- taxable bond issued by a state or locactions similar to the remedial actions set
government the proceeds of which aréorth in §1.142-2 to preserve the qualifi-
used to improve certain eligible publiccation of a bond. Furthe the Treasury
schools. In lieu of receiving periodic in-and the IRS intend that taxpayers may
terest payments from the issyean eligi- rely on an issue’s determination that a
ble holder of a qualified zone academyublic school (or academic program
bond is generally allowed annual federalithin a public school) is a qualified zone

Section 1397E.—Credit to
Holders of Qualified Zone

Academy Bonds income tax credits while the bond is outacademy for purposes of section
26 CFR 1.1397E-1 Qualified Zore Academy standing The_se credits compensate the397E(d)(4) if the determination has a
Bonds (temporary). holder for lending money to the issuer aneeasonable basis The Treasury and IRS
function as payments of interest on theequest comments on whether additional
bond. guidance is needed with respect to the
T.D. 8755 These temporary regulations provid&ection 1397E(d) requirements.

rules for the federal income tax treatment Section 1397E(e) imposes a national
DEPARTMENT OF THE TREASURY of qualified zone academy bondsThese limitation on the amount of qualified zone
Internal Revenue Service regulations generally treat the allowancacademy bonds that can be issued. For
26 CFR Part 1 of the credit as if it were a payment of in1998 and 1999, the IRS will publish a
terest on the bond These regulations alsgevenue procedure allocating the national
provide rules to determine (1) the credifimitation among the States and the pos-
rate, (2) the discount rate used to preseséssions.
AGEN® Internal Revenue Service Value private business contributions, and

Qualified Zone Academy Bonds

(IRS),Treasus. (3) the discount rate used to determine thEne aedit allowance
maximum term of a qualified zone acad- A qualified zone academy bond pro-
ACTION Temporary regulations. emy bond. q Y P

. vides an annual federal income tax credit
These regulations generally do not pro;

SUMMARY: This document contains vide guidance on the statutory requiret_o certain holders. Under the regulations,

. . v h o . it al-
tempprary regulations relating to the. fedments that must be met for a bond to qua]ﬁ-e credit is deemed paid on #&redit a
eral income tax treatment of qualified owance da—the last day of each one-

. ~ify as a qualified zone academy bond. . i
zone academy bonds The regulations in Section 1397E(d) sets forth a number ofear accrual period on the bond A tax

this document provide neet_:igd guidance etailed requirements that must be met fdayer that receives a credit on a credit
holders and issuers of qualified zone aca

- ) e Qallowance date may use the credit tdfeet
bond to qualify as a qualified zone acad: . o
emy bonds The text of the temporary reg- Its income tax liability for the taxable year
ulations also serves as the text o?

my bond. I.n partlculg section 1397.E(d)' that includes the credit allowance date.
X - (1)(C) requires the issuer to certify (1) L
REG219449-97, page 35 of this Bulletin. There are two limitations on the use of

tha't .it has written assurances that privatt%e credit. First, only eligible taxpayers
DATES These regulations are féective entities have agreed to contribute a certawOI ding the bond on the credit allowance

January 1, 1998. level of goods or services to the qualified . . :

Y zone acadery;, and (2) that it has the writ-(ljg‘;Emday6 C:ja'fm the (I:'”'ebolht.t Section
FOR FRTHER INFORWION CON- ten approval of the eligible local educa: b( f(( ) defines aeligible taxpayer
TACT: Timothy L. Jones, (202) 622- tion agency for the bond issuance. Th@® @ Pank, an insurance compgyor a cor-

Boration actively engaged in the business

3980 (not a toll-free number). Treasury and the IRS intend that thes . -
f lending mong. Second, an eligible

_ certifications will be respected and ma aim th dit onlv to th
SUPPLEMHERRY INFORDMTION: be relied on by taxpayers if the certificalaXPayer may claim the credit only to the

- extent the taxpayer has a tax liability for

Backgound t'olrr'f’ féﬁiﬁifiliﬁmasi%(d) (1)(A) re.the taxable year that includes the credit al-

Section 226(a) of tle Taxpayer Relief quires that 95 percent or more of the prdpwza_nge date. See section 1397E(cjThe
Act of 1997, Pub. L. No. 105-34111 ceeds of an issue of qualified zone acadfeditis nonrefundable.
Stat. 788 (1997), amended the .Intemedmy bonds are to t_)e use(_j for a qualifieghastment of theredit as inteest
Revenue Code (Code) by redesignatingurpose described in section 1397E(d)(5)
section 1397E as section 1397F andith respect to a qualified zone academy The regulations treat the credit on a
adding a new section 1397E. Sectioas defined in section 1397E(d)(4) The qualified academy zone bond as if it were a
1397E authorizes a new type of debt infreasury and the IRS intend that the quapayment of qualified stated interestThis
strument known as a qualified zone acadfied purposes set forth in sectiontreatment dfectively conforms the tre
emy bond. 1397E(d)(5) are to be broadly interpretednent of the credit with the treatment of in-
The Treasury and the IRS also intend thatierest income on debt instrumentsThus,
if an issuer is unable to actually spend 9tr example, a holder that uses an accrual
percent or more of the proceeds of a quatrethod of accounting accrues the credit
ified zone academy bond for a qualifiecamount over the one-year accrual period
A qualified zone academy bond is apurpose, the issuer may apply remedidhat ends on the credit allowance date.

