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the partner recognizes its deferred 
amount or the S corporation share-
holder recognizes its share of the S cor-
poration’s deferred COD income. 

(ii) Example. The following example 
illustrates the rules in paragraph (d)(3) 
of this section: 

Example. (i) PRS is a calendar-year part-
nership with two equal partners, individuals 
A and B. PRS is engaged in an activity de-
scribed in section 465(c) (Activity). PRS has 
a $500 recourse applicable debt instrument 
outstanding. Each partner’s amount at risk 
on January 1, 2009 is $50. On June 1, 2009, the 
creditor agrees to cancel the $500 indebted-
ness. PRS realizes $500 of COD income as a 
result of the reacquisition. The partners’ 
share of the liabilities of PRS decreases by 
$500 under section 752(b), and each partner’s 
amount at risk is decreased by $250. Other 
than the $500 of COD income, PRS’s income 
and expenses for 2009 are equal. PRS makes 
an election under section 108(i) to defer $200 
of the $500 COD income realized in connec-
tion with the reacquisition. PRS allocates 
the $500 of COD income equally between its 
partners, A and B. A and B each have a COD 
income amount of $250 with respect to the 
applicable debt instrument. PRS determines 
that, for both partners A and B, $100 of the 
$250 COD income amount is the deferred 
amount, and $150 is the included amount. Be-
ginning in each taxable year 2014 through 
2018, A and B each include $20 of the deferred 
amount in gross income. 

(ii) Under paragraph (d)(3)(i) of this sec-
tion, $50 of the $250 decrease in A’s and B’s 
amount at risk in Activity is the deferred 
section 465 amount for each of A and B and 
is not taken into account for purposes of de-
termining A’s and B’s amount at risk in Ac-
tivity at the close of 2009. In taxable year 
2014, A’s and B’s amount at risk in Activity 
is decreased by $20 (deferred section 465 
amount that equals the deferred amount in-
cluded in A’s and B’s gross income in 2014). 
In taxable year 2015, A’s and B’s amount at 
risk in Activity is decreased by $20 for the 
deferred section 465 amount that equals the 
deferred amount included in A’s and B’s 
gross income in 2015. In taxable year 2016, A’s 
and B’s amount at risk in Activity is de-
creased by $10 (the remaining amount of the 
deferred section 465 amount). 

(e) Election procedures and reporting 
requirements—(1) Partnerships—(i) In 
general. A partnership makes an elec-
tion under section 108(i) by following 
procedures outlined in guidance and 
applicable forms and instructions 
issued by the Commissioner. An elect-
ing partnership (or its successor) must 
provide to its partners certain informa-
tion as required by guidance and appli-

cable forms and instructions issued by 
the Commissioner. 

(ii) Tiered pass-through entities. A 
partnership that is a direct or indirect 
partner of an electing partnership (or 
its successor) or a related partnership 
or an S corporation partner must pro-
vide to its partners or shareholders, as 
the case may be, certain information 
as required by guidance and applicable 
forms and instructions issued by the 
Commissioner. 

(iii) Related partnerships. A related 
partnership must provide to its part-
ners certain information as required by 
guidance and applicable forms and in-
structions issued by the Commissioner. 

(2) S corporations—(i) In general. An S 
corporation makes an election under 
section 108(i) by following procedures 
outlined in guidance and applicable 
forms and instructions issued by the 
Commissioner. An electing S corpora-
tion (or its successor) must provide to 
its shareholders certain information as 
required by guidance and applicable 
forms and instructions issued by the 
Commissioner. 

(ii) Related S corporations. A related S 
corporation must provide to its share-
holders certain information as required 
by guidance and applicable forms and 
instructions issued by the Commis-
sioner. 

(f) Effective/applicability date. For the 
applicability dates of this section, see 
§ 1.108(i)–0T(b). 

(g) Expiration date. This section ex-
pires on August 9, 2013. 

[T.D. 9498, 75 FR 49386, Aug. 13, 2010] 

§ 1.108(i)–3T Rules for the deduction of 
OID (temporary). 

(a) Deemed debt-for-debt exchanges—(1) 
In general. For purposes of section 
108(i)(2) (relating to deferred OID de-
ductions that arise in certain debt-for- 
debt exchanges involving the reacquisi-
tion of an applicable debt instrument), 
if the proceeds of any debt instrument 
are used directly or indirectly by the 
issuer or a person related to the issuer 
(within the meaning of section 
108(i)(5)(A)) to reacquire an applicable 
debt instrument, the debt instrument 
shall be treated as issued for the appli-
cable debt instrument being reac-
quired. Therefore, section 108(i)(2) may 
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apply, for example, to a debt instru-
ment issued by a corporation for cash 
in which some or all of the proceeds are 
used directly or indirectly by the cor-
poration’s related subsidiary in the re-
acquisition of the subsidiary’s applica-
ble debt instrument. 

