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SALES AND EXCHANGES 

§ 1.631–1 Election to consider cutting 
as sale or exchange. 

(a) Effect of election. (1) Section 631 (a) 
provides an election to certain tax-
payers to treat the difference between 
the actual cost or other basis of certain 
timber cut during the taxable year and 
its fair market value as standing tim-
ber on the first day of such year as gain 
or loss from a sale or exchange under 
section 1231. Thereafter, any subse-
quent gain or loss shall be determined 
in accordance with paragraph (e) of 
this section. 

(2) For the purposes of section 631(a) 
and this section, timber shall be con-
sidered cut at the time when in the or-
dinary course of business the quantity 
of timber felled is first definitely deter-
mined. 

(3) The election may be made with re-
spect to any taxable year even though 
such election was not made with re-
spect to a previous taxable year. If an 
election has been made under the pro-
visions of section 631(a), or cor-
responding provisions of prior internal 
revenue laws, such election shall be 
binding upon the taxpayer not only for 
the taxable year for which the election 
is made but also for all subsequent tax-
able years, unless the Commissioner on 
showing by the taxpayer of undue hard-
ship permits the taxpayer to revoke his 
election for such subsequent taxable 
years. If the taxpayer has revoked a 
previous election, such revocation shall 
preclude any further elections unless 
the taxpayer obtains the consent of the 
Commissioner. 

(4) Such election shall apply with re-
spect to all timber which the taxpayer 
has owned, or has had a contract right 
to cut, for a period of more than 1 year 
(6 months for taxable years beginning 
before 1977; 9 months for taxable years 
beginning in 1977) prior to when such 
timber is cut for sale or for use in the 
taxpayer’s trade or business, irrespec-
tive of whether such timber or contract 
right was acquired before or after the 
election. (For purposes of the preceding 
sentence, the rules with respect to the 
holding period of property contained in 
section 1223 shall be applicable.) How-
ever, timber which is not cut for sale 
or for use in the taxpayer’s trade or 

business (for example, firewood cut for 
the taxpayer’s own household con-
sumption) shall not be considered to 
have been sold or exchanged upon the 
cutting thereof. 

(b) Who may make election. (1) A tax-
payer who has owned, or has held a 
contract right to cut, timber for a pe-
riod of more than 1 year (6 months for 
taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977) prior to when the timber is cut 
may elect under section 631(a) to con-
sider the cutting of such timber during 
such year for sale or for use in the tax-
payer’s trade or business as a sale or 
exchange of the timber so cut. In order 
to have a contract right to cut timber 
within the meaning of section 631(a) 
and this section, a taxpayer must have 
a right to sell the timber cut under the 
contract on his own account or to use 
such cut timber in his trade or busi-
ness. 

(2) For purposes of section 631(a) and 
this section, the term timber includes 
evergreen trees which are more than 
six years old at the time severed from 
their roots and are sold for ornamental 
purposes, such as Christmas decora-
tions. Section 631(a) is not applicable 
to evergreen trees which are sold in a 
live state, whether or not for orna-
mental purposes. Tops and other parts 
of standing timber are not considered 
as evergreen trees within the meaning 
of section 631(a). The term evergreen 
trees is used in its commonly accepted 
sense and includes pine, spruce, fir, 
hemlock, cedar, and other coniferous 
trees. 

(c) Manner of making election. The 
election under section 631(a) must be 
made by the taxpayer in his income tax 
return for the taxable year for which 
the election is applicable, and such 
election cannot be made in an amended 
return for such year. The election in 
the return shall take the form of a 
computation under the provisions of 
section 631(a) and section 1231. 

(d) Computation of gain or loss under 
the election. (1) If the cutting of timber 
is considered as a sale or exchange pur-
suant to an election made under sec-
tion 631(a), gain or loss shall be recog-
nized to the taxpayer in an amount 
equal to the difference between the ad-
justed basis for depletion in the hands 
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of the taxpayer of the timber which has 
been cut during the taxable year and 
the fair market value of such timber as 
of the first day of the taxable year in 
which such timber is cut. The adjusted 
basis for depletion of the cut timber 
shall be based upon the number of 
units of timber cut during the taxable 
year which are considered to be sold or 
exchanged and upon the depletion unit 
of the timber in the timber account or 
accounts pertaining to the timber cut, 
and shall be computed in the same 
manner as is provided in section 611 
and the regulations thereunder with re-
spect to the computation of the allow-
ance for depletion. 

