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(2) In the amount of the earnings or 
profits of such holding company affil-
iate which, in compliance with section 
5144 of the Revised Statutes (12 U.S.C. 
61), has been devoted by it during the 
taxable year to the acquisition of read-
ily marketable assets other than bank 
stock. 

(3) Upon certification by the Board of 
Governors of the Federal Reserve Sys-
tem to the Commissioner that such an 
amount of the earnings or profits has 
been so devoted by such affiliate during 
the taxable year 

No deduction is allowable under sec-
tion 601 for the amount of readily mar-
ketable assets in excess of what is re-
quired by section 5144 of the Revised 
Statutes (12 U.S.C. 61) to be acquired 
by such affiliate, or in excess of the 
taxable income for the taxable year 
computed without regard to the special 
deductions for corporations provided in 
part VIII (section 241 and following), 
subchapter B, chapter 1 of the Code. 
Nor may the aggregate of the deduc-
tions allowable under section 601 and 
the credits allowable under the cor-
responding provision of any prior in-
come tax law for all taxable years ex-
ceed the amount required to be devoted 
under such section 5144 to the acquisi-
tion of readily marketable assets other 
than bank stock. 

(b) Every taxpayer claiming a deduc-
tion provided for in section 601 shall at-
tach to its return a supplementary 
statement setting forth all the facts 
and information upon which the claim 
is predicated, including such facts and 
information as the Board of Governors 
of the Federal Reserve System may 
prescribe as necessary to enable it, 
upon the request of the Commissioner 
subsequent to the filing of the return, 
to certify to the Commissioner the 
amount of earnings or profits devoted 
to the acquisition of such readily mar-
ketable assets. A certified copy of such 
supplementary statement shall be for-
warded by the taxpayer to the Board of 
Governors at the time of the filing of 
the return. The holding company affil-
iate shall also furnish the Board of 
Governors such further information as 
the Board shall require. For the re-
quirements with respect to the amount 
of such readily marketable assets 
which must be acquired and main-

tained by a holding company affiliate 
to which a voting permit has been 
granted, see section 5144(b) and (c) of 
the Revised Statutes (12 U.S.C. 61). 

NATURAL RESOURCES 

Deductions 

§ 1.611–0 Regulatory authority. 
Sections 1.611–1 through 1.614–8, in-

clusive, are prescribed under the au-
thority granted the Secretary or his 
delegate by section 611(a) of the Code 
to prescribe regulations under which a 
reasonable allowance for depletion and 
depreciation of improvements shall be 
allowed, according to the peculiar con-
ditions in each case, in the case of 
mines, oil and gas wells, other natural 
deposits and timber. 

[T.D. 6965, 33 FR 10692, July 26, 1968] 

§ 1.611–1 Allowance of deduction for 
depletion. 

(a) Depletion of mines, oil and gas 
wells, other natural deposits, and timber— 
(1) In general. Section 611 provides that 
there shall be allowed as a deduction in 
computing taxable income in the case 
of mines, oil and gas wells, other nat-
ural deposits, and timber, a reasonable 
allowance for depletion. In the case of 
standing timber, the depletion allow-
ance shall be computed solely upon the 
adjusted basis of the property. In the 
case of other exhaustible natural re-
sources the allowance for depletion 
shall be computed upon either the ad-
justed depletion basis of the property 
(see section 612, relating to cost deple-
tion) or upon a percentage of gross in-
come from the property (see section 
613, relating to percentage depletion), 
whichever results in the greater allow-
ance for depletion for any taxable year. 
In no case will depletion based upon 
discovery value be allowed. 

(2) See § 1.611–5 for methods of depre-
ciation relating to improvements con-
nected with mineral or timber prop-
erties. 

(3) See paragraph (d) of this section 
for definition of terms. 

(b) Economic interest. (1) Annual de-
pletion deductions are allowed only to 
the owner of an economic interest in 
mineral deposits or standing timber. 
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An economic interest is possessed in 
every case in which the taxpayer has 
acquired by investment any interest in 
mineral in place or standing timber 
and secures, by any form of legal rela-
tionship, income derived from the ex-
traction of the mineral or severance of 
the timber, to which he must look for 
a return of his capital. For an excep-
tion in the case of certain mineral pro-
duction payments, see section 636 and 
the regulations thereunder. A person 
who has no capital investment in the 
mineral deposit or standing timber 
does not possess an economic interest 
merely because through a contractual 
relation he possesses a mere economic 
or pecuniary advantage derived from 
production. For example, an agreement 
between the owner of an economic in-
terest and another entitling the latter 
to purchase or process the product 
upon production or entitling the latter 
to compensation for extraction or cut-
ting does not convey a depletable eco-
nomic interest. Further, depletion de-
ductions with respect to an economic 
interest of a corporation are allowed to 
the corporation and not to its share-
holders. 

(2) No depletion deduction shall be 
allowed the owner with respect to any 
timber, coal, or domestic iron ore that 
such owner has disposed of under any 
form of contract by virtue of which he 
retains an economic interest in such 
timber, coal, or iron ore, if such dis-
posal is considered a sale of timber, 
coal, or domestic iron ore under sec-
tion 631 (b) or (c). 

(c) Special rules—(1) In general. For 
the purpose of the equitable apportion-
ment of depletion among the several 
owners of economic interests in a min-
eral deposit or standing timber, if the 
value of any mineral or timber must be 
ascertained as of any specific date for 
the determination of the basis for de-
pletion, the values of such several in-
terests therein may be determined sep-
arately, but, when determined as of the 
same date, shall together never exceed 
the value at that date of the mineral or 
timber as a whole. 

(2) Leases. In the case of a lease, the 
deduction for depletion under section 
611 shall be equitably apportioned be-
tween the lessor and lessee. In the case 
of a lease or other contract providing 

for the sharing of economic interests in 
a mineral deposit or standing timber, 
such deduction shall be computed by 
each taxpayer by reference to the ad-
justed basis of his property determined 
in accordance with sections 611 and 612, 
or computed in accordance with sec-
tion 613, if applicable, and the regula-
tions thereunder. 

(3) Life tenant and remainderman. In 
the case of property held by one person 
for life with remainder to another per-
son, the deduction for depletion under 
section 611 shall be computed as if the 
life tenant were the absolute owner of 
the property so that he will be entitled 
to the deduction during his life, and 
thereafter the deduction, if any, shall 
be allowed to the remainderman. 

(4) Mineral or timber property held in 
trust. If a mineral property or timber 
property is held in trust, the allowable 
deduction for depletion is to be appor-
tioned between the income bene-
ficiaries and the trustee on the basis of 
the trust income from such property 
allocable to each, unless the governing 
instrument (or local law) requires or 
permits the trustee to maintain a re-
serve for depletion in any amount. In 
the latter case, the deduction is first 
allocated to the trustee to the extent 
that income is set aside for a depletion 
reserve, and any part of the deduction 
in excess of the income set aside for 
the reserve shall be apportioned be-
tween the income beneficiaries and the 
trustee on the basis of the trust income 
(in excess of the income set aside for 
the reserve) allocable to each. For ex-
ample: 

(i) If under the trust instrument of 
local law the income of a trust com-
puted without regard to depletion is to 
be distributed to a named beneficiary, 
the beneficiary is entitled to the de-
duction to the exclusion of the trustee. 

