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Dear Sir/Madam: 
 
Fannie Mac is pleased to submit our comments on the Internal Revenue Service's (IRS) Advance 
Notice of Proposed Rulemaking (ANPR) and the Community Development Financial Institutions 
(CDFI) Fund's Guidance for the New Markets Tax Credit program. In the ANPR, the IRS 
requested comments from the public on a variety of tax-related questions. The CDFI Fund also 
requested comments on its proposals for designating eligible tax credit recipients and for allocating 
the credits. The following letter presents our views on many of the issues raised in the ANPR and 
comments on several other issues for consideration by the IRS and the CDFI Fund as both 
organizations move to implement the New Markets Tax Credit (NMTC) program. 
 
Under Fannie Mac's 10-year, $2 trillion American Dream Commitment, we have committed to work 
with strong local partners around the country to strengthen communities. The American Dream 
Commitment goals include an effort to invest up to $3 billion in catalytic community development 
investments. We have also promised to leverage $30 billion in public and private investments in 
communities around the country and to make tangible contributions in over 300 communities. 
Through the work of our 50 local Partnership Offices, we will continue to identify those entities and 
neighborhoods where our community development efforts can make a difference. Among the 
many partners with whom we will work toward this goal are the Community Development Financial 
Institutions. Fannie Mac has promised to invest an additional $100 million over the decade in 
CDFIs. 
 
We regard the New Markets Tax Credit as a valuable new tool in the national effort to revitalize 
distressed communities. The NMTC program has the potential to stimulate new, effective 
partnerships and support this community development work. In its implementation of the new 
program, the government should seek to balance the risks and returns that investors may face as 
a result of their participation in the program. Likewise, the government should pay particular 
attention to the various costs and inconveniences that regulatory systems and rules can impose on 
private sector actors. Community development investment already involves complicated financial 
structures and significant barriers in the form of land aggregation challenges, engineering and 
design complications posed by existing buildings and structures, and the idiosyncrasies of local 
government processes and regulations. These barriers already impose high costs on investors 
and developers. 
 
Given the existing challenges, we urge the IRS to implement the new credits without adding to the 
complexity of community development investment. The IRS can achieve this goal by establishing 
regulations that maximize private sector flexibility, reduce the risk of recapture, and minimize the 
regulatory costs of participation. The Congress intended that the NMTC attract new private 
investment capital to distressed communities. The greater the costs, risks, and inconveniences, 
the greater the likelihood that investors will find alternatives to NMTC investments. 



 
Comments on the IRS Questions in the ANPR 
 
Question 1: The New Markets Tax Credits may be claimed only with respect to qualified 
equity investments in a Community Development Entity or CDE. The statute requires CDEs 
to use substantially all of the cash from a qualified equity investment to make qualified low-
income community investments.  
 
(a) How should "substantially all" he defined? For example, what percentage should 
constitute "substantially all" of the cash from a qualified equity investment? 
 
(b) What amounts should be treated as used to make qualified low-income community 
investments? For example, how should issuance costs (including underwriter's 
compensation) and reserves be treated? 
 
We recommend that the IRS adopt as a definition of "substantially all" the same 85 percent 
standard that Congress put in the statute under the safe harbor provision discussed below. Under 
this proposed approach, the final regulation would state that the "substantially all" test is met if at 
least 85 percent of the qualified equity cash is invested as either loans, grants, or equity in 
qualified low-income community investments or other services. However, Fannie Mac urges the 
IRS to build in broad flexibility around this standard to accommodate different models and activities 
for the CDEs. 
 
The "substantially all" test poses the biggest challenge in the New Markets Tax Credit statute, 
because an inflexible definition could expose investors to the risk that the IRS will recapture the 
tax credits. We recognize, however, that the "substantially all" test also reflects Congressional 
efforts to ensure that funds raised through the use of the tax credits benefit local communities. 
 
Clearly, it is in the government's interest to ensure that tax-advantaged equity investments flow 
through to low-income communities as envisioned in the new program. At the same time, it is also 
important that the IRS define the "substantially all" language in a way that will reassure investors 
that the CDEs - in which the investors will place their at-risk funds - will have the flexibility and the 
time to manage to the IRS standard. On a practical level, CDEs must have the leeway to make 
choices among investment opportunities and/or decide to withhold funding for investments that do 
not meet high investment quality thresholds. In short, the IRS should not define "substantially all" 
such that it induces a CDE to make less than optimal investment decisions because of inflexible 
constraints. Poorly-timed or ill-advised investments would have significant, negative effects on 
communities. 
 
