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SUMVARY: Thi s docunent contains final regulations relating to the
Federal incone tax treatnment of qualified zone acadeny bonds.
These regul ati ons provi de gui dance to State and | ocal governnents
that issue qualified zone acadeny bonds and to banks, insurance
conpani es and ot her taxpayers that hold those bonds. These
regul ati ons make final certain tenporary regul ations.

DATES: Effective Date: These regulations are effective Septenber

26, 2000.

Applicability Date: For dates of applicability, see

§1. 1397E- 1(k) .
FOR FURTHER | NFORMATI ON CONTACT: Tinothy L. Jones or Allan B.
Sel l er at 202-622-3980 (not a toll-free nunber).
SUPPLEMENTARY | NFORVATI ON:
Backgr ound
Section 226(a) of the Taxpayer Relief Act of 1997, Public

Law 105-34 (111 Stat. 788), anmended the Internal Revenue Code



(Code) by redesignating section 1397E as section 1397F and addi ng
a new section 1397E. Section 1397E authorizes a type of debt

I nstrument known as a qualified zone acadeny bond.

Expl anati on of Provisions

In General

A qualified zone acadeny bond is a taxable bond issued by a
State or | ocal governnent, the proceeds of which are used to
enhance certain eligible public schools. In lieu of receiving
periodic interest paynents fromthe issuer, an eligible hol der of
a qualified zone acadeny bond is generally all owed annual federal
I ncome tax credits while the bond is outstanding. These credits
conpensate the holder for |ending noney to the issuer and
function as paynents of interest on the bond.

Tenporary regul ati ons (REG 119449-97) interpreting section
1397E were published on January 7, 1998 (63 FR 671), and anended
on July 1, 1999 (64 FR 35573). The tenporary regul ations
generally treat the allowance of the credit as if it were a
paynment of interest on the bond.

Code section 1397E(e), as anended by section 509 of the
Ticket to Wrk and Work Incentives |nprovenent Act of 1999,
Public Law 106-170 (113 Stat. 1860), inposes a nati onal
limtation on the amount of qualified zone acadeny bonds that can

be issued. For each applicable year, the IRS publishes a revenue



procedure allocating the national limtation anong the States and
t he possessi ons.

Bonds |ssued by a State or Local Governnent

Section 1397E(d)(1)(B) requires that a qualified zone
acadeny bond be issued by a State or |ocal governnment within the
jurisdiction of which a qualified zone acadeny (as defined in
section 1397E(d)(4)) is located. Conmmentators requested
clarification that, for these purposes, a State or | ocal
governnment means a State or political subdivision as defined for
pur poses of section 103(c). Commentators al so requested that the
final regulations include a provision for the issuance of
qual i fied zone acadeny bonds on behalf of a State or | ocal
governnent in a manner simlar to the issuance of obligations on
behal f of a State or political subdivision under section 103.

The final regulations provide that, for purposes of section

1397E(d) (1) (B), the term State or |ocal governnent neans a State
or political subdivision as defined for purposes of section
103(c). The final regulations also specify that a qualified zone
acadeny bond may be issued on behalf of a State or | ocal
governnent under rules simlar to those for determ ning whether a
bond i ssued on behalf of a State or political subdivision
constitutes an obligation of that State or political subdivision
for purposes of section 103.

Private Business Contribution Requirenent




Section 1397E(d) (1) (O (ii) requires the issuer of a
qualified zone acadeny bond to certify that it has witten
assurances that the private business contribution requirenent of
section 1397E(d)(2) will be net with respect to the qualified
zone acadeny. For these purposes, the private business

contribution requirenent is nmet if the eligible |ocal education

agency (as defined in section 1397E(d)(4)(B)) has witten
commtnments fromprivate entities to make qualified contributions
having a present value as of the issue date of 10 percent or nore
of the proceeds of the issue.

The Code does not define private entities for these

pur poses. Section 1397E(d)(2)(B) defines qualified contribution
as any contribution (of a type and quality acceptable to the
el igible | ocal education agency) of (i) equipnent for use in the
qualified zone acadeny, (ii) technical assistance in devel oping
curriculumor in training teachers in order to pronote
appropriate market driven technology in the classroom (iii)
services of enployees as volunteer nmentors, (iv) internships,
field trips, or other educational opportunities outside the
acadeny for students, or (v) any other property or service
specified by the eligible |ocal education agency.

Conment ators requested clarification of the neani ng of

private entities for these purposes. For exanple, commentators




asked whether the term may include an organi zation described in
section 501(c)(3) or a private individual.
The final regulations provide that, for purposes of section

1397E(d) (2)(A), the termprivate entities includes any person (as

defined in section 7701(a)) other than the United States, a State
or local governnent, or any agency or instrumentality thereof or
related party with respect thereto.

Comment ators al so sought clarification regardi ng the neaning

of qualified contribution under section 1397E(d)(2)(B). The

final regulations provide that cash received with respect to a
qualified zone acadeny froma private entity constitutes a
qualified contribution if it is to be used to purchase any
property or service described in section 1397E(d)(2)(B) (i), (ii),
(itii), (iv) or (v). The final regulations also indicate that
services of enployees of the eligible |ocal education agency do
not constitute qualified contributions.

| ssuer Certifications

Section 1397E(d)(1)(C requires the issuer to certify (1)
that it has witten assurances that the private business
contribution requirement will be nmet, and (2) that it has the
witten approval of the eligible |ocal education agency for the
bond i ssuance. The Treasury and the IRS intend that these
certifications will be respected and may be relied on by

taxpayers if the certifications are reasonably nade.



