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SUMMARY: This document contains
amendments to temporary regulations for
the new markets tax credit under section
45D. The regulations revise and clarify
certain aspects of those regulations and af-
fect a taxpayer making a qualified equity
investment in a qualified community de-
velopment entity that has received a new
markets tax credit allocation. The text of
these temporary regulations also serves
as the text of the proposed regulations
(REG–115471–03) set forth in the notice
of proposed rulemaking on this subject in
this issue of the Bulletin.

DATES: Effective Date: These regulations
are effective March 11, 2004.

Applicability Date: For date of applica-
bility, see §1.45D–1T(h).

FOR FURTHER INFORMATION
CONTACT: Paul F. Handleman or Lauren
R. Taylor, (202) 622–3040 (not a toll-free
number).

SUPPLEMENTARY INFORMATION:

Background

This document amends 26 CFR part 1
to provide amended rules (the revised reg-
ulations) relating to the new markets tax
credit under section 45D of the Internal
Revenue Code (Code). On December 26,
2001, the IRS published temporary (T.D.
8971, 2002–1 C.B. 308) and proposed reg-
ulations (REG–119436–01, 2002–1 C.B.
377) (the 2001 temporary regulations) in
the Federal Register (66 FR 66307, 66 FR
66376). Written and electronic comments
responding to the 2001 temporary regula-
tions were received. The IRS and Trea-
sury Department have reviewed the com-
ments on the 2001 temporary regulations
and decided to revise and clarify certain
aspects of those regulations. The IRS and
Treasury Department continue to consider
comments on the 2001 temporary regula-
tions that are not addressed in the revised
regulations.

Explanation of Provisions

General Overview

Taxpayers may claim a new markets
tax credit on a credit allowance date in an
amount equal to the applicable percentage
of the taxpayer’s qualified equity invest-
ment in a qualified community develop-
ment entity (CDE). The credit allowance
date for any qualified equity investment is
the date on which the investment is ini-
tially made and each of the 6 anniversary
dates thereafter. The applicable percent-
age is 5 percent for the first 3 credit al-
lowance dates and 6 percent for the re-
maining credit allowance dates.

A CDE is any domestic corporation or
partnership if: (1) the primary mission
of the entity is serving or providing in-
vestment capital for low-income commu-
nities or low-income persons; (2) the en-
tity maintains accountability to residents
of low-income communities through their
representation on any governing board of
the entity or on any advisory board to the
entity; and (3) the entity is certified by the
Secretary for purposes of section 45D as
being a CDE.

The new markets tax credit may be
claimed only for a qualified equity in-
vestment in a CDE. A qualified equity
investment is any equity investment in a
CDE for which the CDE has received an
allocation from the Secretary if, among
other things, the CDE uses substantially
all of the cash from the investment to
make qualified low-income community
investments. Under a safe harbor, the sub-
stantially-all requirement is treated as met
if at least 85 percent of the aggregate gross
assets of the CDE are invested in qualified
low-income community investments.

Qualified low-income community in-
vestments consist of: (1) any capital or eq-
uity investment in, or loan to, any qual-
ified active low-income community busi-
ness; (2) the purchase from another CDE
of any loan made by such entity that is a
qualified low-income community invest-
ment; (3) financial counseling and other
services to businesses located in, and res-
idents of, low-income communities; and
(4) certain equity investments in, or loans
to, a CDE.

In general, a qualified active low-in-
come community business is a corporation
or a partnership if for the taxable year: (1)
at least 50 percent of the total gross in-
come of the entity is derived from the ac-
tive conduct of a qualified business within
any low-income community; (2) a substan-
tial portion of the use of the tangible prop-
erty of the entity is within any low-income
community; (3) a substantial portion of the
services performed for the entity by its em-
ployees is performed in any low-income
community; (4) less than 5 percent of the
average of the aggregate unadjusted bases
of the property of the entity is attributable
to certain collectibles; and (5) less than 5
percent of the average of the aggregate un-
adjusted bases of the property of the en-
tity is attributable to certain nonqualified
financial property.

Substantially All

As indicated above, a CDE must use
substantially all of the cash from a quali-
fied equity investment to make qualified
low-income community investments. Sec-
tion 1.45D–1T(c)(5)(i) provides that the
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substantially-all requirement is treated
as satisfied for an annual period if ei-
ther the direct-tracing calculation under
§1.45D–1T(c)(5)(ii), or the safe harbor
calculation under §1.45D–1T(c)(5)(iii),
is performed every six months and the
average of the two calculations for the
annual period is at least 85 percent. Com-
mentators have suggested that the use of
the direct-tracing calculation (or the safe
harbor calculation) for an annual period
should not preclude the use of the safe
harbor calculation (or the direct-tracing
calculation) for another annual period.
The revised regulations adopt this sugges-
tion.

