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January 1, 1963. See § 1.61–5 for the tax 
treatment by patrons of such distribu-
tions or allocations. 

[T.D. 6643, 28 FR 3157, Apr. 2, 1963, as amend-
ed by T.D. 7728, 45 FR 72650, Nov. 3, 1980] 

DEFINITIONS; SPECIAL RULES 

§ 1.1388–1 Definitions and special 
rules. 

(a) Patronage dividend—(1) In general. 
The term patronage dividend means an 
amount paid to a patron by a coopera-
tive organization subject to the provi-
sions of part I, subchapter T, chapter 1 
of the Code, which is paid: 

(i) On the basis of quantity or value 
of business done with or for such pa-
tron, 

(ii) Under a valid enforceable written 
obligation of such organization to the 
patron to pay such amount, which obli-
gation existed before the cooperative 
organization received the amount so 
paid, and 

(iii) Which is determined by reference 
to the net earnings of the cooperative 
organization from business done with 
or for its patrons. 

For the purpose of subdivision (ii) of 
this subparagraph, amounts paid by a 
cooperative organization are paid 
under a valid enforceable written obli-
gation if such payments are required 
by State law or are paid pursuant to 
provisions of the bylaws, articles of in-
corporation, or other written contract, 
whereby the organization is obligated 
to make such payment. The term net 
earnings, for purposes of subdivision 
(iii) of this subparagraph, includes the 
excess of amounts retained (or as-
sessed) by the organization to cover ex-
penses or other items over the amount 
of such expenses or other items. For 
purposes of such subdivision (iii), net 
earnings shall not be reduced by any 
taxes imposed by subtitle A of the 
Code, but shall be reduced by dividends 
paid on capital stock or other propri-
etary capital interests. 

(2) Exceptions. The term patronage 
dividend does not include the following: 

(i) An amount paid to a patron by a 
cooperative organization to the extent 
that such amount is paid out of earn-
ings not derived from business done 
with or for patrons. 

(ii) An amount paid to a patron by a 
cooperative organization to the extent 
that such amount is paid out of earn-
ings from business done with or for 
other patrons to whom no amounts are 
paid, or to whom smaller amounts are 
paid, with respect to substantially 
identical transactions. Thus, if a coop-
erative organization does not pay any 
patronage dividends to nonmembers, 
any portion of the amounts paid to 
members which is out of net earnings 
from patronage with nonmembers, and 
which would have been paid to the non-
members if all patrons were treated 
alike, is not a patronage dividend. 

(iii) An amount paid to a patron by a 
cooperative organization to the extent 
that such amount is paid in redemption 
of capital stock, or in redemption or 
satisfaction of certificates of indebted-
ness, revolving fund certificates, retain 
certificates, letters of advice, or other 
similar documents, even if such docu-
ments were originally paid as patron-
age dividends. 

(iv) An amount paid to a patron by a 
cooperative organization to the extent 
that such amount is fixed without ref-
erence to the net earnings of the coop-
erative organization from business 
done with or for its patrons. 

(3) Examples. The application of sub-
paragraphs (1) and (2) of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. (i) Cooperative A, a marketing 
association operating on a pooling basis, re-
ceives the products of patron W on January 
5, 1964. On the same day cooperative A ad-
vances to W 45 cents per unit for the prod-
ucts so delivered and allocates to him a re-
tain certificate having a face value calculated 
at the rate of 5 cents per unit. During the op-
eration of the pool, and before substantially 
all the products in the pool are disposed of, 
cooperative A advances to W an additional 40 
cents per unit, the amount being determined 
by reference to the market price of the prod-
ucts sold and the anticipated price of the 
unsold products. At the close of the pool on 
November 10, 1964, cooperative A determines 
the excess of its receipts over the sum of its 
expenses and its previous advances to pa-
trons, and allocates to W an additional 3 
cents per unit and shares of the capital stock 
of A having an aggregate stated dollar 
amount calculated at the rate of 2 cents per 
unit. Under the provisions of section 1382(e), 
W’s patronage is deemed to occur in 1964, the 
year in which the pool is closed. 
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(ii) The patronage dividend paid to W dur-
ing 1964 amounts to 5 cents per unit, con-
sisting of the aggregate of the following per- 
unit allocations: The amount of the cash dis-
tribution (3 cents), and the stated dollar 
amount of the capital stock of A (2 cents), 
which are fixed with reference to the net 
earnings of A. The amount of the two dis-
tributions in cash (85 cents) and the face 
amount of the retain certificate (5 cents), 
which are fixed without reference to the net 
earnings of A, do not constitute patronage 
dividends. 

Example 2. Cooperative B, a marketing as-
sociation operating on a pooling basis, re-
ceives the products of patron X on March 5, 
1964. On the same day cooperative B pays to 
X $1.00 per unit for such products, this 
amount being determined by reference to the 
market price of the product when received, 
and issues to him a participation certificate 
having no face value but which entitles X on 
the close of the pool to the proceeds derived 
from the sale of his products less the pre-
vious payment of $1.00 and the expenses and 
other charges attributable to such products. 
On March 5, 1967, cooperative B, having sold 
the products in the pool, having deducted the 
previous payments for such products, and 
having determined the expenses and other 
charges of the pool pays to X, in cash, 10 
cents per unit pursuant to the participation 
certificate. Under the provisions of section 
1382(e), X’s patronage is deemed to occur in 
1967, the year in which the pool is closed. The 
payment made to X during 1967, amounting 
to 10 cents per unit, is a patronage dividend. 
Neither the payment to X in 1964 of $1.00 nor 
the issuance to him of the participation cer-
tificate in that year constitutes a patronage 
dividend. 

Example 3. Cooperative C, a purchasing as-
sociation, obtains supplies for patron Y on 
May 1, 1964, and receives in return therefor 
$100. On February 1, 1965, cooperative C, hav-
ing determined the excess of its receipts over 
its costs and expenses, pays to Y a cash dis-
tribution of $1.00 and a revolving fund cer-
tificate with a stated dollar amount of $1.00. 
The amount of patronage dividend paid to Y 
in 1965 is $2.00, the aggregate of the cash dis-
tribution ($1.00) and the stated dollar 
amount of the revolving fund certificate 
($1.00). 

