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SUMMARY: This documeh contains
final regulatiors relating to the modifi-
cation of delt instruments The regula-
tions goven when a modification is
treatel as an exchang of the original
delt instrumen for a modified instru-
ment The regulatiors provide needed
guidane to issues ard holdes of debt
instruments.

DATES Thes regulatiors are effective
Septembe 24, 1996.

For dates of applicabiliy of these
regulations see § 1.1001-3(h).

FOR FURTHER INFORMATION CON-
TACT: Thoma J. Kelly, (202 622-
393 (nat a toll-free number).

SUPPLEMENARY INFORMATION:

Backgound

On December 2, 1992 proposd
amendmerg to 26 CFR pat 1 were
publishal in the Federd Registe (57
FR 5703%# [FI-31-92 19922 C.B.
683])~ to- provide~ guidance- under
§ 1.1001-3 The propose regulations
relaie to the modification of delt instru-
ments On Februay 17, 1993 the IRS
held a public hearirg on the proposed
regulations In addition the IRS re-
ceived numeros written commensg on
the propose regulations The proposed
regulations with certan change made
in respone to commentsare adopta in
this Treasuy decisin as final regula-
tions The principd changs to the regu-
lations as well as the majar comments
arnd suggestions are discussd below.

Explanatio of Provisions
A. General

The preambé to the proposé regula-
tions states tha the proposé regulations
are intendal to addres the uncertainty
concernig when the modification of a
delt instrumen resuls in a deemed
exchang of the old delt instrumen for
a new instrument Sone of this unce-
tainty resultel from the possibe impact
of the decisio of the Suprene Coutt in
Cottage Saving Assh v. Commissioner
49 U.S. 5% (1991) The preamble
invites commens with respet to
whethe it is desirabé to provide rules
for the modification of delt instruments
as well as commen$ with respet to
what those rules shoul be.

Although the IRS receved many
commens on the propose regulations,
relatively few commentats addressed
the questiom of whethe regulatiors on
the modification of delt instrumens are
desirable A few commentat® argued
agains the promulgation of regulations
on this subject A numbe of other
commentata were supportie of the
attemp to provide certainy throuch a
series of specifc rules Sorme commen-
tators suggestd tha the regulations

adopg a facts ard circumstance ap-

proatcr with sak harbos unde which

certan modificatiors would not be

treatel as exchangesin contrast other
commentatas suggeste using additional
bright-line rules to provide more ce-

tainty with respet to when a modifica-

tion is, and is not, treatel as an ex-

change of the old delt instrumen for a

new instrument Most commentators,
howeve, limited their commens to the

specific rules of the propose regula-
tions.

The IRS ard Treasuy considered
adoptirg a single generhrule insteal of
severh detailed rules Tha approach,
while providing less guidance would
haw the advantag of reducirg com-
plexity and avoiding anomalies tha can
resut from bright line rules (for ex-
ample differert resuls for economically
similar transactions) Neverthelessafter
considerilg tha approab the IRS and
Treasuy concludel that both taxpayers
ard the IRS would beneft from regula-
tions specificaly addressig the treat-
mert of certan modifications A debt
modification that resuls in an exchange
may hawe a variely of consequences,
ard parties contemplatig a change to a
debt instrumen shoutl be able to dete-
mine whethe that chang will resut in
an exchange.

Accordingly, the final regulatiors re-
tain the bast structue of the proposed
regulations Thus an alteration of the
terms of a delt instrumen is first tested
to determire whethe the alteration is a
“modification.” If there is a modifica-
tion, the modification is then testal to
determire whethe it is a ‘‘significant
modification.” A significart modifica-
tion resuls in an exchang of the origi-
nd del instrumen for a modified in-
strumen tha differs materially eithe in
kind or in extert within the meanimy of
§ 1.1001-1(a).

Although the final regulatiors gene-
ally follow the approab of the proposed
regulations certan rules haw been
addel or modified to addres a number
of issues noted by commentators For
example in one instane the final regu-
lations provide a generd rule with re-
spet to aparticula type of modification
togethe with a sak harba for certain
changs tha will not resut in ex-
changes In othe instances the final
regulatiors retan the bright-line ap-
proat of the propose regulations The
IRS ard Treasuy invite commens on



the operation of the final regulations andhe level of a settlement of terms be+esulting from the exercise of such op-
will consider providing additional guid- tween the parties is not a modificationtions typically involve either negotia-
ance as appropriate. of the original instrument. Commenta-tions between an issuer and holder or a
tors noted that it often is impossible toworkout, the IRS and Treasury believe it
distinguish between a unilateral waivelis appropriate to treat them as modifica-
In the preamble to the proposed reguef a right and a workout agreed to bytions and test for significance. In this
lations, the IRS invites comments withthe parties in which only the holder ofregard, the rule for holder options result-
respect to whether the regulationghe instrument makes meaningful coning in deferrals or reductions of pay-
should be expanded to address modificazessions. Moreover, in the case of anents addresses more specifically the
tions of financial instruments other thanprepayable debt instrument, the holder'soncerns underlying the proposed regu-
debt instruments. In response, severalaiver of rights may be an inducementations’ rule discussed above regarding
commentators argued that a dealer’'s ase the obligor not to terminate the debtunilateral waivers that rise to the level
signment of its position in an interestinstrument. of a settlement of the terms.
rate swap contract or other notional In defining when an alteration is a Many commentators argued that the
principal contract should not result in anmodification, the final regulations alsoproposed regulations are overly restric-
exchange under section 1001 for theenerally retain the rule that a change itive in recognizing only temporary non-
nonassigning counterparty. In responsa term of a debt instrument that occurperformance by the issuer and tempo-
to these comments, the IRS and Treddy operation of the terms of a debtrary waivers of default rights by holders
sury are issuing proposed and temporarinstrument is not a modification. A as not being modifications. In particular,
regulations that provide a special rulechange may occur by operation of thecommentators expressed concern about
for dealer assignments of notional printerms of an instrument at a specifiedcan example in the proposed regulations
cipal contracts. However, those tempotime, as a result of a contingency specithat illustrates the temporary waiver rule
rary and proposed regulations and thesged in the instrument, or upon thewith a situation in which the waiver is
final regulations do not address whetheexercise of an option provided for in theonly for a 3-month period. The IRS and
particular instruments are debt instruinstrument to change a term. Treasury recognize that parties may
ments for Federal income tax purposes. The final regulations limit the appli- need a period of time to modify the
With the exception of those temporarycation of the rule for changes that occuterms of a debt instrument following an
and proposed regulations, the final reguby operation of the terms of a debtissuer’s default and that a holder’s
lations have not been expanded to covenstrument in three respects. First, thavaiver or nonenforcement of default
the modification of financial instrumentsfinal regulations retain the rule of therights may not itself evidence an agree-
other than debt instruments. The modifiproposed regulations that any alteratioment with respect to new terms.
cation of other instruments is less comihat results in an instrument or property The final regulations respond to these
mon than the modification of debtright that is not debt for federal incomecomments in two respects. First, the
instruments, and the rules for modificatax purposes is a modification, even ifregulations provide that nonperformance
tions of debt instruments would notthe alteration occurs by operation of théy the issuer is not, in and of itself, a
necessarily work well or be appropriateterms of the instrument (unless the altermodification. Second, the regulations
in determining whether modifications ofation occurs pursuant to a holder’'s opprovide a limited exception to the rule
other instruments result in exchangesion under the terms of the instrument tahat a waiver of rights is a modification.
under section 1001. For equity instru-convert the instrument into equity of theUnder this exception, absent an actual
ments in particular, the IRS and Treadissuer). Second, the final regulationswritten or oral agreement by the issuer
sury believe that the application of cer-also provide that any alteration thatand the holder to alter other terms of the
tain rules in these regulations would beesults in a substitution of a new obli-instrument, an agreement by the holder
inappropriate. Similarly, for contractsgor, the addition or deletion of a co-to stay collection or temporarily waive
that are not debt instruments, the finabbligor, or a change in the recoursean acceleration clause or similar default
regulations do not limit or otherwise nature of an instrument is a modifica-right is not a modification for a period
affect the application of the “fundamen-tion. The IRS and Treasury believe thabf two years following the issuer’s non-
tal change” concept articulated in Revthese changes may be so fundamentperformance, or for a longer period
Rul. 90-109 (1990-2 C.B. 191), inthat they should be considered modificafafter the initial two-year period) during
which the IRS concluded that the exertions even if they occur by operation ofwhich the parties conduct good faith
cise by a life insurance policyholder ofthe terms of an instrument. Thus, theseegotiations or during the pendency of
an option to change the insured undemodifications always must be tested fobankruptcy proceedings. Once the par-
the policy changed “the fundamentalsignificance to determine whether theyties agree to new terms, however, there
substance” of the contract, and thus wasesult in exchanges. is a modification of the instrument.
a disposition under section 1001. Third, the final regulations provide As under the proposed regulations, a
that alterations resulting from the exermodification is tested when the parties
cise of either of two categories ofagree to a change even if the change is
The final regulations retain the gen-options are modifications. These twonot immediately effective, but the final
eral rule of the proposed regulations thatategories of options are (i) those thategulations add exceptions for a change
a modification includes any alteration ofare not unilateral (defined essentially inn a term that is agreed to by the parties
a legal right or obligation of the issuerthe same manner as in the proposebut is subject to reasonable closing
or holder. The final regulations, how-regulations) and (ii) holder options theconditions or that occurs as a result of
ever, do not adopt the rule of theexercise of which results in a deferral otbankruptcy proceedings. In these cases,
proposed regulations that a unilaterah reduction in any scheduled payment oA modification occurs on the date the
waiver of a right that does not rise tointerest or principal. Because alterationghange in the term becomes effective.