(2) The fair market value of the tim-
ber as of the first day of the taxable 
year in which such timber is cut shall 
be determined, subject to approval or 
revision by the district director upon 
examination of the taxpayer’s return, 
by the taxpayer in the light of the 
most reliable and accurate information 
available with reference to the condi-
tion of the property as it existed at 
that date, regardless of all subsequent 
changes, such as changes in sur-
rounding circumstances, methods of 
exploitation, degree of utilization, etc. 
The value sought will be the selling 
price, assuming a transfer between a 
willing seller and a willing buyer as of 
that particular day. Due consideration 
will be given to the factors and the 
principles involved in the determina-
tion of the fair market value of timber 
as described in the regulations under 
section 611. 

(3) The fair market value as of the 
beginning of the taxable year of the 
standing timber cut during the year 
shall be considered to be the cost of 
such timber, in lieu of the actual cost 
or other basis of such timber, for all 
purposes for which such cost is a nec-
essary factor. See paragraph (e) of this 
section. 

(4) For any taxable year for which 
the cutting of timber is considered to 
be a sale or exchange of such timber 
under section 631(a), the timber so cut 
shall be considered as property used in 
the trade or business for the purposes 
of section 1231, along with other prop-
erty of the taxpayer used in the trade 
or business as defined in section 
1231(b), regardless of whether such tim-

ber is property of a kind which would 
properly be includible in the inventory 
of the taxpayer if on hand at the close 
of the taxable year or property held by 
the taxpayer primarily for sale to cus-
tomers in the ordinary course of his 
trade or business. Whether the gain or 
loss considered to have resulted from 
the cutting of the timber will be con-
sidered to be gain or loss resulting 
from the sale or exchange of capital as-
sets held for more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977) depends upon the ap-
plication of section 1231 to the tax-
payer for the taxable year. See section 
1231 and the regulations thereunder. 

(e) Computation of subsequent gain or 
loss. (1) In case the products of the tim-
ber are sold after cutting, either in the 
form of logs or lumber or in the form of 
manufactured products, the income 
from such actual sales shall be consid-
ered ordinary income. When the elec-
tion under section 631(a) is in effect, 
the cost of standing timber cut during 
the taxable year is determined as if the 
taxpayer had purchased such timber on 
the first day of the taxable year. Thus, 
in determining the cost of the products 
so sold, the cost of the timber shall be 
the fair market value on the first day 
of the taxable year in which the stand-
ing timber was cut, in lieu of the ac-
tual cost or other basis of such timber. 

(2) This is also the rule in case the 
products of the timber cut during one 
taxable year, with respect to which an 
election has been made under section 
631(a), are sold during a subsequent 
taxable year, whether or not the elec-
tion provided in section 631(a) is appli-
cable with respect to such subsequent 
year. If the products of the timber cut 
during a taxable year with respect to 
which an election under section 631(a) 
was made were not sold during such 
year and are included in inventory at 
the close of such year, the fair market 
value as of the beginning of the year of 
the timber cut during the year shall be 
used in lieu of the actual cost of such 
timber in computing the closing inven-
tory for such year and the opening in-
ventory for the succeeding year. With 
respect to the costs applicable in the 
determination of the amount of such 
inventories, there shall be included the 
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fair market value of the timber cut, 
the costs of cutting, logging, and all 
other expenses incident to the cost of 
converting the standing timber into 
the products in inventory. See section 
471 and the regulations thereunder. The 
fact that the fair market value as of 
the first day of the taxable year in 
which the timber is cut is deemed to be 
the cost of such timber shall not pre-
clude the taxpayer from computing its 
inventories upon the basis of cost or 
market, whichever is lower, if such is 
the method used by the taxpayer. Nor 
shall it preclude the taxpayer from 
computing its inventories under the 
last-in, first-out inventory method pro-
vided by section 472 if such section is 
applicable to, and has been elected by, 
the taxpayer. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7730, 
45 FR 72650, Nov. 3, 1980] 

§ 1.631–2 Gain or loss upon the dis-
posal of timber under cutting con-
tract. 

