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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
property. See section 1232 in the case of
a production payment which is origi-
nally transferred by a corporation at a
discount and is a capital asset in the
hands of the payee. In the case of a
carved-out production payment treated
as a mortgage loan pursuant to this
section, the consideration received for
such production payment by the tax-
payer who created it is not included in
either gross income or gross income from
the property by such taxpayer.

(2) If a production payment is treated
as a loan pursuant to this section, no
transfer of such production payment or
any property burdened thereby (other
than a transfer between the payer and
payee of the production payment
which, if the production payment were
a loan, would extinguish the loan) shall
cause it to cease to be so treated. For
example, A sells operating mineral in-
terest X to B for $100,000, subject to a
$500,000 retained production payment
payable out of X. Subsequently, A sells
the production payment to C, and B
sells X to D. C and D must treat the
production payment as a purchase
money mortgage loan.

(3) The provisions of this paragraph
may be illustrated by the following ex-
amples:
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Example 1. On December 22, 1972, A, a cash-
basis calendar-year taxpayer who owns oper-
ating mineral interest X, carves out of X a
production payment in favor of B for $300,000
plus interest, payable out of 50 percent of the
first oil produced and sold from X. In 1972, A
treats the $300,000 received from B for the
production payment as the proceeds of a
mortgage loan on X. In 1973, A produces and
sells 125,000 barrels of oil for $373,500. A pays
B $186,750 with respect to the production pay-
ment, $168,750 being principal and $18,000
being interest. In computing his gross in-
come and gross income from the property for
the year 1973, A includes the $373,500 and
takes as deductions the allowable expenses
paid in production of such mineral. A also
takes a deduction under section 163 for the
$18,000 interest paid with respect to the pro-
duction payment. For 1973, B would treat
$18,000 as ordinary income not subject to the
allowance for depletion under section 611.

Example 2. Assume the same facts as in ex-
ample 1 except that the principal amount of
the production payment is to be increased by
the amount of the ad valorem tax on the
mineral attributable to the production pay-
ment which is paid by B. Under State law,
the ad valorem tax with respect to the min-
eral attributable to the production payment
is a liability of the owner of the production
payment. For 1973, B inlcudes the amount re-
ceived with respect to such taxes as income
and takes a deduction under section 164 for
the taxes paid by him. Since the ad valorem
taxes paid by B are his liability under State
law, A may not take a deduction under sec-
tion 164 for such taxes.

Example 3. On December 31, 1974, C, a cal-
endar-year taxpayer and owner of the oper-
ating mineral interest Y, sells Y to D for
$10,000 cash and retains a $40,000 production
payment payable out of Y. At the time D ac-
quires the property, it is estimated that
500,000 tons of mineral are recoverable from
the property. In 1975, D produces a total of
50,000 tons from the property. D’s cost deple-
tion for 1975 is $5,000 determined as follows:

Basis in property: $50,000
Total recoverable units: 500,000
Rate of depletion per ton: $0.10

($50,000÷500,000)
Cost depletion for year: $5,000

($0.10 ×50,000)

(b) Exception. (1) A production pay-
ment carved out of a mineral property
(or properties) for exploration or devel-
opment of such property (or properties)
shall not be treated as a mortgage loan
under section 636(a) and this section to
the extent gross income from the property
(for purposes of section 613) would not
be realized by the taxpayer creating
such production payment, under the

law existing at the time of the creation
of such production payment, in the ab-
sence of section 636(a). See section 83
and the regulations thereunder, relat-
ing to property transferred in connec-
tion with the performance of services.
For purposes of section 636(a) and this
paragraph, an expenditure is for explo-
ration or development to the extent
that it is necessary for ascertaining
the existence, location, extent, or qual-
ity of any deposit of mineral or is inci-
dent to and necessary for the prepara-
tion of a deposit for the production of
mineral. However, an expenditure
which relates primarily to the produc-
tion of mineral (as, for example, in the
case of a pilot water flood program
with respect to the secondary recovery
of oil) is not for exploration or develop-
ment as those terms are used in section
636(a) and this paragraph. Whether or
not a production payment is carved out
for exploration or development shall be
determined in light of all relevant
facts and circumstances, including any
prior production of mineral from the
mineral deposit burdened by the pro-
duction payment. However, a produc-
tion payment shall not be treated as
carved out for exploration or develop-
ment to the extent that the consider-
ation for the production payment:

