an en-
hanced oil recovery project. A well
drilled for the primary purpose of im-
plementing an enhanced oil recovery
project is not considered to be used for
primary or secondary recovery, not-
withstanding that some primary or
secondary production may result when
the well is drilled, provided that such
primary or secondary production is
consistent with the unit plan of devel-
opment or other similar plan. All the
facts and circumstances determine
whether primary or secondary recovery
is consistent with the unit plan of de-
velopment or other similar plan.

(4) Tangible property costs. Tangible
property costs must be paid or incurred
with respect to property which is used
for the primary purpose of implement-
ing an enhanced oil recovery project.

If tangible property is used partly in
a qualified enhanced oil recovery
project and partly in another activity,
the property must be primarily used to
implement the qualified enhanced oil
recovery project.

(5) Offshore drilling platforms.
Amounts paid or incurred in connec-
tion with the acquisition, construction,
transportation, erection, or installa-
tion of an offshore drilling platform
(regardless of whether the amounts are
intangible drilling and development
costs) that is used in connection with
the recovery of oil by primary or sec-
ondary methods are not qualified en-
hanced oil recovery costs. An offshore
drilling platform used for primary or
secondary recovery is not used for the

primary purpose of implementing an
enhanced oil recovery project.

(6) Examples. The following examples
illustrate the principles of this para-
graph (c).

Example 1. Intangible drilling and develop-
ment costs. In 1992, J incurs intangible drill-
ing and development costs in drilling a well.
J intends to use the well as an injection well
in connection with an enhanced oil recovery
project in 1994, but in the meantime will use
the well in connection with a secondary re-
covery project. J may not take the intan-
gible drilling and development costs into ac-
count in determining the credit because the
primary purpose of a well used for secondary
recovery is not to implement a qualified en-
hanced oil recovery project.

Example 2. Offshore drilling platform. K,
the owner of an operating mineral interest in
an offshore oil field located within the
United States, constructs an offshore drill-
ing platform that is designed to accommo-
date the primary, secondary, and tertiary de-
velopment of the field. Subsequent to pri-
mary and secondary development of the
field, K commences an enhanced oil recovery
project that involves the application of a
qualified tertiary recovery method. As part
of the enhanced oil recovery project, K drills
injection wells from the offshore drilling
platform K used in the primary and sec-
ondary development of the field and installs
an additional separator on the platform.

Because the offshore drilling platform was
used in the primary and secondary develop-
ment of the field and was not used for the
primary purpose of implementing tertiary
development of the field, costs incurred by K
in connection with the acquisition, construc-
tion, transportation, erection, or installa-
tion of the offshore drilling platform are not
qualified enhanced oil recovery costs. How-
ever, the costs K incurs for the additional
separator are qualified enhanced oil recovery
costs because the separator is used for the
primary purpose of implementing tertiary
development of the field. In addition, the in-
tangible drilling and development costs K in-
curs in connection with drilling the injection
wells are qualified enhanced oil recovery
costs with respect to which K may claim the
enhanced oil recovery credit.

(d) Costs paid or incurred prior to first
injection—(1) In general. Qualified en-
hanced oil recovery costs may be paid
or incurred prior to the date of the
first injection of liquids, gases, or
other matter (within the meaning of
§ 1.43–2(c)). If the first injection of liq-
uids, gases, or other matter occurs on
or before the date the taxpayer files
the taxpayer’s federal income tax re-
turn for the taxable year with respect
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to which the costs are allowable, the
costs may be taken into account on
that return. If the first injection of liq-
uids, gases, or other matter is expected
to occur after the date the taxpayer
files that return, costs may be taken
into account on that return if the In-
ternal Revenue Service issues a private
letter ruling to the taxpayer that so
permits.

(2) First injection after filing of return
for taxable year costs are allowable. Ex-
cept as provided in paragraph (d)(3) of
this section, if the first injection of liq-
uids, gases, or other matter occurs or
is expected to occur after the date the
taxpayer files the taxpayer’s federal in-
come tax return for the taxable year
with respect to which the costs are al-
lowable, the costs may be taken into
account on an amended return (or in
the case of a Coordinated Examination
Program taxpayer, on a written state-
ment treated as a qualified return)
after the earlier of—

(i) The date the first injection of liq-
uids, gases, or other matter occurs; or

(ii) The date the Internal Revenue
Service issues a private letter ruling
that provides that the taxpayer may
take costs into account prior to the
first injection of liquids, gases, or
other matter.

(3) First injection more than 36 months
after close of taxable year costs are paid
or incurred. If the first injection of liq-
uids, gases, or other matter occurs
more than 36 months after the close of
the taxable year in which costs are
paid or incurred, the taxpayer may
take the costs into account in deter-
mining the credit only if the Internal
Revenue Service issues a private letter
ruling to the taxpayer that so provides.

(4) Injections in volumes less than the
volumes specified in the project plan. For
purposes of this paragraph (d), injec-
tions in volumes significantly less than
the volumes specified in the project
plan, the unit plan of development, or
another similar plan do not constitute
the first injection of liquids, gases, or
other matter.

(5) Examples. The following examples
illustrate the provisions of paragraph
(d) of this section.

Example 1. First injection before return
filed. In 1992, L, a calendar year taxpayer,
undertakes a qualified enhanced oil recovery

project on a property in which L owns an op-
erating mineral interest. L incurs $1,000 of
intangible drilling and development costs,
which L may elect to deduct under section
263(c) for 1992. The first injection of liquids,
gases, or other matter (within the meaning
of § 1.43–2(c)) occurs in March 1993. L files a
1992 federal income tax return in April 1993.
Because the first injection occurs before the
filing of L’s 1992 federal income tax return, L
may take the $1,000 of intangible drilling and
development costs into account in deter-
mining the credit for 1992 on that return.

Example 2. First injection after return
filed. In 1993, M, a calendar year taxpayer,
undertakes a qualified enhanced oil recovery
project on a property in which M owns an op-
erating mineral interest. M incurs $2,000 of
intangible drilling and development costs,
which M elects to deduct under section 263(c)
for 1993. The first injection of liquids, gases,
or other matter is expected to occur in 1995.
M files a 1993 federal income tax return in
April 1994. Because the first injection of liq-
uids, gases, or other matter occurs after the
date on which M’s 1993 federal income tax re-
turn is filed in April 1994, M may take the
$2,000 of intangible drilling and development
costs into account on an amended return for
1993 after the earlier of the date the first in-
jection of liquids, gases, or other matter oc-
curs, or the date the Internal Revenue Serv-
ice issues a private letter ruling that pro-
vides that M may take the $2,000 into ac-
count prior to first injection.

Example 3. First injection more than 36
months after taxable year. N, a calendar
year taxpayer, owns an operating mineral in-
terest in a property on which N undertakes
an immiscible carbon dioxide displacement
project. In 1994, N incurs $5,000 in connection
with the construction of a pipeline to trans-
port carbon dioxide to the project site. The
first injection of liquids, gases, or other mat-
ter is expected to occur after the pipeline is
completed in 1998. Because the first injection
of liquids, gases, or other matter occurs
more than 36 months after the close of the
taxable year in which the $5,000 is incurred,
N may take the $5,000 into account in deter-
mining the credit only if N receives a private
letter ruling from the Internal Revenue
Service that provides that N may take the
$5,000 into account prior to first injection.

(e) Other rules—(1) Anti-abuse rule.
Costs paid or incurred with respect to
an asset that is acquired, used, or
transferred in a manner designed to du-
plicate or otherwise unreasonably in-
crease the amount of the credit are not
qualified enhanced oil recovery costs,
regardless of whether the costs would
otherwise be creditable for a single
taxpayer or more than one taxpayer.
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(2) Costs paid or incurred to acquire a
project. A purchaser of an existing
qualified enhanced oil recovery project
may claim the credit for any section 43
costs in excess of the acquisition cost.
However, costs paid or incurred to ac-
quire an existing qualified enhanced oil
recovery project (or an interest in an
existing qualified enhanced oil recov-
ery project) are not eligible for the
credit.

(3) Examples. The following examples
illustrate the principles of paragraph
(e) of this section.

Example 1. Duplicating or unreasonably in-
creasing the credit. O owns an operating
mineral interest in a property with respect
to which a qualified enhanced oil recovery
project is implemented. O acquires pumping
units, rods, casing, and separators for use in
connection with the project from an unre-
lated equipment dealer in an arm’s length
transaction. The equipment is used for the
primary purpose of implementing the
project. Some of the equipment acquired by
O is used equipment. The costs paid by O for
the used equipment are qualified enhanced
oil recovery costs. O does not need to deter-
mine whether the equipment has been pre-
viously used in an enhanced oil recovery
project.

Example 2. Duplicating or unreasonably in-
creasing the credit. P and Q are co-owners of
an oil property with respect to which a
qualified enhanced oil recovery project is im-
plemented. In 1992, P and Q jointly purchase
a nitrogen plant to supply the tertiary
injectant used in the project. P and Q claim
the credit for their respective costs for the
plant. In 1994, X, a corporation unrelated to
P or Q, purchases the nitrogen plant and en-
ters into an agreement to sell nitrogen to P
and Q. Because this transaction duplicates or
otherwise unreasonably increases the credit,
the credit is not allowable for the amounts
incurred by P and Q for the nitrogen pur-
chased from X.

Example 3. Duplicating or unreasonably in-
creasing the credit. The facts are the same
as in Example 2. In addition, in 1995, P and Q
reacquire the nitrogen plant from X. This
constitutes the acquisition of property in a
manner designed to duplicate or otherwise
unreasonably increase the amount of the
credit. Therefore, the credit is not allowable
for amounts incurred by P and Q for the ni-
trogen plant purchased from X.

Example 4. Duplicating or unreasonably in-
creasing the credit. R owns an operating
mineral interest in a property with respect
to which a qualified enhanced oil recovery
project is implemented. R acquires a pump
that is installed at the site of the project.
After the pump has been placed in service for

6 months, R transfers the pump to a sec-
ondary recovery project and acquires a re-
placement pump for the tertiary project. The
original pump is suited to the needs of the
secondary recovery project and could have
been installed there initially. The pumps
have been acquired in a manner designed to
duplicate or otherwise unreasonably increase
the amount of the credit. Depending on the
facts, the cost of one pump or the other may
be a qualified enhanced oil recovery cost;
however, R may not claim the credit with re-
spect to the cost of both pumps.

Example 5. Acquiring a project. In 1993, S
purchases all of T’s interest in a qualified en-
hanced oil recovery project, including all of
T’s interest in tangible property that is an
integral part of the project and all of T’s op-
erating mineral interest. In 1994, S incurs
costs for additional tangible property that is
an integral part of the project and which is
used for the primary purpose of imple-
menting the project. S also incurs costs for
tertiary injectants that are injected in con-
nection with the project. In determining the
credit for 1994, S may take into account
costs S incurred for tangible property and
tertiary injectants. However, S may not take
into account any amount that S paid for T’s
interest in the project in determining S’s
credit for any taxable year.

[T.D. 8448, 57 FR 54927, Nov. 23, 1992; 58 FR
7987, Feb. 11, 1993]

§ 1.43–5 At-risk limitation. [Reserved]

§ 1.43–6 Election out of section 43.