95 Percent Test

Section 1397E(d)(1)(A) requires that 95 percent or nore of
the proceeds of an issue of qualified zone acadeny bonds be used
for a qualified purpose described in section 1397E(d)(5) with
respect to a qualified zone acadeny. The Treasury and the IRS
intend that the qualified purposes set forth in section
1397E(d) (5) are to be broadly interpreted. The Treasury and the
IRS also intend that issuers may apply principles simlar to the
requi renents of 81.142-2 (without regard to the requirenent
therein that the period between the issue date and the first cal
date not exceed 10 Y2 years) to cure an unexpected failure to
spend 95 percent or nore of the proceeds of an issue for a
qualified purpose. Further, the Treasury and the IRS intend that
taxpayers may rely on an issuer's determnation that a public
school (or academ c programw thin a public school) is a
qual i fied zone acadeny for purposes of section 1397E(d)(4) if the
determ nation has a reasonabl e basis.

Effective Dates

The final regulations apply to bonds sold on or after
Sept enber 26, 2000. 1In addition, the final regulations permt
el ective, retroactive application to bonds sol d before Septenber
26, 2000, of either of the follow ng sections of the regul ations:
§1. 1397E-1(c) (private business contribution requirenent) and

§1.1397E-1(i) (State or |ocal governnent).



Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in Executive Oder
12866. Therefore, a regulatory assessnent is not required. It
has al so been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U . S. C. chapter 5) does not apply.
The Regul atory Flexibility Act (5 U S.C. chapter 6) does not
apply because these regul ations do not inpose a collection of
i nformation on small entities. Pursuant to section 7805(f) of
the Code, the notice of proposed rul emaki ng precedi ng these
regul ati ons was sent to the Chief Counsel for Advocacy of the
Smal | Busi ness Administration for coment on its inpact on snal
busi nesses.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anended by
renmoving the entry for Section 1.1397E-1T and adding a new entry
in nunerical order to read in part as follows:

Aut hority: 26 U.S.C. 7805 * * *
Section 1.1397E-1 al so issued under 26 U. S.C. 1397E(b) and (d).

81. 1397E- 1T [ Redesi gnated as 81. 1397E- 1]



Par. 2. Section 1.1397E-1T is redesignated as §1.1397E-1.
Par. 3. Newly designated §1.1397E-1 is anended as foll ows:
1. The section heading is revised.

2. Revising paragraphs (c), (f)(2), (i) and (j).

3. Addi ng a new paragraph (k).

The revisions and addition read as foll ows:

§1.1397E-1 Qualified zone acadeny bonds.

* * % * *

(c) Private business contribution requirenent--(1)

Reasonabl e discount rate. To determ ne the present val ue (as of

the issue date) of qualified contributions fromprivate entities
under section 1397E(d)(2), the issuer nust use a reasonable

di scount rate. The credit rate determ ned under paragraph (b) of
this section is a reasonabl e discount rate.

(2) Definition of private entities. For purposes of section

1397E(d) (2)(A), the termprivate entities includes any person (as

defined in section 7701(a)) other than the United States, a State
or local governnent, or any agency or instrunmentality thereof or
related party with respect thereto. To determ ne whether a
person is related to the United States or a State or | ocal
governnment under this paragraph (c)(2), rules simlar to those
for determ ning whether a person is a related party under

§1. 150-1(b) shall apply (treating the United States as a

governnental unit for purposes of §1.150-1(b)).



(3) Qualified contribution. For purposes of section

1397E(d) (2)(A), the termqualified contribution neans any

contribution (of a type and quality acceptable to the eligible
| ocal education agency) of any property or service described in
section 1397E(d)(2)(B)(i), (ii), (iii), (iv) or (v). In
addi tion, cash received wth respect to a qualified zone acadeny
froma private entity (other than cash received indirectly froma
person that is not a private entity as part of a plan to avoid
the requirenents of section 1397E) constitutes a qualified
contribution if it is to be used to purchase any property or
service described in section 1397E(d)(2)(B)(i), (ii), (iii), (iv)
or (v). Services of enployees of the eligible |ocal education
agency do not constitute qualified contributions.

(f) * * =

(2) Adjustnent if the holder cannot use the credit to offset

atax liability. If a holder holds a qualified zone acadeny bond

on the credit all owance date but cannot use all or a portion of
the credit to reduce its incone tax liability (for exanple,
because the holder is not an eligible taxpayer or because the
limtation in section 1397E(c) applies), the holder is allowed a
deduction for the taxable year that includes the credit allowance
date (or, at the option of the holder, the next succeedi ng

taxabl e year). The anmount of the deduction is equal to the



anount of the unused credit deenmed paid on the credit all owance

dat e.

* * % * *

(i) State or local governnent--(1) In general. For purposes

of section 1397E(d)(1)(B), the term State or |ocal governnent

means a State or political subdivision as defined for purposes of
section 103(c).

(2) On behalf of issuer. A qualified zone acadeny bond may

be i ssued on behalf of a State or |ocal governnent under rules

simlar to those for determ ning whether a bond issued on behalf
of a State or political subdivision constitutes an obligation of
that State or political subdivision for purposes of section 103.

(j) Cross-references. See section 171 and the regul ations

t hereunder for rules relating to anortizable bond premum See
81.61-7(d) for the seller’s treatnment of a bond sold between

I nterest paynent dates (credit allowance dates) and 81.61-7(c)
for the buyer’s treatnent of a bond purchased between interest
paynment dates (credit allowance dates).

(k) Effective dates. Except as provided in this paragraph

(k), this section applies to bonds sold on or after Septenber 26,
2000. Each of paragraphs (c) and (i) of this section may be
applied by issuers to bonds that are sold before Septenber 26,

2000.

Bob Wenze
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Deputy Conm ssioner of Internal Revenue
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Jonat han Tal i sman

Acting Assistant Secretary of the Treasury



