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Code Sec. 108(e)(8)(B) 
Adds Another Twist to Debt vs. 
Equity Considerations
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Joseph F. Schlueter addresses several aspects of Code Sec. 
108(e)(8)(B), including an analysis of the law prior to its enactment, 

the strategic issues it presents, and structuring considerations.

Introduction
The major tax law enacted in 20042 included certain 
partnership provisions that received a great deal of 
attention both before and after enactment. Interest-
ingly, one key provision that has received almost no 
attention either before or after the law’s enactment is 
nevertheless extremely important to consider at sev-
eral critical stages in entity and transaction planning. 
In fact, failure to address the potential implications 
of Code Sec. 108(e)(8)(B) properly could yield a very 
costly tax issue at a time when the entity owners 
can least afford it—upon exiting a failed venture. 
This article will address several aspects of Code Sec. 
108(e)(8)(B), including an analysis of the law prior 
to its enactment, the strategic issues it presents, and 
structuring considerations. 

For illustrative purposes, the following example will 
be referred to throughout this article.

Example. In 2001, Able, Baker and Charlie 
formed ABC LLC to acquire and operate a small 
but growing hot rod building business. Each 
partner contributed $750,000 cash to form the 
LLC. Bank debt of $8 million and the initial eq-
uity was used to fund the business acquisition 
and its initial working capital needs. By 2003, a 
variety of factors were creating a fi nancial crisis 
for ABC. Its bank debt remained at $8 million, 

secured by company assets, while other general 
and unsecured creditors were owed $4 million. 
To provide liquidity and appease its creditors, 
Baker loaned $2 million to the LLC in 2003. In 
exchange for debt covenant waivers and as part of 
a plan negotiated with the trade creditors pursu-
ant to a workout plan to address its production 
and marketing failures, Baker agreed to subordi-
nate the $2 million note to all existing creditors. 
By 2005, ABC was in liquidation mode and the 
secured creditor forced a sale of all assets of the 
business, which generated $7 million cash to 
apply against the $8 million bank debt.

Application of Prior Law
Following the sale of the business assets, the affairs 
of ABC are wound up, including cancellation of 
any outstanding indebtedness that remains unpaid 
(excluding member debt, which will be addressed 
separately). The LLC will have cancellation of debt 
(COD) income to recognize, which in this example 
will equal $5 million.3 When tax returns are prepared, 
the COD income will be a separately stated item of 
ordinary income passed through to the LLC members, 
presuming there are no additional elements layered 
into the transaction.4 The determination of whether 
any of the $5 million of COD income can be exclud-
ed from taxation under Code Sec. 108 will be made 
at the member level,5 which is an important corpo-
ration/partnership distinction to be considered. For 
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example, even though the LLC is clearly insolvent, the 
Code Sec. 108(a)(1)(B) “insolvency exception” will 
only be applicable if the individual partner to whom 
the COD income has been allocated is likewise in-
solvent. Consistent with the aggregate theory and the 
pursuit of economic effect, there is an understandable 
symmetry in the resulting COD income recognition. 
In essence, the COD income represents a reversal of 
previously claimed losses for which the members are 
ultimately not economically responsible,6 so that this 
particular instance of COD income recognition does 
not present a distinctly unfair situation. 

In the example, there remains the $2 million of sub-
ordinated member debt to consider. The $2 million 
debt will have been included as a part of Baker’s basis 
for his interest in the LLC, which has subsequently 
been reduced to zero through his allocated share 
of LLC losses. (Presumably, the $2 million infusion 
satisfi ed trade creditor debt, and all the associated 
losses were allocated to Baker pursuant to the rules 
of Code Sec. 704(b).) Prior to the enactment of Code 
Sec. 108(e)(8)(B), few practitioners would have done 
anything further with the 
member debt. Whether 
or not it is formally docu-
mented, the debt might 
generally be viewed as 
having attained the charac-
teristics of equity.7 As such, 
a formal COD recognition 
is not necessary. Several 
factors would support this 
deemed conversion to 
equity, including the signifi cant subordination of 
the debt and failure to make any periodic interest 
payments. Although the note would have superior 
liquidation rights to the formal equity, the member 
debt in this example effectively functions as a form 
of preferred equity. 