(a) In general. (1) If an owner disposes 
of timber held for more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977) before such disposal, 
under any form or type of contract 
whereby he retains an economic inter-
est in such timber, the disposal shall be 
considered to be a sale of such timber. 
The difference between the amounts re-
alized from disposal of such timber in 
any taxable year and the adjusted basis 
for depletion thereof shall be consid-
ered to be a gain or loss upon the sale 
of such timber for such year. Such ad-
justed basis shall be computed in the 
same manner as provided in section 611 
and the regulations thereunder with re-
spect to the allowance for depletion. 
See paragraph (e)(2) of this section for 
definition of owner. For the purpose of 
determining whether or not the timber 
disposed of was held for more than 1 
year (6 months for taxable years begin-
ning before 1977; 9 months for taxable 
years beginning in 1977) before such 
disposal the rules with respect to the 
holding period of property contained in 
section 1223 shall be applicable. 

(2) In the case of such a disposal, the 
provisions of section 1231 apply and 
such timber shall be considered to be 

property used in the trade or business 
for the taxable year in which it is con-
sidered to have been sold, along with 
other property of the taxpayer used in 
the trade or business as defined in sec-
tion 1231(b), regardless of whether such 
timber is property held by the taxpayer 
primarily for sale to customers in the 
ordinary course of his trade or busi-
ness. Whether gain or loss resulting 
from the disposition of the timber 
which is considered to have been sold 
will be deemed to be gain or loss result-
ing from a sale of a capital asset held 
for more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 
1977) will depend upon the application 
of section 1231 to the taxpayer for the 
taxable year. 

(b) Determination of date of disposal. 
(1) For purposes of section 631(b) and 
this section, the date of disposal of 
timber shall be deemed to be the date 
such timber is cut. However, if pay-
ment is made to the owner under the 
contract for timber before such timber 
is cut the owner may elect to treat the 
date of payment as the date of disposal 
of such timber. Such election shall be 
effective only for purposes of deter-
mining the holding period of such tim-
ber. Neither section 631(b) nor the elec-
tion thereunder has any effect on the 
time of reporting gain or loss. See sub-
chapter E, chapter 1 of the Code and 
the regulations thereunder. See para-
graph (c)(2) of this section for the ef-
fect of exercising the election with re-
spect to the payment for timber held 
for 1 year (6 months for taxable years 
beginning before 1977; 9 months for tax-
able years beginning in 1977) or less. 
See paragraph (d) of this section for 
the treatment of payments received in 
advance of cutting. 

(2) For purposes of section 631(b) and 
this section, the date such timber is cut 
means the date when in the ordinary 
course of business the quantity of tim-
ber felled is first definitely determined. 

(c) Manner and effect of election to 
treat date of payment as the date of dis-
posal. (1) The election to treat the date 
of payment as the date of disposal of 
timber shall be evidenced by a state-
ment attached to the taxpayer’s in-
come tax return filed on or before the 
due date (including extensions thereof) 
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for the taxable year in which the pay-
ment is received. The statement shall 
specify the advance payments which 
are subject to the election and shall 
identify the contract under which the 
payments are made. However, in no 
case shall the time for making the 
election under section 631(b) expire be-
fore the close of March 21, 1958. 

(2) Where the election to treat the 
date of payment as the date of disposal 
is made with respect to a payment 
made in advance of cutting, and such 
payment is made 1 year (6 months for 
taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977) or less from the date the timber 
disposed of was acquired, section 631(b) 
shall not apply to such payment irre-
spective of the date such timber is cut, 
since the timber was not held for more 
than six months prior to disposal. 

(d) Payments received in advance of 
cutting. (1) Where the conditions of 
paragraph (a) of this section are met, 
amounts received or accrued prior to 
cutting (such as advance royalty pay-
ments or minimum royalty payments) 
shall be treated under section 631(b) as 
realized from the sale of timber if the 
contract of disposal provides that such 
amounts are to be applied as payment 
for timber subsequently cut. Such 
amounts will be so treated irrespective 
of whether or not an election has been 
made under paragraph (c) of this sec-
tion to treat the date of payment as 
the date of disposal. For example, if no 
election has been made under para-
graph (c) of this section, amounts re-
ceived or accrued prior to cutting will 
be treated as realized from the sale of 
timber, provided the timber paid for is 
cut more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 

1977) after the date of acquisition of 
such timber. 

