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Treasury Relaxes Test for Re-Testing Debt Status
Prop. Reg. § 1.1001-3(f)(7) (N.P.R. 6/4/2010)

Summary
The troubled economic times have required many modifications of distressed debt instruments.  When the 
terms of a debt instrument are “significantly modified” (a term of art for U.S. federal income tax purposes), 
the debt instrument will be deemed to have been retired for tax purposes, and a new instrument issued in a 
deemed exchange, which frequently has tax consequences for both the issuer and the holder.  Depending 
on its characteristics upon the deemed reissuance, this “new” instrument may be either debt or equity for tax 
purposes. If it is characterized as equity, the consequences may be particularly adverse for the issuer, which 
will lose its interest deductions going forward and may also be required to recognize increased cancellation of 
indebtedness income.  The Treasury recently proposed regulations that will help avoid some of these adverse 
tax consequences.  

Current Law
Under the existing Treasury regulations, there are a number of different ways in which the terms of a debt 
instrument can be amended so as to constitute a “significant modification” (which, as noted above, results in 
the debt instrument’s being treated as retired, and a new instrument deemed issued).  One type of significant 
modification occurs where the modification produces an instrument that would be treated as equity if newly 
issued.  In such case, the debt will be deemed retired in exchange for new equity.  The existing regulations state 
that for this purpose (i.e., for the purpose of determining whether a “significant modification” has occurred merely 
because the resulting instrument is equity), any deterioration in the financial condition of the issuer between 
the issue date of the debt instrument and the date of the modification generally is not taken into account. 

However, as noted above, there are many other ways in which a debt instrument can undergo a “significant 
modification.”  For example, suppose a significant modification results from a change in the terms of the 
instrument that would not by itself (i.e., without regard to the issuer’s financial condition) result in the deemed 
new instrument’s being treated as equity (e.g., an increase in the yield on the instrument).  For purposes 
of determining whether the deemed newly issued instrument is debt or equity, may the parties disregard 
the issuer’s deteriorated financial condition?  The exception described above requiring the disregard of the 
issuer’s financial condition arguably does not apply here, because it is the increase in yield, not the issuance 
of equity, that constitutes the “significant modification.”  The preamble to the existing Treasury regulations 
suggests that this exception applies for all purposes of the debt modification rules, not just for purposes of 
determining whether a “significant modification” has occurred.  However, many taxpayers and their advisors 
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did not feel comfortable relying on a preamble, given the contrary structure of the Treasury regulation.   
The regulations therefore left open the possibility that if the terms of a debt instrument were significantly 
modified (thus triggering a deemed retirement and reissuance), in determining whether the deemed newly-
issued instrument were debt or equity, it could be necessary to consider whether the issuer’s financial condition 
had deteriorated since the instrument was originally issued.  Such consideration would make it more likely that 
the deemed new instrument would be classified as equity, which could, depending on the facts, bring about 
the unpleasant consequences referred to above. 

Proposed Regulation
To address these taxpayer concerns, last week the Treasury proposed a regulation providing that with respect 
to a new instrument resulting from a significant modification, the determination of whether such instrument is 
debt or equity for tax purposes is made without taking into account any deterioration in the financial condition 
of the issuer.  Thus, the proposed regulation provides that any decrease in the fair market value of a debt 
instrument between the issue date and the date of the modification is not taken into account to the extent that 
such decrease is attributable to the deterioration in the financial condition of the obligor, and not to modifications 
to the terms of the debt instrument.

The preamble to the new proposed regulations, however, makes a quirky distinction where a publicly traded 
debt instrument is significantly modified.  Under these circumstances, the yield of the new instrument would 
increase to the extent that the issue price of the new instrument (generally, its fair market value on the date 
of the modification) is less than the adjusted issue price of the old instrument (which will be the case in the 
majority of distressed debt modification situations). The preamble to the proposed regulation suggests that any 
such increase in yield will be taken into account for purposes of determining whether the revised instrument 
is debt or equity to the extent such increased yield results from an increase in market interest rates generally, 
rather than from a deterioration in the financial condition of the issuer.   

This distinction is both intellectually challenging and administratively burdensome, because it appears to require 
taxpayers and their advisers to determine what the yield of the modified instrument would have been had 
the issuer’s financial condition not deteriorated (but market interest rates had risen).  This could be a difficult 
determination to make in the case of, for example, a financial institution that has been affected by the financial 
crisis by both an increase in the borrowing rates of financial institutions generally and a deterioration in that 
particular institution’s financial condition.  In this situation, many taxpayers and their advisors may be tempted 
to conclude that the increase in yield was attributable primarily to the deterioration of the issuer’s credit, and 
will thereby avoid concluding that the deemed reissued instrument should be characterized as equity.  

Effective Date
Although the regulation if adopted would apply to modifications of debt on or after the date of final adoption, 
the notice of proposed rulemaking indicates that taxpayers may rely on the proposed amendments for 
modifications before that date, which means that it may be relied upon now even if it is not ultimately adopted 
as a final regulation.

For additional information call Matthew Stevens 202.756.3553 or Clay Littlefield 704.444.1440.
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