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January 12, 2015 

 
Mr. Benjamin Willis 
Benjamin.Willis@treasury.gov 
United States Treasury 
1500 Pennsylvania Ave., NW 
Washington, DC  20220 
 
Mr. Paul Handleman 
Paul.F.Handleman@irscounsel.treas.gov 
Internal Revenue Service 
Branch 5 (CC:PSI:B05) 
1111 Constitution Ave., NW 
Washington, DC  20224 

Dear Ben and Paul: 
 
This outline responds to requests by Paul Handleman and Benjamin Willis for comments made at 
the December 11, 2014 New Markets Tax Credit Coalition annual conference as reported in Tax 
Notes Today on December 12, 2014.  That report stated that the IRS has been studying, among 
other things, (1) leveraged lending in the NMTC context when a QALICB affiliate is the 
leveraged lender (“QALL”), (2) where the QALICB is a holding company for the rental of real 
properties to a related entity, and (3) one-day loans.   

Some forms of these structures are common in the marketplace, but there are a wide range of 
possible arrangements with each such arrangement having varying components.  To initiate a 
discussion, this outline presents components of arrangements within these three categories and 
the basis and support for their use.  A discussion of the various parameters of each component 
would be useful to understanding the range of arrangements.  This outline is a starting point and 
is not intended to summarize all of the factual components that can arise in a NMTC 
arrangement.  

A.  Leveraged Lending by a QALICB Affiliate. 

QALL arrangements can be grouped in a range.  The following are components of different 
arrangements that can be considered in determining QALL arrangements that have acceptable 
and possibly unacceptable features:
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1.  Whose Cash is Used?  Many arrangements have QALL use their own cash to make the 
leveraged loan, which proceeds were not obtained from a corresponding short term loan to the 
QALL.  In contrast, situations might arise where the QALL entity receives cash through a short-
term loan arrangement from a financial institution that is quickly repaid by the QALICB from 
the QLICI loan proceeds. 

Some refinements can be introduced on the discussion that the QALL use its own cash to make 
the leveraged loan: 

a.  A QALL might have received funds (over the course of years) from an entity related to the 
QALICB, which transfers were not in contemplation of the need for a leveraged loan in a NMTC 
arrangement.  This fact should not impair that the QALL is using its own funds to make the 
leveraged loan.  For example, a parent corporation that receives dividend payments in the 
ordinary course from its wholly-owned subsidiary corporation should not be disqualified from 
being a QALL.   

b.  The QALL can sometimes be a newly formed entity which receives contributions from its 
unrelated members own sources of funds. The QALL can also have an ownership interest in the 
QALICB.  In such a situation, the fact that the QALL receives cash in contemplation of a need 
for a leveraged loan should nonetheless be acceptable.  The QALL is formed to aggregate the 
funds needed for the leveraged loan.  Alternatively, each member of the QALL could extend its 
respective share of the leveraged loan directly to the fund.  The use of a newly-formed QALL 
allows for the simplicity of having one leveraged lender. 

2.  QALL as a Separate Entity. Many arrangements have the QALL (while related) be a separate 
entity from the QALICB for federal income tax purposes.  This can occur in the context where 
the QALL is (a) one member of a multi-member QALICB LLC, (b) the sole shareholder of a 
QALICB treated as a corporation for tax purposes, or (c) another related party in the chain of 
100% owned subsidiary which does not have a direct ownership interest in the QALICB.  In 
contrast, the QALL could be a separate related entity but  the sole member of a QALICB LLC, 
that is disregarded for federal income tax purposes.   

In the tax exempt organization area, the QALL can be a publicly supported charitable 
organization that is affiliated with the QALICB.  This can surface in arrangements involving 
hospitals.  