(2) However, if the right to cut tim-
ber under the contract expires, termi-
nates, or is abandoned before the tim-
ber which has been paid for is cut, the 
taxpayer shall treat payments attrib-
utable to the uncut timber as ordinary 
income and not as received from the 
sale of timber under section 631(b). Ac-
cordingly, the taxpayer shall recom-
pute his tax liability for the taxable 
year in which such payments were re-
ceived or accrued. The recomputation 
shall be made in the form of an amend-
ed return where necessary. 

(3)(i) Bonuses received or accrued by 
an owner in connection with the grant 
of a contract of disposal shall be treat-
ed under section 631(b) as amounts re-
alized from the sale of timber to the 
extent attributable to timber held for 
more than 1 year (6 months for taxable 
years beginning before 1977; 9 months 
for taxable years beginning in 1977). 

(ii) The adjusted depletion basis at-
tributable to the bonus shall be deter-
mined under the provisions of section 
612 and the regulations thereunder. 
This subdivision may be illustrated as 
follows: 

Example. Taxpayer A has held timber hav-
ing a depletion basis of $90,000 for two 
months when he enters into a contract of 
disposal with B. B pays A a bonus of $5,000 
upon the execution of the contract and 
agrees to pay X dollars per unit of timber to 
A as the timber is cut. A does not exercise 
the election to treat the date of payment as 
the date of disposal. It is estimated that 
there are 50,000 units of timber subject to the 
contract and that the total estimated royal-
ties to be paid to A will be $95,000. A must re-
port the bonus in the taxable year it is re-
ceived or accrued by him. The portion of the 
basis of the timber attributable to the bonus 
is determined by the following formula: 

Bonus

Bonus amount of ected royalties
Basis of timber Basis attributable to bonus

+
× =

× =

exp

$5,

$100,
$90, $4,

000

000
000 500
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(iii) To the extent attributable to 
timber not held for more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977), such bonuses shall 
be treated as ordinary income subject 
to depletion. In order to determine the 
amount of the bonus allocable to tim-
ber not held for more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977), the bonus shall be 
apportioned ratably over the estimated 
number of units of timber covered by 

the contract of disposal. This subdivi-
sion may be illustrated as follows: 

Example. Assume under the facts stated in 
the example in subdivision (ii) of this sub-
paragraph that B cuts 10,000 units of timber 
that have been held by A for 1 year (6 months 
for taxable years beginning before 1977; 9 
months for taxable years beginning in 1977), 
or less. The amount of the bonus (as well as 
the royalties) attributable to these units 
must be reported as ordinary income subject 
to depletion. The amount of the bonus at-
tributable to these units is determined by 
the following formula: 

Number of units cut
held for six months or less

Total units ered by the contract
Amount of bonus

Amount of bonus treated
as ordinary income
subject to depletioncov

,

,
$5, $1,

× =

× =10 000

50 000
000 000

The amount of the depletion attributable to 
the portion of the bonus received for timber 

held for six months or less is determined by 
the following formula: 

Amount of bonus attributable to
timber held for six month or less

Total bonus
Adjusted basis for
depletion of bonus

Depletion allowance on timber
held for six months or less× =

$1,

$5,
$4, $900

000

000
500× =

The amount of the bonus attributable to 
timber held for more than 1 year (6 months 
for taxable years beginning before 1977; 9 
months for taxable years beginning in 1977), 
and which is treated under section 631 (b) as 
realized from the sale of timber would be 
$4,000. The gain on such amount is $400 
($4,000¥$3,600). 

(iv) If the right to cut timber under 
the contract of disposal expires, termi-
nates, or is abandoned before any tim-
ber is cut, the taxpayer shall treat the 
bonus received under such contract as 
ordinary income, not subject to deple-
tion. Accordingly, the taxpayer shall 
recompute his tax liability for the tax-
able year in which such bonus was re-
ceived. The recomputation shall be 

made in the form of an amended return 
where necessary. 

