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CERTIFIED PUBLIC ACCOUNTANTS

April 14, 2008

‘Internal Revenue Service
Attn: CC:PA:LPD:PR
Room 5203

P.O. Box 7604

Ben Franklin Station
Washington, D.C. 20044

Re: New Markets Tax Credit Treasury Regulations Project
Dear Sirs:

As participants in the New Markets Tax Credit ("NMTC") Working Group, we, the
undersigned, have joined together to request that the Department of Treasury and Internal
Revenue Service (the “IRS”) consider our recommendations regarding changes to and
clarifications of the Treasury Regulations related to the NMTC Program. We believe that our
suggestions for guidance will help clarify and eliminate confusion related to current questions in
the NMTC program. In many cases, we have already submitted letters in regards to these issues
requesting additional guidance and suggesting sample language. By providing guidance on these
issues, we believe that the NMTC Program will be able to better serve its intended purpose,
bringing capital to communities that have historically had inadequate access to capital, by
lessening the current risk to investors due to the uncertainties of the NMTC program. We
commend the Department of Treasury and IRS for its continuing efforts to improve and clarify
tax guidance for the NMTC program in order to ensure its continuing success. We would like to
meet in person to discuss these issues at a time that is convenient for you. We will follow-up
with you after you have received this letter in hopes that a date can be scheduled.

Redemption

In a letter dated April 24, 2006, we submitted comments and suggested language
regarding the Treasury Regulation on redemption (Treasury Regulation § 1.45D-1(e)}(3)). We
have attached a copy of that letter for your convenience.

In the event that multiple qualified low-income community investments (“QLICIs”), are
made into the same qualified active low-income community business (“QALICB”) (e.g.
installments of historic tax credit equity or advances of a construction loan), there is uncertainty
as to how payments of or for capital, equity or principal received by the CDE should be attributed
to those QLICIs. Under Treasury Regulation Section 1.45D-1(e)(2)(ii) there is a recapture event
with respect to a QEI if “the proceeds of the investment cease to be used in a manner that satisfies
the substantially all requirement.” It is not clear under this Regulation how the “proceeds of the
investment” are defined. This is particularly relevant where (i) multiple QLICIs are made to a
single borrower over a period of time, and (ii) these QLICIs are funded from multiple QEls. In
this situation, it is not clear whether the borrower would be deemed to have repaid the QLICI
made with the first QEI, the last QEI or repaid QLICIs made proportionally from each QEI.
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Similar uncertainty exists under Section 1.45D-1(e)(2)(iii) where multiple QEIs are made
into one CDE over a period of time. In this case, there is uncertainty as to how distributions from
the CDE which constitute a return of capital will be attributed among those QEIs for purposes of
the redemption test for QEls. For example, consider the case where multiple QEIs have funded a
single QLICI. Cash is paid to the CDE by the borrower and that cash is distributed to the investor
as a return of capital. Which QEI has been redeemed? This is particularly relevant where the first
of a series of QEIs has reached its seventh anniversary but later QEIs have not.

We believe in both cases CDEs should be permitted to elect to use any reasonable
method to treat proceeds from a repaid QLICI as applicable to the QEIs made into that CDE.
Further, the Regulation should state that the use of a FIFO method, a LIFO method or a pro-rata
allocation method should be allowed if consistently applied.

Reinvestment Rules for Equity Investments

In a letter dated July 31, 2006, we submitted comments and suggested language regarding
the Treasury Regulation on reinvestment (Treasury Regulation § 1.45D-1(d)(2)). We have
attached a copy of that letter for your convenience.

Substantially all safe harbor calculations

Under Treasury Regulation §1.45D-1(c)(5)(iv), a CDE has a 12-month period to invest
QElIs it receives. The regulation specifically provides:

(iv) Time limit for making investments. The taxpayer's cash investment
received by a CDE is treated as invested in a qualified low-income community
investment as defined in paragraph (d)(1) of this section only to the extent that
the cash is so invested within the 12-month period beginning on the date the cash
is paid by the taxpayer (directly or through an underwriter) to the CDE.

Many believe that this provision implies that, so long as the cash is, in fact, invested
within 12 months, it is deemed to have been invested from the date the applicable QEI was made.
However, the wording of the regulation isn’t entirely clear.

This creates uncertainty for investors regarding how a CDE would apply the safe harbor
calculation using gross assets as defined in Treasury Regulation §1.45D-1(¢)(5)(iii) in a situation
in which it receives multiple QEIs at different times. For example, a CDE receives a $1,000,000
QEI on January 2™ of a given year, 90% of which is invested in qualified investments within 12
months. On Jurie 2™ of the same year, the CDE receives a second QEI of $1,000,000 which it has
not yet invested prior to the 12-month period applicable to the first QEI (but has invested within
12 months following the date of the second QEI). Unless the CDE can say that, when it invests
the second QEI within the 12-month period applicable to that QEI, the second QEI is treated as
having been invested as of the date it was made, the CDE will be unable to use the gross assets
test in the safe harbor calculation. This problem may arise any time a CDE receives more than
one QEI, even where there may be several years between QElIs -- uninvested QEIs may cause the
CDE to fail the gross assets test even if the later QEls are properly invested within the applicable
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12-month period. In effect, the gross assets test could become largely useless for CDEs that
receive multiple QEIs.

We recommend that Treasury Regulation §1.45D-1(c)(5)(iv) be revised to add:

(iv) Time limit for making investments. The taxpayer's cash investment
received by a CDE is treated as invested in a qualified low-income community
investment as defined in paragraph (d)(1) of this section only to the extent that
the cash is so invested within the 12-month period beginning on the date the cash
is paid by the taxpayer (directly or through an underwriter) to the CDE and
investments so made within such 12-month period shall be deemed to have
been invested throughout such 12-month period for purposes of this

paragraph (c)(5).

We note that this is consistent with Treasury Regulation § 1.45D-1(d)(2)(i), under which
qualified low-income community investment funds that are redeemed before the 7" year of the
credit period and reinvested within 12 months are deemed continuously invested throughout the
12-month reinvestment period.

Aggregation of QEIs

Treasury Regulation §1.45D-1(c)(6) provides, “A CDE may treat any qualified equity
investments issued on the same day as one qualified equity investment. If a CDE aggregates
equity investments under this paragraph (c)(6), the rules in this section shall be construed in a
manner consistent with that treatment.” Under this provision, a CDE can receive multiple
investments on the same day and treat them as a single QEI. However, if a CDE receives a single
investment, it cannot elect to treat that single investment as more than one QEI

It is not uncommon for a CDE to receive a QEI intended for a particular QLICI, but then
for unexpected reasons, the CDE is unable to close the QLICI that the QEI was originally
intended for. The CDE must then identify and close other QLICIs, the amounts of which may not
correspond to the original QEI amount. This subjects the CDE and its investors to compliance
risks associated with multiple QLICIs, the failure of any of which could result in recapture of
NMTCs for the entire QEI

We believe CDEs should be permitted to make an election to designate a single
investment made on a particular date as one or more QEIs made on that date, so long as such
election is made on or before the “substantially all” testing date selected for such QEIs (within the
initial 12-month investment period). On the other hand, a CDE could accomplish exactly the
same result if, instead of designating the initial investment as a single $1,000,000 QEI, it received
ten separate wire transfers of $100,000 each and registered 10 QEIs on the same date.! The only
difference is that this latter approach represents a substantial reporting and administrative burden
for the CDE and CDFI Fund. If the designation must be made within the limited period described
above, this would give CDE:s flexibility in getting their funds invested initially, without affecting
compliance measurements over the long term.

