Qualified Zone Academy Bonds

Frequently Asked Questions

1. What is the benefit of the Qualified Zone Academy Bond program?

The benefit of the QZAB program is that it helps school districts save money and make their dollars go further. School
districts usually issue bonds in order to finance renovation and repair projects to schools within the district. Interest owed
on these bonds can equal up to 50 percent of the costs of the entire project. As a result, districts often find it difficult to
undertake school renovation and repair.

In order to facilitate these projects, Congress created the QZAB program, which provides the bondholder with a federal tax
credit in lieu of a cash interest payment. Because the federal government provides the interest payment, the district then
is typically only responsible for repaying the value of the bond. Through this program, the burden on school districts of
financing school renovation is eased.

2. How do local governments obtain the ability to issue these bonds?

Local educational agencies apply to the state for authorization. Each state has its own application. The processes are
usually fairly simple.

3. What are the criteria for eligibility?

Public schools must meet one of two criteria to be eligible for QZAB funds:

1. Either located in an Empowerment Zone or Enterprise Community.

2. Or, have at least 35 percent of the school’s students eligible for free or reduced-price lunch under the federal lunch
program. This criteria is the one that schools are most likely to meet. Under the National School Lunch Act, free meals are
provided for students from families whose income is below 130 percent of the Federal poverty level. Reduced-price lunches
are provided if the family’s income is between 130 percent and 180 percent of the federal poverty level.

These eligibility criteria are applied on a school-by-school basis, rather than a system-wide basis.

4. What are the requirements of the program?

Requirements of the program include:
- An academic program that QZAB funds will benefit
- A partnership between the school and private entities

5. What are the requirements for the academic program?

Programs established with QZABs must have the goal of enhancing the academic curriculum, increasing graduation and
employment rates, or better preparing students for college and the workforce. The school should work with its partner to
design an academic program that will best meet these goals.

6. What is required of the public-private partnership?

Each school must enter into a partnership with a private entity or entities. The partner must contribute at least 10 percent
of the net present value of the amount of money borrowed. Contributions can include:

- cash donation

- equipment

- technical assistance in implementing the academic program

- training for teachers

- internships or field trips for students in the program

- services for students, such as mentoring programs

- other property or services specified by the local school board

In addition to the private contribution, the school and business partners must work together to plan and implement the
academic program associated with the QZAB. In this manner, the school and the business work together to improve the
quality of education in the school, as well as the opportunities available to students.

7. What can QZABs be used for?



QZABs can be used for renovation and modernization to an existing school structure. QZABs cannot be used for new
construction. The funds borrowed must be used for one or more of the following:

- rehabilitating or repairing the public school facility in which the academy is established;

- providing equipment for use at the academy;

- developing course materials for education to be provided at the academy; or

- training teachers and other school personnel in the academy.

8. Who can purchase these bonds?

A local government's bond issue can be purchased by banks (within the meaning of Internal Revenue Code section 581),
insurance companies (to which subchapter L of the Internal Revenue Code applies), and corporations actively engaged in
the business of lending money. This purchaser of the bond is referred to as the bondholder.

9. What is the new source of capital?

Interest on the QZAB will be paid by the federal government through a tax credit to the bondholder. Thus, the local
governments are permitted to borrow money from financial institutions at a zero interest rate. The maximum maturity of
QZABs is set each month pursuant to a statutory formula.

10. What are the other conditions associated with QZABs?

A local government can issue a QZAB if:

- 100 percent of the proceeds of the issue must be used for a qualified purpose with respect to an eligible zone academy;
- the bond is issued by a state or local government within the jurisdiction of which the zone academy is located;

- the issuer must designate the bond for purposes of this provision;

- the issuer certifies that it has written assurances that the private business contribution requirement will be met with
respect to the school, and certifies that it has the written approval of the local school board for the issuance; and

- the term of each bond in the issue does not exceed the time that the Secretary of the U.S. Treasury 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 amount of
the bond (rounded up to a whole year).

A local government does not have to have a formal bond issue to participate in the program. A simple loan from a local
financial institution can qualify as long as it meets the requirements described above.

Qualified zone academy bonds also must be issued in accordance with state or local borrowing requirements.
11. How will the Internal Revenue Service administer the eligibility requirements?

IRS regulations state that the issuer will make the determination of whether the school is a qualified zone academy. That
determination will not be challenged by the IRS and may be relied on by the purchasers of the qualified bonds if there was
a reasonable basis for the determinations.

The one exemption is as follows: the law requires that 100 percent of the proceeds from the borrowing must be used for a
qualified purpose. The regulations provide that the definition of qualified purposes contained in the statute is to be broadly
interpreted. If changes in circumstances result in the issuer not being able to actually spend 100 percent of the bond
proceeds for a qualified purpose, the issuer must utilize remedial actions (such as redeeming a portion of the issue) to
preserve the qualification of the bond. These remedial actions are similar to those provided in tax-exempt bond
regulations.

12. How is the interest subsidy provided to the bondholder?
Rather than being paid interest by the bond issuer, purchasers of QZABs sold before July 1, 1999 will receive an annual
federal income tax credit equal to the principal amount of the bond times 110 percent of the applicable federal long-term

rate (AFR) for the month in which the bond was issued.

The issuer may issue the bond at premium or discount or provide for additional interest payments to take into account the
fact that borrowers have different credit ratings.

13. What is the tax treatment of the purchaser of qualified zone academy bonds?
The purchaser of a QZAB is eligible for an annual tax credit in an amount described above. That credit effectively makes

the bond purchaser whole, as though it purchased a taxable bond. The tax credit can offset both regular and Alternative
Minimum Tax federal income tax liabilities. The temporary regulations treat that credit as if it were taxable interest for all



purposes of the tax law. In addition, any premium or discount on the bond will be treated as premium or discount on a
taxable obligation.

14. What can a holder do if it has insufficient Federal tax liability to fully utilize the credit?

QZABs are freely transferable and, therefore, taxpayers who do not have sufficient federal income tax liability to fully
utilize the credit may transfer the bond to other taxpayers who can fully utilize the credit. The credit is allowed to the
taxpayer who holds the bond on the credit allowance date regardless of how recently the taxpayer acquired the bond. This
is similar to taxable bonds with interest payments where the interest payment is made to the holder on the interest
payment date.