(e) Other rules for application of sec-
tion. (1) Amounts paid by the lessee for 
timber or the acquisition of timber 
cutting rights, whether designated as 
such or as a rental, royalty, or bonus, 
shall be treated as the cost of timber 
and constitute part of the lessee’s de-
pletable basis of the timber, irrespec-
tive of the treatment accorded such 
payments in the hands of the lessor. 

(2) The provisions of section 631(b) 
apply only to an owner of timber. An 
owner of timber means any person who 
owns an interest in timber, including a 
sublessor and a holder of a contract to 
cut timber. Such owner of timber must 
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have a right to cut timber for sale on 
his own account or for use in his trade 
or business in order to own an interest 
in timber within the meaning of sec-
tion 631(b). 

(3) For purposes of section 631(b) and 
this section, the term timber includes 
evergreen trees which are more than 6 
years old at the time severed from 
their roots and are sold for ornamental 
purposes such as Christmas decora-
tions. Tops and other parts of standing 
timber are not considered as evergreen 
trees within the meaning of section 
631(b). The term evergreen trees is used 
in its commonly accepted sense and in-
cludes pine, spruce, fir, hemlock, cedar, 
and other coniferous trees. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7728, 
45 FR 72650, Nov. 3, 1980] 

§ 1.631–3 Gain or loss upon the dis-
posal of coal or domestic iron ore 
with a retained economic interest. 

(a) In general. (1) The provisions of 
section 631(c) apply to an owner who 
disposes of coal (including lignite), or 
iron ore mined in the United States, 
held for more than 1 year (6 months for 
taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977) before such disposal under any 
form or type of contract whereby he re-
tains an economic interest in such coal 
or iron ore. The difference between the 
amount realized from disposal of the 
coal or iron ore in any taxable year, 
and the adjusted depletion basis there-
of plus the deductions disallowed for 
the taxable year under section 272, 
shall be gain or loss upon the sale of 
the coal or iron ore. See paragraph 
(b)(4) of this section for the definition 
of owner. See paragraph (e) of this sec-
tion for special rules relating to iron 
ore. 

(2) In the case of such a disposal, the 
provisions of section 1231 apply, and 
the coal or iron ore shall be considered 
to be property used in the trade or 
business for the taxable year in which 
it is considered to have been sold, 
along with other property of the tax-
payer used in the trade or business as 
defined in section 1231(b), regardless of 
whether the coal or iron ore is property 
held by the taxpayer primarily for sale 
to customers in the ordinary course of 

his trade or business. Whether gain or 
loss resulting from the disposition of 
the coal or iron ore which is considered 
to have been sold will be deemed to be 
gain or loss resulting from a sale of a 
capital asset held for more than 1 year 
(6 months for taxable years beginning 
before 1977; 9 months for taxable years 
beginning in 1977) will depend on the 
application of section 1231 to the tax-
payer for the taxable year; i.e., if the 
gains do not exceed the losses, they 
shall not be considered as gains and 
losses from sales or exchanges of cap-
ital assets but shall be treated as ordi-
nary gains and losses. 

(b) Rules for application of section. (1) 
For purposes of section 631(c) and this 
section, the date of disposal of the coal 
or iron ore shall be deemed to be the 
date the coal or iron ore is mined. If 
the coal or iron ore has been held for 
more than 1 year (6 months for taxable 
years beginning before 1977; 9 months 
for taxable years beginning in 1977) on 
the date it is mined, it is immaterial 
that it had not been held for more than 
1 year (6 months for taxable years be-
ginning before 1977; 9 months for tax-
able years beginning in 1977) on the 
date of the contract. There shall be no 
allowance for percentage depletion pro-
vided in section 613 with respect to 
amounts which are considered to be re-
alized from the sale of coal or iron ore 
under section 631(c). 

