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February 15, 2002

How New Markets Tax Credits Will Work

The New Markets Tax Credit (NMTC)
 will stimulate $15 billion of equity investments in the economic development of low-income communities – starting with $2.5 billion in 2002.  That makes New Markets potentially the federal government’s most important new important economic development tool for low-income communities in a generation.  The first competition for allocations of New Markets Tax Credits is expected to open this spring.  A 90-day application period is anticipated.

The NMTC is a modest subsidy.  It can make a marginally profitable investment attractive, but it probably will not make an unprofitable investment into a good one.  Investors would generally require cash flow and a return of capital or capital appreciation in addition to the tax credits.  The NMTC is very flexible, and can be used for a wide range of purposes.  For the many communities that could benefit from the NMTC, the first step is to understand how it will work.

In brief, the Community Development Financial Institutions (CDFI) Fund, part of the U.S. Treasury Department, will (1) certify qualified community development entities (CDEs) and (2) conduct competitions for the allocation of NMTCs to CDEs.  CDEs would use the tax credits to raise capital from private investors for a term of at least seven years.  The (3) size of the NMTC is 39% (30% in present value terms) of the (4) qualified equity investments in CDEs.  (5) Substantially all – at least 85% -- of the investors’ equity must be used for (6) qualified community investments in (7) qualified active low-income community businesses located in (8) low-income communities. Credits are subject to (9) recapture in some circumstances. 

Note:  This summary reflects guidance and temporary regulations issued in December 2001, which are subject to comment and revision.

A more detailed analysis follows.

I) Community Development Entities (CDEs)

The CDFI Fund issued Guidance for Certification of CDEs December 20, 2001, as well as an application kit, and is now accepting applications for the certification of CDEs on an on-going basis.  Information is available at www.cdfifund.gov.

A) Only certified CDEs can receive an allocation of NMTCs.  CDEs will have to apply for certification before they apply for an allocation of NMTCs.

B) In addition to receiving an allocation of NMTCs, certified CDEs may receive loans and investments from other CDEs, and may sell loans to other CDEs.  Organizations may therefore want to establish a CDE even if they do not intend to apply for an allocation of NMTCs.

C) CDEs can be corporations or partnerships (including limited liability companies).  A nonprofit sponsor could form a CDE as a limited partnership, LLC or corporate subsidiary to attract investors.  Public and for-profit entities could also establish CDE affiliates.

D) In general, CDEs must:

1) Have a primary mission of community development.  

(a) At least 60% of the entity’s activities must serve or provide investment capital for low-income communities or low-income persons, either directly or through other entities.

(b) Organizational documents must evidence this mission.

2) Maintain accountability to residents of low-income communities through their representation on any governing board or advisory board. 

(a) At least 20% of a board’s membership must be representative of the low-income communities it serves.

(i) A CDE may serve a local service area as small as a neighborhood or as large as a metropolitan area.  

(ii) A CDE may serve multiple local service areas, but it must demonstrate accountability to low-income communities in each of the local service areas it serves.  A CDE may need to set up multiple advisory boards to satisfy this requirement.

(iii) A CDE serving a statewide, multi-state, or national service area must have a board that is representative of a cross-section of low-income communities within the state(s) it serves. A CDE may need to set up multiple advisory boards.

(b) Board members are considered representative of a low-income community if they are residents or otherwise represent the interests of the community (e.g., board or staff of community organizations, or owners of small businesses located in the community). The CDFI Fund encourages applicant CDEs to appoint some low-income persons from low-income communities to their boards.

(c) A CDE that is a limited partnership can meet this test through its managing general partner or another controlling entity. The CDE application kit explains that entities without a governing board may demonstrate accountability through a controlling general partner or managing company.  For example, if a CDC forms a CDE as a limited partnership and the CDC will be the general partner, then the CDE can meet this test based on its parent CDC’s governing or advisory board.   

3) Be certified by the Treasury.  

E) Community Development Financial Institutions (CDFIs) certified by the Treasury Department and Specialized Small Business Investment Companies approved by the Small Business Administration will automatically qualify as CDEs, and can apply electronically for certification at www.cdfifund.gov.