(i) Is not pledged for use in the future
exploration or development of the min-
eral property (or properties) which is
burdened by the production payment;

(ii) May be used for the exploration
or development of any other property,
or for any other purpose than that de-
scribed in subdivision (i) of this sub-
paragraph;

(iii) Does not consist of a binding ob-
ligation of the payee of the production
payment to pay expenses of the explo-
ration or development described in sub-
division (i) of this subparagraph; or

(iv) Does not consist of a binding ob-
ligation of the payee of the production
payment to provide services, materials,
supplies, or equipment for the explo-
ration or development described in sub-
division (i) of this subparagraph.

(2) In the case of a carved-out produc-
tion payment only a portion of which
is subject to the exception provided in
this paragraph, the rules contained in
paragraph (a) of this section with re-
spect to the treatment of income and
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deductions where a production pay-
ment is treated as a loan shall apply to
the portion of the taxpayer’s income or
expenses attributable to the production
payment which bears the same ratio to
the total amount of such income or ex-
penses, as the case may be, as the
amount of the consideration for the
production payment which would have
been realized as income in the absence
of section 636(a), by the taxpayer cre-
ating such production payment, bears
to the total consideration to the tax-
payer for the production payment. For
example, A, owner of a mineral prop-
erty, carves out a production payment
in favor of B for $600,000 plus interest in
return for $600,000 cash. A pledges to
use $400,000 for the development of the
burdened mineral property. In each of
the payout years loan treatment ap-
plies to one-third of the income and ex-
penses of A and B attributable to the
production payment.

(c) Treatment upon disposition or termi-
nation of mineral property burdened by
production payment. (1)(i) In the case of
a sale or other disposition of the min-
eral property burdened by a production
payment treated as a loan pursuant to
this section, there shall be included in
determining the amount realized upon
such disposition an amount equal to
the outstanding principal balance of
such production payment on the date
of such disposition. However, if such a
production payment is created in con-
nection with the disposition, the
amount to be so included shall be the
fair market value of the production
payment, rather than its principal
amount, if the fair market value is es-
tablished by clear and convincing evi-
dence to be an amount which differs
from the principal amount. See section
1001 and the regulations thereunder. In
determining the cost of the transferred
mineral property to the transferee for
purposes of section 1012, the out-
standing principal balance of the pro-
duction payment shall be included in
the cost.

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

Example 1. A, the owner of mineral prop-
erty X which is burdened by a carved-out
production payment to which section 636(a)
applies having an outstanding principal bal-

ance of $10,000, sells property X to B, an indi-
vidual, for $100,000 cash. The amount realized
by A on the sale of property X is $110,000. B’s
basis in property X for cost depletion and
other purposes is also $110,000.

Example 2. Assume the same facts as in ex-
ample 1 except that the production payment
is retained by A in connection with the sale
of property X to B, that section 636(b) applies
to the production payment, that the produc-
tion payment includes, in addition to the
$10,000 principal amount, an additional
amount equivalent to interest at a rate
which precludes application of section 483,
and that the fair market value of the produc-
tion payment is $9,000. The amount realized
by A on the sale of property X is $109,000. B’s
basis in property X for cost depletion and
other purposes is $110,000. A’s basis in the re-
tained production payment is $9,000. If the
production payment is paid in full, A realizes
income of $1,000 plus the amount equivalent
to interest, which income is includible in A’s
gross income at the time when such amounts
would be so includible if such production
payment were a loan.

Example 3. C, the owner of mineral prop-
erty Y, sells the mineral property to D for
$500,000 cash. Property Y is burdened by a
carved-out production payment with an out-
standing principal balance of $600,000, 40 per-
cent of the consideration for which was
pledged for the development of property Y.
The amount realized by C on the sale is
$860,000 ($500,000 plus $600,000×.60). D’s basis in
property Y for cost depletion and other pur-
poses is $860,000.