(2) Directly or indirectly. Whether the 
proceeds of an issuance of a debt in-
strument are used directly or indi-
rectly to reacquire an applicable debt 
instrument depends upon all of the 
facts and circumstances surrounding 
the issuance and the reacquisition. The 
proceeds of an issuance of a debt in-
strument will be treated as being used 
indirectly to reacquire an applicable 
debt instrument if— 

(i) At the time of the issuance of the 
debt instrument, the issuer of the debt 
instrument anticipated that an appli-
cable debt instrument of the issuer or a 
person related to the issuer would be 
reacquired by the issuer, and the debt 
instrument would not have been issued 
if the issuer had not so anticipated 
such reacquisition; 

(ii) At the time of the issuance of the 
debt instrument, the issuer of the debt 
instrument or a person related to the 
issuer anticipated that an applicable 
debt instrument would be reacquired 
by a related person and the related per-
son receives cash or property that it 
would not have received unless the re-
acquisition had been so anticipated; or 

(iii) At the time of the reacquisition, 
the issuer or a person related to the 
issuer foresaw or reasonably should 
have foreseen that the issuer or a per-
son related to the issuer would be re-
quired to issue a debt instrument, 
which it would not have otherwise been 
required to issue if the reacquisition 
had not occurred, in order to meet its 
future economic needs. 

(b) Proportional rule for accruals of 
OID. For purposes of section 108(i)(2), if 
only a portion of the proceeds from the 
issuance of a debt instrument are used 
directly or indirectly to reacquire an 
applicable debt instrument, the rules of 
section 108(i)(2)(A) will apply to the 
portion of OID on the debt instrument 
that is equal to the portion of the pro-
ceeds from such instrument used to re-
acquire the outstanding applicable 
debt instrument. Except as provided in 
the last sentence of section 108(i)(2)(A), 

the amount of deferred OID deduction 
that is subject to section 108(i)(2)(A) for 
a taxable year is equal to the product 
of the amount of OID that accrues in 
the taxable year under section 1272 or 
section 1275 (and the regulations under 
those sections), whichever section is 
applicable, and a fraction, the numer-
ator of which is the portion of the total 
proceeds from the issuance of the debt 
instrument used directly or indirectly 
to reacquire the applicable debt instru-
ment and the denominator of which is 
the total proceeds from the issuance of 
the debt instrument. 

(c) No acceleration—(1) Retirement. Re-
tirement of a debt instrument subject 
to section 108(i)(2) does not accelerate 
deferred OID deductions. 

(2) Cross-reference. See § 1.108(i)–1T and 
§ 1.108(i)–2T for rules relating to the ac-
celeration of deferred OID deductions. 

(d) Examples. The application of this 
section is illustrated by the following 
examples. Unless otherwise stated, all 
taxpayers in the following examples 
are calendar-year taxpayers, and P and 
S each file separate returns: 

Example 1. (i) Facts. P, a domestic corpora-
tion, owns all of the stock of S, a domestic 
corporation. S has a debt instrument out-
standing that has an adjusted issue price of 
$100,000. On January 1, 2010, P issues for 
$160,000 a four-year debt instrument that has 
an issue price of $160,000 and a stated re-
demption price at maturity of $200,000, re-
sulting in $40,000 of OID. In P’s discussion 
with potential lenders/holders, and as de-
scribed in offering materials provided to po-
tential lenders/holders, P disclosed that it 
planned to use all or a portion of the pro-
ceeds from the issuance of the debt instru-
ment to reacquire outstanding debt of P and 
its affiliates. Following the issuance, P 
makes a $70,000 capital contribution to S. S 
then reacquires its debt instrument from X, 
a person not related to S within the meaning 
of section 108(i)(5)(A), for $70,000. At the time 
of the reacquisition, the adjusted issue price 
of S’s debt instrument is $100,000. Under 
§ 1.61–12(c), S realizes $30,000 of COD income. 
S makes a section 108(i) election for the 
$30,000 of COD income. 