Example 4. Cooperative D, a service associa-
tion, sells the products of members on a fee 
basis. It receives the products of patron Z 
under an agreement not to pool his products 
with those of other members, to sell his 
products, and to deliver to him the proceeds 
of the sale. Patron Z makes payments to co-
operative D during 1964 aggregating $75 for 
service rendered him by cooperative D dur-
ing that year. On May 15, 1965, cooperative D, 
having determined the excess of its receipts 
over its costs and expenses, pays to Z a cash 
distribution of $2.00. Such amount is a pa-

tronage dividend paid by cooperative D dur-
ing 1965. 

(b) Written notice of allocation. The 
term written notice of allocation means 
any capital stock, revolving fund cer-
tificate, retain certificate, certificate 
of indebtedness, letter of advice, or 
other written notice, which discloses to 
the patron the stated dollar amount al-
located to him on the books of the co-
operative organization, and the portion 
thereof, if any, which constitutes a pa-
tronage dividend. Thus, a mere credit 
to the account of a patron on the books 
of the organization without disclosure 
to the patron, is not a written notice of 
allocation. A written notice of alloca-
tion may disclose to the patron the 
amount of the allocation which con-
stitutes a patronage dividend either as 
a dollar amount or as a percentage of 
the stated dollar amount of the written 
notice of allocation. 

(c) Qualified written notice of alloca-
tion—(1) In general. The term qualified 
written notice of allocation means a writ-
ten notice of allocation: 

(i) Which meets the requirements of 
subparagraphs (2) or (3) of this para-
graph, and 

(ii) Which is paid as part of a patron-
age dividend, or as part of a payment 
by a cooperative association organized 
and operated in compliance with the 
provisions of section 521 and § 1.521–1 to 
patrons on a patronage basis with re-
spect to earnings derived from business 
done with or for the United States or 
any of its agencies or from sources 
other than patronage, that also in-
cludes a payment in money or by quali-
fied check equal to at least 20 percent 
of such patronage dividend or such pay-
ment. 
In determining, for purposes of subdivi-
sion (ii) of this subparagraph, whether 
20 percent of a patronage dividend or a 
payment with respect to nonpatronage 
earnings is paid in money or by quali-
fied check, any portion of such divi-
dend or payment which is paid in non-
qualified written notices of allocation 
may be disregarded. Thus, if a coopera-
tive pays a patronage dividend of $100 
in the form of a nonqualified written 
notice of allocation with a stated dol-
lar amount of $50, a written notice of 
allocation with a stated dollar amount 
of $40, and money in the amount of $10, 
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the written notice of allocation with a 
stated dollar amount of $40 will con-
stitute a qualified written notice of al-
location if it meets the requirements of 
subparagraph (2) or (3) of this para-
graph. A payment in money, as that 
term is used in subdivision (ii) of this 
subparagraph, includes a payment by a 
check drawn on a bank but does not in-
clude a credit against amounts owed by 
the patron to the cooperative organiza-
tion, a credit against the purchase 
price of a share of stock or of a mem-
bership in such organization, nor does 
it include a payment by means of a 
document redeemable by such organi-
zation for money. 

(2) Written notice of allocation redeem-
able in cash. The term qualified written 
notice of allocation includes a written 
notice of allocation which meets the 
requirement of subparagraph (1)(ii) of 
this paragraph and which may be re-
deemed in cash at its stated dollar 
amount at any time within a period be-
ginning on the date such written notice 
of allocation is paid and ending not 
earlier than 90 days from such date, 
but only if the distributee receives 
written notice of the right of redemp-
tion at the time he receives such writ-
ten notice of allocation. The written 
notice of the right of redemption re-
ferred to in the preceding sentence 
shall be given separately to each pa-
tron. Thus, a written notice of the 
right of redemption which is published 
in a newspaper or posted at the co-
operative’s place of business would not 
be sufficient to qualify a written notice 
of allocation which is otherwise de-
scribed in this subparagraph. 

(3) Consent of patron. The term quali-
fied written notice of allocation also in-
cludes written notice of allocation 
which meets the requirement of sub-
paragraph (1)(ii) of this paragraph and 
which the distributee has consented, in 
a manner provided in this subpara-
graph, to take into account at its stat-
ed dollar amount as provided in section 
1385 and § 1.1385–1. 

(i) Consent in writing. A distributee 
may consent to take the stated dollar 
amount of written notices of allocation 
into account under section 1385 by 
signing and furnishing a written con-
sent to the cooperative organization. 
No special form is required for the 

written consent so long as the docu-
ment on which it is made clearly dis-
closes the terms of the consent. Thus, 
the written consent may be made on a 
signed invoice, sales slip, delivery tick-
et, marketing agreement, or other doc-
ument, on which appears the appro-
priate consent. Unless the written con-
sent specifically provides to the con-
trary, it shall be effective with respect 
to all patronage occurring during the 
taxable year of the cooperative organi-
zation in which such consent is re-
ceived by such organization and, unless 
revoked under section 1388(c)(3)(B), for 
all subsequent taxable years. Section 
1388(c)(3)(B)(i) provides that a written 
consent may be revoked by the patron 
at any time. Thus, any written consent 
which is, by its terms, irrevocable is 
not a consent that would qualify a 
written notice of allocation. A revoca-
tion, to be effective, must be in writ-
ing, signed by the patron, and fur-
nished to the cooperative organization. 
Such a revocation shall be effective 
only with respect to patronage occur-
ring after the close of the taxable year 
of the cooperative organization during 
which the revocation is filed with it. In 
the case of a pooling arrangement de-
scribed in section 1382(e) and § 1.1382–5, 
a written consent which is made at any 
time before the close of the taxable 
year of the cooperative organization 
during which the pool closes shall be 
effective with respect to all patronage 
under that pool. In addition, any subse-
quent revocation of such consent by 
the patron will not be effective for that 
pool or any other pool with respect to 
which he has been a patron before such 
revocation. 