F) An applicant whose structure includes subsidiaries may apply as a single entity if it will be taxable as a single entity, or it may apply as multiple entities.  In this latter case, a single application can cover the subsidiaries, and the CDE may transfer any NMTC allocation it receives to one or more of the subsidiaries with the CDFI Fund’s approval. Each subsidiary using the NMTC allocation would have to satisfy the mission and accountability tests, perhaps through its controlling parent.

G) Certification continues indefinitely unless revoked or terminated by the CDFI Fund.  CDEs must affirm annually that they continue to meet the mission and accountability requirements.

II) Allocation of NMTCs

The CDFI Fund issued guidance May 1, 2001, and expects to issue more guidance when it issues a Notice of Allocation Availability, probably this spring.

A) Volume:  Credits are available for $15 billion of investments: $2.5 billion in 2002; $1.5 billion in 2003; $2 billion each year in 2004-2005; and $3.5 billion each year in 2006-2007. Unallocated NMTC authority may be carried over through 2014.

B) The allocation process:

1) The CDFI Fund will allocate NMTCs to CDEs.  

2) Priority for allocations will go to any applicant CDE:

(a) with a successful track record (directly or through a controlling entity) in providing capital or technical assistance to disadvantaged businesses or communities, or
(b) which intends to invest in businesses in which unrelated parties hold the majority equity interest. 

3) The 5/1/00 Guidance states that applicant CDEs will submit a comprehensive investment plan.  This plan should address the CDE’s: track record in institutional investment and community development; financial and operational capacity; management team capacity, skills, and experience; market analysis; capitalization strategy; investment strategy; and projected community development activities and projected impact.  CDEs meriting further consideration would receive a site visit and/or interview. 

4) After it notifies a winning CDE of its allocation, the CDFI Fund and the CDE will enter into an “allocation agreement” that specifies the terms and conditions of the allocation. 

III) The Size of the NMTC

Note: The NMTC is modest in size, and it functions more like an interest subsidy than a capital grant.  This means that activities financed will have to generate substantial economic benefits (cash flow and capital recovery/appreciation) to attract investors.  Unlike Low Income Housing Tax Credits, the New Markets Credits alone will be insufficient to drive investments.

A) The NMTC is claimed over seven years, starting on the date when the equity investment is made in the CDE and on each anniversary: 5% of the investment in years 1-3, and 6% in years 4-7 (39% aggregate).

B)  The NMTC has a present value of about 30%.  Note:  This is much smaller than the Housing Credit, which typically has a present value of about 70% (about 91% in low-income communities and other high cost areas).  
C) Note:  The credit is based on the amount of equity invested in a CDE – not the cost of the project or business to be financed. This is different from the Housing Credit, which is based on the cost of the housing development.
D) The equity investor’s basis is reduced by the NMTCs claimed.  Note:  This is unlike the Housing Credit, which does not reduce the investor’s basis.
E) The Treasury Department has the authority to limit combining the NMTC with other federal tax benefits.  Since the operation of rental housing is not a Qualified Active Low-Income Community Business (as described below), the NMTC and Housing Credits cannot be combined.  Note: Unlike the Housing Credit, there is no penalty for combining NMTCs with federal grants or below-market loans.
F) Investors may carry back unused credits to years ending after 12/31/00.

IV) Qualified Equity Investments in CDEs

A) Equity investments must have a term of at least seven years.  

B) The equity investment can take the form of stock (other than nonqualified preferred stock under tax code section 351(g)(2)) taxed as a corporation or any capital interest in an entity taxed as a partnership, including LLCs.

C) Only a new issue of stock or capital by a CDE is eligible for a NMTC.  However, initial NMTC investors are permitted to sell their investments to successors, who may claim the remaining NMTCs.

D) The equity investment must be paid in cash. 
E) Investments must be made after the CDE enters into an allocation agreement with the CDFI Fund.  

1) An exception applies to equity invested on or after April 20, 2001, if the CDE is certified and receives notification of its credit allocation before January 1, 2003, even though the allocation agreement may be signed later.  In this case, the seven-year credit period starts on the effective date of the allocation agreement.

F) The investment must be made in the CDE within five years of the allocation of NMTCs.  Allocated but unused NMTCs will be returned to the Treasury for reallocation. 

