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II ESTATES, TRUSTS, & GIFTS

changeor deemedexchangeoccurs,
the lender and/or borrower may rec­
ognize incomeor loss.It seemsthat
the borrower, who will be substitut­
ing (or treated assubstituting evenif
it is merely a substantial modification
of the pre-existing note) a lower-in­
terest-rate note for the oneoutstand­
ing, could have cancellation of in­
debtedness(COD) income if the note
substituted has a lower value (be­
causeit bears lower interest) than the
one for which it is substituted.

Nevertheless,COO income will
result from the exchangeor deemed
exchangeonly if the "issue price" of
the new debt instrument is lessthan
the"adjusted issueprice" of the orig­
inal note.47 Section I08(e)(lO) pro­
vides, in part, "[ f] or purposesof de­
termining income of a debtor from
discharge of indebtedness, if a
debtor issuesa debt instrument in
satisfaction of indebtedness,such
debtor shall be treated ashaving sat­
isfied the indebtedness with an
amount of moneyequal to the issue
price of suchdebt instrument."

• "S; i

47 To the extent, If any, that the forgiveness of a
family loan constitutes a gift from the lender
to the borrower, there IS no gross Income.
See Section 102.

48 It seems nearly certain that a family note will
not be a publicly traded debt Instrument

49 Although Section 1273 also has rules for
determining "Issue price," ItS rules do not
apply where Section 1274 applies; see
Section 1273(bI14)(6) Nevertheless, under
Reg. 11274-1Ial, "section 1274 [onlyl
applllesJ to any debt instrument Issued in
conSideration for the sale or exchange of
property." And, It seems, where the note is
Issued with AFR Interest, Section 1274
applies because one note is being exchanged
for another, unless an exception le.g., sale of
a farm or homel applies. For example, In cer­
tain Instances, Section 1274 will not apply If
the note bears interest at the AFR and the
Interest is "qualified stated interest"; see
Reg 1.1274-1Ib)(11 Pursuant to Reg 1.1273­
1(c)(lIlil, "qualified stated Interest" IS, in
general, "stated interest that is uncondition­
ally payable in cash or In property lother than
debt Instruments of the Issuer), or that will
be constructively received under section
451, at least annually at a Single fixed rate
(within the meaning of paragraph (c)ll )(ill) of
this section!." Under Section 1273Ib)(4), the
issue price IS "the stated redemption price at
maturity." Reg 1.1273-1 (bl provides that" raj
debt instrument's stated redemption price at
maturity IS the sum of all payments prOVided
by the debt Instrument other than qualified
stated interest payments." it appears, then,
that in most instances the Issue price of fam­
ily indebtedness will be the same under
Section 1273 as it would under Section 1274
-that is, face amount. There are several

Reg.1.61-12(c)(2)(ii)provides,in
part, that" [a1n issuerrealizesincome
from the dischargeof indebtedness
upon the repurchaseof a debt instru­
ment for an amount lessthan its ad­
justed issueprice (within the mean­
ing of [Reg.] § 1.1275-1(b))." In
order to determine the "issue price"
of the new debt instrument, Section
108(e)(10)also provides that the is­
sueprice of any debt instrument is
determined under Sections1273and
1274.For non-publicly traded debt
instruments,48Section 1274provides
that where the "new" debt instrument
bearsat leastAFR interest, the "issue
price" is the stated principal amount
(that is, faceamount).49

Reg. 1.1275-1(b) provides that
the "adjusted issueprice" is the orig­
inal issue price (increased by the
amount of original issuediscount
(OlD) already included in the gross
income of the holder and decreased
by the amount of any payment al­
ready made on the debt instrument
other than a payment of qualified
stated interest). Hence,it seemsrela-

other special rules and limitations applicable
to Sections 1273 and 1274.

50 As already noted, account must be made for
accrued but unpaid Interest at the time of the
substitution of the old note for the new note.

51 Section 4536 provides that, as a general rule,
If an Installment obligation is satisfied at
other than its face value or is distributed,
transmitted, sold, or otherWise disposed of,
gain or loss will result to the extent of the dif­
ference between the basis of the obligation
and either (11 the amount realized, in the
case of satisfaction at other than face value
or a sale or exchange, or 12) the FMV of the
obligation at the time of distribution, trans­
miSSion, or disposition, In the case of the dis­
tribution, transmission, or diSposition other­
wise than by sale or exchange; any such gain
or loss so resulting IS considered as resulting
from the sale or exchange of the property In
respect of which the Installment obligation
was received.

