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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 
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 

VerDate Aug<31>2005 08:56 Apr 28, 2006 Jkt 208089 PO 00000 Frm 00561 Fmt 8010 Sfmt 8010 Y:\SGML\208089.XXX 208089



552 

26 CFR Ch. I (4–1–06 Edition) § 1.638–1 

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 
included, respectively, in the terms 
United States and possession of the 
United States, as provided in the pre-
ceding sentence. 

(2) Foreign country. The term foreign 
country when used in a geographical 
sense includes the seabed and subsoil of 
those submarine areas which are adja-
cent to the territorial waters of the 
foreign country and over which such 
foreign country has exclusive rights, in 
accordance with international law, 
with respect to the exploration for, and 
exploitation of, natural resources, but 
this sentence applies only if such for-
eign country exercises, directly or indi-
rectly, taxing jurisdiction with respect 
to such exploration or exploitation. 
The term foreign continental shelf, as 
used in this section, refers to the sea-
bed and subsoil described in the pre-
ceding sentence. A foreign country is 
not to be treated as a country contig-
uous to the United States by reason of 
the application of section 638 and this 
section. 

(b) Exercise of taxing jurisdiction. For 
purposes of paragraph (a)(2) of this sec-
tion, the exercise, directly or indi-
rectly, of taxing jurisdiction with re-
spect to the exploration for, or exploi-
tation of, natural resources is deemed 
to include (but is not limited to) those 
cases in which a foreign country: 

(1) Imposes a tax upon assets, equip-
ment, or other property connected with 
or income derived from such explo-
ration or exploitation, or 

(2) Requires natural resources re-
ferred to in paragraph (a)(2) of this sec-
tion to be transported to points within 
its landward boundaries and then levies 
a tax upon such natural resources or 
upon the income derived from the sale 
thereof. 
A foreign country which, for purposes 
of paragraph (a)(2) of this section, exer-

cises taxing jurisdiction by the imposi-
tion of tax upon any person, property, 
or activity engaged in or related to the 
exploration for, or exploitation of, nat-
ural resources in the seabed or subsoil 
referred to in paragraph (a)(2) of this 
section, or the income therefrom of 
any taxpayer, is deemed to exercise 
taxing jurisdiction over all such per-
sons, property, and activities and over 
all income therefrom of all such tax-
payers; thus, for example, a foreign 
country which imposes tax upon a per-
son engaged in exploitation of oil and 
gas wells in its seabed and subsoil re-
ferred to in paragraph (a)(2) of this sec-
tion is deemed to exercise taxing juris-
diction over property related to explo-
ration for other natural deposits in 
such seabed and subsoil. A foreign 
country is deemed to be imposing tax 
upon a person, property, activity, or 
income described in the preceding sen-
tence if such foreign country exempts 
such person, property, activity, or in-
come from tax for a period not in ex-
cess of 10 years from the commence-
ment of such exploration or exploi-
tation. Except in the case of a foreign 
country which is deemed under the pre-
ceding sentence to impose tax by vir-
tue of an exemption for a period not in 
excess of 10 years, a foreign country 
which exempts all persons, property, 
and activities engaged in or related to 
the exploration for, or exploitation of, 
natural resources in the seabed or sub-
soil referred to in paragraph (a)(2) of 
this section and the income therefrom, 
from taxation is deemed not to be exer-
cising, directly or indirectly, taxing ju-
risdiction for purposes of paragraph 
(a)(2) of this section. For purposes of 
paragraph (a)(2) of this section, the ex-
ercise of taxing jurisdiction with re-
spect to any type of tax constitutes the 
exercise of taxing jurisdiction with re-
spect to all types of taxes. However, a 
royalty or other charge (whether pay-
able in a lump sum or over a period of 
time or in amounts dependent upon the 
volume of production of natural re-
sources) for the right to explore for or 
exploit natural resources does not con-
stitute a tax. 

(c) Scope. (1) For purposes of applying 
this section, persons, property, or ac-
tivities which are engaged in or related 
to the exploration for, or exploitation 
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of, mines, oil and gas wells, or other 
natural deposits need not be physically 
upon, connected, or attached to the 
seabed or subsoil referred to in sub-
paragraph (1) or (2) of paragraph (a) of 
this section to be deemed to be within 
the United States, a possession of the 
United States, or a foreign country, as 
the case may be, to the extent provided 
in subparagraph (2) or (3) and subpara-
graph (4) of this paragraph. 