' We note that some CDEs may even opt to segregate the QEI’s into even smaller denominations, such as
100 QEIs at $10,000 each, to further minimize recapture risk.
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In addition to the above, when for unexpected reasons the CDE is unable to close the
QLICI that the QEI was originally intended for it is also not uncommon for an Allocatee to want
to move a QEI from one sub-CDE to another sub-CDE. However, Allocatees are concerned that
if the one sub-CDE seeks to transfer its QEI to the other sub-CDE with the same investor in each
sub-CDE, the IRS would treat the transfer as a redemption triggering recapture of the tax credits
associated with the QEI in the transferring sub-CDE.

For example, Sub-CDE 1 received a QEI of $10,000,000. Sub-CDE 1 is a subsidiary of
Allocatee ABC. Sub-CDE 1 was created to be used solely for debt QLICIs.  Sub-CDE 2 is
another subsidiary of Allocatee ABC and is used solely for equity QLICIs. For internal
bookkeeping purposes, the Allocatee will not do both equity and debt QLICIs out of the
same subsidiary CDE. The initial QEI in Sub-CDE 1 was for the purpose of funding a debt QLICI
for a particular transaction. However, the transaction has failed to close and Allocatee ABC
would like to use the proceeds of the QEI for equity QLICIs that are available to be funded
‘through Sub-CDE 2. By moving the QEI from Sub-CDE 1 to Sub-CDE 2, Allocatee ABC is not
seeking to re-start the 12-month substantially-all test. If Allocatee ABC cannot transfer the QEI
from Sub-CDE 1 to Sub-CDE 2, then recapture may result if a replacement debt QLICI cannot be
identified in time to satisfy the substantially-all requirement, and $10,000,000 of NMTC-
advantaged money will not reach low-income communities.

We believe CDEs should be permitted to transfer QEIs from one subsidiary CDE to
another subsidiary CDE without triggering a redemption either to avoid a violation of the
substantially-all requirement or for administrative purposes provided that the 12-month period for
satisfying the substantially-all requirement does not expire as to the transferred QEI(s).

Portions of the business requirements

The “portions of the business” provisions of the regulations (Treasury Regulation §
1.45D-1(d)(4)(iii)) have become a very useful tool in structuring investments. In order to make
use of these provisions, (i) a “complete and separate set of books and records” must be
maintained with respect to.the applicable portion of the business, and (ii) the proceeds of the
CDE’s loan or investment are treated as a QLICI only to the extent that such proceeds are used in
such portion of the business.

The regulations currently do not provide any definition of “complete and separate set of
books and records”. Presumably, one of the intended benefits of making this test available is to
encourage companies with varied and complex operations to locate businesses in low-income
communities, without requiring that they set up and maintain separate legal entities. In addition
to the costs of formation and organization that having to use separate entities would entail,
companies are also often required to conform to complex, inter-company accounting rules that are
both expensive and burdensome.

We believe that the purposes of the program and of the “portions of the business”
regulations are met if the separate books and records are sufficient in content and detail to enable
the company to demonstrate that the portion of the business would meet the tests constituting a
QALICB if the business had been separately incorporated. We suggest that Treasury Regulation
§ 1.45D-1(d)(4)(iii)(A) be modified to add the following clarification:
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For purposes of this paragraph (d)(4)(iii), the books and records required to be
maintained with respect to a trade or business that is treated as a portion of a
business hereunder will be deemed sufficiently complete and separate if they are
sufficient to demonstrate that such trade or business would meet the requirements
of subparagraphs (d)(4) and (d)(5) hereof if such trade or business had been
separately incorporated.

To go a step further than this and require that the books and records must be equivalent in all
respects to that which the company would be required to maintain if the portion of the business
had been separately incorporated, would defeat one of the main benefits of using this approach.

It is also not clear when the proceeds of a CDE’s loan or investment are deemed to be (or
not to be) used in the trade or business that constitutes the portion of the business. In particular,
(i) a company might advance funds for the benefit of such trade or business (e.g., the
development of a new store in a low-income community) prior to the date when the CDE’s loan
or investment closes, or (ii) a company might have an established, company-wide purchasing
program under which it acquires goods or services, some of which are used for the benefit of the
designated portion of the business.

If a CDE’s loan or investment is applied to reimburse the company for actual costs it has
advanced for materials, supplies, goods, or services actually used in the designated portion of the
business, then such proceeds should be deemed to have been used in the portions of the business.
We suggest that Treasury Regulation § 1.45D-1(d)(4)(iii) be modified to state:

For purposes of this paragraph (d)(4)(iii), to the extent that the proceeds of a
CDE’s loan or investment are applied to either pay or reimburse the costs of
materials, supplies, goods, or services used in or for the portion of the business,
they will be deemed used in the trade or business that constitutes the portion of
the business.

Partnership Allocations (Internal Revenue Code § 704(b))

It is currently unclear as to how a partnership allocates NMTCs among its partners.
Internal Revenue Code (“IRC”) §45D and §704(b) provide no specific reference on how the
NMTC should be allocated among partners in a partnership. The NMTC is a unique credit that
doesn’t generate a readily identifiable expense similar to other credits like the low-income
housing tax credit, which subsidizes construction costs that generate depreciation expense. In the
absence of current specific guidelines, we believe that NMTCs should be allocated among the
partners in a partnership in a manner that is most consistent with the existing §704(b) partnership
allocation regulations. Therefore, the NMTC should be allocated in the same manner as the
NMTC basis reduction which in turn should be allocated in the manner agreed to by the partners
of the partnership and that is consistent with the partnership allocation safe harbor rules under
existing Treasury Regulations. Guidance on this issue would be very helpful, particularly to
Community Development Entities (CDEs) seeking to make venture capital investments.
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Investments prior to receipt of Allocation Agreement

Under Treasury Regulation § 1.45D-1(c)(3), subject to specified conditions, an investor
may make an equity investment in a CDE prior to the CDE’s receipt of its executed allocation
agreement, and such investment is treated as a qualified equity investment as of the effective date
of the allocation agreement. It is unclear, however, how this provision applies to subsidiary
CDEs that must receive a sub-allocation in order for the investment to constitute a valid qualified
equity investment.

Many (if not most) QEls are made through subsidiary CDEs, and commonly, the parties
to the allocation agreement will include, in addition to the CDE that received the allocation
award, one or more subsidiary allocatees. Under CDFI Fund procedures, the fact that an
allocation agreement has been executed by a subsidiary CDE is not, by itself, sufficient to effect a
sub-allocation to such subsidiary CDE (the sub-allocation must be logged into the CDFI Fund’s
system), and an investment cannot be a QEI unless and until the subsidiary CDE has received a
valid sub-allocation.