(2) In the case of the expiration, ter-
mination, or abandonment of a mineral
property burdened by a production pay-
ment treated as a loan pursuant to this
section, for purposes of determining
the amount of any loss under section
165 with respect to the burdened min-
eral property the adjusted basis of such
property shall be reduced (but not
below zero) by an amount equal to the
outstanding principal balance of such
production payment on the date of
such expiration, termination, or aban-
donment. Thus, in example 2 in sub-
paragraph (1)(ii) of this paragraph, if B
abandons the mineral property at a
time when $5,000 of the principal
amount of the production payment re-
mains unsatisfied, B’s adjusted basis
immediately before the abandonment
would be reduced by $5,000 for deter-
mining his loss on abandonment under
section 165.

(3) In the case of a transfer of a por-
tion of the mineral property burdened
by a production payment treated as a
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loan pursuant to this section, such pro-
duction payment shall be apportioned
between the transferred portion and
the retained portion by allocating to
such transferred portion that part of
the outstanding principal balance of
the production payment which bears
the same ratio to such balance as the
value of such transferred portion (ex-
clusive of any value not related to the
burdened mineral) bears to the total
value of the burdened mineral property
(exclusive of any value not related to
the burdened mineral).

(4) In general, the entire amount of
gain or loss realized pursuant to this
paragraph shall be recognized in the
taxable year of such realization. See
section 1211 for limitation on capital
losses. This subparagraph shall not af-
fect the applicability of rules providing
exceptions to the recognition of gain or
loss which has been realized (e.g., a
transfer to which section 351 or 1031 ap-
plies). However, see section 357(c) with
respect to the assumption of liabilities
in excess of basis in certain tax-free ex-
changes. Furthermore, in the case of a
transaction which otherwise qualifies,
gain realized on a transfer of a mineral
property to which section 636(b) applies
may be returned on the installment
method under section 453.

[T.D. 7261, 38 FR 5463, Mar. 1, 1973]

§ 1.636–2 Production payments re-
tained in leasing transactions.

(a) Treatment by lessee. In the case of
a production payment (as defined in
paragraph (a) of § 1.636–3) which is re-
tained by the lessor in a leasing trans-
action (including a sublease or the ex-
ercise of an option to acquire a lease or
sublease), the lessee (or his successors
in interest) shall treat the retained
production payment for purposes of
subtitle A of the Code as if it were a
bonus granted by the lessee to the les-
sor payable in installments. Accord-
ingly, the lessee shall include the pro-
ceeds from (or, if paid in kind, the
value of) the mineral produced and ap-
plied to the satisfaction of the produc-
tion payment in his gross income for
the taxable year so applied. The lessee
shall capitalize each payment (includ-
ing any interest and any amounts
added on to the production payment
other than amounts for which the les-

see would be liable in the absence of
the production payment) paid or in-
curred with respect to such production
payment. See paragraph (c)(5)(ii) of
§ 1.613–2 for rules relating to computa-
tion of percentage depletion with re-
spect to a mineral property burdened
by a production payment treated as a
bonus under section 636(c) and this sec-
tion.

(b) Treatment by lessor. The lessor who
retains a production payment in a leas-
ing transaction (or his successors in in-
terest) shall treat the production pay-
ment without regard to the provisions
of section 636 and § 1.636–1. Thus, the
production payment will be treated as
an economic interest in the mineral in
place in the hands of the lessor (or his
successors in interest) and the receipts
in discharge of the production payment
will constitute ordinary income subject
to depletion.

(c) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. In 1971, A leases a mineral prop-
erty to B reserving a one-eighth royalty and
a production payment (as defined in § 1.636–
3(a)) with a principal amount of $300,000 plus
an amount equivalent to interest. In 1972, B
pays to A $60,000 with respect to the prin-
cipal amount of the production payment plus
$16,350 equivalent to interest. The adjusted
basis of the property in the hands of B for
cost depletion and other purposes for 1972
and subsequent years will include (subject to
proper adjustment under section 1016) the
$76,350 paid to A. In 1973, B pays to A $60,000
with respect to the principal amount of the
production payment plus $12,750 equivalent
to interest. The adjusted basis of the prop-
erty in the hands of B for cost depletion and
other purposes for 1973 and subsequent years
will include (subject to proper adjustment
under section 1016) the $72,750 paid to A. The
$76,350 received by A in 1972, and the $72,750
received by A in 1973, will constitute ordi-
nary income subject to depletion in the
hands of A in the years of receipt of such
amounts by A.