Commentators have suggested that, if a
CDE makes a qualified low-income com-
munity investment from a source of funds
other than a qualified equity investment
(for example, a line of credit from a bank),
and later uses proceeds of an equity in-
vestment in the CDE to reimburse or re-
pay the other source of funds, the equity
investment should be treated as financing
the qualified low-income community in-
vestment on a direct-tracing basis. The re-
vised regulations do not adopt this sugges-
tion because, in these circumstances, the
proceeds of the equity investment are not
“used...to make” the qualified low-income
community investment as required by sec-
tion 45D(b)(1)(B). However, the revised
regulations provide an example demon-
strating that, in this situation, the substan-
tially-all requirement may be satisfied un-
der the safe harbor calculation.

Qualified Low-Income Community
Investments

Under section 45D(d)(1)(B), a quali-
fied low-income community investment
includes the purchase from another CDE
of any loan made by such entity that is
a qualified low-income community in-
vestment. Commentators have suggested
that, for purposes of section 45D(d)(1)(B),
a loan by an entity should be treated as
made by a CDE, even if the entity is not a
CDE at the time it makes the loan, so long
as the entity is a CDE at the time it sells
the loan. The revised regulations adopt
this suggestion, in accordance with Notice
2003–68, 2003–41 I.R.B. 824.

Commentators also have suggested
that the phrase “made by such entity” for
purposes of section 45D(d)(1)(B) should

include any loans held or purchased by
such entity. The revised regulations do
not adopt this suggestion because it would
treat loan purchases as qualified low-in-
come community investments even if the
originator or a prior seller of the loan were
not a CDE. However, the revised regu-
lations do contain a special rule, as set
forth in Notice 2003–68, that applies to
the purchase of a loan by a CDE (the ulti-
mate CDE) from a second CDE if the loan
was made by a third CDE (the originating
CDE). Specifically, the revised regula-
tions provide that, for purposes of section
45D(d)(1)(B): (1) The purchase of a loan
by the ultimate CDE from a second CDE
that purchased the loan from the originat-
ing CDE (or from another CDE) is treated
as a purchase of the loan by the ultimate
CDE from the originating CDE, provided
that each entity that sold the loan was a
CDE at the time it sold the loan; and (2) a
loan purchased by the ultimate CDE from
another CDE is a qualified low-income
community investment if it qualifies as a
qualified low-income community invest-
ment either (A) at the time the loan was
made or (B) at the time the ultimate CDE
purchases the loan.

Commentators have suggested that, in
certain circumstances in which a CDE pur-
chases a loan from another entity under an
advance commitment agreement, the loan
should be treated as made by the CDE and
therefore eligible to be a qualified low-
income community investment. The re-
vised regulations provide that, for these
purposes, a loan is treated as made by a
CDE to the extent the CDE purchases the
loan from the originator (whether or not
the originator is a CDE) within 30 days af-
ter the date the originator makes the loan
if, at the time the loan is made, there is a
legally enforceable written agreement be-
tween the originator and the CDE which
(A) requires the CDE to approve the mak-
ing of the loan either directly or by impos-
ing specific written loan underwriting cri-
teria and (B) requires the CDE to purchase
the loan within 30 days after the date the
loan is made.

Section 1.45D–1T(d)(1)(iv) provides
that a qualified low-income community
investment includes an equity investment
in, or loan to, another CDE, but only to
the extent that the recipient CDE uses the
proceeds: (1) for either an investment in,
or a loan to, a qualified active low-in-

come community business, or financial
counseling and other services; and (2) in
a manner that would constitute a qualified
low-income community investment if it
were made directly by the CDE making
the equity investment or loan. Commen-
tators have suggested that this provision
should be amended to permit investments
through multiple tiers of CDEs. For ex-
ample, commentators have indicated that
some CDEs have reasons relating to bank
regulatory requirements for lending to
bank holding company CDEs that invest
in bank subsidiary CDEs. The revised
regulations amend this provision, in ac-
cordance with Notice 2003–64, 2003–39
I.R.B. 646, to permit investments through
two additional CDEs.

