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DEPARTMENT OF THE TREASURY
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REG 121475-03

RI'N 1545- BC61

Qual i fied Zone Acadeny Bonds; Obligations of States and
Political Subdivisions

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Notice of proposed rul emaki ng and notice of public
heari ng.

SUMMARY: Thi s docunent contains proposed regul ati ons that
amend the final regulations on qualified zone acadeny bonds.
These regul ati ons provi de guidance to State and | ocal
governnents that issue qualified zone acadeny bonds and to
banks, insurance conpani es, and other taxpayers that hold

t hose bonds. These regul ati ons provi de gui dance on the
maxi mum term perm ssi bl e use of proceeds, and renedi al
actions for qualified zone acadeny bonds. This docunent also
provi des notice of a public hearing on these proposed
regul ati ons.

DATES: Witten or electronic comments on this rule nust be
received by June 24, 2004. Requests to speak and outlines of
topics to be discussed at the public hearing schedul ed for

July 21, 2004, at 10 a.m, nust be received by July 12, 2004.
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Comments on the collection of information should be received
by May 25, 2004.
ADDRESSES: Send subni ssions to CC. PA: LPD: PR (REG 121475-03),
room 5203, Internal Revenue Service, POB 7604, Ben Franklin
St ati on, Washi ngton, DC 20044. Subm ssions may be hand
del i vered Monday t hrough Friday between the hours of 8 a.m
and 4 p.m to CC PA LPD: PR (REG 121475-03), Courier’s Desk,

I nternal Revenue Service, 1111 Constitution Avenue, NW,
Washi ngton, DC. Alternatively, taxpayers may submt comments
electronically via the IRS Internet site at:

WWv. i rs.gov/regs. The public hearing will be held in room

7218, Internal Revenue Building, 1111 Constitution Avenue,
NW , Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ations,
Timothy L. Jones or Zoran Stojanovic, (202) 622-3980;
concerni ng subm ssions of comments, the hearing, and requests
to be placed on the building access list to attend the
nmeeting, Guy R Traynor, (202) 622-3693 (not toll-free
nunbers).
SUPPLEMENTARY | NFORMATI ON:
Paperwor k Reducti on Act

The col lection of information contained in this notice of
proposed rul emaki ng has been submitted to the Ofice of
Managenent and Budget for review in accordance with the
Paperwor k Reduction Act of 1995 (44 U. S.C. 3507(d)). Coments

on the collection of infornmation should be sent to the O fice
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of Managenment and Budget, Attn: Desk O ficer for the
Departnent of the Treasury, Ofice of Information and
Regul atory Affairs, Washington, DC 20503, with copies to the
| nternal Revenue Service, Attn: |IRS Reports Cl earance
O ficer, SE:W CAR: MP: T: T: SP; Washi ngton, DC 20224. Comrents
are specifically requested concerning:

Whet her the proposed collection of information is
necessary for the proper performance of the functions of the
| nternal Revenue Service, including whether the information
will have practical utility;

The accuracy of the estimated burden associated with the
proposed col |l ection of information (see bel ow);

How t he quality, utility, and clarity of the information
to be collected may be enhanced;

How t he burden of conplying with the proposed coll ection
of information may be m nim zed, including through the
application of automated collection techniques or other fornmns
of information technol ogy; and

Esti mates of capital or start-up costs and costs of
operati on, maintenance, and purchase of services to provide
i nformation.

The collection of information in this proposed regul ation
is in 81.1397E-1(h). This collection of information is
required by the IRS to verify conpliance with section 1397E.
This information will be used to identify issuers of qualified

zone acadeny bonds that have established a defeasance escrow
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as a renedial action taken because of failure to satisfy
certain requirements of section 1397E. The coll ection of
information is required to obtain or retain a benefit. The
li kely respondents are states or | ocal governnents that issue
qual i fied zone acadeny bonds.

Esti mated total annual reporting burden: 3 hours.

Esti mat ed average annual burden hours per respondent: 30
m nut es.

Esti mat ed number of respondents: 6.

Esti mat ed annual frequency of responses: varies.

An agency nmay not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless it
di splays a valid control nunmber assigned by the Ofice of
Managenent and Budget.

Books or records relating to a collection of informtion
must be retained as long as their contents may becone materi al
in the adm nistration of any internal revenue |law. GCenerally,
tax returns and tax return information are confidential, as
required by 26 U S.C. 6103.

Backgr ound

Section 1397E(a) of the Internal Revenue Code (Code)
provi des that an eligible taxpayer (within the meani ng of
section 1397E(d)(6)) that holds a qualified zone acadeny bond
on a credit allowance date is allowed a credit agai nst Federal
income tax for the taxable year that includes the credit

al |l owmance date. 1In general, a qualified zone acadeny bond is
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a bond issued by a State or | ocal governnent to finance
certain eligible public school purposes under section
1397E(d). Section 1397E(b) provides that the amount of the
gqual ified zone acadeny bond credit equals the product of the
credit rate and the face amount of the bond held by the
t axpayer on the credit allowance date. Under section
1397E(b) (2), the credit rate is determ ned by the Treasury
Depart nent and equal s the percentage that the Departnment
estimtes generally will permt the issuance of qualified zone
acadeny bonds wi thout discount and wi thout interest cost to

the issuer. Section 1397E(f)(1) defines credit allowance date

as the last day of the one-year period beginning on the date
of issuance of the issue and the | ast day of each successive
one-year period thereafter. Under section 1397E(d)(3), the
maxi mum term of a qualified zone acadeny bond is determ ned by
the Treasury Departnent and equals the termthat the
Departnent estimates will result in the present value of the
obligation to repay the principal on the bond being equal to
50 percent of the face anopunt of the bond.