If the fact that the QALL has its own independent cash is the most critical fact, consideration 
could be given to allowing the QALICB also be the leveraged lender.   
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Arrangements have been structured with an eye that the QALICB not be the source of the cash 
used as the leveraged loan and that a separate (but related) entity provide the leveraged loan.  
Having the QALICB use its own cash to fund the leveraged loan causes (a) a circular cash flow 
with the same person being the initial lender and the ultimate borrower and (b) the QALICB’s 
own operating cash satisfy an amount ultimately payable to itself.  Having the QALL be a 
separate (but related entity) that uses its own independent funds stays away from this issue.  
However, allowing the QALICB to use its own funds as the leveraged loan would permit 
simplicity in some arrangements, particularly in situations where the QALICB does not have 
multiple related parties that can play different roles in a NMTC arrangement.   

3.  Effect of QALL as QALICB’s Guarantor.  What is the impact, if any, of a QALL being a 
guarantor on the amount payable by the QALICB to the CDE?  In contrast, guarantees might be 
furnished only by entities that are related to (but separate from) the QALL and the QALICB.  

4.  QALICB’s Financial Ability to Satisfy QALL Leveraged Loan.  The relevance of the 
QALICB having sufficient future cash flow and expected residual value to satisfy all of the debt 
payable to the CDE, which includes the amount funded by the QALL.  Obviously, this is a 
critical aspect of whether the QLICI is true debt.  However, it can also be viewed as important to 
respecting the QALL leverage loan as being true debt. 

5.  Effect of QALL as Lessee. The effect of the QALL being a lessee of all or some of the 
property owned by the QALICB.  Should the QALL not be the lessee any of the real property 
space or equipment owned by the QALICB?  What if the QALL leases only a portion of the 
space representing less than 50% of the real property owned by the QALICB?  Where the QALL 
has multiple members, what if some but not all of the members of the QALL lease space from 
the QALICB?   

The component of the QALL as the lessee can be important because the lessee’s rent payments 
are used by the QALICB to satisfy the debt service that eventually funds the repayment of the 
leveraged loan to the QALL.  However, there is normally a large time period before the QALL 
debt is repaid.  Further, if there should be acceptance that the QALICB can itself provide the 
leveraged loan, then the issue of the QALL as the lessee would seem to become moot.  

6. Statutory and Regulatory Support.  The fact that a related party makes cash available as the 
leveraged loan for the ultimate use by the QALICB should not by itself be an issue.  The 
statutory and regulatory Section 45D regime acknowledge that a party related to the QALICB 
can provide funds that are used to benefit a QALICB as follows:  
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a.  Code Section 45D(f)(2)(B) acknowledges this point by permitting an arrangement whereby an 
entity owns both an interest (directly or indirectly) in a CDE and a QALICB.  The entity can be 
the source of funds for a QEI to a CDE who then lends the cash to the QALICB.  The statute and 
information issued by the CFI state that in determining which entities should receive a NMTC 
allocation, priority is given to CDEs that make loans to unrelated QALICBs.  In situations where 
an entity has ownership interests in both the CDE and the QALICB, the CDE does not receive 
the priority points that would allow for the grant of NMTC allocations.  

Importantly, the statute does not prevent the related entity from extending cash to be used by the 
CDE to fund the QALICB nor does the statute automatically deny NMTCs to the related equity 
investor entity in that instance.  Instead, the statute merely denies priority points for the 
allocation of NMTCs.  This loss of priority points is very important to NMTC allocations, but it 
does not deny the involvement by a related party to provide cash to be used by the CDE to fund a 
related QALICB.  I would expect that CDEs stay away from these arrangements because of the 
loss of priority points.  