Explanation of povisions

In general
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Adjustment when credit is limited or Specifically, the regulations provide thatand, if so, how they might be coordinated.
disallowed the credit rate is 110 percent of the long-

o _term applicable Federal rate (AFR), com>Pecial Analyses
In two situations the holder of a quali-

- " pounded annually, for the month of is- |t hag peen determined that this Trea-
fied zone academy bond on a credit aEuance. Tying the credit rate to the AF

: Rury decision is not a significant regulator
lowance date will not be able to use somg : - ry g g y
nsures that the rate will be adjusted on &y : ;
or all of the credit to offset its tax liability. ) tion as defined in EO 12866. Therefore,

et : monthly basis to reflect changes in marke{ yeqyatory assessment is not required. It
First, if the holder on a credit allowanCgperest rates. In addition, the Treasury ar%&'lsoghas Igeen i tha’? coaton

amount of the credit may exceed the ing Treasury bonds.
come tax liability of a holder that is an el-

igible taxpayer. In this second case, beMaximum term !
cause the credit is nonrefundable, some or . not apply. Pursuant to section 7805(f) of
all of the credit will not be used. Section 1397E(d)(3) sets out a formul#ghe Internal Revenue Code, these tempo-

In these situations, the regulation§°r determining the maximum term of arary regulations will be submitted to the
)ﬂualified zone academy bond. The forChief Counsel for Advocacy of the Small
deducting the amount of the unusedula requires the use of a discount ratBusiness Administration for comment on
credit. This deduction is allowed for thefdual to the average annual interest rate tfeir impact on small business.

taxable year that includes the credit alt2X-€xempt obligations having a term Orj%rafting Information

lowance date. The Treasury and the IR§N Years or more. Because there is

request comments on whether this adjusi¢@dily available source for this discount geyeral persons from the Office of
ment works appropriately when an e"gi_rate, the re_gulatlons provide that the dischief Counsel and the Treasury Depart-
ble taxpayer holds a qualified zone acad:OUNt rate is 110 percent of the long-termyent participated in developing these reg-
emy bond on the credit allowance date b@diusteéd AFR, compounded semi-annuyations.

has an income tax liability (determinec?!ly- The long-term adjusted AFR is pub-

mation on small entities, the Regulatory
Flexibility Act (5 U.S.C. chapter 6) does

allow the holder to adjust its income b

without regard to the credit) that is lesdished on a monthly basis and is designed oo
than the amount of the credit. to reflect the c_urrgnt y'eld_ of a rISk'freeAdoption of Amendments to the
tax-exempt obligation having a term of 9R ;
. egulations
Credit rate years or more.

Accordingly, 26 CFR part 1 is amended

Section 1397E(b)(2) authorizes thelaxable obligation as follows:

Treasury to establish a single, uniform ) .
credit rate that will permit the issuance of !t iS Possible that some qualified ZOngan 1 |NCOME TAXES
qualified zone academy bonds withou@c@demy bonds may either (1) provide for
discount and without interest cost to th@ayments of stated interest, or (2) be is- Paragraph 1. The authority citation for
issuer. This section also requires theued at a discouqt. The Treasury and thpart 1 is amended by adding an entry in
Treasury to adjust the credit allowanceRS have determined that .quaillfled zor_laumerical order to read as follows:
rate on a monthly basis to reflect Changé%cademy bonds are not obligations the in- Authority: 26 U.S.C. 7805 * * *
in market interest rates. terest on which is excluded from gross in- Section 1.1397E-1T also issued under

It is not possible to determine a uni£oMe under section 103(a). There are 26 U.S.C. 1397E(b) and 1397E(d). ***
form credit rate that would permit allnumber of reasons for treating a qualified Par. 2. Section 1.1397E-1T is added to
qualified zone academy bonds to be iZO"€ academy bolnd ?]s a taxable obligeead as follows:

ion. For example, the requirement in -~

E?eed?tvigr?ﬁ; thi(r)]n;fhlejﬁ)srr;)r\:\&e,rtshsrr:fc!reegbﬁe)ction 1397E(g) that a holder include th&1.1397E-1T Qualified zone academy
borrow at less favorable rates. In addi@/lowed amount of the credit in gross inbonds (temporary).

