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amount of payments due under all debt 
instruments and the amount of other 
consideration to be received is made as 
of the date of the sale or exchange or, 
if earlier, the contract date. If the pre-
cise amount due under any debt instru-
ment or the precise amount of any 
other consideration to be received can-
not be determined as of that date, sec-
tion 1274(c)(3)(C) applies only if it can 
be determined that the maximum of 
the aggregate amount of payments due 
under the debt instruments and other 
consideration to be received cannot ex-
ceed $250,000. For purposes of section 
1274(c)(3)(C), if a liability is assumed or 
property is taken subject to a liability, 
the aggregate amount of payments due 
includes the outstanding principal bal-
ance or adjusted issue price (in the case 
of an obligation originally issued at a 
discount) of the obligation. 

(C) Coordination with section 1273 and 
§ 1.1273–2. In accordance with section 
1274(c)(3)(D), section 1274 and this sec-
tion do not apply if the issue price of a 
debt instrument issued in consider-
ation for the sale or exchange of prop-
erty is determined under paragraph 
(a)(1), (b)(1), or (c)(1) of § 1.1273–2. 

(3) Other exceptions to section 1274—(i) 
Holders of certain below-market instru-
ments. Section 1274 does not apply to 
any holder of a debt instrument that is 
issued in consideration for the sale or 
exchange of personal use property 
(within the meaning of section 
1275(b)(3)) in the hands of the issuer 
and that evidences a below-market 
loan described in section 7872(c)(1). 

(ii) Transactions involving certain de-
mand loans. Section 1274 does not apply 
to any debt instrument that evidences 
a demand loan that is a below-market 
loan described in section 7872(c)(1). 

(iii) Certain transfers subject to section 
1041. Section 1274 does not apply to any 
debt instrument issued in consider-
ation for a transfer of property subject 
to section 1041 (relating to transfers of 
property between spouses or incident 
to divorce). 

(c) Examples. The following examples 
illustrate the rules of this section. 

Example 1. Single stated rate paid semiannu-
ally. A debt instrument issued in consider-
ation for the sale of nonpublicly traded prop-
erty in a transaction that is not a poten-
tially abusive situation calls for the pay-

ment of a principal amount of $1,000,000 at 
the end of a 10-year term and 20 semiannual 
interest payments of $60,000. Assume that 
the test rate of interest is 12 percent, com-
pounded semiannually. The debt instrument 
is not subject to section 1274 because it pro-
vides for interest equal to the test rate and 
all interest payable on the instrument is 
qualified stated interest. 

Example 2. Sale of farm for debt instrument 
with contingent interest. (i) Facts. On July 1, 
1995, A, an individual, sells to B land used as 
a farm within the meaning of section 
6420(c)(2). As partial consideration for the 
sale, B issues a debt instrument calling for a 
single $500,000 payment due in 10 years unless 
profits from the land in each of the 10 years 
preceding maturity of the debt instrument 
exceed a specified amount, in which case B is 
to make a payment of $1,200,000. The debt in-
strument does not provide for interest. 

(ii) Total payments may exceed $1,000,000. 
Even though the total payments ultimately 
payable under the contract may be less than 
$1,000,000, at the time of the sale or exchange 
it cannot be determined that the sales price 
cannot exceed $1,000,000. Thus, the sale of the 
land used as a farm is not an excepted trans-
action described in section 1274(c)(3)(A). 

Example 3. Sale between related parties sub-
ject to section 483(e). (i) Facts. On July 1, 1995, 
A, an individual, sells land (not used as a 
farm within the meaning of section 
6420(c)(2)) to A’s child B for $650,000. In con-
sideration for the sale, B issues a 10-year 
debt instrument to A that calls for a pay-
ment of $650,000. No other consideration is 
given. The debt instrument does not provide 
for interest. 

(ii) Treatment of debt instrument. For pur-
poses of section 483(e), the $650,000 debt in-
strument is treated as two separate debt in-
struments: a $500,000 debt instrument and a 
$150,000 debt instrument. The $500,000 debt in-
strument is subject to section 483(e), and ac-
cordingly is covered by the exception from 
section 1274 described in section 1274(c)(3)(F). 
Because the amount of the payments due as 
consideration for the sale exceeds $250,000, 
however, the $150,000 debt instrument is sub-
ject to section 1274. 

[T.D. 8517, 59 FR 4820, Feb. 2, 1994] 

§ 1.1274–2 Issue price of debt instru-
ments to which section 1274 ap-
plies. 

