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Example 6. (i) A and B each own 50 percent 
of the shares of stock in X, a calendar year 
S corporation. On March 1, 2009, X realizes 
$12,000 of COD income and excludes this 
amount from gross income under section 
108(a)(1)(A) for X’s 2009 taxable year. On June 
30, 2009, A sells all of her shares of stock in 
X to C in a transfer not described in section 
1041(a). X does not make a terminating elec-
tion under section 1377(a)(2). The COD in-
come (had it not been excluded) would have 
been allocated $3,000 to A, $6,000 to B, and 
$3,000 to C under section 1366(a). Prior to the 
section 108(b)(2)(A) reduction, for the taxable 
year of the discharge the shareholders have 
disallowed losses and deductions under sec-
tion 1366(d) (including disallowed losses car-
ried over to the current year under section 
1366(d)(2)) in the following amounts: A— 
$5,000, B—$13,000, and C—$2,000. The com-
bined $20,000 of disallowed losses and deduc-
tions for the taxable year of the discharge 
are treated as a current year net operating 
loss tax attribute of X under section 
108(d)(7)(B) (deemed NOL). 

(ii) Under section 108(b)(2)(A), X’s $12,000 of 
excluded COD income reduces the $20,000 
deemed NOL to $8,000. Therefore, X has an 
$8,000 excess net operating loss (excess 
deemed NOL) to allocate to its shareholders. 
Under paragraph (d)(2)(ii)(C) of this section, 
none of the $8,000 excess deemed NOL is allo-
cated to C because C’s section 1366(d) losses 
and deductions immediately prior to the sec-
tion 108(b)(2)(A) reduction ($2,000) do not ex-
ceed C’s share of the excluded COD income 
for 2008 ($3,000). However, each of A’s and B’s 
respective section 1366(d) losses and deduc-
tions immediately prior to the section 
108(b)(2)(A) reduction exceed each of A’s and 
B’s respective shares of the excluded COD in-
come for 2009. A’s excess amount is $2,000 
($5,000¥$3,000) and B’s excess amount is 
$7,000 ($13,000¥$6,000). Therefore, the total of 
all shareholders’ excess amounts is $9,000. 
Under paragraph (d)(2) of this section, X will 
allocate $1,777.78 of the $8,000 excess deemed 
NOL to A ($8,000 × $2,000/$9,000) and $6,222.22 
of the $8,000 excess deemed NOL to B ($8,000 
× $7,000/$9,000). However, because A trans-
ferred all of her shares of stock in X in a 
transaction not described in section 1041(a), 
A’s $1,777.78 of section 1366(d) losses and de-
ductions are permanently disallowed under 
paragraph (d)(2)(iii) of this section. Accord-
ingly, at the beginning of 2010, B has $6,222.22 
of section 1366(d)(2) carryovers and C has no 
section 1366(d)(2) carryovers. 

Example 7. The facts are the same as in Ex-
ample 6, except that X, with the consent of A 
and C, makes a terminating election under 
section 1377(a)(2) upon A’s sale of her stock 
in X to C. Therefore, the COD income (had it 
not been excluded) would have been allo-
cated $6,000 to A, $6,000 to B, and $0 to C. 
Under paragraph (d)(2)(ii)(C) of this section, 
none of the $8,000 excess deemed NOL is allo-

cated to A because A’s section 1366(d) losses 
and deductions immediately prior to the sec-
tion 108(b)(2)(A) reduction ($5,000) do not ex-
ceed A’s share of the excluded COD income 
for 2009 ($6,000). However, each of B’s and C’s 
respective section 1366(d) losses and deduc-
tions immediately prior to the section 
108(b)(2)(A) reduction exceed each of B’s and 
C’s respective shares of the excluded COD in-
come for 2009. B’s excess amount is $7,000 
($13,000¥$6,000), C’s excess amount is $2,000 
($2,000¥$0). Therefore, the total of all share-
holders’ excess amounts is $9,000. Under 
paragraph (d)(2) of this section, X will allo-
cate $6,222.22 of the $8,000 excess deemed NOL 
to B ($8,000 × $7,000/$9,000) and $1,777.78 of the 
$8,000 excess deemed NOL to C. Accordingly, 
at the beginning of 2010, B has $6,222.22 of 
section 1366(d)(2) carryovers and C has 
$1,777.78 of section 1366(d)(2) carryovers. 

(f) Effective/applicability date—(1) 
Paragraphs (a), (b), (c), and Examples 1, 
2, 3, and 4 of paragraph (e) of this sec-
tion apply to discharges of indebted-
ness occurring on or after May 10, 2004. 

(2) Paragraph (d) and Examples 5, 6, 
and 7 of paragraph (e) of this section 
apply to discharges of indebtedness oc-
curring on or after October 30, 2009. 

[T.D. 9080, 68 FR 42592, July 18, 2003; 68 FR 
56556, Oct. 1, 2003. Redesignated and amended 
by T.D. 9127, 69 FR 26039, May 11, 2004; T.D. 
9469, 74 FR 56111, Oct. 30, 2009] 

§ 1.108–8 Indebtedness satisfied by 
partnership interest. 

