
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 payments 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 payments deferred within this period
are unconditionally 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 paragraph
(e)(3)(ii) of this section, the modification also
decreases the yield of the bond. The change in
yield must be tested under paragraph (e)(2) of this
section.
Example 3. Change in yield resulting from

reduction 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 (measured 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
modification 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 significant
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 payments until maturity with compound-
ing. The yield of the modified instrument remains
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 payment 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 interest 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 paragraph (e)(3)(i)
of this section.
Example 5. Assumption of mortgage with in-

crease in interest rate.(i) A recourse debt instru-
ment with a 9 percent annual yield is secured by
an office building. Under the terms of the instru-

ment, a purchaser of the building may assume the
debt and be substituted for the original obligor if
the purchaser has a specified credit rating and if
the interest rate on the instrument is increased by
one-half percent (50 basis points). The building is
sold, the purchaser 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 paragraphs
(e)(4)(i)(B) or (C) of this section, the substitution
of the purchaser as the obligor is a significant
modification 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 signifi-
cant modification if there is not a change in
payment expectations and the assumption does not
result in a significant alteration.
(iv) The change in the interest rate, if tested

under the rules of paragraph (e)(2) of this section,
would result in a significant modification. The
change in interest rate that results from the
transaction is a significant alteration. Thus, the
transaction does not meet the requirements of
paragraph (e)(4)(i)(E) of this section and is a
significant modification under paragraph
(e)(4)(i)(A) of this section.
Example 6. Assumption of mortgage.(i) A

recourse debt instrument is secured by a building.
In connection with the sale of the building, the
purchaser of the building assumes the debt and is
substituted as the new obligor on the debt instru-
ment. The purchaser does not acquire substantially
all of the assets 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 substitution of the
purchaser as the obligor is a significant modifica-
tion under paragraph (e)(4)(i)(A) of this section.
(iii) Section 1274(c)(4), however, provides that

if a debt instrument is assumed in connection with
the sale or exchange of property, the assumption is
not taken into account in determining if section
1274 applies to the debt instrument unless the
terms and conditions of the debt instrument are
modified in connection with the sale or exchange.
Because the purchaser assumed the debt instru-
ment 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 provides 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 corporation
provides for a variable rate of interest 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 unmodified
instrument. The substitution of a new obligor does
not result in a change in payment expectations.
(iii) The substitution of the new obligor occurs

in a section 381(a) transaction and does not result
in a change in payment expectations. Although the
interest rate changed by more than the greater of
25 basis points and 5 percent of the annual yield
of the unmodified 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 substitution meets the

requirements of paragraph (e)(4)(i)(B) of this
section and is not a significant 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 allow-
ing a substitution of a letter of credit from a
different bank. The specified bank, however, en-
counters financial difficulty and rating agencies
lower its credit rating. The issuer and holder agree
that the issuer will substitute a letter of credit from
another bank with a higher credit rating.
(ii) Under paragraph (e)(4)(iv)(A) of this sec-

tion, the substitution of a different credit enhance-
ment contract is not a significant modification of a
recourse debt instrument unless the substitution
results in a change in payment expectations. While
the substitution of a new letter of credit by a bank
with a higher credit rating does not itself result in
a change in payment expectations, such a substitu-
tion may result in a change in payment expecta-
tions under certain circumstances (for example, if
the obligor’s capacity to meet payment obligations
is dependent on the letter of credit and the
substitution substantially enhances that capacity
from primarily speculative to adequate).
Example 9. Improvement to collateral securing

nonrecourse debt.A parcel of land and its im-
provements, a shopping center, secure a
nonrecourse debt instrument. The obligor expands
the shopping center with the construction 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 inclusion in the collateral securing the debt
is not a significant modification under paragraph
(e)(4)(iv)(B) of this section.

(h) Effective date.This section ap-
plies to alterations of the terms of a debt
instrument on or after September 24,
1996. Taxpayers, however, may rely on
this section for alterations of the terms
of a debt instrument after December 2,
1992, and before September 24, 1996.

Margaret Milner Richardson,
Commissioner of Internal Revenue.

Approved:

Leslie Samuels,
Assistant Secretary of the Treasury.

(Filed by the Office of the Federal Register on
June 25, 1996, 8:45 a.m., and published in the
issue of the Federal Register for June 26, 1996, 61
F.R. 32926)

Section 3221.—Rate of Tax

Determination of Quarterly Rate of
Excise Tax for Railroad Retirement
Supplemental Annuity Program

In accordance with directions in Sec-
tion 3221(c) of the Railroad Retirement
Tax Act (26 U.S.C. 3221(c)), the Rail-
road Retirement Board has determined
that the excise tax imposed by such
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Section 3221(c) on every employer, with
respect to having individuals in his
employ, for each work-hour for which
compensation is paid by such employer
for services rendered to him during the
quarter beginning July 1, 1996, shall be
at the rate of 34 cents.
In accordance with directions in Sec-

tion 15(a) of the Railroad Retirement Act
of 1974, the Railroad Retirement Board

has determined that for the quarter begin-
ning July 1, 1996, 33.4 percent of the
taxes collected under Sections 3211(b)
and 3221(c) of the Railroad Retirement
Tax Act shall be credited to the Railroad
Retirement Account and 66.6 percent of
the taxes collected under such Sections
3211(b) and 3221(c) plus 100 percent of
the taxes collected under Section 3221(d)
of the Railroad Retirement Tax Act shall

be credited to the Railroad Retirement
Supplemental Account.

Dated May 29, 1996.

Beatrice Ezerski,
Secretary to the Board.

(Filed by the Office of the Federal Register on
June 5, 1996, 8:45 a.m., and published in the issue
of the Federal Register for June 6, 1996, 61 F.R.
28911)
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