In the same manner that a party can be eligible for NMTCs by providing cash to a related CDE 
that is lent to a related QALICB, an entity should be able to be a QALL to make a leveraged loan 
that is used by an unrelated equity investor to invest in an unrelated CDE and then lent to a 
QALICB.  In this later case, the NMTCs are available to an unrelated investor.  

b.  Treasury Regulation Section 1.45D-1(d)(6)(ii) also acknowledges that an entity can be in 
control of a CDE and the QALICB without denying QLICI status for the CDE loan to the 
QALICB.  This regulation states that if the CDE “controls” the QALICB, the effect is merely to 
prescribe a different period for relying that the entity can be treated as a QALICB.  Accordingly, 
the Treasury Regulations recognize that members of the QALICB can fund the cash and control 
the CDE and the QALICB without automatically negating a QLICI arrangement.  

A QALL situation is on the simpler side of situations permitted by the regulations where the 
QALL is not making an equity infusion to the CDE, is not in “control” of the CDE, and is not 
claiming NMTCs.  

7. Additional Background.  In addition to the language of the statute and regulations that can be 
used for support that a QALL can be permissible, there are additional reasons that the affiliation 
between a QALL and a QALICB should not taint a leveraged loan: 

Many times, QALL loans are used in NMTC arrangements at the insistence of the unrelated 
equity investor that makes the QEI.  QALL loans allow QALICBs to receive additional funds 
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through a combination of the QALL loan proceeds and the unrelated equity investor funds.  
Without QALL loans, the economics of NMTC arrangements are far less attractive to equity 
investors.  As a matter of policy, QALL loans facilitate NMTC arrangements that provide a 
greater amount of cash to be used to benefit low income communities in the manner intended by 
Congress.  The combination of the QALL loan proceeds and the equity investor cash allow 
projects to be developed.   

There is not a clear substitute for QALLs.  Some might raise that unrelated lenders can be used 
to provide the leveraged loans.  If this is viewed as a simple alternative, it is not.  Internal lending 
procedures of financial institutions would push for any lending to be made directly by such 
financial institution directly to the QALICB and take a security interest directly in the QALICB 
assets.  Having institutional investors make direct loans to the QALICB do not provide the equity 
investor with the tax benefit available through leveraged loans.  To require that unrelated third 
party lenders provide the leveraged loans would likely result in complicated arrangements 
through the use of possible friendly third party lenders that could eventually develop into another 
level of IRS inquiry.   

Some have raised whether an unrelated third party should hold some level of ownership in the 
QALICB.  This seems like a proposal that would create further complexity to attract additional 
investors in each such deals.  Any application of an approach requiring that an unrelated party 
have some ownership interest in the QALICB would have the issue of what would be a 
meaningful third party ownership interest.  If many of the other components addressed in this 
outline are properly developed, further requiring that an unrelated third party have some 
ownership interest (which would be expected to be a small non-controlling interest) in the 
QALICB does not seem to provide a meaningful distinction that warrants the necessary work to 
engaging such third parties.  

The market has established a good QALL loan to equity investor cash ratio.  This ratio is 
important because the equity investor can otherwise invest a tiny cash amount and the leveraged 
loan would always drive up the NMTC available.  This ratio has been well publicized through 
the 2010 GAO report and later reports.  In fact, the 2010 GAO report mentions that during the 
recession years, equity investors were making a smaller cash investment as compared to the 
leverage loan amount but this ratio rebounded following the recession.   
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B.  QALICB is a Holding Company Renting Real Property to a Related Entity.  

A concern was raised with arrangements where a QALICB is formed for structuring purposes 
and leases the constructed/improved property to a related operating entity.  

Some background regarding the use of this structure should be helpful.  The structure is used to 
assure CDE(s) that secured assets used as collateral for the QLICI loans are available and that a 
dedicated cash flow through the QALICB’s rental income is developed and available to fund the 
CDE service payments over the QLICI loan term.  In these structures, the related party lessee is 
the operating entity that uses the leased property as part of its operations, whether the leased 
property be a building or equipment.  