[T.D. 7261, 38 FR 5465, Mar. 1, 1973]

§ 1.636–3 Definitions.
For purposes of section 636 and the

regulations thereunder:
(a) Production payment. (1) The term

production payment means, in general, a
right to a specified share of the produc-
tion from mineral in place (if, as, and
when produced), or the proceeds from

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00541 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



542

26 CFR Ch. I (4–1–01 Edition)§ 1.636–4

such production. Such right must be an
economic interest in such mineral in
place. It may burden more than one
mineral property, and the burdened
mineral property need not be an oper-
ating mineral interest. Such right
must have an expected economic life
(at the time of its creation) of shorter
duration than the economic life of one
or more of the mineral properties bur-
dened thereby. A right to mineral in
place which can be required to be satis-
fied by other than the production of
mineral from the burdened mineral
property is not an economic interest in
mineral in place. A production pay-
ment may be limited by a dollar
amount, a quantum of mineral, or a pe-
riod of time. A right to mineral in
place has an economic life of shorter
duration than the economic life of a
mineral property burdened thereby
only if such right may not reasonably
be expected to extend in substantial
amounts over the entire productive life
of such mineral property. The term
production payment includes payments
which are commonly referred to as in-
oil payments, gas payments, or mineral
payments.

(2) A right which is in substance eco-
nomically equivalent to a production
payment shall be treated as a produc-
tion payment for purposes of section
636 and the regulations thereunder, re-
gardless of the language used to de-
scribe such right, the method of cre-
ation of such right, or the form in
which such right is cast (even though
such form is that of an operating min-
eral interest). Whether or not a right is
in substance economically equivalent
to a production payment shall be deter-
mined from all the facts and cir-
cumstances. An example of an interest
which is to be treated as a production
payment under this subparagraph is
that portion of a royalty which is at-
tributable to so much of the rate of the
royalty which exceeds the lowest pos-
sible rate of the royalty at any subse-
quent time (disregarding any reduc-
tions in the rate of the royalty which
are based solely upon changes in vol-
ume of production within a specified
period of no more than 1 year). For ex-
ample, assume that A creates a royalty
with respect to a mineral property
owned by A equal to 5 percent for 5

years and thereafter equal to 4 percent
for the balance of the life of the prop-
erty. An amount equal to 1 percent for
5 years shall be treated as a production
payment. On the other hand, if A leases
a coal mine to B in return for a royalty
of 30 cents per ton on the first 500,000
tons of coal produced from the mine in
each year and 20 cents per ton on all
coal in excess of 500,000 tons produced
from the mine in each year, the fact
that the royalty may decline to 20
cents per ton on some of the coal in
each year does not result in a produc-
tion payment of 10 cents per ton of coal
on the first 500,000 tons in any year.
Another example of an interest which
is to be treated as a production pay-
ment under this subparagraph is the
interest in a partnership engaged in op-
erating oil properties of a partner who
provides capital for the partnership if
such interest is subject to a right of
another person or persons to acquire or
terminate it upon terms which merely
provide for such partner’s recovery of
his capital investment and a reason-
able return thereon.

(b) Property. The term property has
the meaning assigned to it in section
614(a), without the application of sec-
tion 614 (b), (c), or (e).

(c) Transfer. The term transfer means
any sale, exchange, gift, bequest, de-
vise, or other disposition (including a
distribution by an estate or a contribu-
tion to or distribution by a corpora-
tion, partnership, or trust).

[T.D. 7261, 38 FR 5465, Mar. 1, 1973]

§ 1.636–4 Effective dates of section 636.
(a) In general. Except as provided

hereinafter in this section, section 636
and §§ 1.636–1, 1.636–2, and 1.636–3 apply
to production payments created on or
after August 7, 1969, other than produc-
tion payments created before January
1, 1971, pursuant to a binding contract
entered into before August 7, 1969.