(a) Election to have the credit not
apply—(1) In general. A taxpayer may
elect to have section 43 not apply for
any taxable year. The taxpayer may re-
voke an election to have section 43 not
apply for any taxable year. An election
to have section 43 not apply (or a rev-
ocation of an election to have section
43 not apply) for any taxable year is ef-
fective only for the taxable year to
which the election relates.

(2) Time for making the election. A tax-
payer may make an election under
paragraph (a) of this section to have
section 43 not apply (or revoke an elec-
tion to have section 43 not apply) for
any taxable year at any time before
the expiration of the 3-year period be-
ginning on the last date prescribed by
law (determined without regard to ex-
tensions) for filing the return for the
taxable year. The time for making the
election (or revoking the election) is
prescribed by section 43(e)(2) and may
not be extended under § 1.9100–1.
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(3) Manner of making the election. An
election (or revocation) under para-
graph (a)(1) of this section is made by
attaching a statement to the tax-
payer’s federal income tax return or an
amended return (or, in the case of a Co-
ordinated Examination Program tax-
payer, on a written statement treated
as a qualified amended return) for the
taxable year for which the election (or
revocation) applies. The taxpayer must
indicate whether the taxpayer is elect-
ing to not have section 43 apply or is
revoking such an election and des-
ignate the project or projects to which
the election (or revocation) applies.
For any taxable year, the last election
(or revocation) made by a taxpayer
within the period prescribed in para-
graph (a)(2) of this section determines
whether section 43 applies for that tax-
able year.

(b) Election by partnerships and S cor-
porations. For partnerships and S cor-
porations, an election to have section
43 not apply (or a revocation of an elec-
tion to have section 43 not apply) for
any taxable year is made, in accord-
ance with the requirements of para-
graph (a) of this section, by the part-
nership or S corporation with respect
to the qualified enhanced oil recovery
costs paid or incurred by the partner-
ship or S corporation for the taxable
year to which the election relates.

[T.D. 8448, 57 FR 54930, Nov. 23, 1992]

§ 1.43–7 Effective date of regulations.

The provisions of §§ 1.43–1, 1.43–2 and
1.43–4 through 1.43–7 are effective with
respect to costs paid or incurred after
December 31, 1991, in connection with a
qualified enhanced oil recovery project.
The provisions of § 1.43–3 are effective
for taxable years beginning after De-
cember 31, 1990. For costs paid or in-
curred after December 31, 1990, and be-
fore January 1, 1992, in connection with
a qualified enhanced oil recovery
project, taxpayers must take reason-
able return positions taking into con-
sideration the statute and its legisla-
tive history.

[T.D. 8448, 57 FR 54931, Nov. 23, 1992]

§ 1.44–1 Allowance of credit for pur-
chase of new principal residence
after March 12, 1975, and before
January 1, 1977.

(a) General rule. Section 44 provides a
credit against the tax imposed by chap-
ter 1 of the Internal Revenue Code of
1954 in the case of an individual who
purchases a new principal residence (as
defined in paragraph (a) of § 1.44–5)
which is property to which section 44
applies (as provided in § 1.44–2). Subject
to the limitations set forth in para-
graph (b) of this section, the credit is
in an amount equal to 5 percent of the
purchase price (as defined in paragraph
(b) of § 1.44–5).

(b) Limitations—(1) Maximum credit.
The credit allowed under section 44 and
this section may not exceed $2,000.

(2) Limitation to one residence. Such
credit shall be allowed with respect to
only one residence of the taxpayer; the
combined purchase prices of more than
one new principal residence cannot be
aggregated to increase the credit al-
lowed.

(3) Married individuals. In the case of
a husband and wife who file a joint re-
turn under section 6013, the maximum
credit allowed on the joint return is
$2,000. In the case of married individ-
uals filing separate returns the max-
imum credit allowable to each spouse
is $1,000. Where a husband and wife do
not make equal contributions with re-
spect to the purchase price of the new
principal residence, allocation of the
credit is to be made in proportion to
their respective ownership interests in
such residence. For this purpose, ten-
ants by the entirety or joint tenants
with right of survivorship are treated
as equal owners.

(4) Certain other taxpayers. Where a
new principal residence is purchased by
two or more taxpayers (other than a
husband and wife), the amount of the
credit allowed will be allocated among
the taxpayers in proportion to their re-
spective ownership interests in such
residence, with the limitation that the
sum of the credits allowed to all such
taxpayers shall not exceed $2,000. For
this purpose, joint tenants with right
of survivorship are treated as equal
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owners. For an example of the oper-
ation of this provision see Example (2)
of § 1.44–5(b)(2)(ii).

(5) Application with other credits. The
credit allowed by this section shall not
exceed the amount of the tax imposed
by chapter 1 of the Code for the taxable
year, reduced by the sum of the credits
allowable under—

(i) Section 33 (relating to taxes of for-
eign countries and possessions of the
United States),

(ii) Section 37 (relating to retirement
income),

(iii) Section 38 (relating to invest-
ment in certain depreciable property),

(iv) Section 40 (relating to expenses
of work incentive program),

(v) Section 41 (relating to contribu-
tions to candidates for public office),
and

(vi) Section 42 (relating to personal
exemptions).

[T.D. 7391, 40 FR 55851, Dec. 2, 1975]

§ 1.44–2 Property to which credit for
purchase of new principal resi-
dence applies.

The provisions of section 44 and the
regulations thereunder apply to a new
principal residence which satisfies the
following conditions:

(a) Construction. The construction of
the residence must have begun before
March 26, 1975. For this purpose con-
struction is considered to have com-
menced in the following circumstances:

(1)(i) Except as provided in subpara-
graph (2) of this paragraph, construc-
tion is considered to commence when
actual physical work of a significant
amount has occurred on the building
site of the residence. A significant
amount of construction requires more
than drilling to determine soil condi-
tions, preparation of an architect’s
sketches, securing of a building permit,
or grading of the land. Land prepara-
tion and improvements such as the
clearing and grading (excavation or
filling), construction of roads and side-
walks, and installation of sewers and
utilities are not considered commence-
ment of construction of the residence
even though they might involve a sig-
nificant expenditure. However, driving
pilings for the foundation, digging of
the footings, excavation of the building
foundation, pouring of floor slabs, or

construction of compacted earthen
pads when specifically prepared and de-
signed for a particular residential
structure and not merely as a part of
the overall land preparation, con-
stitute a significant amount of con-
struction of the residence. In the case
of a housing or condominium develop-
ment construction of recreational fa-
cilities no matter how extensive does
not by itself constitute commencement
of construction of any residential unit.
However, where residential units are
part of a building structure, as in the
case of certain condominium and coop-
erative housing units, then digging of
the footings or excavation of the build-
ing foundation constitutes commence-
ment of construction for all units in
that building.

(ii) The rules in subdivision (i) of this
subparagraph are illustrated by the fol-
lowing examples:

Example 1. A location chosen for a housing
development has extremely hilly terrain. In
order to make the location suitable for de-
velopment, the builder moves large amounts
of earth and places it elsewhere on the loca-
tion. In addition, the earth material which
has been moved must be compacted accord-
ing to government specifications in order to
provide a stable base. Such activities con-
stitute land preparation and, therefore, do
not constitute the commencement of con-
struction.

Example 2. A location chosen for a housing
development has swampy and marshy ter-
rain. In order to make the location suitable
for development the builder utilizes large
quantities of fill. This activity constitutes
land preparation and does not constitute
commencement of construction.

Example 3. Assume the same facts as in ei-
ther Example 1 or Example 2 except that the
builder also constructs an earthen pad of
compacted fill specifically prepared for a
particular residential structure and not
merely as a part of the overall land prepara-
tion. Construction of the compacted earthen
pad is considered in the same light as exca-
vation of the building foundation and accord-
ingly constitutes commencement of con-
struction.

(2) Construction of a factory-made
home (as defined in paragraph (e) of
§ 1.44–5) is considered to have com-
menced when construction of impor-
tant parts of the factory-made home
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has commenced. For this purpose, com-
mencement of construction of impor-
tant parts means the cutting and shap-
ing or welding of structural compo-
nents for a specific identifiable fac-
tory-made home, whether the work was
done by the manufacturer of the home
or by a subcontractor thereof.

(b) Acquisition and occupancy. The
residence must be acquired and occu-
pied by the taxpayer after March 12,
1975, and before January 1, 1977. For
this purpose a taxpayer ‘‘acquires’’ a
residence when legal title to it is con-
veyed to him at settlement, or he has
possession of it pursuant to a binding
purchase contract under which he
makes periodic payments until he be-
comes entitled under the contract to
demand conveyance of title. A tax-
payer ‘‘occupies’’ a residence when he
or his spouse physically occupies it.
Thus, for example, moving of furniture
or other household effects into the resi-
dence or physical occupancy by a de-
pendent child of the taxpayer is not
‘‘occupancy’’ for purposes of this para-
graph. The credit may be claimed when
both the acquisition and occupancy
tests have been satisfied. Thus, where a
taxpayer meets the acquisition and oc-
cupancy tests set forth above after
March 12, 1975, and before January 1,
1976, the credit is allowable for 1975.
Where a taxpayer occupied a residence
prior to March 13, 1975, without having
acquired it (as where his occupancy
was pursuant to a leasing arrangement
pending settlement under a binding
contract to purchase or pursuant to a
leasing arrangement where a written
option to purchase was contained in
the original lease agreement) he will
nonetheless satisfy the acquisition and
occupancy tests set forth above if he
acquires the residence and continues to
occupy it after March 12, 1975, and be-
fore January 1, 1977.

(c) Binding contract. Except in the
case of self-construction, the new prin-
cipal residence must be acquired by the
taxpayer (within the meaning of para-
graph (b) of this section) under a bind-
ing contract entered into by the tax-
payer before January 1, 1976. An other-
wise binding contract for the purchase
of a residence which is conditioned
upon the purchaser’s obtaining a loan
for the purchase of the residence (in-

cluding conditions as to the amount or
interest rate of such loan) is considered
binding notwithstanding that condi-
tion.

(d) Self-constructed residence. A self-
constructed residence (as defined in
paragraph (d) of § 1.44–5) must be occu-
pied by the taxpayer before January 1,
1977. Where self-construction of a prin-
cipal residence was begun before March
13, 1975, only that portion of the basis
of the property allocable to construc-
tion after March 12, 1975, and before
January 1, 1977, shall be taken into
consideration in determining the
amount of the credit allowable. For
this purpose, the portion of the basis
attributable to the pre-March 13 period
includes the total cost of land acquired
(as defined in paragraph (b) of this sec-
tion) prior to March 13, 1975, on which
the new principal residence is con-
structed and the cost of expenditures
with respect to construction work per-
formed prior to March 13, 1975. The
costs incurred in stockpiling materials
for later stages of construction, how-
ever, are not allocated to the pre-
March 13 period. Thus, for example, if
prior to March 13, 1975, a taxpayer who
qualifies for the credit has constructed
a portion of a residence at a cost of
$10,000 (including the cost of the land
purchased prior to March 13, 1975) and
the total cost of the residence is $40,000
and the taxpayer’s basis after the ap-
plication of section 1034(e) (relating to
the reduction of basis of new principal
residence where gain is not recognized
upon the sale of the old residence) is
$36,000, the amount subject to the cred-
it will be $27,000:

($30,000÷$40,000)×$36,000.

