
18 

26 CFR Ch. I (4–1–22 Edition) § 1.1001–3 

property for Federal income tax purposes, in-
cluding the partnership interest. Since C was 
considered to be the owner of the partnership 
interest, C not T, was considered to be the 
partner in P during the time T was a 
‘‘grantor trust’’. However, at the time C re-
nounced the powers that gave rise to T’s 
classification as a grantor trust, T no longer 
qualified as a grantor trust with the result 
that C was no longer considered to be the 
owner of the trust and trust property for 
Federal income tax purposes. Consequently, 
at that time, C is considered to have trans-
ferred ownership of the interest in P to T, 
now a separate taxable entity, independent 
of its grantor C. On the transfer, C’s share of 
partnership liabilities ($11,000) is treated as 
money received. Accordingly, C’s amount re-
alized is $11,000 and C’s gain realized is $9,800 
($11,000 ¥ $1,200). 

Example 6. In 1977 D purchases an asset for 
$7,500. D pays the seller $1,500 in cash and 
signs a note payable to the seller for $6,000. 
D is not personally liable for repayment but 
pledges as security the newly purchased 
asset. In the event of default, the seller’s 
only recourse is to the asset. During the 
years 1977 and 1978 D takes depreciation de-
ductions on the asset totaling $4,200 thereby 
reducing D’s basis in the asset to $3,300 
($7,500 ¥ $4,200). In 1979 D transfers the asset 
to a trust which is not a ‘‘grantor trust’’ for 
purposes of subpart E of part 1 of subchapter 
J of the Code. Therefore D is not treated as 
the owner of the trust. The trust takes the 
asset subject to the liability and in addition 
pays D $750 in cash. Prior to the transfer D 
had reduced the amount outstanding on the 
liability to $4,700. D’s amount realized on the 
transfer is $5,450 ($4,700 + $750). Since D’s ad-
justed basis is $3,300, D’s gain realized is 
$2,150 ($5,450 ¥ $3,300). 

Example 7. In 1974 E purchases a herd of 
cattle for breeding purposes. The purchase 
price is $20,000 consisting of $1,000 cash and a 
$19,000 note. E is not personally liable for re-
payment of the liability and the seller’s only 
recourse in the event of default is to the herd 
of cattle. In 1977 E transfers the herd back to 
the original seller thereby satisfying the in-
debtedness pursuant to a provision in the 
original sales agreement. At the time of the 
transfer the fair market value of the herd is 
$15,000 and the remaining principal balance 
on the note is $19,000. At that time E’s ad-
justed basis in the herd is $16,500 due to a de-
ductible loss incurred when a portion of the 
herd died as a result of disease. As a result of 
the indebtedness being satisfied, E’s amount 
realized is $19,000 notwithstanding the fact 
that the fair market value of the herd was 
less than $19,000. E’s realized gain is $2,500 
($19,000 ¥ $16,500). 

Example 8. In 1980, F transfers to a creditor 
an asset with a fair market value of $6,000 
and the creditor discharges $7,500 of indebt-
edness for which F is personally liable. The 

amount realized on the disposition of the 
asset is its fair market value ($6,000). In addi-
tion, F has income from the discharge of in-
debtedness of $1,500 ($7,500 ¥ $6,000). 

[T.D. 7741, 45 FR 81744, Dec. 12, 1980] 

§ 1.1001–3 Modifications of debt instru-
ments. 

(a) Scope—(1) In general. This section 
provides rules for determining whether 
a modification of the terms of a debt 
instrument results in an exchange for 
purposes of § 1.1001–1(a). This section 
applies to any modification of a debt 
instrument, regardless of the form of 
the modification. For example, this 
section applies to an exchange of a new 
instrument for an existing debt instru-
ment, or to an amendment of an exist-
ing debt instrument. This section also 
applies to a modification of a debt in-
strument that the issuer and holder ac-
complish indirectly through one or 
more transactions with third parties. 
This section, however, does not apply 
to exchanges of debt instruments be-
tween holders. 

(2) Qualified tender bonds. This sec-
tion does not apply for purposes of de-
termining whether tax-exempt bonds 
that are qualified tender bonds are re-
issued for purposes of sections 103 and 
141 through 150. 

(b) General rule. For purposes of 
§ 1.1001–1(a), a significant modification 
of a debt instrument, within the mean-
ing of this section, results in an ex-
change of the original debt instrument 
for a modified instrument that differs 
materially either in kind or in extent. 
A modification that is not a significant 
modification is not an exchange for 
purposes of § 1.1001–1(a). Paragraphs (c) 
and (d) of this section define the term 
modification and contain examples il-
lustrating the application of the rule. 
Paragraphs (e) and (f) of this section 
provide rules for determining when a 
modification is a significant modifica-
tion. Paragraph (f) of this section also 
provides rules for determining whether 
the modified instrument received in an 
exchange will be classified as an in-
strument or property right that is not 
debt for federal income tax purposes. 
Paragraph (g) of this section contains 
examples illustrating the application 
of the rules in paragraphs (e) and (f) of 
this section. 
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(c) Modification defined—(1) In gen-
eral—(i) Alteration of terms. A modifica-
tion means any alteration, including 
any deletion or addition, in whole or in 
part, of a legal right or obligation of 
the issuer or a holder of a debt instru-
ment, whether the alteration is evi-
denced by an express agreement (oral 
or written), conduct of the parties, or 
otherwise. 

(ii) Alterations occurring by operation 
of the terms of a debt instrument. Except 
as provided in paragraph (c)(2) of this 
section, an alteration of a legal right 
or obligation that occurs by operation 
of the terms of a debt instrument is 
not a modification. An alteration that 
occurs by operation of the terms may 
occur automatically (for example, an 
annual resetting of the interest rate 
based on the value of an index or a 
specified increase in the interest rate if 
the value of the collateral declines 
from a specified level) or may occur as 
a result of the exercise of an option 
provided to an issuer or a holder to 
change a term of a debt instrument. 

(2) Exceptions. The alterations de-
scribed in this paragraph (c)(2) are 
modifications, even if the alterations 
occur by operation of the terms of a 
debt instrument. 