(ii) Consent by membership. (a) A dis-
tributee may consent to take the stat-
ed dollar amount of written notices of 
allocation into account under section 
1385 by obtaining or retaining member-
ship in the cooperative organization 
after such organization has adopted a 
valid bylaw providing that membership 
in such cooperative organization con-
stitutes such consent, but such consent 
shall take effect only after the dis-
tributee has received a written notifi-
cation of the adoption of the bylaw 
provision and a copy of such bylaw. 
The bylaw must have been adopted by 
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the cooperative organization after Oc-
tober 16, 1962, and must contain a clear 
statement that membership in the co-
operative organization constitutes the 
prescribed consent. The written notifi-
cation from the cooperative organiza-
tion must inform the patron that this 
bylaw has been adopted and of its sig-
nificance. The notification and copy of 
the bylaw shall be given separately to 
each member (or prospective member); 
thus, a written notice and copy of the 
bylaw which are published in a news-
paper or posted at the cooperative’s 
place of business are not sufficient to 
qualify a written notice of allocation 
under this subdivision. A member (or 
prospective member) is presumed to 
have received the notification and copy 
of the bylaw if they were sent to his 
last known address by ordinary mail. A 
prospective member must receive the 
notification and copy of the bylaw be-
fore he becomes a member of the orga-
nization in order to have his member-
ship in the organization constitute 
consent. A consent made in the manner 
described in this subdivision shall be 
effective only with respect to patron-
age occurring after the patron has re-
ceived a copy of the bylaw and the pre-
requisite notice and while he is a mem-
ber of the organization. Thus, any such 
consent shall not be effective with re-
spect to any patronage occurring after 
the patron ceases to be a member of 
the cooperative organization or after 
the bylaw provision is repealed by such 
organization. In the case of a pooling 
arrangement described in section 
1382(e) and § 1.1382–5, a consent made 
under this subdivision will be effective 
only with respect to the patron’s ac-
tual patronage occurring after he re-
ceives the notification and copy of the 
bylaw and while he is a member of the 
cooperative organization. Thus such a 
consent shall not be effective with re-
spect to any patronage under a pool 
after the patron ceases to be a member 
of the cooperative organization or after 
the bylaw provisions is repealed by the 
organization. 

(b) The following is an example of a 
bylaw provision which would meet the 
requirements prescribed in (a) of this 
subdivision. 

Example: Each person who hereafter applies 
for and is accepted to membership in this co-

operative and each member of this coopera-
tive on the effective date of this bylaw who 
continues as a member after such date shall, 
by such act alone, consent that the amount 
of any distributions with respect to his pa-
tronage occurring after lllll, which are 
made in written notices of allocation (as de-
fined in 26 U.S.C. 1388) and which are re-
ceived by him from the cooperative, will be 
taken into account by him at their stated 
dollar amounts in the manner provided in 26 
U.S.C. 1385(a) in the taxable year in which 
such written notices of allocation are re-
ceived by him. 

(c) For purposes of this subdivision 
the term member means a person who is 
entitled to participate in the manage-
ment of the cooperative organization. 

(iii) Consent by qualified check. (a) A 
distributee may consent to take the 
stated dollar amount of a written no-
tice of allocation into account under 
section 1385 by endorsing and cashing a 
qualified check which is paid as a part 
of the same patronage dividend or pay-
ment described in subparagraph (1)(ii) 
of this paragraph of which the written 
notice of allocation is also a part. In 
order to constitute an effective consent 
under this subdivision, however, the 
qualified check must be endorsed and 
cashed by the payee on or before the 
ninetieth day after the close of the 
payment period for the taxable year of 
the cooperative organization with re-
spect to which the patronage dividend 
or payment is paid (or on or before 
such earlier day as may be prescribed 
by the cooperative organization). The 
endorsing and cashing of a qualified 
check shall be considered a consent 
only with respect to written notices of 
allocation which are part of the same 
patronage dividend or payment as the 
qualified check and for which a consent 
under subdivision (i) or (ii) of this sub-
paragraph is not in effect. A qualified 
check is presumed to be endorsed and 
cashed within the 90-day period if the 
earliest bank endorsement which ap-
pears thereon bears a date no later 
than 3 days after the end of such 90-day 
period (excluding Saturdays, Sundays, 
and legal holidays). 

(b) The term qualified check means a 
check, or other instrument redeemable 
in money, which is paid as a part of a 
patronage dividend or payment de-
scribed in subparagraph (1)(ii) of this 
paragraph, on which there is clearly 
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imprinted a statement that the en-
dorsement and cashing of the check or 
other instrument constitutes the con-
sent of the payee to take into account, 
as provided in the Federal income tax 
laws, the stated dollar amount of any 
written notices of allocation which are 
paid as a part of the patronage divi-
dend or payment of which such check 
or other instrument is also a part. A 
qualified check need not be in the form 
of an ordinary check which is payable 
through the banking system. It may, 
for example, be in the form of an in-
strument which is redeemable in 
money by the cooperative organiza-
tion. The term qualified check does not 
include a check or other instrument 
paid as part of a patronage dividend or 
payment with respect to which a con-
sent under subdivision (i) or (ii) of this 
subparagraph is in effect. In addition, 
the term qualified check does not in-
clude a check or other instrument 
which is paid as part of a patronage 
dividend or payment, if such patronage 
dividend or payment does not also in-
clude a written notice of allocation 
(other than a written notice of alloca-
tion that may be redeemed in cash at 
its stated dollar amount which meets 
the requirements of section 
1388(c)(1)(A) and subparagraph (2) of 
this paragraph). Thus, a check which is 
paid as part of a patronage dividend is 
not a qualified check (even though it 
has the required statement imprinted 
on it) if the remaining portion of such 
patronage dividend is paid in cash or if 
the only written notices of allocation 
included in the payment are qualified 
under section 1388(c)(1)(A) and subpara-
graph (2) of this paragraph (relating to 
certain written notices of allocation 
which are redeemable by the patron 
within a period of at least 90 days). 

(c) The provisions of this subdivision 
may be illustrated by the following ex-
ample. 