Qualified Active Low-Income Community
Business

Section 45D(d)(2)(A)(i) provides that
a corporation (including a nonprofit cor-
poration) or a partnership is a qualified
active low-income community business
only if, among other things, at least 50
percent of the total gross income of the
entity is derived from the active conduct
of a qualified business within any low-in-
come community. Commentators have
requested clarification of the meaning of
“active conduct”. Some commentators
have suggested that the term should in-
clude start-up businesses, including the
development of commercial rental prop-
erty. Other commentators have suggested
defining active conduct by focusing on the
economic effect of a particular business
activity. The revised regulations provide a
special rule that makes clear that an entity
will be treated as engaged in the active
conduct of a trade or business if, at the
time the CDE makes a capital or equity
investment in, or loan to, the entity, the
CDE reasonably expects that the entity
will generate revenues (or, in the case of a
nonprofit corporation, receive donations)
within 3 years after the date the investment
or loan is made.

Section 45D(d)(2)(A)(iii) provides that
a corporation or a partnership is a quali-
fied active low-income community busi-
ness only if, among other things, a substan-
tial portion of the services performed for
such entity by its employees are performed
in a low-income community (the services
test). Section 1.45D–1T(d)(4)(i)(C) de-
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fines substantial portion for this purpose as
40 percent. Commentators have requested
guidance on compliance with the services
test if an entity has no employees. One
commentator has suggested that, if the en-
tity is a partnership and has no employ-
ees, the test should be applied to the gen-
eral partners or managing members. The
revised regulations provide that, if an en-
tity has no employees, the entity is deemed
to satisfy the services test (as well as the
requirement in §1.45D–1T(d)(4)(i)(A) that
at least 50 percent of the total gross in-
come of the entity be derived from the ac-
tive conduct of a qualified business within
a low-income community) if at least 85
percent of the use of the tangible property
of the entity (whether owned or leased) is
within a low-income community.

Control

Under §1.45D–1T(d)(6)(i), an entity
is treated as a qualified active low-in-
come community business if the CDE
reasonably expects, at the time the CDE
makes the capital or equity investment
in, or loan to, the entity, that the en-
tity will satisfy the requirements to be a
qualified active low-income community
business throughout the entire period of
the investment or loan. However, under
§1.45D–1T(d)(6)(ii)(A), if the CDE con-
trols or obtains control of the entity at
any time during the 7-year credit period,
the entity will be treated as a qualified
active low-income community business
only if the entity satisfies the applicable
requirements throughout the entire pe-
riod the CDE controls the entity. Section
1.45D–1T(d)(6)(ii)(B) generally defines
control with respect to an entity as direct
or indirect ownership (based on value) or
control (based on voting or management
rights) of 33 percent or more of the entity.
Commentators have suggested that this
definition should be revised to increase
the threshold for control. The revised reg-
ulations amend the definition of control to
mean direct or indirect ownership (based
on value) or control (based on voting or
management rights) of more than 50 per-
cent of the entity.

Commentators have suggested that if
a CDE obtains control of an entity sub-
sequent to making an investment in the
entity, the CDE should be granted a rea-
sonable period (such as 12 months) ei-

ther to cause the entity to satisfy the re-
quirements to be a qualified active low-in-
come community business or to find a re-
placement investment. The revised regu-
lations provide a 12-month period during
which a CDE’s acquisition of control of
an entity is disregarded if, among other
things, the CDE’s investment in the en-
tity met the reasonable expectations test
of §1.45D–1T(d)(6)(i) when initially made
and the acquisition of control is due to un-
foreseen financial difficulties of the entity.

Other Issues

Commentators have suggested that tax-
payers should be able to claim the new
markets tax credit in the event the CDE
in which the qualified equity investment is
made becomes bankrupt. The revised reg-
ulations adopt this suggestion.

The revised regulations incorporate No-
tice 2003–9, 2003–1 C.B. 369, which per-
mits certain equity investments made on
or after April 20, 2001, to be designated
as qualified equity investments, and Notice
2003–56, 2003–34 I.R.B. 396, which per-
mits certain equity investments made on
or after the date the Treasury Department
publishes a Notice of Allocation Availabil-
ity to be designated as qualified equity in-
vestments. The revised regulations also
incorporate Notice 2002–64, 2002–2 C.B.
690, which provides guidance on Federal
tax benefits that do not limit the availabil-
ity of the new markets tax credit. The
IRS and Treasury Department continue to
study how the low-income housing credit
under section 42 may limit the availability
of the new markets tax credit.

Special Analysis

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does
not apply to these regulations. For applica-
bility of the Regulatory Flexibility Act (5
U.S.C. 601 et seq.), refer to the cross-ref-
erence notice of proposed rulemaking pub-
lished elsewhere in this issue of the Bul-
letin. Pursuant to section 7805(f) of the
Code, these amendments to the 2001 tem-
porary regulations will be submitted to the
Chief Counsel for Advocacy of the Small

Business Administration for comment on
their impact on small business.