52 Cf. Reg. 1183-1Ie), which proVides: "For pur­
poses of section 183 and the regulations
thereunder, gross income derived from an
actiVity not engaged in for profit Includes the
total of all gains from the sale, exchange, or
other disposition of property, and all other
gross receipts derived from such activity
Such gross Income shall include, for in­
stance, capital gains, and rents received for
the use of property which IS held In connec­
tion With the actiVity. The taxpayer may deter­
mine gross Income from any activity by sub­
tracting the cost of goods sold from the
gross receipts so long as he consistently
does so and follows generally accepted
methods of accounting In determining such
gross Income."

tively certain that, unlessthe original
note is an 010 note or somepay­
ment other than interest has been
made under it, there should be no
COD income by the modification of
a note to provide for it to carry cur­
rent AFR interest that is lower than
the interest under the pre-existing
note, or the substitution of a note
bearing current AFR interest that is
lower than the interest on the note
for which it is being substituted.5o

Presumably, the note held by the
lender has a basis equal to face
amount-either the amount of mon­
ey lent or the FMV of the assetssold
for the note in a taxable exchange,
unlessthe sellerwaspermitted to and
is reporting the gain on the install­
ment basisunder Section453.When
the exchangeoccurs, it may well be
that the new (lower interest) note, in
fact, hasa value lower than old (high­
er interest) note, which again likely
hasa basisequal to faceamount.51

It does not appear that Section
7872 provides that, for purposesof
gain or loss,a loan in the nature of a
gift that bearsAFR interest has any
particular prescribed value at the
time it is retransferred. It seems
therefore that the lender by accepting
a note with lower interest may realize
a loss.But it is doubtful the losswill
be allowed for income tax purposes.
First, Section 267(a) disallows any
deduction in respectof any lossfrom
the saleor exchangeof property, di­
rectly or indirectly, betweencertain
persons(and certain entities, such as
trusts, in which they have interests)
including the taxpayer's lineal de­
scendantsand brothers and sisters.
Second,Section 183disallowsdeduc­
tions for activities not engagedin for
profit. It seemsthat a voluntary sub­
stitution of a lower interest note one
family member holds and that was
issued by another family member
may well be such an activity within
the meaningof that section.52

More to the point, however, is
Section 165,which disallows losses
to an individual exceptfor ( 1) losses
incurred in a trade or business,(2)
lossesincurred in any transaction
entered into for profit although not
connectedwith a trade or business,
and (3) certain lossesof property
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not connected with a trade or busi­
ness or a transaction entered into
for profit, if such losses arose from
fire, storm, shipwreck, or other ca­
sualty, or from theft. It is doubtful
that the lender's agreement (which
would not be necessary if the loan
may be prepaid without penalty) to
accept a lower interest note could be
viewed as a transaction entered into
for profit-and it most certainly is
not a loss incurred in a trade or
business or a casualty loss. Hence, it
seems that when the loan is between
family members, any loss experi­
enced by the lender by permitting
the substitution of a lower interest
rate will not be allowed for income
tax purposes.

CONCLUSION
The substitution of one family note
for another should not be treated as
a gift by either the borrower or the
lender if the substituted (new) note

provides for the payment of ade­
quate stated interest (that is at least
AFR). Under the Regulations, the
"old" note is presumed to have a val­
ue equal to its face amount, and it
cannot be treated as having a value
greater than its face amount. It is
doubtful the IRS would contend it
has a lower value, and the "new"
note (bearing AFR interest), at the
time of the substitution, has a value
equal to its face amount. The substi­
tution therefore would be an ex­
change of assets (notes) having the
same gift tax value. Accordingly,
there can be no gift.

If the indebtedness is between en­
tities that are treated as the same
taxpayer for income tax purposes
(such as a grantor trust with respect
to the other party), there should be
no income tax consequence in ex­
changing one note for another. Even
if the lender and borrower are differ­
ent taxpayers, and even if the substi­
tution of a lower interest note for a
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higher interest note may benefit the
borrower (e.g., a child) economical­
ly, it seems that the borrower will not
experience any COD or other in­
come, at least as a general rule.

In an installment sale to a

grantor trust, income tax on gain

and on any interest accrued or

paid on the promissory note used

to pay for the asset may be

avoided.

Assuming the lender's basis in
the note is greater than the value of
the substituted note, it seems the
seller-lender might experience a
loss. It is likely, however, that any
such loss would be disallowed for
income tax purposes because it did
not arise in a transaction entered
into for profit. •
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