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(1) Common stock. Common stock is
all stock other than disqualified stock
and preferred stock.

(2) Disqualified stock. Disqualified
stock is disqualified stock as defined in
section 108(e)(10)(B)(ii).

(3) Liquidation preference. A liquida-
tion preference exists if the stock’s
right to share in liquidation proceeds is
limited and preferred.

(4) Preferred stock. Preferred stock is
any stock (other than disqualified
stock) that has a limited or fixed re-
demption price or liquidation pref-
erence and does not upon issuance have
a right to participate in corporate
growth to a meaningful extent. Pre-
ferred stock that is convertible into
common stock is not treated as pre-
ferred stock if the conversion right rep-
resents, in substance, a meaningful
right to participate in corporate
growth. Solely for purposes of this
paragraph (d)(4), a right to participate
in corporate growth is not established
by the fact that the redemption price
or liquidation preference exceeds the
fair market value of the preferred
stock.

(5) Amount of indebtedness. Generally,
the amount of indebtedness is the ad-
justed issue price of the indebtedness.
Appropriate adjustments are made for
accrued but unpaid stated interest.
(See the example in paragraph (c)(1)(iv)
of this section.)

(6) Undersecured indebtedness—(i) Gen-
eral rule. If an indebtedness is secured
by property with a value less than its
adjusted issue price, the indebtedness
is considered to be two separate debts:
a secured indebtedness with an ad-
justed issue price equal to the value of
the property, and an unsecured indebt-
edness with an adjusted issue price
equal to the remainder. Absent strong
evidence to the contrary, the value of
the property securing the indebtedness
is presumed to be equal to the issue
price of any new secured indebtedness
received for the indebtedness plus the
value of any other consideration (ex-
cept stock or new unsecured indebted-
ness) received for the indebtedness. A
valuation of that property by a court
in a title 11 case is a factor in deter-
mining value, but is not controlling.

(ii) Example. The following example
illustrates these provisions:
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Example Corporation X owes an indebted-
ness with an adjusted issue price of $100,000.
The indebtedness is secured by certain prop-
erty owned by Corporation X. Corporation X
exchanges the indebtedness for $10,000 of
stock and new secured indebtedness with an
issue price of $70,000. Under paragraph
(d)(6)(i) of this section, the indebtedness is
bifurcated into a secured indebtedness of
$70,000 (the issue price of the new secured in-
debtedness received in exchange therefor)
and an unsecured indebtedness of $30,000 (the
remainder of the adjusted issue price of the
indebtedness).

(e) Effective date. This section is ef-
fective with respect to any issuance of
stock for indebtedness on or before De-
cember 31, 1994, or any issuance of
stock for indebtedness in a title 11 or
similar case (as defined in section
368(a)(3)(A) of the Internal Revenue
Code) that was filed on or before De-
cember 31, 1993—

(1) Pursuant to a plan confirmed by
the court in a title 11 case after May
17, 1994; or

(2) If there is no title 11 case, pursu-
ant to an insolvency workout in which
all issuances of stock for indebtedness
occur after May 17, 1994.

[59 FR 12831, Mar. 18, 1994]

§1.108-2 Acquisition of indebtedness
by a person related to the debtor.

(a) General rules. The acquisition of
outstanding indebtedness by a person
related to the debtor from a person
who is not related to the debtor results
in the realization by the debtor of in-
come from discharge of indebtedness
(to the extent required by section
61(a)(12) and section 108) in an amount
determined under paragraph (f) of this
section. Income realized pursuant to
the preceding sentence is excludible
from gross income to the extent pro-
vided in section 108(a). The rules of this
paragraph apply if indebtedness is ac-
quired directly by a person related to
the debtor in a direct acquisition (as
defined in paragraph (b) of this section)
or if a holder of indebtedness becomes
related to the debtor in an indirect ac-
quisition (as defined in paragraph (c) of
this section).

(b) Direct acquisition. An acquisition
of outstanding indebtedness is a direct
acquisition under this section if a per-
son related to the debtor (or a person
who becomes related to the debtor on
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the date the indebtedness is acquired)
acquires the indebtedness from a per-
son who is not related to the debtor.
Notwithstanding the foregoing, the
Commissioner may provide by Revenue
Procedure or other published guidance
that certain acquisitions of indebted-
ness described in the preceding sen-
tence are not direct acquisitions for
purposes of this section.