Drafting Information

The principal author of these regula-
tions is Paul F. Handleman, Office of the
Associate Chief Counsel (Passthroughs
and Special Industries), IRS. However,
other personnel from the IRS and Treasury
Department participated in their develop-
ment.

* * * * *

Amendments to the Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.45D–1T is amended

by:
1. Revising the section heading.
2. Amending paragraph (a) by:
(a) Amending the entry for (c)(3)(ii) by

removing the word “Exception” and by
adding the word “Exceptions” in its place.

(b) Adding new entries for (c)(3)(ii)(A)
and (B).

(c) Redesignating the entry for
(c)(3)(iii) as (c)(3)(iv).

(d) Adding a new entry for (c)(3)(iii).
(e) Adding a new entry for (c)(5)(vi).
(f) Adding new entries for (d)(1)(ii)(A),

(d)(1)(ii)(B), (d)(1)(ii)(C), and (d)(1)(ii)
(D).

(g) Adding new entries for (d)(1)(iv)(A)
and (d)(1)(iv)(B).

(h) Adding new entries for (d)(4)(iv),
(d)(4)(iv)(A), and (d)(4)(iv)(B).

(i) Adding a new entry for (d)(6)(ii)(C).
(j) Adding new entries for (d)(8),

(d)(8)(i), and (d)(8)(ii).
(k) Adding new entries for (g)(3),

(g)(3)(i), (g)(3)(ii), and (g)(4).
(l) Amending the entry for (h) by re-

moving the word “Date” and by adding the
word “Dates” in its place.

(m) Adding new entries for (h)(1) and
(h)(2).

3. Amending paragraph (c)(3)(ii) by
removing the word “Exception” and by
adding the word “Exceptions” in its place.

4. Revising paragraphs (c)(3)(ii)(A)
and (c)(3)(ii)(B).
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5. Removing paragraph (c)(3)(ii)(C)
and (c)(3)(ii)(D).

6. Redesignating paragraph (c)(3)(iii)
as paragraph (c)(3)(iv).

7. Adding a new paragraph (c)(3)(iii),
a sentence after the third sentence in para-
graph (c)(5)(i), a new paragraph (c)(5)(vi).

8. Revising paragraphs (d)(1)(ii) and
(iv).

9. Adding a sentence at the end of para-
graph (d)(4)(i)(A), a sentence at the end
of paragraph (d)(4)(i)(C), a new paragraph
(d)(4)(iv).

10. Revising paragraph (d)(6)(ii)(B).
11. Adding new paragraph (d)(6)(ii)(C),

a new paragraph (d)(8), new paragraphs
(g)(3) and (g)(4).

12. Revising paragraph (h).
The additions and revisions read as fol-

lows:

§1.45D–1T New markets tax credit
(temporary).

(a) * * *

* * * * *
(c) * * *
(3) * * *
(ii) Exceptions.
(A) Allocation applications submitted

by August 29, 2002.
(B) Other allocation applications.
(iii) Failure to receive allocation.
(iv) Initial investment date.

* * * * *
(5) * * *
(vi) Examples.

* * * * *
(d) * * *
(1) * * *
(ii) * * *
(A) In general.
(B) Certain loans made before CDE cer-

tification.
(C) Intermediary CDEs.
(D) Examples.

* * * * *
(iv) * * *
(A) In general.
(B) Examples.

* * * * *
(4) * * *
(iv) Active conduct of a trade or busi-

ness.

(A) Special rule.
(B) Example.

* * * * *
(6) * * *

* * * * *
(ii) * * *

* * * * *
(C) Disregard of control.

* * * * *
(8) Special rule for certain loans.
(i) In general.
(ii) Example.

* * * * *
(g) * * *
(3) Other Federal tax benefits.
(i) In general.
(ii) Low-income housing credit.
(4) Bankruptcy of CDE.
(h) Effective dates.
(1) In general.
(2) Exception for certain provisions.

* * * * *

* * * * *
(c) * * *
(3) * * *
(ii) Exceptions. * * *
(A) Allocation applications submitted

by August 29, 2002.
(1) The equity investment is made on or

after April 20, 2001;
(2) The designation of the equity invest-

ment as a qualified equity investment is
made for a credit allocation received pur-
suant to an allocation application submit-
ted to the Secretary no later than August
29, 2002; and

(3) The equity investment otherwise
satisfies the requirements of section 45D
and this section; or

(B) Other allocation applications.
(1) The equity investment is made on

or after the date the Secretary publishes a
Notice of Allocation Availability (NOAA)
in the Federal Register;

(2) The designation of the equity invest-
ment as a qualified equity investment is
made for a credit allocation received pur-
suant to an allocation application submit-
ted to the Secretary under that NOAA; and

(3) The equity investment otherwise
satisfies the requirements of section 45D
and this section.

