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AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations relating to the Federal in
come tax treatment of qualified zon
academy bonds. These regulations pr
vide guidance to State and local govert
ments that issue qualified zone acaden
bonds and to banks, insurance companit
and other taxpayers that hold those bonc
These regulations make final certain ten
porary regulations.

DATES: Effective Date These regula-
tions are effective September 26, 2000.

Applicability Date For dates of applic-
ability, see §1.1397E-1(K).

FOR FURTHER INFORMATION CON-
TACT: Timothy L. Jones or Allan B.
Seller at 202-622-3980 (not a toll-free
number).

SUPPLEMENTARY INFORMATION:
Background

Section 226(a) of the Taxpayer Relie
Act of 1997, Public Law 105-34 (111
Stat. 788), amended the Internal Reven
Code (Code) by redesignating sectio
1397E as section 1397F and adding a ne
section 1397E. Section 1397E authoriz
a type of debt instrument known as
qualified zone academy bond.

Explanation of Provisions

In General

A qualified zone academy bond is
taxable bond issued by a State or loc
government, the proceeds of which al
used to enhance certain eligible publi
schools. In lieu of receiving periodic in-
terest payments from the issuer, an elic
ble holder of a qualified zone academ
bond is generally allowed annual feder:
income tax credits while the bond is out
standing. These credits compensate t
holder for lending money to the issuer an
function as payments of interest on th
bond.

Temporary regulations (REG-119:
449-97, 1998-1 C.B. 667) interpretin
section 1397E were published on Janua
7, 1998 (63 F.R. 671), and amended ¢



July 1, 1999 (64 F.R. 35573). The tempodbusiness contribution requirement is mdbcal education agency for the bond is-
rary regulations generally treat the alif the eligible local education agency (asuance. The Treasury and the IRS inten
lowance of the credit as if it were a paydefined in section 1397E(d)(4)(B)) haghat these certifications will be respectec
ment of interest on the bond. written commitments from private entitiesand may be relied on by taxpayers if the
Code section 1397E(e), as amended iy make qualified contributions having acertifications are reasonably made.

section 509 of the Ticket to Work andpresent value as of the issue date of 10

Work Incentives Improvement Act of percent or more of the proceeds of thg Percent Test

1999, I?ubllc Law 10_6—179 (_11?_, Statissue. o _ Section 1397E(d)(1)(A) requires that
1860), imposes a national limitation on The Code does not defipeivate enti- gg percent or more of the proceeds of ai
the amount of qualified zone academyies for these purposes. Sectiongg,e of qualified zone academy bonds b
bonds that can be issued. For each applit397E(d)(2)(B) definegjualified contri-  <aq for a qualified purpose described ir
able year, the IRS publishes a revenueutionas any contribution (of a type andygtion 1397E(d)(5) with respect to a
procedure allocating the national limita-quality acceptable to the eligible local Edfqualified zone academy. The Treasur
tion among the States and the posseseation agency) of (i) equipment for use;q the IRS intend that the qualified pur-
sions. in the qualified zone academy, (ii) techni-poses set forth in section 1397E(d)(5) are

cal assistance in developing curriculum ;
Bonds Issued by a State or Local ping % be broadly interpreted. The Treasury