(c) Indirect acquisition—(1) In general.
An indirect acquisition is a transaction
in which a holder of outstanding in-
debtedness becomes related to the
debtor, if the holder acquired the in-
debtedness in anticipation of becoming
related to the debtor.

(2) Proof of anticipation of relationship.
In determining whether indebtedness
was acquired by a holder in anticipa-
tion of becoming related to the debtor,
all relevant facts and circumstances
will be considered. Such facts and cir-
cumstances include, but are not lim-
ited to, the intent of the parties at the
time of the acquisition, the nature of
any contacts between the parties (or
their respective affiliates) before the
acquisition, the period of time for
which the holder held the indebtedness,
and the significance of the indebted-
ness in proportion to the total assets of
the holder group (as defined in para-
graph (c)(5) of this section). For exam-
ple, if a holder acquired the indebted-
ness in the ordinary course of its port-
folio investment activities and the
holder’s acquisition of the indebtedness
preceded any discussions concerning
the acquisition of the holder by the
debtor (or by a person related to the
debtor) or the acquisition of the debtor
by the holder (or by a person related to
the holder), as the case may be, these
facts, taken together, would ordinarily
establish that the holder did not ac-
quire the indebtedness in anticipation
of becoming related to the debtor. The
absence of discussions between the
debtor and the holder (or their respec-
tive affiliates), however, does not by
itself establish that the holder did not
acquire the indebtedness in anticipa-
tion of becoming related to the debtor
(if, for example, the facts and cir-
cumstances show that the holder was
considering a potential acquisition of
or by the debtor, or the relationship is
created within a relatively short period
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of time of the acquisition, or the in-
debtedness constitutes a dispropor-
tionate portion of the holder group’s
assets).

(3) Indebtedness acquired within 6
months of becoming related. Notwith-
standing any other provision of this
paragraph (c), a holder of indebtedness
is treated as having acquired the in-
debtedness in anticipation of becoming
related to the debtor if the holder ac-
quired the indebtedness less than 6
months before the date the holder be-
comes related to the debtor.

(4) Disclosure of potential indirect ac-
quisition—(i) In general. If a holder of
outstanding indebtedness becomes re-
lated to the debtor under the cir-
cumstances described in paragraph
(c)(4)(ii) or (iii) of this section, the
debtor is required to attach the state-
ment described in paragraph (c)(4)(iv)
of this section to its tax return (or to
a qualified amended return within the
meaning of §1.6664-2(c)(3)) for the tax-
able year in which the debtor becomes
related to the holder, unless the debtor
reports its income on the basis that the
holder acquired the indebtedness in an-
ticipation of becoming related to the
debtor. Disclosure under this para-
graph (c)(4) is in addition to, and is not
in substitution for, any disclosure re-
quired to be made under section 6662,
6664 or 6694.

(ii) Indebtedness represents more than
25 percent of holder group’s assets—(A) In
general. Disclosure under this para-
graph (c)(4) is required if, on the date
the holder becomes related to the debt-
or, indebtedness of the debtor rep-
resents more than 25 percent of the fair
market value of the total gross assets
of the holder group (as defined in para-
graph (c)(5) of this section).

(B) Determination of total gross assets.
In determining the total gross assets of
the holder group, total gross assets do
not include any cash, cash item, mar-
ketable stock or security, short-term
indebtedness, option, futures contract,
notional principal contract, or similar
item (other than indebtedness of the
debtor), nor do total gross assets in-
clude any asset in which the holder has
substantially reduced its risk of loss.
In addition, total gross assets do not
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include any ownership interest in or in-
debtedness of a member of the holder
group.

(iii) Indebtedness acquired within 6 to
24 months of becoming related. Disclosure
under this paragraph (c)(4) is required
if the holder acquired the indebtedness
6 months or more before the date the
holder becomes related to the debtor,
but less than 24 months before that
date.