G) The CDE must designate which investments are to receive the NMTC.  Note:  A CDE does not have to direct the NMTCs to all of its investors. This flexibility accommodates investors who may not need or want the NMTCs.
H) Apparently to prevent double dipping, a qualified equity investment does not include funds invested in another CDE.

V) The “Substantially All” Test

Substantially all of each Qualified Equity Investment must be used to make Qualified Low-Income Community Investments (see section VI below).  This is a crucial requirement that, if not met, triggers recapture (see section IX below).

A) In general, substantially all means 85%, measured in either of two ways.

1) Direct tracing.  At least 85% of the equity investment is directly traceable to qualified low-income community investments (see section VI below).  Here, the aggregate cost basis of all of the CDE’s qualified low-income community investments directly traceable to an investor’s equity is divided by the cash amount of the investor’s equity in the CDE.

2) Safe harbor.  At least 85% of the aggregate gross assets of the CDE is invested in qualified low-income community investments (again, see section VI below).  Here, the aggregate cost basis of all of the CDE’s qualified low-income community investments is divided by the aggregate cost basis of all of its assets. 

Note that the cost basis of investments includes those that become worthless, e.g., because a business or project fails or a loan is written off.  In addition, if an investment increases in value, only the original cost of the investment is taken into account, not the appreciation.

B) This test must be met for each annual period of the seven-year credit period.  The test must be performed every six months, with the average of the two calculations within each annual period must be at least 85%.

C) Up to 5% of the cash equity investment held for loan loss reserves and additional investment in existing qualified low-income community investments can count toward meeting the Substantially All test. 

D) A CDE may use the remaining 15% of a qualified equity investment for other purposes, including to pay broker fees, underwriter fees, organizational, issuance or administrative expenses, or to hold as additional cash reserves.

E) A CDE may aggregate all cash equity received on the same date from multiple investors for purposes of these calculations.

F) A CDE has one year after receiving cash equity to reach the 85% threshold.  Note:  This means that a CDE may draw down capital and make qualified low-income community investments over the initial year.  In some cases a CDE will draw down cash equity in installments, especially if is not certain it will be able to make qualified low-income community investments quickly.  In that case, each draw is treated as a separate investment with its own seven-year credit period.

G) If a CDE provides financing and receives repayments of loan principal, equity investment or capital investment, these funds will be treated as continuously contributing to the Substantially All test provided that the CDE reinvests in qualified community investments on a timely basis:

1) Loan principal repayments must be reinvested by the end of the next calendar year, and

2) Equity or capital repayments must be reinvested within 12 months. 

If only a portion of a repayment is reinvested, then only the reinvested amount is treated as continuously invested.  

However, if the repayment exceeds the original investment amount, only that original amount must be reinvested.  

Finally, if the CDE does not recover the full amount of its original investment but it reinvests at least some of the amount it does recover, then only the amount not reinvested is deducted from the original investment amount in calculating the amount continuously contributing to the Substantially All test.

H) A repayment of loan principal, equity or capital that are received in the last year of the seven-year credit period does not have to be reinvested.

I) Interest or dividend payments to a CDE do not have to be reinvested.

J) In the last year of the seven-year credit period, the Substantially All requirement drops form 85% to 75%. 

VI) Qualified Low-Income Community Investments

A Qualified Low-Income Community Investment is:

A) Any capital or equity investment in, or loan to, any Qualified Active Low Income Community Business (see below).  Note: The term “capital investment” means that a CDE can directly own and conduct a business.  For example, a CDC could form a CDE to develop and operate commercial real estate such as a shopping center.
B) The purchase from another CDE of any loan it has made, if the loan was a Qualified Low Income Community Investment either at the time the selling CDE made the loan or at the time it sold the loan.  In other words, the borrower must be a Qualified Active Low Income Community Business either when the loan was made or sold.

C) Financial counseling and other services (i.e., advice on organizing or operating a business) provided by the CDE to businesses located in, and residents of, low-income communities.

D) Any equity investment in, or loan to, any CDE.