(a) In general. If section 1274 applies 
to a debt instrument, section 1274 and 
this section determine the issue price 
of the debt instrument. For rules relat-
ing to the determination of the amount 
and timing of OID to be included in in-
come, see section 1272 and the regula-
tions thereunder. 
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(b) Issue price—(1) Debt instruments 
that provide for adequate stated interest; 
stated principal amount. The issue price 
of a debt instrument that provides for 
adequate stated interest is the stated 
principal amount of the debt instru-
ment. For purposes of section 1274, the 
stated principal amount of a debt in-
strument is the aggregate amount of 
all payments due under the debt in-
strument, excluding any amount of 
stated interest. Under § 1.1273– 
2(g)(2)(ii), however, the stated principal 
amount of a debt instrument is reduced 
by any payment from the buyer- bor-
rower to the seller-lender that is des-
ignated as interest or points. See Exam-
ple 2 of § 1.1273–2(g)(5). 

(2) Debt instruments that do not provide 
for adequate stated interest; imputed prin-
cipal amount. The issue price of a debt 
instrument that does not provide for 
adequate stated interest is the imputed 
principal amount of the debt instru-
ment. 

(3) Debt instruments issued in a poten-
tially abusive situation; fair market value. 
Notwithstanding paragraphs (b)(1) and 
(b)(2) of this section, in the case of a 
debt instrument issued in a potentially 
abusive situation (as defined in § 1.1274– 
3), the issue price of the debt instru-
ment is the fair market value of the 
property received in exchange for the 
debt instrument, reduced by the fair 
market value of any consideration 
other than the debt instrument issued 
in consideration for the sale or ex-
change. 

(c) Determination of whether a debt in-
strument provides for adequate stated in-
terest—(1) In general. A debt instrument 
provides for adequate stated interest if 
its stated principal amount is less than 
or equal to its imputed principal 
amount. Imputed principal amount 
means the sum of the present values, 
as of the issue date, of all payments, 
including payments of stated interest, 
due under the debt instrument (deter-
mined by using a discount rate equal to 
the test rate of interest as determined 
under § 1.1274–4). If a debt instrument 
has a single fixed rate of interest that 
is paid or compounded at least annu-
ally, and that rate is equal to or great-
er than the test rate, the debt instru-
ment has adequate stated interest. 

(2) Determination of present value. The 
present value of a payment is deter-
mined by discounting the payment 
from the date it becomes due to the 
date of the sale or exchange at the test 
rate of interest. To determine present 
value, a compounding period must be 
selected, and the test rate must be 
based on the same compounding period. 

(d) Treatment of certain options. This 
paragraph (d) provides rules for deter-
mining the issue price of a debt instru-
ment to which section 1274 applies 
(other than a debt instrument issued in 
a potentially abusive situation) that is 
subject to one or more options de-
scribed in both paragraphs (c)(1) and 
(c)(5) of § 1.1272–1. Under this paragraph 
(d), an issuer will be deemed to exercise 
or not exercise an option or combina-
tion of options in a manner that mini-
mizes the instrument’s imputed prin-
cipal amount, and a holder will be 
deemed to exercise or not exercise an 
option or combination of options in a 
manner that maximizes the instru-
ment’s imputed principal amount. If 
both the issuer and the holder have op-
tions, the rules of this paragraph (d) 
are applied to the options in the order 
that they may be exercised. Thus, the 
deemed exercise of one option may 
eliminate other options that are later 
in time. See § 1.1272–1(c)(5) to determine 
the debt instrument’s yield and matu-
rity for purposes of determining the ac-
crual of OID with respect to the instru-
ment. 

(e) Mandatory sinking funds. In deter-
mining the issue price of a debt instru-
ment to which section 1274 applies 
(other than a debt instrument issued in 
a potentially abusive situation) and 
that is subject to a mandatory sinking 
fund provision described in § 1.1272– 
1(c)(3), the mandatory sinking fund 
provision is ignored. 

(f) Treatment of variable rate debt in-
struments—(1) Stated interest at a quali-
fied floating rate—(i) In general. For pur-
poses of paragraph (c) of this section, 
the imputed principal amount of a 
variable rate debt instrument (within 
the meaning of § 1.1275–5(a)) that pro-
vides for stated interest at a qualified 
floating rate (or rates) is determined 
by assuming that the instrument pro-
vides for a fixed rate of interest for 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00570 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



561 

Internal Revenue Service, Treasury § 1.1274–2 

each accrual period to which a quali-
fied floating rate applies. For purposes 
of the preceding sentence, the assumed 
fixed rate in each accrual period is the 
greater of— 

(A) The value of the applicable quali-
fied floating rate as of the first date on 
which there is a binding written con-
tract that substantially sets forth the 
terms under which the sale or exchange 
is ultimately consummated; or 

(B) The value of the applicable quali-
fied floating rate as of the date on 
which the sale or exchange occurs. 