Under this “deemed” conversion to equity theory 
nothing further will occur regarding the member 
debt. When the dust settles, Baker will have claimed 
ordinary deductions for the actual unrecovered (and 
lost) dollars invested in the business, whether it took 
the visible form of either debt or equity. Similar to 
the passthrough of COD income to the partners, 
there is a certain symmetry and an economic clarity 
to this treatment of the member debt. It is also very 
consistent with a general aggregate theory of taxation 
in which dollars invested by the owners of the entity 
should have some element of fungibility in order that 

entrance through either debt or equity should not be 
of signifi cant importance.8

Prior to enactment of Code Sec. 108(e)(8)(B), there 
was a lack of formal guidance or authority regarding 
the proper treatment of the contribution of partner 
loans to the capital of the partnership.9 Despite this 
lack of authoritative guidance, several commentators 
discuss the widely-held view that a contribution of a 
note to capital (where the note was given for money, 
not services) should be treated as a contribution 
covered under Sec. 721, and should not generate 
COD income.10 Furthermore, although the IRS in-
dicated an intent to issue regulations to clarify that 
COD income recognition would not be eliminated 
in certain nonrecognition transactions (including 
transactions involving Code Sec. 72111), no action 
was ever taken.12 

Application of the New Law
Code Sec. 108(e)(8)(B) now provides that a partner-
ship transferring an interest to a creditor in satisfaction 

of a debt is treated (like a 
corporation)13 as satisfying 
the debt with an amount 
of money equal to the 
FMV of the transferred 
interest. The provision 
applies to both recourse 
and nonrecourse debt and 
specifi cally provides that 
any COD income recog-
nized by the partnership 

must be allocated to the partners who held an interest 
immediately prior to the satisfaction of the debt. The 
recognition of COD income for the member debt 
restores the member’s tax basis in the debt, which will 
in turn need to be written off as a worthless debt.

Let’s take a look at how the rules will impact Baker. 
Following the asset sale by ABC LLC and payment of 
the proceeds to the bank, ABC has nothing left to sat-
isfy its remaining debt. If Baker’s debt is “deemed” to 
have been converted to equity, Code Sec. 108(e)(8)(B) 
requires that the LLC recognize COD income to the 
extent the debt exceeds the value of the LLC inter-
est received in return for the debt. Because the LLC 
has no value, under the deemed conversion theory, 
Code Sec. 108(e)(8)(B) will require COD income 
recognition for the full $2 million note. Consequently, 
whether by a straight cancellation of the note or 
through the application of Code Sec. 108(e)(8)(B), 

[F]or situations involving partner 
debt, and LLC members in 

particular, the landscape remains 
uncertain, with no reported case 

law that specifi cally addresses 
member debt in an LLC context.
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$2 million of COD income will be recognized by 
the LLC, all of which will be allocated to Baker. The 
allocation of COD income to Baker—ordinary in 
character—leaves Baker holding a worthless note 
with a $2 million tax basis. Obviously, Baker will 
be able to claim a bad debt deduction, but will it 
be characterized as a business or a nonbusiness bad 
debt? Will it generate an ordinary loss or a capital 
loss? Herein lies a critical issue created by the enact-
ment of Code Sec. 108(e)(8)(B).

Business vs. Nonbusiness Debt 
This brings us to one of the key points of focus be-
hind the origination of this article—an analysis of the 
applicability of the case of G.A. Butler14 and similar 
authority to an LLC.15 There is generally no shortage 
of authorities to consult to address issues related to 
business versus nonbusiness bad debt classifi cation.16 
However, for situations involving partner debt, and 
LLC members in particular, 
the landscape remains un-
certain, with no reported 
case law that specifi cally 
addresses member debt in 
an LLC context.