B. Other instruments

C. Modifications



Thus, if the conditions do not occur For changes in the yield of a debtof the rules for original issue discount is
(and the change in the term does nonhstrument, the final regulations providea significant modification. Commenta-
become effective), a modification doeghat a change in yield is significant if tors objected to both of these rules
not occur. the change exceeds the greater of 2Because they do not provide bright-line
basis points or five percent of therules for determining whether a modifi-
original yield on the instrument. Thiscation is significant. In addition, the
The final regulations retain the struc-rule was modified in response to com-commentators argued that an example in
ture of the proposed regulations forments that a change of more than 2%he proposed regulations that concerns
determining whether a modification isbasis points should be permitted in thehe deferral of interim payments is in-
significant, but change a number of thecase of debt instruments issued witltonsistent with the rule for an extension
specific rules for particular types ofhigh interest rates. The final regulationf final maturity.
modifications. The final regulations alsoalso limit this change-of-yield bright- The final regulations combine the
add a new general rule for types ofline rule to fixed rate and variable raterules for extensions of final maturity
modifications for which specific rules debt instruments. Because of the diffi-and other changes in the timing and/or
are not provided. Under this general ruleculties in developing appropriate mechaamounts of payments. While adopting
(the general significance rule), a modifi-nisms for measuring changes in thehe material deferral rule generally, the
cation is significant if, based on all theyield of other debt instruments (forfinal regulations also allow the deferral
facts and circumstances, the legal rightexample, contingent payment debt inof payments within a safe-harbor period
or obligations being changed and thestruments), the final regulations providgthe lesser of five years or 50 percent of
degree to which they are being changethat the significance of changes in thehe original term of the instrument) if
are economically significant. The gen-yield of those other instruments is deterthe deferred amounts are unconditionally
eral significance rule also applies to anined under the general significancgayable at the end of that period. The
type of modification for which specific rule. The final regulations also incorpo-final regulations do not contain the rule
rules are provided if the modification israte other technical changes to clarifithat the Commissioner may treat any
effective upon the occurrence of a subthe application of the change-in-yielddeferral of payments made with a prin-
stantial contingency. Moreover, the gensules. cipal purpose of avoiding the time value
eral significance rule will apply for The final regulations do not adopt theof money rules, including the rules for
certain types of modifications that aresuggestion of some commentators that ariginal issue discount, as a significant
effective on a substantially deferred bareduction in the principal amount of amodification. The concerns addressed by
sis. When testing a modification underdebt instrument should not be considthis rule in the proposed regulations
the general significance rule, all modifi-ered a modification. As under the pro-have been resolved in final regulations
cations made to the instrument (otheposed regulations, for purposes of deterecently issued under section 1275. See
than those for which specific bright-linemining if there is a significant 8 1.1275-2()).
rules are provided) are considered colmodification, the yield on the modified For a change in the obligor on an
lectively. Thus, a series of related modiinstrument is computed by reference tanstrument, the final regulations retain
fications, each of which independently isthe adjusted issue price immediatelthe general rule in the proposed regula-
not significant under the general signifi-before the modification. A reduction intions that changing the obligor on a
cance rule, may together constitute grincipal reduces the total payments omecourse debt instrument is significant.
significant modification. the modified instrument and often re-In addition to the exception for section
With the addition of the general sig-sults in a significantly reduced yield on381(a) transactions in the proposed
nificance rule, certain specific rules ofthe instrument. Thus, these rules giveegulations, the final regulations include
the proposed regulations have not beethe same weight to changes in then exception for transactions in which
included in the final regulations. Forprincipal amount as to changes in thehe new obligor acquires substantially
example, under the proposed regulainterest payments. The IRS and Treasursll of the assets of the original obligor.
tions, whether the addition or deletion ofbelieve that the tax consequences of Bach exception must meet two require-
a put or call right is a significant change in the yield that results from aments. First, other than the substitution
modification depends on the value ofchange in the amounts payable shouldf a new obligor, the transaction must
the put or call. The significance of annot differ because of the characterizatiomot result in any alteration that would be
alteration of a put or call right dependsof the payments that are reduced aa significant modification but for the
on whether the alteration significantlyprincipal rather than interest. fact that it occurs by operation of the
affects the value of the right. The pro- For changes in the timing of pay-terms of the instrument. Second, the
posed regulations provide similar rulesments (including any resulting change irtransaction must not result in a change
for the addition, deletion, or alterationthe amount of payments), the proposeth payment expectations. The final regu-
of a conversion or exchange right. Un+egulations contain a rule that an extenlations also provide that the substitution
der the proposed regulations, certaision of the final maturity of an instru- of a new obligor on a tax-exempt bond
changes in the types of payments undenent for the lesser of five years or 50is not a significant modification if the
a debt instrument (for example, apercent of the original term of thenew obligor is a related entity to the
change from a fixed rate debt instrumeninstrument is not a significant modifica- original obligor and the collateral secur-
to a variable rate or contingent paymention. Any other change in the timing ofing the instrument continues to include
debt instrument) are significant modifi- payments is subject to two rules. Undethe original collateral.
cations. These rules have not been irthe first rule, any material deferral of A change in payment expectations
cluded in the final regulations becausgayments is a significant modification.occurs if there is a substantial enhance-
the general significance rule providedJnder the second rule, any change iment or impairment of the obligor’'s
adequate guidance. terms designed to avoid the applicatiortapacity to meet its payment obligations