(b) Election. Under section 503(c)(2) of
the Tax Reform Act of 1969, if the tax-
payer so elects, section 636(a) of the
Code and §§ 1.636–1 and 1.636–3 apply to
all production payments carved out by
him after the beginning of his last tax-
able year ending before August 7, 1969,
including such production payments
created after such date pursuant to a
binding contract entered into before
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such date. No interest shall be allowed
on any refund or credit of any overpay-
ment of tax resulting from an election
under section 503(c)(2) for any taxable
year ending before August 7, 1969. The
provisions of this paragraph may be il-
lustrated by the following example:

Example. A, a fiscal-year taxpayer whose
taxable year ends on October 31, carved out
and sold (from a producing property) produc-
tion payments on October 1, 1967, and on
July 9, 1969. On August 1, 1969, A entered into
a binding contract to create another carved-
out production payment (from a different
producing property) and the production pay-
ment was carved out on December 22, 1969. If
A elects under section 503(c)(2), the produc-
tion payments carved out on July 9, 1969, and
December 22, 1969, are treated as mortgage
loans under section 636(a). The production
payment carved out on October 1, 1967, is not
treated as a mortgage loan under section
636(a) because it was carved out before the
beginning of A’s last taxable year ending be-
fore August 7, 1969.

(c) Time and manner of making elec-
tion. (1) Any election under section
503(c)(2) of the Tax Reform Act of 1969
must be made not later than May 30,
1973.

(2) An election under section 503(c)(2)
shall be made by a statement attached
to the taxpayer’s income tax return (or
amended return) for the first taxable
year in which the taxpayer created a
production payment (i) to which the
election applies, and (ii) which, in the
absence of section 636, would not have
been treated as a loan. A statement
shall also be attached to an amended
return for each subsequent taxable
year for which he has filed his income
tax return before making the election,
but only if his tax liability for such
year is affected by the election. Each
such statement shall indicate the tax-
payer’s election under section 503(c)(2),
and shall identify by date, amount,
parties, and burdened mineral prop-
erties all production payments de-
scribed in subdivisions (i) and (ii) of
this subparagraph which have been cre-
ated by the date on which the state-
ment is filed. However, a taxpayer who,
prior to the date on which permanent
regulations under this section are pub-
lished in the FEDERAL REGISTER, made
a valid election under section 503(c)(2)
pursuant to §§ 301.9100–17T and 301.9100–
18T of this chapter are not required to

amend statements previously furnished
which meet the requirements of
§ 301.9100–17T(b)(1)(ii) of this chapter
unless requested to do so by the dis-
trict director. In applying the election
to the taxable years affected, there
shall be taken into account the effect
that any adjustments resulting there-
from have on other items affected
thereby and the effect that adjust-
ments of any such items have on other
taxable years. In the case of a member
of a consolidated return group (as de-
fined in paragraph (a) of § 1.1502–1), sec-
tion 503(c)(2) and paragraphs (b), (c),
and (d) of this section shall be applied
as if such member filed a separate re-
turn.

(d) Revocation of election. A valid elec-
tion under section 503(c)(2) shall be
binding upon the taxpayer unless con-
sent to revoke the election is obtained
from the Commissioner. The applica-
tion to revoke such election must be
made in writing to the Commissioner
of Internal Revenue, Washington, D.C.
20224, not later than May 30, 1973. Such
application must set forth the reasons
therefor and a recomputation of the
tax reflecting such revocation for each
prior taxable year affected by the rev-
ocation, whether or not the period of
limitations for credit or refund or as-
sessment and collection has expired
with respect to such taxable year. Con-
sent shall not be given in any case in
which the revocation would result in
an increase in the taxpayer’s tax liabil-
ity for a taxable year for which such
period of limitations has expired unless
the taxpayer waives his right to assert
the statute of limitations.

(e) Special rule. (1) Except as provided
in subparagraph (2) of this paragraph,
in the case of a taxpayer who does not
make the election provided in section
503(c)(2) of the Tax Reform Act of 1969,
section 636 of the Code applies to pro-
duction payments carved out during
the taxable year which includes August
7, 1969, as provided in paragraph (a) of
this section, only to the extent that
the aggregate amount of such produc-
tion payments exceeds the lesser of:

(i) The excess of:
(a) The aggregate amount of produc-

tion payments carved out and sold by
the taxpayer during the 12-month pe-
riod immediately preceding his taxable
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year which includes August 7, 1969,
over

