each example, assume that all the requirements to claim an education tax credit are
met. The examples are as follows:
Example 1. In January 1998, Student A, a fulltime freshman at University X, pays $2,000 for qualified tuition and related expenses for a 16-hour work
load for the 1998 Spring semester. Prior to beginning classes, Student A withdraws from 6 course hours.
On February 15, 1998, Student A receives a $750 refund from University X. In September 1998, Student A pays University X $1,000 to enroll half-time
for the 1998 Fall semester. Prior to beginning classes,
Student A withdraws from a 2-hour course, and she
receives a $250 refund in October 1998. Student A
computes the amount of qualified tuition and related expenses she may claim for 1998 by:
(i) Adding all qualified expenses paid during the taxable year ($2,000 + 1,000 = $3,000);
(ii) Adding all refunds of qualified tuition and related expenses received during the taxable year ($750
+ $250 = $1,000); and, then
(iii) Subtracting paragraph (ii) of this Example 1
from paragraph (i) of this Example 1 ($3,000 - $1,000
= $2,000). Therefore, Student A’s qualified tuition and
related expenses for 1998 are $2,000.
Example 2. (i) In December 1998, Student B, a senior at College Y, pays $2,000 for qualified tuition and
related expenses for a 16-hour work load for the 1999
Spring semester. Prior to beginning classes, Student
B withdraws from a 4-hour course. On January 15,
1999, Student B files her 1998 income tax return and

claims a $400 Lifetime Learning Credit for the $2,000
qualified expenses paid in 1998, which reduces her
tax liability for 1998 by $400. On February 15, 1999,
Student B receives a $500 refund from College Y.
(ii) Student B calculates the increase in tax for 1999
by—
(A) Calculating the redetermined qualified expenses for 1998 ($2,000 - $500 = $1,500);
(B) Calculating the redetermined credit for the redetermined qualified expenses ($1,500 x .20 = $300);
and
(C) Calculating the difference in tax liability for
1998 resulting from the redetermined credit. Because Student B’s tax liability for 1998 was reduced
by the full amount of the $400 education tax credit
claimed on her 1998 income tax return, the difference in tax liability can be determined by subtracting the redetermined credit from the credit claimed
in 1998 ($400 - $300 = $100).
(iii) Therefore, Student B must increase the tax on
her 1999 federal income tax return by $100.
Example 3. In September 1998, Student C pays College Z $1,200 in qualified tuition and related expenses to attend evening classes during the 1998 Fall
semester. Student C is an employee of Company R.
On January 15, 1999, Student C files a federal income tax return for 1998 claiming a Lifetime Learning Credit of $240 (.20 x $1,200), which reduces
Student C’s tax liability for 1998 by $240. Pursuant
to an educational assistance program described in section 127(b), Company R reimburses Student C in Feb-

ruary 1999 for the $1,200 of qualified tuition and
related expenses paid by Student C in 1998. The $240
education tax credit claimed by Student C for 1998
is subject to recapture. Because Student C paid no net
qualified tuition and related expenses for 1998, the redetermined credit for 1998 is zero. Student C must increase the amount of Student C’s 1999 tax by the
recapture amount, which is $240 (the difference in tax
liability for 1998 resulting from the redetermined credit
for 1998 ($0)). Because the $1,200 reimbursement relates to expenses for which the taxpayer claimed an
education tax credit in a prior year, the reimbursement does not reduce the amount of any qualified tuition and related expenses that Student C paid in 1999.

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT
Par. 3. The authority citation for part 602
continues to read as follows:
Authority: 26 U.S.C. 7805.
Par. 4. In section 602.101, paragraph (b)
is revised by adding the following entry in
numerical order to the table:
§ 602.101 OMB Control numbers.
*****
(b) * * *

CFR part or section where
identified and described

Current OMB
control No.

*****
1.25A–1 .......................................................................................................................................................... 1545–1630
*****

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue.
Approved December 13, 2002.
Pamela F. Olson,
Assistant Secretary of the Treasury.
(Filed by the Office of the Federal Register on December 24,
2002, 8:45 a.m., and published in the issue of the Federal Register for December 26, 2002, 67 F.R. 78687)

Section 45D.—New Markets
Tax Credit
26 CFR 1.45D–1T: New markets tax credit.

