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Example 5. Assumption of mortgage with in-
crease in interest rate. (i) A recourse debt in-
strument with a 9 percent annual yield is se-
cured by an office building. Under the terms 
of the instrument, a purchaser of the build-
ing may assume the debt and be substituted 
for the original obligor if the purchaser is 
equally or more creditworthy than the origi-
nal obligor and if the interest rate on the in-
strument is increased by one-half percent (50 
basis points). The building is sold, the pur-
chaser assumes the debt, and the interest 
rate increases by 50 basis points. 

(ii) If the purchaser’s acquisition of the 
building does not satisfy the requirements of 
§ 1.1001–3(e)(4)(i)(B) or (C), the substitution of 
the purchaser as the obligor is a significant 
modification under § 1.1001–3(e)(4)(i)(A). 

(iii) If the purchaser acquires substantially 
all of the assets of the original obligor, the 
assumption of the debt instrument will not 
result in a significant modification if there 
is not a change in payment expectations and 
the assumption does not result in a signifi-
cant alteration. 

(iv) The change in the interest rate, if test-
ed under the rules of § 1.1001–3(e)(2), would re-
sult in a significant modification. The 
change in interest rate that results from the 
transaction is a significant alteration. Thus, 
the transaction does not meet the require-
ments of § 1.1001–3(e)(4)(i)(C) and is a signifi-
cant modification under § 1.1001–3 (e)(4)(i)(A). 

(v) Effective/applicability date. Notwith-
standing § 1.1001–3(h), this Example 5 applies 
to modifications occurring on or after July 6, 
2011. 

Example 6 through Example 7 [Reserved] 
For further guidance, see § 1.1001–3(g) Exam-
ple 6 through Example 7. 

Example 8. Substitution of credit enhancement 
contract. (i) Under the terms of a recourse 
debt instrument, the issuer’s obligations are 
secured by a letter of credit from a specified 
bank. The debt instrument does not contain 
any provision allowing a substitution of a 
letter of credit from a different bank. The 
specified bank, however, encounters finan-
cial difficulty. The issuer and holder agree 
that the issuer will substitute a letter of 
credit from another bank. 

(ii) Under § 1.1001–3(e)(4)(iv)(A), the substi-
tution of a different credit enhancement con-
tract is not a significant modification of a 
recourse debt instrument unless the substi-
tution results in a change in payment expec-
tations. While the substitution of a new let-
ter of credit by a different bank does not 
itself result in a change in payment expecta-
tions, such a substitution may result in a 
change in payment expectations under cer-
tain circumstances (for example, if the obli-
gor’s capacity to meet payment obligations 
is dependent on the letter of credit and the 
substitution substantially enhances that ca-
pacity from primarily speculative to ade-
quate). 

(iii) Effective/applicability date. This Exam-
ple 8 applies to modifications occurring on or 
after July 6, 2011. 

Example 9 through (h) [Reserved] For 
further guidance, see § 1.1001–3(g) Exam-
ple 9 through (h). 

(i) Expiration date. The applicability 
of this section expires on or before July 
1, 2014. 

[T.D. 9533, 76 FR 39282, July 6, 2011] 

§ 1.1001–4 Modifications of certain de-
rivative contracts. 

(a) through (d) [Reserved] For further 
guidance, see § 1.1001–4T(a) through (d). 

[T.D. 9538, 76 FR 43893, July 22, 2011] 

§ 1.1001–4T Modifications of certain 
derivative contracts (temporary). 

(a) Certain assignments. For purposes 
of § 1.1001–1(a), the transfer or assign-
ment of a derivative contract is not 
treated by the nonassigning 
counterparty as a deemed exchange of 
the original contract for a modified 
contract that differs materially either 
in kind or in extent if— 

(1) Both the party transferring or as-
signing its rights and obligations under 
the derivative contract and the party 
to which the rights and obligations are 
transferred or assigned are either a 
dealer or a clearinghouse; 

(2) The terms of the derivative con-
tract permit the transfer or assign-
ment of the contract, whether or not 
the consent of the nonassigning 
counterparty is required for the trans-
fer or assignment to be effective; and 

(3) The terms of the derivative con-
tract are not otherwise modified in a 
manner that results in a taxable ex-
change under section 1001. 

(b) Definitions—(1) Dealer. For pur-
poses of this section, a dealer is a tax-
payer who meets the definition of a 
dealer in securities in section 475(c)(1) 
or is a dealer in commodities deriva-
tive contracts. 