(i) Change in obligor or nature of in-
strument. An alteration that results in 
the substitution of a new obligor, the 
addition or deletion of a co-obligor, or 
a change (in whole or in part) in the re-
course nature of the instrument (from 
recourse to nonrecourse or from non-
recourse to recourse) is a modification. 

(ii) Property that is not debt. An alter-
ation that results in an instrument or 
property right that is not debt for Fed-
eral income tax purposes is a modifica-
tion unless the alteration occurs pursu-
ant to a holder’s option under the 
terms of the instrument to convert the 
instrument into equity of the issuer 
(notwithstanding paragraph (c)(2)(iii) 
of this section). The rules of paragraph 
(f)(7) of this section apply to determine 
whether an alteration or modification 
results in an instrument or property 
right that is not debt. 

(iii) Certain alterations resulting from 
the exercise of an option. An alteration 
that results from the exercise of an op-
tion provided to an issuer or a holder 

to change a term of a debt instrument 
is a modification unless— 

(A) The option is unilateral (as de-
fined in paragraph (c)(3) of this sec-
tion); and 

(B) In the case of an option exer-
cisable by a holder, the exercise of the 
option does not result in (or, in the 
case of a variable or contingent pay-
ment, is not reasonably expected to re-
sult in) a deferral of, or a reduction in, 
any scheduled payment of interest or 
principal. 

(3) Unilateral option. For purposes of 
this section, an option is unilateral 
only if, under the terms of an instru-
ment or under applicable law— 

(i) There does not exist at the time 
the option is exercised, or as a result of 
the exercise, a right of the other party 
to alter or terminate the instrument or 
put the instrument to a person who is 
related (within the meaning of section 
267(b) or section 707(b)(1)) to the issuer; 

(ii) The exercise of the option does 
not require the consent or approval 
of— 

(A) The other party; 
(B) A person who is related to that 

party (within the meaning of section 
267(b) or section 707(b)(1)), whether or 
not that person is a party to the in-
strument; or 

(C) A court or arbitrator; and 
(iii) The exercise of the option does 

not require consideration (other than 
incidental costs and expenses relating 
to the exercise of the option), unless, 
on the issue date of the instrument, 
the consideration is a de minimis 
amount, a specified amount, or an 
amount that is based on a formula that 
uses objective financial information (as 
defined in § 1.446–3(c)(4)(ii)). 

(4) Failure to perform—(i) In general. 
The failure of an issuer to perform its 
obligations under a debt instrument is 
not itself an alteration of a legal right 
or obligation and is not a modification. 

(ii) Holder’s temporary forbearance. 
Notwithstanding paragraph (c)(1) of 
this section, absent a written or oral 
agreement to alter other terms of the 
debt instrument, an agreement by the 
holder to stay collection or tempo-
rarily waive an acceleration clause or 
similar default right (including such a 
waiver following the exercise of a right 
to demand payment in full) is not a 
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modification unless and until the for-
bearance remains in effect for a period 
that exceeds— 

(A) Two years following the issuer’s 
initial failure to perform; and 

(B) Any additional period during 
which the parties conduct good faith 
negotiations or during which the issuer 
is in a title 11 or similar case (as de-
fined in section 368(a)(3)(A)). 

(5) Failure to exercise an option. If a 
party to a debt instrument has an op-
tion to change a term of an instru-
ment, the failure of the party to exer-
cise that option is not a modification. 

(6) Time of modification—(i) In general. 
Except as provided in this paragraph 
(c)(6), an agreement to change a term 
of a debt instrument is a modification 
at the time the issuer and holder enter 
into the agreement, even if the change 
in the term is not immediately effec-
tive. 

(ii) Closing conditions. If the parties 
condition a change in a term of a debt 
instrument on reasonable closing con-
ditions (for example, shareholder, regu-
latory, or senior creditor approval, or 
additional financing), a modification 
occurs on the closing date of the agree-
ment. Thus, if the reasonable closing 
conditions do not occur so that the 
change in the term does not become ef-
fective, a modification does not occur. 

(iii) Bankruptcy proceedings. If a 
change in a term of a debt instrument 
occurs pursuant to a plan of reorga-
nization in a title 11 or similar case 
(within the meaning of section 
368(a)(3)(A)), a modification occurs 
upon the effective date of the plan. 
Thus, unless the plan becomes effec-
tive, a modification does not occur. 

(d) Examples. The following examples 
illustrate the provisions of paragraph 
(c) of this section: 

Example 1. Reset bond. A bond provides for 
the interest rate to be reset every 49 days 
through an auction by a remarketing agent. 
The reset of the interest rate occurs by oper-
ation of the terms of the bond and is not an 
alteration described in paragraph (c)(2) of 
this section. Thus, the reset of the interest 
rate is not a modification. 

Example 2. Obligation to maintain collateral. 
The original terms of a bond provide that the 
bond must be secured by a certain type of 
collateral having a specified value. The 
terms also require the issuer to substitute 
collateral if the value of the original collat-

eral decreases. Any substitution of collateral 
that is required to maintain the value of the 
collateral occurs by operation of the terms 
of the bond and is not an alteration de-
scribed in paragraph (c)(2) of this section. 
Thus, such a substitution of collateral is not 
a modification. 

Example 3. Alteration contingent on an act of 
a party. The original terms of a bond provide 
that the interest rate is 9 percent. The terms 
also provide that, if the issuer files an effec-
tive registration statement covering the 
bonds with the Securities and Exchange 
Commission, the interest rate will decrease 
to 8 percent. If the issuer registers the bond, 
the resulting decrease in the interest rate 
occurs by operation of the terms of the bond 
and is not an alteration described in para-
graph (c)(2) of this section. Thus, such a de-
crease in the interest rate is not a modifica-
tion. 

Example 4. Substitution of a new obligor oc-
curring by operation of the terms of the debt in-
strument. Under the original terms of a bond 
issued by a corporation, an acquirer of sub-
stantially all of the corporation’s assets may 
assume the corporation’s obligations under 
the bond. Substantially all of the corpora-
tion’s assets are acquired by another cor-
poration and the acquiring corporation be-
comes the new obligor on the bond. Under 
paragraph (c)(2)(i) of this section, the substi-
tution of a new obligor, even though it oc-
curs by operation of the terms of the bond, is 
a modification. 