(2) The term adjusted depletion basis 
as used in section 631(c) and this sec-
tion means the basis for allowance of 
cost depletion provided in section 612 
and the regulations thereunder. Such 
adjusted depletion basis shall include ex-
ploration or development expenditures 
treated as deferred expenses under sec-
tion 615(b) or 616(b), or corresponding 
provisions of prior income tax laws, 
and be reduced by adjustments under 
section 1016(a) (9) and (10), or cor-
responding provisions of prior income 
tax laws, relating to deductions of de-
ferred expenses for exploration or de-
velopment expenditures in the taxable 
year or any prior taxable years. The 
depletion unit of the coal or iron ore 
disposed of shall be determined under 
the rules provided in the regulations 
under section 611, relating to cost de-
pletion. 
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(3)(i) In determining the gross in-
come, the adjusted gross income, or the 
taxable income of the lessee, the de-
ductions allowable with respect to 
rents and royalties (except rents and 
royalties paid by a lessee with respect 
to coal or iron ore disposed of by the 
lessee as an owner under section 631(c)) 
shall be determined without regard to 
the provisions of section 631(c). Thus, 
the amounts of rents and royalties paid 
or incurred by a lessee with respect to 
coal or iron ore shall be excluded from 
the lessee’s gross income from the 
property for the purpose of deter-
mining his percentage depletion with-
out regard to the treatment of such 
rents or royalties in the hands of the 
recipient under this section. See sec-
tion 613 and the regulations there-
under. 

(ii)(a) However, a lessee who is also a 
sublessor may dispose of coal or iron 
ore as an owner under section 631(c). 
Rents and royalties paid with respect 
to coal or iron ore disposed of by such 
a lessee under section 631(c) shall in-
crease the adjusted depletion basis of 
the coal or iron ore and are not other-
wise deductible. 

(b) The provisions of this subdivision 
may be illustrated by the following ex-
ample: 

Example. B is a sublessor of a coal lease; A 
is the lessor; and C is the sublessee. B pays 
A a royalty of 50 cents per ton. C pays B a 
royalty of 60 cents per ton. The amount real-
ized by B under section 631(c) is 60 cents per 
ton and will be reduced by the adjusted de-
pletion basis of 50 cents per ton, leaving a 
gain of 10 cents per ton taxable under section 
631(c). 

(4)(i) The provision of this section 
apply only to an owner who has dis-
posed of coal or iron ore and retained 
an economic interest. For the purposes 
of section 631(c) and this section, the 
word owner means any person who 
owns an economic interest in coal or 
iron ore in place, including a sublessor 
thereof. A person who merely acquires 
an economic interest and has not dis-
posed of coal or iron ore under a con-
tract retaining an economic interest 
does not qualify under section 631(c). A 
successor to the interest of a person 
who has disposed of coal or iron ore 
under a contract by virtue of which he 
retained an economic interest in such 

coal or iron ore is also entitled to the 
benefits of this section. Section 631(c) 
and this section shall not apply with 
respect to any income realized by any 
owner as co-adventurer, partner, or 
principal in the mining of such coal or 
iron ore. 

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. A owns a tract of coal land in 
fee. A leases to B the right to mine all the 
coal in this tract in return for a royalty of 30 
cents per ton. B subleases his right to mine 
coal in this tract to C, who agrees to pay A 
30 cents per ton and to pay to B an addi-
tional royalty of 10 cents per ton. Section 
631(c) applies to the royalties of both A and 
B, if the other requisites of the section have 
been met. 

Example 2. Assume the same facts as in ex-
ample 1, except that A dies leaving his roy-
alty interest to D. D has an economic inter-
est in the coal in place and qualifies for sec-
tion 631(c) treatment with respect to his 
share of the royalties since he is a successor 
in title to A. 

Example. Assume the same facts as in ex-
ample 1, except that E agrees to pay a sum 
of money to C in return for 10 cents per ton 
on the coal mined by C. E has an economic 
interest, since he must look solely to the ex-
traction of the coal for the return of his in-
vestment. However, E has not made a dis-
posal of coal under a contract wherein he re-
tains an economic interest, and, therefore 
does not qualify under section 631(c). E is en-
titled to depletion on his royalties. 

(c) Payments received in advance of 
mining. (1)(i) Where the conditions of 
paragraph (a) of this section are met, 
amounts received or accrued prior to 
mining shall be treated under section 
631(c) as received from the sale of coal 
or iron ore if the contract of disposal 
provides that such amounts are to be 
applied as payment for coal or iron ore 
subsequently mined. For example, ad-
vance royalty payments or minimum 
royalty payments received by an owner 
of coal or iron ore qualify under sec-
tion 631(c) where the contract of dis-
posal grants the lessee the right to 
apply such royalties in payment of coal 
or iron ore mined at a later time. 