(ii) Interest rate restrictions. Notwith-
standing paragraph (f)(1)(i) of this sec-
tion, if, as a result of interest rate re-
strictions (such as an interest rate 
cap), the expected yield of the debt in-
strument taking the restrictions into 
account is significantly less than the 
expected yield of the debt instrument 
without regard to the restrictions, the 
interest payments on the debt instru-
ment (other than any fixed interest 
payments) are treated as contingent 
payments. Reasonably symmetric in-
terest rate caps and floors, or reason-
ably symmetric governors, that are 
fixed throughout the term of the debt 
instrument do not result in the debt in-
strument being subject to this rule. 

(2) Stated interest at a single objective 
rate. For purposes of paragraph (c) of 
this section, the imputed principal 
amount of a variable rate debt instru-
ment (within the meaning of § 1.1275– 
5(a)) that provides for stated interest 
at a single objective rate is determined 
by treating the interest payments as 
contingent payments. 

(g) Treatment of contingent payment 
debt instruments. Notwithstanding para-
graph (b) of this section, if a debt in-
strument subject to section 1274 pro-
vides for one or more contingent pay-
ments, the issue price of the debt in-
strument is the lesser of the instru-
ment’s noncontingent principal pay-
ments and the sum of the present val-
ues of the noncontingent payments (as 
determined under paragraph (c) of this 
section). However, if the debt instru-
ment is issued in a potentially abusive 
situation, the issue price of the debt in-
strument is the fair market value of 
the noncontingent payments. For addi-
tional rules relating to a debt instru-
ment that provides for one or more 

contingent payments, see § 1.1275–4. 
This paragraph (g) applies to debt in-
struments issued on or after August 13, 
1996. 

(h) Examples. The following examples 
illustrate the rules of this section. 
Each example assumes a 30-day month, 
360-day year. In addition, each example 
assumes that the debt instrument is 
not a qualified debt instrument (as de-
fined in section 1274A(b)) and is not 
issued in a potentially abusive situa-
tion. 

Example 1. Debt instrument without a fixed 
rate over its entire term. (i) Facts. On January 
1, 1995, A sells nonpublicly traded property 
to B for a stated purchase price of $3,500,000. 
In consideration for the sale, B makes a 
down payment of $500,000 and issues a 10-year 
debt instrument with a stated principal 
amount of $3,000,000, payable at maturity. 
The debt instrument calls for no interest in 
the first 2 years and interest at a rate of 15 
percent payable annually over the remaining 
8 years of the debt instrument. The first in-
terest payment of $450,000 is due on Decem-
ber 31, 1997, and the last interest payment is 
due on December 31, 2004, together with the 
$3,000,000 payment of principal. Assume that 
the test rate of interest applicable to the 
debt instrument is 10.5 percent, compounded 
annually. 

(ii) Applicability of section 1274. Because the 
debt instrument does not provide for any in-
terest during the first 2 years, none of the in-
terest on the debt instrument is qualified 
stated interest. Therefore, the issue price of 
the debt instrument is determined under sec-
tion 1274. See § 1.1274–1(b)(1). If the debt in-
strument has adequate stated interest, the 
issue price of the instrument is its stated 
principal amount. Otherwise, the issue price 
of the debt instrument is its imputed prin-
cipal amount. The debt instrument has ade-
quate stated interest only if the stated prin-
cipal amount is less than or equal to the im-
puted principal amount. 

(iii) Determination of imputed principal 
amount. To compute the imputed principal 
amount of the debt instrument, all payments 
due under the debt instrument are dis-
counted back to the issue date at 10.5 per-
cent, compounded annually, as follows: 

(A) The present value of the $3,000,000 prin-
cipal payment payable on December 31, 2004, 
is $1,105,346.59, determined as follows: 

$1, , .
$3, ,

( . / )
105 346 59

000 000

1 105 1
10

=
+

(B) The present value of the eight interest 
payments of $450,000 as of January 1, 1997, is 
$2,357,634.55, determined as follows: 
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$2, , . $450,
( . / )

(. / )
357 634 55 000

1 1 105 1

105 1

8

= ×
− + −

(C) The present value of this interim 
amount as of January 1, 1995, is $1,930,865.09, 
determined as follows: 

$1, , .
$2, , .