Section 1397E(g) provides that the amount of the
qual i fied zone acadeny bond credit allowed to the taxpayer is
included in the taxpayer’s gross income.

Section 1397E(e) inposes a national limtation on the
amount of qualified zone acadeny bonds that may be issued for
each cal endar year. The Iimtation is allocated by the

Treasury Departnent anong the States on the basis of their
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respective popul ati ons of individuals below the poverty |ine.

Tenporary regulations (TD 8755) interpreting section
1397E were published on January 7, 1998 (63 FR 671), and
anended on July 1, 1999 (TD 8826; 64 FR 35573). Final
regul ati ons under section 1397E (TD 8903) (the final
regul ati ons) were published on September 26, 2000 (65 FR
57732). This docunent contains proposed regul ations (the
proposed regul ati ons) that would anend the final regulations.
Expl anation of Provisions

| . Maxi mum Term

Section 1397E(d)(3) provides that the Secretary of the
Treasury Departnent shall determ ne, during each cal endar
nmont h, the maximumterm for qualified zone academny bonds
i ssued during the follow ng cal endar nonth. Section
1397E(d) (3) states that the maximumterm shall be the term
that the Secretary estimates will result in the present val ue
of the obligation to repay the principal on the bond being
equal to 50 percent of the face ampbunt of the bond. Section
1.1397E-1(d) of the final regulations provides that the
maxi mum term for a qualified zone acadeny bond is detern ned
under section 1397E(d)(3) by using a discount rate equal to
110 percent of the long-term adjusted applicable Federal rate
(AFR), conpounded sem -annually, for the nmonth in which the
bond is issued. The IRS publishes the |ong-term adjusted AFR
each nmonth in a revenue ruling.

Section 1397E(b)(2) provides that the Secretary shal
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determ ne, during each cal endar nmonth, a credit rate for
qual i fied zone acadeny bonds issued during the follow ng
cal endar nmonth. Section 1.1397E-1(b) provides that the
Secretary shall determ ne nonthly (or nore often as deened
necessary by the Secretary) the credit rate the Secretary
estimtes generally will permt the issuance of a qualified
zone acadeny bond wi thout discount and wi thout interest cost
to the issuer. Notice 99-35 (1999-2 C.B. 26) indicates that,
until further notice, the credit rate for a qualified zone
acadeny bond will be published daily by the Bureau of Public
Debt on its Internet site for State and Local Governnent

Series securities (http://ww. publicdebt.treas.gov). Notice

99-35 also provides that the credit rate shall be applied to a
qual ified zone acadeny bond on the first day on which there is
a binding contract in witing for the sale or exchange of the
bond. Notice 99-35 states that the credit rate will be
determ ned by the Treasury Departnment based on its estimte of
the yield on outstandi ng AA rated corporate bonds of a simlar
maturity for the business day imrediately prior to the date on
which there is a binding contract in witing for the sale or
exchange of the bond.

Questi ons have been raised regarding the maxi numterm of
a qualified zone acadeny bond that is sold in one nonth and
i ssued in another nonth. Section 1.1397E-1(d) provides that
the maxinumtermis determ ned based on the nonth in which the

bond is issued. However, under Notice 99-35, the credit rate
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for a qualified zone acadeny bond is determ ned based on the
first day on which there is a binding contract in witing for
the sale or exchange of the bond. The credit rate and maxi num
term shoul d be determ ned on the sanme day because the credit
rate for a bond depends on its maximumterm Accordingly, the
proposed regul ati ons amend 81. 1397E-1(d) to provide that the
maxi mum term for a qualified zone acadeny bond is detern ned
based on the first day on which there is a binding contract in
writing for the sale or exchange of the bond.

1. Use of Proceeds and Renedi al Actions

A. |In general

Section 1397E(d) (1) (A) provides that a bond issued as
part of an issue is a qualified zone acadeny bond only if,
anong ot her requirenents, at |east 95 percent of the proceeds
of the issue are to be used for a qualified purpose with
respect to a qualified zone acadeny established by an eligible
| ocal education agency (as defined in section 1397E(d)(4)(B)).