Example: (1) The A Cooperative is a cooper-
ative organization filing its income tax re-
turns on a calendar year basis. None of its 
patrons have consented in the manner pre-
scribed in section 1388(c)(2) (A) or (B). On Au-
gust 1, 1964, the A Cooperative pays patron-
age dividends to its patrons with respect to 
their 1963 patronage, and the payment to 
each such patron is partly by a qualified 
check and partly in the form of a written no-
tice of allocation which is not redeemable 

for cash. Each patron who endorses and 
cashes his qualified check on or before De-
cember 14, 1964 (the ninetieth day following 
the close of the 1963 payment period) shall be 
considered to have consented with respect to 
the accompanying written notice of alloca-
tion and the amount of such check is treated 
as a patronage dividend paid in money on 
August 1, 1964. 

(2) As to any patron who has not endorsed 
and cashed his qualified check by December 
14, 1964, there is no consent and both the 
written notice of allocation and the qualified 
check constitute nonqualified written no-
tices of allocation within the meaning of sec-
tion 1388(d) and paragraph (d) of this section. 
If such a patron then cashes his check on 
January 2, 1965, he shall treat the amount re-
ceived as an amount received on January 2, 
1965, in redemption of a nonqualified written 
notice of allocation. Likewise, the coopera-
tive shall treat the amount of the check as 
an amount paid on January 2, 1965, in re-
demption of a nonqualified written notice of 
allocation. 

(d) Nonqualified written notice of allo-
cation. The term nonqualified written 
notice of allocation means a written no-
tice of allocation which is not a quali-
fied written notice of allocation de-
scribed in section 1388(c) and paragraph 
(c) of this section, or a qualified check 
which is not cashed on or before the 
ninetieth day after the close of the 
payment period for the taxable year of 
the cooperative organization for which 
the payment of which it is a part is 
paid. 

(e) Patron. The term patron includes 
any person with whom or for whom the 
cooperative association does business 
on a cooperative basis, whether a mem-
ber or a nonmember of the cooperative 
association, and whether an individual, 
a trust, estate, partnership, company, 
corporation, or cooperative associa-
tion. 

[T.D. 6643, 28 FR 3160, Apr. 2, 1963] 
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[T.D. 8673, 61 FR 27259, May 31, 1996] 

§ 1.1394–1 Enterprise zone facility 
bonds. 

(a) Scope. This section contains rules 
relating to tax-exempt bonds under 
section 1394 (enterprise zone facility 
bonds) to provide enterprise zone facili-
ties in both empowerment zones and 
enterprise communities (zones). See 
sections 1394, 1397B, and 1397C for other 
rules and definitions. 

(b) Period of compliance—(1) In gen-
eral. Except as provided in paragraphs 
(b)(2) and (c) of this section, the re-
quirements under sections 1394 (a) and 
(b) applicable to enterprise zone facil-
ity bonds must be complied with 

throughout the greater of the fol-
lowing— 

(i) The remainder of the period dur-
ing which the zone designation is in ef-
fect under section 1391 (zone designa-
tion period); and 

(ii) The period that ends on the 
weighted average maturity date of the 
enterprise zone facility bonds. 

(2) Compliance after an issue is retired. 
Except as provided in paragraph (c)(3) 
of this section, the requirements appli-
cable to enterprise zone facility bonds 
do not apply to an issue after the date 
on which no enterprise zone facility 
bonds of the issue are outstanding. 

(3) Deemed compliance—(i) General 
rule. An issue is deemed to comply with 
the requirements of sections 1394 (a) 
and (b) if— 

(A) The issuer and the principal user 
in good faith attempt to meet the re-
quirements of sections 1394 (a) and (b) 
throughout the period of compliance 
required under this section; and 

(B) Any failure to meet these require-
ments is corrected within a one-year 
period after the failure is first discov-
ered. 

(ii) Exception. The provisions of para-
graph (b)(3)(i) of this section do not 
apply to the requirements of section 
1397B(d)(5)(A) (relating to certain pro-
hibited business activities). 

(iii) Good faith. In order to satisfy the 
good faith requirement of paragraph 
(b)(3)(i)(A) of this section, the principal 
user must at least annually dem-
onstrate to the issuer the principal 
user’s monitoring of compliance with 
the requirements of sections 1394 (a) 
and (b). 

(c) Special rules for requirements of sec-
tions 1397B and 1397C—(1) Start of com-
pliance period. Except as provided in 
paragraph (c)(2) of this section, the re-
quirements of sections 1397B (relating 
to qualification as an enterprise zone 
business) and 1397C (relating to satis-
faction of the rules for qualified zone 
property) do not apply prior to the ini-
tial testing date (as defined in paragraph 
(c)(4) of this section) if— 

(i) The issuer and the principal user 
reasonably expect on the issue date of 
the enterprise zone facility bonds that 
those requirements will be met by the 
principal user on or before the initial 
testing date; and 
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(ii) The issuer and the principal user 
exercise due diligence to meet those re-
quirements prior to the initial testing 
date. 

(2) Compliance period for certain pro-
hibited activities. The requirements of 
section 1397B(d)(5)(A) (relating to cer-
tain prohibited business activities) 
must be complied with throughout the 
term of the enterprise zone facility 
bonds. 

(3) Minimum compliance period. The re-
quirements of sections 1397B (b) or (c) 
and 1397C must be satisfied for a con-
tinuous period of at least three years 
after the initial testing date, notwith-
standing that— 

(i) The period of compliance required 
under paragraph (b)(1) of this section 
expires before the end of the three-year 
period; or 

(ii) The enterprise zone facility bonds 
are retired before the end of the three- 
year period. 

(4) Initial testing date—(i) In general. 
Except as otherwise provided in para-
graph (c)(4)(ii) of this section, the ini-
tial testing date is the date that is 18 
months after the later of the issue date 
of the enterprise zone facility bonds or 
the date on which the financed prop-
erty is placed in service; provided, how-
ever, it is not later than— 

(A) Three years after the issue date; 
or 

(B) Five years after the issue date, if 
the issue finances a construction 
project for which both the issuer and a 
licensed architect or engineer certify 
on or before the issue date of the enter-
prise zone facility bonds that more 
than three years after the issue date is 
necessary to complete construction of 
the project. 