( . / )
930 865 09

357 634 55

1 105 1
2

=
+

(iv) Determination of issue price. The debt 
instrument’s imputed principal amount (that 
is, the present value of all payments due 
under the debt instrument) is $3,036,211.68 
($1,105,346.59+$1,930,865.09). Because the stat-
ed principal amount ($3,000,000) is less than 
the imputed principal amount, the debt in-
strument provides for adequate stated inter-
est. Therefore, the issue price of the debt in-
strument is its stated principal amount 
($3,000,000). 

Example 2. Debt instrument subject to issuer 
call option. (i) Facts. On January 1, 1995, in 
partial consideration for the sale of nonpub-
licly traded property, H corporation issues to 
G a 10-year debt instrument, maturing on 
January 1, 2005, with a stated principal 
amount of $10,000,000, payable on that date. 
The debt instrument provides for annual 
payments of interest of 8 percent for the first 
5 years and 14 percent for the final 5 years, 
payable on January 1 of each year, beginning 
on January 1, 1996. In addition the debt in-
strument provides H with the unconditional 
option to call (prepay) the debt instrument 
at the end of 5 years for its stated principal 
amount of $10,000,000. Assume that the Fed-
eral mid-term and long-term rates applicable 
to the sale based on annual compounding are 
9 percent and 10 percent, respectively. 

(ii) Option presumed exercised. Assuming ex-
ercise of the call option, the imputed prin-
cipal amount as determined under paragraph 
(d) of this section is $9,611,034.87 (the present 
value of all of the payments due within a 5- 
year term discounted at a test rate of 9 per-
cent, compounded annually). Assuming non-
exercise of the call option, the imputed prin-
cipal amount is $10,183,354.78 (the present 
value of all of the payments due within a 10- 
year term discounted at a test rate of 10 per-
cent, compounded annually). For purposes of 
determining the imputed principal amount, 
the option is presumed exercised because the 
imputed principal amount, assuming exer-
cise of the option, is less than the imputed 
principal amount, assuming the option is not 
exercised. Because the option is presumed 
exercised, the debt instrument fails to pro-
vide for adequate stated interest because the 
imputed principal amount ($9,611,034.87) is 
less than the stated principal amount 
($10,000,000). Thus, the issue price of the debt 
instrument is $9,611,034.87. 

Example 3. Variable rate debt instrument with 
a single rate over its entire term. (i) Facts. On 
January 1, 1995, A sells B nonpublicly traded 
property. In partial consideration for the 
sale, B issues a debt instrument in the prin-
cipal amount of $1,000,000, payable in 5 years. 
The debt instrument calls for interest pay-
able monthly at a rate of 1 percentage point 
above the average prime lending rate of a 
major bank for the month preceding the 
month of the interest payment. Assume that 
the test rate of interest applicable to the 
debt instrument is 10.5 percent, compounded 
monthly. Assume also that 1 percentage 
point above the prime lending rate of the 
designated bank on the date of the sale is 
12.5 percent, compounded monthly, which is 
greater than 1 percentage point above the 
prime lending rate of the designated bank on 
the first date on which there is a binding 
written contract that substantially sets 
forth the terms under which the sale is con-
summated. 

(ii) Debt instrument has adequate stated in-
terest. The debt instrument is a variable rate 
debt instrument (within the meaning of 
§ 1.1275–5) that provides for stated interest at 
a qualified floating rate. Under paragraph 
(f)(1)(i) of this section, the debt instrument 
is treated as if it provided for a fixed rate of 
interest equal to 12.5 percent, compounded 
monthly. Because the test rate of interest is 
10.5 percent, compounded monthly, the debt 
instrument provides for adequate stated in-
terest. 

Example 4. Debt instrument with a capped 
variable rate. On July 1, 1995, A sells nonpub-
licly traded property to B in return for a 
debt instrument with a stated principal 
amount of $10,000,000, payable on July 1, 2005. 
Interest is payable on July 1 of each year, 
beginning on July 1, 1996, at the Federal 
short-term rate for June of the same year. 
The debt instrument provides, however, that 
the interest rate cannot rise above 8.5 per-
cent, compounded annually. Assume that, as 
of the date the test rate of interest for the 
debt instrument is determined, the Federal 
short-term rate is 8 percent, compounded an-
nually. Assume further that, as a result of 
the interest rate cap of 8.5 percent, com-
pounded annually, the expected yield of the 
debt instrument is significantly less than 
the expected yield of the debt instrument if 
it did not include the interest rate cap. 
Under paragraph (f)(1)(ii) of this section, the 
variable payments are treated as contingent 
payments for purposes of this section. 