A brief overview of the 
general rules applicable 
to individual taxpayers 
regarding bad debts is 
in order at this point. Code Sec. 166 and the rules 
promulgated thereunder create two classes of bad 
debt losses: business bad debts, which give rise 
to ordinary losses, and nonbusiness bad debts, 
which create short-term capital losses. If the loss 
is recognized as a business bad debt, the amount 
is deductible by the taxpayer in full as an ordinary 
loss. However, if recognized as a nonbusiness bad 
debt, the amount is treated as a capital loss and (for 
individual taxpayers) will therefore be subject to the 
limitations applicable to capital loss deductions. In 
addition to the capital loss limitations, there are also 
tax rate differentials to consider. 

In the Butler case, the taxpayer had made loans 
to a limited partnership in which he was a limited 
partner. The taxpayer claimed a business bad debt in 
1952 when loans to the partnership became worth-
less. Upon examination, the IRS disallowed the 
business bad debt deduction, and replaced it with 
a nonbusiness bad debt deduction. The Tax Court 
held in favor of the taxpayer, applying the principles 

of the aggregate theory of taxation to attribute the 
partnership’s business to its partners, including Butler 
as a limited partner, holding that the taxpayer/partner 
was engaged in the business of the partnership. The 
loans in question were found to be made for pur-
poses proximately related to and in furtherance of 
the business of the partnership, and were therefore 
considered business bad debts. 

The Butler case certainly appears to provide a nice, 
tidy solution to help take the potential bite out of 
Code Sec. 108(e)(8)(B). Unfortunately, there are a 
few caveats to this tidy conclusion that need to be 
dealt with in greater detail. The Butler case involved 
tax years 1951 and 1952, which preceded the en-
actment of the 1954 Code, and, more signifi cantly, 
preceded the enactment of Code Sec. 707. 17 Code 
Sec. 707(a) and Reg. §1.707-1(a) specifi cally state 
that a partner’s loan to a partnership shall be treated 
as a transaction between the partnership and one 
who is not a partner, which would appear to present 

a rule that is inconsis-
tent with the rationale 
underlying the analy-
sis utilized in the Butler 
opinion. In the 1965 case 
of A.L. Stanchfi eld,18 the 
Tax Court appeared to 
reaffi rm its holding in But-
ler, though it was in the 
context of a general part-

nership in which the taxpayer was required to satisfy 
a partnership debt pursuant to a personal guarantee. 
As we all know, there are important distinctions 
between general partners and limited partners, and 
LLC members fall somewhere in between.

The next signifi cant case in this analysis is the 1963 
case of A.J. Whipple.19 Although Whipple presents 
the issue in a corporate context, it addresses prin-
ciples that are applicable in the partnership context. 
In this case, the Supreme Court ruled that whether 
a debt is incurred in a trade or business is to be de-
termined by substantially the same test as whether 
a loss is incurred in a trade or business. Specifi cally, 
the character of the debt shall be determined by 
the relation that the loss resulting from the debt’s 
becoming worthless bears to the trade or business of 
the taxpayer. More importantly, the court stated that 
investing is not a trade or business. To be considered 
business debt, the debt must be distinct from that of 
a shareholder attempting to increase his or her return 
on investments. 

To be considered business debt, the 
debt must be distinct from that of a 
shareholder attempting to increase 
his or her return on investments.
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There are a variety of other authorities that address 
the issues raised in the Butler and Whipple cases in 
situations that do not directly involve partner loans, 
but might be utilized to assist in analyzing the proper 
application of the tax law.20 However, an analysis of 
all the business versus nonbusiness situations could 
consume volumes, which is beyond the scope of this 
simple little article. Of these ancillary authorities, 
TAM 972800221 contains some interesting analysis 
by the IRS. In this ruling, the IRS states its agreement 
with the Whipple opinion that the trade or business 
of a corporation is distinct from the trades or busi-
nesses of its stockholders, and also notes that that it 
does not believe a similar distinction can be made in 
the case of a partnership and its partners. However, 
the TAM goes on to qualify the scope of Butler and 
Whipple by stating that a limited partner is consid-
ered primarily a passive investor who contributes 
capital to acquire a right to share in the business 
profi ts. As such, the TAM 
states a limited partner’s 
investment in a partner-
ship is no different than 
holding corporate stock 
because both a limited 
partner and a shareholder 
are merely investing rather 
than actively participating 
in the trade or business. 
Like a shareholder, a lim-
ited partner does not take 
part in the management of the partnership’s busi-
ness and his or her relationship to the partnership 
is detached and impersonal; it strictly limits his or 
her liability, thereby avoiding the risks customarily 
attendant to trade or business activities. Finally, the 
TAM concludes that, as understood by Congress, a 
limited partner is not considered to be engaged in 
the trade or business of his or her partnership. 