[T.D. 7391, 40 FR 55852, Dec. 2, 1975; 40 FR
58138, Dec. 15, 1975]

§ 1.44–3 Certificate by seller.
(a) Requirement of certification by sell-

er. Taxpayers claiming the credit
should attach Form 5405, Credit for
Purchase or Construction of New Prin-
cipal Residence, to their tax returns on
which the credit is claimed. Except in
the case of self-construction (as defined
in § 1.44–5(d)), taxpayers must attach a
certification by the seller that con-
struction of the residence began before
March 26, 1975, and that the purchase
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price is the lowest price at which the
residence was offered for sale after
February 28, 1975. For purposes of sec-
tion 44(e)(4) and this section, the term
‘‘price’’ generally does not include
costs of acquisition other than the
amount of the consideration from the
purchaser to the seller. However, for
rules relating to adjustments in price
due to changes in financing terms and
closing costs see paragraph (d)(2) of
this section.

(b) Form of certification. The following
form of the certification statement is
suggested:

I certify that the construction of the resi-
dence at (specify address) was begun before
March 26, 1975, and that this residence has
not been offered for sale after February 28,
1975 in a listing, a written private offer, or
an offer by means of advertisement at a
lower purchase price than (state price), the
price at which I sold the residence to (state
name, present address, and social security
number of purchaser) by contract dated (give
date).

(Date, seller’s signature and taxpayer iden-
tification number.)

However, any written certification
filed by the taxpayer will be accepted
provided that such certification is
signed by the seller and states that
construction of the residence began be-
fore March 26, 1975, and that the pur-
chase price of the residence is the low-
est price at which the residence was of-
fered for sale after February 28, 1975.
With regard to factory-made homes the
seller, in the absence of his own knowl-
edge as to the commencement of con-
struction, may attach to his own cer-
tification a certification from the man-
ufacturer that construction began be-
fore March 26, 1975, and may certify
based on the manufacturer’s certifi-
cation. It is suggested that both cer-
tifications include the serial number, if
any, of the residence.

(c) Offer to sell. (1) For purposes of
section 44(e)(4) and this section, an
offer to sell is limited to an offer to
sell a specified residence at a specified
purchase price.

(2) An ‘‘offer’’ includes any written
offer, whether made to a particular
purchaser or to the public, and any
offer by means of advertising. Adver-
tising includes an offer to sell pub-
lished by billboards, flyers, brochures,

price lists (unless the lists are exclu-
sively for the internal use of the seller
and are not made available to the pub-
lic), mailings, newspapers, periodicals,
radio, or television. The listing of a
property with a real estate agency, the
filing of a prospectus and the registra-
tion of construction plans and price
lists with the appropriate authorities
(in the case of condominiums or coop-
erative housing developments) are to
be considered offers made to the public.

(3) An offer to sell a specified resi-
dence includes:

(i) Both an offer to sell an existing
residence and an offer to build and sell
a residence of substantially the same
design or model as that purchased by
the taxpayer on the same lot as that on
which the taxpayer’s new principal res-
idence was constructed. It does not in-
clude an offer to sell the same model
residence on a different lot. Where a
residence of a particular design or
model is offered at a specific base
price, additions of property to the resi-
dence, no matter how extensive, will
not result in the residence being treat-
ed as a different residence for the pur-
pose of determining the lowest offer (as
defined in paragraph (f) of § 1.44–5).

(ii) In the case of a condominium or
cooperative housing development
where units are offered for sale on the
basis of models (e.g., all Model C two-
bedroom apartments sell at a specified
base price), an offer to sell a specified
residence includes an offer to sell a
specific type of unit (with appropriate
adjustments to be made for the loca-
tion of such unit and as provided in
paragraph (d) of this section).

(iii) In the case of a factory-made
home, an offer to sell a specified resi-
dence includes an offer to sell the same
model home as that purchased by the
taxpayer, provided that the offer is
made after the seller has the right to
sell the home purchased by the tax-
payer (i.e., has that specific home in
his inventory). However, it does not in-
clude an offer to sell such home with
land which is not included in the tax-
payer’s purchase nor an offer to sell
such home without land which is in-
cluded in the taxpayer’s purchase. Ap-
propriate adjustments to a prior offer
shall be made as provided in paragraph
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(d) of this section, including adjust-
ments for any delivery and installation
charges as provided in paragraph (d)(3).

(iv) The rules of this subparagraph
may be illustrated by the following ex-
amples:

Example 1. In March 1975 A advertised colo-
nial-style homes on section I of subdivision C
at a base price of $40,000. At the time none of
the homes had been completed but construc-
tion of all homes on section I was com-
menced before March 26, 1975. After one-half
of the homes were sold, A offers to sell the
remaining homes in May 1975 at a base price
of $45,000. Under the facts above the base
price of $45,000 is not the lowest offer since
the seller had offered to sell the same model
home on the same lot at a lower purchase
price after February 28, 1975.

Example 2. In June 1975 A offers houses,
otherwise qualifying, on section II for the
first time for a base price of $50,000. They are
colonial homes and substantially the same
as the homes he previously offered on section
I. Under the facts stated above the base price
of $50,000 is the lowest offer since the same
model home on the same lot was not pre-
viously offered for sale.

Example 3. In March 1975 B, a condominium
developer, offers to sell any two-bedroom
unit in a particular high rise condominium
for $45,000 with an added $5,000 for units with
a lakefront view and an additional $2,000 for
units on higher floors. With regard to all
two-bedroom units in the condominium an
offer to sell a specified residence at a speci-
fied purchase price has been made. This is
true even though at the time of the offer
construction had not reached the floor on
which the particular unit will be located.

(4) A specified purchase price means
a stated definite price for a particular
residence or a specific base price for a
residence of a particular model or de-
sign. An offer to sell for an indefinite
price (e.g., an advertisement that all
houses sell in the $40,000’s) is not con-
sidered an offer to sell at a specified
purchase price.

(5) An offer to sell includes an offer
to sell subject to special conditions im-
posed by the seller. Thus, if the lowest
price at which a house was advertised
was ‘‘at $40,000 for March only’’, the
$40,000 price would be the lowest offer.
However, certain conditions may ne-
cessitate adjustments in determining
the lowest offer. See paragraph (d) of
this section.

(6) An offer to sell two or more resi-
dences together as for example, in a

bulk sale shall be disregarded, even
though each residence is assigned a
specific purchase price for the purpose
of such a sale. With regard to factory-
made homes an offer to sell does not
include an offer made by the manufac-
turer to a dealer in such homes.

(7)(i) Where new residences are pur-
chased at a foreclosure sale (including
a conveyance by the owner in lieu of
foreclosure) and prior to the fore-
closure sale such residences had been
offered for sale by the foreclosure sell-
er at specified prices, the foreclosure
purchaser is bound by such prices in
determining the lowest offer. He is not
bound by the prices paid to the fore-
closure seller since such prices do not
constitute voluntary offers.

(ii) For this purpose, if the fore-
closure seller and foreclosure pur-
chaser are not related parties (as de-
fined in subdivision (iii) of this sub-
paragraph), and if the foreclosure pur-
chaser does not have knowledge of the
date of commencement of construction
and the lowest offer made by such sell-
er with respect to each of the fore-
closed residences, the foreclosure pur-
chaser must request and try to obtain
from the foreclosure seller a certificate
specifying such facts. Upon a subse-
quent sale of a particular residence by
the foreclosure purchaser, he must cer-
tify whether the price is the lowest
offer for that particular residence
based on the certification of the fore-
closure seller, a copy of which must be
attached to the certification of the
foreclosure purchaser. If the fore-
closure seller refuses to so certify, the
foreclosure purchaser must make a rea-
sonable effort to determine the date
construction commenced and the low-
est offer made by the foreclosure seller.
For this purpose, reasonable effort in-
cludes the effort to locate and examine
advertising and listings published or
used by the foreclosure seller. If the
foreclosure seller and foreclosure pur-
chaser are related parties (as defined in
subdivision (iii) of this subparagraph),
the foreclosure purchaser will be con-
sidered as having knowledge of the
date of the commencement of construc-
tion and the lowest offer made by such
seller with respect to each of the fore-
closed residences, and, upon a subse-
quent sale of a particular residence by
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the foreclosure purchaser, he must
comply with the certification require-
ments prescribed by paragraphs (a) and
(b) of this section.

(iii) For purposes of this subpara-
graph related parties shall include the
relationships described in subpara-
graph (2) of § 1.44–5(c), and the con-
structive ownership rules of section 318
shall apply, but family members for
this purpose shall include spouses, an-
cestors, and lineal descendants.

(d) Adjustments in determining lowest
price. (1)(i) In determining whether a
residence was sold at the lowest offer
appropriate adjustment shall be made
for differences in the property offered
and in the terms of the sale. Where the
sale to the taxpayer includes property
which was not the subject of the prior
offer or excludes property which was
included in the prior offer, the amount
of the prior offer shall be adjusted to
reflect the fair market value of such
property, provided that, in the case of
property included in the sale which was
not a part of the residence at the time
of execution of the contract of pur-
chase, the taxpayer had the option to
require inclusion or exclusion of such
property. The fair market value of any
excluded property is to be determined
at the time of the prior offer, while all
additions are to be valued at their fair
market value on the date of execution
of the contract of sale. If a seller in-
creases his present offer to include fi-
nancing or other costs of the seller in
connection with his ownership of the
residence, the present offer does not
qualify as being the lowest offer.

(ii) The rules in subdivision (i) of this
subparagraph are illustrated by the fol-
lowing examples:

Example 1. A offered to sell a new home
without a garage for $35,000. Having found no
buyers A added a garage and sold the home
for $40,000. At the time the contract of sale
was executed the fair market value of the ga-
rage was $5,000. The offer to sell for $40,000
qualifies since it equals the seller’s lowest
offer plus the fair market value of the ga-
rage.

Example 2. B, unable to sell colonial-style
homes presently under construction and pre-
viously offered for sale for $40,000, makes ex-
tensive changes in decor and identifies the
homes as his new Williamsburg model. The
Williamsburg models are not different resi-
dences for purposes of this section. To the

extent that the additions have not yet been
added at the time of execution of a contract
of sale, in order to qualify for the credit the
taxpayer must have the option as to whether
to include these additions, and if these addi-
tions are included B must charge no more
than the fair market value of the additions
on that date of execution of the contract of
sale.

