
LIHTCs are allocated based on a partner's interest in depreciable losses. Because capital accounts
affect loss allocation, credit delivery, and liquidation economics, investors must understand how
they are expected to behave over the partnership's life.

In a typical LIHTC partnership, the investor limited partner (LP) owns 99.99% of the partnership and
expects 99.99% of 1) LIHTCs and 2) tax losses, primarily from depreciation and interest.

Partnership tax rules generally limit the allocation of losses that would create or increase a deficit capital
account unless supported by minimum gain, a deficit restoration obligation (DRO), or other regulatory
provisions.

If the investor's capital account hits zero:
     Future tax losses, including depreciation, may need to be reallocated away from the investor.
     Because LIHTCs are generally allocated in proportion to the allocation of depreciation and other tax 
     losses, future credits may also be reallocated if loss allocations change.
     If credits are reallocated away from the investor, the investor's yield is reduced, and credit adjuster 
     payments may be triggered.

The core investor question is:
"Will my capital account stay
positive through the credit

period, so I receive the losses
and credits I paid for?"

Why Capital Accounts Matter in LIHTC Deals
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In a tax-credit partnership, each partner has a capital account that tracks that partner's economic
investment in the partnership and represents the equity portion of its balance sheet interest. 

In general, a partner's capital account:

Importantly, federal and most state LIHTCs do not reduce capital accounts. They are a tax benefit layered
on top of the economic deal. By contrast, some other credits—such as federal historic credits and certain
energy credits—may reduce capital accounts and/or basis and must be modeled carefully.

What Is a Capital Account?

Increases when the partner
contributes capital or is allocated
taxable income.

Decreases when the partnership
distributes cash or property or allocates
tax losses (including depreciation). 

A project won’t close on its equity if credit reallocations are
projected during the 10-year credit delivery period. Therefore, any
such reallocation must be solved. Capital account projections
should be standard in underwriting, reviewed regularly
during the 10‑year credit delivery period, and monitored
throughout the compliance period.



Capital account dynamics differ in 4% bond deals and 9% credit deals.

Capital account constraints therefore appear more frequently in 4% bond deals, particularly in
highly leveraged structures.

9% Deals 
Generate more credits per dollar of basis,
supporting more investor equity up front. 

As a result, investor capital accounts are often
large enough to remain positive through the credit

period. 

4% Deals 
Generate fewer credits and generally less equity

for the same development cost. 
Investor capital accounts start lower and erode
more quickly, increasing the risk of exhaustion

during the credit period.

Capital accounts are sensitive to the treatment of:
     Operating expenses and unpaid accruing interest and fees owed by the partnership reduce taxable 
     income and increase losses, thereby reducing capital accounts through loss allocations.
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The rules provide a partial safety valve through minimum gain,
allowing allocations even after a capital account is exhausted.

A common solution to capital
account problems may be to
allocate non-depreciation

deductions to general
partners, in order to preserve
the investor’s capital account.

Debt > Tax Basis = Minimum Gain

Minimum gain arises when partnership nonrecourse debt exceeds the tax basis of the property securing
it. Because those assets cannot repay that excess in a liquidation, it is treated as gain allocated to partners
in accordance with their percentage interests—allowing losses and credits to be allocated against it during
operations.

 

“Good” Debt

true third-party, non-related-party debt
creates partnership minimum gain that supports investor loss and credit allocations.

 

“Bad” Debt

loans from or guaranteed by a partner or related party
creates partner minimum gain that generally benefits that partner, not the investor,
because that partner bears the risk of non-repayment. Such debt must be carefully
monitored to make sure it does not interfere with delivering 99.99% of credits to the
investor. Often the best alternative is to make the debt recourse. 

4% vs. 9% Deals: Different Pressure on Capital Accounts

How Fees, Losses, and Credits Interact with Capital Accounts

Minimum Gain: “Good” Nonrecourse Debt Support

LIHTCs and many state credits do not reduce capital accounts or
LIHTC eligible basis.
Federal historic credits typically reduce both depreciable basis and
capital accounts.
Certain energy credits may reduce depreciable basis and capital
accounts, even if they no longer reduce LIHTC eligible basis.