(ii) Alternative initial testing date. If 
the issuer identifies as the initial test-
ing date a date after the issue date of 
the enterprise zone facility bonds and 
prior to the initial testing date that 
would have been determined under 
paragraph (c)(4)(i) of this section, that 
earlier date is treated as the initial 
testing date. 

(d) Testing on an average basis. Com-
pliance with each of the requirements 
of section 1397B (b) or (c) is tested each 
taxable year. Compliance with any of 
the requirements may be tested on an 
average basis, taking into account up 

to four immediately preceding taxable 
years plus the current taxable year. 
The earliest taxable year that may be 
taken into account for purposes of the 
preceding sentence is the taxable year 
that includes the initial testing date. A 
taxable year is disregarded if the part 
of the taxable year that falls in a re-
quired compliance period does not ex-
ceed 90 days. 

(e) Resident employee requirements—(1) 
Determination of employee status. For 
purposes of the requirement of section 
1397B (b)(6) or (c)(5) that at least 35 per-
cent of the employees are residents of 
the zone, the issuer and the principal 
user may rely on a certification, signed 
under penalties of perjury by the em-
ployee, provided— 

(i) The certification provides to the 
principal user the address of the em-
ployee’s principal residence; 

(ii) The employee is required by the 
certification to notify the principal 
user of a change of the employee’s prin-
cipal residence; and 

(iii) Neither the issuer nor the prin-
cipal user has actual knowledge that 
the principal residence set forth in the 
certification is not the employee’s 
principal residence. 

(2) Employee treated as zone resident. If 
an issue fails to comply with the re-
quirement of section 1397B (b)(6) or 
(c)(5) because an employee who ini-
tially resided in the zone moves out of 
the zone, that employee is treated as 
still residing in the zone if— 

(i) That employee was a bona fide 
resident of the zone at the time of the 
certification described in paragraph 
(e)(1) of this section; 

(ii) That employee continues to per-
form services for the principal user in 
an enterprise zone business and sub-
stantially all of those services are per-
formed in the zone; and 

(iii) A resident of the zone meeting 
the requirements of section 1397B (b)(5) 
or (c)(4) is hired by the principal user 
for the next available comparable (or 
lesser) position. 

(3) Resident employee percentage. For 
purposes of meeting the requirement of 
section 1397B (b)(6) or (c)(5) that at 
least 35 percent of the employees of an 
enterprise zone business are residents 
of a zone, paragraphs (e)(3) (i) and (ii) 
of this section apply. 
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(i) The term employee includes a self- 
employed individual within the mean-
ing of section 401(c)(1). 

(ii) The resident employee percentage 
is determined on any reasonable basis 
consistently applied throughout the pe-
riod of compliance required under this 
section. The per-employee fraction (as 
defined in paragraph (e)(3)(ii)(A) of this 
section) or the employee actual work 
hour fraction (as defined in paragraph 
(e)(3)(ii)(B) of this section) are both 
reasonable methods. 

(A) The term per-employee fraction 
means the fraction, the numerator of 
which is, during the taxable year, the 
number of employees who work at least 
15 hours a week for the principal user, 
who reside in the zone, and who are 
employed for at least 90 days, and the 
denominator of which is, during the 
same taxable year, the aggregate num-
ber of all employees who work at least 
15 hours a week for the principal user 
and who are employed for at least 90 
days. 

(B) The term employee actual work 
hour fraction means the fraction, the 
numerator of which is the aggregate 
total actual hours of work for the prin-
cipal user of employees who reside in 
the zone during a taxable year, and the 
denominator of which is the aggregate 
total actual hours of work for the prin-
cipal user of all employees during the 
same taxable year. 

(f) Application to pooled financing bond 
and loan recycling programs. In the case 
of a pooled financing bond program de-
scribed in paragraph (g)(2) of this sec-
tion or a loan recycling program de-
scribed in paragraph (m)(2)(ii) of this 
section, the requirements of para-
graphs (b) through (e) of this section 
apply on a loan-by-loan basis. See also 
paragraphs (g)(2) (relating to limita-
tion on amount of bonds), (m)(2) (relat-
ing to maturity limitations), (m)(3) (re-
lating to volume cap), and (m)(4) (re-
lating to remedial actions) of this sec-
tion. 

(g) Limitation on amount of bonds—(1) 
Determination of outstanding amount. 
Whether an issue satisfies the require-
ments of section 1394(c) (relating to the 
$3 million and $20 million aggregate 
limitations on the amount of out-
standing enterprise zone facility bonds) 
is determined as of the issue date of 

that issue, based on the issue price of 
that issue and the adjusted issue price 
of outstanding enterprise zone facility 
bonds. Amounts of outstanding enter-
prise zone facility bonds allocable to 
any entity are determined under rules 
contained in section 144(a)(10)(C) and 
the underlying regulations. Thus, the 
definition of principal user for purposes 
of section 1394(c) is different from the 
definition of principal user for purposes 
of paragraph (j) of this section. 

(2) Pooled financing bond programs—(i) 
In general. The limitations of section 
1394(c) for an issue for a pooled financ-
ing bond program are determined with 
regard to the amount of the actual 
loans to enterprise zone businesses 
rather than the amount lent to inter-
mediary lenders as defined in paragraph 
(g)(2)(ii) of this section. This paragraph 
(g)(2) applies only to the extent the 
proceeds of those enterprise zone facil-
ity bonds are loaned to one or more en-
terprise zone businesses within 42 
months of the issue date of the enter-
prise zone facility bonds or are used to 
redeem enterprise zone facility bonds 
of the issue within that 42-month pe-
riod. 

(ii) Pooled financing bond program de-
fined. For purposes of this section, a 
pooled financing bond program is a pro-
gram in which the issuer of enterprise 
zone facility bonds, in order to provide 
loans to enterprise zone businesses, 
lends the proceeds of the enterprise 
zone facility bonds to a bank or similar 
intermediary (intermediary lender) 
which must then relend the proceeds to 
two or more enterprise zone businesses. 