D. Significant modifications



under the instrument and the enhancensignificant adjustments would be charings be treated as such. The IRS and
ment or impairment results in a changecterized as significant, while otherTreasury believe that the standards used
to an adequate capacity from a speculanore economically dramatic changesinder § 1.1001-3 generally are appro-
tive capacity or vice versa. There is nowvould not be characterized as signifipriate for this purpose.
change in payment expectations, howeant). Accordingly, the final regulations In response to other comments, a
ever, if the obligor has at least ando not provide any bright-line rules sonumber of changes have been made to
adequate capacity to meet its paymerthat the significance of any change irbetter coordinate the final regulations
obligations both before and after thethe method under which payments araith municipal financing practices. The
modification. calculated is determined under the gerregulations clarify that state and local
The final regulations also apply theeral significance rule. bonds (other than those financing con-
payment expectations test to determine The final regulations adopt the rule ofduit loans) are treated as recourse obli-
whether the addition or deletion of athe proposed regulations that a changgations for purposes of determining
co-obligor is a significant modification. in the recourse nature of an instrumenivhether a maodification is significant.
Similarly, the final regulations provide is a significant modification, but limit State and local bonds financing conduit
that whether certain other modificationghis specific rule to changes from sub4oans are nonrecourse only if there is no
are significant is determined by refer-stantially all recourse to substantially allrecourse to either the actual issuer or the
ence to whether the modifications resulhonrecourse, or vice versa. If an instruconduit borrower. In the case of bonds
in a change in payment expectationsment is not substantially all recourse offinancing conduit loans, the final regula-
Those modifications include (i) the re-not substantially all nonrecourse eithetions clarify that the obligor of a tax-
lease, substitution, or addition of collat-before or after a modification, the sig-exempt bond is the entity that issues the
eral as security for a recourse debt, (iinificance of the modification is deter-bond and not the conduit borrower. The
the addition, deletion, or alteration of amined under the general significanceegulations note, however, that a trans-
guarantee or other credit enhancementule. The final regulations also provideaction between a holder of a tax-exempt
and (iii) a change in the priority of atwo exceptions. First, a maodificationbond and a conduit borrower may result
debt instrument. As under the proposethat changes a recourse debt instrumem an indirect modification of the tax-
regulations, a modification that releaseso a nonrecourse debt instrument is noéxempt bond.
substitutes, or adds a substantial amouat significant modification if the instru- E Other matters
of collateral as security for ament continues to be secured only by
nonrecourse debt instrument is a signifithe original collateral and the modifica- The preamble to the proposed regula-
cant modification. tion does not result in a change intions indicates that Notice 88-130
A number of commentators raisedpayment expectations. Second, #1988-2 C.B. 543), which provides spe-
questions regarding the circumstancedefeasance of a tax-exempt bond permitial rules for qualified tender bonds, will
under which the modification of a debtted by the terms of the instrumentcontinue to apply. The final regulations
instrument will require a determinationgenerally is not a significant modifica- continue this approach, and thus do not

of whether the modified instrument istion. apply for purposes of determining
debt or equity. Many expressed concer I whether tax-exempt bonds that are
that a deterioration in the financial con-%' Rules of application qualified tender bonds are reissued for

dition of the issuer between the date of The rules of application in the final purposes of sections 103 and 141
original issuance and the date of theegulations are similar to those in thethrough 150. The IRS and Treasury are
modification could lead to a determina-proposed regulations. In general, theeviewing the rules of Notice 88-130
tion that the modified instrument is notfinal regulations treat a series ofand intend to issue proposed regulations
debt for tax purposes. The final regulachanges of an instrument over time as an this subject under section 150. When
tions address this concern by providingingle change. To avoid the need tdhe final regulations are issued under
a rule that for purposes of this regula+etain information for all modifications section 150, the exclusion for qualified
tion, unless there is a substitution of &hat affect yield over the life of the debttender bonds in § 1.1001-3 will be
new obligor, any deterioration in theinstrument, however, the final regula-revised or eliminated as appropriate.
financial condition of the issuer is nottions add a rule that, for changes in the Also, as noted in the preamble to the
considered in determining whether theyield, modifications occurring more thanproposed regulations, a modification of
modified instrument is properly charac-five years earlier are disregarded. a debt instrument that results in an
terized as debt. The final regulations do not adopt theexchange under section 1001 does not
The final regulations also modify the suggestion of commentators that the&etermine if there has been an exchange
rules pertaining to the significance ofrules in § 1.1001-3 should not apply toor other disposition of an installment
changes in the method under whicttax-exempt bonds. These commentatorsbligation under section 453B. Whether
payments are calculated. The proposestated that, as a result of an interveningr not there has been an exchange or
regulations provide that a modificationchange in the Internal Revenue Codether disposition of an installment obli-
is significant if it results in a change (Code) or regulations, a significantgation is determined under the cases and
between the categories of fixed ratemodification could result in bonds thatrulings applicable to section 453B. Simi-
variable rate, and contingent paymentvere tax-exempt when issued ceasing tlarly, the fact that an alteration does not
instruments or if it changes the currencype tax-exempt bonds. Because mangonstitute a modification or a significant
in which payment under the debt instruchanges in the Code and regulationmodification does not preclude other tax
ment is made. The Treasury and the IR&ave been made applicable to refundingonsequences.
determined that such an approach wasonds, it is appropriate that changes to Simultaneously with the issuance of
both too broad and too narrow (i.e.,outstanding tax-exempt bonds that arghese final regulations, the IRS and
certain changes involving economicallyin substance, the equivalent of refundireasury are issuing temporary and pro-



posel regulatiors unde sectiomn 166.
Thos regulatiors allow taxpayers in
certan limited situations to claim a
deductio for a partialy worthles debt
when the terms of a deld instrumen are
modified Commentats on the pro-
poseal regulatiors noted tha section 166
permis a deduction for a partially
worthles delt only in the yea tha the
taxpaye makes a partid chage-df for
bodk accountilg purposesA significant
modification of a delt instrumen that
has bee partially chaged off may result
in the recognitiom of gain and an in-
creasd tax bass in the instrument.
Becaug the bodk chage-df is not re-
versed howeve, the taxpaye cannot
take anothe chage-df, and thus the
taxpaye cannd med the requirement
for a deduction for a partially worthless
delt unde section 166 In this situation,
the temporay and proposé regulations
deam the chage-df to hawe occurrel at
the time of the significart modification
if certan requiremerd are met.

Effective Dates

The final regulation applies to alter-
atiors of the terns of a delt instrument
on or after Septembe24, 1996 Taxpay-
ers howeve, may rely on this section
for alteratiors of the terns of a debt
instrumen after Decembe 2, 1992 and
before Septembe 24, 1996.

Specid Analyses

It has been determind tha this Trea-
suty decisio is nat a significart regula-
tory action as defined in EO 12866.
Therefore aregulatoy assessmens not
required It also has been determined
tha section 553(0 of the Administrative
Procedue Act (5 U.S.C chapte 5) and
the Regulatoy Flexibility Act (5 U.S.C.
chapte 6) do not apply to thes regula-
tions and therefore a Regulatoy Flex-
ibility Analysis is not required Pursuant
to sectim 7805() of the Internd Rev-
ente Code the notice of proposed
rulemakirg precedilg thee regulations
was submittel to the Smal Business
Administration for commen on its im-
pad on smal business.

Drafting Information

The principd autha of thes regula-
tions is Thoma J. Kelly, Office of
Assistan Chief Counsé (Financia Insti-
tutions & Products) IRS. Howeve,
othea personnk from the IRS and the
Treasuy Departmeh participate in
their development.

Adopticn of Amendmerstto the Regula-
tions

Accordingly, 26 CFR part 1 is
amendd as follows:

PART 1—INCOME TAXES

Paragrap 1. The authori citation for
pat 1 continues to read in pat as
follows:

Authority: 26 U.S.C 7806

Pa. 2. Sectimm 1.1001-3 is addal to
read as follows:

§ 1.1001-3 Modifications of delt in-
struments.

(@) Scope—(1) In general This sec-
tion provides rules for determinirgy
whethe a modification of the terms of a
delt instrumen resuls in an exchange
for purpose of § 1.1001-1(a)This sec-
tion applies to arny modification of a
delt instrument regardles of the form
of the modification For example this
sectin applies to an exchang of a new
instrumen for an existing delt instru-
ment or to an amendmenof an existing
delt instrument This section alo ap-
plies to a modification of a delt instru-
mert tha the issue and holder accom-
plish indirectly throuch one or more
transactios with third parties This sec-
tion, howeve, does not apply to ex-
changs of delt instrumens between
holders.