(iv) Contents of statement. A state-
ment under this paragraph (c)(4) must
include the following—

(A) A caption identifying the state-
ment as disclosure under §1.108-2(c);

(B) An identification of the indebted-
ness with respect to which disclosure is
made;

(C) The amount of such indebtedness
and the amount of income from dis-
charge of indebtedness is section
108(e)(4) were to apply;

(D) Whether paragraph (c)(4)(ii) or
(iii) of this section applies to the trans-
action; and

(E) A statement describing the facts
and circumstances supporting the debt-
or’s position that the holder did not ac-
quire the indebtedness in anticipation
of becoming related to the debtor.

(v) Failure to disclose. In addition to
any other penalties that may apply, if
a debtor fails to provide a statement
required by this paragraph (c)(4), the
holder is presumed to have acquired
the indebtedness in anticipation of be-
coming related to the debtor unless the
facts and circumstances clearly estab-
lished that the holder did not acquire
the indebtedness in anticipation of be-
coming related to the debtor.

(5) Holder group. For purposes of this
paragraph (c), the holder group con-
sists of the holder of the indebtedness
and all persons who are both—

(i) Related to the holder before the
holder becomes related to the debtor;
and

(if) Related to the debtor after the
holder becomes related to the debtor.

(6) Holding period—(i) Suspensions.
The running of the holding periods set
forth in paragraphs (c)(3) and (c)(4)(iii)
of this section is suspended during any
period in which the holder or any per-
son related to the holder is protected
(directly or indirectly) against risk of
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loss by an option, a short sale, or any
other device or transaction.

(ii) Tacking. For purposes of para-
graphs (c)(3) and (c)(4)(iii) of this sec-
tion, the period for which a holder held
the debtor’s indebtedness includes—

(A) The period for which the indebt-
edness was held by a corporation to
whose attributes the holder succeeded
pursuant to section 381; and

(B) The period (ending on the date on
which the holder becomes related to
the debtor) for which the indebtedness
was held continuously by members of
the holder group (as defined in para-
graph (c)(5) of this section).

(d) Definitions—(1) Acquisition date.
For purposes of this section, the acqui-
sition date is the date on which a di-
rect acquisition of indebtedness or an
indirect acquisition of indebtedness oc-
curs.

(2) Relationship. For purposes of this
section, persons are considered related
if they are related within the meaning
of sections 267(b) or 707(b)(1). How-
ever—

(i) Sections 267(b) and 707(b)(1) are ap-
plied as if section 267(c)(4) provided
that the family of an individual con-
sists of the individual’s spouse, the in-
dividual’s children, grandchildren, and
parents, and any spouse of the individ-
ual’s children or grandchildren; and

(ii) Two entities that are treated as a
single employer under subsection (b) or
(c) of section 414 are treated as having
a relationship to each other that is de-
scribed in section 267(b).

(e) Exceptions—(1) Indebtedness retired
within one year. This section does not
apply to a direct or indirect acquisition
of indebtedness with a stated maturity
date on or before the date that is one
year after the acquisition date, if the
indebtedness is, in fact, retired on or
before its stated maturity date.

(2) Acquisitions by securities dealers. (i)
This section does not apply to a direct
acquisition or an indirect acquisition
of indebtedness by a dealer that ac-
quires and disposes of such indebted-
ness in the ordinary course of its busi-
ness of dealing in securities if—

(A) The dealer accounts for the in-
debtedness as a security held primarily
for sale to customers in the ordinary
course of business;
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(B) The dealer disposes of the indebt-
edness (or it matures while held by the
dealer) within a period consistent with
the holding of the indebtedness for sale
to customers in the ordinary course of
business, taking into account the
terms of the indebtedness and the con-
ditions and practices prevailing in the
markets for similar indebtedness dur-
ing the period in which it is held; and

(C) The dealer does not sell or other-
wise transfer the indebtedness to a per-
son related to the debtor (other than in
a sale to a dealer that in turn meets
the requirements of this paragraph
(©)()).

(ii) A dealer will continue to satisfy
the conditions of this paragraph (e)(2)
with respect to indebtedness that is ex-
changed for successor indebtedness in a
transaction in which unrelated holders
also exchange indebtedness of the same
issue, provided that the conditions of
this paragraph (e)(2) are met with re-
spect to the successor indebtedness.