(2) Persons, property, or activities 
which are not in a foreign country (de-
termined without regard to section 638 
or this section), and which are engaged 
in or related to the exploration for, or 
exploitation of, mines, oil and gas 
wells, or other natural deposits of the 
seabed or subsoil referred to in para-
graph (a)(1) of this section, are gen-
erally within the United States or a 
possession of the United States, as the 
case may be, unless such persons, prop-
erty, or activities are solely involved 
in or constitute transportation to (or 
from) the site of exploration or exploi-
tation from (or to) a foreign country, 
other than transportation on a regular 
basis from (or to) a base of operations. 

(3) Persons, property, or activities 
which are not in the United States or 
in a third country (determined in each 
case without regard to section 638 or 
this section), and which are engaged in 
or related to the exploration for, or ex-
ploitation of, mines, oil and gas wells, 
or other natural deposits of the seabed 
or subsoil of a foreign country referred 
to in paragraph (a)(2) of this section, 
are generally within such foreign coun-
try, unless such persons, property, or 
activities are solely involved in or con-
stitute transportation to (or from) the 
site of exploration or exploitation from 
(or to) the United States or a posses-
sion of the United States or a third 
country, as the case may be, other than 
transportation on a regular basis from 
(or to) a base of operations. 

(4) Persons, property, or activities 
are within the United States, a posses-
sion of the United States, or a foreign 
country, as the case may be, pursuant 
to this paragraph, only to the extent 
such persons, property, or activities 
are engaged in or related to the explo-
ration for or exploitation of, mines, oil 
and gas wells, or other natural depos-
its. 

(d) Natural deposits and natural re-
sources. For purposes of this section, 
the terms natural deposits and natural 
resources mean nonliving resources to 
which section 611(a) applies. Such 
terms do not include sedentary species 
(organisms which, at the harvestable 
stage, either are immovable on or 
under the seabed or are unable to move 
except in constant physical contact 
with the seabed or subsoil), fish or 
other animal or plant life. 

(e) Rights under international law. 
Nothing in this section shall prejudice 
or affect the freedoms of the high seas 
and other rights under international 
law, or the exercise of such freedoms 
and rights by the United States or for-
eign countries. 

(f) Examples. The application of the 
provisions of section 638 and this sec-
tion may be illustrated by the fol-
lowing examples: 

Example 1. A, a citizen of the United States 
employed as an engineer, is engaged in the 
exploitation of oil and is physically present 
on an offshore oil drilling platform operated 
by employees of L Corporation. Such plat-
form is affixed to the foreign continental 
shelf of foreign country X. Assuming that 
foreign country X exercises taxing jurisdic-
tion as provided in paragraph (b) of this sec-
tion, A is to be treated as being employed in 
foreign country X with respect to compensa-
tion for his employment for purposes of 
chapters 1 and 24. 

Example 2. The facts are the same as in ex-
ample 1 except that B, a citizen of the United 
States engaged in the private practice of 
law, is physically present on such platform 
for the sole purpose of interviewing his cli-
ent, A, whom he represents in a domestic re-
lations matter. Since B is not engaged in ac-
tivities related to the exploration for, or ex-
ploitation of, natural deposits, he is not to 
be treated as being in foreign country X for 
purposes of chapters 1 and 2. 

Example 3. The facts are the same as in ex-
ample 1 except that C, a citizen of the United 
States engaged in the private practice of 
medicine, is physically present on such plat-
form for the purpose of making routine phys-
ical examinations of L Corporation’s em-
ployees who are engaged in the exploitation 
of oil on the platform. C is paid by L Cor-
poration to give such examinations on the 
platform at regular intervals in order to de-
termine whether the state of any employee’s 
health is such that he should not continue 
work on the platform. The balance of C’s 
medical practice is conducted at his office on 
the U.S. mainland. Since C is engaged in ac-
tivities related to the exploitation of oil, he 
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is treated as being in foreign country X 
under section 638 and this section while mak-
ing physical examinations on L Corpora-
tion’s platform, provided that foreign coun-
try X exercise taxing jurisdiction as provided 
in paragraph (b) of this section. For purposes 
of chapters 1 and 2, amounts paid by L Cor-
poration to C are treated as derived from 
sources within foreign country X. 