(iii) Failure to receive allocation. For
purposes of paragraph (c)(3)(ii)(A) of this

section, if the entity in which the equity in-
vestment is made does not receive an al-
location pursuant to an allocation appli-
cation submitted no later than August 29,
2002, the equity investment will not be eli-
gible to be designated as a qualified equity
investment. For purposes of paragraph
(c)(3)(ii)(B) of this section, if the entity in
which the equity investment is made does
not receive an allocation under the NOAA
described in paragraph (c)(3)(ii)(B)(1) of
this section, the equity investment will not
be eligible to be designated as a qualified
equity investment.

* * * * *
(5) * * *
(i) * * * The use of the direct-tracing

calculation under paragraph (c)(5)(ii) of
this section (or the safe harbor calculation
under paragraph (c)(5)(iii) of this section)
for an annual period does not preclude the
use of the safe harbor calculation under
paragraph (c)(5)(iii) of this section (or the
direct-tracing calculation under paragraph
(c)(5)(ii) of this section) for another annual
period. * * *

* * * * *
(vi) Examples. The following examples

illustrate an application of this paragraph
(c)(5):

Example 1. X is a partnership and a CDE that has
received a $1 million new markets tax credit alloca-
tion from the Secretary. On September 1, 2004, X
uses a line of credit from a bank to fund a $1 mil-
lion loan to Y. The loan is a qualified low-income
community investment under paragraph (d)(1) of this
section. On September 5, 2004, A pays $1 million to
acquire a capital interest in X. X uses the proceeds of
A’s equity investment to pay off the $1 million line of
credit that was used to fund the loan to Y. X’s aggre-
gate gross assets consist of the $1 million loan to Y
and $100,000 in other assets. A’s equity investment
in X does not satisfy the substantially-all requirement
under paragraph (c)(5)(i) of this section using the di-
rect-tracing calculation under paragraph (c)(5)(ii) of
this section because the cash from A’s equity invest-
ment is not used to make X’s loan to Y. However, A’s
equity investment in X satisfies the substantially-all
requirement using the safe harbor calculation under
paragraph (c)(5)(iii) of this section because at least
85 percent of X’s aggregate gross assets are invested
in qualified low-income community investments.

Example 2. X is a partnership and a CDE that has
received a new markets tax credit allocation from the
Secretary. On August 1, 2004, A pays $100,000 for
a capital interest in X. On August 5, 2004, X uses
the proceeds of A’s equity investment to make an eq-
uity investment in Y. X controls Y within the mean-
ing of paragraph (d)(6)(ii)(B) of this section. For the
annual period ending July 31, 2005, Y is a quali-
fied active low-income community business (as de-
fined in paragraph (d)(4) of this section). Thus, for
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that period, A’s equity investment satisfies the sub-
stantially-all requirement under paragraph (c)(5)(i) of
this section using the direct-tracing calculation under
paragraph (c)(5)(ii) of this section. For the annual
period ending July 31, 2006, Y no longer is a qual-
ified active low-income community business. Thus,
for that period, A’s equity investment does not sat-
isfy the substantially-all requirement using the direct-
tracing calculation. However, during the entire an-
nual period ending July 31, 2006, X’s remaining as-
sets are invested in qualified low-income community
investments with an aggregate cost basis of $900,000.
Consequently, for the annual period ending July 31,
2006, at least 85 percent of X’s aggregate gross as-
sets are invested in qualified low-income community
investments. Thus, for the annual period ending July
31, 2006, A’s equity investment satisfies the substan-
tially-all requirement using the safe harbor calcula-
tion under paragraph (c)(5)(iii) of this section.

Example 3. X is a partnership and a CDE that
has received a new markets tax credit allocation from
the Secretary. On August 1, 2004, A and B each pay
$100,000 for a capital interest in X. X does not treat
A’s and B’s equity investments as one qualified eq-
uity investment under paragraph (c)(6) of this section.
On September 1, 2004, X uses the proceeds of A’s
equity investment to make an equity investment in Y
and X uses the proceeds of B’s equity investment to
make an equity investment in Z. X has no assets other
than its investments in Y and Z. X controls Y and Z
within the meaning of paragraph (d)(6)(ii)(B) of this
section. For the annual period ending July 31, 2005,
Y and Z are qualified active low-income community
businesses (as defined in paragraph (d)(4) of this sec-
tion). Thus, for the annual period ending July 31,
2005, A’s and B’s equity investments satisfy the sub-
stantially-all requirement under paragraph (c)(5)(i) of
this section using either the direct-tracing calculation
under paragraph (c)(5)(ii) of this section or the safe
harbor calculation under paragraph (c)(5)(iii) of this
section. For the annual period ending July 31, 2006,
Y, but not Z, is a qualified active low-income com-
munity business. Thus, for the annual period end-
ing July 31, 2006: (1) X does not satisfy the sub-
stantially-all requirement using the safe harbor calcu-
lation under paragraph (c)(5)(iii) of this section; (2)
A’s equity investment satisfies the substantially-all
requirement using the direct-tracing calculation be-
cause A’s equity investment is directly traceable to
Y; and (3) B’s equity investment does not satisfy the
substantially-all requirement because B’s equity in-
vestment is traceable to Z.