(ii) If under the trust instrument or 
local law the income of a trust is to be 
distributed to a named beneficiary, but 
the trustee is directed to maintain a 
reserve for depletion in any amount, 
the deduction is allowed to the trustee 
(except to the extent that income set 
aside for the reserve is less than the al-
lowable deduction). The same result 
would follow if the trustee sets aside 
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income for a depletion reserve pursu-
ant to discretionary authority to do so 
in the governing instrument 

No effect shall be given to any alloca-
tion of the depletion deduction which 
gives any beneficiary or the trustee a 
share of such deduction greater than 
his pro rata share of the trust income, 
irrespective of any provisions in the 
trust instrument, except as otherwise 
provided in this paragraph when the 
trust instrument or local law requires 
or permits the trustee to maintain a 
reserve for depletion. 

(5) Mineral or timber property held by 
estate. In the case of a mineral property 
or timber property held by an estate 
the deduction for depletion under sec-
tion 611 shall be apportioned between 
the estate and the heirs, legatees, and 
devisees on the basis of income of the 
estate from such property which is al-
locable to each. 

(d) Definitions. As used in this part, 
and the regulations thereunder, the 
term: 

(1) Property means—(i) in the case of 
minerals, each separate economic in-
terest owned in each mineral deposit in 
each separate tract or parcel of land or 
an aggregation or combination of such 
mineral interests permitted under sec-
tion 614 (b), (c), (d), or (e); and (ii) in 
the case of timber, an economic inter-
est in standing timber in each tract or 
block representing a separate timber 
account (see paragraph (d) of § 1.611–3). 
For rules with respect to waste or res-
idue of prior mining, see paragraph (c) 
of § 1.614–1. When, in the regulations 
under this part, either the word mineral 
or timber precedes the word property, 
such adjectives are used only to clas-
sify the type of property involved. For 
further explanation of the term prop-
erty, see section 614 and the regulations 
thereunder. 

(2) Fair market value of a property is 
that amount which would induce a 
willing seller to sell and a willing 
buyer to purchase. 

(3) Mineral enterprise is the mineral 
deposit or deposits and improvements, 
if any, used in mining or in the produc-
tion of oil and gas, and only so much of 
the surface of the land as is necessary 
for purposes of mineral extraction. The 
value of the mineral enterprise is the 
combined value of its component parts. 

(4) Mineral deposit refers to minerals 
in place. When a mineral enterprise is 
acquired as a unit, the cost of any in-
terest in the mineral deposit or depos-
its is that proportion of the total cost 
of the mineral enterprise which the 
value of the interest in the deposit or 
deposits bears to the value of the en-
tire enterprise at the time of its acqui-
sition. 

(5) Minerals includes ores of the met-
als, coal, oil, gas, and all other natural 
metallic and nonmetallic deposits, ex-
cept minerals derived from sea water, 
the air, or from similar inexhaustible 
sources. It includes but is not limited 
to all of the minerals and other natural 
deposits subject to depletion based 
upon a percentage of gross income from 
the property under section 613 and the 
regulations thereunder. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 6841, 30 FR 9305, July 27, 
1965; T.D. 7261, 38 FR 5467, Mar. 1, 1973] 

§ 1.611–2 Rules applicable to mines, oil 
and gas wells, and other natural de-
posits. 

(a) Computation of cost depletion of 
mines, oil and gas wells, and other nat-
ural deposits. (1) The basis upon which 
cost depletion is to be allowed in re-
spect of any mineral property is the 
basis provided for in section 612 and the 
regulations thereunder. After the 
amount of such basis applicable to the 
mineral property has been determined 
for the taxable year, the cost depletion 
for that year shall be computed by di-
viding such amount by the number of 
units of mineral remaining as of the 
taxable year (see subparagraph (3) of 
this paragraph), and by multiplying 
the depletion unit, so determined, by 
the number of units of mineral sold 
within the taxable year (see subpara-
graph (2) of this paragraph). In the se-
lection of a unit of mineral for deple-
tion, preference shall be given to the 
principal or customary unit or units 
paid for in the products sold, such as 
tons of ore, barrels of oil, or thousands 
of cubic feet of natural gas. 

(2) As used in this paragraph, the 
phrase number of units sold within the 
taxable year: 

(i) In the case of a taxpayer reporting 
income on the cash receipts and dis-
bursements method, includes units for 
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which payments were received within 
the taxable year although produced or 
sold prior to the taxable year, and ex-
cludes units sold but not paid for in the 
taxable year, and 

(ii) In the case of a taxpayer report-
ing income on the accrual method, 
shall be determined from the tax-
payer’s inventories kept in physical 
quantities and in a manner consistent 
with his method of inventory account-
ing under section 471 or 472 

The phrase does not include units with 
respect to which depletion deductions 
were allowed or allowable prior to the 
taxable year. 

(3) The number of units of mineral re-
maining as of the taxable year is the 
number of units of mineral remaining 
at the end of the year to be recovered 
from the property (including units re-
covered but not sold) plus the number of 
units sold within the taxable year as de-
fined in this section. 

(4) In the case of a natural gas well 
where the annual production is not me-
tered and is not capable of being esti-
mated with reasonable accuracy, the 
taxpayer may compute the cost deple-
tion allowance in respect of such prop-
erty for the taxable year by multi-
plying the adjusted basis of the prop-
erty by a fraction, the numerator of 
which is equal to the decline in rock 
pressure during the taxable year and 
the denominator of which is equal to 
the expected total decline in rock pres-
sure from the beginning of the taxable 
year to the economic limit of produc-
tion. Taxpayers computing depletion 
by this method must keep accurate 
records of periodical pressure deter-
minations. 

(5) If an aggregation of two or more 
separate mineral properties is made 
during a taxable year under section 614, 
cost depletion for each such property 
shall be computed separately for that 
portion of the taxable year ending im-
mediately before the effective date of 
the aggregation. Cost depletion with 
respect to the aggregated property 
shall be computed for that portion of 
the taxable year beginning on such ef-
fective date. The allowance for cost de-
pletion for the taxable year shall be 
the sum of such cost depletion com-
putations. For purposes of this para-
graph, each such portion of the taxable 

year shall be considered as a taxable 
year. Similar rules shall be applied 
where a separate mineral property is 
properly removed from an existing ag-
gregation during a taxable year. See 
section 614 and the regulations there-
under for rules relating to the effective 
date of an aggregation of mineral in-
terests and for rules relating to the ad-
justed basis of an aggregation. 

(6) The apportionment of the deduc-
tion among the several owners of eco-
nomic interests in the mineral deposit 
or deposits will be made as provided in 
paragraph (c) of § 1.611–1. 

(b) Depletion accounts of mineral prop-
erty. (1) Every taxpayer claiming and 
making a deduction for depletion of 
mineral property shall keep a separate 
account in which shall be accurately 
recorded the cost or other basis pro-
vided by section 1012, of such property 
together with subsequent allowable 
capital additions to each account and 
all the other adjustments required by 
section 1016. 

(2) Mineral property accounts shall 
thereafter be credited annually with 
the amounts of the depletion so com-
puted in accordance with section 611 or 
613 and the regulations thereunder; or 
the amounts of the depletion computed 
in shall be credited to depletion reserve 
accounts. No further deductions for 
cost depletion shall be allowed when 
the sum of the credits for depletion 
equals the cost or other basis of the 
property, plus allowable capital addi-
tions. However, depletion deductions 
may be allowable thereafter computed 
upon a percentage of gross income from 
the property. See section 613 and the 
regulations thereunder. In no event 
shall percentage depletion in excess of 
cost or other basis of the property be 
credited to the improvements account 
or the depreciation reserve account. 