Because the rules vary, investors should confirm how each credit in the
capital stack is modeled for tax basis and depreciation, capital account
treatment, and timing (e.g., placed-in-service and certification dates). 



When capital contributions and minimum gain are insufficient, some
deals use a Deficit Restoration Obligation (DRO): a contractual
obligation by a partner to restore a negative capital account upon
liquidation. A valid DRO allows additional losses and credits to be
allocated because the partner bears the economic risk. While a DRO
can solve a capital account problem, most investors will not agree to a
long-term DRO because that would mean at liquidation they would
have to put in more capital than they originally anticipated. However,
DROs are often used by general partners so that they can be allocated
non-depreciation losses to preserve the investor’s capital account.

At the end of the partnership, assets are disposed of and the partnership liquidated. To achieve
substantial economic effect, liquidating distributions must follow positive capital account balances.

The liquidation waterfall generally:

General Partner DROs are most common in:
     4% bond deals;
     Acquisition/rehab structures with high early-year losses; and
     An investor DRO may be used in situations involving early bonus depreciation before all capital 
     contributions are made, in which case the DRO may burn off as additional contributions bring the 
     capital account back toward zero.

Pays 3  party creditorsrd Pays partner debts
(e.g., loans or accrued

fees) 

What this means for investors:
     A positive capital account prior to the final allocations generally means the investor may be entitled 
     to more proceeds than the typical 10% agreed upon share
     A zero or negative capital account means there may be no investor value or any value would be 
     limited to the general economic terms, i.e. 10% to the investor. A negative capital account indicates  
     exit tax liability.

Capital account modeling informs whether the investor can expect residual value or exit taxes. However,
investors generally do not underwrite residual value and price the project solely on tax credits and tax
losses. There is a variety of approaches by investors as to whether they would seek to obtain their
full share of residual value at exit or to exit a project for minimal compensation if they have
received all the projected tax and economic benefits. 

Distributes remaining value to partners
according to their positive capital accounts,
typically after final allocations of income,

gain, loss, and deduction, so capital
accounts reflect the economic deal terms.
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DROs and Acquisition/Bond Projects

Liquidation: How Capital Accounts Drive the Split

Deficit Restoration
Obligation (DRO): a

contractual obligation by a
partner to restore a negative

capital account upon
liquidation.



                          NEXT STEPS
                           Learn more about the LIHTC program from the investor’s perspective with AHIC’s suite 
                           of underwriting and asset management best practices at bit.ly/LIHTCKnowledge.  

About the Series: AHIC's LIHTC Decoded series helps educate
industry participants and stakeholders about the investor's
perspective on this public-private partnership.
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What Investors Should Do

Bonus Depreciation: A Double-Edged Sword
Bonus depreciation accelerates deductions into early years. While attractive for near-term tax savings, it
also accelerates capital account erosion, especially bonus depreciation on site improvements (due to their
longer 15-year regular depreciation period). 

bit.ly/LIHTCKnowledge

IMPORTANT NOTICE
This explainer is for general educational purposes only and does not constitute legal, tax, or accounting advice.
LIHTC partnership structures are complex, and the treatment of capital accounts, minimum gain, DROs, and
liquidation waterfalls can vary significantly from deal to deal. Investors and other stakeholders should consult
their own tax advisors, attorneys, and/or accountants before making decisions based on capital account or
liquidation modeling.

Key questions: 
     Whether it exhausts capital account support before all credits are delivered;
     whether it drives the capital account negative in early years and triggers a DRO obligation;
     and whether limiting it or adjusting allocations would produce a more sustainable capital 
     account profile with only modest economic impact.

Require capital account projections in all underwriting models and review them
regularly.
Confirm minimum gain support and debt characterization (which loans create
partnership minimum gain and how it is allocated).
Fully understand any DROs; early-year DROs by investors may be acceptable, but
long-term DROs are generally rejected. General Partners may need DROs to absorb
loss allocations.
Review fee timing, credit stacking, and bonus depreciation for their impact on capital
accounts.
Integrate capital account modeling into exit and tax analysis, including who bears exit
taxes and how residuals are shared.

To manage capital account risk:

https://www.ahic.org/lihtc_decoded_ahic_knowledge.php
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