(b) The aggregate amount of produc-
tion payments carved out and sold be-
fore August 7, 1969, by the taxpayer
during his taxable year which includes
such date, or

(ii) The amount necessary to increase
the amount of the taxpayer’s gross in-
come within the meaning of chapter 1
of subtitle A of the Code, for his tax-
able year which includes August 7, 1969,
to an amount equal to the amount of
his deductions (other than any deduc-
tion under section 172) allowable for
such year under such chapter.
In applying the preceding sentence,
production payments carved out for ex-
ploration or development are to be
taken into account only to the extent,
if any, that gross income from the prop-
erty (for purposes of section 613) would
have been realized by the taxpayer cre-
ating such production payment under
the law existing at the time of the cre-
ation of such production payment, in
the absence of section 636(a).

(2) Subparagraph (1) of this para-
graph shall not apply for any taxable
year for purposes of determining the
amount of any deduction for cost or
percentage depletion allowable under
section 611 or the limitation on any
foreign tax credit under section 904.

(3) The application of this paragraph
may be illustrated by the following ex-
amples:

Example 1. (a) A, a calendar-year taxpayer
who does not make the election provided in
section 503(c)(2) of the Tax Reform Act of
1969, carves out and sells on December 31,
1968, a $500,000 production payment. Further,
A carves out and sells on March 4, 1969, a
$300,000 production payment, and on Novem-
ber 14, 1969, a $150,000 production payment.
None of the production payments are carved
out for exploration or development. During
1969, A has gross income of $600,000 (deter-
mined initially for this purpose by treating
the $150,000 production payment carved out
on November 14, 1969, as a loan) and allow-
able deductions of $700,000.

(b) The provisions of section 636 do not
apply to a portion of the November 14, 1969,
production payment for purposes other than
section 611 and section 904 of the Code, deter-
mined as follows:
(1) Amount of production payment carved out in

1969 on or after August 7, 1969 ........................ $150,000
(2) Amount of production payment carved out

during 1968 ........................................................ 500,000

(3) Amount of production payment carved out
during 1969 taxable year before August 7,
1969 ................................................................... 300,000

(4) Item (2) minus item (3) .................................... 200,000
(5) Excess of allowable deductions over gross in-

come for 1969 .................................................... 100,000
(6) Amount of production payment carved out in

1969 on or after August 7, 1969, to which sec-
tion 636 does not apply (lesser of items (1),
(4), and (5)) ........................................................ 100,000

Thus, A will not treat $100,000 of the consid-
eration received for the production payment
carved out on November 14, 1969, as a loan
and as a result his gross income for 1969 will
be $700,000. However, in computing percent-
age depletion, A will not include the $100,000
in gross income from property and in com-
puting cost depletion A will not include the
mineral units attributable thereto. Nor, will
A include the $100,000 in determining the
limitation on foreign tax credit under sec-
tion 904.

Example 2. Assume the same facts as in ex-
ample 1 except that for taxable year 1969 A’s
gross income (determined initially for this
purpose by treating the November 14, 1969,
production payment as a loan) exceeds the
amount of his allowable deductions under
chapter 1 of subtitle A of the Code. The en-
tire amount of the November 14, 1969, pro-
duction payment is treated as a mortgage
loan under section 636(a).

[T.D. 7261, 38 FR 5465, Mar. 1, 1973, as amend-
ed by T.D. 8435, 57 FR 43896, Sept. 23, 1992]

CONTINENTAL SHELF AREAS

§ 1.638–1 Continental Shelf areas.
(a) General rule. For purposes of ap-

plying any provision of chapter 1, 2, 3,
or 24 (including section 861(a)(3),
862(a)(3), 1441, 3402, or other provisions
dealing with the performance of per-
sonal services), with respect to mines,
oil and gas wells, and other natural de-
posits:

(1) United States and possession of the
United States. The terms United States
and possession of the United States when
used in a geographical sense include
the seabed and subsoil of those sub-
marine areas which are adjacent to the
territorial waters of the United States
or such possession and over which the
United States has exclusive rights, in
accordance with international law,
with respect to the exploration for, and
exploitation of, natural resources. The
terms Continental Shelf of the United
States and Continental Shelf of a posses-
sion of the United States, as used in this
section, refer to the seabed and subsoil
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