(c) Determination of mineral contents of 
deposits. (1) If it is necessary to esti-
mate or determine with respect to any 
mineral deposit as of any specific date 
the total recoverable units (tons, 
pounds, ounces, barrels, thousands of 
cubic feet, or other measure) of min-
eral products reasonably known, or on 
good evidence believed, to have existed 
in place as of that date, the estimate or 
determination must be made according 
to the method current in the industry 
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and in the light of the most accurate 
and reliable information obtainable. In 
the selection of a unit of estimate, 
preference shall be given to the prin-
cipal unit (or units) paid for in the 
product marketed. The estimate of the 
recoverable units of the mineral prod-
ucts in the deposit for the purposes of 
valuation and depletion shall include 
as to both quantity and grade: 

(i) The ores and minerals in sight, 
blocked out, developed, or assured, in the 
usual or conventional meaning of these 
terms with respect to the type of the 
deposits, and 

(ii) Probable or prospective ores or 
minerals (in the corresponding sense), 
that is, ores or minerals that are be-
lieved to exist on the basis of good evi-
dence although not actually known to 
occur on the basis of existing develop-
ment. Such probable or prospective ores 
or minerals may be estimated: 

(a) As to quantity, only in case they 
are extensions of known deposits or are 
new bodies or masses whose existence 
is indicated by geological surveys or 
other evidence to a high degree of prob-
ability, and 

(b) As to grade, only in accordance 
with the best indications available as 
to richness. 

(2) If the number of recoverable units 
of mineral in the deposit has been pre-
viously estimated for the prior year or 
years, and if there has been no known 
change in the facts upon which the 
prior estimate was based, the number 
of recoverable units of mineral in the 
deposit as of the taxable year will be 
the number remaining from the prior 
estimate. However, for any taxable 
year for which it is ascertained either 
by the taxpayer or the district director 
from any source, such as operations or 
development work prior to the close of 
the taxable year, that the remaining 
recoverable mineral units as of the tax-
able year are materially greater or less 
than the number remaining from the 
prior estimate, then the estimate of 
the remaining recoverable units shall 
be revised, and the annual cost deple-
tion allowance with respect to the 
property for the taxable year and for 
subsequent taxable years will be based 
upon the revised estimate until a 
change in the facts requires another re-
vision. Such revised estimate will not, 

however, change the adjusted basis for 
depletion. 

(d) Determination of fair market value 
of mineral properties, and improvements, 
if any. (1) If the fair market value of 
the mineral property and improve-
ments at a specified date is to be deter-
mined for the purpose of ascertaining 
the basis, such value must be deter-
mined, subject to approval or revision 
by the district director, by the owner 
of such property and improvements in 
the light of the conditions and cir-
cumstances known at that date, re-
gardless of later discoveries or develop-
ments or subsequent improvements in 
methods of extraction and treatment of 
the mineral product. The district direc-
tor will give due weight and consider-
ation to any and all factors and evi-
dence having a bearing on the market 
value, such as cost, actual sales and 
transfers of similar properties and im-
provements, bona fide offers, market 
value of stock or shares, royalties and 
rentals, valuation for local or State 
taxation, partnership accountings, 
records of litigation in which the value 
of the property and improvements was 
in question, the amount at which the 
property and improvements may have 
been inventoried or appraised in pro-
bate or similar proceedings, and disin-
terested appraisals by approved meth-
ods. 

(2) If the fair market value must be 
ascertained as of a certain date, ana-
lytical appraisal methods of valuation, 
such as the present value method will 
not be used: 

(i) If the value of a mineral property 
and improvements, if any, can be deter-
mined upon the basis of cost or com-
parative values and replacement value 
of equipment, or 

(ii) If the fair market value can rea-
sonably be determined by any other 
method. 

(e) Determination of the fair market 
value of mineral property by the present 
value method. (1) To determine the fair 
market value of a mineral property and 
improvements by the present value 
method, the essential factors must be 
determined for each mineral deposit. 
The essential factors in determining 
the fair market value of mineral depos-
its are: 
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(i) The total quantity of mineral in 
terms of the principal or customary 
unit (or units) paid for in the product 
marketed, 

(ii) The quantity of mineral expected 
to be recovered during each operating 
period, 

(iii) The average quality or grade of 
the mineral reserves, 

(iv) The allocation of the total ex-
pected profit to the several processes 
or operations necessary for the prepa-
ration of the mineral for market, 

(v) The probable operating life of the 
deposit in years, 

(vi) The development cost, 
(vii) The operating cost, 
(viii) The total expected profit, 
(ix) The rate at which this profit will 

be obtained, and 
(x) The rate of interest commensu-

rate with the risk for the particular de-
posit. 

(2) If the mineral deposit has been 
sufficiently developed, the valuation 
factors specified in subparagraph (1) of 
this paragraph may be determined 
from past operating experience. In the 
application of factors derived from past 
experience, full allowance should be 
made for probable future variations in 
the rate of exhaustion, quality or grade 
of the mineral, percentage of recovery, 
cost of development, production, inter-
est rate, and selling price of the prod-
uct marketed during the expected oper-
ating life of the mineral deposit. Min-
eral deposits for which these factors 
cannot be determined with reasonable 
accuracy from past operating experi-
ence may also be valued by the present 
value method; but the factors must be 
deduced from concurrent evidence, 
such as the general type of the deposit, 
the characteristics of the district in 
which it occurs, the habit of the min-
eral deposits, the intensity of min-
eralization, the oil-gas ratio, the rate 
at which additional mineral has been 
disclosed by exploitation, the stage of 
the operating life of the deposit, and 
any other evidence tending to establish 
a reasonable estimate of the required 
factors. 

(3) Mineral deposits of different 
grades, locations, and probable dates of 
extraction should be valued separately. 
The mineral content of a deposit shall 
be determined in accordance with para-

graph (c) of this section. In estimating 
the average grade of the developed and 
prospective mineral, account should be 
taken of probable increases or de-
creases as indicated by the operating 
history. The rate of exhaustion of a 
mineral deposit should be determined 
with due regard to the limitations im-
posed by plant capacity, by the char-
acter of the deposit, by the ability to 
market the mineral product, by labor 
conditions, and by the operating pro-
gram in force or reasonably to be ex-
pected for future operations. The oper-
ating life of a mineral deposit is that 
number of years necessary for the ex-
haustion of both the developed and pro-
spective mineral content at the rate 
determined as above. The operating life 
of oil and gas wells is also influenced 
by the natural decline in pressure and 
flow, and by voluntary or enforced cur-
tailment of production. The operating 
cost includes all current expense of 
producing, preparing, and marketing 
the mineral product sold (due consider-
ation being given to taxes) exclusive of 
allowable capital additions, as de-
scribed in §§ 1.612–2 and 1.612–4, and de-
ductions for depreciation and deple-
tion, but including cost of repairs. This 
cost of repairs is not to be confused 
with the depreciation deduction by 
which the cost of improvements is re-
turned to the taxpayer free from tax. 
In general, no estimates of these fac-
tors will be approved by the district di-
rector which are not supported by the 
operating experience of the property or 
which are derived from different and 
arbitrarily selected periods. 