We recommend that in addition to counting the actual loans and investments outstanding toward 
the "substantially all" 85 percent standard, the IRS allow CDEs to count toward the 85 percent test: 
1) reasonable asset management and investment fees; 2) other necessary expenses for making 
the investments; 3) legally binding commitments to make a loan or investment within a reasonable 
amount of time; 4) investments in services to businesses located in low-income communities and 
to residents of low-income communities; and 5) reasonable reserves consistent with generally 
accepted industry practices. 
 
(c) How much time should a CDE have to invest the cash from a qualified equity investment 
in a qualified low -income community investment? 
 
In considering a deadline for when a CDE must invest cash from an equity investor, the IRS 
should consider how long to allow a CDE to reach compliance with the substantially all test and 
when a CDE must make a determination that substantially all of the funds are invested in qualified 
low-income community investments. 
 
From the investor perspective, we recommend that the IRS adopt the most flexible standard 



possible for the time it takes to invest the cash. Some types of investments will require more lead 
time. In these instances, the rules should include a mechanism to provide additional flexibility for 
those CDEs that engage in a line of business - such as construction lending -where the nature of 
the business requires staged disbursements. In these instances, the operating practices of the 
businesses will make it impossible for the CDE to fulfill the 85 percent test in a short amount of 
time. The final regulations should accommodate as wide a range of approaches as possible. 
 
Some types of investments take time to produce a return to the CDE. In these cases, the CDE will 
need to hold adequate resources back - perhaps more than the 15 percent implied by the 85 
percent test - to cover its operating costs and necessary reserves for asset management purposes 
during that period before an investment begins to make a return and pay cash into the CDE The 
final rule should also accommodate this model. 
 
In determining the timing thresholds, the IRS must balance the government's legitimate interests in 
seeing the NMTC investments working in the community and the CDE's interest in ensuring that 
artificial standards and deadlines do not distort optimal investment strategies. We believe that 
shorter timelines may overly influence CDE investment decisions. As a policy matter, the 
government should also consider whether or not restrictive deadlines could have the unintended 
effect of pushing New Markets investments into "better off' targeted communities where economic 
activity is more robust and risk is lower. CDEs who choose to work in tougher neighborhoods may 
find that their investment opportunities are more complicated time-consuming deals with multiple 
investors, public subsidies, and regulatory issues. 
 
Further, if the program requires tight timeframes to reach compliance with the "substantially all" 
test, this will create a bias towards allocating the credits to established entities with existing 
pipelines of eligible investments. Entities with regular deal flow and existing pipelines will likely be 
larger and more urban relative to other entities. 
 
In light of all these considerations, we recommend that the IRS allow as much as 24 to 30 months 
for the CDE to reach the "substantially all" test. 
 
With respect to when a CDE should make the determination of compliance, a single annual report 
based on a single annual snapshot makes sense from an administrative perspective. However, the 
snapshot would not make sense if the CDE finds itself out of compliance at the time of the 
snapshot after having substantially complied with the rules for the remainder of the tax year. 
Consequently, the IRS should allow the CDE to meet the "substantially all" test if it has met the 
test at month-end for 8 of the 12 previous months in the year prior to the snapshot. 
 
(d) How should repayment of equity or principal in respect of a qualified low-income 
community investment be treated? For example, are there circumstances when a CDE 
should not be required to reinvest any such amounts in another qualified low -income 
community investment during the 7-year credit period? 
 
We recommend that the IRS not require the reinvestment of repayments of equity or principal in 
qualified low-income community investments. Instead, the final rule should allow for a model that 
includes a single investment cycle even if that cycle is less than the 7-year credit period. The rules 
should permit and encourage CDEs to reinvest the funds, but not require it. 
 