(iii) For purposes of this paragraph
(e)(2), if the period consistent with the
holding of indebtedness for sale to cus-
tomers in the ordinary course of busi-
ness is 30 days or less, the dealer is
considered to dispose of indebtedness
within that period if the aggregate
principal amount of indebtedness of
that issue sold by the dealer to cus-
tomers in the ordinary course of busi-
ness (or that mature and are paid while
held by the dealer) in the calendar
month following the month in which
the indebtedness is acquired equals or
exceeds the aggregate principal
amount of indebtedness of that issue
held in the dealer’s inventory at the
close of the month in which the indebt-
edness is acquired. If the period con-
sistent with the holding of indebted-
ness for sale to customers in the ordi-
nary course of business is greater than
30 days, the dealer is considered to dis-
pose of the indebtedness within that
period if the aggregate principal
amount of indebtedness of that issue
sold by the dealer to customers in the
ordinary course of business (or that
mature and are paid while held by the
dealer) within that period equals or ex-
ceeds the aggregate principal amount
of indebtedness of that issue held in in-
ventory at the close of the day on
which the indebtedness was acquired.
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(f) Amount of discharge of indebtedness
income realized—(1) Holder acquired the
indebtedness by purchase on or less than
six months before the acquisition date.
Except as otherwise provided in this
paragraph (f), the amount of discharge
of indebtedness income realized under
paragraph (a) of this section is meas-
ured by reference to the adjusted basis
of the related holder (or of the holder
that becomes related to the debtor) in
the indebtedness on the acquisition
date if the holder acquired the indebt-
edness by purchase on or less than six
months before the acquisition date.
For purposes of this paragraph (f), in-
debtedness is acquired ‘‘by purchase’ if
the indebtedness in the hands of the
holder is not substituted basis property
within the meaning of section
7701(a)(42). However, indebtedness is
also considered acquired by purchase
within six months before the acquisi-
tion date if the holder acquired the in-
debtedness as transferred basis prop-
erty (within the meaning of section
7701(a)(43)) from a person who acquired
the indebtedness by purchase on or less
than six months before the acquisition
date.

(2) Holder did not acquire the indebted-
ness by purchase on or less than six
months before the acquisition date. Ex-
cept as otherwise provided in this para-
graph (f), the amount of discharge of
indebtedness income realized under
paragraph (a) of this section is meas-
ured by reference to the fair market
value of the indebtedness on the acqui-
sition date if the holder (or the trans-
feror to the holder in a transferred
basis transaction) did not acquire the
indebtedness by purchase on or less
than six months before the acquisition
date.

(3) Acquisitions of indebtedness in non-
recognition transactions. [Reserved]

(4) Avoidance transactions. The
amount of discharge of indebtedness in-
come realized by the debtor under
paragraph (a) of this section is meas-
ured by reference to the fair market
value of the indebtedness on the acqui-
sition date if the indebtedness is ac-
quired in a direct or an indirect acqui-
sition in which a principal purpose for
the acquisition is the avoidance of fed-
eral income tax.
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(g) Correlative adjustments—(1) Deemed
issuance. For income tax purposes, if a
debtor realizes income from discharge
of its indebtedness in a direct or an in-
direct acquisition under this section
(whether or not the income is exclud-
ible under section 108(a)), the debtor’s
indebtedness is treated as new indebt-
edness issued by the debtor to the re-
lated holder on the acquisition date
(the deemed issuance). The new indebt-
edness is deemed issued with an issue
price equal to the amount used under
paragraph (f) of this section to com-
pute the amount realized by the debtor
under paragraph (a) of this section (i.e.,
either the holder’s adjusted basis or
the fair market value of the indebted-
ness, as the case may be). Under sec-
tion 1273(a)(1), the excess of the stated
redemption price at maturity (as de-
fined in section 1273(a)(2)) of the in-
debtedness over its issue price is origi-
nal issue discount (OID) which, to the
extent provided in sections 163 and
1272, is deductible by the debtor and in-
cludible in the gross income of the re-
lated holder. Notwithstanding the fore-
going, the Commissioner may provide
by Revenue Procedure or other pub-
lished guidance that the indebtedness
is not treated as newly issued indebted-
ness for purposes of designated provi-
sions of the income tax laws.