(ii) Analysis. Under the facts, at the time of 
P’s issuance of its $160,000 debt instrument, P 
anticipated that the loan proceeds would be 
used to reacquire the debt of S, and P’s debt 
instrument would not have been issued for 
an amount greater than $90,000 if P had not 
anticipated that S would use the proceeds to 
reacquire its debt. Pursuant to paragraph (a) 
of this section, the proceeds from P’s 
issuance of its debt instrument are treated 
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as being used indirectly to reacquire S’s ap-
plicable debt instrument. Therefore, section 
108(i)(2)(B) applies to P’s debt instrument 
and P’s OID deductions on its debt instru-
ment are subject to deferral under section 
108(i)(2)(A). However, because only a portion 
of the proceeds from P’s debt instrument are 
used by S to reacquire its applicable debt in-
strument, only a portion of P’s total OID de-
ductions will be deferred under section 
108(i)(2)(A). See section 108(i)(2)(B). Accord-
ingly, a maximum of $17,500 ($40,000 × $70,000/ 
$160,000) of P’s $40,000 total OID deductions is 
subject to deferral under section 108(i)(2)(A). 
Under paragraph (b) of this section, the 
amount of P’s deferred OID deduction each 
taxable year under section 108(i)(2)(A) is 
equal to the product of the amount of OID 
that accrues in the taxable year under sec-
tion 1272 for the debt instrument and a frac-
tion ($70,000/$160,000). As a result, P’s de-
ferred OID deductions are the following 
amounts: $4,015.99 for 2010 ($ 9,179.40 × $70,000/ 
$160,000); $4,246.39 for 2011 ($9,706.04 × $70,000/ 
$160,000); $4,490.01 for 2012 ($10,262.88 × $70,000/ 
$160,000); and $4,747.61 for 2013 ($10,851.68 × 
$70,000/$160,000). 

Example 2. (i) Facts. The facts are the same 
as in Example 1, except that S makes a sec-
tion 108(i) election for only $10,000 of the 
$30,000 of COD income. 

(ii) Analysis. The maximum amount of P’s 
deferred OID deductions under section 
108(i)(2)(A) is $10,000 rather than $17,500 be-
cause S made a section 108(i) election for 
only $10,000 of the $30,000 of COD income. 
Under section 108(i)(2)(A), because the 
amount of OID that accrues prior to 2014 at-
tributable to the portion of the debt instru-
ment issued to indirectly reacquire S’s appli-
cable debt instrument under paragraph (b) of 
this section ($17,500) exceeds the amount of 
deferred COD income under section 108(i) 
($10,000), P’s deferred OID deductions are the 
following amounts: $4,015.99 for 2010; $4,246.39 
for 2011; $1,737.62 for 2012; and $0 for 2013. 

Example 3. (i) Facts. The facts are the same 
as in Example 1, except that P pays $200,000 in 
cash to the lenders/holders on December 31, 
2012, to retire the debt instrument. P did not 
directly or indirectly obtain the funds to re-
tire the debt instrument from the issuance of 
another debt instrument with OID. 

(ii) Analysis. Under paragraph (c)(1) of this 
section, the retirement of P’s debt instru-
ment is not an acceleration event for the de-
ferred OID deductions of $4,015.99 for 2010, 
$4,246.39 for 2011, and $4,490.01 for 2012. Except 
as provided in § 1.108(i)–1T(b)(4), these 
amounts will be taken into account during 
the inclusion period. P, however, paid a re-
purchase premium of $10,851.68 in 2012 
($200,000 minus the adjusted issue price of 
$189,148.32) to retire the debt instrument. If 
otherwise allowable, P may deduct this 
amount in 2012 under § 1.163–7(c). 

(e) Effective/applicability dates. For ef-
fective/applicability dates, see § 1.108(i)– 
0T(b). 

(f) Expiration date. This section ex-
pires August 9, 2013. 

[T.D. 9497, 75 FR 49406, Aug. 13, 2010] 

§ 1.109–1 Exclusion from gross income 
of lessor of real property of value of 
improvements erected by lessee. 

(a) Income derived by a lessor of real 
property upon the termination, 
through forfeiture or otherwise, of the 
lease of such property and attributable 
to buildings erected or other improve-
ments made by the lessee upon the 
leased property is excluded from gross 
income. However, where the facts dis-
close that such buildings or improve-
ments represent in whole or in part a 
liquidation in kind of lease rentals, the 
exclusion from gross income shall not 
apply to the extent that such buildings 
or improvements represent such liq-
uidation. The exclusion applies only 
with respect to the income realized by 
the lessor upon the termination of the 
lease and has no application to income, 
if any, in the form of rent, which may 
be derived by a lessor during the period 
of the lease and attributable to build-
ings erected or other improvements 
made by the lessee. It has no applica-
tion to income which may be realized 
by the lessor upon the termination of 
the lease but not attributable to the 
value of such buildings or improve-
ments. Neither does it apply to income 
derived by the lessor subsequent to the 
termination of the lease incident to the 
ownership of such buildings or im-
provements. 

(b) The provisions of this section may 
be illustrated by the following exam-
ple: 

Example. The A Corporation leased in 1945 
for a period of 50 years unimproved real prop-
erty to the B Corporation under a lease pro-
viding that the B Corporation erect on the 
leased premises an office building costing 
$500,000, in addition to paying the A Corpora-
tion a lease rental of $10,000 per annum be-
ginning on the date of completion of the im-
provements, the sum of $100,000 being placed 
in escrow for the payment of the rental. The 
building was completed on January 1, 1950. 
The lease provided that all improvements 
made by the lessee on the leased property 
would become the absolute property of the A 
Corporation on the termination of the lease 
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