This brief analysis of available authorities indicates 
that the outcome of the business versus nonbusiness 
bad debt issue in the context of a creditor-member of 
an LLC is uncertain. The authorities indicate that there 
is most likely some type of continuum onto which 
the facts of any particular situation can probably be 
viewed to determine whether the situation is closer 
to one end or the other. An LLC member heavily 
involved in the business activity of the LLC is more 
likely to have a loan to the LLC treated as a business 
debt. At the other extreme, an LLC member that fi ts 
the classic role of a “silent” limited partner receiv-

ing a return solely with respect to invested capital is 
more likely to have a loan to the LLC characterized 
as a nonbusiness debt. 

Ultimately, the real analysis boils down to one of 
risk assessment. How solid is the support provided 
by the available authorities for LLC member debt? 
Is it worth the potential risk, particularly in situa-
tions where a passive LLC investor is being asked 
to loan additional funds to a venture that is having 
fi nancial diffi culty? 

Planning Considerations
Where does this leave a practitioner faced with ad-
vising clients on the subject of debt versus equity? 
It really boils down to a few key considerations 
and questions that need to be addressed. What 
are the specifi c facts regarding the LLC member’s 
involvement in the business? How strongly do you 

feel about the support 
provided by the existing 
tax rules and authori-
ties to that situation? In 
this regard, it is always 
worthwhile to keep in 
mind that while the tax 
law formerly had some 
very bright lines that 
could be drawn in the 
distinction between a 
general partner and a 

limited partner, such is not the case with LLC mem-
bers. How much risk is the client willing to accept 
regarding the potential costs of nonbusiness bad 
debt treatment in the event the business fails? How 
much risk is the client willing to assume based on 
the different legal position of a debt holder versus 
a holder of preferred equity? 

Given that most situations will fall somewhere in 
the middle of the continuum that might be developed 
from the existing authority, it is safe to say that most 
LLC member loans will present some risk of even-
tual treatment as a nonbusiness debt. To minimize 
or eliminate the risks associated with debt, careful 
consideration should be given to the use of preferred 
equity, thereby avoiding Code Sec. 108(e)(8)(B) 
entirely. Provide the preferred equity with a return 
equivalent to the interest on a debt, plus an additional 
profi t share to support its equity classifi cation. If the 
member loan is being made to help prop up a strug-
gling (but hopeful) business, the extra profi t element 

Careful planning should allow 
a practitioner to craft a situation 

that achieves an equivalent 
economic return in a preferred 
equity structure without the risk 

of the potential nonbusiness 
bad debt whipsaw.
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for the preferred equity can be utilized to provide the 
risk premium that might otherwise be appropriate on 
a loan in that situation. 

Careful planning should allow a practitioner to craft 
a situation that achieves an equivalent economic 
return in a preferred equity structure without the 
risk of the potential nonbusiness bad debt whipsaw. 
What of the distinction between the position of a 
creditor versus that of a preferred equity owner? Gen-
erally speaking, the equity owner will have a lower 
liquidation position than general creditors. While 
this is true, and must be taken into consideration, 

the practical reality is that in the event of a business 
failure the likelihood that a creditor-member has a 
higher prospect for recovery than a preferred equity 
member is—well—slim and none. Nevertheless, it is 
an aspect of the equation to be considered carefully 
and discussed with the client. 

Whether the situation you are working with in-
volves the formation of a new venture, one that is 
struggling fi nancially, or is somewhere in between, it 
is advisable to consider the potential implications of 
Code Sec. 108(e)(8)(B) when counseling on the best 
form for an investment of additional capital.
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