
 
 
 
  
 
 May 31, 2007 
 
Internal Revenue Service 
Attn: CC:PA:LPD:PR (Notice 2007-41) 
Room 5203 
P.O. Box 7604 
Ben Franklin Station 
Washington, D.C.  20044 
 
Re:  Notice 2007-41 Public Comment Invited on Recommendations for 2007-2008 Guidance 

Priority List 
 
Dear Sirs: 
 

As participants in the New Markets Tax Credit ("NMTC") industry, we, the undersigned, 
have joined together to request that the Department of Treasury and Internal Revenue Service (the 
“IRS”) consider our recommendations regarding the guidance priority list for 2007-2008.  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 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.   

 
Partnership Allocations (Internal Revenue Code Section 704(b)) 
 
 It is currently unclear as to how a partnership allocates NMTCs among its partners.  
Internal Revenue Code §45D and §704(b) provide no specific reference on how the 
NMTC should be allocated among partners in a partnership.  Given the uniqueness of the 
NMTC, which does not directly follow an easily identifiable economic cost like the low-
income housing tax credit and in the absence of current specific guidelines, it appears that 
allocation of NMTC among the partners in a partnership should be 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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Redemption 
 

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

 
Reinvestment Rules for Equity Investments 
 

In a letter dated July 31, 2006, we submitted comments and suggested language regarding 
the Treasury Regulations on reinvestment (Treasury Regulation Section 1.45D-1(d)(2)).  We have 
attached a copy of that letter for your convenience. 
 
Reasonable Expectations Test 
 
 Treasury Regulations contain a “reasonable expectations” test (Treasury Regulation 
Section 1.45D-1(d)(4)(iv)).  Under this test, a CDE can treat a Qualified Active Low-Income 
Community Business (“QALICB”) as a QALICB for the duration of the CDE’s investment in the 
QALICB if the CDE had a reasonable expectation, at the time the investment was made, that the 
businesses would remain in compliance as a QALICB for the term of the investment and the CDE 
does not control the QALICB.  Definitionally, it is clear that the reasonable expectations test 
applies to the general tests, e.g. sales, property and services. However, there are several areas 
where the statutory language of the Treasury Regulations is less clear, including: 
 

1. For CDEs investing in other CDEs, that the Investee CDE is a qualified CDE, 
2. Portion of a business rule, 
3. Satisfying the rental of real property rules, and 
4. Not being one of the excluded businesses (intangibles, “sin” businesses, and 

farming. 
 
 Clarifying guidance that the reasonable expectations test applies to each of the above 
would be very useful. 
 



















 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 (e)(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.  Soley for purposes of  subsection (e) 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 to 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 either the distribution does not exceed the CDE's operating 
income for the taxable year or the distribution and all prior distributions 
does not exceed the CDE’s cumulative operating income for all years.  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 
year or (2) the CDE's cumulative operating income for all years 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; 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) Income exempt from tax; 

(C) 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 

(F) Organizational expenses amortized under section 709.  



 (iv)  Solely for purposes of calculating a redemption under paragraph 
(e)(3) of this section, cash distributions made by the due date (including 
extensions) of a CDE’s federal income tax return shall, at the election of 
the CDE, be treated as made in the prior taxable year. 

(v)  For purposes of calculating operating income under paragraph 
(e)(3)(iii) of this section, Reg. Sec. 1.704-1(b)(1)(vii) applies to treat the 
allocation of net or “bottom line” taxable income or loss as an allocation 
of each component thereof. 
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(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 payment of, or for, capital or equity, rules 
similar to the rules for determining whether a redemption occurred 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 (c)(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 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. 
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 (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 (e)(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.  Soley for purposes of  subsection (e) 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 to 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 either the distribution does not exceed the CDE's operating 
income for the taxable year or the distribution and all prior distributions 
does not exceed the CDE’s cumulative operating income for all years.  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 
year or (2) the CDE's cumulative operating income for all years 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; 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) Income exempt from tax; 

(C) 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 

(F) Organizational expenses amortized under section 709.  



 (iv)  Solely for purposes of calculating a redemption under paragraph 
(e)(3) of this section, cash distributions made by the due date (including 
extensions) of a CDE’s federal income tax return shall, at the election of 
the CDE, be treated as made in the prior taxable year. 

(v)  For purposes of calculating operating income under paragraph 
(e)(3)(iii) of this section, Reg. Sec. 1.704-1(b)(1)(vii) applies to treat the 
allocation of net or “bottom line” taxable income or loss as an allocation 
of each component thereof. 

 