The statute precludes the repayment of qualified investment equity to the investor until the end the 
7-year credit period. Given this requirement, investors will look to the CDE to develop an 
investment plan that includes the investor's exit strategy at year 7. Requiring reinvestment of 
principal or equity could limit the liquidity of the CDE and impair the exit strategy. CDEs will not 
have the ability to control or, in every instance, plan for the timing of repayments from the 
investments they have made. Prepayments of loans could occur at any time due to an interest rate 
drop. A qualified low-income community business could return the equity investment to gain 
greater independence from the CDE or could do so as the result of an acquisition. In cases where 



CDEs invest by making fully amortizing loans, repayments - beginning in year one - will include 
some amount of principal. From a practical standpoint, it may take several years of loan 
repayments to accumulate sufficient investment capital for a CDE to then make additional 
investments economical. And, the timing of repayments could occur when other appropriate 
investment opportunities are unavailable. In short, rules that require reinvestment of equity or 
principal based on timing criteria rather than financial criteria may lead to inefficient economic 
decisions. 
 
(e) How should the "substantially all" requirement be administered during the 7-year credit 
period? 
 
The simplest way to administer this requirement would be to allow the CDE to certify compliance 
each year on a form attached to the CDE's tax return. Records supporting the certification would 
be available for inspection at the CDE and subject to audit. 
 
Question 2: The statute contains a safe harbor under which the "substantially all" 
requirement will be treated as met if at least 85 percent of the aggregate gross assets of the 
CDE are invested in qualified low-income community investments.  
 
(a) How should "aggregate gross assets" be defined? For example, are there any assets of 
a CDE that should not be taken into account for these purposes? 
 
(b) How should aggregate gross assets be determined? 
 
(e) How should compliance with 85 percent test be determined? 
 
We propose that the IRS define assets consistent with generally accepted accounting principles. 
However, for purposes of the 85 percent "substantially all" test, the IRS should adjust the 
denominator of the calculation to exclude funds that are exempt from a reinvestment requirement 
such as early repayments of equity or repayments of principal from a loan. And, as discussed in 
the comments on question #1, the IRS should allow a wide range of activities, investments, 
reserves, and binding commitments to count in the numerator. 
 
We recommend that for administrative convenience, the IRS use the same certification process 
with respect to compliance with the safe harbor as with the overall compliance with the 
"substantially all" provision. To reiterate, CDEs should attach a certification to their annual tax 
return with annual audited financial statements. Supporting documents would be available for 
inspection and audit. 
 
Question 3: The New Markets Tax Credit statute requires CDEs to use substantially all of 
the cash with respect to a qualified equity investment to make qualified low -income 
community investments. A "qualified low-income community investment" includes any 
capital or equity investment in, or a loan to, any qualified active low-income community 
business. A "qualified active low -income community business" means: (i) at least 50 
percent of the total gross income of the entity is derived from active conduct of a qualified 
business within a low -income community; (ii) a substantial portion of the use of the 
tangible property of the entity is within any low-income community; (iii) a substantial 
portion of the services performed for the entity by its employees is performed in any low -
income community; (iv) less than 5 percent of the average of the aggregate unadjusted 
basis of the property of the entity is attributable to collectibles other than collectibles that 
are held primarily for sale to customers in the ordinary course of business; and (v) less 
than 5 percent of the average of the aggregate unadjusted basis of the property of the 
entity is attributable to nonqualified financial property.  
(a) How should "substantial portion" be defined? 
 
Clearly, the choice by Congress of the language "substantial portion" in the statute implies a 



number less than 50 percent and provides considerable discretion to the IRS. We recommend that 
the IRS interpret this language to preserve the flexibility of the CDEs in identifying investments and 
approach its determination based on the principle that the business qualifies if some substantial 
portion of the benefits of the assisted business flows back into the targeted community. While the 
location of the business is important and perhaps the easiest and most straightforward test, the 
IRS should support a variety of definitions that achieve the same purpose. For example, qualified 
businesses might include a business that is located outside the low-income area, but provides the 
bulk of its services in the community, derives a substantial portion of it revenues from the 
community, or employs a substantial portion of its employees from the community. 
 
In the spirit of preserving flexibility, we recommend that the IRS adopt a standard of 25 percent as 
a definition of substantial portion. CDEs should also enjoy some flexibility in what measurement 
standards they use to calculate 25 percent. For example, a CDE might use 25 percent of the 
square footage or 25 percent of the value with respect to real property or 25 percent of the 
employees or 25 percent of payroll as its measure of a "substantial portion." 
 