Section 1397E(d) (5) defines qualified purpose, with respect

to any qualified zone acadeny, as (i) rehabilitating or
repairing the public school facility in which such acadeny is
established, (ii) providing equi pment for use at such acadeny,
(iii1) devel oping course materials for education to be provided
at such acadeny, and (iv) training teachers and other school
personnel in such acadeny. Section 1397E(d)(4)(A) defines

gqualified zone acadeny as any public school (or academ c

programwi thin a public school) that is established by and
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oper ated under the supervision of an eligible |ocal education
agency to provide education or training belowthe
postsecondary level if: (1) the public school or programis
desi gned in cooperation with business in accordance wth
section 1397E(d)(4)(A) (i); (2) students in the public school
or programw |l be subject to the sane academ c standards and
assessnents as other students educated by the eligible |ocal
educati on agency; (3) the conprehensive education plan of the
public school or programis approved by the eligible |Iocal
educati on agency; and (4) the public school is |ocated in an
enpower nent zone or enterprise community (as defined in
section 1393), or there is a reasonabl e expectation (as of the
date of issuance of the bonds) that at |east 35 percent of the
students attending the school or participating in the program
will be eligible for free or reduced-cost |unches under the
school |unch program established under the Richard B. Russel
Nat i onal School Lunch Act.

B. Conpliance with 95-percent test

1. In General

Comrent s have been received requesti ng gui dance on
conpliance with the 95-percent test in section 1397E(d)(1)(A).
The proposed regul ati ons provide that, in general, an issue
must satisfy three requirenments to conply with section
1397E(d) (1) (A). First, the issuer nust reasonably expect, as
of the date of issuance of the issue, that at |east 95 percent

of the proceeds of the issue will be expended wi th due
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diligence. Second, the issuer nmust reasonably expect, as of
the date of issuance of the issue, that at |east 95 percent of
t he proceeds of the issue will be used for a qualified purpose
with respect to a qualified zone acadeny for the entire term
of the issue (without regard to any redenption provision).
Third, except as otherw se provided in the renedial action
provi sions of the proposed regul ations, discussed bel ow, at
| east 95 percent of the proceeds of the issue nust actually be
used for a qualified purpose with respect to a qualified zone
acadeny for the entire termof the issue (without regard to
any redenption provision). For these purposes, any unspent
proceeds are treated as used for a qualified purpose with
respect to a qualified zone acadeny during any period that the
i ssuer reasonably expects that those proceeds will be expended
with due diligence for a qualified purpose with respect to a
qual i fied zone acadeny.
2. Proceeds Expended for Rehabilitation, Repair or Equi pnent

Section 1397E(d)(5)(A) and (B) provides that the term

gqualified purpose with respect to any qualified zone acadeny

i ncludes rehabilitating or repairing the public school
facility in which such acadeny is established, and providing
equi pment for use at such acadeny. The proposed regul ations
specify that, if proceeds of an issue are expended for a

pur pose described in section 1397E(d)(5)(A) or (B) with
respect to a qualified zone acadeny, then those proceeds are

treated as used for a qualified purpose with respect to the
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acadeny during any period after such expenditure that (1) the
property financed with those proceeds is used for the purposes
of the acadeny and (2) the acadeny nmaintains its status as a
qual ified zone acadeny. For this purpose, the retirement from
service of financed property due to normal wear or
obsol escence does not cause the property not to be used for a
gqual i fied purpose with respect to a qualified zone acadeny.
3. Proceeds Expended to Devel op Course Materials or Train
Teachers

Section 1397E(d)(5)(C) and (D) provides that the term

gualified purpose with respect to any qualified zone acadeny

i ncl udes devel opi ng course materials for education to be
provi ded at such acadeny, and training teachers and other
school personnel in such acadeny. The proposed regul ati ons
provide that, if proceeds of an issue are expended for a
pur pose described in section 1397E(d)(5)(C) or (D) with
respect to a qualified zone acadeny, then those proceeds are
treated as used for a qualified purpose with respect to the
acadeny during any period after such expenditure.
4. Special Rule for Determ ning Status as Qualified Zone
Acadeny

Section 1397E(d)(4)(A) (iv) provides that a public school
(or academ c programw thin a public school) is a qualified
zone acadeny only if, anong other requirenents, the public
school is located in an enpowernent zone or enterprise

community, or there is a reasonabl e expectation (as of the
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date of issuance of the bonds) that at |east 35 percent of the
students attending the school or participating in the program
(as the case may be) will be eligible for free or reduced-cost
| unches under the school |unch program established under the
Ri chard B. Russell National School Lunch Act. For purposes of
det erm ni ng whether an issue conplies with section
1397E(d) (4)(A) (iv), the proposed regul ations provide that a
public school is treated as |ocated in an enpowernent zone or
enterprise community for the entire termof the issue if the
public school is located in an enpowernment zone or enterprise
conmmunity on the date of issuance of the issue.