Example 5. Defeasance with release of cov-
enants. (i) A corporation issues a 30-year, re-
course bond. Under the terms of the bond, 
the corporation may secure a release of the 
financial and restrictive covenants by plac-
ing in trust government securities as collat-
eral that will provide interest and principal 
payments sufficient to satisfy all scheduled 
payments on the bond. The corporation re-
mains obligated for all payments, including 
the contribution of additional securities to 
the trust if necessary to provide sufficient 
amounts to satisfy the payment obligations. 
Under paragraph (c)(3) of this section, the 
option to defease the bond is a unilateral op-
tion. 

(ii) The alterations occur by operation of 
the terms of the debt instrument and are not 
described in paragraph (c)(2) of this section. 
Thus, such a release of the covenants is not 
a modification. 

Example 6. Legal defeasance. Under the 
terms of a recourse bond, the issuer may se-
cure a release of the financial and restrictive 
covenants by placing in trust government se-
curities that will provide interest and prin-
cipal payments sufficient to satisfy all 
scheduled payments on the bond. Upon the 
creation of the trust, the issuer is released 
from any recourse liability on the bond and 
has no obligation to contribute additional 
securities to the trust if the trust funds are 
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not sufficient to satisfy the scheduled pay-
ments on the bond. The release of the issuer 
is an alteration described in paragraph 
(c)(2)(i) of this section, and thus is a modi-
fication. 

Example 7. Exercise of an option by a holder 
that reduces amounts payable. (i) A financial 
institution holds a residential mortgage. 
Under the original terms of the mortgage, 
the financial institution has an option to de-
crease the interest rate. The financial insti-
tution anticipates that, if market interest 
rates decline, it may exercise this option in 
lieu of the mortgagor refinancing with an-
other lender. 

(ii) The financial institution exercises the 
option to reduce the interest rate. The exer-
cise of the option results in a reduction in 
scheduled payments and is an alteration de-
scribed in paragraph (c)(2)(iii) of this section. 
Thus, the change in interest rate is a modi-
fication. 

Example 8. Conversion of adjustable rate to 
fixed rate mortgage. (i) The original terms of 
a mortgage provide for a variable interest 
rate, reset annually based on the value of an 
objective index. Under the terms of the 
mortgage, the mortgagor may, upon the pay-
ment of a fee equal to a specified percentage 
of the outstanding principal amount of the 
mortgage, convert to a fixed rate of interest 
as determined based on the value of a second 
objective index. The exercise of the option 
does not require the consent or approval of 
any person or create a right of the holder to 
alter the terms of, or to put, the instrument. 

(ii) Because the required consideration to 
exercise the option is a specified amount 
fixed on the issue date, the exercise of the 
option is unilateral as defined in paragraph 
(c)(3) of this section. The conversion to a 
fixed rate of interest is not an alteration de-
scribed in paragraph (c)(2) of this section. 
Thus, the change in the type of interest rate 
occurs by operation of the terms of the in-
strument and is not a modification. 

Example 9. Holder’s option to increase interest 
rate. (i) A corporation issues an 8-year note 
to a bank in exchange for cash. Under the 
terms of the note, the bank has the option to 
increase the rate of interest by a specified 
amount if certain covenants in the note are 
breached. The bank’s right to increase the 
interest rate is a unilateral option as de-
scribed in paragraph (c)(3) of this section. 

(ii) A covenant in the note is breached. The 
bank exercises its option to increase the rate 
of interest. The increase in the rate of inter-
est occurs by operation of the terms of the 
note and does not result in a deferral or a re-
duction in the scheduled payments or any 
other alteration described in paragraph (c)(2) 
of this section. Thus, the change in interest 
rate is not a modification. 

(iii) Applicability date. This Example 9 ap-
plies to modifications occurring on or after 
July 6, 2011. 

Example 10. Issuer’s right to defer payment of 
interest. A corporation issues a 5-year note. 
Under the terms of the note, interest is pay-
able annually at the rate of 10 percent. The 
corporation, however, has an option to defer 
any payment of interest until maturity. For 
any payments that are deferred, interest will 
compound at a rate of 12 percent. The exer-
cise of the option, which results in the defer-
ral of payments, does not result from the ex-
ercise of an option by the holder. The exer-
cise of the option occurs by operation of the 
terms of the debt instrument and is not a 
modification. 

Example 11. Holder’s option to grant deferral 
of payment. (i) A corporation issues a 10-year 
note to a bank in exchange for cash. Interest 
on the note is payable semi-annually. Under 
the terms of the note, the bank may grant 
the corporation the right to defer all or part 
of the interest payments. For any payments 
that are deferred, interest will compound at 
a rate 150 basis points greater than the stat-
ed rate of interest. 

(ii) The corporation encounters financial 
difficulty and is unable to satisfy its obliga-
tions under the note. The bank exercises its 
option under the note and grants the cor-
poration the right to defer payments. The 
exercise of the option results in a right of 
the corporation to defer scheduled payments 
and, under paragraph (c)(3)(i) of this section, 
is not a unilateral option. Thus, the alter-
ation is described in paragraph (c)(2)(iii) of 
this section and is a modification. 

Example 12. Alteration requiring consent. The 
original terms of a bond include a provision 
that the issuer may extend the maturity of 
the bond with the consent of the holder. Be-
cause any extension pursuant to this term 
requires the consent of both parties, such an 
extension does not occur by the exercise of a 
unilateral option (as defined in paragraph 
(c)(3) of this section) and is a modification. 

Example 13. Waiver of an acceleration clause. 
Under the terms of a bond, if the issuer fails 
to make a scheduled payment, the full prin-
cipal amount of the bond is due and payable 
immediately. Following the issuer’s failure 
to make a scheduled payment, the holder 
temporarily waives its right to receive the 
full principal for a period ending one year 
from the date of the issuer’s default to allow 
the issuer to obtain additional financial re-
sources. Under paragraph (c)(4)(ii) of this 
section, the temporary waiver in this situa-
tion is not a modification. The result would 
be the same if the terms provided the holder 
with the right to demand the full principal 
amount upon the failure of the issuer to 
make a scheduled payment and, upon such a 
failure, the holder exercised that right and 
then waived the right to receive the payment 
for one year. 