tion, because section 1397E(b)(2) reSOMe evidences an intention to treat qual- (5) oyerview. In general, a qualified
quires the Secretary to set the credit raffi€d zone academy bonds as taxable, N9f e academy bond is a taxable bond is-

in the month before the bond is issued@-€xempt, obligations. sued by a state or local government the
chaqges in mark_et interest rate; betweeiy, ordination with estimated tax rules procgeds. qf Whlch_are used to improve
the time the rate is set and the time a qual- certain eligible public schools. An eligi-

ified zone academy bond is issued can re- The regulations do not address the estle taxpayer that holds a qualified zone
sult in a bond being issued at a price thamated tax consequences of holding academy bond generally is allowed an-
is different than par. qualified zone academy bond. The Trearual federal income tax credits in lieu of
The regulations provide a single monthlysury and the IRS request comments operiodic interest payments. These credits
rate that will minimize the discount or preawhether there is a need to coordinate th@mpensate the eligible taxpayer for lend-
mium on qualified zone academy bondgegulations with the estimated tax rulesng money to the issuer and function as
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payments of interest on the bond. Aceredit as a payment of interes{1) Gen-
cordingly, this section generally treats theral rule. The holder of a qualified zone
allowance of a credit as if it were a payacademy bond must treat the bond as if
ment of interest on the bond. In additionpays qualified stated interest (within the
this section provides rules to determineneaning of 81.1273-1(c)) on each cred
the credit rate, the present value of qualallowance date. The amount of th
fied contributions from private entities,deemed payment of interest on each crei
and the maximum term of a qualifiedallowance date is equal to the product
zone academy bond. the credit rate and the outstanding princ
(b) Credit rate. The credit rate for a pal amount of the bond on that date
qualified zone academy bond is equal tdhus, for example, if the holder uses a
110 percent of the long-term applicable@ccrual method of accounting, the holde
Federal rate (AFR), compounded annunust accrue as interest income th
ally, for the month in which the bond is is-amount of the credit over the one-year a
sued. The Internal Revenue Service pulsrual period that ends on the credit a
lishes this figure each month in a revenul®wance date.
ruling that is published in the Internal (2) Adjustment if the holder cannot us
Revenue Bulletin. See 8601.601(d)(2)the credit to offset a tax liability.If a
(i) (b) of this Chapter. holder holds a qualified zone academ
(c) Private business contribution re-bond on the credit allowance date but ca
quirement. To determine the presentnot use all or a portion of the credit to re
value (as of the issue date) of qualifiedluce its income tax liability (for example,
contributions from private entities undembecause the holder is not an eligible ta
section 1397E(d)(2), the issuer must usefayer or because the limitation in sectio
reasonable discount rate. The credit rate397E(c) applies), the holder is allowed
determined under paragraph (b) of thiseduction for the taxable year that in
section is a reasonable discount rate.  cludes the credit allowance date. Th
(d) Maximum term. The maximum amount of the deduction is equal to th
term for a qualified zone academy bond iamount of the unused credit deemed pz
determined under section 1397E(d)(3) byn the credit allowance date.
using a discount rate equal to 110 percent (g) Not a tax-exempt obligationA
of the long-term adjusted AFR, com-qualified zone academy bond is not a
pounded semi-annually, for the month irbligation the interest on which is ex:
which the bond is issued. The Internatluded from gross income under sectic
Revenue Service publishes this figurd03(a).
each month in a revenue ruling that is (h) Cross-references.See section 171
published in the Internal Revenue Buland the regulations thereunder for rule
letin. See §601.601(d)(2)(ii)(b) of thisrelating to amortizable bond premium
Chapter. See §1.61-7(c) for the seller’s treatmel
(e) Tax credit—(1) Eligible taxpayer. of a bond sold between interest payme
An eligible taxpayer (within the meaningdates (credit allowance dates) and §1.6.
of section 1397E(d)(6)) that holds a quali7(d) for the buyer’s treatment of a bon
fied zone academy bond on a credit apurchased between interest payment da
lowance date is allowed a tax credifcredit allowance dates).
against the federal income tax imposed on (i) [Reserved]
the taxpayer for the taxable year that in- (j) Effective date.This section applies
cludes the credit allowance date. Thé& a qualified zone academy bond issue
amount of the credit is equal to the productn or after January 1, 1998.
of the credit rate and the outstanding prin-

cipal amount of the bond on the credit al- Michael P. Dolan,
lowance date. The credit is subject to a Deputy Commissioner of
limitation based on the eligible taxpayer’s Internal Revenue.

income tax liability. See section 1397E(c).
(2) Ineligible taxpayer.A taxpayer that Approved December 19, 1997.
is not an eligible taxpayer is not allowed a Donald C. Lubick,
credit. Acting Assistant Secretary of
(f) Treatment of the allowance of the the Treasury.