(2) Qualified tende bonds This sec-
tion does not apply for purpose of
determiniry whethe tax-exemp bonds
tha are qualified tende bonds are reis-
sua for purpose of sectiors 103 and
141 through 150.

(b) Generd rule. For purposs of
§ 1.1001-1(a) a significart modifica-
tion of a deld instrument within the
meaniry of this section resuls in an
exchang of the origind delt instrument
for a modified instrumen that differs
materially eithe in kind or in extent A
modification that is not a significant
modification is not an exchang for
purposs of 8§ 1.1001-1(a) Paragraphs
(c) ard (d) of this sectim define the
term modification and contan examples
illustrating the application of the rule.
Paragrapb (¢) and (f) of this section
provide rules for determiniy when a
modification is a significart modifica-
tion. Paragrap (g) of this sectiom con-
tains example illustrating the applica-
tion of the rules in paragraph (e) and
(f) of this section.

(c) Modification defined—(1) In gen-
eral—(i) Alteration of terms A modifi-
cation mears ary alteration including

ary deletin or addition in whole or in
part, of a legd right or obligation of the
issue or a holde of a delt instrument,
whethe the alteration is evidenced by
an expres agreemen (ord or written),
condu¢ of the parties or otherwise.

(ii) Alteratiors occurring by opera-
tion of the terms of a delt instrument.
Excep as provided in paragrap (c)(2)
of this section an alteration of a legal
right or obligation that occuss by opera-
tion of the ternms of a delt instrumen is
not a modification An alteration that
occus by operatim of the terns may
occu automaticaly (for example an
annud resettig of the interes rate
basel on the value of an index or a
specifial increag in the interes rate if
the value of the collaterd declines from
a specifiel level) or may occu as a
resut of the exerci® of an option
provided to an issue or a holde to
chang a tem of a deb instrument.

(2) Exceptions The alteratiors de-
scribed in this paragrap (c)(2) are
modifications even if the alterations
occu by operatimm of the terms of a
deht instrument.

(i) Chang in obligor or natue of
instrument An alteration tha resuls in
the substitutim of a new obligor, the
addition or deletian of a co-obliga, or a
chang (in whole or in par) in the
recourg natue of the instrumen (from
recourg- to- nonrecours~ or- from
nonrecours to recoursg is a modifica-
tion.

(ii) Properly that is not debt An
alteration that resuls in an instrumen or
propery right that is not delt for federal
income tax purposs is a modification
unles the alteration occuss pursuahto a
holde’s option unde the terms of the
instrumen to convet the instrumett into
equiy of the issue (notwithstanding
paragrap (c)(2)(iii) of this section).

(iii) Certain alteratiors resultirg from
the execise of an option An alteration
tha resuls from the exerci® of an
option provided to an issue or a holder
to chang atem of a delt instrumett is
a modification unless—

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

(B) In the cas of an option exercis-
able by a holde, the exercie of the
option does nat resut in (or, in the case
of a variabke or contingen payment is
not reasonalyl expecte to resut in) a
deferrd of, or a reductio in, arny sched-
uled paymen of intere¢ or principal.

(3) Unilateral option For purposs of
this section an option is unilaterd only



if, under the terms of an instrument orenter into the agreement, even if thenay secure a release of the financial and restric-

under applicable law— change in the term is not immediatelyiVé covenants by placing in trust government
. h d t ist at the timeeffective securities as collateral that yv!II provide interest
() There does not exist at the € ‘ and principal payments sufficient to satisfy all

the option is exercised, or as a result of (i) Closing conditions.If the parties scheduled payments on the bond. The corporation
the exercise, a right of the other party tacondition a change in a term of a debtemains obligated for all payments, including the
alter or terminate the instrument or puinstrument on reasonable closing condigont”b“t"’”t of adqg'ona'ﬁ.s‘?"“tm'es to tthet rust if
the instrument to a person who is retions (for example, shareholder, regulagy 230 P BEve SRS Sgg;pazho(sgsz
lated (within the meaning of sectiontory, or senior creditor approval, Ofrthis section, the option to defease the bond is a
267(b) or section 707(b)(1)) to the is-additional financing), a modification oc- unilateral option.

suer; curs on the closing date of the agree- (i) The alterations occur by operation of the

(i) The exercise of the option doesment. Thus, if the reasonable closinqsr?asr;’ért:;hd(eck;t(z';’sgf“fﬁf’s”tsgrc‘goﬁredeiiccrLbzd

not require the consent or approval of—condition_s do not occur so that theease of the covenants is not a modification.
(A) The other party; change in the term does not become Example 6. Legal defeasancender the terms

(B) A person who is related to thateffeCtiVev a modification does not occur.of ahrecourse l?ond(i the issuer may secureba rellease
T . . ; of the financial and restrictive covenants by plac-
party (within the meaning of section (iii) Bankruptcy proceedingslf a mg in trust government securities that will provide

267(b) or section 707(b)(1)), whether ochange in a term of a debt inStrum_en terest and principal payments sufficient to satisfy
not that person is a party to the instruOccurs pursuant to a plan of reorganizaail scheduled payments on the bond. Upon the

ment; or tion in a title 11 or similar case (within creation of the trust, the issuer is released from
; . the meaning of section 368(a)(3)(A)), &y recourse liability on the bond and has no
(C) A court or arbitrator; and g @E)A) obligation to contribute additional securities to the

(i) The exercise of the option doesMmodification occurs upon the effective, . "it ine trust funds are not sufficient to satisfy
not require consideration (other thargate of the plan. Thus, unless the plaghe scheduled payments on the bond. The release
incidental costs and expenses relating tBECOMES effective, a modification does;:athr? |(s:suzeri |sO?nth?slte;aeuC%r;nde;ﬁrébetguusn i;;ar:-
the exercise of the option), unless, oot occur. _ graph _(©)(2)() ’

: : (d) Examples. The following ex- Medification.
the issue date of the instrument, the {amples. owing Example 7. Exercise of an option by a holder
consideration is a de minimis amount, &MPples illustrate the provisions of paratar reduces amounts payabld) A financial
specified amount, or an amount that I'E0 (Y 008 SCRL, e o ne et tarma o e morgage e anc
pased. on .a formu.la that useS.ObJeC.tIVﬁ‘\terest rate to be reset every 49 days through anstitution has an option to decrease the interest
financial information (as defined in ayction by a remarketing agent. The reset of theate. The financial institution anticipates that, if
§ 1.446-3(c)(4)(ii)/ interest rate occurs by operation of the terms ofnarket interest rates decline, it may exercise this

i i _ the bond and is not an alteration described iroption in lieu of the mortgagor refinancing with

(4) Fallur-e o perfo_rm—(l) In_gen paragraph (c)(2) of this section. Thus, the reset odnother lender.
gral. T.he _fallure of an |ssue_r to pencormthe interest rate is not a modification. (i) The financial institution exercises the option
its obligations under a debt instrument is" gxample 2. Obligation to maintain collateral. to reduce the interest rate. The exercise of the
not itself an alteration of a legal right or The original terms of a bond provide that the bondoption results in a reduction in scheduled pay-
obligation and is not a modification. must be secured by a certain type of collateraiments and is an alteration described in paragraph

" ) having a specified value. The terms also requiré€c)(2)(iii) of this section. Thus, the change in

(”). HOlder.S temporary forbearance.' the issuer to substitute collateral if the value of thenterest rate is a modification.

NOtVY|thStand|ng paragraph (c)(1) of thlsoriginal collateral decreases. Any substitution of Example 8. Conversion of adjustable rate to
section, absent a written or oral agreecollateral that is required to maintain the value offixed rate mortgage(i) The original terms of a
ment to alter other terms of the debthe collateral occurs by operation of the terms ofmortgage provide for a variable interest rate, reset
instrument, an agreement by the h0|deqne bondh a(n;i(zi)s nfot h:_:m aIterationTﬁescribe?] iamijnr(ljuallyhbased on ;hehvalue of an obrj;ective index.