(e) Significant modifications. Whether 
the modification of a debt instrument 
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is a significant modification is deter-
mined under the rules of this para-
graph (e). Paragraph (e)(1) of this sec-
tion provides a general rule for deter-
mining the significance of modifica-
tions not otherwise addressed in this 
paragraph (e). Paragraphs (e) (2) 
through (6) of this section provide spe-
cific rules for determining the signifi-
cance of certain types of modifications. 
Paragraph (f) of this section provides 
rules of application, including rules for 
modifications that are effective on a 
deferred basis or upon the occurrence 
of a contingency. 

(1) General rule. Except as otherwise 
provided in paragraphs (e)(2) through 
(e)(6) of this section, a modification is 
a significant modification only if, 
based on all facts and circumstances, 
the legal rights or obligations that are 
altered and the degree to which they 
are altered are economically signifi-
cant. In making a determination under 
this paragraph (e)(1), all modifications 
to the debt instrument (other than 
modifications subject to paragraphs (e) 
(2) through (6) of this section) are con-
sidered collectively, so that a series of 
such modifications may be significant 
when considered together although 
each modification, if considered alone, 
would not be significant. 

(2) Change in yield—(i) Scope of rule. 
This paragraph (e)(2) applies to debt in-
struments that provide for only fixed 
payments, debt instruments with alter-
native payment schedules subject to 
§ 1.1272–1(c), debt instruments that pro-
vide for a fixed yield subject to § 1.1272– 
1(d) (such as certain demand loans), 
and variable rate debt instruments. 
Whether a change in the yield of other 
debt instruments (for example, a con-
tingent payment debt instrument) is a 
significant modification is determined 
under paragraph (e)(1) of this section. 

(ii) In general. A change in the yield 
of a debt instrument is a significant 
modification if the yield computed 
under paragraph (e)(2)(iii) of this sec-
tion varies from the annual yield on 
the unmodified instrument (deter-
mined as of the date of the modifica-
tion) by more than the greater of— 

(A) 1⁄4 of one percent (25 basis points); 
or 

(B) 5 percent of the annual yield of 
the unmodified instrument (.05 × an-
nual yield). 

(iii) Yield of the modified instrument— 
(A) In general. The yield computed 
under this paragraph (e)(2)(iii) is the 
annual yield of a debt instrument 
with— 

(1) An issue price equal to the ad-
justed issue price of the unmodified in-
strument on the date of the modifica-
tion (increased by any accrued but un-
paid interest and decreased by any ac-
crued bond issuance premium not yet 
taken into account, and increased or 
decreased, respectively, to reflect pay-
ments made to the issuer or to the 
holder as consideration for the modi-
fication); and 

(2) Payments equal to the payments 
on the modified debt instrument from 
the date of the modification. 

(B) Prepayment penalty. For purposes 
of this paragraph (e)(2)(iii), a commer-
cially reasonable prepayment penalty 
for a pro rata prepayment (as defined 
in § 1.1275–2(f)) is not consideration for 
a modification of a debt instrument 
and is not taken into account in deter-
mining the yield of the modified in-
strument. 

(iv) Variable rate debt instruments. For 
purposes of this paragraph (e)(2), the 
annual yield of a variable rate debt in-
strument is the annual yield of the 
equivalent fixed rate debt instrument 
(as defined in § 1.1275–5(e)) which is con-
structed based on the terms of the in-
strument (either modified or unmodi-
fied, whichever is applicable) as of the 
date of the modification. 

(3) Changes in timing of payments—(i) 
In general. A modification that changes 
the timing of payments (including any 
resulting change in the amount of pay-
ments) due under a debt instrument is 
a significant modification if it results 
in the material deferral of scheduled 
payments. The deferral may occur ei-
ther through an extension of the final 
maturity date of an instrument or 
through a deferral of payments due 
prior to maturity. The materiality of 
the deferral depends on all the facts 
and circumstances, including the 
length of the deferral, the original 
term of the instrument, the amounts of 
the payments that are deferred, and 
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the time period between the modifica-
tion and the actual deferral of pay-
ments. 

(ii) Safe-harbor period. The deferral of 
one or more scheduled payments with-
in the safe-harbor period is not a mate-
rial deferral if the deferred payments 
are unconditionally payable no later 
than at the end of the safe-harbor pe-
riod. The safe-harbor period begins on 
the original due date of the first sched-
uled payment that is deferred and ex-
tends for a period equal to the lesser of 
five years or 50 percent of the original 
term of the instrument. For purposes 
of this paragraph (e)(3)(ii), the term of 
an instrument is determined without 
regard to any option to extend the 
original maturity and deferrals of de 
minimis payments are ignored. If the 
period during which payments are de-
ferred is less than the full safe-harbor 
period, the unused portion of the period 
remains a safe-harbor period for any 
subsequent deferral of payments on the 
instrument. 

(4) Change in obligor or security—(i) 
Substitution of a new obligor on recourse 
debt instruments—(A) In general. Except 
as provided in paragraph (e)(4)(i) (B), 
(C), or (D) of this section, the substi-
tution of a new obligor on a recourse 
debt instrument is a significant modi-
fication. 

(B) Section 381(a) transaction. The sub-
stitution of a new obligor is not a sig-
nificant modification if the acquiring 
corporation (within the meaning of sec-
tion 381) becomes the new obligor pur-
suant to a transaction to which section 
381(a) applies, the transaction does not 
result in a change in payment expecta-
tions, and the transaction (other than 
a reorganization within the meaning of 
section 368(a)(1)(F)) does not result in a 
significant alteration. 

(C) Certain asset acquisitions. The sub-
stitution of a new obligor is not a sig-
nificant modification if the new obligor 
acquires substantially all of the assets 
of the original obligor, the transaction 
does not result in a change in payment 
expectations, and the transaction does 
not result in a significant alteration. 

(D) Tax-exempt bonds. The substi-
tution of a new obligor on a tax-exempt 
bond is not a significant modification 
if the new obligor is a related entity to 
the original obligor as defined in sec-

tion 168(h)(4)(A) and the collateral se-
curing the instrument continues to in-
clude the original collateral. 