We believe this can be addressed by a minor modification to Treasury Regulation §
1.45D-1(c)(3)(iv) so that it reads as follows:

(iv) Initial investment date. If an equity investment is designated as a
qualified equity investment in accordance with paragraph (c)(3)(ii) of this
section, the investment is treated as initially made (A) on the effective date of the
allocation agreement between the CDE and the Secretary, or (B) in the case of
an investment in a CDE receiving a sub-allocation, the date (on or following
the effective date of such allocation agreement) on which such sub-allocation
is effective for purposes of such allocation agreement.

In addition, we note that it would be appropriate for Treasury Regulation § 1.45D-1(c)(3)
to make clear that the entity receiving the equity investment prior to the execution of the
allocation agreement must be a CDE at the time of the investment.  Currently, Treasury
Regulation § 1.45D-1(c)3) does not explicitly provide that the entity receiving the equity
investment must be a CDE when the equity investment is received.

Equity investments in other CDEs

Treasury Regulation §1.45D-1(c)(4)(i)(B) provides that the term qualified equity
investment does not include “Any equity investment by a CDE in another CDE, if the CDE
making the investment has received an allocation under section 45D(f)(2).” We believe this
provision can inhibit investments in other CDEs in ways that were not intended by this provision.

Some allocatees obtain their allocations in their parent companies, though they will
generally utilize their allocations by making sub-allocations to one or more subsidiary CDEs. At
the same time, the parent company that received an allocation may have non-NMTC investment
activities unrelated to those they undertake using their NMTC allocation.

We believe the intent of the above regulation is to preclude one investment from
generating NMTCs twice (once when a QEI is made in the first CDE, and then a second time if
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the first CDE makes an equity investment in a second CDE with an allocation who designates that
investment as a QEI). That concern, as well as our concern described above, can still be
addressed if the above regulation is modified to read, “Any equity investment by a CDE (the
“primary CDE”) in another CDE (the “second CDE”), if the primary CDE making the
investment has received an allocation under section 45D(f)(2) and is using funds from any QEI
to make the equity investment in the second CDE.” '

As an alternative, the regulation could be changed to exclude investments from a CDE
with an allocation into another CDE only after the primary CDE has issued a QEI. That would
allow a parent CDE who has sub-allocated all of its allocation to subsidiary CDEs to make equity
investments since it won’t be issuing QEls. This alternative can be enacted by modifying the
above regulation to read, “Any equity investment by a CDE (the “primary CDE”) in another
CDE (the “second CDE”), if the primary CDE making the investment has received an
allocation under section 45D(f)(2) and has issued one or more QEIs for the full amount of its
allocation.”

Safe harbor for investments in other CDEs

When a CDE makes a QLICI in the form of a loan or equity investment in a QALICB, it
is permitted to claim the benefit of the “reasonable expectation” safe harbor with respect to the
continued qualification of the recipient as a QALICB over the seven-year compliance period.
However, when a CDE makes a QLICI in the form of a loan or equity investment in another
CDE, there is no safe harbor with respect to CDE status, so as to protect that loan or investment
as a QLICI should the recipient CDE cease to be a CDE during the compliance period.

Thus, the loss by the recipient CDE of its CDE status at any time during the compliance
period would mean that the loan or investment would cease to constitute a QLICI. There are
many scenarios in which there are no practical ways for this to be cured -- the proceeds of the
loan or investment will have, in turn, been used to make loans or investments in QALICBs (as
required by the regulations) and will not easily be recoverable from the non-qualifying
intermediary CDE.

This has significantly impeded the use of NMTCs to invest in other CDEs. Generally,
only the strongest and most sophisticated CDFIs have been able to raise capital under this
program since only those institutions can provide enough comfort to investors that they will
remain CDEs (or will be able to repay the investments should that status change) throughout the
compliance period.

We believe that there should be a “reasonable expectation” safe harbor applicable to CDE
status (presumably in Treasury Regulation § 1.45D-1(d)(1)(iv)) similar to that provided for
QALICBs, which might read as follows:

For purposes of paragraph (d)(1)(iv) of this section, a CDE (the “second CDE™)
receiving a loan or equity investment from a CDE (the “primary CDE”) is
treated as a CDE for the duration of the primary CDE’s investment in the entity
if the primary CDE reasonably expects, at the time the primary CDE makes the
capital or equity investment in, or loan to, the second CDE, that the second
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CDE will satisfy the requirements to be a qualified community development
entity throughout the entire period of the investment or loan.

Working capital

Treasury Regulation § 1.45D-1(d)(4)G)}E)(2) provides that working capital includes any
proceeds that will be expended for construction of real property within 12 months after the date
the investment or loan is made. While this provision takes into account the timing difference in
which investment or loan proceeds are made to a construction project and then expended, it
doesn’t allow for a reasonable amount of time for the funds to be expended based upon the length
of typical construction timelines. Historically, the construction period for NMTC projects is
rarely 12 months or less. We believe that the regulation should be modified to 24 months to
allow for a more reasonable construction period. We recommend that the regulation be amended
with a provision such as the following to Treasury Regulation § 1.45D-1(d)(4(D(E)(2):

(2) Construction of real property. For purposes of paragraph (d)(4)1)(E)(1)(i) of
this section, the proceeds of a capital or equity investment or loan by a CDE that
will be expended for construction of real property within 24 months after the date
the investment or loan is made are treated as a reasonable amount of working
capital.

Tenant excluded businesses

Treasury Regulation § 1.45D-1(d)(5)(ii) provides that “a CDE's investment in or loan to a
business engaged in the rental of real property is not a qualified low-income community
investment under paragraph (d)(1)(i) of this section to the extent a lessee of the real property is
described in paragraph (d)(5)(iii)(B) of this section.” This provision takes the approach of
disqualifying a CDE’s investment as a QLICI “to the extent a lessee . . .is” one of the prohibited
businesses listed in paragraph (d)(5)(1ii)}(B).

First, this approach attempts to connect a specific quantity (a portion of the QLICI) fo the
existence of a business operation that is not in any way quantified. It is unclear whether a lessee
must be engaged exclusively (or primarily) in a prohibited business, or whether the lessee’s
engagement in any such business activity triggers this provision.

We recommend that the regulations clarify that, in order to disqualify a QLICI, the lessee
must be “exclusively or primarily engaged in one of the prohibited businesses listed in paragraph
(d)(5)(iiyB)Y”?. It would present a considerable burden on CDEs and investors if incidental
activities by lessees could trigger disqualification.