(4) The value of each mineral deposit 
is measured by the expected gross in-
come (the number of units of mineral 
recoverable in marketable form multi-
plied by the estimated market price 
per unit) less the estimated operating 
cost, reduced to a present value as of 
the date for which the valuation is 
made at the rate of interest commensu-
rate with the risk for the operating 
life, and further reduced by the value 
at that date of the improvements and 
of the capital additions, if any, nec-
essary to realize the profits. The degree 
of risk is generally lowest in cases 
where the factors of valuation are fully 
supported by the operating record of 
the mineral enterprise before the date 
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for which the valuation is made. On the 
other hand, higher risks ordinarily at-
tach to appraisals upon any other 
basis. 

(f) Revaluation of mineral property not 
allowed. No revaluation of a mineral 
property whose value as of any specific 
date has been determined and approved 
will be made or allowed during the con-
tinuance of the ownership under which 
the value was so determined and ap-
proved, except in the case of misrepre-
sentation or fraud or gross error as to 
any facts known on the date as of 
which the valuation was made. Revalu-
ation on account of misrepresentation 
or fraud or such gross error will be 
made only with the written approval of 
the Commissioner. 

(g) Statement to be attached to return 
when valuation, depletion, or deprecia-
tion of mineral property or improvements 
are claimed. (1) For the first taxable 
year ending before December 31, 1967, 
for which a taxpayer asserts a value for 
any mineral property or improvement 
as of a specific date or claims a deduc-
tion for depletion, or depreciation, 
there shall be attached to the return of 
the taxpayer for such taxable year a 
statement setting forth, in complete, 
summary form, the pertinent informa-
tion required by this paragraph with 
respect to each such mineral property 
or improvement (including oil and gas 
properties or improvements). The sum-
mary statement shall be deemed a part 
of the income tax return to which it re-
lates. In addition to such summary 
statement, the taxpayer must assem-
ble, segregate and have readily avail-
able at his principal place of business, 
all the supporting data (listed in sub-
paragraphs (2), (3), and (4) of this para-
graph) which is used in compiling the 
summary statement. For taxable years 
after such first taxable year, and end-
ing before December 31, 1967, the tax-
payer need attach to his return only an 
explanation of the changes, if any, in 
the information previously furnished. 
For example, when a taxpayer has filed 
adequate maps with the district direc-
tor he may be relieved of filing further 
maps of the same area, if all additional 
information necessary for keeping the 
maps up-to-date is filed each year. In 
any case in which any of the informa-
tion required by this paragraph has 

been previously filed by the taxpayer 
(including information furnished in ac-
cordance with corresponding provisions 
of prior regulations), such information 
need not be filed again, but a state-
ment should be attached to the return 
of the taxpayer indicating clearly when 
and in what form such information was 
previously filed. For provisions relat-
ing to the data which shall be sub-
mitted with returns for taxable years 
ending on or after December 31, 1967, 
see subparagraph (5) of this paragraph. 

(2) The information referred to in 
subparagraph (1) of this paragraph is as 
follows: 

(i) An adequate map showing the 
name, description, location, date of 
surveys, and identification of the de-
posit or deposits; 

(ii) A description of the character of 
the taxpayer’s property, accompanied 
by a copy of the instrument or instru-
ments by which it was acquired; 

(iii) The date of acquisition of the 
property, the exact terms and dates of 
expiration of all leases involved, and if 
terminated, the reasons therefor; 

(iv) The cost of the mineral property 
and improvements, stating the amount 
paid to each vendor, with his name and 
address; 

(v) The date as of which the mineral 
property and improvements are valued, 
if a valuation is necessary to establish 
the basis as provided by section 1012; 

(vi) The value of the mineral prop-
erty and improvements on that date 
with a statement of the precise method 
by which it was determined; 

(vii) An allocation of the cost or 
value among the mineral property, im-
provements and the surface of the land 
for purposes other than mineral pro-
duction; 

(viii) The estimated number of units 
of each kind of mineral at the end of 
the taxable year, and also at the date 
of acquisition, if acquired during the 
taxable year or at the date as of which 
any valuation is made, together with 
an explanation of the method used in 
the estimation, the name and address 
of the person making the estimate, and 
an average analysis which will indicate 
the quality of the mineral valued, in-
cluding the grade or gravity in the case 
of oil; 
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(ix) The number of units sold and the 
number of units for which payment was 
received or accrued during the year for 
which the return is made (in the case 
of newly developed oil and gas deposits 
it is desirable that this information be 
furnished by months); 

(x) The gross amount received from 
the sale of mineral; 

(xi) The amount of depreciation for 
the taxable year and the amount of 
cost depletion for the taxable year; 

(xii) The amounts of depletion and 
depreciation, if any, stated separately, 
which for each and every prior year: 

(a) Were allowed (see section 
1016(a)(2)), 

(b) Were allowable, and 
(c) Would have been allowable with-

out reference to percentage or dis-
covery depletion; 

(xiii) The fractions (however meas-
ured) of gross production from the de-
posit or deposits to which the taxpayer 
and other persons are entitled together 
with the names and addresses of such 
other persons; and 

(xiv) Any other data which will be 
helpful in determining the reasonable-
ness of the valuation asserted or of the 
deductions claimed. 

(3) In the case of oil and gas prop-
erties, the following information with 
respect to each property is required in 
addition to that information set forth 
in subparagraph (2) of this paragraph: 

(i) The number of acres of producing 
oil or gas land and, if additional acre-
age is claimed to be proven, the 
amount of such acreage and the rea-
sons for believing it to be proven; 

(ii) The number of wells producing at 
the beginning and end of the taxable 
year; 

(iii) The date of completion of each 
well finished during the taxable year; 

(iv) The date of abandonment of each 
well abandoned during the taxable 
year; 

(v) Maps showing the location of the 
tracts or leases and of the producing 
and abandoned wells, dry holes, and 
proven oil and gas lands (the maps 
should show depth, initial production, 
and date of completion of each well, 
etc., to the extent that these data are 
available); 

(vi) The number of pay sands and av-
erage thickness of each pay sand or 
zone; 

(vii) The average depth to the top of 
each of the different pay sands; 

(viii) The annual production of the 
deposit or of the individual wells, if the 
latter information is available, from 
the beginning of its productivity to the 
end of the taxable year, the average 
number of wells producing during each 
year, and the initial daily production 
of each well (the extent to which oil or 
gas is used for fuel on the premises 
should be stated with reasonable accu-
racy); 

(ix) All available data regarding 
change in operating conditions, such as 
unit operation, proration, flooding, use 
of air-gas lift, vacuum, shooting, and 
similar information, which have a di-
rect effect on the production of the de-
posit; and 

(x) Available geological information 
having a probable bearing on the oil 
and gas content; information with re-
spect to edge water, water drive, bot-
tom hole pressures, oil-gas ratio, poros-
ity of reservoir rock, percentage of re-
covery, expected date of cessation of 
natural flow, decline in estimated po-
tential, and characteristics similar to 
characteristics of other known fields. 

(4) For rules relating to an additional 
statement to be attached to the return 
when the depletion deduction is com-
puted upon a percentage of gross in-
come from the property, see § 1.613–6. 