New markets tax credit. This ruling
holds that, for purposes of determining the
new markets tax credit under the facts of
the ruling, the amount of the qualified equity investment made by a limited liability company (LLC) classified as a
partnership includes cash from a nonrecourse loan to the LLC that the LLC invests as equity in a qualified community
development entity.

Rev. Rul. 2003–20
ISSUE
For purposes of determining the new
markets tax credit allowable under § 45D
of the Internal Revenue Code, does the
amount of the qualified equity investment
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made by a limited liability company (LLC)
classified as a partnership include cash from
a nonrecourse loan to the LLC that the LLC
invests as equity in a qualified community development entity?
FACTS
In Year 1, CDE, a qualified community development entity under § 45D(c), receives a new markets tax credit allocation
of $2,000x from the Secretary of the Treasury. In Year 2, X, a widely-held C corporation, contributes $792x for a 99-percent
member interest in LLC, a limited liability company that is classified as a partnership for federal tax purposes. Y, a widelyheld C corporation, contributes $8x for a
1-percent managing member interest in
LLC. LLC borrows $1,200x from Bank, an
unrelated third party. LLC contributes
$2,000x for an equity interest in CDE,
which is a limited liability company clas-
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sified as a partnership for federal tax purposes. CDE designates LLC’s equity
investment in CDE as a qualified equity investment under § 45D(b)(1)(C).
The $1,200x loan from Bank is a nonrecourse liability that is characterized as indebtedness of LLC for federal tax purposes.
The loan is secured only by LLC’s interest in CDE. The loan is not secured by any
assets of CDE. The full amount of the loan
is repayable at the end of Year 9. The loan
is not convertible into an equity interest in
LLC.
On April 1 of Year 2, CDE lends the
$2,000x to a qualified active low-income
community business, as defined in
§ 45D(d)(2)(A). This $2,000x loan is repayable in full at the end of Year 9. Interest payments received by CDE from the
qualified active low-income community
business are distributed to LLC. X and Y retain their membership interests in LLC, and
LLC retains its $2,000x equity investment
in CDE, until the end of Year 9. The entire $2,000x loan by CDE remains outstanding, and the borrower continues to
qualify as a qualified active low-income
community business, until the end of Year
9.
LLC claims its qualified equity investment in CDE is $2,000x on each credit allowance date and allocates the new markets
tax credit with respect to this amount to X
and Y in accordance with § 704(b).
LAW
Section 45D(a)(1) provides that for purposes of § 38, in the case of a taxpayer who
holds a qualified equity investment on a
credit allowance date (as defined in
§ 45D(a)(3)) of the investment which occurs during the taxable year, the new markets tax credit determined under § 45D for
the taxable year is an amount equal to the
applicable percentage (as defined in
§ 45D(a)(2)) of the amount paid to the
qualified community development entity for
the investment at its original issue. Section 7701(a)(14) defines the term “taxpayer” to mean any person subject to any
internal revenue tax. Section 7701(a)(1) provides that the term “person” shall be construed to mean and include an individual,
a trust, estate, partnership, association, company or corporation.
Section 45D(b)(1) defines the term
“qualified equity investment” as any eq-
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uity investment in a qualified community
development entity if (A) the investment is
acquired by the taxpayer at its original issue (directly or through an underwriter)
solely in exchange for cash, (B) substantially all of the cash is used by the qualified community development entity to make
qualified low-income community investments, and (C) the investment is designated for purposes of § 45D by the qualified
community development entity.
Section 45D(b)(2) provides that the
maximum amount of equity investments issued by a qualified community development entity which may be designated under