An example of such incidental activities would be a hotel that includes a day spa that
offers massage services and includes a sun tanning booth. The primary business of the hotel is to
provide lodging and convention facilities as evidenced by the amount of square footage dedicated
to these purposes and the income generated from these activities. The massage services and sun
tanning booth generate an extremely small portion of the hotel’s overall income. It is not entirely
clear if the massage services and sun tanning booth disqualify the hotel project from being able to
receive a QLICL
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Tt is also unclear how to determine how much of the QLICI would be disqualified if, and
to what extent, a lessee is engaged in any such business. This might be done based upon the
proportion of square footage of the space of the “offending” lessee bears to the total rentable
space in the property. Another approach could be based upon the proportion that the amount of
the lessee’s space devoted to the prohibited activity bears to the total rentable space in the
property. Or it might be done according to the proportion of the costs spent on the lessee’s space
(or portion of that space devoted to the prohibited activity), relative to the total cost of the project.
Or it could be done on the basis of the amount of income generated by the lessee’s space (or
portion of that space devoted to the prohibited activity), relative to the total income generated by
the project. ’

We recommend that the regulations provide guidance on how to quantify the lessee’s
activity. We believe the square footage of the lessee’s space relative to other rentable space in the
project would be the most reasonable approach. Square footage is readily determinable in real
estate businesses and would not be subject to nearly as much uncertainty or manipulation as
attempting to apportion costs or income between the lessee’s space or operations and the project
as a whole. However, we also believe that a taxpayer should be able to select any other method
that is reasonable.

Another concern about how the regulations are currently written is how the current
approach by-passes the entire QALICB analysis, and in so doing, has the effect (presumably
unintended) of by-passing the “reasonable expectation” safe harbor. As the regulations are
written, the reasonable expectation safe harbor applies only to a CDE’s expectation about
QALICB status. But a tenant’s engagement in a prohibited business impacts QLICI status
directly, without reference to QALICB status. We recommend that the regulation be amended
with a provision such as the following;:

For purposes of this paragraph (d)(5)(ii), a QLICI will not be disqualified if the
CDE reasonably expects, at the time it makes the capital or equity investment or
loan to a business engaged in the rental of real property, that lessees will not be
engaged in the businesses described in paragraph (d)(5)(iii)(B) of this section.

Trade or Businesses Involving Intangibles

Treasury Regulation § 1.45D-1(d)(5)(iii)(A) provides that a “qualified business does not
include any trade or business consisting predominantly of the development or holding of
intangibles for sale or license.” We request Treasury provide clarification, possibly through the
use of examples or by referencing a specific section elsewhere in the Internal Revenue Code, that
clarifies the meaning of “developing or holding intangibles for sale or license.” Further
clarification is needed to avoid any confusion about the type of intangibles referenced in this
exclusion. Specifically, is there a difference between intangibles created as a result of the nature
of the business?

We believe the key to the interpretation and application of this exclusion lies in the words
“development or holding of intangibles for sale or license.” While the businesses of many
companies involve intangibles, the above exclusion is intended to apply only to businesses that
create the intangibles internally and then grant to their customers (though either sale or license)
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the right to use those intangibles. The exclusion should not apply where the intangibles arise out
of contracts or transactions between the business and its customers.

We note that there are regulations under Section 367 of the Code, involving situations
where a person is transferring or licensing an intangible to a foreign person, which draw a
distinction between an "operating intangible” which is an integral part of a business, versus an
intangible that is typically transferred for consideration and dependent on use by the transferee.
A similar approach may be called for here.

In any case, we believe it would be helpful to clarify Treasury Regulation §1.45D-
1(d)(5)(iii) through examples in the Regulations that illustrate the distinction made above. For
example, assume a business enters into service contracts with its customers to provide cleaning
services for commercial buildings, pursuant to which the customers agree to make fixed payments
over the terms of the contracts. Although the service contracts may be intangible assets in the
hands of the business, they are created by the transactions between the business and its customer
that are integral to the nature of the business. It is not created by the business and then sold or
licensed to others. W e believe this would be a situation where the business would not be
disqualified.

In contrast, assume instead that the business is primarily involved in developing a brand
name, associated trademarks, and a set of operating procedures for "XYZ Commercial Cleaners",
which it then sells or licenses to third party operators of cleaning companies under agreements
that entitle such operators to use the brand name, trademarks, and operating procedures so
developed. The business receives fees for granting such rights, which might be based in whole or
in part on the sales of the cleaning companies. We believe this may be a situation where the
business would be disqualified, because the intangible assets (in the form of trade names,
trademarks, and other intellectual property) are first created by the business and then transferred
to others for consideration.

Without further clarification of the meaning within the regulation regarding intangibles,
industry participants may be reluctant to invest in transactions involving businesses that have

intangibles, regardless of the nature of the intangibles or how they are involved in the business.

Control as impacted by enforcement

Treasury Regulation § 1.45D-1(d)(6) contain the “reasonable expectation” safe harbor for
QALICB status and goes on to provide that this safe harbor is not available if and when the CDE
obtains “control” of the qualified business. Treasury Regulation § 1.45D-1{d)}(6)(ii}(C) provides
an exception which protects a CDE’s ability to rely on the reasonable expectation safe harbor
where the CDE obtains control due to financial difficulties of the QALICB.

One of the requirements for this exception is that the CDE must dispose of the entire
amount of the investment or loan and reinvest the amount received in such disposition in a
qualified low-income community investment within a 12-month period following acquisition of
control. We believe that this does not provide CDEs with an adequate time period to deal with
troubled investments.
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For example, in the context of a real estate loan, it is common for lenders to acquire
properties through foreclosure and hold them for a period of time prior to disposition. This
enables the lender to recover as much of its loan as possible, by (i) avoiding the “distress sale”
atmosphere of a foreclosure sale, (ii) enabling the lender to take steps to repair or improve the
property prior to sale, and/or (iii) enabling the lender to sell the property at a time and manner of
the lender’s choosing,.

CDEs that face troubled loans need the flexibility to recover the most value for their
investments. A CDE that forecloses on a real estate loan could acquire the property through an
entity that it forms, and in which the CDE would own all, or nearly all, of the equity interests.
Although the CDE’s equity interests could still constitute a QLICI, the CDE would “control” the
entity because of its ownership. The requirement that the CDE both dispose of the property and
re-invest the proceeds within 12 months is a severe constraint on the CDE’s ability to maximize
its recovery. The regulations generally allow CDEs 12 months to reinvest, which recognizes the
difficulty a CDE can face in finding, negotiating, and closing replacement QLICIs of the proper
size and on acceptable terms.

However, under Treasury Regulation § 1.45D-1(d){6)(i1}(C)(3)(ii), the CDE is penalized
if it controls the property or the business for any significant period of time, because every day it
continues to control the property or business reduces the time it has to dispose of it, if it wishes to
conttinue to rely on the reasonable expectation safe harbor. We believe it should be sufficient if
the CDE disposes of the investment in 12 months from when it acquires control. Once it does so,
reinvestment would be governed by the general 12-month reinvestment period, during which
there would be no question of “control” anyway because the CDE will be holding cash for re-
investment in other QLICIs. We recommend that the regulation be amended with a provision
such as the following to Treasury Regulation § 1.45D-1(d)(6)(i))(C)(3)(ii):

The CDE sells or causes to be redeemed the entire amount of the investment or
loan described in paragraph (d}6)(ii)(C)(1) of this section within a 12-month
period from the date on which it first acquired control and, by the end of the 12-
month period applicable to reinvestment of the proceeds of such sale or
redemption under paragraph (d)(2) of this section, reinvests the amount received
in respect of the sale or redemption in a qualified low-income community
investment under paragraph (d)(1) of this section . For this purpose, the amount
treated as continuously invested in a qualified low-income community
investments is determined under paragraphs (d)(2)(i) and (ii) of this section.