(2) Appropriate adjustment to a prior
offer to sell shall be made for dif-
ferences in financing terms and closing
costs which increase the seller’s actual
net proceeds and the purchaser’s actual
costs. A seller may pass on to the pur-
chaser without affecting the purchase
price only those additional amounts he
is required to expend in connection
with such differences. The seller may
not by changing the financing terms or
closing costs indirectly increase the
purchase price. For these purposes
closing costs include all charges paid
at settlement for obtaining the mort-
gage loan and transferring real estate
title. Thus, for example, where a seller
previously offered a residence for sale
for $40,000 and agreed to pay financing
‘‘points’’ required by the mortgagee,
and now offers the same residence also
for $40,000 but requires the purchaser to
pay the points, the present offer does
not constitute the lowest offer. On the
other hand, a prior offer to sell based
upon a large down payment by the pro-
spective purchaser may be adjusted to
reflect the additional costs to the sell-
er of accepting a small down payment
from the taxpayer. For purposes of de-
termining the seller’s net proceeds,
proceeds received by all related parties
within the meaning of section 318 must
be taken into account. For purposes of
determining the lowest offer, where an
offer provided for a rebate (e.g., of cash
or of a contribution toward mortgage
payments) or included, without addi-
tional charge or at less than fair mar-
ket value, property not normally in-
cluded in the sale of a residence (e.g.,
an automobile), such offer must be re-
duced by the amount of such rebate or
by the amount by which the fair mar-
ket value of such property at the time
of the offer exceeds the amount paid
for it by the purchaser. Thus, where a
residence was advertised for sale at
$40,000, but the seller agreed to pay $200
a month on the purchaser’s mortgage
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for 10 months, such residence is consid-
ered to have been offered for sale at
$38,000.

(3) In the case of a factory-made
home, where delivery and installation
costs are included in the specified base
price of such home an appropriate ad-
justment is to be made in such speci-
fied base price for differences in the
fair market value of the delivery and
installation in determining the lowest
offer.

(e) Civil and criminal penalties. If a
person certifies that the price for
which the residence was sold does not
exceed the lowest offer and if it is
found that the price for which the resi-
dence was sold exceeded the lowest
offer, then such person is liable (under
section 208(b) of the Tax Reduction Act
of 1975) to the purchaser for damages in
an amount equal to three times the ex-
cess of the certified price over the low-
est offer plus reasonable attorney’s
fees. No income tax deduction shall be
allowed for two-thirds of any amount
paid or incurred pursuant to a judg-
ment entered against any person in a
suit based on such liability. However,
attorney’s fees, court costs, and other
such amounts paid or incurred with re-
spect to such suit which meet the re-
quirements of section 162 are deduct-
ible under that section. In addition, an
individual who falsely certifies may be
subject to criminal penalties. For ex-
ample, section 1001 of Title 18 of the
United States Code provides as follows:

§ 1001 Statements or entries generally.

Whoever, in any matter within the juris-
diction of any department or agency of the
United States knowingly and willfully fal-
sifies, conceals or covers up by any trick,
scheme, or device a material fact, or makes
any false, fictitious or fraudulent statements
or representations, or makes or uses any
false writing or document knowing the same
to contain any false, fictitious or fraudulent
statement or entry, shall be fined not more
than $10,000 or imprisoned not more than five
years, or both.

The treble damages and criminal sanc-
tions provided under this paragraph
apply only with regard to false certifi-
cation as to the lowest offer, not to
false certification as to commencement
of construction. However, with regard
to false certification as to commence-
ment of construction there may exist

contractual or tort remedies under
State law.

(f) Denial of credit. In the absence of
the taxpayer’s participation in, or
knowledge of, a false certification by
the seller, the credit is not denied to a
taxpayer who otherwise qualifies for
the credit solely because the seller has
falsely certified that the new principal
residence was sold at the lowest offer.
However, if certification as to the com-
mencement of construction is false, no
credit is allowed since such residence
does not qualify as a new principal res-
idence construction of which began be-
fore March 26, 1975.

[T.D. 7391, 40 FR 55852, Dec. 2, 1975]

§ 1.44–4 Recapture for certain disposi-
tions.

(a) In general. (1) Under section 44(d)
except as provided in paragraphs (b)
and (c) of this section, if the taxpayer
disposes of property, with respect to
the purchase of which a credit was al-
lowed under section 44(a), at any time
within 36 months after the date on
which he acquired it (or, in the case of
construction by the taxpayer, the date
on which he first occupied it as his
principal residence), then the tax im-
posed under chapter 1 of the Code for
the taxable year in which the replace-
ment period (as provided under sub-
paragraph (2) of this paragraph) termi-
nates is increased by an amount equal
to the amount allowed as a credit for
the purchase of such property.

(2) The replacement period is the pe-
riod provided for purchase of a new
principal residence under section 1034
of the Code without recognition of gain
on the sale of the old residence. In the
case of residences sold or exchanged
after December 31, 1974, it is generally
18 months in the case of acquisition by
purchase and 2 years in the case of con-
struction by the taxpayer provided,
however, that such construction has
commenced within the 18-month pe-
riod. Thus, a calendar-year taxpayer
who disposes of his old principal resi-
dence in December 1975 and does not
qualify under paragraph (b) or (c) of
this section will include the amount
previously allowed as additional tax on
his 1977 tax return.

(3) Except as provided in paragraphs
(b) and (c) of this section, section 44(d)
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applies to all dispositions of property,
including sales (including foreclosure
sales), exchanges (including tax-free
exchanges such as those under sections
351, 721, and 1031), and gifts.

(4) In the case of a husband and wife
who were allowed a credit under sec-
tion 44(a) claimed on a joint return, for
the purpose of section 44(d) and this
section the credit shall be allocated be-
tween the spouses in accordance with
the provisions of paragraph (b)(3) of
§ 1.44–1.

(b) Acquisition of a new residence. (1)
Section 44(d)(1) and paragraph (a) of
this section shall not apply to a dis-
position of property with respect to the
purchase of which a credit was allowed
under section 44(a) in the case of a tax-
payer who purchases or constructs a
new principal residence (within the
meaning of § 1.44–5(a)) within the appli-
cable replacement period provided in
section 1034. In determining whether a
new principal residence qualifies for
purposes of this section the rules relat-
ing to construction, acquisition, and
occupancy under § 1.44–2 do not apply.
Where a disposition has occurred and
the taxpayer’s purchase (or construc-
tion) costs of a new principal residence
are less than the adjusted sales price
(as defined in section 1034(b)) of the old
residence, the tax imposed by chapter 1
of the Code for the taxable year fol-
lowing the taxable year during which
disposition occurs is increased by an
amount which bears the same ratio to
the amount allowed as a credit for the
purchase of the old residence as (i) the
adjusted sales price of the old residence
(within the meaning of section 1034),
reduced (but not below zero) by the
taxpayer’s cost of purchasing (or con-
structing) the new residence (within
the meaning of such section) bears to
(ii) the adjusted sales price of the old
residence.

(2) The rules of subparagraph (1) of
this paragraph may be illustrated by
the following example:

Example. On July 15, 1975, A purchases a
new principal residence for a total purchase
price of $40,000. The property meets the tests
of § 1.44–2, and A is allowed a credit of $2,000
on his 1975 tax return. On January 15, 1977
(within 36 months after acquisition) A sells
his residence for an adjusted sales price of
$50,000 and on March 15, 1977, purchases a
new principal residence at a cost of $40,000.

Since the new principal residence was pur-
chased within the 18-month replacement pe-
riod (provided in section 1034), the amount
recaptured is limited to $400, determined by
multiplying the amount of the credit allowed
($2,000) by a fraction, the numerator of which
is $10,000 (determined by reducing the ad-
justed sales price of the old residence
($50,000) by A’s cost of purchasing the new
principal residence ($40,000)) and the denomi-
nator of which is $50,000 (the adjusted sales
price). Therefore, A’s tax liability for 1978,
the year following the taxable year in which
the disposition occurred, is increased by $400.

(c) Certain involuntary dispositions.
Section 44(d)(1) and paragraph (a) of
this section shall not apply to the fol-
lowing:

(1) A disposition of a residence made
on account of the death of any indi-
vidual having a legal or equitable in-
terest therein occurring during the 36-
month period described in paragraph
(a) of this section,

(2) A disposition of the residence if it
is substantially or completely de-
stroyed by a casualty described in sec-
tion 165(c)(3),

(3) A disposition of the residence if it
is compulsorily and involuntarily con-
verted within the meaning of section
1033(a), or

(4) A disposition of the residence pur-
suant to a settlement in a divorce or
legal separation proceeding where the
other spouse retains the residence as
principal residence (as defined in § 1.44–
5(a)).

[T.D. 7391, 40 FR 55854, Dec. 2, 1975; 40 FR
58138, Dec. 15, 1975]

§ 1.44–5 Definitions.
For purposes of section 44 and the

regulations thereunder—
(a) New principal residence. The term

‘‘new principal residence’’ means a
principal residence, the original use of
which commences with the taxpayer.
The term ‘‘principal residence’’ has the
same meaning as under section 1034 of
the Code. For this purpose, the term
‘‘residence’’ includes, without being
limited to, a single family structure, a
residential unit in a condominium or
cooperative housing project, a town-
house, and a factory-made home. In the
case of a tenant-stockholder in a coop-
erative housing corporation references
to property used by the taxpayer as his
principal residence and references to
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the residence of a taxpayer shall in-
clude stock held by the tenant-stock-
holder in a cooperative housing project
provided, however, that the taxpayer
used as his principal residence the
house or apartment which he was enti-
tled as such stockholder to occupy.
‘‘Original use’’ of the new principal res-
idence by the taxpayer means that
such residence has never been used as a
residence prior to its use as such by the
taxpayer. For this purpose, a residence
will qualify if the first occupancy was
by the taxpayer pursuant to a lease ar-
rangement pending settlement under a
binding contract to purchase or pursu-
ant to a lease arrangement where a
written option to purchase the then ex-
isting residence was contained in the
original lease agreement.

A renovated building does not qualify
as new, regardless of the extent of the
renovation nor does a condominium
conversion qualify.

(b) Purchase price—(1) General rule.
For purposes of section 44(a) and § 1.44–
1, the term ‘‘purchase price’’ means the
adjusted basis of the new principal resi-
dence on the date of acquisition and in-
cludes all amounts attributable to the
acquisition or construction, but only
to the extent that such amounts con-
stitute capital expenditures and are
not allowable as deductions in com-
puting taxable income. Such capital
expenditures include but are not lim-
ited to the cost of acquisition or con-
struction, title insurance, attorney’s
fees, transfer taxes, and other costs of
transfer. For these purposes the ad-
justed basis of a factory-made home in-
cludes the cost of moving the home and
setting it up as the taxpayer’s prin-
cipal residence only where such cost is
included in the base price of the resi-
dence; it also includes the purchase
price of the land on which the home is
located, but only if such land was pur-
chased by the taxpayer after March 12,
1975 and only if the taxpayer acquired
the land prior to or in conjunction with
the acquisition of such factory-made
home. However, the adjusted basis does
not include any expenditures involved
in connection with the leasing of land
on which the factory-made home is lo-
cated. In the case of factory-made
homes the adjusted basis includes fur-

niture only where it is included in the
base price of the unit.

(2) Sale of old principal residence. (i)
The adjusted basis is reduced by any
gain from the sale or involuntary con-
version of an old principal residence,
which is not recognized due to the ap-
plication of section 1033 or section 1034.
However, no reduction will be made for
any gain excluded from tax by reason
of the special treatment provided under
the tax laws in the case of a sale by a
taxpayer who has attained age 65 (sec-
tion 121 of the code).