(2) Treatment of related holder. The re-
lated holder does not recognize any
gain or loss on the deemed issuance de-
scribed in paragraph (g)(1) of this sec-
tion. The related holder’s adjusted
basis in the indebtedness remains the
same as it was immediately before the
deemed issuance. The deemed issuance
is treated as a purchase of the indebt-
edness by the related holder for pur-
poses of section 1272(a)(7) (pertaining to
reduction of original issue discount
where a subsequent holder pays acqui-
sition premium) and section 1276 (per-
taining to acquisitions of debt at a
market discount).

(3) Loss deferral on disposition of in-
debtedness acquired in certain exchanges.
(i) Any loss otherwise allowable to a
related holder on the disposition at any
time of indebtedness acquired in a di-
rect or indirect acquisition (whether or
not any discharge of indebtedness in-
come was realized under paragraph (a)
of this section) is deferred until the
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date the debtor retires the indebted-
ness if—

(A) The related holder acquired the
debtor’s indebtedness in exchange for
its own indebtedness; and

(B) The issue price of the related
holder’s indebtedness was not deter-
mined by reference to its fair market
value (e.g., the issue price was deter-
mined under section 1273(b)(4) or 1274(a)
or any other provision of applicable
law).

(i) Any comparable tax benefit that
would otherwise be available to the
holder, debtor, or any person related to
either, in any other transaction that
directly or indirectly results in the dis-
position of the indebtedness is also de-
ferred until the date the debtor retires
the indebtedness.

(4) Examples. The following examples
illustrate the application of this para-
graph (g). In each example, all tax-
payers are calendar-year taxpayers, no
taxpayer is insolvent or under the ju-
risdiction of a court in a title 11 case
and no indebtedness is qualified farm
indebtedness described in section
108(g).

Example 1. (i) P, a domestic corporation,
owns 70 percent of the single class of stock of
S, a domestic corporation. S has outstanding
indebtedness that has an issue price of
$10,000,000 and provides for monthly interest
payments of $80,000 payable at the end of
each month and a payment at maturity of
$10,000,000. The indebtedness has a stated ma-
turity date of December 31, 1994. On January
1, 1992, P purchases S’s indebtedness from I,
an individual not related to S within the
meaning of paragraph (d)(2) of this section,
for cash in the amount of $9,000,000. S repays
the indebtedness in full at maturity.

(ii) Under section 61(a)(12), section
108(e)(4), and paragraphs (a) and (f) of this
section, S realizes $1,000,000 of income from
discharge of indebtedness on January 1, 1992.

(iii) Under paragraph (g)(1) of this section,
the indebtedness is treated as issued to P on
January 1, 1992, with an issue price of
$9,000,000. Under section 1273(a), the $1,000,000
excess of the stated redemption price at ma-
turity of the indebtedness ($10,000,000) over
its issue price ($9,000,000) is original issue
discount, which is includible in gross income
by P and deductible by S over the remaining
term of the indebtedness under sections
163(e) and 1272(a).

(iv) Accordingly, S deducts and P includes
in income original issue discount, in addi-

tion to stated interest, as follows: in 1992,
$289,144.88; in 1993, $331,286.06; and in 1994,
$379,569.06.
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Example 2. The facts are the same as in Ex-
ample 1, except that on January 1, 1992, P
sells S’s indebtedness to J, who is not related
to S within the meaning of paragraph (d)(2)
of this section, for $9,400,000 in cash. J holds
S’s indebtedness to maturity. On January 1,
1993, P’s adjusted basis in S’s indebtedness is
$9,289,144.88. Accordingly, P realizes gain in
the amount of $110,855.12 upon the disposi-
tion. S and J continue to deduct and include
the original issue discount on the indebted-
ness in accordance with Example 1. The
amount of original issue discount includible
by J is reduced by the $110,855.12 acquisition
premium as provided in section 1272(a)(7).