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. A acquires coal rights on January 
1. On January 30, A enters into a contract of 
disposal providing that mining shall begin 
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July 2, and mining actually begins no ear-
lier. Any advance payments which A receives 
qualify under section 631(c). 

(2) However, if the right to mine coal 
or iron ore under the contract expires, 
terminates, or is abandoned before the 
coal or iron ore which had been paid for 
is mined, the taxpayer shall treat pay-
ments attributable to the unmined coal 
or iron ore as ordinary income and not 
as received from the sale of coal or iron 
ore under section 631(c). Accordingly, 
the taxpayer shall recompute his tax 
liability for the taxable year in which 
such payments were received. The re-
computation shall be made in the form 
of an amended return where necessary. 

(3) Bonuses received or accrued by an 
owner in connection with the grant of 
a contract of disposal shall be treated 
under section 631(c) as received from 
the sale of coal or iron ore to the ex-
tent attributable to coal or iron ore 
held for more than 1 year (6 months for 
taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977). The rules contained in paragraph 
(d) of § 1.631–2 relating to bonuses in the 
case of contracts for the disposal of 
timber shall be equally applicable in 
the case of bonuses received for the 
grant of a contract of disposal of coal 
or iron ore under this section. 

(d) Nonapplication of section. Section 
631(c) shall not affect the application of 
the provisions of subchapter G, chapter 
1 of the Code, relating to corporations 
used to avoid income tax on share-
holders. For example, for the purposes 
of applying section 543 (relating to per-
sonal holding companies), the amounts 
received from a disposal of coal or iron 
ore subject to section 631(c) shall be 
considered as mineral royalties. The 
determination of whether an amount 
received under a contract to which sec-
tion 631(c) applies is personal holding 
company income shall be made in ac-
cordance with section 543 and the regu-
lations thereunder, without regard to 
section 631(c) or this section. See also 
paragraph (e) of § 1.272–1. 

(e) Special rules with regard to iron ore. 
(1) With regard to iron ore, section 
631(c) and this section apply only to 
amounts received or accrued in taxable 
years beginning after December 31, 
1963, attributable to iron ore mined in 
such taxable years. 

(2) Section 631(c) and this section 
apply only to disposals of iron ore 
mined in the United States. 

(3) For the purposes of section 631(c) 
and this section, iron ore is any ore 
which is used as a source of iron, in-
cluding but not limited to taconite and 
jaspilite. 

(4) Section 631(c) shall not apply to 
any disposal of iron ore to a person 
whose relationship to the person dis-
posing of such iron ore would result in 
the disallowance of losses under sec-
tion 267 or 707(b). 

(5) Section 631(c)(2) results in the de-
nial of section 631(c) treatment in the 
case of a contract for disposal of iron 
ore entered into with a person owned 
or controlled, directly or indirectly, by 
the same interests which own or con-
trol the person disposing of the iron 
ore, even though section 631(c) treat-
ment would not be denied under the 
provisions of section 631(c)(1). For ex-
ample, section 631(c) treatment is de-
nied in the case of a contract for dis-
posal of iron ore entered into between 
two brother and sister corporations, or a 
parent corporation and its subsidiary. 
The presence or absence of control 
shall be determined by applying the 
same standards as are applied under 
section 482 (relating to the allocation 
of income and deductions between tax-
payers). 

[T.D. 6841, 30 FR 9307, July 27, 1965, as amend-
ed by T.D. 7730, 45 FR 72650, Nov. 3, 1980] 

§ 1.632–1 Tax on sale of oil or gas prop-
erties. 

(a) If the taxpayer, by prospecting 
and locating claims or by exploring or 
discovering undeveloped claims, has 
demonstrated the principal value of oil 
or gas property, which prior to his ef-
forts had a relatively minor value, the 
portion of the tax (or, in the case of 
taxable years beginning before Jan. 1, 
1971, the surtax) imposed by section 1 
attributable to a sale of such property, 
or of any interest of the taxpayer 
therein, shall not exceed 33 percent (or, 
in the case of taxable year beginning 
before Jan. 1, 1971, 30 percent) of the 
selling price of such property or such 
interest. Shares of stock in a corpora-
tion owning oil or gas property do not 
constitute an interest in such property. 
To determine the application of section 