C. Renedi al actions

1. In General
Comrent s have been received requesting gui dance
speci fying renedial actions that may be taken to cure a
violation of the 95-percent test in section 1397E(d)(1)(A).
The proposed regul ations specify two remedi al actions
that may be taken in certain circunstances if |ess than 95
percent of the proceeds of an issue is actually used for a
gqual ified purpose with respect to a qualified zone acadeny.
These renedi al actions are available only if the issuer
reasonably expected on the date of issuance of the issue that:
(1) at |east 95 percent of the proceeds of the issue would be
expended with due diligence; and (2) at |east 95 percent of
t he proceeds of the issue would be used for a qualified

purpose with respect to a qualified zone acadeny for the
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entire termof the issue (without regard to any redenption
pr ovi si on).
As discussed below, the two renmedi al actions specified in
t he proposed regul ations are (1) redenption or defeasance of
t he nonqualified bonds and (2) alternative use of the
di sposition proceeds. If the applicable requirenments are net,

t he redenpti on or defeasance renedial action is available to

cure any failure to satisfy the 95-percent test that was not
reasonably expected as of the date of issuance. The

alternative use of disposition proceeds renedial action

applies only to certain dispositions of financed property for
cash.
2. Redenption or Defeasance of Nonqualified Bonds

A redenption or defeasance renedial action is taken if:

(1) all of the nonqualified bonds of the issue (determ ned by
applying the principles of 81.142-2(e)) are redeened within 90
days after the date on which the failure to properly use
proceeds occurs; (2) if any nonqualified bonds of the issue
are not redeened within 90 days after the date on which the
failure to properly use proceeds occurs (the unredeened
nonqual i fi ed bonds), a defeasance escrow is established for

t he unredeenmed nonqualified bonds within 90 days after the
date on which the failure to properly use proceeds occurs; or
(3) if the failure to properly use proceeds is a disposition
of financed property described in section 1397E(d)(5)(A) or

(B) and the consideration for the disposition is exclusively
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cash, all of the disposition proceeds (as defined in 8§1.141-
12(c)(1)) are used within 90 days after the date of the
di sposition to redeem or establish a defeasance escrow for, a
pro rata portion of the nonqualified bonds of the issue.

For proceeds that are not spent, a failure to properly
use proceeds occurs on the earlier of: (1) the first date on
whi ch the public school (or academ c programw thin the public
school ) does not constitute a qualified zone acadeny; and (2)
the first date on which the issuer reasonably expects that
| ess than 95 percent of the proceeds of the issue will be
expended with due diligence for a qualified purpose with
respect to a qualified zone acadeny. For proceeds that have
been spent for rehabilitation, repair or equipnment described
in section 1397E(d)(5)(A) or (B) with respect to a qualified
zone acadeny, a failure to properly use proceeds occurs on the
earlier of: (1) the first date on which the public school (or
academ c programwi thin the public school) does not constitute
a qualified zone acadeny; and (2) the first date on which an
action is taken that causes |l ess than 95 percent of the
proceeds of the issue to be used for a qualified purpose with
respect to a qualified zone acadeny. |f proceeds have been
spent for course materials or training described in section
1397E(d) (5)(C) or (D) with respect to a qualified zone
acadeny, no event subsequent to such expenditure shal
constitute a failure to properly use such proceeds.

A def easance escrow is defined as an irrevocabl e escr ow
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established to retire bonds on the earliest call date after
the date on which the failure to properly use proceeds occurs
in an anount that is sufficient to retire the bonds on that
call date. At |east 90 percent of the weighted average anpunt
in a defeasance escrow nust be invested in investnents (as
defined in 81.148-1(b)), except that no anount in a defeasance
escrow may be invested in any investnent the obligor (or any
person that is a related party with respect to the obligor
within the meani ng of 81.150-1(b)) of which is a user of
proceeds of the bonds. All purchases or sales of an
investment in a defeasance escrow nust be made at the fair
mar ket val ue of the investnment within the meaning of 8§1.148-
5(d) (6).

I n addition, the issuer nmust pay to the United States, at
the same tinme and in the same manner as rebate anounts are
required to be paid under 81.148-3 (or at such other time or
in such other manner as the Comm ssioner may prescribe), 100
percent of the investnment earnings on anounts in the
def easance escrow. For this purpose, the first conputation
period begins on the date on which the failure to properly use
proceeds occurs.

Proceeds of qualified zone acadeny bonds (ot her than
unspent proceeds of the issue for which the failure to
properly use proceeds occurs) are not permtted to be used to
redeem or defease the nonqualified bonds. The issuer nust

provide written notice to the Comm ssioner of the
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establi shment of the defeasance escrow within 90 days of the
date the defeasance escrow is established.
3. Alternative Use of the Disposition Proceeds

The alternative use of disposition proceeds renedial

action has four requirements. First, the failure to properly
use proceeds nust be a disposition of financed property
described in section 1397E(d)(5)(A) or (B) and the
consideration for the disposition nust be exclusively cash.
Second, the issuer must reasonably expect as of the date of
the disposition that: (1) all of the disposition proceeds,
pl us any ampbunts received frominvesting the disposition
proceeds, will be expended within two years after the date of
the disposition for a qualified purpose with respect to a
gqual ified zone acadeny; or (2) to the extent not expected to
be so expended, used within 90 days after the date of the

di sposition to take a redenption or defeasance renedi al

action. Third, the disposition proceeds, plus any anounts
received frominvesting the disposition proceeds, nust be
treated as proceeds for purposes of section 1397E. Fourth, if
all of the disposition proceeds, plus any anmounts received
frominvesting the disposition proceeds, are not actually
expended for a qualified purpose within the two-year period
begi nning on the date of the disposition (or used within 90

days after the date of the disposition to take a redenption or

def easance renedi al action), the renmai nder of such anounts

must be used within 90 days after the end of that two-year
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period for a redenption or defeasance renedial action.

