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Mortgage Bankers looking for a new source of financing for projects located in low and moderate income 

communities may want to inquire whether financing may be available through participation in the federal 

New Markets Tax Credit (NMTC) program.  Projects that may qualify for such loans include educational 

facilities, commercial offices and retail centers, mixed use (commercial/residential) properties, community 

centers, entertainment /cultural facilities, and health-related facilities.  This article describes the NMTC 

program and how an NMTC transaction may assist in funding the acquisition and development of a real estate 

project in a low or moderate income community. 

 

What is the New Markets Tax Credit? 

 

The New Markets Tax Credit program is intended to spur investment of private capital into a range of 

privately-managed investment vehicles that make loans and equity investments in businesses operating in 

low- or moderate-income areas. By making an equity investment in a subsidiary of an eligible “community 

development entity” (“CDE”) which has been awarded an allocation of New Market Tax Credits by the CDFI 

Fund, a program of the U. S. Department of the Treasury (often referred to as an “Allocatee”), individual and 

corporate investors can receive a New Markets Tax Credit worth more than 30 percent of the amount invested 

over the life of the credit, in present value terms.  

 

The CDEs, through subsidiaries (“Sub-CDEs”), make loans and equity investments in qualifying businesses.  

A qualifying business must meet certain requirements, including location in specified low and moderate 

income communities (as determined by census information) and must create jobs for neighborhood residents 

(among other requirements, at least 50 percent of the business’s income must be derived from activity in the 

community; a substantial proportion of the business’s property must be located in the community; the 

employees of the business must perform a substantial proportion of their work in the community;  and less 

than 5 percent of the business’s assets can be held in unrelated investments).  There are also restrictions 

prohibiting certain business activities, including golf courses; country clubs; massage parlors; hot tub 

facilities, suntan facilities; gambling facilities; or liquor stores.  To assure compliance, the loan documents 

include various on-going reporting requirements. 

 

How to Get Involved in New Markets Tax Credit Transaction. 

 

Typically, the Borrower will apply for financing either directly to the CDE Allocatee or to a lender, or its 

affiliate, which has a working relationship with a CDE, which lender will participate as a “leverage lender” in 

the financing.  These leverage lenders are often a bank, insurance company, a non-profit entity, a 

governmental entity, or an affiliate thereof. 

 

 

 

Structure of New Market Tax Credit Investment. 
 

Typically, an investor seeking to claim the New Markets Tax Credit (a “tax credit investor”) makes a cash 

equity investment in a special-purpose limited liability company called an “investment fund.”  The investment 

fund borrows additional funds from the leverage lender.  The investment fund then make an equity investment 

(a “qualifying equity investment” or “QEI”) in the Sub-CDE.  If all goes as planned, the tax credit investor 

will be able to claim a 5 percent tax credit on the total amount invested in the Sub-CDE, including the tax 

credit investment and the leverage loan, for each of the first 3 following years, and a 6 percent tax credit for 
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each of the next 4 following years.  For example, if the tax credit investor invests $5 million in the investment 

fund, the investment fund borrows $15.5  million, and the investment fund makes a $20 million qualifying 

equity investment in a Sub-CDE, the tax credit investor may claim tax credits of $1 million per year for the 

next three years and $1.2 million a year for the next four years after that.  

 

In order for the tax credit investor to claim the tax credits, the investment fund must maintain its equity 

investment in the  Sub-CDE for at least seven years (the “compliance period”), and  the Sub-CDE must use 

most of the proceeds  of the QEI to make loans to or equity investments in qualifying businesses.  In a typical 

NMTC transaction involving real estate, the parties will form a special purpose entity to act as the Sub-CDE.  

The Sub-CDE will make acquisition and/or construction loans to a special purpose limited liability company 

(the “project LLC”) formed for the purpose of developing a commercial real estate project in a low income 

area.  The project LLC may also obtain additional funds from an equity investor and from conventional 

mortgage loans. 

 

The security for loans made by the Sub-CDE is often the real property owned by the project LLC.  

Accordingly, notwithstanding the complex structure of the investment fund and the project LLC, the loan 

documents securing the NMTC loan include documentation familiar to California mortgage bankers:  notes, 

loan agreements and deeds of trust. 

 

Repayment to the Tax Credit Investor and Leverage Lender. 

 

During the compliance period, the project LLC pays interest on the loans made by the  Sub-CDE, and the 

Sub-CDE makes corresponding equity distributions to the investment fund.  The investment fund uses these 

distributions to pay interest to the leverage lender, to pay transactions costs, and to fund any return on 

investment demanded by the tax credit investor in excess of the tax credits.  The parties expect that, at the end 

of the compliance period, the project LLC will refinance the project and repay the loans made by the  Sub-

CDE, at least to the extent of the then-outstanding leverage loan amounts; the Sub-CDE will dissolve; the 

investment fund will use the proceeds of the dissolution in part to repay the leverage lender; and the  tax 

credit investor will exercise a “put” to sell its equity investment in the investment fund to an affiliate of the 

project LLC for a nominal sum.  This equity investment will have a value equal to the excess of the amounts 

owed by the project LLC to the Sub-CDE at the time of the project refinance over the amounts then due from 

the investment fund to the leverage lenders, less transaction costs.  By contributing this value back to the 

project LLC, the affiliate can substantially lower the project LLC’s overall ultimate borrowing costs. 

 

 

SUMMARY. 

 

NMTC transactions are complex and require sophisticated parties and counsel to implement, but they can 

provide significant financing and cost savings to real estate project developers. 