. : . paragraph (c of this section. us, suc nder the terms of the mortgage, the mortgagor
to stay CO||QC'[IOH or tempo.rarlly WaIVe g hetitution of collateral is not a modification. may, upon the payment of a fee equal to a
an acceleration clause or similar default gxample 3. Alteration contingent on an act of aspecified percentage of the outstanding principal
right (including such a waiver following party. The original terms of a bond provide thatamount of the mortgage, convert to a fixed rate of
the exercise of a right to demand paythe interest rate is 9 percent. The terms alsinterest as determined based on the value of a
ment in full) is n%t a modiﬁcaﬁgnyprovide that, if the issuer files an effective regis-second objective index. The exercise of the option

. . tration statement covering the bonds with thedoes not require the consent or approval of any
!Jnless and until the_forbearance rémaingecyrities and Exchange Commission, the interegterson or create a right of the holder to alter the
in effect for a period that exceeds—rate will decrease to 8 percent. If the issueterms of, or to put, the instrument.

(A) Two years following the issuer’s registers the bond, the resulting decrease in the (i) Because the required consideration to exer-
initial failure to perform' and irrmlterist Crjate gccurs by operlation of ahe tel;mds otise thde opticr)]n is a specififedhamount fixed oln theI

L ! . . the bond and is not an alteration described inssue date, the exercise of the option is unilatera

(B) Any additional period during paragraph (c)(2) of this section. Thus, such as defined in paragraph (c)(3) of this section. The
which the parties conduct good faithdecrease in the interest rate is not a modificationconversion to a fixed rate of interest is not an
negotiations or during which the issuer Example 4. Substitution of a new obligor occur-alteration described in paragraph (c)(2) of this
is in a title 11 or similar case (asring by operation of the terms of the debtsection. Thus, the change in the type of interest

fined i . 368 3)(A instrument. Under the original terms of a bond rate occurs by operation of the terms of the
define 'n section (a)( ) )) issued by a corporation, an acquirer of substanfnstrument and is not a modification.

(5) Failure to exercise an optiorif a tially all of the corporation’s assets may assume Example 9. Holder's option to increase interest
party to a debt instrument has an optiorthe corporation’s obligations under the bond. Subrate. (i) A corporation issues an 8-year note to a
to change a term of an instrument, théte}ntlally all of the corpora_ltlon’s assets are_acbank in exchange for cash.‘Under_the terms of the
failure of the party to exercise thatquned b_y another corporation and the acquiringnote, the bank has the_ option to increase the rate

- . J. . corporation becomes the new obligor on the bondof interest by a specified amount upon a certain
option is not a modification. Under paragraph (c)(2)(i) of this section, thedecline in the corporation’s credit rating. The

(6) Time of modificati()ﬂ—(i) In gen- substitution of a new obligor, even though itbank’s right to increase the interest rate is a
eral. Except as provided in this para_ocg&;i;%/ogperanon of the terms of the bond, is ajo?ltlﬁt;arsiczgtrl]on as described in paragraph (c)(3)
graph (C)(G)’ ar_1 agreemer_]t to cha_nge gExampIe 5. Defeasance with release of cov- (ii) The credit rating of the corporation declines
term of a debt instrument is a modifica-enants (i) A corporation issues a 30-year, recoursebelow the specified level. The bank exercises its
tion at the time the issuer and holdebond. Under the terms of the bond, the corporatiomption to increase the rate of interest. The increase



in the rate of interest occurs by operation of thethe significance of certain types ofments made to the issuer or to the

terms of the note and does not result in a deferr if ot ; . . ip
or a reduction in the scheduled payments or an%odlflcanons. Paragraph (f) of this sec-holder as consideration for the modifica-

other alteration described in paragraph (c)(2) o¥'0n _ provides rules O_f_ ap_pllcatlon, In- tion); and

this section. Thus, the change in interest rate is ndluding rules for modifications that are (2) payments equal to the payments

a modification. effective on a deferred basis or upon thgn' the modified debt instrument from
Example 10. Issuer's right to defer payment ofoccurrence of a contingency. the date of the modification

interest.A corporation issues a 5-year note. Under (1) General ruIe.Except as otherwise )

the terms of the note, interest is payable annuall f )
at the rate of 10 percent. The corporation, howbrO\”ded In paragraphs (e)(2) thr(mghof

ever, has an option to defer any payment o(e)(6) of this sept_ionz a mOdiﬁC_ation is a
interest until maturity. For any payments that aresignificant modification only if, based
deferred, interest will compound at a rate of 1250 g|| facts and circumstances, the leg

percent. The exercise of the option, which result?ights or obligations that are altered an
in the deferral of payments, does not result fro

the exercise of an option by the holder. Thethe degreellto Whmp thety ‘I'ire aItE_red ot taken into account in determining

exercise of the option occurs by operation of theeConomically significant. In making a - e -

terms of the debt instrument and is not a modificadetermination under this paragrapﬁhe, yield 'Otf)l the moglfLed . instrument.

tion. 7 ' (e)(1), all modifications to the debt (lV) Variable rate_ ebt Instruments.
Example 11. Holder's option to grant deferral of j,<tr'iment (other than modificationsFOr purposes of this paragraph (e)(2),

paymenti) A corporation issues a 10-year note to . he annual yield of a variable rate debt
i ubject to paragraphs (e)(2) through 6? y .
a bank in exchange for cash. Interest on the note4d) p grap ( )( ) g ( hstrument is the annual yleld of the

is payable semi-annually. Under the terms of théf this section) are considered collec- =" lent fixed rate debt inst t

note, the bank may grant the corporation the rightively, so that a series of such modifica-£auivalent fixed rate debt instrumen (as
to defer all or part of the interest payments. Forions may be significant when Consid_deflned in 8 1.1275-5(e)) which is con-
any payments that are deferred, interest will red together although eachstructed based on the terms of the

compound at a rate 150 basis points greater thapy €4 . . instrument (either modified or unmodi-
- modification, if considered alone, would . ; ;
the stated rate of interest. fied, whichever is applicable) as of the

(i) The corporation encounters financial diffi- NOt be significant. el
culty and is unable to satisfy its obligations under (2) Change in yield—(i) Scope of date of the mOd_Iﬂcz_itlc_m'
the note. The bank exercises its option under theyle This paragraph (e)(2) applies to (3) Changes in timing of payments
note and grants the corporation the right to defeaebt instruments that provide for only(i) In general. A modification that

payments. The exercise of the option results in : . o ; _
right of the corporation to defer scheduled pay-zﬁxed payments, debt instruments withchanges the timing of payments (includ

ments and, under paragraph (c)3)(i) of this secalternative payment schedules subject t&)g any resulting change in the amount
tion, is not a unilateral option. Thus, the alteration§ 1.1272—1(c), debt instruments thapf payments) due under a debt instru-
is described in paragraph (c)(2)(iii) of this sectiongroyide for a fixed yield subject to ment is a significant modification if it

and is a modification. § 1.1272-1(d) (such as certain demantgsults in the material deferral of sched-

Example 12. Alteration requiring conserithe . .
original terms of a bond include a provision thatloans)' and variable rate debt instrutled payments. The deferral may occur

the issuer may extend the maturity of the bondments. Whether a change in the yield ofither through an extension of the final
with the consent of the holder. Because anyther debt instruments (for example, dnaturity date of an instrument or
extension pursuant to this term requires the concontingent payment debt instrument) is dhrough a deferral of payments due prior

sent of both parties, such an extension does nqf: . ... . . : to maturity. The materiality of the defer-
occur by the exercise of a unilateral option (as%tlgmﬂcant modification is - determined Y y

defined in paragraph (c)(3) of this section) and idinder paragraph (e)(1) of this sectionfal depends on .a” the facts and circum-
a modification. (i) In general.A change in the yield stances, including the length of the
Example 13. Waiver of an acceleration clauseof a debt instrument is a significantdeferral, the original term of the instru-
Under the terms of a bond, if the issuer fails tomodification if the yield computed un- ment, the amounts of the payments that
make a scheduled payment, the full prmupalder paragraph (e)(Z)(III) of this sectionare deferred, and the time period be-

amount of the bond is due and payable immedi-"~ . . PN
ately. Following the issuer's faiIErey 1o make avaries from the annual yield on thetween the modification and the actual

scheduled payment, the holder temporarily waivesinmodified instrument (determined as ofleferral of payments.