(ii) The rules in subdivision (i) of this
subparagraph are illustrated by the fol-
lowing examples:

Example 1. A sells an old principal resi-
dence for $30,000 which has an adjusted basis
of $20,000. A reinvests the proceeds by pur-
chasing a new principal residence for $40,000
(including settlement costs which are capital
in nature), and this purchase satisfies the
statutory criteria under section 1034 for non-
recognition of gain. The credit under section
44 applies with respect to $30,000 ($40,000
costs minus $10,000 unrecognized gain) of the
cost of the new principal residence.

Example 2. B and C, two sisters, purchase a
new principal residence as joint tenants with
the right of survivorship for a total purchase
price of $40,000. B has previously sold her old
principal residence for $25,000 and a $10,000
gain on the sale has qualified for nonrecogni-
tion under section 1034. B contributes $25,000
and C contributes $15,000. The adjusted basis
of the new principal residence is $30,000 rep-
resenting the total purchase price of $40,000
less $10,000 representing unrecognized gain
under section 1034. The total credit allow-
able, therefore, is $1,500. Since joint tenants
are treated as equal owners and since alloca-
tion of the credit is made in proportion to
the taxpayer’s respective ownership interests
in such residence B and C each will receive a
credit of $750.

Example 3. Taxpayer D is 65 years old and
sells his old principal residence for $20,000 ex-
cluding all gain under section 121. He then
purchases a new principal residence for
$30,000. D’s adjusted basis in his new prin-
cipal residence is $30,000, and he is allowed a
credit of $1,500.

(3) Tie-in sales. In the case of a pur-
chase of a new principal residence
which is tied in to the transfer of other
property by the seller to the purchaser,
whether purportedly by sale or gift, the
adjusted basis of the residence is re-
duced by the amount of the excess of
the fair market value of such other
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property received over the amount, if
any, purportedly paid for it by the pur-
chaser of the residence. For example, if
a taxpayer receives a new car with a
fair market value of $2,500 upon the
purchase of a condominium apartment
for a total purchase price of $40,000 (in-
cluding settlement costs which are cap-
ital in nature) his adjusted basis in the
residence for computation of the credit
is $37,500.

(4) Basis of new principal residence.
The taxpayer’s basis in his new prin-
cipal residence is not in any way af-
fected by the allowance of the credit.

(c) Purchase—(1) General rule. Except
as provided in subparagraph (2) of this
paragraph, the term ‘‘purchase’’ means
any acquisition of property.

(2) Exceptions. (i) An acquisition does
not qualify as a purchase for the pur-
pose of this paragraph if the property
is acquired from a person whose rela-
tionship to the person acquiring it
would result in the disallowance of
losses under section 267 or 707(b). Such
persons include—

(A) The purchaser’s spouse, ancestors
and lineal descendants,

(B) Related corporations as provided
under section 267(b)(2),

(C) Related trusts as provided under
section 267(b), (4), (5), (6), and (7),

(D) Related charitable organizations
as provided under section 267(b)(9), and

(E) Related partnerships as provided
under section 707(b)(1).
For purposes of this subdivision the
constructive ownership rules of section
267(c) shall apply except that para-
graph (4) of section 267(c) shall be
treated as providing that the family of
an individual shall include only his
spouse, ancestors, and lineal descend-
ants.

(ii) An acquisition does not qualify as
a purchase for the purpose of this para-
graph if the basis of the property in the
hands of the person acquiring such
property is determined—

(A) In whole or in part by reference
to the adjusted basis of such property
in the hands of the person from whom
acquired (e.g., a gift under section
1015), or

(B) Under section 1014(a) (relating to
property acquired from a decedent).

(d) Self-construction. The term ‘‘self-
construction’’ means the construction

of a residence (other than a factory-
made home) to the taxpayer’s speci-
fications on land already owned or
leased by the taxpayer at the time of
commencement of construction. Thus,
where a taxpayer purchases land and
either builds a residence himself or
hires an architect and a contractor to
build a residence on that land, the tax-
payer has ‘‘self-constructed’’ the resi-
dence.

(e) Factory-made home. The term ‘‘fac-
tory-made homes’’ includes mobile
homes, houseboats and prefabricated
and modular homes.

(f) Lowest offer. The term ‘‘lowest
offer’’ means the lowest price at which
the residence was offered for sale after
February 28, 1975.

[T.D. 7391, 40 FR 55855, Dec. 2, 1975]

§ 1.44A–1 Expenses for household and
dependent care services necessary
for gainful employment.

(a) In general. (1) This section applies
only for expenses incurred in taxable
years beginning after December 31,
1975. For deductibility of expenses in-
curred in taxable years beginning be-
fore January 1, 1972, see § 1.214–1. For
deductibility of expenses incurred in
taxable years beginning after Decem-
ber 31, 1971, and before January 1, 1976,
see §§ 1.214A–1 through 1.214A–5.

(2) Section 44A allows a credit
against the tax imposed by chapter 1 of
the Code to an individual who main-
tains a household (within the meaning
of paragraph (d) of this section) which
includes as a member one or more
qualifying individuals (as defined in
paragraph (b) of this section). The
amount of the credit is equal to the ap-
plicable percentage of the employment-
related expenses (as defined in para-
graph (c) of this section) paid by the in-
dividual during the taxable year (but
subject to the limits prescribed in
§ 1.44A–2(a)). However, the credit can-
not exceed the tax imposed by chapter
1, reduced by the sum of the allowable
credits enumerated in section 44A(b).
The term ‘‘applicable percentage’’
means 30 percent reduced by 1 percent-
age point for each $2,000 (or fraction
thereof) by which the taxpayer’s ad-
justed gross income for the taxable
year exceeds $10,000, but in no event
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shall the percent be less than 20 per-
cent. Thus, for example, if a taxpayer’s
adjusted gross income is over $10,000,
but less than $12,000.01, the applicable
percentage is 29 percent. (For expenses
incurred in taxable years beginning be-
fore January 1, 1982, the applicable per-
centage is a flat 20 percent).

(3) Generally, the credit for employ-
ment-related expenses is allowable, re-
gardless of the taxpayer’s method of
accounting, only for expenses which
are actually paid during the taxable
year and which are incurred during the
taxable year or were incurred during a
prior taxable year beginning after De-
cember 31, 1975. If the expenses are in-
curred but not paid during the taxable
year, no credit may be taken for that
year on account of those expenses.
Thus, if an expense is incurred in the
last month of a taxable year but not
paid until the following taxable year, a
credit for the expense is not allowed for
the earlier taxable year but is allowed
for the following taxable year. How-
ever, if an expense is incurred in a tax-
able year beginning before January 1,
1976, and paid in a later taxable year,
no credit is allowed with respect to the
expense under section 44A. Section 214
and the regulations thereunder are ap-
plicable in determining whether a de-
duction for the expense is allowed in
the year of payment.

(4) Since an expense cannot be an em-
ployment-related expense until the
services for which the expense was in-
curred are performed (see paragraph (c)
of this section), prepaid expenses may
be claimed only in the taxable year in
which the services are performed.

(5) The requirements of section 44A,
this section and §§ 1.44A–2 through
1.44A–4 are applied to expenses as of
the time they are incurred regardless
of when they are paid.

(6) For special rules relating to em-
ployment-related expenses which also
qualify as medical expenses deductible
under section 213, see § 1.44A–4(b).

(7) For substantiation of the credit,
see paragraph (e) of this section.

(b) Qualifying individual—(1) In gen-
eral. A person is considered to be a
qualifying individual if he or she is—

(i) The taxpayer’s dependent who is
under the age of 15 and is an individual
for whom the taxpayer is entitled to a

deduction for a personal exemption
under section 151(e);

(ii) The taxpayer’s dependent (not de-
scribed in subdivision (i)) who is phys-
ically or mentally incapable of self-
care; or

(iii) The taxpayer’s spouse who is
physically or mentally incapable of
self-care.
The term ‘‘dependent,’’ as used in this
paragraph (b)(1), includes any indi-
vidual who is a dependent within the
meaning of section 152. However, see
paragraph (b)(2) of this section for spe-
cial rules for determining which parent
may treat a child as a qualifying indi-
vidual where the parents are divorced,
legally separated, or separated under a
written separation agreement.

(2) Special dependency test in case of
divorced or separated parents. A child (as
defined in section 151(e)(3)) who—

(i) Is under age 15 or is physically or
mentally incapable of self-care,

(ii) Receives over half of his or her
support during the calendar year from
his or her parents who are divorced or
legally separated under a decree of di-
vorce or separate maintenance or who
are separated under a written separa-
tion agreement, and

(iii) Is in the custody of one or both
of his or her parents for more than one-
half of the calendar year,
is treated for any taxable year begin-
ning in the calendar year as a quali-
fying individual (described in subdivi-
sion (i) or (ii), as the case may be, of
paragraph (b)(1) of this section) of that
parent who has custody for a longer pe-
riod during the calendar year than the
other parent. Accordingly, a child may
be treated as a qualifying individual of
a parent even though the parent is not
entitled to a dependency exemption for
the child. The child cannot be treated
as a qualifying individual with respect
to more than one parent.

(3) Qualification on a daily basis. The
status of a person as a qualifying indi-
vidual is determined on a daily basis.
Thus, if a dependent or spouse of a tax-
payer ceases to be a qualifying indi-
vidual on September 16, the dependent
or spouse is treated as a qualifying in-
dividual through September 15 only.

(4) Physical or mental incapacity. An
individual is considered to be phys-
ically or mentally incapable of self-
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care if as a result of a physical or men-
tal defect the individual is incapable of
caring for his or her hygienical or nu-
tritional needs, or requires full-time
attention of another person for his or
her own safety or the safety of others.
The fact that an individual, by reason
of a physical or mental defect, is un-
able to engage in any substantial gain-
ful activity, or is unable to perform the
normal household functions of a home-
maker or to care for minor children,
does not of itself establish that the in-
dividual is physically or mentally in-
capable of self-care. An individual who
is physically handicapped or is men-
tally defective, and for such reason re-
quires constant attention of another
person, is considered to be physically
or mentally incapable of self-care.

(c) Employment-related expenses—(1)
Gainful employment—(i) In general. Ex-
penses are considered to be employ-
ment-related expenses only if they are
incurred to enable the taxpayer to be
gainfully employed and are paid for
household services or for the care of
one or more qualifying individuals. The
expenses must be incurred while the
taxpayer is gainfully employed or is in
active search of gainful employment.
The employment may consist of serv-
ice either within or without the home
of the taxpayer and may include self-
employment. An expense is not consid-
ered to be employment-related merely
because it is incurred while the tax-
payer is gainfully employed. The pur-
pose of the expense must be to enable
the taxpayer to be gainfully employed.
Volunteer work for a nominal salary
does not constitute gainful employ-
ment. Whether the purpose of an ex-
pense is to enable the taxpayer to be
gainfully employed depends upon the
facts and circumstances of the par-
ticular case. Any tax required to be
paid by the taxpayer under section 3111
(relating to the Federal Insurance Con-
tributions Act) and 3301 (relating to
the Federal Unemployment Tax Act),
or under similar State payroll taxes, in
respect of any wages which otherwise
constitute employment-related ex-
penses is considered to be an employ-
ment-related expense.