in training teachers in order to promote,q the |RS also intend that issuers ma
appropriate market driven technology inynp1y principles similar to the require-
Section 1397E(d)(1)(B) requires that 4he classroom, (iij) services of employeeq,enis of §1.142-2 (without regard to the
qualified zone academy bond be issued 38 Volunteer mentors, (iv) internships,qqirement therein that the period be-
a State or local government within the jufield trips, or other educational opportuniy,een the issue date and the first call dat
risdiction of which a qualified zone acadli€s outside the academy for students, st exceed 10 1/2 years) to cure an unes
emy (as defined in section 1397E(d)(4)) i§V) any other property or service specifiethected failure to spend 95 percent or mor
located. Commentators requested clarifRy the eligible local education agency. ot the proceeds of an issue for a qualifiec
cation that, for these purposes, a State orCommentators requested clarification,,ryose. Further, the Treasury and th
local government means a State or politRf the meaning oprivate entitiesfor  |rg intend that taxpayers may rely on ar
cal subdivision as defined for purposes ghese purposes. For example, COmMentay,qr's determination that a public school
section 103(c). Commentators also rdors asked whether the term may includf,, 4cademic program within a public
quested that the final regulations include &" organization described in sectiochqq)) is a qualified zone academy for
provision for the issuance of qualified®01(c)(3) or a private individual. purposes of section 1397E(d)(4) if the de-
zone academy bonds on behalf of a State The final regulations provide that, forie mination has a reasonable basis.
or local government in a manner similaPurposes of section 1397E(d)(2)(A), the
to the issuance of obligations on behalf d€rm private entitiesincludes any person Effective Dates

a State or political subdivision under sec(@s defined in section 7701(a)) other than . .
tion 103. the United States, a State or local govern- The final regulations apply to bonds

The final regulations provide that, forment, or any agency or instrumentalitysold on or after September 26, 2000. Ir
purposes of section 1397E(d)(1)(B), théhereof or related party with respecf{lddltIOﬂ, the_ﬁnal reg.ulaltlons permit elec-
term State or local governmemeans a hereto. tive, retroactive application to bon(_:is sold
State or political subdivision as defined Commentators also sought clarificatiorbefore September 26, 2000, of either o
for purposes of section 103(c). The finalegarding the meaning qtialified contri- the following sections of the.regulatlons.:
regulations also specify that a qualified?ution under section 1397E(d)(2)(B). 81.1397E-1(c) (private business contri-
zone academy bond may be issued on bEbe final regulations provide that cash rebution requirement) and §1.1397E-1(i)
half of a State or local government undefeived with respect to a qualified zondState or local government).

imi iningdcademy from a private entity constitutes ,
wr:(:fhg:rg|La;rmtjoist§uoesdeofr? L:he;;\ ronfq:amsrlg@equalified contribution if it is to be usedSpeClal Analyses
or political subdivision constitutes antC Purchase any property or service de- . poq peen determined that this Trea:
obligation of that State or political subdi-Scribed in section 1397E(d)(2)(B)(i), (")'sury decision is not a significant regula-
vision for purposes of section 103. (iil), (iv) or (v). The final regulations also tory action as defined in Executive Order

indicate that services of employees of thf
: - - - : 2866. Therefore, a regulatory assess
Private Business Contribution eligible local education agency do NOhent is not required. It h%s alsoybeen de

Government

Requirement constitute qualified contributions. termined that section 553(b) of the Ad-
Section 1397E(d)(1)(C)(ii) requires theigsyer Certifications ministrative Procedure Act (5 U.S.C.
issuer of a qualified zone academy bond chapter 5) does not apply. The Regula

to certify that it has written assurances Section 1397E(d)(1)(C) requires the istory Flexibility Act (5 U.S.C. chapter 6)

that the private business contribution resuer to certify (1) that it has written assurdoes not apply because these regulatior
quirement of section 1397E(d)(2) will beances that the private business contrib@lo not impose a collection of information
met with respect to the qualified zondion requirement will be met, and (2) thapbn small entities. Pursuant to section
academy. For these purposes, the privaitehas the written approval of the eligible7805(f) of the Code, the notice of pro-