(b) When should the determination be made regarding whether a trade or business 
constitutes a "qualified active low-income community business?" For example, should the 
determination be made at the time of the investment in the business based on reasonable 
expectations? Under what circumstances, if any, should an investment in a business lose 
its status as a "qualified low -income community investment" by reason of a failure of the 
business to satisfy the requirements for a qualified active low-income community business. 
Should the degree of control of the CDE over the business be relevant to the 
determination? 
 
The IRS rules should base the determination of a qualified active low-income community business 
on the status of the business when the investment is made and based on a reasonable 
expectation that the business will continue to qualify. From the investor perspective, the 
determination at time of investment makes the most sense. If the business qualifies at investment, 
or has reasonable prospects for qualifying, then the investor would not face a recapture risk with 
respect to the tax credit investment. CDEs and their investors must also be able to rely upon an 
annual certification by the business that it indeed qualifies under the terms of the regulations and, 
if so, the investor should be protected against recapture risk. Otherwise, the rule would create an 
imbalance: The investor would bear the recapture risk but have very little control over the low-
income community businesses in which the CDEs invest. 
 
Recapture might also perversely punish investors for positive outcomes. One can contemplate 
many instances where a qualified low-income community business might change its status where 
the change of status was desirable from an economic standpoint. For example: the business could 
grow such that its activities and markets are outside the low-income area; another firm could 
acquire the qualified business; the original business model could prove ineffective, but the 
management could have the vision to completely change its strategy and become effective 
through a different model; or the business could relocate to assure its success based on a new 
business model. The IRS should not subject the investor to recapture risk in these instances - and 
should not expose investors to risks in those instances where the investment by the CDE may 
have served to create additional value in low-income neighborhoods. 
 
(c) Should there be special rules for determining whether a newly-formed entity meets the 
requirements for a qualified active low -income community business? 
 
If a CDE funds a start-up business with a qualified equity investment, the CDE should be allowed 
to make the determination based on the business plan of the new entity and a reasonable 
determination by the CDE that the entity will qualify as a low-income community business when 
the entity is established. The final rule should protect investors from a recapture event if the new 
business ultimately does not qualify when fully established. 
 



Question 4. Qualified low -income community investments include financial counseling and 
other services to businesses located in, and residents of, low-income communities. What 
types of services should constitute "financial counseling and other services" for these 
purposes? 
 
The IRS should consider a wide range of "financial counseling and other services" to both 
businesses and residents in low-income communities when determining what qualifies under this 
provision in the statute. In particular, we would urge the IRS to include a variety of training, 
counseling, and educational services in the definition, including, for example, financial literacy, 
credit counseling, pre-purchase homeownership counseling, and post-purchase default prevention 
counseling. All of these services build human capital for participants and are part of strategies for 
building wealth in low-income communities. Further, as significant redevelopment in some places 
could raise home values in the neighborhood, financial counseling and homeownership counseling 
should be part of a comprehensive redevelopment strategy. 
 
Communities would also benefit greatly if the IRS included in the final regulations support for 
apprenticeship programs and other training for a wide variety of professions that benefit low-
income communities. The regulations should specifically cover training and apprenticeship 
programs in home building and housing rehabilitation. Self-sufficiency development programs and 
wealth building strategies including IDAs should also qualify. 
 
Question 5. The statute provides that the term "qualified low -income community 
investment" includes any equity investment in, or loan, to a CDE. (a) What restrictions, if 
any, should apply to use by a CDE of the proceeds of a qualified low-income community 
investment received from another CDE? (b) Under what circumstances, if any, should an 
investment by one CDE in another CDE lose its status as a "qualified low -income 
community investment"? Should the degree of control by the investing CDE over the other 
CDE be relevant to this determination? 
 
In the interest of maximizing the flexibility that a CDE has in making investments, we believe that 
the final rule governing the NMTC should place minimal restrictions, if any, on the CDE receiving 
an investment from another CDE. Most importantly, the final rule should not place a significant 
administrative burden on the investing CDE to monitor all of the activities and investments of the 
receiving CDE. Investors should receive protections from recaptures that result from a 
disqualification caused by the errors and omissions of the receiving CDE. 
 
There are ways to avoid having the CDE absorb all of the costs of monitoring its investments in a 
second CDE. We suggest that, if the receiving CDE qualifies as "qualified low-income community 
business," this should prove sufficient and the investing CDE should not have a requirement to 
look further. 
 