VerDate Nov<24>2008 09:03 Jun 08, 2009 Jkt 217090 PO 00000 Frm 00576 Fmt 8010 Sfmt 8010 Y:\SGML\217090.XXX 217090cp
ric

e-
se

w
el

l o
n 

P
R

O
D

1P
C

69
 w

ith
 C

F
R



567 

Internal Revenue Service, Treasury § 1.636–1 

632 to a particular case, the taxpayer 
should first compute the tax (or sur-
tax) imposed by section 1 upon his en-
tire taxable income, including the tax-
able income from any sale of such prop-
erty or interest therein, without regard 
to section 632. The proportion of the 
tax (or surtax) so computed, indicated 
by the ratio which the taxpayer’s tax-
able income from the sale of the prop-
erty or interest therein, computed as 
prescribed in this section, bears to his 
total taxable income is the portion of 
the tax attributable to such sale and, if 
it exceeds 33 percent (or 30 percent) of 
the selling price of such property or in-
terest, such portion of the tax (or sur-
tax) shall be reduced to that amount. 

(b) In determining the portion of the 
taxable income attributable to the sale 
of such oil or gas property or interest 
therein, the taxpayer shall allocate to 
the gross income derived from such 
sale, and to the gross income derived 
from all other sources, the expenses, 
losses, and other deductions properly 
appertaining thereto and shall apply 
any general expenses, losses, and de-
ductions (which cannot properly be 
otherwise allocated) ratably to the 
gross income from all sources. The 
gross income derived from the sale of 
such oil or gas property or interest 
therein, less the deductions properly 
appertaining thereto and less its pro-
portion of any general deductions, 
shall be the taxable income attrib-
utable to such sale. The taxpayer shall 
submit with his return a statement 
fully explaining the manner in which 
such expenses, losses, and deductions 
are allocated or apportioned. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 7117, 36 FR 9421, May 25, 
1971] 

MINERAL PRODUCTION PAYMENTS 

§ 1.636–1 Treatment of production pay-
ments as loans. 

(a) In general. (1)(i) For purposes of 
subtitle A of the Internal Revenue 
Code of 1954, a production payment (as 
defined in paragraph (a) of § 1.636–3) to 
which this section applies shall be 
treated as a loan on the mineral prop-
erty (or properties) burdened thereby 
and not as an economic interest in 
mineral in place, except to the extent 

that § 1.636–2 or paragraph (b) of this 
section applies. See paragraph (b) of 
§ 1.611–1. A production payment carved 
out of mineral property which remains 
in the hands of the person carving out 
the production payment immediately 
after the transfer of such production 
payment shall be treated as a mortgage 
loan on the mineral property burdened 
thereby. A production payment created 
and retained upon the transfer of the 
mineral property burdened by such pro-
duction payment shall be treated as a 
purchase money mortgage loan on the 
mineral property burdened thereby. 
Such production payments will be re-
ferred to hereinafter in the regulations 
under section 636 as carved-out produc-
tion payments and retained production 
payments, respectively. Moreover, in 
the case of a transaction involving a 
production payment treated as a loan 
pursuant to this section, the produc-
tion payment shall constitute an item 
of income (not subject to depletion), 
consideration for a sale or exchange, a 
contribution to capital, or a gift if in 
the transaction a debt obligation used 
in lieu of the production payment 
would constitute such an item of in-
come, consideration, contribution to 
capital, or gift, as the case may be. For 
the definition of the term transfer see 
paragraph (c) of § 1.636–3. 

(ii) The payer of a production pay-
ment treated as a loan pursuant to this 
section shall include the proceeds from 
(or, if paid in kind, the value of) the 
mineral produced and applied to the 
satisfaction of the production payment 
in his gross income and gross income 
from the property (see section 613(a)) for 
the taxable year so applied. The payee 
shall include in his gross income (but 
not gross income from the property) 
amounts received with respect to such 
production payment to the extent that 
such amounts would be includible in 
gross income if such production pay-
ment were a loan. The payer and payee 
shall determine their allowable deduc-
tions as if such production payment 
were a loan. See section 483, relating to 
interest on certain deferred payments 
in the case of a production payment 
created and retained upon the transfer 
of the mineral property burdened 
thereby, or in the case of a production 
payment transferred in exchange for 
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