* * * * *
(d) * * *
(1) * * *
(ii) Purchase of certain loans from

CDEs—(A) In general. The purchase
by a CDE (the ultimate CDE) from an-
other CDE (whether or not that CDE has
received an allocation from the Secre-
tary under section 45D(f)(2)) of any loan
made by such entity that is a qualified
low-income community investment. A
loan purchased by the ultimate CDE from
another CDE is a qualified low-income
community investment if it qualifies as a

qualified low-income community invest-
ment either—

(1) At the time the loan was made; or
(2) At the time the ultimate CDE pur-

chases the loan.
(B) Certain loans made before CDE

certification. For purposes of paragraph
(d)(1)(ii)(A) of this section, a loan by an
entity is treated as made by a CDE, not-
withstanding that the entity was not a CDE
at the time it made the loan, if the entity is
a CDE at the time it sells the loan.

(C) Intermediary CDEs. For purposes
of paragraph (d)(1)(ii)(A) of this section,
the purchase of a loan by the ultimate CDE
from a CDE that did not make the loan (the
second CDE) is treated as a purchase of the
loan by the ultimate CDE from the CDE
that made the loan (the originating CDE)
if—

(1) The second CDE purchased the loan
from the originating CDE (or from another
CDE); and

(2) Each entity that sold the loan was a
CDE at the time it sold the loan.

(D) Examples. The following examples
illustrate an application of this paragraph
(d)(1)(ii):

Example 1. X is a partnership and a CDE that
has received a new markets tax credit allocation from
the Secretary. Y, a corporation, made a $500,000
loan to Z in 1999. In January of 2004, Y is certi-
fied as a CDE. On September 1, 2004, X purchases
the loan from Y. At the time X purchases the loan,
Z is a qualified active low-income community busi-
ness under paragraph (d)(4)(i) of this section. Ac-
cordingly, the loan purchased by X from Y is a qual-
ified low-income community investment under para-
graphs (d)(1)(ii)(A) and (B) of this section.

Example 2. The facts are the same as in Exam-
ple 1 except that on February 1, 2004, Y sells the
loan to W and on September 1, 2004, W sells the
loan to X. W is a CDE. Under paragraph (d)(1)(ii)(C)
of this section, X’s purchase of the loan from W is
treated as the purchase of the loan from Y. Accord-
ingly, the loan purchased by X from W is a qualified
low-income community investment under paragraphs
(d)(1)(ii)(A) and (C) of this section.

Example 3. The facts are the same as in Exam-
ple 2 except that W is not a CDE. Because W was
not a CDE at the time it sold the loan to X, the pur-
chase of the loan by X from W is not a qualified
low-income community investment under paragraphs
(d)(1)(ii)(A) and (C) of this section.

* * * * *
(iv) Investments in other CDEs—(A) In

general. Any equity investment in, or loan
to, any CDE (the second CDE) by a CDE
(the primary CDE), but only to the extent
that the second CDE uses the proceeds of
the investment or loan—

(1) In a manner—

(i) That is described in paragraph
(d)(1)(i) or (iii) of this section; and

(ii) That would constitute a qualified
low-income community investment if it
were made directly by the primary CDE;

(2) To make an equity investment in, or
loan to, a third CDE that uses such pro-
ceeds in a manner described in paragraph
(d)(1)(iv)(A)(1) of this section; or

(3) To make an equity investment in, or
loan to, a third CDE that uses such pro-
ceeds to make an equity investment in, or
loan to, a fourth CDE that uses such pro-
ceeds in a manner described in paragraph
(d)(1)(iv)(A)(1) of this section.

(B) Examples. The following exam-
ples illustrate an application of paragraph
(d)(1)(iv)(A) of this section:

Example 1. X is a partnership and a CDE that
has received a new markets tax credit allocation
from the Secretary. On September 1, 2004, X uses
$975,000 to make an equity investment in Y. Y is a
corporation and a CDE. On October 1, 2004, Y uses
$950,000 from X’s equity investment to make a loan
to Z. Z is a qualified active low-income community
business under paragraph (d)(4)(i) of this section. Of
X’s equity investment in Y, $950,000 is a qualified
low-income community investment under paragraph
(d)(1)(iv)(A)(1) of this section.