Another approach would rely on the definition of a CDE and on the CDFI Fund's certification 
process. Under the New Markets Tax Credit statute, the CDFI Fund can designate an entity as a 
CDE and allocate credits to that CDE if the entity serves low-income communities or residents, 
and has some accountability to the low-income community. Based on these standards, the IRS 
should consider relying on the CDFI Fund's CDE designations as a sufficient safe harbor for 
investments by one CDE in another. The mission and accountability should apply to the 
investment of the funds by the CDE However, if the statutory provision is not sufficient protection, 
the IRS could use the criteria defining a CDE to create slightly stronger concepts of service and 
accountability to low-income communities. Investments by one CDE in a CDE with these 
enhanced features would also flee the investing CDE from having the (costly) burden of auditing 
the receiving CDE. 
 
Question 6. Under the statute, a recapture event may occur if substantially all of the 
proceeds of the investment cease to be used to make investments for qualified community 
low-income community investment. (a) What circumstances should constitute a change in 



use of the proceeds of a qualified equity investment that triggers a recapture event? What 
remedial action(s), if any, should a CDE be permitted to take to avoid recapture? 
 
As a potential investor in New Markets Tax Credits, Fannie Mac believes that the IRS should 
design the implementation of the credit program to avoid recapture to the maximum extent feasible 
and allowable in the law. As a matter of policy, the higher the risk of recapture the less likely 
investors will make investments in CDEs and/or the more likely investors will find alternative, more 
remunerative risk-adjusted investments. To the extent that CDEs can still attract investments, 
investors will pay less for the credits in order to ensure a higher, risk-adjusted return to cover the 
recapture risk. 
 
According to the statute, recapture could be triggered if: 
 
• The CDE issuing a qualified equity investment ceases to qualify as a CDE; 
 
• The CDE ceases to meet the "substantially all" test; or 
 
• The CDE redeems a qualified equity investment during the 7-year credit period. 
 
The largest unmanageable risk for investors is embedded in the "substantially all" test. In addition 
to suggestions made throughout this letter for flexibility in the application of these words to a 
CDE's activities, the IRS should also provide the CDE with considerable ability and time to cure 
any situation that arises that could result in recapture of the tax credit. The flexibility to cure could 
include the replacement of a non-qualified investment with a qualified investment and a 
reasonable length of time in which to reestablish compliance. It is important that the reasonable 
time period recognize that an entity may have to identify a new investment opportunity, engage in 
due diligence, obtain regulatory clearances, and overcome many other possible delays beyond the 
control of the CDE. 
 
Question 7. The statute provides that Treasury may prescribe regulations that limit the New 
Market Tax Credit for investments that are directly or indirectly subsidized by other federal 
tax benefits including the Low-Income Housing Tax Credit. Under what circumstances 
should investments be treated as directly or indirectly subsidized by other Federal tax 
benefits? 
 
Community development activities in distressed communities often require multiple sources of 
funds and multiple layers of subsidy to make the financing work. The more difficult the 
development task and the more distressed the community, the greater the likelihood that the 
project will look for other subsidy sources, including other federal tax benefits. The danger in the 
question posed by the IRS is that the more the IRS tries to write rules that impede multiple sources 
of subsidies, the more likely that investments supported by the New Markets Tax Credits will drift 
away from those tough development challenges. This suggests that the IRS should not move to 
preclude the use of historic tax credits, employment tax credits, or other tax incentives made 
available through the empowerment zone, enterprise zone, or renewal communities programs. 
Moreover, the IRS should allow the Low-Income Housing Tax Credit and New Markets Tax Credits 
to support the same developments. 
 
We recommend that the IRS interpret the statutory provisions to focus on the investors rather than 
on the investments. The IRS should look not to the structure of the deal but to the treatment of the 
credits on the investor's returns. The IRS could read the statute to preclude investors from taking 
two or more tax credits against the same investment dollars. To the extent that the New Markets 
Tax Credit and other tax credits such as the Low-Income Housing Tax Credit serve to finance the 
same development by raising funds from different investors, the IRS should consider this a 
positive outcome. 
 