(5) A taxpayer who claims a total de-
duction of more than $200 for depletion 
of mines, oil and gas wells, or other 
natural deposits for the taxable year 
ending on or after December 31, 1967, 
and before December 31, 1968, shall sub-
mit with his return for such taxable 
year a filled-out Form M (Mines and 
Other Natural Deposits—Depletion 
Data) or Form O (Oil and Gas Deple-
tion Data). See section 6011(a). For the 
purpose of this subparagraph, the de-
termination under section 631(c) of 
gain or loss upon the disposition of 
coal or domestic iron ore with a re-
tained economic interest shall not be 
regarded as the claiming of a deduction 
for depletion. Such forms shall be filed 
for any subsequent taxable year if the 
Commissioner determines that the 
forms are required for such year. Where 
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appropriate, both Form M and Form O 
shall be filed. Forms M and O shall be 
deemed to be part of the return to 
which they relate. If a taxpayer mines 
more than one mineral, a separate 
Form M shall be filed for each such 
mineral. If a taxpayer has both domes-
tic and foreign properties, separate 
forms shall be filed for each country in 
which a taxpayer’s properties are lo-
cated. All data relating to a taxpayer’s 
domestic oil and gas properties shall be 
summarized on a single Form O, and 
data relating to a taxpayer’s domestic 
mineral properties (other than oil and 
gas properties) shall be summarized on 
a single Form M for each mineral. 
Similarly, all data relating to a tax-
payer’s oil and gas properties in a spe-
cific foreign country shall be summa-
rized on a single Form O, and data re-
lating to a taxpayer’s mineral prop-
erties (other than oil and gas prop-
erties) in a specific foreign country 
shall be summarized on a single Form 
M for each mineral. In addition, the 
taxpayer shall assemble, segregate, and 
have readily available at his principal 
place of business, the data listed in 
subparagraphs (2), (3), and (4) of this 
paragraph. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 6938, 32 FR 17518, Dec. 7, 
1967; T.D. 7170, 37 FR 5373, Mar. 15, 1972] 

§ 1.611–3 Rules applicable to timber. 

(a) Capital recoverable through deple-
tion allowance in case of timber. In gen-
eral, the capital remaining in any year 
recoverable through depletion allow-
ances is the basis provided by section 
612 and the regulations thereunder. For 
the method of determining fair market 
value and quantity of timber, see para-
graphs (d), (e), and (f) of this section. 
For capitalization of carrying charges, 
see section 1016(a)(1)(A). Amounts paid 
or incurred in connection with the 
planting of timber (including planting 
for Christmas tree purposes) shall be 
capitalized and recoverable through de-
pletion allowances. Such amounts in-
clude, for example, expenditures made 
for the preparation of the timber site 
for planting or for natural seeding and 
the cost of seedlings. The apportion-
ment of deductions between the several 
owners of economic interests in stand-

ing timber will be made as provided in 
paragraph (c) of § 1.611–1. 

(b) Computation of allowance for deple-
tion of timber for taxable year. (1) The 
depletion of timber takes place at the 
time timber is cut, but the amount of 
depletion allowable with respect to 
timber that has been cut may be com-
puted when the quantity of cut timber 
is first accurately measured in the 
process of exploitation. To the extent 
that depletion is allowable in a par-
ticular taxable year with respect to 
timber the products of which are not 
sold during such year, the depletion so 
allowable shall be included as an item 
of cost in the closing inventory of such 
products for such year. 

(2) The depletion unit of the timber 
for a given timber account in a given 
year shall be the quotient obtained by 
dividing (i) the basis provided by sec-
tion 1012 and adjusted as provided by 
section 1016, of the timber on hand at 
the beginning of the year plus the cost 
of the number of units of timber ac-
quired during the year plus proper ad-
ditions to capital, by (ii) the total 
number of units of timber on hand in 
the given account at the beginning of 
the year plus the cost of the number of 
units of timber acquired during the 
year plus the number of units acquired 
during the year plus (or minus) the 
number of units required to be added 
(or deducted) by way of correcting the 
estimate of the number of units re-
maining available in the account. The 
number of units of timber of a given 
timber account cut during any taxable 
year multiplied by the depletion unit 
of that timber account applicable to 
such year shall be the amount of deple-
tion allowable for the taxable year. 
Those taxpayers who keep their ac-
counts on a monthly basis may, at 
their option, keep their depletion ac-
counts on such basis, in which case the 
amount allowable on account of deple-
tion for a given month will be deter-
mined in the manner outlined herein 
for a given year. The total amount of 
the allowance for depletion in any tax-
able year shall be the sum of the 
amounts allowable for the several tim-
ber accounts. For a description of tim-
ber accounts, see paragraphs (c) and (d) 
of this section. 
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(3) When a taxpayer has elected to 
treat the cutting of timber as a sale or 
exchange of such timber under the pro-
visions of section 631(a), he shall reduce 
the timber account containing such 
timber by an amount equal to the ad-
justed depletion basis of such timber. 
In computing any further gain or loss 
on such timber, see paragraph (e) of 
§ 1.631–1. 

(c) Timber depletion accounts on books. 
(1) Every taxpayer claiming or expect-
ing to claim a deduction for depletion 
of timber property shall keep accurate 
ledger accounts in which shall be re-
corded the cost or other basis provided 
by section 1012 of the property and land 
together with subsequent allowable 
capital additions in each account and 
all other adjustments provided by sec-
tion 1016 and the regulations there-
under. 

(2) In such accounts there shall be set 
up separately the quantity of timber, 
the quantity of land, and the quantity 
of other resources, if any, and a proper 
part of the total cost or value shall be 
allocated to each after proper provision 
for immature timber growth. See para-
graph (d) of this section. The timber 
accounts shall be credited each year 
with the amount of the charges to the 
depletion accounts computed in ac-
cordance with paragraph (b) of this sec-
tion or the amount of the charges to 
the depletion accounts shall be cred-
ited to depletion reserve accounts. 
When the sum of the credits for deple-
tion equals the cost or other basis of 
the timber property, plus subsequent 
allowable capital additions, no further 
deduction for depletion will be allowed. 

(d) Aggregating timber and land for 
purposes of valuation and accounting. (1) 
With a view to logical and reasonable 
valuation of timber, the taxpayer shall 
include his timber in one or more ac-
counts. In general, each such account 
shall include all of the taxpayer’s tim-
ber which is located in one block. A 
block may be an operation unit which 
includes all the taxpayer’s timber 
which would logically go to a single 
given point of manufacture. In those 
cases in which the point of manufac-
ture is at a considerable distance, or in 
which the logs or other products will 
probably be sold in a log or other mar-
ket, the block may be a logging unit 

which includes all of the taxpayer’s 
timber which would logically be re-
moved by a single logging develop-
ment. Blocks may also be established 
by geographical or political boundaries 
or by logical management areas. Tim-
ber acquired under cutting contracts 
should be carried in separate accounts 
and shall not constitute part of any 
block. In exceptional cases, provided 
there are good and substantial reasons, 
and subject to approval or revision by 
the district director on audit, the tax-
payer may divide the timber in a given 
block into two or more accounts. For 
example, timber owned on February 28, 
1913, and that purchased subsequently 
may be kept in separate accounts, or 
timber owned on February 28, 1913, and 
the timber purchased since that date in 
several distinct transactions may be 
kept in several distinct accounts. Indi-
vidual tree species or groups of tree 
species may be carried in distinct ac-
counts, or special timber products may 
be carried in distinct accounts. Blocks 
may be divided into two or more ac-
counts based on the character of the 
timber or its accessibility, or scattered 
tracts may be included in separate ac-
counts. If such a division is made, a 
proper portion of the total value or 
cost, as the case may be, shall be allo-
cated to each account. 