Example 2. W is a partnership and a CDE that has
received a new markets tax credit allocation from the
Secretary. On September 1, 2004, W uses $975,000
to make an equity investment in X. On October 1,
2004, X uses $950,000 from W’s equity investment
to make an equity investment in Y. X and Y are cor-
porations and CDEs. On October 5, 2004, Y uses
$925,000 from X’s equity investment to make a loan
to Z. Z is a qualified active low-income community
business under paragraph (d)(4)(i) of this section. Of
W’s equity investment in X, $925,000 is a qualified
low-income community investment under paragraph
(d)(1)(iv)(A)(2) of this section because X uses pro-
ceeds of W’s equity investment to make an equity in-
vestment in Y, which uses $925,000 of the proceeds
in a manner described in paragraph (d)(1)(iv)(A)(1)
of this section.

Example 3. U is a partnership and a CDE that has
received a new markets tax credit allocation from the
Secretary. On September 1, 2004, U uses $975,000 to
make an equity investment in V. On October 1, 2004,
V uses $950,000 from U’s equity investment to make
an equity investment in W. On October 5, 2004, W
uses $925,000 from V’s equity investment to make
an equity investment in X. On November 1, 2004, X
uses $900,000 from W’s equity investment to make
an equity investment in Y. V, W, X, and Y are cor-
porations and CDEs. On November 5, 2004, Y uses
$875,000 from X’s equity investment to make a loan
to Z. Z is a qualified active low-income community
business under paragraph (d)(4)(i) of this section. U’s
equity investment in V is not a qualified low-income
community investment because X does not use pro-
ceeds of W’s equity investment in a manner described
in paragraph (d)(1)(iv)(A)(1) of this section.

* * * * *
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(4) * * *
(i) * * *
(A) * * * See paragraph (d)(4)(iv) of

this section for circumstances in which an
entity will be treated as engaged in the ac-
tive conduct of a trade or business.

* * * * *
(C) * * * If the entity has no employ-

ees, the entity is deemed to satisfy this
paragraph (d)(4)(i)(C), and paragraph
(d)(4)(i)(A) of this section, if the en-
tity meets the requirement of paragraph
(d)(4)(i)(B) of this section if “85 percent”
is applied instead of 40 percent.

* * * * *
(iv) Active conduct of a trade or busi-

ness—(A) Special rule. For purposes of
paragraph (d)(4)(i)(A) of this section, an
entity will be treated as engaged in the ac-
tive conduct of a trade or business if, at
the time the CDE makes a capital or eq-
uity investment in, or loan to, the entity,
the CDE reasonably expects that the entity
will generate revenues (or, in the case of
a nonprofit corporation, receive donations)
within 3 years after the date the investment
or loan is made.

(B) Example. The application of para-
graph (d)(4)(iv)(A) of this section is illus-
trated by the following example:

Example. X is a partnership and a CDE that re-
ceives a new markets tax credit allocation from the
Secretary on July 1, 2004. X makes a ten-year loan
to Y. Y is a newly formed entity that will own and op-
erate a shopping center to be constructed in a low-in-
come community. Y has no revenues but X reason-
ably expects that Y will generate revenues beginning
in December 2005. Under paragraph (d)(4)(iv)(A) of
this section, Y is treated as engaged in the active con-
duct of a trade or business for purposes of paragraph
(d)(4)(i)(A) of this section.

* * * * *
(6) * * *
(ii) * * *
(B) Definition of control. Control

means, with respect to an entity, direct
or indirect ownership (based on value) or
control (based on voting or management
rights) of more than 50 percent of the en-
tity.

(C) Disregard of control. For purposes
of paragraph (d)(6)(ii)(A) of this section,
the acquisition of control of an entity by
a CDE is disregarded during the 12-month
period following such acquisition of con-
trol (the 12-month period) if—

(1) The CDE’s capital or equity invest-
ment in, or loan to, the entity met the re-

quirements of paragraph (d)(6)(i) of this
section when initially made;

(2) The CDE’s acquisition of control
of the entity is due to financial difficulties
of the entity that were unforeseen at the
time the investment or loan described in
paragraph (d)(6)(ii)(C)(1) of this section
was made; and

(3) If the acquisition of control occurs
before the seventh year of the 7-year credit
period (as defined in paragraph (c)(5)(i) of
this section), either—

(i) The entity satisfies the requirements
of paragraph (d)(4) of this section by the
end of the 12-month period; or

(ii) The CDE sells or causes to be
redeemed the entire amount of the in-
vestment or loan described in paragraph
(d)(6)(ii)(C)(1) of this section and, by the
end of the 12-month period, 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 in-
vestment is determined under paragraphs
(d)(2)(i) and (ii) of this section.