its right to receive the full principal for a period the date of the modification) by more (ii) Safe-harbor period.The deferral
sgf“;ﬂﬁ toonea”i’)i‘v"“tgreori”sshh; f;‘t%b?;nthg désitsigs;’ﬁhan the greater of— of one or more scheduled payments
financial resources. Under paragraph (c)(4)(i) of (A) ¥ of one percent (25 baSISWIthIn' the safe-ha_rbor period is not a
this section, the temporary waiver in this situationPOINts); or material deferral if the deferred pay-
is not a modification. The result would be the (B) 5 percent of the annual yield of ments are unconditionally payable no
ﬁametoifd;ﬁa;%r?e ?Jﬁ‘/ifr’iﬁfc’i tgfamgﬁtf uWig:] ttﬂsthe unmodified instrument (.05 x annualater than at the end of the safe-harbor
fa%lure of the issuer to n?ake g scheduled anmerxle'.q)' . - . perlod.. The safe-harbor perloq begins on
and, upon such a failure, the holder exercised that (i) Yield of the modified instru- the original due date of the first sched-

right and then waived the right to receive thement—(A) In general. The yield com- uled payment that is deferred and ex-

(B) Prepayment penaltyror purposes
this paragraph (e)(2)(iii), a commer-
cially reasonable prepayment penalty for
pro rata prepayment (as defined in
% 1.1275-2(f)) is not consideration for a
odification of a debt instrument and is

payment for one year. puted under this paragraph (e)(2)(iii) istends for a period equal to the lesser of
(e) Significant modificationsWhether the annual yield of a debt instrumentfive years or 50 percent of the original
the modification of a debt instrument iswith— term of the instrument. For purposes of

a significant modification is determined (1) an issue price equal to the adthis paragraph (e)(3)(ii), the term of an
under the rules of this paragraph (e)justed issue price of the unmodifiedinstrument is determined without regard
Paragraph (e)(1) of this section providesnstrument on the date of the modificato any option to extend the original
a general rule for determining the sig-tion (increased by any accrued but unmaturity and deferrals of de minimis
nificance of modifications not otherwisepaid interest and decreased by any a@ayments are ignored. If the period
addressed in this paragraph (e). Par@rued bond issuance premium not yetluring which payments are deferred is
graphs (e)(2) through (6) of this sectiontaken into account, and increased oless than the full safe-harbor period, the
provide specific rules for determiningdecreased, respectively, to reflect payunused portion of the period remains a



safe-harbor period for any subsequento-obligor on a debt instrument is a (B) Obligor's capacity. The obligor’s
deferral of payments on the instrumentsignificant modification if the addition capacity includes any source for pay-
(4) Change in obligor or security- or deletion of the co-obligor results in ament, including collateral, guarantees, or
(i) Substitution of a new obligor onchange in payment expectations. If thether credit enhancement.
recourse debt instruments(A) In gen- addition or deletion of a co-obligor is (5) Changes in the nature of a debt
eral. Except as provided in paragraphpart of a transaction or series of relatednstrument—(i) Property that is not
(e)(4)()(B), (C), or (D) of this section, transactions that results in the substitudebt. A modification of a debt instru-
the substitution of a new obligor on ation of a new obligor, however, the ment that results in an instrument or
recourse debt instrument is a significantransaction is treated as a substitution gfroperty right that is not debt for federal
modification. a new obligor (and is tested undelincome tax purposes is a significant
(B) Section 381(a) transactionThe paragraph (e)(4)(i)) of this section rathemodification. For purposes of this para-
substitution of a new obligor is not athan as an addition or deletion of agraph (e)(5)(i), any deterioration in the
significant modification if the acquiring co-obligor. financial condition of the obligor be-
corporation (within the meaning of sec- (iv) Change in security or credit en- tween the issue date of the unmodified
tion 381) becomes the new obligorhancement-(A) Recourse debt instru- instrument and the date of modification
pursuant to a transaction to which secments.A modification that releases, sub-(as it relates to the obligor’s ability to
tion 381(a) applies, the transaction doestitutes, adds or otherwise alters theepay the debt) is not taken into account
not result in a change in payment expeceollateral for, a guarantee on, or otheunless, in connection with the modifica-
tations, and the transaction (other than form of credit enhancement for a re-tion, there is a substitution of a new
reorganization within the meaning ofcourse debt instrument is a significanbbligor or the addition or deletion of a
section 368(a)(1)(F)) does not result in anodification if the modification results co-obligor.
significant alteration. in a change in payment expectations. (i) Change in recourse nature(A)
(C) Certain asset acquisitionsThe (B) Nonrecourse debt instrumentd. In general. Except as provided in para-
substitution of a new obligor is not amaodification that releases, substitutesgraph (e)(5)(ii)(B) of this section, a
significant modification if the new obli- adds or otherwise alters a substantiathange in the nature of a debt instru-
gor acquires substantially all of theamount of the collateral for, a guaranteenent from recourse (or substantially all
assets of the original obligor, the transon, or other form of credit enhancementecourse) to nonrecourse (or substan-
action does not result in a change irfor a nonrecourse debt instrument is dially all nonrecourse) is a significant
payment expectations, and the transasignificant modification. A substitution modification. Thus, for example, a legal
tion does not result in a significantof collateral is not a significant modifi- defeasance of a debt instrument in
alteration. cation, however, if the collateral iswhich the issuer is released from all
(D) Tax-exempt bondsThe substitu- fungible or otherwise of a type whereliability to make payments on the debt
tion of a new obligor on a tax-exemptthe particular units pledged are unimporinstrument (including an obligation to
bond is not a significant modification if tant (for example, government securitiegontribute additional securities to a trust
the new obligor is a related entity to theor financial instruments of a particularif necessary to provide sufficient funds
original obligor as defined in sectiontype and rating). In addition, the substito meet all scheduled payments on the
168(h)(4)(A) and the collateral securingtution of a similar commercially avail- instrument) is a significant modification.
the instrument continues to include theble credit enhancement contract is ndbimilarly, a change in the nature of the
original collateral. a significant modification, and an im-debt instrument from nonrecourse (or
(E) Significant alteration. For pur- provement to the property securing aubstantially all nonrecourse) to recourse
poses of this paragraph (e)(4), a signifinonrecourse debt instrument does ndbr substantially all recourse) is a sig-
cant alteration is an alteration thatresult in a significant modification. nificant modification. If an instrument is
would be a significant modification but (v) Change in priority of debt.A not substantially all recourse or not
for the fact that the alteration occurs bychange in the priority of a debt instru-substantially all nonrecourse either be-
operation of the terms of the instrumentment relative to other debt of the issuefore or after a modification, the signifi-
(F) Section 338 election.For pur- is a significant modification if it results cance of the modification is determined
poses of this section, an election undein a change in payment expectationsunder paragraph (e)(1) of this section.
section 338 following a qualified stock (vi) Change in payment expecta- (B) Exceptions—(1) Defeasance of
purchase of an issuer’s stock does ndtons—(A) In general. For purposes of tax-exempt bondsA defeasance of a
result in the substitution of a newthis section, a change in payment expedax-exempt bond is not a significant
obligor. tations occurs if, as a result of a transacmodification even if the issuer is released
(G) Bankruptcy proceedings-or pur- tion— from any liability to make payments
poses of this section, the filing of a (1) There is a substantial enhanceunder the instrument if the defeasance
petition in a title 11 or similar case (asment of the obligor's capacity to meetoccurs by operation of the terms of the
defined in section 368(a)(3)(A)) by itselfthe payment obligations under a debbriginal bond and the issuer places in
does not result in the substitution of ainstrument and that capacity was primatrust government securities or tax-exempt
new obligor. rily speculative prior to the modification government bonds that are reasonably
(i) Substitution of a new obligor on and is adequate after the modification; oexpected to provide interest and principal
nonrecourse debt instrument$he sub- (2) There is a substantial impairmentpayments sufficient to satisfy the pay-
stitution of a new obligor on a of the obligor's capacity to meet thement obligations under the bond.
nonrecourse debt instrument is not gayment obligations under a debt instru- (2) Original collateral. A modifica-
significant modification. ment and that capacity was adequation that changes a recourse debt instru-
(iii) Addition or deletion of co- prior to the modification and is prima- ment to a nonrecourse debt instrument is
obligor. The addition or deletion of arily speculative after the modification. not a significant modification if the