(E) Significant alteration. For purposes 
of this paragraph (e)(4), a significant 
alteration is an alteration that would 
be a significant modification but for 
the fact that the alteration occurs by 
operation of the terms of the instru-
ment. 

(F) Section 338 election. For purposes 
of this section, an election under sec-
tion 338 following a qualified stock pur-
chase of an issuer’s stock does not re-
sult in the substitution of a new obli-
gor. 

(G) Bankruptcy proceedings. For pur-
poses of this section, the filing of a pe-
tition in a title 11 or similar case (as 
defined in section 368(a)(3)(A)) by itself 
does not result in the substitution of a 
new obligor. 

(ii) Substitution of a new obligor on 
nonrecourse debt instruments. The sub-
stitution of a new obligor on a non-
recourse debt instrument is not a sig-
nificant modification. 

(iii) Addition or deletion of co-obligor. 
The addition or deletion of a co-obligor 
on a debt instrument is a significant 
modification if the addition or deletion 
of the co-obligor results in a change in 
payment expectations. If the addition 
or deletion of a co-obligor is part of a 
transaction or series of related trans-
actions that results in the substitution 
of a new obligor, however, the trans-
action is treated as a substitution of a 
new obligor (and is tested under para-
graph (e)(4)(i)) of this section rather 
than as an addition or deletion of a co- 
obligor. 

(iv) Change in security or credit en-
hancement—(A) Recourse debt instru-
ments. A modification that releases, 
substitutes, adds or otherwise alters 
the collateral for, a guarantee on, or 
other form of credit enhancement for a 
recourse debt instrument is a signifi-
cant modification if the modification 
results in a change in payment expec-
tations. 

(B) Nonrecourse debt instruments. (1) A 
modification that releases, substitutes, 
adds or otherwise alters a substantial 
amount of the collateral for, a guar-
antee on, or other form of credit en-
hancement for a nonrecourse debt in-
strument is a significant modification. 
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A substitution of collateral is not a 
significant modification, however, if 
the collateral is fungible or otherwise 
of a type where the particular units 
pledged are unimportant (for example, 
government securities or financial in-
struments of a particular type and 
credit quality). In addition, the substi-
tution of a similar commercially avail-
able credit enhancement contract is 
not a significant modification, and an 
improvement to the property securing 
a nonrecourse debt instrument does 
not result in a significant modifica-
tion. 

(2) Applicability date. Paragraph 
(e)(4)(iv)(B)(1) of this section applies to 
modifications occurring on or after 
July 6, 2011. 

(v) Change in priority of debt. A 
change in the priority of a debt instru-
ment relative to other debt of the 
issuer is a significant modification if it 
results in a change in payment expec-
tations. 

(vi) Change in payment expectations— 
(A) In general. For purposes of this sec-
tion, a change in payment expectations 
occurs if, as a result of a transaction— 

(1) There is a substantial enhance-
ment of the obligor’s capacity to meet 
the payment obligations under a debt 
instrument and that capacity was pri-
marily speculative prior to the modi-
fication and is adequate after the 
modification; or 

(2) There is a substantial impairment 
of the obligor’s capacity to meet the 
payment obligations under a debt in-
strument and that capacity was ade-
quate prior to the modification and is 
primarily speculative after the modi-
fication. 

(B) Obligor’s capacity. The obligor’s 
capacity includes any source for pay-
ment, including collateral, guarantees, 
or other credit enhancement. 

(5) Changes in the nature of a debt in-
strument—(i) Property that is not debt. A 
modification of a debt instrument that 
results in an instrument or property 
right that is not debt for Federal in-
come tax purposes is a significant 
modification. The rules of paragraph 
(f)(7) of this section apply to determine 
whether a modification results in an 
instrument or property right that is 
not debt. 

(ii) Change in recourse nature—(A) In 
general. Except as provided in para-
graph (e)(5)(ii)(B) of this section, a 
change in the nature of a debt instru-
ment from recourse (or substantially 
all recourse) to nonrecourse (or sub-
stantially all nonrecourse) is a signifi-
cant modification. Thus, for example, a 
legal defeasance of a debt instrument 
in which the issuer is released from all 
liability to make payments on the debt 
instrument (including an obligation to 
contribute additional securities to a 
trust if necessary to provide sufficient 
funds to meet all scheduled payments 
on the instrument) is a significant 
modification. Similarly, a change in 
the nature of the debt instrument from 
nonrecourse (or substantially all non-
recourse) to recourse (or substantially 
all recourse) is a significant modifica-
tion. If an instrument is not substan-
tially all recourse or not substantially 
all nonrecourse either before or after a 
modification, the significance of the 
modification is determined under para-
graph (e)(1) of this section. 

(B) Exceptions—(1) Defeasance of tax- 
exempt bonds. A defeasance of a tax-ex-
empt bond is not a significant modi-
fication even if the issuer is released 
from any liability to make payments 
under the instrument if the defeasance 
occurs by operation of the terms of the 
original bond and the issuer places in 
trust government securities or tax-ex-
empt government bonds that are rea-
sonably expected to provide interest 
and principal payments sufficient to 
satisfy the payment obligations under 
the bond. 

(2) Original collateral. (i) A modifica-
tion that changes a recourse debt in-
strument to a nonrecourse debt instru-
ment is not a significant modification 
if the instrument continues to be se-
cured only by the original collateral 
and the modification does not result in 
a change in payment expectations. For 
this purpose, if the original collateral 
is fungible or otherwise of a type where 
the particular units pledged are unim-
portant (for example, government secu-
rities or financial instruments of a par-
ticular type and credit quality), re-
placement of some or all units of the 
original collateral with other units of 
the same or similar type and aggregate 

VerDate Sep<11>2014 11:48 Jan 05, 2023 Jkt 256102 PO 00000 Frm 00034 Fmt 8010 Sfmt 8010 Y:\SGML\256102.XXX 256102js
pe

ar
s 

on
 D

S
K

12
1T

N
23

P
R

O
D

 w
ith

 C
F

R



25 

Internal Revenue Service, Treasury § 1.1001–3 

value is not considered a change in the 
original collateral. 