Example 4. C, a nonresident alien individual 
employed as an engineer in a foreign coun-
try, designs equipment for use on oil drilling 
platforms affixed to the continental shelf of 
the United States and engaged in the exploi-
tation of oil. Although C’s activities in this 
respect are related to the exploitation of oil, 
C is not treated as being in the United States 
under section 638 and this section by reason 
of such activities. 

Example 5. M Corporation, a domestic cor-
poration, chartered a ship from N Corpora-
tion, also a domestic corporation, under a 
time charter under which N Corporation’s 
personnel continued to navigate and manage 
the shop. M Corporation equipped the ship 
with special oil exploration equipment and 
furnished its personnel to operate the equip-
ment. The ship then commenced to explore 
for oil in the foreign Continental Shelf of 
foreign country Y. Foreign country Y exer-
cises taxing jurisdiction as provided in para-
graph (b) of this section. The ship is treated 
as being within foreign country Y under sec-
tion 638 and this section for the period it was 
engaged in the exploration for oil in such 
foreign Continental Shelf. Thus, the entire 
income derived during such period by N Cor-
poration from the charter is income derived 
from sources within foreign country Y, since 
N Corporation had property and employees 
engaged in the exploration for oil in such 
foreign Continental Shelf. 

Example 6. The facts are the same as in ex-
ample 5 except that C, a citizen of the United 
States, was employed by N Corporation as a 
cook and was physically present on the ship. 
C’s sole duties consisted of cooking meals for 
personnel aboard such ship. In such case, as 
C’s activities are related to the exploration 
for oil, C is to be treated as being in foreign 
country Y under section 638 and this section 
for the period he was aboard such ship while 
it was engaged in activities relating to the 
exploration for oil in the foreign Continental 
Shelf referred to in example 5. For purposes 
of chapters 1 and 24, C’s compensation as a 

cook for such period is treated as derived 
from sources without the United States. 

Example 7. Z Corporation, a foreign cor-
poration, entered into a contract with Y Cor-
poration, a United States corporation, to en-
gage in exploratory oil drilling activities on 
a leasehold held by Y Corporation. Such 
leasehold was located in the Continental 
Shelf of the United States. Since Z Corpora-
tion is engaged in and has property and ac-
tivities which are engaged in the exploration 
for oil, such property and activities are to be 
treated as being in the United States under 
section 638 and this section for the period 
such property and activities were engaged in 
or related to the exploraton for oil in the 
Continental Shelf of the Unid States and 
were not in a foreign country. For purposes 
of chapters 1 and 3, amounts paid to Z Cor-
poration pursuant to the contract are treat-
ed as derived from sources within the United 
States. 

Example 8. M Corporation is a controlled 
foreign corporation (within the meaning of 
section 957(b)) for its entire taxable year be-
ginning in 1972. During such taxable year, M 
Corporation issues a policy of insurance re-
lating to fire damage to an offshore oil drill-
ing platform, owned by N Corporation (a for-
eign corporation), which is attached to the 
Continental Shelf of the United States. The 
income attributable to the issuing of such 
policy would be taxed under subchapter L, 
chapter 1, subtitle A of the Code (as modi-
fied, for this purpose, by section 953(b) (1), 
(2), and (3)) if such income were the income 
of a domestic insurance corporation. Since N 
Corporation’s oil drilling platform is located 
within the United States under section 638 
and this section, M Corporation’s income at-
tributable to the issuing of the insurance in 
connection with such platform is income de-
rived from the insurance of United States 
risks, within the meaning of section 
953(a)(1)(A). 

[T.D. 7277, 38 FR 12740, May 15, 1973] 

§ 1.638–2 Effective date. 
The specific requirements and limita-

tions of § 1.638–1 apply on and after De-
cember 30, 1969. 

[T.D. 7277, 38 FR 12742, May 15, 1973] 

§§ 1.639–1.640 [Reserved] 
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