An alternative structure would be to have the CDE extend the QLICI loans directly to the related 
operating party which would otherwise be the lessee in these arrangements.  Two points worth 
noting with respect to this alternative arrangement.  First, in such instance, the CDE(s) would be 
paid from general operating cash flow of the operating entity. To the CDE, this may be less 
attractive than having a dedicated structure and dedicated cash flow to repay the QLICI loans. 
The economic effect of using a dedicated leasing arrangement versus the alternative of having 
the CDE(s) extend the QLICI loans directly to the operating entity have the same economic 
effect because the source of the cash flow used to repay the QLICI is from the operating entity 
under both structures.  Second, these structures have been developed because of the lack of 
specific guidance on how to properly implement the “portions of business” rule (the “POB 
Rule”) under Reg. 1.45D-1(d)(4)(iii)(A), which stems from Code Section 45D(d)(2)(C).  The 
POB Rule allows treating a portion of a business as a QALICB if such portion of the business 
would satisfy the Section 45D requirements if it had been separately incorporated and maintains 
a complete and separate set of books and records.  This rule allows the relevant portion of the 
business to be segregated and not tainted by other operations of the entity to which the QLICI 
loans are made and that would otherwise run afoul of the Code Section 45D requirements.   

The lack of IRS guidance regarding details needed to satisfy the POB Rule has caused some 
hesitancy in the marketplace to rely on this rule.  While the leasing of a commercial building is a 
“qualified business,” would there need to be interdivisional accounts regarding the financing 
used with respect to the building to satisfy the POB Rule?  Treasury Regulation 1.45D-1(d)(5)(ii) 
refers to the rental of the real property “to others.”  If the building is owned by the operating 
entity would the POB Rule be available if there is no actual lease of the building to another 
entity?  Treasury Regulation 1.45D-1(d)(4)(iv) requires that the qualified business be “active,” 
which means that the entity is reasonably expected to generate revenues.  Does the deemed 
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separate incorporation under the POB Rule mean that the rent associated with a deemed lease 
can be treated as revenue for purpose of satisfying the active conduct of a business requirement 
under the POB Rule?  Would having the building held by a wholly-owned single member LLC 
with a lease agreement between the LLC and the operating parent entity be a practical approach 
to satisfying the POB Rule?  If the POB Rule requires a greater degree of detail with respect to 
the maintaining a complete set of books and records, what detail is needed?  Would the 
operations within the building by the employees and machinery located therein need to be 
included in the complete and separate books that are to be maintained?  Arrangements have been 
structured with these points in mind.  However, as referenced above, these types of questions 
have caused the hesitancy referenced above to embrace the POB Rule. 

Nonetheless, if the statute and the regulations allow a portion of a business to be treated as 
segregated from the balance of an operating entity, there would seem to be no question but that 
the actual separation of such portion of the business through its ownership in a holding company 
and lease of such property to a related entity is acceptable.  

C.  Short Terms Loans. 

With respect to the use of short term loans in a NMTC arrangement, there are again a range of 
situations where this can arise.  While the concept of one-day loans might generally have a 
negative connotation, not all one-day loans should be viewed in this manner.  The IRS and 
Treasury should be aware that there are instances where one-day loans are implemented to 
address the timing of the need for funds.  These arrangements could arise with an initial 
temporary financing arrangement that is later rearranged through the use of a one-day loan to 
place the parties in the same positions that had originally been planned but which had to be 
changed due to the start of a construction project.   

To illustrate one situation that fits this scenario, assume that construction on a project needs to 
commence due to a business cycle or avoiding winter construction.  An urgency might arise 
because of a delay with federal government NMTC allocations or other events affecting a NMTC 
financing closing.  Absent this urgency, the QALL would extend a loan to a fund which would 
be commingled with an equity investor’s cash and then used to make a QEI to a CDE and then a 
QLICI to the QALICB.  However, due to the urgency, the QALICB needs to receive cash in 
advance of an overall NMTC closing to initiate construction.  To meet this timing need, the 
QALL makes an initial loan directly to the QALICB to initiate construction, which financing is 
stated as temporary with a required repayment by the QALICB in short order.   