§ 45D(b)(1)(C) by the entity shall not exceed the portion of the limitation amount
allocated under § 45D(f) to the entity.
Section 45D(b)(6) defines the term “equity investment” as (A) any stock (other
than nonqualified preferred stock as defined in § 351(g)(2)) in an entity that is a
corporation, and (B) any capital interest in
an entity that is a partnership.
Section 45D(c)(1) defines the term
“qualified community development entity” as any domestic corporation or partnership if (A) the primary mission of the
entity is serving, or providing investment
capital for, low-income communities or lowincome persons, (B) the entity 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 (C) the entity is certified by the Secretary for purposes of § 45D as being a qualified
community development entity.
Section 45D(d)(1) defines the term
“qualified low-income community investment” as (A) any capital or equity investment in, or loan to, any qualified active lowincome community business, (B) the
purchase from another qualified community development entity of any loan made
by the entity which is a qualified lowincome community investment, (C) financial counseling and other services specified
in regulations prescribed by the Secretary
to businesses located in, and residents of,
low-income communities, and (D) any equity investment in, or loan to, any qualified community development entity. Section
45D(d)(2)(A) defines the term “qualified active low-income community business” as
any corporation or partnership that satisfies the requirements of § 45D(d)(2)(A)(i)
through (v).
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ANALYSIS
Section 45D(b)(1)(A) requires that a
qualified equity investment be acquired by
the taxpayer solely in exchange for cash.
Section 45D does not prohibit a taxpayer
(including any taxpayer who is a person as
defined under § 7701(a)(1)) from using cash
derived from a borrowing, including nonrecourse borrowing, to make a qualified equity investment in a qualified community
development entity. The facts of this revenue ruling state that the loan from Bank
is characterized as indebtedness of LLC for
federal tax purposes. The loan proceeds and
the contributions by X and Y to LLC are
used by LLC to make an equity investment of $2,000x in CDE. The requirements
of § 45D(b)(1)(A) are satisfied because LLC
acquires its investment in CDE at its original issue solely in exchange for cash. The
requirements of § 45D(b)(1)(B) are satisfied because CDE uses the entire equity investment of $2,000x to make a qualified
low-income community investment. The requirements of § 45D(b)(1)(C) are satisfied because CDE designates the equity
investment of $2,000x for purposes of
§ 45D. Accordingly, LLC is treated as having made a qualified equity investment of
$2,000x in CDE when LLC acquires its equity interest in CDE. LLC may claim a new
markets tax credit on each credit allowance date in an amount determined under
§ 45D that is equal to the applicable percentage of the $2,000x qualified equity investment in CDE. LLC may allocate to X
and Y the amount of the new markets tax
credit that LLC claims with respect to the
$2,000x qualified equity investment. This
allocation must be made in accordance with
§ 704(b) (which provides rules regarding a
partnership’s allocation of income, gain,
loss, deduction, or credit (or item thereof)
among the partners).
HOLDING
Under the facts of this revenue ruling,
for purposes of determining the new markets tax credit allowable under § 45D, the
amount of the qualified equity investment
made by an LLC classified as a partnership includes cash from a nonrecourse loan
to the LLC that the LLC invests as equity in a qualified community development entity.
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DRAFTING INFORMATION
The principal author of this revenue ruling is Michael J. Goldman of the Office of
Associate Chief Counsel (Passthroughs and
Special Industries). For further information regarding this revenue ruling, contact Mr. Goldman at (202) 622–3080. For
information regarding issues under § 45D,
contact Gregory N. Doran of the Office of
Associate Chief Counsel (Passthroughs and
Special Industries) at (202) 622–3040. These
are not toll-free calls.

