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This column continues the discussion1 of a modification of a defaulted loan secured by real property (referred to in this article as a troubled loan), reviewing the specific tests contained in the regulations2 on whether a modification is "significant," thereby resulting in a taxable exchange. A taxpayer can rely on the specific tests to determine whether a modification is or is not "significant." Except as otherwise provided under the tests, a modification is significant under the General Rule only if, based on all the facts and circumstances, the legal rights or obligations that are altered and the degree to which they are altered are economically significant.

Specific Tests

(1) Changes in Yield. A significant modification occurs if there is a change in the yield of a debt instrument by more than the greater of one-fourth of 1 percent, or 5 percent of the annual yield on an unmodified instrument. This test applies only to debt instruments with fixed payments, certain debt instruments with alternative payment schedules, certain debt instruments with a fixed yield, and variable rate debt instruments. A General Rule applies only when a specific test does not apply. Whether the change in the yield of any other debt instrument, such as a debt instrument that provides for contingent payments, is significant is determined under the General Rule.

For purposes of computing the yield on debt instruments, prepayment penalties are disregarded.3 To determine the yield of a variable rate debt instrument, the annual yield is determined by reference to the equivalent fixed debt instrument that is constructed based on the terms of the instrument as of the date of modification. A reduction in principal under the change in yield test reduces the total payments under the modified instrument and usually will result in a significantly reduced yield on the instrument.

(2) Changes in Timing of Payments. A modification that changes the timing of payments due under a debt instrument is significant if it results in the material deferral of scheduled payments. The deferral may occur either through an extension of the final maturity date or through a deferral of the payments due prior to maturity. The regulations contain a safe harbor for the deferral of payments under which the deferral of one or more scheduled payments is not material if the deferred payments are unconditionally payable no later than the end of the safe-harbor period. The safe-harbor period begins on the original due date of the first scheduled payment that is deferred and extends for the lesser of five years or 50 percent of the original term of the instrument.

For purposes of the safe harbor, the term of the instrument is determined without regard to any option to extend the original maturity, and deferral of de minimis payments are disregarded. If payments are deferred for less than the full safe harbor period, the unused portion of the period remains available for any subsequent deferral of payments. The deferral right applies to scheduled interest and principal payments, as well as balloon payments due at maturity.

(3) Change in Obligor. The regulations provide that the substitution of a new obligor on a nonrecourse debt instrument is not a significant modification. However, the change in the obligor of a recourse debt instrument generally is a significant modification unless one of the following exceptions in the regulations is applicable: (i) the new obligor is an acquiring corporation (within the meaning of Code Section 381); (ii) the new obligor acquires substantially all of the assets of the original obligor; (iii) the new obligor on tax-exempt bonds is related to the original obligor (within the meaning of Code Section 168(h)(4)(A)) and the collateral securing the instrument continues to include the original collateral; or (iv) the change in obligor results in a Code Section 338 election or the filing of a bankruptcy petition.

Note that with respect to exceptions (i) and (ii), the change in obligor also must not result in a "change in payment expectations" or "a significant alteration." A significant alteration occurs if an alteration of a debt instrument would be a significant modification but for the fact that the alteration occurs by operation of the terms of the instrument. A change in payment expectation occurs if, as a result of a transaction, either (1) there is a substantial enhancement of the obligor's capacity to meet the payment obligation under a debt instrument and the capacity was primarily speculative prior to the modification and is adequate after the modification, or (2) there is a substantial impairment of the obligor's capacity to meet the payment obligation under a debt instrument, and that capacity was adequate prior to the modification and is primarily speculative after the modification.

(4) Addition or Deletion of a Co-obligor. A significant modification occurs when a co-obligor is added or is deleted from a debt instrument and the result is a change in payment expectations. Where the addition or deletion of a co-obligor is part of a transaction or a series of related transactions that results in a new obligor, the determination of whether a significant modification has occurred is made under the tests set forth above.

(5) Change in Security or Credit Enhancement. A change in payment expectation will mean that a significant modification occurs with respect to recourse debt where the modification releases, substitutes, adds or otherwise alters the collateral for a guarantee or other form of credit enhancement for the debt. For nonrecourse debt, any such modification generally is a significant modification without regard to a change in payment expectations. Note that a significant modification does not occur if (i) the collateral is fungible or otherwise of a type where the particular units placed are unimportant, (ii) a similar commercially available credit enhancement contract is obtained, or (iii) the property that secures a nonrecourse debt is improved.

(6) Change in Priority of Debt. A change in the priority of a debt instrument relative to other debt of the issuer is a significant modification if it results in a change of payment expectations.

(7) Change From Debt to Equity. A modification of a debt instrument that results in an instrument or property right that is not debt for federal income tax purposes is a significant modification. Solely for purposes of applying this rule, any deterioration in the financial condition of the obligor between the issue date of the unmodified instrument and the date of modification (as it relates to the obligor's ability to repay the debt) is not taken into account unless, in connection with the modification, there is a substitution of a new obligor or the addition or deletion of a co-obligor.

According to an IRS spokesman, the holder of a debt instrument may discount an obligor's financial condition even when other changes to the debt instrument trigger a new issuance under the regulations. This position appears contrary to the plain language of the regulations which provides that only for purposes of determining whether a significant modification has occurred with respect to a change from debt to equity is the financial condition of the issuer disregarded. However, if a significant modification occurs for other reasons (e.g., the interest rate on the debt instrument is reduced) the regulations could be read to permit the IRS to consider whether the resulting instrument is debt or equity for tax purposes.

(8) Change in Recourse Nature. In general, a change in the nature of indebtedness from recourse to nonrecourse is a significant modification. For example, a legal defeasance of a debt instrument in which the issuer is released from all liability to make payments on an instrument is a significant modification. Similarly, where a borrower obtains a recourse loan that is secured by collateral and the lender subsequently releases the borrower (but not the collateral) from liability, a significant modification occurs. If an instrument is not substantially all recourse and not substantially all nonrecourse, either before or after the modification, the significance of the modification is determined under the General Rule, which will require consideration of the instrument both before and after the modification.

There are two exceptions to the change in recourse rule: (i) a defeasance of a tax-exempt bond is not a significant modification even if the issuer is released from any liability to make payments under the instrument if the defeasance occurs by operation of the terms in the original bond and the issuer places in trust government securities or tax-exempt government bonds that are reasonably expected to provide interest and principal payments sufficient to satisfy the payment obligation under the bond; or (ii) a modification that changes a recourse debt instrument to a nonrecourse debt instrument is not a significant modification if the instrument continues to be secured only by the original collateral and the modification did not result in a change in payment expectations.

(9) Changes in Covenants. The addition, deletion or alteration of customary accounting of financial covenants is not a significant modification if the covenants that are not changed are not governed by the regulations, the impact of the change is determined using the facts and circumstances test (General Rule). Thus, a change in a covenant removing a restriction on the borrower's right to sell the property (not an accounting or financial covenant) would be determined under the General Rule.

(10) Tax-Exempt Bonds. The regulations provide special rules for tax-exempt bonds.4
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