(2) The timber accounts mentioned in 
subparagraph (1) of this paragraph 
shall not include any part of the value 
or cost, as the case may be, of the land. 
In a manner similar to that prescribed 
in subparagraph (1) of this paragraph, 
the land in a given block may be carried 
in a single land account or may be di-
vided into two or more accounts on the 
basis of its character or accessibility. 
When such a division is made, a proper 
portion of the total value or cost, as 
the case may be, shall be allocated to 
each account. 

(3) The total value or total cost, as 
the case may be, of land and timber 
shall be equitably allocated to the tim-
ber and land accounts, respectively. In 
cases in which immature timber 
growth is a factor, a reasonable portion 
of the total value or cost shall be allo-
cated to such immature timber, and 
when the timber becomes merchant-
able such value or cost shall be recov-
erable through depletion allowances. 
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(4) Each of the several land and tim-
ber accounts carried on the books of 
the taxpayer shall be definitely de-
scribed as to their location on the 
ground either by maps or by legal de-
scriptions. 

(5) For good and substantial reasons 
satisfactory to the district director, or 
as required by the district director on 
audit, the timber or the land accounts 
may be readjusted by dividing indi-
vidual accounts, by combining two or 
more accounts, or by dividing and re-
combining accounts. 

(e) Determination of quantity of timber. 
Each taxpayer claiming or expecting to 
claim a deduction for depletion is re-
quired to estimate with respect to each 
separate timber account the total units 
(feet board measure, log scale, cords, or 
other units) of timber reasonably 
known, or on good evidence believed, to 
have existed on the ground on March 1, 
1913, or on the date of acquisition of 
the property, whichever date is appli-
cable in determining the basis for cost 
depletion. This estimate shall state as 
nearly as possible the number of units 
which would have been found present 
by careful estimate made on the speci-
fied date with the object of deter-
mining 100 percent of the quantity of 
timber which the area covered by the 
specific account would have produced 
on that date if all of the merchantable 
timber had been cut and utilized in ac-
cordance with the standards of utiliza-
tion prevailing in that region at that 
time. If subsequently during the owner-
ship of the taxpayer making the re-
turn, as the result of the growth of the 
timber, of changes in standards of uti-
lization, of losses not otherwise ac-
counted for, of abandonment of timber, 
or of operations or development work, 
it is ascertained either by the taxpayer 
or the district director that there re-
main on the ground, available for utili-
zation, more or less units of timber at 
the close of the taxable year (or at the 
close of the month if the taxpayer 
keeps his depletion accounts on a 
monthly basis) than remain in the tim-
ber account or accounts on the basis of 
the original estimate, then the original 
estimate (but not the basis for deple-
tion) shall be revised. The depletion 
unit shall be changed when such revi-
sion has been made. The annual charge 

to the depletion account with respect 
to the property shall be computed by 
using such revised unit for the taxable 
year for which the revision is made and 
all subsequent taxable years until a 
change in facts requires another revi-
sion. 

(f) Determination of fair market value 
of timber property. (1) If the fair market 
value of the property at a specified 
date is the basis for depletion deduc-
tions, such value shall be determined, 
subject to approval or revision by the 
district director upon audit, by the 
owner of the property in the light of 
the most reliable and accurate infor-
mation available with reference to the 
condition of the property as it existed 
at that date, regardless of all subse-
quent changes, such as changes in sur-
rounding circumstances, and methods 
of exploitation, in degree of utilization, 
etc. Such factors as the following will 
be given due consideration: 

(i) Character and quality of the tim-
ber as determined by species, age, size, 
condition, etc.; 

(ii) The quantity of timber per acre, 
the total quantity under consideration, 
and the location of the timber in ques-
tion with reference to other timber; 

(iii) Accessibility of the timber (loca-
tion with reference to distance from a 
common carrier, the topography and 
other features of the ground upon 
which the timber stands and over 
which it must be transported in process 
of exploitation, the probable cost of ex-
ploitation and the climate and the 
state of industrial development of the 
locality); and 

(iv) The freight rates by common car-
rier to important markets. 

(2) The timber in each particular case 
will be valued on its own merits and 
not on the basis of general averages for 
regions; however, the value placed 
upon it, taking into consideration such 
factors as those mentioned in this 
paragraph, will be coistent with that of 
other similar timber in the region. The 
district director will give weight and 
consideration to any and all facts and 
evidence having a bearing on the mar-
ket value, such as cost, actual sales 
and transfers of similar properties, the 
margin between the cost of production 
and the price realized for timber prod-
ucts, market value of stock or shares, 
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royalties and rentals, valuation for 
local or State taxation, partnership ac-
countings, records of litigation in 
which the value of the property has 
been involved, the amount at which the 
property may have been inventoried or 
appraised in probate or similar pro-
ceedings, disinterested appraisals by 
approved methods, and other factors. 

(g) Revaluation of timber property not 
allowed. No revaluation of a timber 
property whose value as of any specific 
date has been determined and approved 
will be made or allowed during the con-
tinuance of the ownership under which 
the value was so determined and ap-
proved, except in the case of misrepre-
sentation or fraud or gross error as to 
any facts known on the date as of 
which the valuation was made. Revalu-
ation on account of misrepresentation 
or fraud or such gross error will be 
made only with the written approval of 
the Commissioner. The depletion unit 
shall be revised when such a revalu-
ation of a timber property has been 
made and the annual charge to the de-
pletion account with respect to the 
property shall be computed by using 
such revised unit for the taxable year 
for which such revision is made and for 
all subsequent taxable years. 

(h) Reporting and recordkeeping re-
quirements—(1) Taxable years beginning 
before January 1, 2002. A taxpayer 
claiming a deduction for depletion of 
timber for a taxable year beginning be-
fore January 1, 2002, shall attach to the 
income tax return of the taxpayer a 
filled-out Form T (Timber) for the tax-
able year covered by the income tax re-
turn, including the following informa-
tion— 

(i) A map where necessary to show 
clearly timber and land acquired, tim-
ber cut, and timber and land sold; 

(ii) Description of, cost of, and terms 
of purchase of timberland or timber, or 
cutting rights, including timber or 
timber rights acquired under any type 
of contract; 

(iii) Profit or loss from sale of land, 
or timber, or both; 

(iv) Description of timber with re-
spect to which claim for loss, if any, is 
made; 

(v) Record of timber cut; 

(vi) Changes in each timber account 
as a result of purchase, sale, cutting, 
reestimate, or loss; 

(vii) Changes in improvements ac-
counts as the result of additions to or 
deductions from capital and deprecia-
tion, and computation of profit or loss 
on sale or other disposition of such im-
provements; 

(viii) Operation data with respect to 
raw and finished material handled and 
inventoried; 

(ix) Statement as to application of 
the election under section 631(a) and 
pertinent information in support of the 
fair market value claimed thereunder; 

(x) Information with respect to land 
ownership and capital investment in 
timberland; and 

(xi) Any other data which will be 
helpful in determining the reasonable-
ness of the depletion or depreciation 
deductions claimed in the return. 

(2) Taxable years beginning after De-
cember 31, 2001. A taxpayer claiming a 
deduction for depletion of timber on a 
return filed for a taxable year begin-
ning after December 31, 2001, shall at-
tach to the income tax return of the 
taxpayer a filled-out Form T (Timber) 
for the taxable year covered by the in-
come tax return. In addition, the tax-
payer must retain records sufficient to 
substantiate the right of the taxpayer 
to claim the deduction, including a 
map, where necessary, to show clearly 
timber and land acquired, timber cut, 
and timber and land sold for as long as 
their contents may become material in 
the administration of any internal rev-
enue law. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8989, 
67 FR 20031, Apr. 24, 2002; T.D. 9040, 68 FR 
4921, Jan. 31, 2003] 

§ 1.611–4 Depletion as a factor in com-
puting earnings and profits for divi-
dend purposes. 