posed rulemaking preceding these regulde)(2), rules similar to those for determinto amortizable bond premium. See
tions was sent to the Chief Counsel foing whether a person is a related part§1.61-7(d) for the seller’s treatment of &
Advocacy of the Small Business Admin-under 81.150-1(b) shall apply (treatindoond sold between interest payment date
istration for comment on its impact onthe United States as a governmental un(tredit allowance dates) and §1.61-7(c) fo
small businesses. for purposes of §1.150-1(b)). the buyer’s treatment of a bond purchase
*okokokok (3) Qualified contribution For pur- between interest payment dates (credit a
poses of section 1397E(d)(2)(A), the ternowance dates).
qualified contributionmeans any contri- (k) Effective datesExcept as provided in
bution (of a type and quality acceptable tthis paragraph (k), this section applies t
Accordingly, 26 CFR part 1 is amendedhe eligible local ed_ucation egeney) obonds sold on or after September 26_, 2001
any property or service described in sedzach of paragraphs (c) and (i) of this sec
tion 1397E(d)(2)(B)(i), (ii), (iii), (iv) or tion may be applied by issuers to bonds the
PART 1—INCOME TAXES (v). In addition, cash received with re-are sold before September 26, 2000.
spect to a qualified zone academy from a

Adoption of Amendments to the
Regulations

as follows:

Paragraph 1. The authority citation forprivate entity (other than cash received in- Bob Wenzel,
part 1 is amended by removing the emrMirectIy from a person that is not a private Deputy Commissioner
for Section 1.1397E-1T and adding a ne‘@ntity as part of a plan to avoid the re- of Internal Revenue.

entry in numerical order to read in part a
follows:
Authority: 26 U.S.C. 7805 * * * Sec

auirements of sectien 1_35_97_E) constituteﬁ\pproved September 19, 2000.
a qualified contribution if it is to be used

, . " to purchase any property or service de- Jonathan Talisman,
tion 1.1397E-1 also issued under 2@riheq in section 1397E(d)(2)(B)(), (i), Acting Assistant Secretary
U.S.C. 1397E(b) and (d). (i), (iv) or (v). Services of employees of of the Treasury.
; the eligible local education agency do not
S iomrey eI consiute qualfed contrbutions. (444 bysOfef e s gt e
* k x Kk % , , O .m.,
. . . the Federal Register for September 26, 2000, 65 F.F
Par. 2. Section 1.1397E-1T is redesig- (f) ** * 57732)
nated as ‘1.1397E-1. (2) Adjustment if the holder cannot use
Par. 3. Newly designated ‘1.1397E-1 ishe credit to offset a tax liabilitylf a holder
amended as follows: holds a qualified zone academy bond on the
1. The section heading is revised. credit allowance date but cannot use all or a
2. Revising paragraphs (c), (f)(2), (i)portion of the credit to reduce its income
and (j). tax liability (for example, because the
3. Adding a new paragraph (k). holder is not an eligible taxpayer or because
The revisions and addition read as folthe limitation in section 1397E(c) applies),
lows: the holder is allowed a deduction for the

taxable year that includes the credit al-
lowance date (or, at the option of the
holder, the next succeeding taxable year).
I The amount of the deduction is equal to the
amount of the unused credit deemed paid

on the credit allowance date.
* % %

81.1397E-1 Qualified zone academy
bonds.

(c) Private business contribution re-
guirement—(1) Reasonable discount rate .
To determine the present value (as of the
issue date) of qualified contributions from (1) State or local governmes(1) In
private entities under sectiondéneéral For purposes of section
1397E(d)(2), the issuer must use a reasons?/ E(d)(1)(B), the ternstate or local
able discount rate. The credit rate detefOvernmentmeans a State or political sub-

mined under paragraph (b) of this sectiofivision as defined for purposes of section

is a reasonable discount rate. 103(c). . e
(2) Definition of private entitiesFor ~ (2) On behalf of issuer qualified zone

purposes of section 1397E(d)(2)(A), th@cademy bond may be issued on behalf_ of_ a
term private entitiesincludes any person State or local governm_e_nt under rules simi-
(as defined in section 7701(a)) other thalq" t0 those for determining whether a bond
the United States, a State or local goveriSued on behalf of a State or political sub-
ment, or any agency or instrumentalit)ﬂiViSion constitutes an obligation of that
thereof or related party with respec§tate or political subdivision for purposes
thereto. To determine whether a person f§ Séction 103. _

related to the United States or a State or () Cross-referencesSee section 171 and
local government under this paragrapﬂqe regulations thereunder for rules relating