D. Definition of proceeds

In general, 81.148-1(b) defines sale proceeds as any
anmounts actually or constructively received fromthe sal e of
an issue, including amunts used to pay underwiters’ discount
or conpensation. The proposed regul ati ons provide that, for
pur poses of the qualified zone acadeny bond provisions (other
than the private business contribution requirenent, discussed
bel ow), proceeds neans sale proceeds as defined in 81.148-
1(b), plus any anpunts received frominvesting sale proceeds.

Thus, under the proposed regul ations, the requirenment in
section 1397E(d)(1)(A) that at |east 95 percent of the
proceeds of an issue be used for a qualified purpose with
respect to a qualified zone acadeny is applied by taking into
account not only the sale proceeds of the issue, but also any
amounts received frominvesting those sal e proceeds.

Section 1397E(d)(1)(C)(ii) provides that a bond is a
qual ified zone acadeny bond only if, anmong other requirenents,
the issuer certifies that it has witten assurances that the
private business contribution requirement of section
1397E(d) (2) will be met with respect to the qualified zone
acadeny. Section 1397E(d)(2)(A) provides that the private
busi ness contribution requirenent is met if the eligible |ocal
educati on agency that established the qualified zone acadeny
has witten commitnents fromprivate entities to nmake

qualified contributions (as defined in section 1397E(d) (2)(B))
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having a present value (as of the date of issuance of the
i ssue) of not less than ten percent of the proceeds of the
i ssue. The proposed regul ations provide that, for purposes of
the private business contribution requirenent of section
1397E(d) (2), proceeds neans sal e proceeds as defined in
81.148-1(b). Thus, the private business contribution
requirenment is applied by taking into account only the sale
proceeds of the issue without regard to any anounts received
or expected to be received frominvesting those sale proceeds.

E. Paynent of principal, interest or redenption price

The proposed regul ations provide that the use of proceeds
of a bond to pay principal, interest or redenption price of
t he bond or another bond is not a qualified purpose within the
meani ng of section 1397E(d)(5). Thus, the use of proceeds of
a bond to refund another bond is not a qualified purpose. In
addi tion, the use of proceeds of a bond to fund a sinking fund
to repay the bond is not a qualified purpose.
Proposed Effective Dates

The proposed regul ati ons are proposed to apply to bonds
sold on or after the date that is 60 days after publication of
final regulations in the Federal Register (the effective
date). |Issuers may apply the proposed regul ations in whol e,
but not in part, to bonds sold before the effective date,
except that: (1) issuers may apply the proposed regul ations
wi t hout regard to 81.1397E-1(h)(8) (relating to the definition

of proceeds) to bonds sold before the effective date; and (2)
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81. 1397E-1(d) (relating to the maximumterm of a qualified
zone acadeny bond) and 81.1397E-1(h)(2) (relating to
rei mbursenment of expenditures with proceeds of a qualified
zone acadeny bond) may not be applied to bonds issued before
July 1, 1999.
Speci al Anal yses

It has been determ ned that this notice of proposed
rul emaking is not a significant regulatory action as defined
in Executive Order 12866. Therefore, a regulatory assessnent
is not required. It has also been determ ned that section
553(b) of the Adm nistrative Procedure Act (5 U.S.C. chapter
5) does not apply to these regulations. It is hereby
certified that the collection of information in these
regul ations will not have a significant econonic inpact on a
substanti al nunber of small entities. As previously noted, it
is estimited that each year only six issuers of qualified zone
acadeny bonds will be required to report the establishment of
a defeasance escrow, and the estimated burden of each such
reporting is only 30 mnutes. 1In addition, the establishnent
of a defeasance escrow need only be reported once. Therefore,
a regulatory flexibility analysis under the Regul atory
Flexibility Act (5 U S.C. chapter 6) is not required.
Pursuant to section 7805(f) of the Internal Revenue Code, this
notice of proposed rulemaking will be submtted to the Chief
Counsel for Advocacy of the Small Business Adm nistration for

comment on its inpact on small business.



20

Comrent s and Public Heari ng

Before these proposed regul ations are adopted as fi nal
regul ati ons, consideration will be given to any witten
comments that are submtted tinely (preferably a signed
original and eight copies) to the IRS. The I RS and Treasury
Depart nent request comments on the clarity of the proposed
regul ati ons and how they may be made easier to understand.
Al comrents will be available for public inspection and
copyi ng.

A public hearing has been schedul ed for July 21, 2004, at
10 a.m in room 7218, Internal Revenue Building, 1111
Constitution Avenue, NW, Washington, DC. Because of access
restrictions, visitors will not be admtted beyond the | obby
nore than 30 m nutes before the hearing starts. For
i nformati on about having your name placed on the building
access list to attend the hearing, see the “FOR FURTHER
| NFORMATI ON CONTACT” section of this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.

Persons who wi sh to present oral comrents at the hearing
must submt witten comments by June 24, 2004, and submt an
outline of the topics to be discussed and the anount of tinme
to be devoted to each topic by July 12, 2004.

A period of 10 minutes will be allotted to each person
for maki ng comments.

An agenda showi ng the scheduling of the speakers will be

prepared after the deadline for receiving outlines has passed.
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Copies of the agenda will be available free of charge at the
heari ng.