instrument continues to be secured onljor a modification to be significant, a of this section, the obligor of a tax-
by the original collateral and the modifi- modification of the same type that doesexempt bond is the entity that actually
cation does not result in a change imot result in a change in payment expecissues the bond and not a conduit bor-
payment expectations. For this purposeéations is not a significant modification rower of bond proceeds. In determining
if the original collateral is fungible or under that rule. whether there is a significant modifica-
otherwise of a type where the particular (3) Cumulative effect of modifica-tion of a tax-exempt bond, however,
units pledged are unimportant (for ex-tions. Two or more modifications of a transactions between holders of the tax-
ample, government securities or finandebt instrument over any period of timeexempt bond and a borrower of a con-
cial instruments of a particular type andconstitute a significant modification if, duit loan may be an indirect modifica-
rating), replacement of some or all unitshad they been done as a single changéon under paragraph (a)(1) of this
of the original collateral with other units the change would have resulted in @ection. For example, a payment by the
of the same or similar type and aggresignificant modification under paragraphholder of a tax-exempt bond to a con-
gate value is not considered a change ife) of this section. Thus, for example, aduit borrower to waive a call right may
the original collateral. series of changes in the maturity of aesult in an indirect modification of the
(6) Accounting or financial cov- debt instrument constitutes a significantax-exempt bond by changing the yield
enants. A modification that adds, de- modification if, combined as a singleon that bond.
letes, or alters customary accounting ochange, the change would have resulted (ii) Recourse nature-(A) In general.
financial covenants is not a significantin a significant modification. The sig- For purposes of this section, a tax-
modification. nificant modification occurs at the timeexempt bond that does not finance a
(f) Rules of application-(1) Testing that the cumulative modification would conduit loan is a recourse debt instru-
for significance—(A) In general. be significant under paragraph (e) ofment.
Whether a modification of any term is athis section. In testing for a change of (B) Proceeds used for conduit loans.
significant modification is determinedyield under paragraph (e)(2) of thisFor purposes of this section, a tax-
under each applicable rule in paragraphsection, however, any prior modificationexempt bond that finances a conduit
(e)(2) through (6) of this section and, ifoccurring more than 5 years before thdoan is a recourse debt instrument unless
not specifically addressed in those rulegjate of the modification being tested isboth the bond and the conduit loan are
under the general rule in paragrapldisregarded. nonrecourse instruments.
(e)(1) of this section. For example, a (4) Modifications of different terms. (C) Government securities as collat-
deferral of payments that changes th#lodifications of different terms of a eral. Notwithstanding paragraphs
yield of a fixed rate debt instrumentdebt instrument, none of which sepa{f)(6)(ii))(A) and (B) of this section, for
must be tested under both paragraphsitely would be a significant modifica- purposes of this section a tax-exempt
(e)(2) and (3) of this section. tion under paragraphs (e)(2) through (6pond that is secured only by a trust
(B) Contingent modifications.If a of this section, do not collectively con-holding government securities or tax-
modification described in paragraphsstitute a significant modification. For exempt government bonds that are rea-
(e)(2) through (5) of this section isexample, a change in yield that is not aonably expected to provide interest and
effective only upon the occurrence of asignificant modification under paragraphprincipal payments sufficient to satisfy
substantial contingency, whether or nofe)(2) of this section and a substitutionthe payment obligations under the bond
the change is a significant modificationof collateral that is not a significantis a nonrecourse instrument.
is determined under paragraph (e)(1) ofmodification under paragraph (e)(4)(iv) (g) Examples. The following ex-
this section rather than under paragraphsf this section do not together result in aamples illustrate the provisions of para-
(e)(2) through (5) of this section. significant modification. Although the graphs (e) and (f) of this section:
(C) Deferred modifications.If a significance of each modification is de- Example 1. Modification of call right(i) Under
modification described in paragraphsermined independently, in testing a parthe terms of a 30-year, fixed-rate bond, the issuer
. . ) T e . L7 can call the bond for 102 percent of par at the end
(e)(4) and (5) of this section is effectiveticular modification it is assumed that e years or for 101 percent of par at the end of
on a substantially deferred basisall other simultaneous modifications2o years. At the end of the eighth year, the holder
whether or not the change is a signifi-have already occurred. of the bond pays the issuer to waive the issuer’s
cant modification is determined under (5) Definitions. For purposes of this g%h;;g g:t'latgfetggnﬂofgif‘igzﬁggdtﬁgt?sesé‘;rr‘;hgzgift-
paragraph (e)(1) of this section ratheseqtlon: . . rating is approximately the sam::-z as when the bond
than under paragraphs (e)(4) and (5) of (i) Issuerand obligor are used inter- \as issued, but market rates of interest have
this section. changeably and mean the issuer of @eclined from that date.
(2) Modifications that are not signifi- debt instrument or a successor obligor. (i) The holder's payment to the issuer changes
cant. If a rule in paragraphs (€)(2) (ii) Variable rate debt instrumerand e Yield on the bond. Whether the change in yield
. . ) . . s a significant modification depends on whether
through (4) of this section prescribes aontingent payment debt mstrumen.the yield on the modified bond varies from the
degree of change in a term of a debhave the meanings given those terms ifield on the original bond by more than the
instrument that is a significant modifica-section 1275 and the regulations thereshange in yield as described in paragraph (e)(2)(ii)
tion, a change of the same type but of ainder. of this section. o o
lesser degree is not a significant modifi- (i) Tax-exempt bondneans a state (1 If the change in yield is not a significant
- L . modification, the elimination of the issuer’s call
cation under that rule. For example, ar local bond that satisfies the requiresight must also be tested for significance. Because
20 basis point change in the yield of aments of section 103(a). the specific rules of paragraphs (e)(2) through
fixed rate debt instrument is not a (iv) Conduit loan and conduit bor- (€)(6) of this section do not address this modifica-
significant modification under paragraphrower have the same meanings as irgo?v the Ségn'f'gancﬁl of the mcl)dlflfatlofn must beh
(€)(2) of this section. Likewise, if a rule § 1.150-1(b). (O)(0) of this section. e O paragrap
in paragraph (e)(4) of this section re- (6) Certain rules for tax-exempt ‘Example 2. Extension of maturity and change in
quires a change in payment expectationsonds—(i) Conduit loans.For purposes yield. (i) A zero-coupon bond has an original



maturity of ten years At the end of the fifth yea,
the parties agree to exterd the maturity for a
period of two yeas without increasiy the stated
redemption price a maturity (i.e, ther are no
additiond paymens due betweea the origind and
extende maturity dates ard the amourn due at
the extende maturity dak is equa to the amount
due at the origind maturity date).

(ii) The deferrd of the scheduld paymen at
maturity is testel unde paragrap (e)(3 of this
section The safe-harbo period unde paragraph
(e)(3)(ii) of this secti stars with the dake the
paymen tha is being deferra is due For this
modification the safe-harbp periad stars on the
origind maturity date and ends five yeas from
this date All paymens deferrel within this period
are unconditionaly payabé before the erd of the
safe-harbp period Thus the deferrd of the pay-
mert at maturity for a periad of two yeass is not a
materid deferrd unde the safe-harbo rule of
paragrap (e)(3)(ii) of this sectilm ard thus is not
a significart modification.