(a) In general. For purposes of deter-
mining income of a debtor from dis-
charge of indebtedness (COD income), 
if a debtor partnership transfers a cap-
ital or profits interest in the partner-
ship to a creditor in satisfaction of its 
recourse or nonrecourse indebtedness 
(a debt-for-equity exchange), the part-
nership is treated as having satisfied 
the indebtedness with an amount of 
money equal to the fair market value 
of the partnership interest. 

(b) Determination of fair market value— 
(1) In general. All the facts and cir-
cumstances are considered in deter-
mining the fair market value of a part-
nership interest transferred by a debtor 
partnership to a creditor in satisfac-
tion of the debtor partnership’s indebt-
edness (debt-for-equity interest) for 
purposes of paragraph (a) of this sec-
tion. If the fair market value of the 
debt-for-equity interest does not equal 
the fair market value of the indebted-
ness exchanged, then general tax law 
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principles shall apply to account for 
the difference. 

(2) Safe harbor—(i) General rule. For 
purposes of paragraph (a) of this sec-
tion, the fair market value of a debt- 
for-equity interest is deemed to be 
equal to the liquidation value of the 
debt-for-equity interest, as defined in 
paragraph (b)(2)(iii) of this section, if 
the following requirements are satis-
fied— 

(A) The creditor, debtor partnership, 
and its partners treat the fair market 
value of the indebtedness as being 
equal to the liquidation value of the 
debt-for-equity interest for purposes of 
determining the tax consequences of 
the debt-for-equity exchange; 

(B) If, as part of the same overall 
transaction, the debtor partnership 
transfers more than one debt-for-eq-
uity interest to one or more creditors, 
then each creditor, debtor partnership, 
and its partners treat the fair market 
value of each debt-for-equity interest 
transferred by the debtor partnership 
to such creditors as equal to its liq-
uidation value; 

(C) The debt-for-equity exchange is a 
transaction that has terms that are 
comparable to terms that would be 
agreed to by unrelated parties negoti-
ating with adverse interests; and 

(D) Subsequent to the debt-for-equity 
exchange, the debtor partnership does 
not redeem the debt-for-equity inter-
est, and no person bearing a relation-
ship to the debtor partnership or its 
partners that is specified in section 
267(b) or section 707(b) purchases the 
debt-for-equity interest, as part of a 
plan at the time of the debt-for-equity 
exchange that has as a principal pur-
pose the avoidance of COD income by 
the debtor partnership. 

(ii) Tiered-partnership rule. For pur-
poses of this paragraph (b)(2), the liq-
uidation value of a debt-for-equity in-
terest in a partnership (upper-tier part-
nership) that directly or indirectly 
owns an interest in one or more part-
nerships (lower-tier partnership(s)) is 
determined by taking into account the 
liquidation value of such lower-tier 
partnership interests. 

(iii) Definition of liquidation value. For 
purposes of this paragraph (b)(2), the 
liquidation value of a debt-for-equity 
interest equals the amount of cash that 

the creditor would receive with respect 
to the debt-for-equity interest if, im-
mediately after the debt-for-equity ex-
change, the partnership sold all of its 
assets (including goodwill, going con-
cern value, and any other intangibles) 
for cash equal to the fair market value 
of those assets and then liquidated. 

(c) Example. The following example 
illustrates the provisions of this sec-
tion: 

Example. (i) AB partnership has $1,000 of 
outstanding indebtedness owed to C. C agrees 
to transfer to AB partnership the $1,000 in-
debtedness in a debt-for-equity exchange for 
a debt-for-equity interest in AB partnership. 
The liquidation value of C’s debt-for-equity 
interest is $700, which is the amount of cash 
that C would receive with respect to that in-
terest if, immediately after the debt-for-eq-
uity exchange, AB partnership sold all of its 
assets for cash equal to the fair market 
value of those assets and then liquidated. 
Each of the requirements of the liquidation 
value safe harbor described in paragraph 
(b)(2) of this section is satisfied. 

(ii) Because the requirements in paragraph 
(b)(2) of this section are satisfied, the fair 
market value of C’s debt-for-equity interest 
in AB partnership for purposes of deter-
mining AB partnership’s COD income is the 
liquidation value of C’s debt-for-equity inter-
est, or $700. Accordingly, AB partnership is 
treated as satisfying the $1,000 indebtedness 
for $700 under section 108(e)(8). 

(d) Effective/applicability date. This 
section applies to debt-for-equity ex-
changes occurring on or after Novem-
ber 17, 2011. 

[T.D. 9557, 76 FR 71258, Nov. 17, 2011] 

§ 1.108(c)–1T [Reserved] 

§ 1.108(i)–0T Definitions (temporary). 

(a) Definitions. For purposes of regu-
lations under section 108(i)— 

(1) Acquisition. An acquisition, with re-
spect to any applicable debt instru-
ment, includes an acquisition of the 
debt instrument for cash or other prop-
erty, the exchange of the debt instru-
ment for another debt instrument (in-
cluding an exchange resulting from a 
modification of the debt instrument), 
the exchange of the debt instrument 
for corporate stock or a partnership in-
terest, the contribution of the debt in-
strument to capital, the complete for-
giveness of the indebtedness by the 
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