Related party equity investments

Internal Revenue Code §45D(f)(2) provides that, in making allocations of tax credits;

"the Secretary shall give priority to any entity . . . which intends to satisfy the
requirement under subsection (b)(1)(B) by making qualified low-income
community investments in 1 or more businesses in which persons unrelated to
such entity (within the meaning of section 267(b) or 707(b)(1)) hold the majority
equity interest."
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In all of the allocation application forms issued by the CDFI Fund, applicants have been asked to
indicate whether or not they intend to invest substantially all of the qualified equity investments
they receive in unrelated entities. By checking "Yes" in response to this question, an applicant is
entitled to 5 bonus points on its application score.

In the 2008 NMTC Allocation Application Q & A Document dated February 5, 2008, the
CDFI Fund indicates in the response to Question 38 that for purposes of determining if an entity
is related (within the meaning of IRC § 267(b) and § 707(b)(1)), the test is conducted after the
CDE makes the QLICL. Thus, under the related party principles in Section 707(b)(1) of the Code,
this provision would be violated in any case where the CDE had more than a 50% interest in
either the capital or the profits of the qualified business.

We believe that this test should apply at the point in time immediately prior to the
investment. The language of IRC §45D(f)(2) clearly deals with intended future investments, yet
it uses the present tense “hold” (not “will hold” or “would hold”) in applying the related party
test. It would be much more consistent with the language of IRC §45D(f)(2) to focus on whether
the CDE and the qualified business are related based on the ownership of each of them at the time
the investment is being made, not based on the CDE’s own interest after the investment is made.

We also believe the current approach seems to run contrary to the objectives of the
statute. Low-income community businesses would surely benefit more from increased equity
capital than they would from increased debt. Without access to more equity, many low-income
community businesses may not be able to obtain sufficient debt funding, even if the debt is
subsidized by new markets tax credits.

We don’t believe that Congress would have wanted to discourage CDEs from taking
equity positions greater than 50% in qualified businesses, regardless of whether there is any other
relationship between the CDE and the qualified business, while at the same time not placing
similar restrictions on debt investments. The current approach forces CDEs to structure their
investments as debt instead of equity. This often achieves very similar economic results (e.g., the
indebtedness will often represent far more than 50% of capital and profits of the business), yet as
debt, it creates a greater burden on the qualified business.

We believe that this provision was directed toward situations where business owners
would become investors in CDEs that would make investments right back into the investors’ own
businesses. It would be reasonable for Congress to have wanted to discourage people from
forming CDEs and receiving tax credit allocations, if all they are doing is getting tax credits from
investing in their own existing businesses.

We understand that the CDFI Fund is trying to serve this objective by applying the test
after the investment is made. The concern seems to stem largely from the possibility that, if the
test is applied just before the investment is made, the related party test could easily be
circumvented by setting up a new qualified business entity and having an existing business invest
in that entity through a CDE, thereby ending up owning and controlling the “new” business
through the CDE’s majority equity position.

However, we believe that the approach of simply applying the test after the CDE has
made its investment is an overly broad way of addressing this concern. In any case in which the
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qualified business is a pre-existing business and already engaged in the active conduct of a
qualified business prior to when the CDE made its investment, the language and purpose of the
statute are served if the related party test is applied immediately before the equity investment is
made. Equity is being provided to a qualified active low-income community business, and with
no pre-existing relationship between the CDE (or its investor) and the qualified business, there
should be no concern that tax credits are being generated by an investment in the CDE’s or
investor’s own existing business.

With respect to newly formed entities, since there is no meaningful history of ownership
before the CDE makes its investment, one may in fact need to look at whether the CDE and the
qualified business would be “related” after the CDE makes its investment. However, an
additional test could be applied that also looks at whether the nature of the business of the
qualified business is substantially the same as the primary business of the party or parties on the
CDE side to whom the qualified business is deemed to be related.

For example, assume that a retail store operator makes a qualified equity investment in a
CDE (and thereby owns more than 50% of the CDE), and the CDE acquires an equity interest of
more than 50% in a qualified business newly formed to operate one of the investor’s retail stores.
This could reasonably be treated as violating the related party test, because the “new” qualified
business could properly be viewed as simply an extension of the investor’s primary business.

On the other hand, assume a situation where a bank, insurance company, or other
financial institution makes a qualified equity investment in a CDE (and thereby owns more than
50% of the CDE), and the CDE acquires an equity interest of more than 50% in a partnership that
will rehabilitate a historic building and lease it to third parties. That should not be treated as
violating the related party test, because the rehabilitation and operation of real estate is not an
extension of the investor’s primary business. We note that the result in this example would be
different if the investor in the CDE is a real estate developer instead of a bank, insurance
company, or other financial institution.

We believe that if examples similar to those indicated above were included in the
regulations (and CDFI Fund guidance), the outcome would be reasonably clear in most cases.
The current interpretation of the related party restrictions have forced a lot of structuring
complications on transactions, at considerable cost, without necessarily even accomplishing the
purpose of such restrictions. We believe that the approach we suggest above will both serve the
program’s goals and significantly reduce the complexity and cost of making new markets tax
credit investments. ‘

Conclusion

We are excited about the positive impact that the NMTC Program is having on the
nation’s low-income communities and low-income persons and the potential for future success.
We appreciate the opportunity to submit our suggestions for issues regarding the NMTC
regulations. We believe that further guidance on these issues is essential to sustain and increase
the impact of the NMTC Program on low-income communities. Thank you in advance for your
time and consideration.
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Please do not hesitate to contact us if you have any questions regarding our comments or
if we can be of further assistance.

Yours very truly,
Novogradac and Company LLP

oy Henlea T Mgt

Michael J. Novogradac

ce: Donna Gambrell
Eric Solomon
John Cross
Matt Josephs
Paul Handleman
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April 24, 2006

Mr. Paul Handleman
Internal Revenue Service
Room 5203

P.O. Box 7604

Ben Franklin Station
Washington, D.C. 20044

Re: New Markets Tax Credit Regulation on Redemption (Reg. 1.45D-1(e)(3))

Dear Paul:

As participants in the New Markets Tax Credit ("NMTC") industry, we, the
undersigned, have joined together to request that the Internal Revenue Service (the
“IRS”) consider our recommendations regarding amendments to the Treasury Regulation
on redemption (“Regulation”). We believe that our suggested changes will lessen the
unnecessary administrative burden for Community Development Entities (“CDEs”) and
lessen the undue risk of recapture faced by investors in CDEs. By lessening the
administrative burden of CDEs, more of the NMTC subsidy can be made available to
qualified businesses. Similarly, by lessening the undue risk of recapture to investors,
more equity capital can be raised and invested in qualified businesses. We commend the
Department of Treasury for its continuing efforts to improve and clarify tax guidance for
the NMTC program in order to ensure its continuing success.