For rules with respect to computa-
tion of earnings and profits where de-
pletion is a factor in the case of cor-
porations, see paragraph (c)(1) of 
§ 1.312–6. 

§ 1.611–5 Depreciation of improve-
ments. 

(a) In general. Section 611 provides in 
the case of mines, oil and gas wells, 
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other natural deposits, and timber that 
there shall be allowed as a deduction a 
reasonable allowance for depreciation 
of improvements. Such allowance shall 
include exhaustion, wear and tear, and 
obsolescence. The deduction allowed 
under section 611 shall be determined 
under the provisions of section 167 and 
the regulations thereunder. For pur-
poses of section 167 the unit of produc-
tion method may, under appropriate 
circumstances, be considered a reason-
able method under section 167(a), and 
therefore, not subject to the limita-
tions prescribed by section 167(b). 

(b) Special rules for mines, oil and gas 
wells, other natural deposits and timber. 
(1) For principles governing the appor-
tioning of depreciation allowances 
under sections 611 and 167 in the case of 
property held by one person for life 
with remainder to another or in the 
case of property held in trust or by an 
estate, see § 1.167(h)–1. 

(2) A reasonable allowance for depre-
ciation on account of obsolescence or 
decay shall be required in an appro-
priate case during periods when the im-
provement is not used in production or 
is used in producing at a rate below its 
normal capacity. This rule is applica-
ble whether or not the taxpayer uses 
the unit of production method. 

(3) See sections 615 and 616 and the 
regulations thereunder for special rules 
for treatment of allowances for depre-
ciation of improvements with respect 
to the exploration and development of 
a mine or other natural deposit (other 
than oil or gas). 

(4) In the case of operating oil or gas 
properties, the deduction for deprecia-
tion shall be allowed for those costs of 
improvements such as machinery, 
tools, equipment, pipes, and other simi-
lar items and the costs of installation 
which are not treated as a deductible 
expense under section 263(c). See 
§ 1.612–4. 

(c) Accounting and recordkeeping. See 
§ 1.167(a)–7 for accounting and record-
keeping requirements for taxpayers 
claiming deductions under section 611 
and this section. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 6712, 29 FR 3655, Mar. 24, 
1964; T.D. 6836, 30 FR 8902, July 15, 1965] 

§ 1.612–1 Basis for allowance of cost 
depletion. 

(a) In general. The basis upon which 
the deduction for cost depletion under 
section 611 is to be allowed in respect 
of any mineral or timber property is 
the adjusted basis provided in section 
1011 for the purpose of determining 
gain upon the sale or other disposition 
of such property except as provided in 
paragraph (b) of this section. The ad-
justed basis of such property is the cost 
or other basis determined under sec-
tion 1012, relating to the basis of prop-
erty, adjusted as provided in section 
1016, relating to adjustments to basis, 
and the regulations under such sec-
tions. In the case of the sale of a part 
of such property, the unrecovered basis 
thereof shall be allocated to the part 
sold and the part retained. 

(b) Special rules. (1) The basis for cost 
depletion of mineral or timber prop-
erty does not include: 

(i) Amounts recoverable through de-
preciation deductions, through deferred 
expenses, and through deductions other 
than depletion, and 

(ii) The residual value of land and 
improvements at the end of operations 

In the case of any mineral property the 
basis for cost depletion does not in-
clude amounts representing the cost or 
value of land for purposes other than 
mineral production. Furthermore, in 
the case of certain mineral properties, 
such basis does not include exploration 
or development expenditures which are 
treated under section 615(b) or 616(b) as 
deferred expenses to be taken into ac-
count as deductions on a ratable basis 
as the units of minerals benefited 
thereby are produced and sold. How-
ever, there shall be included in the 
basis for cost depletion of oil and gas 
property the amounts of capitalized 
drilling and development costs which, 
as provided in § 1.612–4, are recoverable 
through depletion deductions. In the 
case of timber property, the basis for 
cost depletion does not include 
amounts representing the cost or value 
of land. 

(2) Where a taxpayer elects to treat 
the cutting of timber as a sale or ex-
change of such timber, the basis for 
cost depletion shall be the fair market 
value of such timber as of the first day 
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of the taxable year in which such tim-
ber is cut and such value shall be con-
sidered for such taxable year and all 
subsequent taxable years as the cost of 
such timber for all purposes for which 
such cost is a necessary factor. See sec-
tion 631(a). 

(c) Cross references. In cases where the 
valuation, revaluation, or mineral con-
tent of deposits is a factor, see para-
graphs (c), (d), (e), and (f) of § 1.611–2. In 
cases where the valuation, revaluation, 
or quantity of timber is a factor, see 
paragraphs (e), (f), and (g) of § 1.611–3. 
For definitions of the terms property, 
fair market value, mineral enterprise, min-
eral deposit, and minerals, see paragraph 
(d) of § 1.611–1. For rules with respect to 
treatment of depletion accounts on 
taxpayers’ books, see paragraph (b) of 
§ 1.611–2 in the case of mineral prop-
erty, and paragraph (c) of § 1.611–3 in 
the case of timber property. 

§ 1.612–2 Allowable capital additions 
in case of mines. 

(a) In general. Expenditures for im-
provements and for replacements, not 
including expenditures for ordinary 
and necessary maintenance and re-
pairs, shall ordinarily be charged to 
capital account recoverable through 
depreciation deductions. Expenditures 
for equipment (including its installa-
tion and housing) and for replacements 
thereof, which are necessary to main-
tain the normal output solely because 
of the recession of the working faces of 
the mine and which: 

(1) Do not increase the value of the 
mine, or 

(2) Do not decrease the cost of pro-
duction of mineral units, or 

(3) Do not represent an amount ex-
pended in restoring property or in 
making good the exhaustion thereof for 
which an allowance is or has been made 
shall be deducted as ordinary and nec-
essary business expenses. 

(b) Special rule. For special provisions 
applicable to treatment of expendi-
tures for certain exploration and devel-
opment costs (other than for the acqui-
sition, restoration, or betterment of 
improvements) with respect to min-
erals other than oil or gas, see sections 
615 and 616 and the regulations there-
under. 

§ 1.612–3 Depletion; treatment of 
bonus and advanced royalty. 

(a) Bonus. (1) If a bonus in addition to 
royalties is received upon the grant of 
an economic interest in a mineral de-
posit, or standing timber, there shall 
be allowed to the payee as a cost deple-
tion deduction in respect of the bonus 
an amount equal to that proportion of 
his basis for depletion as provided in 
section 612 and § 1.612–1 which the 
amount of the bonus bears to the sum 
of the bonus and the royalties expected 
to be received. Such allowance shall be 
deducted from the payee’s basis for de-
pletion and the remainder of the basis 
is recoverable through depletion deduc-
tions as the royalties are thereafter re-
ceived. (But see paragraph (e) of this 
section.) For example, a taxpayer 
leases mineral property to another re-
serving a one-eighth royalty and in ad-
dition receives a bonus of $10,000. As-
suming that the taxpayer’s basis with 
respect to the mineral property is 
$21,000 and that the royalties expected 
to be received are estimated to total 
$20,000, the depletion on the bonus 
would be $7,000: 

[$21,000 (basis)×$10,000 (bonus)]÷$30,000 
(bonus plus estimated royalties). 