 
 

January 12, 2015 
Page 8 

 

 

 

 

This temporary financing represents part of the cash that the QALL would have otherwise 
extended as the leverage loan.  When the NMTC closing actually occurs, steps are put in place to 
provide the QALL with one-day financing to allow the temporary financing between the QALL 
and the QALICB to be converted into the leveraged loan initially contemplated.  The steps can 
take the following form: (1) a financial institution that participates in the project makes a one-
day loan to the QALL, (2) the QALL uses the one-day loan proceeds plus its own cash to extend 
the leverage loan to the fund, (3) the fund uses the leveraged loan plus the equity investor’s cash 
to make a QEI, which is used by the CDE(s) to make the QLICI loan to the QALICB, (4) the 
QALICB uses a portion of the QLICI loan proceeds to fully repay the temporary financing 
extended by the QALL, and (5) the QALL repays the one-day borrowing from the financial 
institution.  The end result is that the financing structure is rearranged to the same position that 
would have occurred if construction commencement could have been delayed or if the timing of 
the NMTC closing could have occurred as originally planned.   

This temporary arrangement and rearrangement of funds should be a type of permissible one-day 
loan arrangement used to facilitate the timing of a construction project.  In this arrangement, the 
QALL has its own independent funds which are used to temporarily fund the QALICB and 
which would have been used to fund the leveraged loan but for the QALIC’s need for immediate 
cash.  This type of arrangement must be contrasted with situations where the QALL does not 
have the cash needed to fund the financing and a one-day loan is necessary to initiate a leveraged 
loan structuring.  

The statute and Treasury Regulations can be read to provide support for a temporary financing 
arrangement.  The main point at issue under these arrangements is whether the portion of the 
leveraged loan funded through the one-day loan and which is used by the fund to make equity 
investment in the CDE qualifies as a QEI.  Consistent with Code Section 45D(b)(1)(A), Treasury 
Regulations Section 1.45D-1(c)(1)(i) defines the term “qualified equity investment” to include an 
equity investment in a CDE acquired by the taxpayer at its original issue (directly or through an 
underwriter) solely in exchange for cash.  Also, Treasury Regulation Section 1.45D-1(b)(4) 
states a qualified equity investment includes all amounts paid by a taxpayer to, or on behalf of, 
the CDE to purchase an equity interest in the CDE at its original issue.  
 
Two points from the language in the Treasury Regulations would seem to support the position 
that a QALL providing the initial temporary financing to the QALICB should be treated as a 
permissible interim arrangement prior to the implementing the leveraged loan structure.  First, 
the initial temporary financing can be treated as an underwriting (as that term is used in the 
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Treasury Regulations) by the QALL of the amount that is eventually invested in the CDEs.  
Second, the QALL can be treated as extending the temporary financing on behalf of the CDEs 
with respect to the amounts that will eventually be made available through the QLICI loans.  An 
underwriting of the original equity investment in the CDEs and making payments on behalf of 
the CDEs are permissible and a qualifying means of satisfying the “qualified equity investment” 
requirements.  The documents can reflect statements acknowledging that the QALL temporary 
financing to the QALICB and the one-day loan are a temporary means of achieving what would 
otherwise have been structured if the arrangement had closed on the date originally expected.  
 
We hope that this the analysis above is helpful to the internal discussions by the IRS and 
Treasury regarding the issues for which you requested comments.  Obviously, this area is very 
fact specific and there are many variations of structures that might be used.  Based on our 
analysis, we believe that the components outlined above, the scenarios described, and the 
explanations given allow for qualifying NMTC arrangements that include the features that are 
being reviewed by the IRS and Treasury.  If acceptable to you, I would like to continue the 
discussion initiated by this outline to discuss these features and possibly additional features of 
NMTC arrangements. 
 
 
Very truly yours, 
 
 
 
Francesco A. Ferrante 

 
 


