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SECTION 1. PURPOSE

This revenue procedure provides guid-
ance to States and local governments that
issue bonds to which section 142(d) of the
Internal Revenue Code applies. It sets
forth procedures for determining whether
a residential rental project is in compli-
ance with the applicable set-aside require-
ments contained in section 142(d) during
the qualified project period (as defined in
section 142(d)(2)(A)).

SECTION 2. BACKGROUND

.01 Section 103(a) provides that except
as provided in section 103(b), gross in-
come does not include interest on any State
or local bond.

.02 Section 103(b)(1) provides that sec-
tion 103(a) does not apply to any private
activity bond that is not a qualified bond
(within the meaning of section 141).

.03 Section 141(e)(1)(A) and (G) pro-
vides that an exempt facility bond or a
qualified 501(c)(3) bond may be a quali-
fied bond.

.04 Section 142(a)(7) provides that the
term “exempt facility bond” includes any
bond issued as part of an issue 95 percent
or more of the net proceeds of which are
to be used to provide qualified residential
rental projects.

.05 Section 142(d)(1) provides that the
term “qualified residential rental project”
means any project for residential rental
property if, at all times during the quali-
fied project period, such project meets the
requirements under section 142(d)(1)(A)
or (B) (the “set-aside requirements”),
whichever is elected by the issuer at the
time of the issuance of the issue with re-
spect to such project.

.06 A project meets the requirements of
section 142(d)(1)(A) if 20 percent or more
of the residential units in the project are
occupied by individuals whose income is
50 percent or less of area median gross
income.

.07 A project meets the requirements of
section 142(d)(1)(B) if 40 percent or more
of the residential units in the project are

occupied by individuals whose income is
60 percent or less of area median gross
income. Under section 142(d)(6), in the
case of a project located in a city having
5 boroughs and a population in excess of
5,000,000, section 142(d)(1)(B) is applied
by substituting “25 percent” for “40 per-
cent”.

.08 Section 142(d)(2)(A) provides that
the term “qualified project period” means
the period beginning on the first day on
which 10 percent of the residential units in
the project are occupied and ending on the
latest of (i) the date that is 15 years after
the date on which 50 percent of the res-
idential units in the project are occupied,
(ii) the first day on which no tax-exempt
private activity bond issued with respect to
the project is outstanding, or (iii) the date
on which any assistance provided with re-
spect to the project under section 8 of the
United States Housing Act of 1937 termi-
nates.

.09 Section 142(d)(3) contains rules
for purposes of determining whether an
increase in the income of individuals
that occupy a residential unit will cause
the individuals to no longer qualify as
low-income tenants. For this purpose,
section 142(d)(4) contains special rules
for deep rent skewed projects. Section
142(d)(4)(B)(i) defines the term deep rent
skewed project as a project in which,
among other requirements, 15 percent or
more of the low-income units in the project
are occupied by individuals whose income
is 40 percent or less of area median gross
income.

.10 In the Tax Reform Act of 1986,
1986–3 (Vol. 1) C.B. 519–575 (the “1986
Act”), Congress reorganized sections 103
and 103A of the Internal Revenue Code
of 1954 (the “1954 Code”) regarding tax-
exempt bonds into sections 103 and 141
through 150 of the Internal Revenue Code
of 1986. Congress intended that to the
extent not amended by the 1986 Act, all
principles of pre-1986 Act law would con-
tinue to apply to the reorganized provi-
sions. 2 H.R. Conf. Rep. No. 841, 99th
Cong., 2d Sess. II–686 (1986), 1986–3
(Vol. 4) C.B. 686. The regulations pro-
mulgated pursuant to section 103(b)(4)(A)
of the 1954 Code (the predecessor to sec-
tion 142(d)) continue to apply for purposes
of section 142(d) except as otherwise mod-
ified by the 1986 Act or subsequent law.

.11 Under § 1.103–8(b)(7)(ii) of the In-
come Tax Regulations, if the issue date
of the bonds occurs after the first day on
which at least 10 percent of the residential
units in the project are occupied, then the
qualified project period begins on the issue
date of the bonds.

.12 Under § 1.103–8(b)(6)(i), if a
project does not comply with the set-aside
requirements continuously during the
qualified project period, the project will
not be a qualified residential rental project
(as of the issue date of the bonds that
financed the project), unless the noncom-
pliance is corrected within a reasonable
period. Under § 1.103–8(b)(6)(ii), a rea-
sonable period is at least 60 days after
the noncompliance is first discovered or
would have been discovered by the ex-
ercise of reasonable diligence. Section
1.103–8(b)(6)(i) provides that if noncom-
pliance is not corrected within a reasonable
period, subsequent compliance does not
alter the taxable status of the bonds that
financed the project.