(i) Even thoudh the extensimm of maturity is
not a significart modification unde paragraph
(e)(3)(i) of this section the modification also
decrease the yield of the bond The chang in
yield mug be testal unde paragrap (e)(2 of this
section.

Exampeé 3. Chang in yield resultig from
reductia of principal. (i) A delt instrumen issued
a pa has an origind maturity of ten yeas and
provides for the paymen of $100,0@ a maturity
with intere¢ paymens at the rate of 10 percent
payabé at the erd of eat yea. At the erd of the
fifth yea, and after the annu& paymen of interest,
the issue and holde agree to redue the amount
payabe at maturity to $80,000 The annua interest
rate remairs a 10 percen but is payabé on the
reducel principal.

(ii) In applyig the chang in yield rule of
paragrap (e)(2 of this section the yield of the
instrumen after the modification (measurd from
the datk tha the parties agree to the modification
to its final maturity date is computel using the
adjustel isste price of $100,000 With four annual
paymens of $8,00Q and a paymen of $88,0® at
maturity, the yield on the instrumen after the
modification for purposs of determiniry if there
has been a significart modification unde para-
graph (e)(2)() of this section is 4.3 percent.
Thus the reduction in principd is a significant
modification.

Exampé 4. Deferrd of scheduld intered pay-
ments (i) A 20-yea delt instrumen issuel at par
provides for the paymen of $100,0@ at maturity
with annu# interes paymens at the rate of 10
percent At the beginnirg of the elevenh yea, the
issue ard holde agree to defe all remaining
interes paymens until maturity with compound-
ing. The yield of the modified instrumern remains
at 10 percent.

(i) The safe-harbo period of paragrap
(e)(3)(ii) of this sectim begirs a the end of the
elevenh yea, when the intere¢ paymen for that
yea is deferred and ends at the erd of the
sixteenh yea. Howeve, the paymens deferred
during this periad are not unconditionaly payable
by the erd of tha 5-yea period Thus the deferral
of the interes paymens is not within the safe-
harba period.

(i) This modification materialy defes the
paymens due unde the instrumen and is a
significart modification unde paragrap (e)(3)(i)
of this section.

Exampé 5. Assumptia of mortgag with in-
crea® in intereg rate. (i) A recourg delt instru-
mert with a 9 percem annua yield is secure by
an office building. Unde the terms of the instru-

ment a purchase of the building may assune the
delt ard be substitutel for the origind obligor if
the purchase has a specifid credi rating and if
the interes rate on the instrumen is increasd by
one-hal percem (50 bass points) The building is
sold the purchase assume the debt amd the
intered rate increass by 50 bass points.

(i) If the purchasgs acquisitian of the building
does not satisy the requiremerg of paragraphs
(e)(4)(i)(B) or (C) of this section the substitution
of the purchase as the obligor is a significant
modification unde paragrap (e)(4)(i)(A) of this
section.

(iii) If the purchaseacquires substantial} all of
the asses of the origind obligor, the assumption
of the delt instrumen will not resut in a signifi-
cart modification if there is nat a chang in
paymen expectatios and the assumptia does not
resut in asignificart alteration.

(iv) The chang in the interes rate if tested
unde the rules of paragrap (e)(2 of this section,
would resut in a significart modification The
chang in interes rate tha resuls from the
transactio is a significart alteration Thus the
transactio does not med the requiremerg of
paragrap (e)(4)(i)(B of this sectiom and is a
significart-= modification~ unde- paragrah
(e)(4)(i)(A) of this section.

Exampé 6. Assumptia of mortgage (i) A
recourg delt instrumert is secure by a building.
In connectimm with the sak of the building, the
purchase of the building assume the delt ard is
substitutel as the new obligor on the deli instru-
ment The purchase does nat acquie substantially
all of the asses of the origind obligor.

(ii) The transactio does not satisf any of the
exceptios se forth in paragrap (e)(4)(i)(B) or
(C) of this section Thus the substitution of the
purchase as the obligor is a significart modifica-
tion unde paragrap (e)(4)(i)(A) of this section.

(iii) Sectim 1274(c)(4) howeve, provides that
if a delt instrumen is assumd in connectim with
the sak or exchang of propery, the assumptia is
not taken into accoun in determinirg if section
1274 applies to the delt instrumen unles the
terms and conditiors of the delt instrumen are
modified in connectim with the sak or exchange.
Becaus the purchase assumd the deli instru-
mert in connectim with the sak of propery and
the delt instrumen was not otherwie modified,
the delt instrumen is not retestel to determine
whethe it provides for adequag statel interest.

Exampé 7. Substitutim of a new obligor in
sectiom 381(g transaction (i) The interes rate on
a 30-yea delt instrumen issual by a corporation
provides for a variabk rate of interes that is reset
annualy on Jure 1¢ base on an objective index.

(ii) In the tenh yea, the issue merges (in a
transactio to which section 381(39 applieg into
anothe corporation tha becoms the new obligor
on the delt instrument The merger occuss on June
1st at which time the interes rate is alo rese by
operatio of the terms of the instrument The new
interes rate varies from the previows interes rate
by more then the greate of 25 bass points ard 5
percet of the annuad yield of the unmodified
instrument The substitution of a new obligor does
not resut in a chang in paymen expectations.

(iii) The substitutiom of the new obligor occurs
in a section 381(9 transactio ard does not result
in achang in paymen expectationsAlthough the
interes rate change by more than the greate of
25 bass points and 5 percen of the annua yield
of the unmodified instrument this alteration did
not occu as aresut of the transactio and is nat a
significart alteration unde paragrap (e)(4)(i)(E)
of this section Thus the substitutim meet the

requiremerg of paragrap (e)(4)(i)(B) of this
sectilm and is nat a significart modification.

Exampé 8. Substitutim of credit enhancement
contract (i) Unde the terns of a recourg debt
instrument the issue’s obligatiors are securé by
a letter of credi from a specified bank The debt
instrumen does not contah arny provision allow-
ing a substitutim of a letter of credi from a
differert bank The specifial bank howeve, en-
countes financid difficulty and rating agencies
lower its credt rating The issue ard holde agree
tha the issue will substitue aletter of credt from
anothe bark with a highe credi rating.

(i) Unde paragrap (e)(4)(iv)(A) of this sec-
tion, the substitution of a differert credt enhance-
mert contrad is not a significart modification of a
recourg delt instrumen unles the substitution
resuls in achang in paymen expectationsWhile
the substitution of a new letter of credt by a bank
with a highe credi rating does nat itself resut in
a chang in paymen expectationssud a substitu-
tion may resut in a chang in paymen expecta-
tions unde certah circumstance (for example if
the obligor’'s capaciy to med paymen obligations
is dependen on the letter of credi and the
substitution substantiall enhance tha capacity
from primarily speculatie to adequate).

Exampé 9. Improvemen to collaterd securing
norrecoure debt A parcé of land ard its im-
provements: a~ shoppirg~ cente,~ secue~ a
nonrecours delt instrument The obligor expands
the shoppimg cente with the constructio of an
additiond building on the sane parcé of land.
After the construction the improvemend that
secue the nonrecours delt include the new
building. The building is an improvemen to the
propery securirg the nonrecours delt instrument
ard its inclusian in the collaterd securirg the debt
is not a significart modification unde paragraph
(e)(4)(iv)(B) of this section.

(h) Effective date This section ap-
plies to alteratiors of the terms of a debt
instrumen on or after Septembe 24,
1996 Taxpayers howeve, may rely on
this section for alteratiors of the terms
of a delt instrumen after Decembe 2,
1992 and before Septembe 24, 1996.

Margare Milner Richardson,
Commissioneof Internd Revenue.

Approved:

Leslie Samuels,
Assistamn Secetary of the Treasuy.

(Filed by the Office of the Feder& Registe on
Jure 25, 1996 8:45 a.m, ard publishal in the
isste of the Federa Registe for Jure 26, 1996 61
F.R. 32926)