(2) Clearinghouse. For purposes of this 
section, a clearinghouse is a derivatives 
clearing organization (as such term is 
defined in section 1a of the Commodity 
Exchange Act (7 U.S.C. 1a)) or a clear-
ing agency (as such term is defined in 
section 3 of the Securities Exchange 
Act of 1934 (15 U.S.C. 78c(a))) that is 
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registered, or exempt from registra-
tion, under each respective Act. 

(3) Derivative contract. For purposes of 
this section, a derivative contract is a 
contract described in— 

(i) Section 475(c)(2)(D), 475(c)(2)(E), or 
475(c)(2)(F) without regard to the last 
sentence of section 475(c)(2) referencing 
section 1256; 

(ii) Section 475(e)(2)(B), 475(e)(2)(C), 
or 475(e)(2)(D); or 

(iii) Section 1.446–3(c)(1). 
(c) Consideration for the assignment. 

Any consideration for the transfer or 
assignment that passes between the 
party transferring or assigning its 
rights and obligations under the con-
tract and the party to which the rights 
and obligations are transferred or as-
signed will not affect the treatment of 
the nonassigning counterparty for pur-
poses of this section. 

(d) Effective/applicability date. This 
section applies to transfers or assign-
ments of derivative contracts on or 
after July 22, 2011. 

(e) Expiration date. The applicability 
of this section expires on or before July 
21, 2014. 

[T.D. 9538, 76 FR 43893, July 22, 2011 as 
amended by T.D. 9538, 76 FR 51879, Aug. 19, 
2011] 

§ 1.1001–5 European Monetary Union 
(conversion to the euro). 

(a) Conversion of currencies. For pur-
poses of § 1.1001–1(a), the conversion to 
the euro of legacy currencies (as de-
fined in § 1.985–8(a)(1)) is not the ex-
change of property for other property 
differing materially in kind or extent. 

(b) Effect of currency conversion on 
other rights and obligations. For pur-
poses of § 1.1001–1(a), if, solely as the re-
sult of the conversion of legacy cur-
rencies to the euro, rights or obliga-
tions denominated in a legacy currency 
become rights or obligations denomi-
nated in the euro, that event is not the 
exchange of property for other prop-
erty differing materially in kind or ex-
tent. Thus, for example, when a debt 
instrument that requires payments of 
amounts denominated in a legacy cur-
rency becomes a debt instrument re-
quiring payments of euros, that alter-
ation is not a modification within the 
meaning of § 1.1001–3(c). 

(c) Effective date. This section applies 
to tax years ending after July 29, 1998. 

[T.D. 8927, 66 FR 2218, Jan. 11, 2001] 

§ 1.1002–1 Sales or exchanges. 
(a) General rule. The general rule with 

respect to gain or loss realized upon 
the sale or exchange of property as de-
termined under section 1001 is that the 
entire amount of such gain or loss is 
recognized except in cases where spe-
cific provisions of subtitle A of the 
code provide otherwise. 

(b) Strict construction of exceptions 
from general rule. The exceptions from 
the general rule requiring the recogni-
tion of all gains and losses, like other 
exceptions from a rule of taxation of 
general and uniform application, are 
strictly construed and do not extend ei-
ther beyond the words or the under-
lying assumptions and purposes of the 
exception. Nonrecognition is accorded 
by the Code only if the exchange is one 
which satisfies both (1) the specific de-
scription in the Code of an excepted ex-
change, and (2) the underlying purpose 
for which such exchange is excepted 
from the general rule. The exchange 
must be germane to, and a necessary 
incident of, the investment or enter-
prise in hand. The relationship of the 
exchange to the venture or enterprise 
is always material, and the sur-
rounding facts and circumstances must 
be shown. As elsewhere, the taxpayer 
claiming the benefit of the exception 
must show himself within the excep-
tion. 

(c) Certain exceptions to general rule. 
Exceptions to the general rule are 
made, for example, by sections 351(a), 
354, 361(a), 371(a)(1), 371(b)(1), 721, 1031, 
1035 and 1036. These sections describe 
certain specific exchanges of property 
in which at the time of the exchange 
particular differences exist between 
the property parted with and the prop-
erty acquired, but such differences are 
more formal than substantial. As to 
these, the Code provides that such dif-
ferences shall not be deemed control-
ling, and that gain or loss shall not be 
recognized at the time of the exchange. 
The underlying assumption of these ex-
ceptions is that the new property is 
substantially a continuation of the old 
investment still unliquidated; and, in 
the case of reorganizations, that the 
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