(i) [Reserved] 
(j) Special rules for tax-exempt obliga-

tions—(1) Certain variable rate debt in-
struments. Notwithstanding paragraph 
(b) of this section, if a tax-exempt obli-
gation (as defined in section 1275(a)(3)) 
is a variable rate debt instrument 
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(within the meaning of § 1.1275–5) that 
pays interest at an objective rate and 
is subject to section 1274, the issue 
price of the obligation is the greater of 
the obligation’s fair market value and 
its stated principal amount. 

(2) Contingent payment debt instru-
ments. Notwithstanding paragraphs (b) 
and (g) of this section, if a tax-exempt 
obligation (as defined in section 
1275(a)(3)) is subject to section 1274 and 
§ 1.1275–4, the issue price of the obliga-
tion is the fair market value of the ob-
ligation. However, in the case of a tax- 
exempt obligation that is subject to 
§ 1.1275–4(d)(2) (an obligation that pro-
vides for interest-based or revenue- 
based payments), the issue price of the 
obligation is the greater of the obliga-
tion’s fair market value and its stated 
principal amount. 

(3) Effective date. This paragraph (j) 
applies to debt instruments issued on 
or after August 13, 1996. 

[T.D. 8517, 59 FR 4821, Feb. 2, 1994, as amend-
ed by T.D. 8674, 61 FR 30141, June 14, 1996] 

§ 1.1274–3 Potentially abusive situa-
tions defined. 

(a) In general. For purposes of section 
1274, a potentially abusive situation 
means-— 

(1) A tax shelter (as defined in sec-
tion 6662(d)(2)(C)(ii)); or 

(2) Any other situation involving— 
(i) A recent sales transaction; 
(ii) Nonrecourse financing; 
(iii) Financing with a term in excess 

of the useful life of the property; or 
(iv) A debt instrument with clearly 

excessive interest. 
(b) Operating rules—(1) Debt instru-

ment exchanged for nonrecourse financ-
ing. Nonrecourse financing does not in-
clude an exchange of a nonrecourse 
debt instrument for an outstanding re-
course or nonrecourse debt instrument. 

(2) Nonrecourse debt with substantial 
down payment. Nonrecourse financing 
does not include a sale or exchange of 
a real property interest financed by a 
nonrecourse debt instrument if, in ad-
dition to the nonrecourse debt instru-
ment, the purchaser makes a down 
payment in money that equals or ex-
ceeds 20 percent of the total stated pur-
chase price of the real property inter-
est. For purposes of the preceding sen-
tence, a real property interest means 

any interest, other than an interest 
solely as a creditor, in real property. 

(3) Clearly excessive interest. Interest 
on a debt instrument is clearly exces-
sive if the interest, in light of the 
terms of the debt instrument and the 
creditworthiness of the borrower, is 
clearly greater than the arm’s length 
amount of interest that would have 
been charged in a cash lending trans-
action between the same two parties. 

(c) Other situations to be specified by 
Commissioner. The Commissioner may 
designate in the Internal Revenue Bul-
letin situations that, although de-
scribed in paragraph (a)(2) of this sec-
tion, will not be treated as potentially 
abusive because they do not have the 
effect of significantly misstating basis 
or amount realized (see § 601.601(d)(2)(ii) 
of this chapter). 

(d) Consistency rule. The issuer’s de-
termination that the debt instrument 
is or is not issued in a potentially abu-
sive situation is binding on all holders 
of the debt instrument. However, the 
issuer’s determination is not binding 
on a holder who explicitly discloses a 
position that is inconsistent with the 
issuer’s determination. Unless other-
wise prescribed by the Commissioner, 
the disclosure must be made on a state-
ment attached to the holder’s timely 
filed Federal income tax return for the 
taxable year that includes the acquisi-
tion date of the debt instrument. See 
§ 1.1275–2(e) for rules relating to the 
issuer’s obligation to disclose certain 
information to holders. 

[T.D. 8517, 59 FR 4822, Feb. 2, 1994] 

§ 1.1274–4 Test rate. 
(a) Determination of test rate of inter-

est—(1) In general—(i) Test rate is the 3- 
month rate. Except as provided in para-
graph (a)(2) of this section, the test 
rate of interest for a debt instrument 
issued in consideration for the sale or 
exchange of property is the 3-month 
rate. 

(ii) The 3-month rate. Except as pro-
vided in paragraph (a)(1)(iii) of this sec-
tion, the 3-month rate is the lower of— 

(A) The lowest applicable Federal 
rate (based on the appropriate 
compounding period) in effect during 
the 3-month period ending with the 
first month in which there is a binding 
written contract that substantially 
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