(h) Original use requirement for pur-
poses of qualified zone property. In gen-
eral, for purposes of section 
1397C(a)(1)(B), the term original use 
means the first use to which the prop-
erty is put within the zone. For pur-
poses of section 1394, if property is va-
cant for at least a one-year period in-
cluding the date of zone designation, 
use prior to that period is disregarded 
for purposes of determining original 
use. For this purpose, de minimis inci-
dental uses of property, such as renting 
the side of a building for a billboard, 
are disregarded. 

(i) Land. The determination of 
whether land is functionally related 
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and subordinate to qualified zone prop-
erty is made in a manner consistent 
with the rules for exempt facilities 
under section 142. 

(j) Principal user—(1) In general. Ex-
cept as provided in paragraph (j)(2) of 
this section, the term principal user 
means the owner of financed property. 

(2) Rental of real property—(i) A lessee 
as the principal user. If an owner of real 
property financed with enterprise zone 
facility bonds is not an enterprise zone 
business within the meaning of section 
1397B, but the rental of the property is 
a qualified business within the mean-
ing of section 1397B(d)(2), the term 
principal user for purposes of sections 
1394 (b) and (e) means the lessee or les-
sees. 

(ii) Allocation of enterprise zone facility 
bonds. If a lessee is the principal user of 
real property under paragraph (j)(2)(i) 
of this section, then proceeds of enter-
prise zone facility bonds may be allo-
cated to expenditures for real property 
only to the extent of the property allo-
cable to the lessee’s leased space, in-
cluding expenditures for common 
areas. 

(3) Pooled financing bond program. An 
intermediary lender in a pooled financ-
ing bond program described in para-
graph (g)(2) of this section is not treat-
ed as the principal user. 

(k) Treatment as separately incor-
porated business. For purposes of sec-
tion 1394(b)(3)(B), a trade or business 
may be treated as separately incor-
porated if allocations of income and ac-
tivities attributable to the business 
conducted within the zone are made 
using a reasonable allocation method 
and if that trade or business has evi-
dence of those allocations sufficient to 
establish compliance with the require-
ments of paragraphs (b) through (f) of 
this section. Whether an allocation 
method is reasonable will depend upon 
the facts and circumstances. An alloca-
tion method will not be considered to 
be reasonable unless the allocation 
method is applied consistently by the 
trade or business and is consistent with 
the purposes of section 1394. 

(l) Substantially all. For purposes of 
sections 1397B and 1397C(a), the term 
substantially all means 85 percent. 

(m) Application of sections 142 and 146 
through 150—(1) In general. Except as 

provided in this paragraph (m), enter-
prise zone facility bonds are treated as 
exempt facility bonds that are de-
scribed in section 142(a), and all regula-
tions generally applicable to exempt 
facility bonds apply to enterprise zone 
facility bonds. For this purpose, enter-
prise zone businesses are treated as 
meeting the public use requirement. 
Sections 147(c)(1)(A) (relating to limi-
tations on financing the acquisition of 
land), 147(d) (relating to financing the 
acquisition of existing property), and 
142(b)(2) (relating to limitations on fi-
nancing office space) do not apply to 
enterprise zone facility bonds. See also 
paragraph (n)(4) of this section. 

(2) Maturity limitation—(i) Require-
ments. An issue of enterprise zone facil-
ity bonds, the proceeds of which are to 
be used as part of a loan recycling pro-
gram, satisfies the requirements of sec-
tion 147(b) if— 

(A) Each loan satisfies the require-
ments of section 147(b) (determined by 
treating each separate loan as a sepa-
rate issue); and 

(B) The term of the issue does not ex-
ceed 30 years. 

(ii) Loan recycling program defined. A 
loan recycling program is a program in 
which— 

(A) The issuer reasonably expects as 
of the issue date of the enterprise zone 
facility bonds that loan repayments 
from principal users will be used to 
make additional loans during the zone 
designation period; 

(B) Repayments of principal on loans 
(including prepayments) received dur-
ing the zone designation period are 
used within six months of the date of 
receipt either to make new loans to en-
terprise zone businesses or to redeem 
enterprise zone facility bonds that are 
part of the issue; and 

(C) Repayments of principal on loans 
(including prepayments) received after 
the zone designation period are used to 
redeem enterprise zone facility bonds 
that are part of the issue within six 
months of the date of receipt. 

(3) Volume cap. For purposes of apply-
ing section 146(f)(5)(A) (relating to elec-
tive carryforward of unused volume 
limitation), issuing enterprise zone fa-
cility bonds is a carryforward purpose. 
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(4) Remedial actions. In the case of a 
pooled financing bond program de-
scribed in paragraph (g)(2) of this sec-
tion or a loan recycling program de-
scribed in paragraph (m)(2)(ii) of this 
section, if a loan fails to meet the re-
quirements of paragraphs (b) through 
(f) of this section, within six months of 
noncompliance (after taking into ac-
count the deemed compliance provi-
sions of paragraph (b)(3) of this section, 
if applicable), an amount equal to the 
outstanding loan principal must be pre-
paid and the issuer must— 

(i) Reloan the amount of the prepay-
ment; or 

(ii) Use the prepayment to redeem an 
amount of outstanding enterprise zone 
facility bonds equal to the outstanding 
principal amount of the loan that no 
longer meets those requirements. 

(n) Continuing compliance and change 
of use penalties—(1) In general. The pen-
alty provisions of section 1394(e) apply 
throughout the period of compliance 
required under paragraph (b)(1) of this 
section. 

(2) Coordination with deemed compli-
ance provisions. Section 1394(e)(2) does 
not apply during any period during 
which the issue is deemed to comply 
with the requirements of section 1394 
under the deemed compliance provi-
sions of paragraph (b)(3) of this section. 

(3) Application to pooled financing bond 
and loan recycling programs. In the case 
of a pooled financing bond program de-
scribed in paragraph (g)(2) of this sec-
tion or a loan recycling program de-
scribed in paragraph (m)(2)(ii) of this 
section, section 1394(e) applies on a 
loan-by-loan basis. 