Since the IRS is working on guidance regarding targeted populations, we believe
that the IRS has the opportunity to include these suggested changes in that guidance. If

the IRS decides against this approach, then we ask that the IRS consider issuing other
guidance clarifying the matters contained in this letter.

For your convenience, we have summarized our comments below:

C Corporation filing consolidated return

If a CDE is taxed as a C corporation and is included in a consolidated return, then
it will likely make cash payments to its parent, the qualified equity investment (“QEI”)
holder, to fund the CDE’s portion of the consolidated group of corporations’ income tax
liability. Under Regulation 1.45D-1(e)(3)(i), a C corporation’s distributions to its parent

STREET 5TH FLOOR  SAN FRANCISCO  CALIFORNIA 94105 TELEPHONE (415) 356-8000 FACSIMILE (415) 356-8001 http://www.novoco.com
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are limited to earnings and profits. Earnings and profits are reduced by federal income
taxes. If a C corporation CDE distributed all its earnings and profits to its parent, and
made a payment to its parent for its allocable share of income taxes, there is concern that
the payment to the parent would be treated as a distribution in excess of earnings and
profits. We have suggested language to clarify that this is not the result.

Timing of distributions

Regulation Section 1.45D-1(e)(3)(iii) provides a safe-harbor for CDEs that are
considered a partnership for Federal tax purposes. The Regulation specifically states:

“. .. a pro rata cash distribution by the CDE to its partners based on each
partner's capital interest in the CDE during the taxable year will not be
treated as a redemption for purposes of paragraph (e)(2)(iii) of this section
if the distribution does not exceed the CDE's operating income for the

taxable year.”

The Regulation then defines Operating Income.! However, the Regulation
implies that the distribution must be made in the same taxable year to which the
Operating Income is attributed. By requiring that the distribution be made in the same
year, CDEs are required to estimate Operating Income before the end of the taxable year.
This is because in the normal course of business, a CDE will not have its books and
records for a given month closed and adjusted until after the end of the month.

For example, the books and records of a calendar year CDE may not be closed
and adjusted until January 15", Additionally, the tax returns will not be completed in
most cases until some time in March. As a result, the only way a CDE can distribute its
Operating Income before the end of the taxable year is if the CDE estimates its Operating
Income for the given year. If the CDE miscalculates its estimate of Operating Income
and distributes cash in excess of Operating Income, then investors in the CDE could
potentially suffer recapture.

! For purposes of calculating operating income, Reg. 1.45D-1(e)(3)(iii) defines operating income as:

(A) The CDE's taxable income as determined under section 703, except that—
(1) The items described in section 703(a)(1) shall be aggregated with the non-separately
stated tax items of the partnership; and
(2) Any gain resulting from the sale of a capital asset under section 1221(a) or section 1231
property shall not be included in taxable income;
(B) Deductions under section 165, but only to the extent the losses were realized from qualified low-
income community investments under paragraph (d)(1) of this section;
(C) Deductions under sections 167 and 168, including the additional first-year depreciation under
section 168(k);
(D) Start-up expenditures amortized under section 195; and
(E). Organizational expenses amortized under section 709.
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In order for the CDE to accurately determine Operating Income as defined in the
Regulation, the CDE must wait until after year-end to calculate Operating Income.
There are several examples throughout the Internal Revenue Code (“Code™) that allow an
entity to treat a distribution as having been made in a given taxable year if it makes the
distribution within a certain amount of time after the end of a given taxable year. For
example, Code Section 855 allows a regulated investment company to treat a distribution
as having been made in a given taxable year if it declares the dividend prior to the due
date for the filing of the tax return, including any extensions, and distributes the dividend
within 12 months after the taxable year.2 Code Section 857(b)(9) allows a real estate
investment trust to treat a distribution as having been made on December 31 of a given
taxable year if the distribution is made by January 31 of the following taxable year.3

We recommend that the Regulation be clarified to allow CDEs, solely for
purposes of determining if a recapture event has occurred, to treat distributions made by
the due date (including extensions) of a CDE’s federal income tax return to be treated as
made in the prior taxable year. We have provided sample language for your
consideration.

% Code Section 855(a) provides the following rule for distributions after close of taxable year:

(a) General rule.
For purposes of this chapter, if a regulated investment company—

(1) declares a dividend prior to the time prescribed by law for the filing of its return for a
taxable year (including the period of any extension of time granted for filing such return),

and
(2) distributes the amount of such dividend to shareholders in the 12-month period following
the close of such taxable year and not later than the date of the first regular dividend

payment made after such declaration,

the amount so declared and distributed shall, to the extent the company elects in such return in
accordance with regulations prescribed by the Secretary, be considered as having been paid during
such taxable year, except as provided in subsections (b) , (c) and (d) .

3 Code Section 857(b)(9) allows dividends to be paid in the following year but deemed paid in the year
they were declared:

(9) Time certain dividends taken into account.

For purposes of this title, any dividend declared by a real estate investment trust in October,
November, or December of any calendar year and payable to shareholders of record on a specified date
in such a month shall be deemed—

(A) to have been received by each shareholder on December 31 of such calendar year, and
(B) to have been paid by such trust on December 31 of such calendar year (or, if earlier, as
provided in section 858 ).

The preceding sentence shall apply only if such dividend is actually paid by the company during
January of the following calendar year.
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Distributions made for prior year(s)

In a given taxable year, a CDE may not want to or may not be able to distribute
all of its Operating Income to its investors. The Regulation currently does not allow the
CDE that is taxed as a partnership for federal tax purposes to carry this undistributed
Operating Income forward to future years. If, however, the CDE is taxed as a corporation
it is permitted to make distributions out of accumulated earnings and profits. It seems
inequitable that corporations may make distributions out of its accumulated earnings and
profits but partnerships are only permitted to make distributions out of current year
Operating Income.

There are numerous examples of the inequities of this rule. For example, a CDE
makes a 3 year loan that requires a balloon payment at the end of year 3 for the amount of
principal and accrued interest. The CDE has accrued the interest income over the three
years but has not received any current cash payments of interest. At the end of year
three, the CDE receives cash for the repayment of the loan it made and corresponding
accrued interest. However, because the taxable year in which the loan was repaid will
only reflect the interest income for that year in its Operating Income calculation as the
Regulation is currently interpreted, about two-thirds of the cash will be trapped at the
CDE, unable to be distributed. With a carry-forward of undistributed Operating Income
from prior years, the CDE would be able to distribute cash received when accrued

interest is paid.

In an effort to create symmetry between the rules for corporations and
partnerships as it relates to the Regulation, we ask that a CDE be allowed to make
distributions from Operating Income in the same manner that a C corporation can make a
distribution from earnings and profits. Code Section 316 defines a dividend as being a
distribution out of accumulated earnings and profits or from current earnings and profits
without regard to the accumulated earnings and profits at the time the distribution was
made.” We ask that entities taxed as partnerships be allowed to make distributions from
Operating Income in the same manner. By creating this symmetry between corporations
and partnerships, the burden on partnership CDEs to avoid redemption when distributing
Operating Income without jeopardizing the NMTCs will be alleviated. We have
provided sample language for your consideration.