VII) Qualified Active Low-Income Community Businesses

A Qualified Active Low-Income Community Business is:

A) In general, any corporation (including a non-profit) or partnership for any year if:

1) At least 40% of the tangible property it owns or leases is used within a low-income community.  Property owned is valued on a cost basis.  Property leased is valued on a reasonable basis by the entity.  The fraction is based on an annual average basis.

2) At least 40% of its employees’ services are performed in a low-income community. The fraction is based on amounts paid for employee services over the course of a year.

3) At least 50% of the business’s total gross income is derived from the active conduct of a qualified business within a low-income community.  This test is met if at least 50% of either its tangible property or employees’ services are in a low-income community, or based on all facts and circumstances.

An entity meets these requirements if the CDE reasonably expects, at the time it provides financing, that the business will remain in compliance throughout the entire financing period.  However, this safe harbor does not apply if a CDE controls or obtains control of the business within the seven-year credit period; in that case, the business would have to meet the requirements continuously.
   

B) Any trade or business generally, but:  

1) The rental to others of real property qualifies only if it is not residential rental property (per tax code section 168(e)(2)) and there are substantial improvements located on the property.  The nonresidential tenants themselves need not be qualified businesses.

2) Excluded are trades or businesses:

(a) Consisting predominantly of the development or holding of intangibles for sale or license.

(b) Consisting of the operation of: any private or commercial golf course, country club, massage parlor, hot tub facility, suntan facility, racetrack or other gambling facility, or liquor store.

(c) Principally consisting of farming, unless the assets used for farming (owned or leased) have a total value under $500,000.

3) Collectibles (except those held for sale in the ordinary course of business) must comprise less than 5% of its property.

4) Nonqualified financial property (per tax code section 1397C (e)) must comprise less than 5% of the aggregate unadjusted basis of its property.  Note:  Because this definition includes loans with terms longer than 18 months, banks, credit unions, and other financial institutions are generally not Qualified Active Low-Income Community Businesses.
C) A proprietorship will qualify if it would meet the above tests were it incorporated.

D) Any trade or business will qualify if it would meet the above test were it separately incorporated.  Note: For example, a store owned by a large chain would qualify if the particular store would meet the test were it a separate corporation.
VIII) Low Income Communities

A) A low-income community consists of one or more census tracts, if for each tract:

1) The poverty rate exceeds 20%; or

2) The median income is below 80% of the greater of:

(a) The statewide median income; or

(b) The metropolitan area median income (for metro area tracts only).

B) The Treasury Secretary may designate an area within a census tract if its boundary is contiguous, the area meets the income or poverty test above, and an inadequate access to capital exists in the area.

C) For areas not within census tracts, the equivalent county divisions may be used to determine poverty or income.

IX) Recapture 

A) NMTCs are subject to recapture for seven years after an equity investment is made in a CDE.

B) Recapture is triggered if either:

1) A CDE ceases to be a certified CDE, or
2) The CDE does not continuously use Substantially All of a qualified equity investment for qualified low-income community investments (see section V above), or
3) The CDE redeems the qualified equity investment.

4) The IRS Commissioner finds that a principal purpose of a transaction is to achieve a result inconsistent with the purpose of the NMTC.

Bankruptcy of a CDE is not a recapture event.

C) The amount subject to recapture is the sum of the NMTCs claimed, plus nondeductible interest at the tax code section 6621 underpayment rate.

D) The IRS Commissioner may waive a requirement or extend a deadline if it would not frustrate the purposes of the NMTC.  A CDE would submit a ruling request.  The Commissioner may require a modification to the CDE’s requirements under the NMTC.

X) Reporting Requirements 
A) A CDE must notify each investor that:

1) It may claim the NMTC on a particular qualified equity investment, within 60 days after the date of the investment.

2) Any recapture event has occurred.  The notice must go to both current and any previous investors subject to the recapture, within 60 days of the recapture event.

B) A CDE must comply with any reporting requirements of the Treasury Department.  

C) Investors claim the NMTC by filing IRS Form 8874.

� New section 45D of the Internal Revenue Code.


�  Control means direct or indirect ownership (based on value) or control (based on voting or management rights) of at least 33%.  However, a CDE does not control an entity if an unrelated party possesses more control than the CDE.
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