(4) Section 150(b)(4) inapplicable. Sec-
tion 150(b)(4) does not apply to enter-
prise zone facility bonds. 

(o) Refunding bonds—(1) In general. An 
issue of bonds issued after the zone des-
ignation period to refund enterprise 
zone facility bonds (other than in an 
advance refunding) are treated as en-
terprise zone facility bonds if the re-
funding issue and the prior issue, if 
treated as a single combined issue, 
would meet all of the requirements for 
enterprise zone facility bonds, except 
the requirements in section 1394(c). For 
example, the compliance period de-
scribed in paragraph (b)(1) of this sec-
tion is calculated taking into account 

any extension of the weighted average 
maturity of the refunding issue com-
pared to the remaining weighted aver-
age maturity of the prior issue. The 
proceeds of the refunding issue are al-
located to the same expenditures and 
purpose investments as the prior issue. 

(2) Maturity limitation. The maturity 
limitation of section 147(b) is applied 
to a refunding issue by taking into ac-
count the issuer’s reasonable expecta-
tions about the economic life of the fi-
nanced property as of the issue date of 
the prior issue and the actual weighted 
average maturity of the combined re-
funding issue and prior issue. 

(p) Examples. The following examples 
illustrate paragraphs (a) through (o) of 
this section: 

Example 1. Averaging of enterprise zone busi-
ness requirements. City C issues enterprise 
zone facility bonds, the proceeds of which are 
loaned by C to Corporation B to finance the 
acquisition of equipment for its existing 
business located in a zone. On the issue date 
of the enterprise zone facility bonds, B meets 
all of the requirements of section 1397B(b), 
except that only 25% of B’s employees reside 
in the zone. C and B reasonably expect on 
the issue date to meet all requirements of 
section 1397B(b) by the date that is 18 
months after the equipment is placed in 
service (the initial testing date). In each of 
the first, second, and third taxable years 
after the initial testing date, 35%, 40% and 
45%, respectively, of B’s employees are zone 
residents. In the fourth year after the test-
ing date, only 25% of B’s employees are zone 
residents. B continues to meet the 35% resi-
dent employee requirement, because the av-
erage of zone resident employees for those 
four taxable years is approximately 36%. The 
percentage of zone residents employed by B 
before the initial testing date is not included 
in determining whether B continues to com-
ply with the 35% resident employee require-
ment. 

Example 2. Measurement of resident employee 
percentage. Authority D issues enterprise 
zone facility bonds, the proceeds of which are 
loaned to Sole Proprietor F to establish an 
accounting business in a zone. In the first 
year after the initial testing date, the staff 
working for F includes F, who works 40 hours 
per week and does not live in the zone, one 
employee who resides in the zone and works 
40 hours per week, one employee who does 
not reside in the zone and works 20 hours per 
week, and one employee who does not reside 
in the zone and works 10 hours per week. F 
meets the 35% resident employee test by cal-
culating the percentage on the basis of em-
ployee actual work hours as described in 
paragraph (e)(3)(ii)(B) of this section. If F 
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uses the per-employee basis as described in 
paragraph (e)(3)(ii)(A) of this section to de-
termine if the resident employee test is met, 
the percentage of employees who are zone 
residents on a per-employee basis is only 33% 
because F must exclude from the numerator 
and the denominator the employee who 
works only 10 hours per week. If F calculates 
the resident employee test as a percentage of 
employee actual work hours as described in 
paragraph (e)(3)(ii)(B) of this section in the 
first year, F must calculate the resident em-
ployee test as a percentage of employee ac-
tual work hours each year. 

Example 3. Active conduct of business within 
the zone. State G issues enterprise zone facil-
ity bonds and loans the proceeds to Corpora-
tion H to finance the acquisition of equip-
ment for H’s mail order clothing business, 
which is located in a zone. H purchases the 
supplies for its clothing business from sup-
pliers located both within and outside of the 
zone and expects that orders will be received 
both from customers who will reside or work 
within the zone and from others outside the 
zone. All orders are received and filled at, 
and are shipped from, H’s clothing business 
located in the zone. H meets the requirement 
that at least 80% of its gross income is de-
rived from the active conduct of business 
within the zone. 

Example 4. Enterprise zone business defini-
tion. City J issues enterprise zone facility 
bonds, the proceeds of which are loaned to 
Partnership K to finance the acquisition of 
equipment for its printing operation located 
in the zone. All orders are taken and com-
pleted, and all billing and accounting activi-
ties are performed, at the print shop located 
in the zone. K, on occasion, uses its equip-
ment (including its trucks) and employees to 
deliver large print jobs to customers who re-
side outside of the zone. So long as K is able 
to establish that its trucks are used in the 
zone at least 85% of the time and its employ-
ees perform at least 85% of services for K in 
the zone, K meets the requirements of sec-
tions 1397B(b) (3) and (5). 

Example 5. Treatment as a separately incor-
porated business. The facts are the same as in 
Example 4 except that six years after the 
issue date of the enterprise zone facility 
bonds, K determines to expand its operations 
to a second location outside of the bound-
aries of the zone. Although the expansion 
would result in the failure of K to meet the 
tests of 1397B(b), K, using a reasonable allo-
cation method, allocates income and activi-
ties to its operations within the zone and has 
evidence of these allocations sufficient to es-
tablish compliance with the requirements of 
paragraphs (b) through (f) of this section. 
The bonds will not fail to be enterprise zone 
facility bonds merely because of the expan-
sion. 