tomobiles from building L to building M.
Thereafter, D used building M exclusively
for the sale and service of brand X automobiles and used building L and the adjoining leasehold exclusively for the sale
and service of brand Y automobiles.
In Year 10, D transferred all of the assets, including building M, and liabilities
of the brand X automobile dealership to a
new corporation, C, in exchange for the
stock of C, and distributed the stock of C
pro rata to its shareholders.
LAW AND ANALYSIS

Section 355.—Distribution of
Stock and Securities of a
Controlled Corporation
26 CFR 1.355–3: Active conduct of a trade or
business.

Section 355. This ruling discusses
whether the acquisition by D, a brand X automobile dealer, of a brand Y automobile
dealership constitutes an expansion of the
brand X business or an acquisition of a new
or different business under section 1.355–
3(b)(3)(ii) of the regulations. Rev. Rul.
57–190 obsoleted.

Rev. Rul. 2003–18
ISSUE
Whether the acquisition by a dealer engaged in the sale and service of brand X
automobiles of a franchise to sell and service brand Y automobiles and the assets to
operate the franchise constitutes an expansion of the brand X business rather than the
acquisition of a new or different business
under § 1.355–3(b)(3)(ii) of the Income Tax
Regulations.
FACTS
Corporation D has been engaged under a dealer franchise in the sale and service of brand X automobiles since Year 1.
For over five years before Year 8, these operations had been carried on in two buildings (L and M) within the same city. In Year
8, D acquired a franchise for the sale and
service of brand Y automobiles and purchased the inventories, equipment, and
leasehold of a former brand Y automobile dealer who operated in a building adjoining D’s building L. Shortly thereafter,
D relocated the inventory of brand X au-
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Section 355(a) of the Internal Revenue
Code provides that a corporation may distribute stock and securities in a controlled
corporation to its shareholders and security holders in a transaction that will not
cause the distributees to recognize gain or
loss, provided that, among other requirements, (i) each of the distributing corporation and controlled corporation is engaged,
immediately after the distribution, in the active conduct of a trade or business, (ii) each
trade or business has been actively conducted throughout the five-year period ending on the date of the distribution, and (iii)
neither trade or business has been acquired
in a transaction in which gain or loss was
recognized, in whole or in part, within the
five-year period. Sections 355(b)(1)(A),
355(b)(2)(B), and 355(b)(2)(C).
In determining whether an active trade
or business has been conducted by a corporation throughout the five-year period preceding the distribution, the fact that a trade
or business underwent change during the
five-year period (for example, by the addition of new or the dropping of old products, changes in production capacity, and
the like) shall be disregarded, provided that
the changes are not of such a character as
to constitute the acquisition of a new or different business. Section 1.355–3(b)(3)(ii).
In particular, if a corporation engaged in the
active conduct of one trade or business during that five-year period purchased, created, or otherwise acquired another trade or
business in the same line of business, then
the acquisition of that other business is ordinarily treated as an expansion of the original business, all of which is treated as
having been actively conducted during that
five-year period, unless that purchase, creation, or other acquisition effects a change
of such character as to constitute the acquisition of a new or different business. Id.
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In Example (8) of § 1.355–3(c), corporation X had owned and operated hardware stores in several states for four years
before purchasing the assets of a hardware store in State M where X had not previously conducted business. Two years after
the purchase, X transferred the State M store
and related business assets to new subsidiary Y and distributed the Y stock to X’s
shareholders. Citing § 1.355–3(b)(3)(i) and
(ii), the example concludes that X and Y
both satisfy the requirements of section
355(b).
In this case, because (i) the product of
the brand X automobile dealership is similar to the product of the brand Y automobile dealership, (ii) the business activities
associated with the operation of the brand
X automobile dealership (i.e., sales and service) are the same as the business activities associated with the operation of the
brand Y automobile dealership, and (iii) the
operation of the brand Y automobile dealership involves the use of the experience
and know-how that D developed in the operation of the brand X automobile dealership, the brand Y automobile dealership is
in the same line of business as the brand
X dealership and its acquisition does not
constitute the acquisition of a new or different business under § 1.355–3(b)(3)(ii). Instead, it constitutes an expansion of D’s
existing business. Accordingly, each of D
and C is engaged in the active conduct of
a five-year active trade or business immediately after the distribution. See § 1.355–
3(c), Example (8).
HOLDING
The acquisition by D, a brand X automobile dealer, of the brand Y automobile
dealership constitutes an expansion of the
brand X business and does not constitute
the acquisition of a new or different business under § 1.355–3(b)(3)(ii).
EFFECT ON OTHER REVENUE
RULING
Rev. Rul. 57–190, 1957–1 C.B. 121, is
obsoleted as of January 5, 1989.
DRAFTING INFORMATION
The principal author of this revenue ruling is Lisa S. Dobson of the Office of Associate Chief Counsel (Corporate). For
further information regarding this revenue
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