Example 3. The facts are the same as in Ex-
ample 1, except that on February 1, 1992 (one
month after P purchased S’s indebtedness), S
retires the indebtedness for an amount of
cash equal to the fair market value of the in-
debtedness. Assume that the fair market
value of the indebtedness is $9,022,621.41,
which in this case equals the issue price of
indebtedness determined under paragraph
(9)(1) of this section ($9,000,000) plus the ac-
crued original issue discount through Feb-
ruary 1 ($22,621.41). Section 1.61-12(c)(3) pro-
vides that if indebtedness is repurchased for
a price that is exceeded by the issue price of
the indebtedness plus the amount of discount
already deducted, the excess is income from
discharge of indebtedness. Therefore, S does
not realize income from discharge of indebt-
edness. The result would be the same if P
had contributed the indebtedness to the cap-
ital of S. Under section 108(e)(6), S would be
treated as having satisfied the indebtedness
with an amount of money equal to P’s ad-
justed basis and, under section 1272(d)(2), P’s
adjusted basis is equal to $9,022,621.41.

Example 4. (i) P, a domestic corporation,
owns 70 percent of the single class of stock of
S, a domestic corporation. On January 1,
1986, P issued indebtedness that has an issue
price of $5,000,000 and provides for no stated
interest payments and a payment at matu-
rity of $10,000,000. The indebtedness has a
stated maturity date of December 31, 1995.
On January 1, 1992, S purchases P’s indebted-
ness from K, a partnership not related to P
within the meaning of paragraph (d)(2) of
this section, for cash in the amount of
$6,000,000. The sum of the debt’s issue price
and previously deducted original issue dis-
count is $7,578,582.83. P repays the indebted-
ness in full at maturity.

(ii) Under section 61(a)(12), section
108(e)(4), and paragraphs (a) and (f) of this
section, P realizes $1,578,582.83 in income
from discharge of indebtedness ($7,578,582.83
minus $6,000,000) on January 1, 1992.

(iif) Under paragraph (g)(1) of this section,
the indebtedness is treated as issued to S on
January 1, 1992, with an issue price of
$6,000,000. Under section 1273(a), the $4,000,000
excess of the stated redemption price at ma-
turity of the indebtedness ($10,000,000) over
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its issue price ($6,000,000) is orignial issue
discount, which is includible in gross income
by S and deductible by P over the remaining
term of the indebtedness under sections
163(e) and 1272(a).

(iv) Accordingly, P deducts and S includes
in income original issue discount as follows:
in 1992, $817,316.20; in 1993, $928,650.49; in 1994,
$1,055,150.67; and in 1995, $1,198,882.64.

(h) Effective date. This section applies
to any transaction described in para-
graph (a) and in either paragraph (b) or
(c) of this section with an acquisition
date on or after March 21, 1991. Al-
though this section does not apply to
direct or indirect acquisitions occur-
ring before March 21, 1991, section
108(e)(4) is effective for any transaction
after December 31, 1980, subject to the
rules of section 7 of the Bankruptcy
Tax Act of 1980 (Pub. L. 96-589, 94 Stat.
3389, 3411). Taxpayers may use any rea-
sonable method of determining the
amount of discharge of indebtedness in-
come realized and the treatment of
correlative adjustments under section
108(e)(4) for acquisitions of indebted-
ness before March 21, 1991, if such
method is applied consistently by both
the debtor and related holder.

[T.D. 8460, 57 FR 61808, Dec. 29, 1992]

§1.108-3 Intercompany losses and de-
ductions.

(a) General rule. This section applies
to certain losses and deductions from
the sale, exchange, or other transfer of
property between corporations that are
members of a consolidated group or a
controlled group (an intercompany
transaction). See section 267(f) (con-
trolled groups) and §1.1502-13 (consoli-
dated groups) for applicable defini-
tions. For purposes of determining the
attributes to which section 108(b) ap-
plies, a loss or deduction not yet taken
into account under section 267(f) or
§1.1502-13 (an intercompany loss or de-
duction) is treated as basis described in
section 108(b) that the transferor re-
tains in property. To the extent a loss
not yet taken into account is reduced
under this section, it cannot subse-
quently be taken into account under
section 267(f) or §1.1502-13. For exam-
ple, if S and B are corporations filing a
consolidated return, and S sells land
with a $100 basis to B for $90 and the $10
loss is deferred under section 267(f) and
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