
Part III. Administrative, Procedural, and Miscellaneous

Section 45D New Markets Tax
Credit

Notice 2002–64

PURPOSE

This notice provides guidance to tax-
payers on federal tax benefits that do not
limit the availability of the new markets tax
credit under § 45D of the Internal Rev-
enue Code.

BACKGROUND

Section 45D(a)(1) allows a new mar-
kets tax credit on a credit allowance date
(as defined in § 45D(a)(3)) to a taxpayer
who holds a qualified equity investment in
a qualified community development en-
tity (CDE), as defined in § 45D(c).

Section 45D(b)(1) provides that an eq-
uity investment in a CDE is a “qualified eq-
uity investment” only if, among other
things, the CDE uses substantially all of the
proceeds of the investment to make quali-
fied low-income community investments.

Section 45D(d) provides that the term
“qualified low-income community invest-
ment” means (A) any capital or equity in-
vestment in, or loan to, any qualified active
low-income community business, (B) the
purchase from another CDE of any loan
made by the entity which is a qualified low-
income community investment, (C) finan-
cial counseling and other services specified
in regulations prescribed by the Secretary
to businesses located in, or residents of,
low-income communities, and (D) any eq-
uity investment in, or loan to, any CDE.

Section 45D(i)(1) authorizes the Secre-
tary to prescribe regulations as may be ap-
propriate to carry out § 45D including
regulations that limit the new markets tax
credit for investments that are directly or
indirectly subsidized by other federal tax
benefits (including the low-income hous-
ing credit under § 42 and the exclusion from
gross income under § 103).

On December 26, 2001, the Treasury
Department and the Internal Revenue Ser-
vice published temporary regulations (T.D.
8971, 2002–3 I.R.B. 308 [66 FR 66307])
in the Federal Register. The text of the
temporary regulations does not provide

guidance as to what federal tax benefits
limit the availability of the new markets tax
credit.

DISCUSSION

Until further guidance is provided, the
availability of federal tax benefits, other than
§ 42, does not limit the availability of the
new markets tax credit. The Treasury De-
partment and the Service are studying how
§ 42 may 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: (1) the rehabilita-
tion credit under § 47; (2) all deprecia-
tion deductions under §§ 167 and 168,
including the additional first-year depre-
ciation for certain property acquired after
September 10, 2001, and before Septem-
ber 11, 2004, under § 168(k), and the ex-
pense deduction for certain depreciable
property under § 179; and (3) all tax ben-
efits relating to certain designated areas such
as empowerment zones and enterprise com-
munities under §§ 1391 through 1397D, the
District of Columbia Enterprise Zone un-
der §§ 1400 through 1400B, renewal com-
munities under §§ 1400E through 1400J,
and the New York Liberty Zone under
§ 1400L.

Taxpayers may rely on this notice prior
to the issuance of further guidance. In the
future, the Secretary may issue guidance that
limits the new markets tax credit for in-
vestments which are directly or indirectly
subsidized by other federal tax benefits.

DRAFTING INFORMATION

The principal author of this notice is
Greg Doran of the Office of Associate Chief
Counsel (Passthroughs and Special Indus-
tries). For further information regarding this
notice, contact Mr. Doran at (202) 622–
3040 (not a toll-free call).

that is being used by taxpayers for the pur-
pose of generating deductions. This no-
tice alerts taxpayers and their representatives
that the tax benefits purportedly gener-
ated by these transactions are not allow-
able for federal income tax purposes. This
notice also alerts taxpayers, their represen-
tatives, and promoters of these transac-
tions of certain responsibilities that may
arise from participating in these transac-
tions.

FACTS

This transaction involves a series of pre-
planned steps. First, Taxpayer and one or
more other shareholders form a corpora-
tion that elects to be treated as an S cor-
poration under § 1362(a) of the Internal
Revenue Code. Taxpayer initially has a mi-
nority stock interest in the S corporation.

The S corporation enters into straddles
on foreign currencies and may acquire other
assets. The S corporation terminates the gain
leg of a foreign currency straddle, and al-
locates the gain to the shareholders pro rata
according to their stock ownership. The gain
increases each shareholder’s basis in the
stock of the S corporation under § 1367
(a)(1). The S corporation redeems the stock
of all of the shareholders other than Tax-
payer, and the other shareholders claim a
loss as a result of the redemption. The S
corporation files an election under
§ 1377(a)(2) to treat the S corporation’s tax-
able year as though it consists of two sepa-
rate taxable years, with the first year ending
on the date of the redemption.

After the redemption, the S corpora-
tion terminates the loss leg of the foreign
currency straddle. In order to maximize the
allowable loss, Taxpayer also may engage
in a transaction that is intended to increase
Taxpayer’s basis in the S corporation. For
example, Taxpayer may make a loan to the
S corporation.

The entire loss from the loss leg of the
straddle passes through to Taxpayer, the sole
remaining shareholder in the S corpora-
tion, under § 1366. The loss reduces Tax-
payer’s basis in the stock (and indebtedness,
if any) of the S corporation under
§ 1367(a)(2). Due to the reduction in Tax-
payer’s basis in the S corporation’s stock
(and indebtedness, if any), Taxpayer will
recognize gain when the corporation makes
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