Comrents are requested on all aspects of the proposed
regul ati ons.
Drafting Information

The principal authors of these regulations are Tinothy L.
Jones and Zoran Stojanovic, Ofice of Associate Chief Counsel,
| RS (Tax Exenpt and Governnental Entities), and Stephen J.
Wat son, Office of Tax Policy, Treasury Departnment. However,
ot her personnel fromthe IRS and the Treasury Depart nent
participated in their devel opnent.
List of Subjects in 26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents.
Proposed Anendnments to the Regul ations

Accordingly, 26 CFR Part 1 is proposed to be anmended as
foll ows:
PART 1--1 NCOMVE TAXES

Paragraph 1. The authority citation for part 1 continues
to read in part as follows:

Aut hority 26 U S.C. 7805 * * *

Par. 2. Section 1.1397E-1 is anmended by:

1. Revising the | ast sentence in paragraph (a).

2. Revising paragraphs (d) and (h).

3. Redesi gnating the text of paragraph (k) as paragraph
(k) (1) and adding a heading for newly desi gnated paragraph

(k) (1).
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4. Addi ng paragraph (k)(2).
The revisions and additions read as foll ows:

81.1397E-1 Qualified zone acadeny bonds.

(a) * * * This section also provides other rules for
qual i fied zone acadeny bonds, including rules governing the
credit rate, the private business contribution requirenent,
the maxi numterm use of proceeds, renedial actions, and
eligible issuers.

* * % *x %

(d) Maximumterm The maximumterm for a qualified zone

acadeny bond is determ ned under section 1397E(d)(3) by using
a discount rate equal to 110 percent of the |ong-term adjusted
AFR, conmpounded sem -annually, for the month in which the bond
is sold. The Internal Revenue Service publishes this figure
each nmonth in a revenue ruling that is published in the

I nternal Revenue Bulletin. See 8601.601(d)(2)(ii)(b) of this
chapter. A bond is sold on the first day on which there is a
bi nding contract in witing for the sale or exchange of the
bond.

* * % *x %

(h) Use of proceeds--(1) In general. Section

1397E(d) (1) (A) provides that a bond issued as part of an issue
is a qualified zone acadeny bond only if, anmobng ot her

requi renents, at |east 95 percent of the proceeds of the issue
are to be used for a qualified purpose with respect to a

gqual ified zone acadeny established by an eligible |ocal



23
educati on agency (as defined in section 1397E(d)(4)(B)).

Section 1397E(d) (5) defines qualified purpose, with respect to

any qualified zone acadeny, as rehabilitating or repairing the
public school facility in which such acadeny is established,
provi di ng equi pment for use at such acadeny, devel opi ng course
mat erials for education to be provided at such acadeny, and
training teachers and other school personnel in such acadeny.

Section 1397E(d)(4)(A) defines qualified zone acadeny as any

public school (or academ c programw thin a public school)
that is established by and operated under the supervision of
an eligible |ocal education agency to provide educati on or
training below the postsecondary |evel and that neets the
requi renments of section 1397E(d)(4)(A (i), (ii), (iii) and
(iv).

(2) Use of proceeds requirenments. An issue neets the

requi renments of section 1397E(d)(1)(A) only if--

(i) The issuer reasonably expects, as of the date of
i ssuance of the issue, that--

(A) At |east 95 percent of the proceeds of the issue wl
be expended with due diligence; and

(B) At | east 95 percent of the proceeds of the issue wl
be used for a qualified purpose with respect to a qualified
zone acadeny for the entire termof the issue (w thout regard
to any redenption provision); and

(ii) Except as otherw se provided in paragraph (h)(7) of

this section, at |east 95 percent of the proceeds of the issue
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is actually used for a qualified purpose with respect to a
qual ified zone acadeny for the entire termof the issue
(wi thout regard to any redenption provision).

(3) Unspent proceeds. For purposes of paragraphs

(h)(2)(i)(B) and (h)(2)(ii) of this section, unspent proceeds
are treated as used for a qualified purpose with respect to a
gqual i fied zone acadeny during any period that the issuer
reasonably expects that those proceeds will be expended wth
due diligence for a qualified purpose with respect to a
qual i fied zone acadeny.

(4) Proceeds expended for rehabilitation, repair or

equi pment--(i) In general. Section 1397E(d)(5)(A) and (B)

provides that the termqualified purpose with respect to any

gqual i fied zone acadeny includes rehabilitating or repairing
the public school facility in which such acadeny is
est abli shed, and providi ng equi pment for use at such acadeny.
| f proceeds of an issue are expended for a purpose described

in section 1397E(d)(5)(A) or (B) with respect to a qualified
zone acadeny, then those proceeds are treated as used for a
qual i fied purpose with respect to the acadeny during any
period after such expenditure that--

(A) The property financed with those proceeds is used for
t he purposes of the acadeny; and

(B) The acadeny mmintains its status as a qualified zone
academny under section 1397E(d)(4).

(i1) Retirenment fromservice. The retirement from
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service of financed property due to normal wear or
obsol escence does not cause the property not to be used for a
gqual ified purpose with respect to a qualified zone acadeny.