* Code Section 316(a) defines a dividend for purpose of distributions by a C corporation as follows:

(a) General rule.
For purposes of this subtitle, the term “dividend” means any distribution of property made by a

corporation to its sharcholders—

(1) out of its earnings and profits accumulated after February 28, 1913, or

(2) out of its earnings and profits of the taxable year (computed as of the close of the taxable
year without diminution by reason of any distributions made during the taxable year),
without regard to the amount of the earnings and profits at the time the distribution was

made.
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Tax-exempt income

We believe that Operating Income includes tax-exempt income. However, the
current wording does not specifically state that it should be included. We recommend an
added reference to specifically include tax-exempt income in Operating Income in order
to avoid any confusion.

Capital gains

Some CDEs are making short-term venture capital investments in qualified
businesses. If these investments are redeemed or otherwise sold, the CDE must reinvest
the lesser of the proceeds received or the original cost basis. Amounts received in excess
of the original cost basis do not need to be reinvested. However, the definition of
Operating Income excludes capital gains. As such, while profits do not need to be
reinvested by the CDE they cannot be distributed to investors without risking a recapture
event. We recommend that capital gains be included in Operating Income.

Add-back of lower-tier depreciation

We believe that it is currently clear that depreciation and amortization expense
attributable to an equity investment should be added back to operating income. Reg. Sec.
1.704-1(b)(1)(vii) treats the allocation of a loss as an allocation of each component
thereof. Therefore, if a CDE is allocated a loss from a QALICB, that loss may include a
pro rata share of the depreciation deductions of the QALICB which would be eligible for
add-back. We believe it would be useful to specifically state that this is the rule.

We have provided sample language for your consideration. Our suggestions also
include an update of paragraph (e)(3)(iii}(D) to include a reference to the recently enacted
Hurricane Katrina first year depreciation rules contained in Section 1400N(d).

Conclusion

We are excited about the positive impact that the NMTC Program is having on the
nation’s low-income communities and low-income persons and the potential for future
success. We appreciate the opportunity to submit our suggestions on the NMTC
Regulation regarding redemption. Thank you in advance for your time and consideration.
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Please do not hesitate to contact us if you have any questions regarding our
comments or if we can be of further assistance.

Yours very truly,
Novogradac and Company LLP

A, L
S ioline” /. fypoprodoe—

Michael J. Novograda%,
along with the undersigned

Tom Boman
Advantage Capital Partners

Ruth Sparrow
Future Unlimited Law PC

Kristen A. DeKuiper
Holland & Knight LLP

Matthew R. Reilein
JPMorgan Chase

Lewis Horowitz
Karen Williams
Lane Powell PC

Jeffrey G. Davis
McKee Nelson LLP

Herbert F. Stevens
Nixon Peabody LLP

Steven F. Mount
Erik J. Rickard
Michael D. Saad
Squire, Sanders & Dempsey L.L.P.

Novogradac and Company LLP

y /

Owen P. Gray

Frank Altman
Community Reinvestment Fund,
USA

Randy Kahn
GMACCH

Steve Pickle :
Impact Community Capital, LLC

Paul M. O’Hanlon
Daniel J. Skomal
Kutak Rock LLP

Neil S. Faden
Manatt, Phelps & Phillips, LLP

John Leith-Tetrault

Jennifer Westerbeck
National Trust Community
Investment Corporation (NTCIC)

Norris Lozano
Portland Family of Funds

Jose Villalobos
TELACU
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Zack Boyers
US Bancorp Community
Development Corp.
Enclosure
cce Eric Solomon (w/enclosure)

Sharon Kay (w/enclosure)
Susan Reaman (w/enclosure)
Matt Josephs (w/enclosure)

Eric Schiotterbeck
Wachovia Community
Development Finance



Proposed Amendments to New Markets Tax Credit Regulations
Treasury Regulation Section 1.45D-1
Pursuant to I.R.C. § 45D(g)(3)(C)
Revisions in Red, Underlined Typeface

(e) Recapture.

(1) In general. If, at any time during the 7-year period beginning on the date of
the original issue of a qualified equity investment in a CDE, there is a recapture
event under paragraph (e)(2) of this section with respect to such investment, then
the tax imposed by Chapter 1 of the Internal Revenue Code for the taxable year in
which the recapture event occurs is increased by the credit recapture amount
under section 45D(g)(2). A recapture event under paragraph (¢)(2) of this section
requires recapture of credits allowed to the taxpayer who purchased the equity
investment from the CDE at its original issue and to all subsequent holders of that
investment.

(2) Recapture event. There is a recapture event with respect to an equity
investment in a CDE if—

(i) The entity ceases to be a CDE;

(ii) The proceeds of the investment cease to be used in a manner that
satisfies the substantially-all requirement of paragraph (c)(1)(ii) of this
section; or

(iii) The investment is redeemed or otherwise cashed out by the CDE.
(3) Redemption.

(i) Equity investment in a C corporation. For purposes of paragraph
(e)(2)(iii) of this section, an equity investment in a CDE that is treated as a
C corporation for Federal tax purposes is redeemed when section 302(a)
applies to amounts received by the equity holder. An equity investment is
treated as cashed out when section 301(c)(2) or section 301(c)(3) applies
to amounts received by the equity holder. An equity investment is not
treated as cashed out when only section 301(c)(1) applies to amounts
received by the equity holder._Solev for purposes of subsection () of this
section. a CDE that is included in a consolidated return shall treat cash
payments made to its parent corporation or any members of the
consolidated group as a payment of income taxes by the CDE fo the extent
of the CDE’s allocable share of income taxes.

(ii) Equity investment in an S corporation. For purposes of paragraph
(e)(2)(iii) of this section, an equity investment in a CDE that is an S
corporation is redeemed when section 302(a) applies to amounts received



by the equity holder. An equity investment in an S corporation is treated as
cashed out when a distribution to a shareholder described in section
1368(a) exceeds the accumulated adjustments account determined under
§1.1368-2 and any accumulated earnings and profits of the S corporation.

(iii) Capital interest in a partnership. In the case of an equity investment
that is a capital interest in a CDE that is a partnership for Federal tax
purposes, a pro rata cash distribution by the CDE to its partners based on
each partner's capital or profits interest in the CDE during the taxable year
will not be treated as a redemption for purposes of paragraph (e)(2)(iii) of
this section if gither the distribution does not exceed the CDE's operating
income for the taxable vear or the distribution and all prior distributions
does not exceed the CDE's cumulative operating income for all vears. In
addition, a non-pro rata de minimis cash distribution by a CDE to a partner
or partners during the taxable year will not be treated as a redemption. A
non-pro rata de minimis cash distribution may not exceed the lesser of (A)
5 percent of the greater of (1) the CDE's operating income for that taxable
vear or (2) the CDE's gcumulative operating income for all vears less all
prior distributions or (B)10 percent of the partner's capital interest in the
CDE. For purposes of this paragraph (e)(3)(iii), with respect to any taxable
year, operating income is the sum of:

(A) The CDE's taxable income as determined under section 703,
except that—

(1) The items described in section 703(a)(1) shall be
aggregated with the non-separately stated tax items of the
partnership; ané

{(B) Income exempt from tax:

(€) Deductions under section 165, but only to the extent the losses
were realized from qualified low-income community investments
under paragraph (d)(1) of this section;

(D) Deductions under sections 167 and 168, including the
additional first-year depreciation under section 168(k) and

1400N(d):

(E) Start-up expenditures amortized under section 195; and

(E) Organizational expenses amortized under section 709.



