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The affordable housing industry was thrilled to learn about the introduction of the Average 
Income Test (AIT) as a new minimum set-aside option in 2018. However, our enthusiasm was 
dampened by the problematic proposed regulation published in 2020. Nevertheless, we were 
overjoyed when the final regulation was released in 2022, and we celebrated the removal of the 
nonsensical provisions from the proposed regulation.  

One of the most exciting aspects of the final regulation was the allowance for unit designations 
to change. This provision provides taxpayers with greater flexibility and opportunities to address 
noncompliance issues. The other change that brought a sigh of relief was that it is no longer 
mandatory to factor in the imputed income limitation of every low-income unit while assessing 
compliance with the AIT requirement. Instead, only a “group of qualified units” that accounts for 
at least 40% of the units in the project must be considered while determining AIT compliance.  

This article aims to showcase the various methods available to taxpayers for rectifying 
noncompliance issues in an AIT project.  

AIT Fundamentals  

To effectively tackle noncompliance issues in AIT projects, it is imperative to have a basic 
understanding of the AIT requirements as a whole. Therefore, this article will begin by providing 
an overview of the Average Income Test requirements.  

What is the AIT Set-Aside?   

To satisfy the AIT minimum set-aside requirement, a project must have 40% or more units that 
are designated as LIHTC units and assigned an allowable income limit. The average of the income 
limits for these units must not exceed 60%. This option permits projects to have higher income 
limits, provided that the average of the income limits for all low-income units remains 60% or 
less.   

Under the AIT, the allowable income limits are as follows:    

• 20%  
• 30%  
• 40%  



 
• 50%  
• 60%  
• 70%  
• 80% 

In order to meet the AIT, a two-part test must be met:   

• Part 1: 40% Test  
Taxpayers must designate an “AI Unit Group" that comprises at least 40% of the total 
units in the project. The units within AI Unit Group must be rent-restricted and occupied 
by households with an annual income that does not exceed the specified income limit.  

• Part 2: 60% Test  
The designations assigned to the units within the AI Unit Group must average 60% or 
less. 

Applicable Fraction and AIT    

Understanding the correlation between a project's minimum set-aside and a building's 
applicable fraction is a crucial factor in tackling noncompliance for an AIT project.    

For an AIT project to qualify as a LIHTC project, the minimum set-aside requirement must be met 
and consistently maintained throughout the project’s compliance period. The applicable fraction, 
which indicates the percentage of the building’s space occupied by low-income tenants, is a 
component in the computation of the taxpayers' annual credit for the building.   

As previously discussed, the final regulation states that it is no longer necessary to include all 
low-income units’ imputed income limitation when determining compliance with the AIT, only a 
“group of qualified units” representing at least 40% of the units in the project must be used 
when determining AIT compliance. However, many projects have low-income units that exceed 
the 40% minimum set-aside requirement, and these excess units are factored in when 
determining a building’s applicable fraction. However, it is important to note that simply 
designating all of these excess units as 80% may not necessarily allow a taxpayer to claim credits 
on them.   

In order for taxpayers to claim credits for excess units, it is necessary to carefully evaluate the 
income limits designated to these units to ensure compliance with the final regulation.   

For an AIT project, in order for a unit to be counted as a low-income unit in the building’s 
applicable fraction, the unit must be included in a taxpayer-identified group of units herein 
referred to as the applicable fraction group (AFG).   

 



 
The definition of a “qualified group of units” for the purpose of the AFG is a group of units, for 
which:    

• The rents for the units included in the group are rent-restricted.   
• The units included in the group are occupied by qualified households that meet the 

income limit designated to the unit.   
• The average of the income limits designated to the units included in the group average is 

60% or less.   

Essentially, in order for a unit in a LIHTC project to be defined as low-income for purposes of its 
building’s applicable fraction the unit must be a part of a group of units within the project, where 
the income limits designated to the units within the group average 60% or less.   

For multiple building projects, as defined by the IRS Form 8609, the units included in the AFG are 
not limited to one building and can span multiple buildings.   

Having covered the essential concepts of the AIT, let's now shift our focus to exploring methods 
for identifying instances of noncompliance. 

Identifying & Correcting Noncompliance  

Our primary aims in identifying and addressing federal noncompliance are to reduce or eliminate 
credit loss resulting from such noncompliance. To achieve this, we strive to accomplish two 
goals. One, we want to correct all instances of noncompliance prior to receiving notification of 
an agency audit. Two, we need to ensure that all noncompliance issues are rectified before the 
last day of the owner's taxable year.   

Correcting issues of noncompliance before receiving notification of an agency audit is crucial 
because any such issues that are identified and resolved by the owner prior to agency 
notification of an audit will not be reported to the IRS. This is designed to incentivize owners who 
practice good due diligence and take proactive steps to ensure compliance with LIHTC 
requirements.  

Correcting issues prior to the end of the year is just as critical to avoiding and minimizing credit 
loss. The number of units that are determined to be low-income units for purposes of 
determining the applicable fraction is based on the number of units that are in compliance as of 
the last day of the owner’s tax year.   

Example – Correcting Noncompliance Prior to the Last Day of Tax Year   

At a LIHTC building, where the owner’s taxable year ends Dec. 31, during the fourth year of the 
compliance period (2023), management moves in an ineligible household in error. The ineligible 



 
household moved in on May 3, 2023. The issue of noncompliance was discovered on Sept. 12, 
2023. Management incentivized the household to move out on Nov. 1, 2023. A new qualified 
household moved into the unit on Nov. 30, 2023. Since the unit was back in compliance as of the 
last day of the owner’s tax year, there is no decrease in the building’s Applicable Fraction or 
qualified basis and, therefore, no credit loss.    

AIT and Correcting Noncompliance 

As the Final Regulation now allows for unit designations to change, successfully addressing non-
compliance issues is much more achievable.   

Unit Designation Changes to Correct Noncompliance   

There are several instances where changing a unit’s income limit designation can be changed to 
correct noncompliance and to minimize credit loss.   

Timings for Unit Designation Changes  

For a vacant unit – The unit’s designation must be changed before being occupied.  
(Note: When changing the income level designation of a vacant unit in order to address 
noncompliance, the unit must be occupied by a qualified household by the end of the taxpayer’s 
taxable year.   

For an occupied unit – The unit’s designation must be changed, prior to the last day of the 
taxable year.   

In some cases, changing a unit’s income limit designation can be an effective strategy for 
remedying noncompliance and minimizing credit loss.   

1. A vacant market rate unit can be re-designated as a low-income unit, designated an 
imputed income limitation, and then rented to a qualified household in order to restore 
AIT compliance  

2. An occupied market rate unit can be re-designated as a low-income unit and designated 
an imputed income limitation in order to restore AIT compliance, but only if the occupant 
of said unit meets the designated imputed income limitation.   

3. The unit designation on a vacant, previously qualified, low-income unit can be reduced to 
a lower income limit level and then rented to a qualified household in order to restore 
AIT compliance  

4. The unit designation on an occupied and qualified, low-income unit can be reduced to a 
lower income limit level in order to restore AIT compliance, but only if the occupant of 
said unit meets the new, lower designated imputed income limitation.   

 



 
Examples regarding how to achieve compliance by changing unit designations are provided 
below.   
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