(5) Proceeds expended to devel op course nmaterials or

train teachers. Section 1397E(d)(5)(C) and (D) provides that

the termqualified purpose with respect to any qualified zone

acadeny includes devel opi ng course materials for education to
be provided at such acadeny, and training teachers and ot her
school personnel in such acadeny. |If proceeds of an issue are
expended for a purpose described in section 1397E(d)(5)(C) or
(D) with respect to a qualified zone acadeny, then those
proceeds are treated as used for a qualified purpose with
respect to the acadeny during any period after such
expendi t ure.

(6) Special rule for determ ning status as qualified zone

acadeny. Section 1397E(d)(4)(A)(iv) provides that a public
school (or academ c programwi thin a public school) is a

qual ified zone acadeny only if, anmpbng other requirenents, the
public school is |ocated in an enpowernment zone or enterprise
community (as defined in section 1393), or there is a
reasonabl e expectation (as of the date of issuance of the
bonds) that at |east 35 percent of the students attending the
school or participating in the program (as the case nmay be)
will be eligible for free or reduced-cost |unches under the
school |unch program established under the Richard B. Russel

Nati onal School Lunch Act. For purposes of determ ning
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whet her an issue conplies with section 1397E(d)(4)(A(iv), a
public school is treated as |ocated in an enpowernent zone or
enterprise community for the entire termof the issue if the
public school is |ocated in an enpowernment zone or enterprise
conmmunity on the date of issuance of the issue.

(7) Renedial actions--(i) CGeneral rule. [If less than 95

percent of the proceeds of an issue is actually used for a
gqual i fied purpose with respect to a qualified zone acadeny,
the issue will be treated as neeting the requirenents of
section 1397E(d)(1)(A) if the issue net the requirenents of
paragraph (h)(2)(i) of this section and a renedial action is
t aken under paragraph (h)(7)(ii) or (iii) of this section.

(i1) Redenption or defeasance--(A) In general. A

remedi al action is taken under this paragraph (h)(7)(ii) if
the requirements of paragraphs (h)(7)(ii)(B) and (C) of this
section are net.

(B) Retirenent of nonqualified bonds--(1) In general.

The requirenments of this paragraph (h)(7)(ii)(B) are net if--
(i) Al of the nonqualified bonds of the issue
(determ ned by applying the principles of 81.142-2(e)) are
redeenmed within 90 days after the date on which the failure to
properly use proceeds occurs (as determ ned under paragraph
(h)(7)(i1)(D) of this section); or
(ii) If any nonqualified bonds of the issue are not
redeenmed within 90 days after the date on which the failure to

properly use proceeds occurs (the unredeemed nonqualified
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bonds), a defeasance escrow is established for the unredeened
nonqual i fied bonds within 90 days after the date on which the
failure to properly use proceeds occurs.

(2) Special rule for dispositions for cash. If the

failure to properly use proceeds is a disposition of financed
property described in section 1397E(d)(5)(A) or (B) and the
consideration for the disposition is exclusively cash, the
requi renments of this paragraph (h)(7)(ii)(B) are nmet if all of
t he disposition proceeds (as defined in 81.141-12(c)(1)) are
used within 90 days after the date of the disposition to
redeem or establish a defeasance escrow for, a pro rata
portion of the nonqualified bonds of the issue.

(3) Definition of defeasance escrow. For purposes of

this section, a defeasance escrow is an irrevocabl e escrow
established to retire bonds on the earliest call date after
the date on which the failure to properly use proceeds occurs
in an anount that is sufficient to retire the bonds on that
call date. At |east 90 percent of the weighted average anpunt
in a defeasance escrow nust be invested in investnents (as
defined in 81.148-1(b)), except that no anopunt in a defeasance
escrow may be invested in any investnent the obligor (or any
person that is a related party with respect to the obligor
within the meani ng of 81.150-1(b)) of which is a user of
proceeds of the bonds. All purchases or sales of an
investment in a defeasance escrow nust be made at the fair

mar ket val ue of the investnment within the meaning of 8§1.148-
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5(d) (6).

(C Additional rules--(1) Limtation on source of

funding. Proceeds of qualified zone acadeny bonds (other than
unspent proceeds of the issue for which the failure to
properly use proceeds occurs) nmust not be used to redeem or
def ease nonqual i fi ed bonds under paragraph (h)(7)(ii)(B) of
this section.

(2) Rebate requirenent. The issuer nust pay to the

United States, at the sanme tinme and in the sanme nmanner as
rebate amounts are required to be paid under 81.148-3 (or at
such other time or in such other manner as the Conmi ssioner
may prescribe), 100 percent of the investnment earnings on
amounts in a defeasance escrow established under paragraph
(h)(7)(i1)(B) of this section. For this purpose, the first
conput ati on period begins on the date on which the failure to
properly use proceeds occurs under paragraph (h)(7)(ii)(D) of
this section.

(3) Notice of defeasance. The issuer nust provide

written notice to the Conm ssioner, at the place designhated in
8§1. 150-5(a), of the establishment of the defeasance escrow
within 90 days of the date the defeasance escrow is

est abl i shed.