(iv) Soleiv for purposes of calwlatmo a redemption under mrdszranh

extensions) of a CDE’s federal income tax return shall. at the election of

the CDE. be treated as made in the prior taxable vear.

(c)(?){m} Ofiu% section. Reg. %ec 1. 704 L Dvid) applies to treat the

allocation of net or “bottom line” taxable income or loss as an allocation
of each comnonent thereof.
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Mr. Eric Solomon
Internal Revenue Service
Room 5203

P.O. Box 7604

Ben Franklin Station
Washington, D.C. 20044

Re: New Markets Tax Credit Regulation on Reinvestment (Reg. Sec. 1.45D-1(d)(2))

Dear Eric:

As participants in the New Markets Tax Credit (“NMTC”) industry, we, the
undersigned, have joined together to recommend that the Internal Revenue Service (the
“IRS”) amend Treasury Regulation Section 1.45D-1 (“Regulation”) to more adequately
address reinvestment requirements for Community Development Entities (“CDEs”) that
make equity investments. We believe that these recommendations, if adopted, will
remove significant NMTC compliance issues related to NMTC equity investments. The
removal of these compliance issues will enhance the attractiveness of NMTC subsidized
equity investments and provide CDE’s with a better tool to help improve low-income
communities.

Since the IRS has announced that its business plan includes amending the
Regulation, we believe that the IRS has the opportunity to include these suggested
changes in those amendments.

Many CDEs have made and many more would like to make qualified low-income
community investments (“QLICIs”) in the form of equity, as opposed to debt. However,
the Regulation does not define when an amount received by a CDE with respect to an
equity investment is payment of, or for, capital or equity. The Regulation does specify
that if the amount is determined to be a return of capital rather than a return on capital,
then it must be reinvested within 12 months from the date of receipt in order to be treated
as continuously invested. Without guidance on determining whether a distribution
received with respect to a QLICI must be reinvested in another QLICI, CDEs often
choose not to receive any distributions with respect to their equity investments in
Qualified Active Low-Income Community Businesses (“QALICBs”) in order to avoid
any possibility of failing the reinvestment and substantially all requirements. Since
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CDEs generally have operating expense funding needs, CDEs are forced to either fund
cash reserves or split their QLICI into a debt portion, with current pay interest, and an
equity portion. These solutions add administrative complexities and transaction costs that
reduce the efficiency of the NMTC program.

We believe that there should be symmetry between the rules for determining if a
cash distribution received by a CDE must be reinvested with the rules for determining if a
cash distribution received by an investor in a CDE is a redemption. We believe that this
can be achieved by providing a cross reference in (d)(2)(i) to (e)(3). Just as distributions
that are made by a CDE are not considered redemptions if they either don’t exceed
accumulated earnings and profits or operating income, a QALICB would be allowed to
make distributions in a similar manner without the distributions being deemed a return of
capital for reinvestment purposes.

Example: CDE A makes an equity investment in a partnership. The investment
is a qualified low-income community investment in a qualified active low-income
community business. The qualified business makes a distribution to CDE A. The
distribution will not be considered a return of capital for reinvestment consideration if
either the distribution does not exceed the partnership’s operating income (as defined in
the regulations pursuant to Reg. 1.45D-1(e)(3)) for the taxable year) or the distribution
and all prior distributions do not exceed the partnership’s cumulative operating income
for all years. (Note: This example assumes that the suggested language from our letter
submitted April 24, 2006 regarding the Redemption regulations will be incorporated. We
have attached the letter for your convenience.)

Conclusion

We are excited about the positive impact that the NMTC Program is having on the
nation’s low-income communities and low-income persons and the potential for future
success. We appreciate the opportunity to submit our suggestions on the NMTC

Regulation regarding redemption. Thank you in advance for your time and consideration.

Please do not hesitate to contact us if you have any questions regarding our
comments or if we can be of further assistance.

Yours very truly,

Novogradac and Company LLP Novogradac and Company LLP
W /\( 2~ W//
Michael J. Novogradac, Owen P. Gray,

along with the undersigned
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Proposed Amendments to New Markets Tax Credit Regulations
Treasury Regulation Section 1.45D-1
Pursuant to LR.C. § 45D(b)(1)(B)
Revisions in Red, Underlined Typeface

(2) Payments of, or for, capital, equity or principal.

(i) In general. Except as otherwise provided in this paragraph (d)(2), amounts
received by a CDE in payment of, or for, capital, equity or principal with respect
to a qualified low-income community investment must be reinvested by the CDE
in a qualified low-income community investment no later than 12 months from
the date of receipt to be treated as continuously invested in a qualified low-
income community investment. For purposes of determining if a distribution
from an equity investment is a pavment of, or for, capital or equity, rules
similar to the rules for determining whether a redemption eccurred in
accordance with paragraph (e)(3) shall apply as appropriate given the type of
entity making the distribution to the CDE. If the amounts received by the CDE
are equal to or greater than the cost basis of the original qualified low-income
community investment (or applicable portion thereof), and the CDE reinvests, in
accordance with this paragraph (d)(2)(i), an amount at least equal to such original
cost basis, then an amount equal to such original cost basis will be treated as
continuously invested in a qualified low-income community investment. In
addition, if the amounts received by the CDE are equal to or greater than the cost
basis of the original qualified low-income community investment (or applicable
portion thereof), and the CDE reinvests, in accordance with this paragraph
(d)(2)(i), an amount less than such original cost basis, then only the amount so
reinvested will be treated as continuously invested in a qualified low- income
community investment. If the amounts received by the CDE are less than the cost
basis of the original qualified low-income community investment (or applicable
portion thereof), and the CDE reinvests an amount in accordance with this
paragraph (d)(2)(i), then the amount treated as continuously invested in a
qualified low-income community investment will equal the excess (if any) of such
original cost basis over the amounts received by the CDE that are not so
reinvested. Amounts received by a CDE in payment of, or for, capital, equity or
principal with respect to a qualified low-income community investment during the
seventh year of the 7-year credit period (as defined in paragraph (¢)(5)(i) of this
section) do not have to be reinvested by the CDE in a qualified low-income
community investment in order to be treated as continuously invested in a
qualified low-income community investment.

Example: CDE A makes ap equity investment in g partnership. The
investment is a gqualified low-income community investment in a gualified
active low-income community business. The qualified business makes a
distribution to CDE A. The distribution will not be considered a return of
capital for reinvestment consideration if either the distribution does not




exceed the partnership’s operating income (as defined in the regulations
pursuant o Reg. 1.45D-1(e)}(3)) for the taxable vear) or the distribution and
all prior distributions do not exceed the nartnershin’s cumulative operating
income for all vears.