(ii) Determination of period of employ-
ment on a daily basis. An allocation of
expenses is required on a daily basis

when the expenses cover any period
during part of which the taxpayer is
gainfully employed or is in active
search of gainful employment and dur-
ing the other part of which there is no
employment or active search for gain-
ful employment. Thus, for example, if a
taxpayer incurs during each month of
the taxable year $60 of expenses which
would be employment-related if he or
she were gainfully employed all year,
and the taxpayer is gainfully em-
ployed, or in active search of gainful
employment, for only 2 months and 10
days during such year, the amount of
employment-related expenses is lim-
ited to $140.

(2) Household services. Expenses are
considered to be paid for household
services if they are paid for the per-
formance in and about the taxpayer’s
home of ordinary and usual services
necessary to the maintenance of the
household. However, expenses are not
considered as paid for household serv-
ices unless the expenses are attrib-
utable in part to the care of the quali-
fying individual. Thus, amounts paid
for the services of a domestic maid or
cook are considered to be expenses paid
for household services if a part of those
services is provided to the qualifying
individual. Amounts paid for the serv-
ices of an individual who is employed
as a chauffeur, bartender, or gardener,
however, are not considered to be ex-
penses paid for household services.

(3) Care of qualifing individual—(i) In
general. The primary purpose of ex-
penses for the care of a qualifying indi-
vidual must be to assure that individ-
ual’s well-being and protection. Not all
benefits bestowed upon a qualifying in-
dividual are considered as provided for
the individual’s care. Accordingly,
amounts paid to provide food, clothing,
or education are not expenses paid for
the care of a qualifying individual.
However, where the manner of pro-
viding care is such that the expense
which is incurred includes expenses for
other benefits which are incident to
and inseparably a part of the care, the
full amount of the expense is consid-
ered to be incurred for care. Thus, for
example, the full amount paid to a
nursery school in which a qualifying
child is enrolled is considered as being
for the care of the child, even though
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the school also furnishes lunch and
educational services. Educational ex-
penses incurred for a child in the first
or higher grade level are not expenses
incurred for the care of a qualifying in-
dividual. Expenses incurred for trans-
portation of a qualifying individual de-
scribed in paragraph (b)(1)(i) of this
section between the taxpayer’s house-
hold and a place outside the taxpayer’s
household where services for the care
of the qualifying individual are pro-
vided are not incurred for the care of a
qualifying individual.

(ii) Manner of providing care. The
manner of providing the care need not
be the least expensive alternative
available to the taxpayer. For example,
the taxpayer’s mother may reside at
the taxpayer’s home and be available
to provide adequate care at no cost for
the taxpayer’s wife who is physically
or mentally incapable of caring for her-
self. Nevertheless, the expenses in-
curred in providing a nurse for the wife
may be an expense for the care of the
wife. See paragraph (c)(1)(i) of this sec-
tion with respect to the requirement
that the expense must be for the pur-
pose of permitting the taxpayer to be
gainfully employed.

(4) Services outside the taxpayer’s
household. The credit is allowed under
section 44A with respect to employ-
ment-related expenses incurred for
services performed outside the tax-
payer’s household only if those ex-
penses are incurred for the care of—

(i) One or more qualifying individuals
who are described in paragraph (b)(1)(i)
of this section; or

(ii) One or more qualifying individ-
uals (as to expenses incurred for tax-
able years beginning after December 31,
1981) who are described in paragraph
(b)(1) (ii) or (iii) of this section and who
regularly spend at least 8 hours each
day in the taxpayer’s household.

(5) Dependent care centers. The credit
is allowed under section 44A with re-
spect to employment-related expenses
incurred in taxable years beginning
after December 31, 1981, for services
provided outside the taxpayer’s house-
hold by a dependent care center only
if—

(i) The center complies with all ap-
plicable laws and regulations of a State
or unit of local government (e.g., State

or local requirements for licensing, if
applicable, and building and fire Code
regulations); and

(ii) The requirement provided in
paragraph (c)(4)(i) or (ii) of this section
is met.
The term ‘‘dependent care center’’
means any facility that provides full-
time or part-time care for more than
six individuals (other than residents of
the facility) on a regular basis during
the taxpayer’s taxable year, and re-
ceives a fee, payment, or grant for pro-
viding services for any such individuals
(regardless of whether such facility is
operated for profit). For purposes of
the preceding sentence, a facility will
be presumed to provide full-time or
part-time care for six or less individ-
uals on a regular basis during the tax-
payer’s taxable year if the facility has
six or less individuals (including the
qualifying individual) enrolled for full-
time or part-time care on the day the
qualifying individual is enrolled in the
facility (or on the first day of the tax-
able year the qualifying individual at-
tends the facility in the case where the
individual was enrolled in the facility
in the preceding taxable year) unless
the Internal Revenue Service dem-
onstrates that the facility provides
full-time or part-time care for more
than six individuals on a regular basis
during the taxpayer’s taxable year.

(6) Allocation of expenses. Where a por-
tion of an expense is for household
services or for the care of a qualifying
individual and a portion of such ex-
pense is for other purposes, a reason-
able allocation must be made and only
the portion of the expense paid which
is attributable to such household serv-
ices or care is considered to be an em-
ployment-related expense. No alloca-
tion is required to be made, however, if
the portion of expense for the other
purpose is minimal or insignificant. An
allocation must be made, for example,
if a servant performs household duties,
cares for the qualifying children of the
taxpayer, and also performs social
services for the taxpayer (for which a
deduction is not allowable) or clerical
services in the office of the taxpayer
outside the home (for which a deduc-
tion may be allowable under section
162). Employment-related expenses in-
clude household service expenses which
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are provided in conjunction with the
care of a qualifying individual. Thus, if
an expense is in part attributable to
the care of a qualifying individual and
in part to household services, no allo-
cation is required.

(7) Illustrations. The application of
this paragraph (c) may be illustrated
by the following examples:

Example 1. The taxpayer lives with her
mother who is physically incapable of caring
for herself. In order to be gainfully employed
the taxpayer hires a practical nurse whose
sole duty consists of providing for the care of
the mother in the home while the taxpayer
is at work. All amounts spent for the serv-
ices of the nurse are employment-related ex-
penses.

Example 2. The taxpayer has a dependent
child 10 years of age who has been attending
public school. The taxpayer, who has been
working part time, is offered a position in-
volving full-time employment which she can
accept only if the child is placed in a board-
ing school. The taxpayer accepts the position
and the child is sent to a boarding school.
The expenses paid to the school must be allo-
cated between that part of the expenses
which represents care for the child and that
part which represents tuition for education.
The part of the expense representing care of
the child is incurred for the purpose of per-
mitting the taxpayer to be gainfully em-
ployed.

Example 3. The taxpayer, in order to be
gainfully employed, employs a full-time
housekeeper who cares for the taxpayer’s
two children, aged 9 and 15 years, respec-
tively, performs regular household services
of cleaning and cooking, and chauffeurs the
taxpayer to and from his place of employ-
ment. The chauffeuring service never re-
quires more than 30 minutes out of the total
period of employment each day. No alloca-
tion is required for purposes of determining
the portion of the expense attributable to
the chauffeuring (not a household service ex-
pense) since it is de minimis. Further, no allo-
cation is required for the purpose of deter-
mining the portion of the expense attrib-
utable to the care of the 15-year-old child
(not a qualifying individual) since the house-
hold expense is in part attributable to the
care of the 9-year-old child, who is a quali-
fying individual. Accordingly, the entire ex-
pense of employing the housekeeper is an
employment-related expense. However, the
total amount of employment-related ex-
penses taken into account would be limited
to the amount allowable for one qualifying
individual.

(d) Maintenance of a household—(1) In
general. An individual is considered to

have maintained a household for the
taxable year (or lesser period) only if
the individual (and his or her spouse if
the individual is married) have fur-
nished over one-half of the cost in-
curred for such taxable year (or lesser
period) in maintaining the household.
The household must actually con-
stitute for the taxable year the prin-
cipal place of abode of the taxpayer
and the qualifying individual or indi-
viduals described in paragraph (b) of
this section. It is not sufficient that
the taxpayer maintain the household
without being its occupant. A physical
change in the location of the home
does not, however, prevent the home
from constituting the principal place
of abode of the taxpayer and a quali-
fying individual. The fact that an indi-
vidual is born or dies during the tax-
able year does not prevent a home from
constituting his or her principal place
of abode for such year. An individual is
not considered to have terminated a
household as his or her principal place
of abode merely by reason of tem-
porary absences therefrom by reason of
illness, education, business, vacation,
military service, or a custody agree-
ment.

(2) Two or more families. Solely for
purposes of section 44A and this sec-
tion, if two or more families occupy
living quarters in common, each of the
families is treated as constituting a
separate household, and the taxpayer
who provides more than one-half of the
costs of maintaining such a separate
household is treated as maintaining
that household. Thus, for example, if
two unrelated taxpayers each with
children occupy living quarters in com-
mon and each taxpayer pays more than
one-half of the household costs in-
curred by each respective family, each
taxpayer will be treated as maintain-
ing a separate household.

(3) Costs of maintaining a household.
The costs of maintaining a household
are the expenses incurred for the mu-
tual benefit of the occupants thereof by
reason of its operation as the principal
place of abode of the occupants. The
expenses of maintaining a household
include property taxes, mortgage inter-
est, rent, utility charges, upkeep and
repairs, property insurance, and food
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consumed on the premises. These ex-
penses do not include the cost of cloth-
ing, education, medical treatment, va-
cations, life insurance, or transpor-
tation or payments on mortgage prin-
cipal or for the purchase, permanent
improvement, betterment, or replace-
ment of property. Further, the costs of
maintaining a household do not include
the value of services performed in the
household by a qualifying individual
described in paragraph (b) of this sec-
tion. An expense incurred by a tax-
payer which is paid or reimbursed by
another is not considered as a cost of
maintaining a household.

(4) Monthly proration of annual costs.
In determining the cost incurred for a
period of less than a taxable year in
maintaining a household, the cost in-
curred during the entire taxable year
must be prorated on the basis of the
number of calendar months within
such lesser period. For this purpose a
period of less than a calendar month
will be treated as a calendar month.
Thus, for example, if the cost of main-
taining a household for a taxable year
is $6,600, and the period in respect of
which a determination is being made
under section 44A is from June 20 to
December 31, the taxpayer must fur-
nish more than $1,925 ([$6,600×7⁄12]×50
percent) in maintaining the household
from June 1 to December 31.

(e) Substantiation. A taxpayer claim-
ing a credit under paragraph (a) of this
section for employment-related ex-
penses must substantiate by adequate
records or other sufficient evidence any
credit taken under this section. For ex-
ample, if requested, the taxpayer must
furnish information as to the nature
and period of the physical or mental in-
capacity of any dependent or spouse in
respect of whom a credit is claimed, in-
cluding necessary information from the
attending physician as to the nature of
the physical or mental incapacity.