* * * * *
(8) Special rule for certain loans—(i)

In general. For purposes of paragraphs
(d)(1)(i), (ii), and (iv) of this section, a loan
is treated as made by a CDE to the ex-
tent the CDE purchases the loan from the
originator (whether or not the originator is
a CDE) within 30 days after the date the
originator makes the loan if, at the time the
loan is made, there is a legally enforceable
written agreement between the originator
and the CDE which—

(A) Requires the CDE to approve the
making of the loan either directly or by im-
posing specific written loan underwriting
criteria; and

(B) Requires the CDE to purchase the
loan within 30 days after the date the loan
is made.

(ii) Example. The application of para-
graph (d)(8)(i) of this section is illustrated
by the following example:

Example. (i) X is a partnership and a CDE that has
received a new markets tax credit allocation from the
Secretary. On October 1, 2004, Y enters into a legally
enforceable written agreement with W. Y and W are
corporations but only Y is a CDE. The agreement
between Y and W provides that Y will purchase loans
(or portions thereof) from W within 30 days after the
date the loan is made by W, and that Y will approve
the making of the loans.

(ii) On November 1, 2004, W makes a $825,000
loan to Z pursuant to the agreement between Y and
W. Z is a qualified active low-income community
business under paragraph (d)(4) of this section. On
November 15, 2004, Y purchases the loan from W
for $840,000. On December 31, 2004, X purchases
the loan from Y for $850,000.

(iii) Under paragraph (d)(8)(i) of this section, the
loan to Z is treated as made by Y. Y’s loan to Z is
a qualified low-income community investment under
paragraph (d)(1)(i) of this section. Accordingly, un-
der paragraph (d)(1)(ii)(A) of this section, X’s pur-
chase of the loan from Y is a qualified low-income
community investment in the amount of $850,000.

* * * * *
(g) * * *
(3) Other Federal tax benefits—(i) In

general. Except as provided in paragraph
(g)(3)(ii) of this section, the availability
of Federal tax benefits does not limit the
availability of the new markets tax credit.
Federal tax benefits that do not limit the
availability of the new markets tax credit
include, for example:

(A) The rehabilitation credit under sec-
tion 47;

(B) All depreciation deductions under
sections 167 and 168, including the ad-
ditional first-year depreciation under sec-
tion 168(k), and the expense deduction for
certain depreciable property under section
179; and

(C) All tax benefits relating to certain
designated areas such as empowerment
zones and enterprise communities under
sections 1391 through 1397D, the District
of Columbia Enterprise Zone under sec-
tions 1400 through 1400B, renewal com-
munities under sections 1400E through
1400J, and the New York Liberty Zone
under section 1400L.

(ii) Low-income housing credit. This
paragraph (g)(3) does not apply to the low-
income housing credit under section 42.

(4) Bankruptcy of CDE. The bank-
ruptcy of a CDE does not preclude a
taxpayer from continuing to claim the new
markets tax credit on the remaining credit
allowance dates under paragraph (b)(2) of
this section.

(h) Effective dates—(1) In general. Ex-
cept as provided in paragraph (h)(2) of this
section, this section applies on or after De-
cember 26, 2001, and expires on Decem-
ber 23, 2004.

(2) Exception for certain provi-
sions. Paragraphs (c)(3)(ii), (c)(3)(iii),
(c)(5)(vi), (d)(1)(ii), (d)(1)(iv), (d)(4)(iv),
(d)(6)(ii)(B), (d)(6)(ii)(C), (d)(8), (g)(3),
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and (g)(4) of this section, the fourth sen-
tence in paragraph (c)(5)(i) of this section,
the last sentence in paragraph (d)(4)(i)(A)
of this section, and the last sentence in
paragraph (d)(4)(i)(C) of this section ap-
ply on or after March 11, 2004, and may
be applied by taxpayers before March 11,
2004. The paragraphs of this section that
apply before March 11, 2004 are contained
in §1.45D–1T as in effect before March
11, 2004 (see 26 CFR part 1 revised as of
April 1, 2003).

Mark E. Matthews,
Deputy Commissioner for
Services and Enforcement.

Approved March 3, 2004.

Gregory F. Jenner,
Acting Assistant Secretary of the Treasury.

(Filed by the Office of the Federal Register on March 10,
2004, 8:45 a.m., and published in the issue of the Federal
Register for March 11, 2004, 69 F.R. 11507)
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