(ii) Applicability date. Paragraph 
(e)(5)(ii)(B)(2)(i) of this section applies 
to modifications occurring on or after 
July 6, 2011. 

(6) Accounting or financial covenants. 
A modification that adds, deletes, or 
alters customary accounting or finan-
cial covenants is not a significant 
modification. 

(f) Rules of application—(1) Testing for 
significance—(i) In general. Whether a 
modification of any term is a signifi-
cant modification is determined under 
each applicable rule in paragraphs (e) 
(2) through (6) of this section and, if 
not specifically addressed in those 
rules, under the general rule in para-
graph (e)(1) of this section. For exam-
ple, a deferral of payments that 
changes the yield of a fixed rate debt 
instrument must be tested under both 
paragraphs (e) (2) and (3) of this sec-
tion. 

(ii) Contingent modifications. If a 
modification described in paragraphs 
(e) (2) through (5) of this section is ef-
fective only upon the occurrence of a 
substantial contingency, whether or 
not the change is a significant modi-
fication is determined under paragraph 
(e)(1) of this section rather than under 
paragraphs (e) (2) through (5) of this 
section. 

(iii) Deferred modifications. If a modi-
fication described in paragraphs (e) (4) 
and (5) of this section is effective on a 
substantially deferred basis, whether 
or not the change is a significant modi-
fication is determined under paragraph 
(e)(1) of this section rather than under 
paragraphs (e) (4) and (5) of this sec-
tion. 

(2) Modifications that are not signifi-
cant. If a rule in paragraphs (e) (2) 
through (4) of this section prescribes a 
degree of change in a term of a debt in-
strument that is a significant modi-
fication, a change of the same type but 
of a lesser degree is not a significant 
modification under that rule. For ex-
ample, a 20 basis point change in the 
yield of a fixed rate debt instrument is 
not a significant modification under 
paragraph (e)(2) of this section. Like-
wise, if a rule in paragraph (e)(4) of this 
section requires a change in payment 
expectations for a modification to be 

significant, a modification of the same 
type that does not result in a change in 
payment expectations is not a signifi-
cant modification under that rule. 

(3) Cumulative effect of modifications. 
Two or more modifications of a debt in-
strument over any period of time con-
stitute a significant modification if, 
had they been done as a single change, 
the change would have resulted in a 
significant modification under para-
graph (e) of this section. Thus, for ex-
ample, a series of changes in the matu-
rity of a debt instrument constitutes a 
significant modification if, combined 
as a single change, the change would 
have resulted in a significant modifica-
tion. The significant modification oc-
curs at the time that the cumulative 
modification would be significant 
under paragraph (e) of this section. In 
testing for a change of yield under 
paragraph (e)(2) of this section, how-
ever, any prior modification occurring 
more than 5 years before the date of 
the modification being tested is dis-
regarded. 

(4) Modifications of different terms. 
Modifications of different terms of a 
debt instrument, none of which sepa-
rately would be a significant modifica-
tion under paragraphs (e) (2) through 
(6) of this section, do not collectively 
constitute a significant modification. 
For example, a change in yield that is 
not a significant modification under 
paragraph (e)(2) of this section and a 
substitution of collateral that is not a 
significant modification under para-
graph (e)(4)(iv) of this section do not 
together result in a significant modi-
fication. Although the significance of 
each modification is determined inde-
pendently, in testing a particular 
modification it is assumed that all 
other simultaneous modifications have 
already occurred. 

(5) Definitions. For purposes of this 
section: 

(i) Issuer and obligor are used inter-
changeably and mean the issuer of a 
debt instrument or a successor obligor. 

(ii) Variable rate debt instrument and 
contingent payment debt instrument have 
the meanings given those terms in sec-
tion 1275 and the regulations there-
under. 
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(iii) Tax-exempt bond means a state or 
local bond that satisfies the require-
ments of section 103(a). 

(iv) Conduit loan and conduit borrower 
have the same meanings as in § 1.150– 
1(b). 

(6) Certain rules for tax-exempt bonds— 
(i) Conduit loans. For purposes of this 
section, the obligor of a tax-exempt 
bond is the entity that actually issues 
the bond and not a conduit borrower of 
bond proceeds. In determining whether 
there is a significant modification of a 
tax-exempt bond, however, trans-
actions between holders of the tax-ex-
empt bond and a borrower of a conduit 
loan may be an indirect modification 
under paragraph (a)(1) of this section. 
For example, a payment by the holder 
of a tax-exempt bond to a conduit bor-
rower to waive a call right may result 
in an indirect modification of the tax- 
exempt bond by changing the yield on 
that bond. 

(ii) Recourse nature—(A) In general. 
For purposes of this section, a tax-ex-
empt bond that does not finance a con-
duit loan is a recourse debt instru-
ment. 

(B) Proceeds used for conduit loans. 
For purposes of this section, a tax-ex-
empt bond that finances a conduit loan 
is a recourse debt instrument unless 
both the bond and the conduit loan are 
nonrecourse instruments. 

(C) Government securities as collateral. 
Notwithstanding paragraphs (f)(6)(ii) 
(A) and (B) of this section, for purposes 
of this section a tax-exempt bond that 
is secured only by a trust holding gov-
ernment securities or tax-exempt gov-
ernment bonds that are reasonably ex-
pected to provide interest and principal 
payments sufficient to satisfy the pay-
ment obligations under the bond is a 
nonrecourse instrument. 

(7) Rules for determining whether an al-
teration or modification results in an in-
strument or property right that is not 
debt—(i) In general. Except as provided 
in paragraph (f)(7)(ii) of this section, 
the determination of whether an in-
strument resulting from an alteration 
or modification of a debt instrument 
will be recharacterized as an instru-
ment or property right that is not debt 
for Federal income tax purposes shall 
take into account all of the factors rel-
evant to such a determination. 