(Secs. 44A(g) and 7805 of the Internal Rev-
enue Code of 1954 (90 Stat. 1565, 26 U.S.C.
44A(g); 68A Stat. 917, 26 U.S.C. 7805))

[T.D. 7643, 44 FR 50332, Aug. 28, 1979, as
amended by T.D. 7951, 49 FR 18091, Apr. 27,
1984]

§ 1.44A–2 Limitations on amount cred-
itable.

(a) Annual dollar limit on amount cred-
itable. The amount of the employment-
related expenses incurred during any
taxable year which may be taken into
account under § 1.44A–1 (a) cannot ex-
ceed—

(1) $2,400 ($2,000 in the case of ex-
penses incurred in taxable years begin-
ning before January 1, 1982) if there is
one qualifying individual with respect
to the taxpayer at any time during the
taxable year, or

(2) $4,800 ($4,000 in the case of ex-
penses incurred in taxable years begin-
ning before January 1, 1982) if there are
two or more qualifying individuals
with respect to the taxpayer at any one
time during the taxable year.

For example, a calendar year taxpayer
whose only qualifying individual
reaches age 15 on April 1, 1982, is sub-
ject for 1982 to the entire annual dollar
limit of $2,400, without proration of the
$2,400 limit. However, only expenses in-
curred prior to the child’s 15th birth-
day may be employment-related ex-
penses.

(b) Earned income limitation—(1) In
general. The amount of employment-re-
lated expenses incurred during any tax-
able year which may be taken into ac-
count under § 1.44A–1(a) cannot ex-
ceed—

(i) For an individual not married at
the close of the year, the individual’s
earned income for the year, or

(ii) For an individual married at the
close of the year, the lesser of the indi-
vidual’s earned income or the earned
income of his or her spouse for the
year.

For purposes of this paragraph (b)(1),
the earned income of only the spouse
to whom the taxpayer is married at the
close of the year is taken into account
(and not the earned income of another
spouse who died or was divorced from
the taxpayer during the year). Further,
the spouse’s earned income for the en-
tire year is taken into account, even
though the taxpayer and his or her
spouse were married for only a part of
the year. For purposes of this para-
graph (b), certain married individuals
legally separated or living apart are
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treated as not married (see § 1.44A–3 (b)
and (c), respectively).

(2) Earned income. For purposes of
this section, earned income means—

(i) Wages, salaries, tips, other em-
ployee compensation, and

(ii) Net earnings from self-employ-
ment (within the meaning of section
1402(a) and the regulations thereunder).
For taxable years beginning before
January 1, 1979, earned income includes
only amounts described in subdivision
(i) or (ii) of this paragraph (b)(2) which
are includible in the eligible individ-
ual’s gross income for the taxable year
of the individual in which the credit is
claimed. For all taxable years, how-
ever, earned income is computed with-
out regard to any community property
laws which may otherwise be applica-
ble. Earned income is reduced by any
net loss in earnings from self-employ-
ment. Earned income does not include
amounts received as a pension or an
annuity or an amount to which section
871(a) and the regulations thereunder
apply (relating to income of non-
resident alien individuals not con-
nected with United States business).

(3) Special rule for spouse who is a stu-
dent or incapable of self-care. (i) For pur-
poses of this section, a spouse is
deemed, for each month during which
the spouse is a full-time student or is a
qualifying individual described in
§ 1.44A–1(b)(1)(iii), to be gainfully em-
ployed and to have earned income of
not less than—

(A) $200 ($166 for taxable years begin-
ning before January 1, 1982) if there is
one qualifying individual with respect
to the taxpayer at any one time during
the taxable year, or

(B) $400 ($333 for taxable years begin-
ning before January 1, 1982), if there
are two or more qualifying individuals
with respect to the taxpayer at any one
time during the taxable year.
However, in the case of any husband
and wife, this subparagraph shall apply
with respect to only one spouse for any
one month.

(ii) A ‘‘full-time student’’ is an indi-
vidual who is enrolled at and attends
and educational institution during
each of 5 calendar months of the tax-
able year of the taxpayer for the num-
ber of course hours which is considered
to be a full-time course of study. The

enrollment for 5 calendar months need
not be consecutive. School attendance
exclusively at night does not con-
stitute a full-time course of study.
However, a full-time course of study
may include some attendance at night.

(iii) For the definition of ‘‘edu-
cational institution’’, see § 1.151–3(c).

(4) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. During the 1982 taxable year, A,
a married taxpayer, incurs and pays employ-
ment-related expenses of $4,000 for the care
of a qualifying individual. A’s earned income
for the taxable year is $20,000 and his wife’s
earned income is $1,500. Under these cir-
cumstances, the amount of employment-re-
lated expenses for the year which may be
taken into account under § 1.44A–1(a) is
$1,500, determined as follows:

Employment-related expenses incurred dur-
ing taxable year ($4,000, but limited to
$2,400 by paragraph (a)(1) of this section),
. . . . . . $2,400

Application of paragraph (b)(1)(ii) of this sec-
tion (employment-related expenses, may
not exceed wife’s earned income of $1,500 .
. . . . $1,500

Employment-related expenses taken into ac-
count . . . . . $1,500

Example 2. Assume the same facts as in Ex-
ample 1 except that A’s wife is a full-time
student for nine months of the taxable year
and earns no income for the year. Under
these circumstances, the amount of employ-
ment-related expenses for the year which
may be taken into account under § 1.44A–1(a)
is $1,800, determined as follows:

Employment-related expenses incurred dur-
ing taxable year ($4,000, but limited to
$2,400 by paragraph (a)(1) of this section
. . . . . $2,400

Application of paragraph (b)(3) of this sec-
tion [employment-related expenses may
not exceed wife’s earned income of $1,800
(200×9) . . $1,800

Employment-related expenses taken into ac-
count . . . .$1,800

(Secs. 44A(g) and 7805 of the Internal Rev-
enue Code of 1954 (90 Stat. 1565, 26 U.S.C.
44A(g); 68A Stat. 917, 26 U.S.C. 7805))

[T.D. 7643, 44 FR 50334, Aug. 28, 1979, as
amended by T.D. 7951, 49 FR 18092, Apr. 27,
1984]

§ 1.44A–3 Special rules applicable to
married individuals.

(a) Joint return requirement. This sec-
tion applies only if the taxpayer is
married at the close of a taxable year
in which employment-related expenses
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are paid. In such a case the credit pro-
vided by section 44A with respect to
employment-related expenses is al-
lowed only if for the taxable year the
taxpayer and his or her spouse file a
joint return. If either spouse dies dur-
ing the taxable year and a joint return
may be made for the year under section
6013(a)(2) for the survivor and the de-
ceased spouse, the credit is allowed for
the year only if a joint return is made.
If, however, the surviving spouse re-
marries before the end of the taxable
year in which his or her first spouse
dies, a credit is allowed on the separate
return which is made for the decedent
spouse. For purposes of this section,
certain married individuals legally sep-
arated or living apart are treated as
not married, as provided in paragraphs
(b) and (c), respectively, of this section.

(b) Marital status. For purposes of sec-
tion 44A, an individual legally sepa-
rated from his or her spouse under a
decree of divorce or of separate mainte-
nance is not considered as married.

(c) Certain married individuals living
apart. For purposes of section 44A, an
individual who is married within the
meaning of section 143(a) is treated as
not married for the entire taxable year,
if the individual—

(1) Files a separate return for the
year,

(2) Maintains as his or her home a
household which constitutes for more
than one-half of the taxable year the
principal place of abode of a qualifying
individual, and

(3) Furnishes over one-half of the
cost of maintaining the household for
the year,

and if the individual’s spouse is not a
member of the household at any time
during the last 6 months of the year.
Thus for example, an individual who is
married during the taxable year, but is
treated as not married by reason of
this paragraph, may determine the
earned income limitation upon the
amount of employment-related ex-
penses without taking into account the
earned income of his or her spouse
under § 1.44A–2(b).

[T.D. 7643, 44 FR 50335, Aug. 28, 1979]

§ 1.44A–4 Other special rules relating
to employment-related expenses.

(a) Payments to related individuals—(1)
Taxable years beginning after December
31, 1978. For taxable years beginning
after December 31, 1978, a credit is not
allowed under section 44A with respect
to the amount of any employment-re-
lated expenses paid by the taxpayer to
an individual—

(i) With respect to whom for the tax-
able year a deduction under section
151(e) (relating to deduction for per-
sonal exemptions for dependents) is al-
lowable either to the taxpayer or his or
her spouse, or

(ii) Who is a child of the taxpayer
(within the meaning of section
151(e)(3)) who is under age 19 at the
close of the taxable year.
For purposes of this paragraph (a)(1),
the term ‘‘taxable year’’means the tax-
able year of the taxpayer in which the
service is performed. (1943)

(2) Taxable years beginning before Jan-
uary 1, 1979. For taxable years begin-
ning before January 1, 1979, except as
otherwise provided in paragraph (a)(3)
of this section, a credit is not allowed
under section 44A with respect to the
amount of any employment-related ex-
penses paid by the taxpayer to an indi-
vidual who bears to the taxpayer any
relationship described in section 152(a)
(1) through (8). These relationships are
those of a son or daughter or descend-
ant thereof; a stepson or stepdaughter;
a brother, a sister, stepbrother, or step-
sister; a father or mother or an ances-
tor, of either; a stepfather or step-
mother; a nephew or niece; an uncle or
aunt; or a son-in-law, daughter-in-law,
father-in-law, mother-in-law, brother-
in-law, or sister-in-law. In addition, no
credit is allowed with respect to the
amount of any employment-related ex-
penses paid by the taxpayer to an indi-
vidual who qualifies as a dependent of
the taxpayer for the taxable year with-
in the meaning of section 152(a)(9),
which relates to an individual (other
than the taxpayer’s spouse) whose prin-
cipal place of abode for the taxable
year is the home of the taxpayer and
who is a member of the taxpayer’s
household.

(3) Exception for payments to certain re-
lated individuals. For taxable years be-
ginning before January 1, 1979, a credit
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is allowed for the amount of any em-
ployment-related expenses paid by the
taxpayer to an individual provided that
neither the taxpayer nor his or her
spouse is entitled to a deduction under
section 151(e) (relating to deduction for
personal exemptions for dependents)
with respect to such individual for the
taxable year in which the service is
performed; and the service with respect
to which the amount is paid con-
stitutes employment within the mean-
ing of section 3121(b). The following
services performed for a taxpayer by a
relative who is an employee of the tax-
payer may qualify as employment
within the meaning of section 3121(b):

(i) Services performed by the tax-
payer’s child age 21 or over.

(ii) Domestic services in the tax-
payer’s home performed by the tax-
payer’s parent if—

(A) The taxpayer has living in his or
her home a child (as defined in section
151(e)(3)) who is under age 18 or who
has a physical or mental condition re-
quiring the personal care of an adult
during at least 4 continuous weeks in
the calendar quarter, and

(B) The taxpayer is a widow or wid-
ower or is divorced, or has a spouse liv-
ing in the home who, because of a phys-
ical or mental condition, is incapable
of caring for his or her child during at
least 4 continuous weeks in the cal-
endar quarter in which services are
rendered.