With respect to the Low-Income Housing Tax Credit, in particular, other protections against over-



subsidizing a project occur. State housing agencies review tax credit developments to avoid 
allocating more tax credits than necessary. Likewise, local governments play a role in reviewing 
projects that qualify for the Historic Tax Credit. 
 
The final rules should also not disqualify a development because of the use of a tax-exempt bond 
as part of the financing structure of the qualified low-income community investment, because the 
tax benefits flow to the holder of the bond - not to the investor in the CDE. 
 
Question 8. Treasury may prescribe anti-abuse regulations. What anti-abuse rules may be 
necessary for carrying out the statute? What types of reporting requirements should be 
imposed for carrying out the statute? 
 
In considering anti-abuse regulations and reporting requirements, Fannie Mae strongly urges the 
Treasury Department to remain conscious of regulatory costs. The IRS should simplify reporting 
requirements. 
 
Other Issues 
 
Impact of Rules on the Size of CDEs. In developing the final rule, Fannie Mae urges the IRS to 
remain cognizant of the compounding effects of its different decisions on the types and sizes of 
institutions that will become CDEs and use the allocations of New Market Tax Credits. There is a 
danger that the IRS rules - if overly prescriptive - will preclude all but the largest institutions from 
becoming CDEs. The more responsibilities that the IRS places on the CDE that receives the New 
Market Tax Credit allocations - for example, protecting investors against recapture, remaining 
substantially invested over the full 7-year credit period, and/or monitoring the status of businesses 
in which other CDEs invest - the more likely the IRS will bias the value of the credits toward very 
large institutions that can spread the costs over more types of investments, rely on an existing 
pipeline of deals or investment opportunities to have "substantially all" of the funds invested, or 
have access to ready investments if required to cure an out-of-compliance situation. 
 
Allocation Agreements. The CDFI Fund Guidance requires that CDEs enter into Allocation 
Agreements with the CDFI Fund in advance of issuing qualified equity investment certificates to 
investors. As a potential investor in CDEs, Fannie Mac is concerned that the Allocation 
Agreements will greatly complicate the program. 
 
For example, to better compete, in some instances CDEs will apply for tax credit allocations 
having already secured investment commitments from investors. At the same time, though, 
investors will prove reluctant to make investment commitments if it is possible that the government 
will come in and seriously modify the investment plans of the CDE through the Allocation 
Agreement. 
 
Along the same lines, the government will want to consider the time it takes from the point of 
application by the CDE, to the awarding of credits, to the completion of an Allocation Agreement. 
An inordinate passage of time raises the risk that economic conditions will change and certain 
types of investment opportunities will no longer prove attractive to the investor. In short, the CDFI 
Fund should implement the Allocation Agreement provisions in a way that does not impair the 
investment model that the CDEs will present to their investor base as they raise funds. 
 
This does not mean to suggest that the government as a policy matter should allocate all of the 
credits to established entities. Indeed, part of the intent of the new program is to encourage both 
new investments in low-income areas and the development of new entrepreneurial institutions in 
these underserved "new markets." 
 
Mixed-Use properties. The NMTC statute precludes strictly residential investments from the 
definition of qualified active low-income community investments. However, the statute does allow 
for New Markets Tax Credits to support mixed-use - commercial and residential -properties. 



Fannie Mae urges the IRS to clarify this authority in the final rule. 
 
Further, Fannie Mae urges the IRS to provide interpretative guidance in the final rule that 
encourages rather than impedes the financing of mixed-use developments. A supply of decent, 
safe, and affordable housing is the critical foundation for neighborhood revitalization and economic 
development. As Gary Garzinski of the National Association of Home Builders says, "Homes are 
where the jobs sleep at night." In many of the most distressed communities, the condition of the 
housing stock will be an impediment to successful revitalization using the NMTC investments. 
Further, national housing needs are extraordinary - more than 6 million American renters pay more 
than 50 percent of household income for rent. Any additional effort to expand the number of 
decent, safe, and affordable housing can help to meet the outstanding housing needs. 
 
Fannie Mac looks forward to working with the Administration and the many others working to 
revitalize distressed communities to make the New Markets Tax Credit program a success. We 
hope that the views expressed in this document aid in helping you shape the new NMTC program. 
Thank you, in advance, for your consideration of these comments. 
 
Sincerely, 
 
/s/ Ann M. Kappler 

 