(D) When a failure to properly use proceeds occurs--(1)

Proceeds not spent. For proceeds that are not spent, a

failure to properly use proceeds occurs on the earlier of--

(i) The first date on which the public school (or
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academ ¢ programwi thin the public school) does not constitute
a qualified zone acadeny; and
(ii) The first date on which the issuer reasonably
expects that |ess than 95 percent of the proceeds of the issue
will be expended with due diligence for a qualified purpose
with respect to a qualified zone acadeny.

(2) Proceeds spent for rehabilitation, repair or

equi pnent. For proceeds that have been spent for a purpose
described in section 1397E(d)(5)(A) or (B) with respect to a
qual ified zone acadeny, a failure to properly use proceeds
occurs on the earlier of--

(i) The first date on which the public school (or
academ ¢ programwi thin the public school) does not constitute
a qualified zone acadeny; and

(ii) The first date on which an action is taken that
causes |l ess than 95 percent of the proceeds of the issue to be
used for a qualified purpose with respect to a qualified zone
academny.

(3) Proceeds spent for course materials or training. |If

proceeds have been spent for a purpose described in section
1397E(d) (5)(C) or (D) with respect to a qualified zone
acadeny, no event subsequent to such expenditure shal
constitute a failure to properly use such proceeds.

(iii) Alternative use of disposition proceeds. A

remedi al action is taken under this paragraph (h)(7)(iii) if

all of the requirenents of paragraphs (h)(7)(iii)(A) through
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(D) are net--

(A) The failure to properly use proceeds (as detern ned
under paragraph (h)(7)(ii)(D) of this section) is a
di sposition of financed property described in section
1397E(d) (5)(A) or (B) and the consideration for the
di sposition is exclusively cash;

(B) The issuer reasonably expects as of the date of the
di sposition that--

(1) Al of the disposition proceeds (as defined in
81.141-12(c) (1)), plus any anmounts received frominvesting the
di sposition proceeds, will be expended within two years after
the date of the disposition for a qualified purpose with
respect to a qualified zone acadeny; or

(2) To the extent not expected to be so expended, used
within 90 days after the date of the disposition to redeem or
def ease bonds in a manner that nmeets the requirenments of
paragraph (h)(7)(ii) of this section;

(C) The disposition proceeds, plus any anounts received
frominvesting the disposition proceeds, are treated as
proceeds for purposes of section 1397E;, and

(D) If all of the disposition proceeds, plus any anounts
received frominvesting the disposition proceeds, are not
actually used in the manner described in paragraph
(h)(7)(iti)(B) of this section, the remai nder of such ampunts
are used within 90 days after the end of the two-year period

described in paragraph (h)(7)(iii)(B)(1l) of this section for a
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remedi al action that nmeets the requirenments of paragraph
(h)(7)(i1) of this section.

(iv) Allocating disposition proceeds anong nmultiple

fundi ng sources. For purposes of this paragraph (h)(7), if

property has been financed with an issue of qualified zone
acadeny bonds and one or nore other funding sources, any

di sposition proceeds fromthat property are allocated to the
i ssue under the principles of 81.141-12(c)(3).

(8) Definition of proceeds--(i) In general. Except as

provi ded in paragraph (h)(8)(ii) of this section, for purposes
of section 1397E and this section, proceeds nmeans sale
proceeds as defined in 81.148-1(b), plus any amounts received
frominvesting sal e proceeds.

(ii) Private business contribution requirenent. For

pur poses of the private business contribution requirenment of
section 1397E(d) (2), proceeds neans sal e proceeds as defined
in 81.148-1(b).

(9) Paynent of principal, interest or redenption price.

The use of proceeds of a bond to pay principal, interest or
redenption price of the bond or another bond is not a
qual i fi ed purpose within the nmeaning of section 1397E(d)(5).

(10) Rei mbursenent. An expenditure for a qualified

pur pose may be reinbursed with proceeds of a qualified zone
acadeny bond. For this purpose, rules simlar to those in

81. 150-2 shall apply.

* * % *x %
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(k) Effective dates--(1) In general. * * *

(2) Special effective dates for paragraphs (d) and (h)--

(i) In general. Except as otherwi se provided in this

par agraph (k)(2), paragraphs (d) and (h) of this section apply
to bonds sold on or after the date that is 60 days after
publication of final regulations in the Federal Register.

(i1) Perm ssive application--(A) In general. Except as

provi ded in paragraphs (k)(2)(ii)(B) and (C) of this section,
i ssuers may apply paragraphs (d) and (h) of this section in
whol e, but not in part, to bonds sold before the date that is
60 days after publication of final regulations in the Federal
Regi st er.

(B) Definition of proceeds. |Issuers may apply paragraphs

(d) and (h) of this section, without regard to the definition
of proceeds in paragraph (h)(8) of this section, to bonds sold
before the date that is 60 days after publication of final
regul ations in the Federal Register.

(C) Bonds issued before July 1, 1999. Paragraphs (d) and

(h)(10) of this section my not be applied to bonds issued
before July 1, 1999.

/s/Mark E. Matt hews

Mark E. Matt hews

Deputy Commi ssioner for Services and
Enf or cenment .