(ii) Financial condition of the obligor— 
(A) Deterioration in financial condition of 
the obligor generally disregarded. Except 
as provided in paragraph (f)(7)(ii)(B) of 
this section, in making a determina-
tion as to whether an instrument re-
sulting from an alteration or modifica-
tion of a debt instrument will be re-
characterized as an instrument or 
property right that is not debt, any de-
terioration in the financial condition 
of the obligor between the issue date of 
the debt instrument and the date of the 
alteration or modification (as it relates 
to the obligor’s ability to repay the 
debt instrument) is not taken into ac-
count. For example, any decrease in 
the fair market value of a debt instru-
ment (whether or not the debt instru-
ment is publicly traded) between the 
issue date of the debt instrument and 
the date of the alteration or modifica-
tion is not taken into account to the 
extent that the decrease in fair market 
value is attributable to the deteriora-
tion in the financial condition of the 
obligor and not to a modification of the 
terms of the instrument. 

(B) Substitution of a new obligor; addi-
tion or deletion of co-obligor. If there is a 
substitution of a new obligor or the ad-
dition or deletion of a co-obligor, the 
rules in paragraph (f)(7)(ii)(A) of this 
section do not apply. 

(g) Examples. The following examples 
illustrate the provisions of paragraphs 
(e) and (f) of this section: 

Example 1. Modification of call right. (i) 
Under the terms of a 30-year, fixed-rate bond, 
the issuer can call the bond for 102 percent of 
par at the end of ten years or for 101 percent 
of par at the end of 20 years. At the end of 
the eighth year, the holder of the bond pays 
the issuer to waive the issuer’s right to call 
the bond at the end of the tenth year. On the 
date of the modification, the issuer’s credit 
quality is approximately the same as when 
the bond was issued, but market rates of in-
terest have declined from that date. 

(ii) The holder’s payment to the issuer 
changes the yield on the bond. Whether the 
change in yield is a significant modification 
depends on whether the yield on the modified 
bond varies from the yield on the original 
bond by more than the change in yield as de-
scribed in paragraph (e)(2)(ii) of this section. 

(iii) If the change in yield is not a signifi-
cant modification, the elimination of the 
issuer’s call right must also be tested for sig-
nificance. Because the specific rules of para-
graphs (e)(2) through (e)(6) of this section do 
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not address this modification, the signifi-
cance of the modification must be deter-
mined under the general rule of paragraph 
(e)(1) of this section. 

(iv) Applicability date. This Example 1 ap-
plies to modifications occurring on or after 
July 6, 2011. 

Example 2. Extension of maturity and change 
in yield. (i) A zero-coupon bond has an origi-
nal maturity of ten years. At the end of the 
fifth year, the parties agree to extend the 
maturity for a period of two years without 
increasing the stated redemption price at 
maturity (i.e., there are no additional pay-
ments due between the original and extended 
maturity dates, and the amount due at the 
extended maturity date is equal to the 
amount due at the original maturity date). 

(ii) The deferral of the scheduled payment 
at maturity is tested under paragraph (e)(3) 
of this section. The safe-harbor period under 
paragraph (e)(3)(ii) of this section starts with 
the date the payment that is being deferred 
is due. For this modification, the safe-harbor 
period starts on the original maturity date, 
and ends five years from this date. All pay-
ments deferred within this period are uncon-
ditionally payable before the end of the safe- 
harbor period. Thus, the deferral of the pay-
ment at maturity for a period of two years is 
not a material deferral under the safe-harbor 
rule of paragraph (e)(3)(ii) of this section and 
thus is not a significant modification. 

(iii) Even though the extension of maturity 
is not a significant modification under para-
graph (e)(3)(ii) of this section, the modifica-
tion also decreases the yield of the bond. The 
change in yield must be tested under para-
graph (e)(2) of this section. 

Example 3. Change in yield resulting from re-
duction of principal. (i) A debt instrument 
issued at par has an original maturity of ten 
years and provides for the payment of 
$100,000 at maturity with interest payments 
at the rate of 10 percent payable at the end 
of each year. At the end of the fifth year, and 
after the annual payment of interest, the 
issuer and holder agree to reduce the amount 
payable at maturity to $80,000. The annual 
interest rate remains at 10 percent but is 
payable on the reduced principal. 

(ii) In applying the change in yield rule of 
paragraph (e)(2) of this section, the yield of 
the instrument after the modification (meas-
ured from the date that the parties agree to 
the modification to its final maturity date) 
is computed using the adjusted issue price of 
$100,000. With four annual payments of $8,000, 
and a payment of $88,000 at maturity, the 
yield on the instrument after the modifica-
tion for purposes of determining if there has 
been a significant modification under para-
graph (e)(2)(i) of this section is 4.332 percent. 
Thus, the reduction in principal is a signifi-
cant modification. 

Example 4. Deferral of scheduled interest pay-
ments. (i) A 20-year debt instrument issued at 

par provides for the payment of $100,000 at 
maturity with annual interest payments at 
the rate of 10 percent. At the beginning of 
the eleventh year, the issuer and holder 
agree to defer all remaining interest pay-
ments until maturity with compounding. 
The yield of the modified instrument re-
mains at 10 percent. 

(ii) The safe-harbor period of paragraph 
(e)(3)(ii) of this section begins at the end of 
the eleventh year, when the interest pay-
ment for that year is deferred, and ends at 
the end of the sixteenth year. However, the 
payments deferred during this period are not 
unconditionally payable by the end of that 5- 
year period. Thus, the deferral of the inter-
est payments is not within the safe-harbor 
period. 

(iii) This modification materially defers 
the payments due under the instrument and 
is a significant modification under para-
graph (e)(3)(i) of this section. 

Example 5. Assumption of mortgage with in-
crease in interest rate. (i) A recourse debt in-
strument with a 9 percent annual yield is se-
cured by an office building. Under the terms 
of the instrument, a purchaser of the build-
ing may assume the debt and be substituted 
for the original obligor if the purchaser is 
equally or more creditworthy than the origi-
nal obligor and if the interest rate on the in-
strument is increased by one-half percent (50 
basis points). The building is sold, the pur-
chaser assumes the debt, and the interest 
rate increases by 50 basis points. 

(ii) If the purchaser’s acquisition of the 
building does not satisfy the requirements of 
paragraph (e)(4)(i)(B) or paragraph (e)(4)(i)(C) 
of this section, the substitution of the pur-
chaser as the obligor is a significant modi-
fication under paragraph (e)(4)(i)(A) of this 
section. 

(iii) If the purchaser acquires substantially 
all of the assets of the original obligor, the 
assumption of the debt instrument will not 
result in a significant modification if there 
is not a change in payment expectations and 
the assumption does not result in a signifi-
cant alteration. 