Example 6. Treatment of pooled financing 
bond programs. Authority L issues bonds in 

the aggregate principal amount of $5,000,000 
and loans the proceeds to Bank M pursuant 
to a loans-to-lenders program. M does not 
meet the definition of enterprise zone busi-
ness contained in section 1397B. Prior to the 
issue date of the bonds, L held a public hear-
ing regarding issuance of the bonds for the 
loans-to-lenders program, describing the 
projects of identified borrowers to be fi-
nanced initially with $4,000,000 of the pro-
ceeds of the bonds. The applicable elected 
representative of L approved issuance of the 
bonds subsequent to the public hearing. The 
loan agreement between L and M provides 
that the other proceeds of the bonds will be 
held by M and loaned to borrowers that qual-
ify as enterprise zone businesses, following a 
public hearing and approval by the applica-
ble elected representative of L of each loan 
by M to an enterprise zone business. None of 
the loans will be in principal amounts in ex-
cess of $3,000,000. The loans by M will other-
wise meet the requirements of section 1394. 
The bonds will be enterprise zone facility 
bonds. 

Example 7. Original use requirement for pur-
poses of qualified zone property. City N issues 
enterprise zone facility bonds, the proceeds 
of which are loaned to Corporation P to fi-
nance the acquisition of equipment. P uses 
the proceeds after the zone designation date 
to purchase used equipment located outside 
of the zone and places the equipment in serv-
ice at its location in the zone. Substantially 
all of the use of the equipment is in the zone 
and is in the active conduct of a qualified 
business by P. The equipment is treated as 
qualified enterprise zone property under sec-
tion 1397C because P makes the first use of 
the property within the zone after the zone 
designation date. 

Example 8. Principal user. State R issues en-
terprise zone facility bonds and loans the 
proceeds to Partnership S to finance the con-
struction of a small shopping center to be lo-
cated in a zone. S is in the business of com-
mercial real estate. S is not an enterprise 
zone business, but has secured one anchor 
lessee, Corporation T, for the shopping cen-
ter. T would qualify as an enterprise zone 
business. S will derive 60% of its gross rental 
income of the shopping center from T. S does 
not anticipate that the remaining rental in-
come will come from enterprise zone busi-
nesses. T will occupy 60% of the total rent-
able space in the shopping center. S can use 
enterprise zone facility bond proceeds to fi-
nance the portion of the costs of the shop-
ping center allocable to T (60%) because T is 
treated as the principal user of the enter-
prise zone facility bond proceeds. 

Example 9. Remedial actions. State W issues 
pooled financing enterprise zone facility 
bonds, the proceeds of which will be loaned 
to several enterprise zone businesses in the 
two enterprise communities and one em-
powerment zone in W. Proceeds of the pooled 
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financing bonds are loaned to Corporation X, 
an enterprise zone business, for a term of 10 
years. Six years after the date of the loan, X 
expands its operations beyond the empower-
ment zone and is no longer able to meet the 
requirements of section 1394. X does not rea-
sonably expect to be able to cure the non-
compliance. The loan documents provide 
that X must prepay its loan in the event of 
noncompliance. W does not expect to be able 
to reloan the prepayment by X within six 
months of noncompliance. X’s noncompli-
ance will not affect the qualification of the 
pooled financing bonds as enterprise zone fa-
cility bonds if W uses the proceeds from the 
loan prepayment to redeem outstanding en-
terprise zone facility bonds within six 
months of noncompliance in an amount com-
parable to the outstanding amount of the 
loan immediately prior to prepayment. X 
will be denied an interest expense deduction 
for the interest accruing from the first day 
of the taxable year in which the noncompli-
ance began. 

(q) Effective dates—(1) In general. Ex-
cept as otherwise provided in this sec-
tion, the provisions of this section 
apply to all issues issued after July 30, 
1996, and subject to section 1394. 

(2) Elective retroactive application in 
whole. An issuer may apply the provi-
sions of this section in whole, but not 
in part, to any issue that is out-
standing on July 30, 1996, and is subject 
to section 1394. 

[T.D. 8673, 61 FR 27259, May 31, 1996] 

EMPOWERMENT ZONE EMPLOYMENT 
CREDIT 

§ 1.1396–1 Qualified zone employees. 

(a) In general. A qualified zone em-
ployee of an employer is an employee 
who satisfies the location-of-services 
requirement and the abode require-
ment with respect to the same em-
powerment zone and is not otherwise 
excluded by section 1396(d). 

(1) Location-of-services requirement. 
The location-of-services requirement is 
satisfied if substantially all of the 
services performed by the employee for 
the employer are performed in the em-
powerment zone in a trade or business 
of the employer. 

(2) Abode requirement. The abode re-
quirement is satisfied if the employee’s 
principal place of abode while per-
forming those services is in the em-
powerment zone. 

(b) Period for applying location-of-serv-
ices requirement. In applying the loca-
tion-of-services requirement, an em-
ployer may use either the pay period 
method described in paragraph (b)(1) of 
this section or the calendar year meth-
od described in paragraph (b)(2) of this 
section. For each taxable year of an 
employer, the employer must either 
use the pay period method with respect 
to all of its employees or use the cal-
endar year method with respect to all 
of its employees. The employer may 
change the method applied to all of its 
employees from one taxable year to the 
next. 

(1) Pay period method—(i) Relevant pe-
riod. Under the pay period method, the 
relevant period for applying the loca-
tion-of-services requirement is each 
pay period in which an employee pro-
vides services to the employer during 
the calendar year with respect to 
which the credit is being claimed (i.e., 
the calendar year that ends with or 
within the relevant taxable year). If an 
employer has one pay period for cer-
tain employees and a different pay pe-
riod for other employees (e.g., a weekly 
pay period for hourly wage employees 
and a bi-weekly pay period for salaried 
employees), the pay period actually ap-
plicable to a particular employee is the 
relevant pay period for that employee 
under this method. 

(ii) Application of method. Under this 
method, an employee does not satisfy 
the location-of-services requirement 
during a pay period unless substan-
tially all of the services performed by 
the employee for the employer during 
that pay period are performed within 
the empowerment zone in a trade or 
business of the employer. 

(2) Calendar year method—(i) Relevant 
period. Under the calendar year meth-
od, the relevant period for an employee 
is the entire calendar year with respect 
to which the credit is being claimed. 
However, for any employee who is em-
ployed by the employer for less than 
the entire calendar year, the relevant 
period is the portion of that calendar 
year during which the employee is em-
ployed by the employer. 

(ii) Application of method. Under this 
method, an employee does not satisfy 
the location-of-services requirement 
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