.13 Section 145(a) provides, in general,
that the term “qualified 501(c)(3) bond”
means any private activity bond issued as
part of an issue if (1) all property that is
to be provided by the net proceeds of the
issue is to be owned by a 501(c)(3) or-
ganization or a governmental unit, and (2)
such bond would not be a private activity
bond if (A) 501(c)(3) organizations were
treated as governmental units with respect
to their activities that do not constitute un-
related trades or businesses, determined by
applying section 513(a), and (B) sections
141(b)(1) and (2) were applied by substi-
tuting “5 percent” for “10 percent” each
place it appears and by substituting “net
proceeds” for “proceeds” each place it ap-
pears.

.14 Section 145(d)(1) provides, in gen-
eral, that a bond that is part of an issue is
not a qualified 501(c)(3) bond if any por-
tion of the net proceeds of the issue are
to be used directly or indirectly to pro-
vide residential rental property for family
units. Section 145(d)(2) provides, in part,
that section 145(d)(1) shall not apply to
any bond issued as part of an issue if the
portion of such issue that is to be used di-
rectly or indirectly to provide residential
rental property for family units is to be
used to provide qualified residential rental
projects (as defined in section 142(d)).
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.15 The IRS and Treasury Depart-
ment have received comments requesting
guidance regarding the application of the
set-aside requirements during the qualified
project period. For example, guidance has
been requested regarding whether residen-
tial units in a newly-constructed project
may only be leased to low-income tenants
until low-income tenants occupy the re-
quired percentage of all residential units
in the project, or whether a project com-
plies with the set-aside requirements if
low-income tenants occupy the required
percentage of occupied residential units.
Moreover, guidance also has been re-
quested regarding whether the set-aside
requirements apply when an existing
project is acquired, or whether there is a
transition period before the project must
comply with the set-aside requirements.
The comments indicate that the lack of
guidance on these questions and the re-
sulting uncertainty may be limiting the
development of low-income rental hous-
ing.

SECTION 3. DEFINITIONS

.01 Available units means residential
units in a residential rental project that are
actually occupied and residential units in
the project that are unoccupied and have
been leased at least once after becoming
available for occupancy, provided that (a)
in the case of an acquisition of an exist-
ing residential rental project, a residential
unit that is unoccupied on the later of (i) the
date the project is acquired or (ii) the issue
date of the first bonds is not an available
unit and does not become an available unit
until it has been leased for the first time af-
ter such date, and (b) a residential unit that
is not available for occupancy due to reno-
vations is not an available unit and does not
become an available unit until it has been

leased for the first time after the renova-
tions are completed.

.02 First bonds means the first issue of
bonds to which section 142(d) applies is-
sued to finance the acquisition of an exist-
ing residential rental project.

.03 Low-income tenants means individ-
uals occupying a residential unit whose in-
come satisfies the applicable income limit
under section 142(d)(1)(A) or (B) and, if
applicable, section 142(d)(4)(B)(i).

.04 Set-aside requirements is defined in
section 2.05 of this revenue procedure.

SECTION 4. SCOPE

This revenue procedure provides guid-
ance to States and local governments that
issue bonds to which section 142(d) of the
Internal Revenue Code applies. It sets
forth procedures for determining whether
a residential rental project is in compliance
with the applicable set-aside requirements
during the qualified project period.

SECTION 5. APPLICATION

.01 General rule for set-aside require-
ments. Beginning on the first day of the
qualified project period (i.e., the later of
the first day on which at least 10 percent of
all of the residential units in the project are
occupied or the issue date of the bonds),
the set-aside requirements apply to the to-
tal number of available units.

.02 Special rule for certain existing
projects. This section 5.02 applies to the
acquisition of an existing residential rental
project unless more than 90 percent of
the residential units in the project are
not available units (for example, because
residential units are not available for oc-
cupancy due to renovations) at any time
within 60 days after the later of (1) the
date the project is acquired or (2) the issue

date of the first bonds. For a period of
12 months beginning on the issue date of
the first bonds (the “transition period”),
the failure to satisfy the set-aside require-
ments as described in section 5.01 will
not cause the project to not be a qualified
residential rental project. If the set-aside
requirements are not satisfied on the last
date of the transition period, such failure
will cause the project to not be a qualified
residential rental project as of the issue
date(s) of the bonds issued to finance the
project unless all bonds issued to finance
the project are redeemed as soon as possi-
ble, but in no event later than 18 months
after the issue date of the first bonds.

SECTION 6. EFFECTIVE DATE

This revenue procedure is applicable to
bonds sold on or after July 19, 2004, that
are subject to section 142(d). In addition,
subject to the applicable effective dates for
the corresponding statutory provisions, an
issuer may apply this revenue procedure to
any bonds (1) sold before July 19, 2004,
that are subject to section 142(d), or (2)
subject to section 103(b)(4)(A) of the 1954
Code.

SECTION 7. DRAFTING
INFORMATION

The principal author of this revenue
procedure is Rose M. Weber, Division
Counsel/Associate Chief Counsel (Tax
Exempt and Government Entities). How-
ever, other personnel from the IRS and
Treasury Department participated in the
development of this revenue procedure.
For further information regarding this rev-
enue procedure, contact Ms. Weber at
(202) 622–3980 (not a toll-free call).