(iv) The change in the interest rate, if test-
ed under the rules of paragraph (e)(2) of this 
section, would result in a significant modi-
fication. The change in interest rate that re-
sults from the transaction is a significant al-
teration. Thus, the transaction does not 
meet the requirements of paragraph 
(e)(4)(i)(C) of this section and is a significant 
modification under paragraph (e)(4)(i)(A) of 
this section. 

(v) Applicability date. This Example 5 applies 
to modifications occurring on or after July 6, 
2011. 

Example 6. Assumption of mortgage. (i) A re-
course debt instrument is secured by a build-
ing. In connection with the sale of the build-
ing, the purchaser of the building assumes 

VerDate Sep<11>2014 11:48 Jan 05, 2023 Jkt 256102 PO 00000 Frm 00037 Fmt 8010 Sfmt 8010 Y:\SGML\256102.XXX 256102js
pe

ar
s 

on
 D

S
K

12
1T

N
23

P
R

O
D

 w
ith

 C
F

R



28 

26 CFR Ch. I (4–1–22 Edition) § 1.1001–4 

the debt and is substituted as the new obli-
gor on the debt instrument. The purchaser 
does not acquire substantially all of the as-
sets of the original obligor. 

(ii) The transaction does not satisfy any of 
the exceptions set forth in paragraph (e)(4)(i) 
(B) or (C) of this section. Thus, the substi-
tution of the purchaser as the obligor is a 
significant modification under paragraph 
(e)(4)(i)(A) of this section. 

(iii) Section 1274(c)(4), however, provides 
that if a debt instrument is assumed in con-
nection with the sale or exchange of prop-
erty, the assumption is not taken into ac-
count in determining if section 1274 applies 
to the debt instrument unless the terms and 
conditions of the debt instrument are modi-
fied in connection with the sale or exchange. 
Because the purchaser assumed the debt in-
strument in connection with the sale of 
property and the debt instrument was not 
otherwise modified, the debt instrument is 
not retested to determine whether it pro-
vides for adequate stated interest. 

Example 7. Substitution of a new obligor in 
section 381(a) transaction. (i) The interest rate 
on a 30-year debt instrument issued by a cor-
poration provides for a variable rate of inter-
est that is reset annually on June 1st based 
on an objective index. 

(ii) In the tenth year, the issuer merges (in 
a transaction to which section 381(a) applies) 
into another corporation that becomes the 
new obligor on the debt instrument. The 
merger occurs on June 1st, at which time the 
interest rate is also reset by operation of the 
terms of the instrument. The new interest 
rate varies from the previous interest rate 
by more than the greater of 25 basis points 
and 5 percent of the annual yield of the un-
modified instrument. The substitution of a 
new obligor does not result in a change in 
payment expectations. 

(iii) The substitution of the new obligor oc-
curs in a section 381(a) transaction and does 
not result in a change in payment expecta-
tions. Although the interest rate changed by 
more than the greater of 25 basis points and 
5 percent of the annual yield of the unmodi-
fied instrument, this alteration did not occur 
as a result of the transaction and is not a 
significant alteration under paragraph 
(e)(4)(i)(E) of this section. Thus, the substi-
tution meets the requirements of paragraph 
(e)(4)(i)(B) of this section and is not a signifi-
cant modification. 

Example 8. Substitution of credit enhancement 
contract. (i) Under the terms of a recourse 
debt instrument, the issuer’s obligations are 
secured by a letter of credit from a specified 
bank. The debt instrument does not contain 
any provision allowing a substitution of a 
letter of credit from a different bank. The 
specified bank, however, encounters finan-
cial difficulty. The issuer and holder agree 
that the issuer will substitute a letter of 
credit from another bank. 

(ii) Under paragraph (e)(4)(iv)(A) of this 
section, the substitution of a different credit 
enhancement contract is not a significant 
modification of a recourse debt instrument 
unless the substitution results in a change in 
payment expectations. While the substi-
tution of a new letter of credit by a different 
bank does not itself result in a change in 
payment expectations, such a substitution 
may result in a change in payment expecta-
tions under certain circumstances (for exam-
ple, if the obligor’s capacity to meet pay-
ment obligations is dependent on the letter 
of credit and the substitution substantially 
enhances that capacity from primarily spec-
ulative to adequate). 

(iii) Applicability date. This Example 8 ap-
plies to modifications occurring on or after 
July 6, 2011. 

Example 9. Improvement to collateral securing 
nonrecourse debt. A parcel of land and its im-
provements, a shopping center, secure a non-
recourse debt instrument. The obligor ex-
pands the shopping center with the construc-
tion of an additional building on the same 
parcel of land. After the construction, the 
improvements that secure the nonrecourse 
debt include the new building. The building 
is an improvement to the property securing 
the nonrecourse debt instrument and its in-
clusion in the collateral securing the debt is 
not a significant modification under para-
graph (e)(4)(iv)(B) of this section. 

(h) Effective/applicability date—(1) In 
general. Except as otherwise provided 
in paragraph (h)(2) of this section, this 
section applies to alterations of the 
terms of a debt instrument on or after 
September 24, 1996. Taxpayers, how-
ever, may rely on this section for alter-
ations of the terms of a debt instru-
ment after December 2, 1992, and before 
September 24, 1996. 

(2) Exception. Paragraph (f)(7) of this 
section applies to an alteration of the 
terms of a debt instrument on or after 
January 7, 2011. A taxpayer, however, 
may rely on paragraph (f)(7) of this sec-
tion for alterations of the terms of a 
debt instrument occurring before that 
date. 

[T.D. 8675, 61 FR 32930, June 26, 1996; 61 FR 
47822, Sept. 11, 1996; 76 FR 1064, Jan. 7, 2011; 
T.D. 9533, 76 FR 39282, July 6, 2011; T.D. 9637, 
78 FR 54760, Sept. 6, 2013] 

§ 1.1001–4 Modifications of certain de-
rivative contracts. 

(a) Certain assignments. For purposes 
of § 1.1001–1(a), the transfer or assign-
ment of a derivative contract is not 
treated by the nonassigning 
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