(iii) Services of all relatives other
than a child, spouse, or parent of the
taxpayer.
For taxable years beginning before
January 1, 1979, a credit is not allowed
under section 44A with respect to em-
ployment-related expenses paid by the
taxpayer to a relative for services
which do not constitute employment
under section 3121(b). Services per-
formed by a relative do not constitute
employment if they relate to the rel-
ative’s trade or business the income
from which is includible in computing
the relative’s net earnings for purposes
of the self-employment tax under sec-
tion 1401.

(4) Payments to entities or partnerships.
If the services are performed by an en-
tity or partnership, paragraph (a) (1)
and (2) of this section is normally not
applicable. If, however, the entity or

partnership is established or main-
tained primarily to avoid the applica-
tion of paragraph (a) (1) or (2) in order
to permit the taxpayer to obtain the
credit with respect to employment-re-
lated expenses, for purposes of this
paragraph (a), the payments of employ-
ment-related expenses shall be treated
as made directly to each owner of the
entity or partner in proportion to his
or her share of the entity or partner-
ship. A factor to consider for purposes
of determining whether an entity or
partnership is so established or main-
tained is whether the entity or part-
nership is set up solely to care for the
taxpayer’s qualifying individual and to
provide household services to the tax-
payer.

(5) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. For A’s taxable year ending De-
cember 31, 1978, A, a divorced taxpayer, pays
$5,000 of employment-related expenses to his
mother for the care of his child age 5. A’s
mother cares for the child in her home. The
services performed by A’s mother do not con-
stitute employment under section 3121(b).
Accordingly, A is not allowed a credit with
respect to the amounts paid to the mother
for the care of his child.

Example 2. Assume the same facts as in Ex-
ample 1 except that A’s taxable year under
consideration begins after December 31, 1978.
A is not entitled to a deduction under sec-
tion 151(e) for his mother. Accordingly, A is
allowed a credit with respect to the amounts
paid to the mother for the care of his child
even though the services performed by A’s
mother do not constitute employment under
section 3121(b).

Example 3. For B’s taxable year ending De-
cember 31, 1978, B, a divorced taxpayer, pays
$6,000 of employment-related expenses to his
sister (who is not a dependent of the tax-
payer) for the care of his child. The services
performed by B’s sister in the care of his
child constitute a trade or business the in-
come from which is includible in computing
net earnings for purposes of the self-employ-
ment tax under section 1401. Accordingly, B
is not allowed a credit with respect to the
amounts paid to the sister for the care of his
child.

Example 4. Assume the same facts as in Ex-
ample 3 except that B’s taxable year under
consideration begins after December 31, 1978.
B is allowed a credit with respect to the
amounts paid to the sister for the care of his
child, even though the services performed by
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B’s sister do not constitute employment
under section 3121(b).

(b) Expenses qualifying as medical ex-
penses. An expense which may con-
stitute an amount otherwise deductible
under section 213, relating to medical,
etc., expenses, may also constitute an
expense with respect to which a credit
is allowable under section 44A. In such
a case, that part of the amount with
respect to which a credit is allowed
under section 44A will not be consid-
ered as an expense for purposes of de-
termining the amount deductible under
section 213. On the other hand, where
an amount is treated as a medical ex-
pense under section 213 for purposes of
determining the amount deductible
under that section, it may not be treat-
ed as an employment-related expense
for purposes of section 44A. The appli-
cation of this paragraph may be illus-
trated by the following examples:

Example 1. In 1982, a calendar year taxpayer
incurs and pays $5,000 of employment-related
expenses during the taxable year for the care
of his child when the child is physically in-
capable of self-care. These expenses are in-
curred for services performed in the tax-
payer’s household and are of a nature which
qualify as medical expenses under section
213. The taxpayer’s adjusted gross income for
the taxable year is $100,000. Of the total ex-
penses, the taxpayer may take $2,400 into ac-
count under section 44A; the balance of the
expenses, or $2,600, may be treated as med-
ical expenses to which section 213 applies.
However, this amount does not exceed 3 per-
cent of the taxpayer’s adjusted gross income
for the taxable year and is thus not allow-
able as a deduction under section 213.

Example 2. Assume the same facts as in Ex-
ample 1. It is not proper for the taxpayer first
to determine his deductible medical expenses
of $2,000 ($5,000—[$100,000×3 percent]) under
section 213 and then claim the $3,000 balance
as employment-related expenses for purposes
of section 44A. This is because the $3,000
balance has been treated as a medical ex-
pense in computing the amount deductible
under section 213.

Example 3. In 1982, a calendar year taxpayer
incurs and pays $12,000 of employment-re-
lated expenses during the taxable year for
the care of his child. These expenses are in-
curred for services performed in the tax-
payer’s household, and they also qualify as
medical expenses under section 213. The tax-
payer’s adjusted gross income for the taxable
year is $18,000. The taxpayer takes $2,400 of
such expenses into account under section
44A. The balance, or $9,600, he treats as med-

ical expenses for purposes of section 213. The
allowable deduction under section 213 for the
expenses is limited to the excess of the
balance of $9,600 over $540 (3 percent of the
taxpayer’s adjusted gross income of $18,000),
or $9,060.
(Secs. 44A(g) and 7805 of the Internal Rev-
enue Code of 1954 (90 Stat. 1565, 26 U.S.C.
44A(g); 68A Stat. 917, 26 U.S.C. 7805))

[T.D. 7643, 44 FR 50335, Aug. 28, 1979, as
amended by T.D. 7951, 49 FR 18092, Apr. 27,
1984]

§ 1.44B–1 Credit for employment of
certain new employees.

(a) In general—(1) Targeted jobs credit.
Under section 44B a taxpayer may elect
to claim a credit for wages (as defined
in section 51(c) paid or incurred to
members of a targeted group (as de-
fined in section 51(d)). Generally, to
qualify for the credit, the wages must
be paid or incurred to members of a
targeted group first hired after Sep-
tember 26, 1978. However, wages paid of
incurred to a vocational rehabilitation
referral (as defined in section 51(d)(2))
hired before September 27, 1978, may
qualify for the credit if a credit under
section 44B (as in effect prior to enact-
ment of the Revenue Act of 1978) was
claimed for the individual by the tax-
payer for a taxable year beginning be-
fore January 1, 1979. The amount of the
credit shall be determined under sec-
tion 51. Section 280C(b) (relating to the
requirement that the deduction for
wages be reduced by the amount of the
credit) and the regulations thereunder
will not apply to taxpayers who do not
elect to claim the credit.

(2) New jobs credit. Under section 44B
(as in effect prior to enactment of the
Revenue Act of 1978) a taxpayer may
elect to claim as a credit the amount
determined under sections 51, 52, and 53
(as in effect prior to enactment of the
Revenue Act of 1978). Section 280C(b)
(relating to the requirement that the
deduction for wages be reduced by the
amount of the credit) and the regula-
tions thereunder will not apply to tax-
payers who do not elect to claim the
credit.

(b) Time and manner of making elec-
tion. The election to claim the targeted
jobs credit and the new jobs credit is
made by claiming the credit on an
original return, or on an amended re-
turn, at any time before the expiration
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of the 3-year period beginning on the
last date prescribed by law for filing
the return for the taxable year (deter-
mined without regard to extensions).
The election may be revoked within
the above-described 3-year period by
filing an amended return on which the
credit is not claimed.

(c) Election by partnership, electing
small business corporation, and members
of a controlled group. In the case of a
partnership, the election shall be made
by the partnership. In the case of an
electing small business corporation (as
defined in section 1371(a)), the election
shall be made by the corporation. In
the case of a controlled group of cor-
porations (within the meaning of sec-
tion 52(a) and the regulations issued
thereunder) not filing a consolidlated
return under section 1501, the election
shall be made by each member of the
group. In the case of an affiliated group
filing a consolidated return under sec-
tion 1501, the election shall be made by
the group.

(Secs. 44B, 381, and 7805 of the Internal Rev-
enue Code of 1954 (92 Stat. 2834, 26 U.S.C. 44B;
91 Stat. 148, 26 U.S.C. 381(c)(26); 68A Stat. 917,
26 U.S.C. 7805)

[T.D. 7921, 48 FR 52904, Nov. 23, 1983]

RULES FOR COMPUTING CREDIT FOR IN-
VESTMENT IN CERTAIN DEPRECIABLE
PROPERTY

§ 1.46–1 Determination of amount.
(a) Effective dates—(1) In general. This

section is effective for taxable years
beginning after December 31, 1975. How-
ever, transitional rules under para-
graph (g) of this section are effective
for certain earlier taxable years.

(2) Acts covered. This section reflects
changes made by the following Acts of
Congress:

Act and Section

Tax Reduction Act of 1975, section 301.
Tax Reform Act of 1976, sections 802, 1701,

1703.
Revenue Act of 1978, sections 311, 312, 315.
Energy Tax Act of 1978, section 301.
Economic Recovery Tax Act of 1981, section

212.
Technical Corrections Act of 1982, section

102(f).
Tax Reform Act of 1986, section 251.

(3) Prior regulations. For taxable years
beginning before January 1, 1976, see 26

CFR 1.46–1 (Rev. as of April 1, 1979).
Those regulatons do not reflect
changes made by Pub. L. 89–384, Pub. L.
89–389, and Pub. L. 91–172.

(b) General rule. The amount of in-
vestment credit (credit) allowed by sec-
tion 38 for the taxable year is the por-
tion of credit available under section
46(a)(1) that does not exceed the limita-
tion based on tax under section 46(a)(3).

(c) Credit available. The credit avail-
able for the taxable year is the sum
of—

(1) Unused credit carried over from
prior taxable years under section 46(b)
(carryovers).

(2) Amount of credit determined
under section 46(a)(2) for the taxable
year (credit earned), and

(3) Unused credit carried back from
succeeding taxable years under section
46(b) (carrybacks).

(d) Credit earned. The credit earned
for the taxable year is the sum of the
following percentages of qualified in-
vestment (as determined under section
46 (c) and (d))—

(1) The regular percentage (as deter-
mined under section 46),

(2) For energy property, the energy
percentage (as determined under sec-
tion 46), and

(3) For the portion of the basis of a
qualified rehabilitated building (as de-
fined in § 1.48–12(b)) that is attributable
to qualified rehabilitation expenditures
(as defined in § 1.48–12(c)), the rehabili-
tation percentage (as determined under
section 46(b)(4)).

(e) Designation of credits. The credit
available for the taxable year is des-
ignated as follows:

(1) The credit attributable to the reg-
ular percentage is the ‘‘regular credit’’.

(2) The credit attributable to the
ESOP percentage is the ‘‘ESOP credit’’.

(3) The credit attributable to the en-
ergy percentage for energy property
other than solar or wind is the ‘‘non-
refundable energy credit’’.

(4) The credit attributable to the en-
ergy percentage for solar or wind en-
ergy property is the ‘‘refundable en-
ergy credit’’.

(5) The credit attributable to the re-
habilitation percentage for qualified
rehabilitation expenditures is the reha-
bilitation investment credit.
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