The remaining $14,000 of basis will be 
recovered through depletion as the roy-
alties are received. 

(2) If the grant of an economic inter-
est in a mineral deposit or standing 
timber with respect to which a bonus 
was received expires, terminates, or is 
abandoned before there has been any 
income derived from the extraction of 
mineral or cutting of timber, the payee 
shall adjust his capital account by re-
storing thereto the depletion deduction 
taken on the bonus and a cor-
responding amount must be returned 
as income in the year of such expira-
tion, termination, or abandonment. 

(3) In the case of the payor, payment 
of the bonus constitutes a capital in-
vestment made for the acquisition of 
an economic interest in a mineral de-
posit or standing timber recoverable 
through the depletion allowance. See 
paragraph (c)(5)(ii) of § 1.613–2 in cases 
in which percentage depletion is used. 

(b) Advanced royalties. (1) If the owner 
of an operating interest in a mineral 
deposit or standing timber is required 
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to pay royalties on a specified number 
of units of such mineral or timber an-
nually whether or not extracted or cut 
within the year, and may apply any 
amounts paid on account of units not 
extracted or cut within the year 
against the royalty on the mineral or 
timber thereafter extracted or cut, the 
payee shall compute cost depletion on 
the number of units so paid for in ad-
vance of extraction or cutting and 
shall treat the amount so determined 
as an allowable deduction for depletion 
from the gross income of the year in 
which such payment or payments are 
made. No deduction for depletion by 
such payee shall be claimed or allowed 
in any subsequent year on account of 
the extraction or cutting in such year 
of any mineral or timber so paid for in 
advance and for which deduction has 
once been made. (But see paragraph (e) 
of this section.) 

(2) If the right to extract minerals or 
to cut timber against which the ad-
vanced royalties may be applied ex-
pires, terminates, or is abandoned be-
fore all such minerals or timber have 
been extracted or cut, the payee shall 
adjust his capital account by restoring 
thereto the depletion deductions made 
in prior years on account of any units 
of mineral or timber paid for in ad-
vance but not extracted or cut, and a 
corresponding amount must be re-
turned as income for the year of such 
expiration, termination or abandon-
ment. (But see paragraph (e) of this 
section.) 

(3) The payor shall treat the ad-
vanced royalties paid or accrued in 
connection with mineral property as 
deductions from gross income for the 
year the mineral product, in respect of 
which the advanced royalties were paid 
or accrued, is sold. For purposes of the 
preceding sentence, in the case of min-
eral sold before production the mineral 
product is considered to be sold when 
the mineral is produced (i.e., when a 
mineral product first exists). However, 
in the case of advanced mineral royal-
ties paid or accrued in connection with 
mineral property as a result of a min-
imum royalty provision, the payor, at 
his option, may instead treat the ad-
vanced royalties as deductions from 
gross income for the year in which the 
advanced royalties are paid or accrued. 

See section 446 (relating to general rule 
for methods of accounting) and the reg-
ulations thereunder. For purposes of 
this paragraph, a minimum royalty 
provision requires that a substantially 
uniform amount of royalties be paid at 
least annually either over the life of 
the lease or for a period of at least 20 
years, in the absence of mineral pro-
duction requiring payment of aggre-
gate royalties in a greater amount. For 
purposes of the preceding sentence, in 
the case of a lease which is subject to 
renewal or extension, the period for 
which it can be renewed or extended 
shall be treated as part of the term of 
the original lease. For special rules ap-
plicable when the payor is a sublessor 
of coal or domestic iron ore, see para-
graph (b)(3) of § 1.631–3. Every taxpayer 
who pays or accrues advanced royalties 
resulting from a minimum royalty pro-
vision must make an election as to the 
treatment of all such advanced royal-
ties in his return for the first taxable 
year ending after December 31, 1939, in 
which the advanced royalties are paid 
or accrued. The taxpayer’s treatment 
of the advanced royalties for the first 
year shall be deemed to be the exercise 
of the election. Accordingly, a failure 
to deduct the advanced royalties for 
that year will constitute an election to 
have all the advanced royalties treated 
as deductions for the year of the sale of 
the mineral product in respect of which 
the advanced royalties are paid or ac-
crued. See section 7807(b)(2). For addi-
tional rules relating to elections in the 
case of partners and partnerships, see 
section 703(b) and the regulations 
thereunder. the provisions of this sub-
paragraph do not allow as deductions 
from gross income amounts disallowed 
as deductions under other provisions of 
the Code, such as section 461 (relating 
to general rule for taxable year of de-
duction), section 465 (relating to deduc-
tions limited to amount at risk in case 
of certain activities), or section 704(d) 
(relating to limitation on allowance to 
partners of partnership losses). 

(4) The application of subparagraphs 
(2) and (3) of this paragraph may be il-
lustrated by the following examples: 

Example 1. B leased certain mineral lands 
from A under a lease in which A reserved a 
royalty of 10 cents a ton on minerals mined 
and sold by B. The lease also provided that B 
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had to pay an annual minimum royalty of 
$10,000 representing the amount due on 
100,000 tons of the particular mineral wheth-
er or not B mined and sold that amount. It 
was further provided that, if B did not mine 
and sell 100,000 tons in any year, he could 
mine and sell in any subsequent year the 
amount of mineral on which he had paid the 
royalty without the payment of any addi-
tional royalty. However, this right of 
recoupment was limited to minerals mined 
and sold in any later year in excess of the 
100,000 tons represented by the $10,000 min-
imum royalty required to be paid for that 
later year. Assume that in 1956 B paid A the 
minimum royalty of $10,000, but mined and 
sold only 60,000 tons of the mineral and that 
in 1957 he abandoned the lease without any 
further production. Since the $10,000 rep-
resents royalties on 100,000 tons of mineral 
and only 60,000 tons were mined and sold, A 
must restore in 1957 to his capital account 
the depletion deductions taken in 1956 on 
$4,000 on account of the 40,000 tons paid for in 
advance but not mined and sold, and must 
also return the corresponding amount as in-
come in 1957. 

Example 2. Assume that B, under the lease 
in example 1, paid the $10,000 minimum roy-
alty and mined no minerals in 1956 but that 
in 1957 B mined and sold 200,000 tons of min-
eral. If this is B’s first such expenditure, B 
has an option, for the purpose of computing 
taxable income under section 63, to deduct in 
1956 the $10,000 paid in that year although no 
mineral was mined, or to take the deduction 
in 1957 when the mineral, for which the 
$10,000 was paid in 1956, was mined and sold. 
(For treatment under percentage depletion, 
see example in paragraph (c)(5)(iii) of § 1.613– 
2.) 

(c) Delay rental. (1) A delay rental is 
an amount paid for the privilege of de-
ferring development of the property 
and which could have been avoided by 
abandonment of the lease, or by com-
mencement of development operations, 
or by obtaining production. 

(2) Since a delay rental is in the na-
ture of rent it is ordinary income to 
the payee and not subject to depletion. 
The payor may at his election deduct 
such amount as an expense, or under 
section 266 and the regulations there-
under, charge it to depletable capital 
account. 

(d) Percentage depletion deduction with 
respect to bonus and advanced royalty. In 
lieu of the allowance based on cost de-
pletion computed under paragraphs (a) 
and (b) of this section, the payees re-
ferred to therein may be allowed a de-
pletion deduction in respect of any 

bonus or advanced royalty for the tax-
able year in an amount computed on 
the basis of the percentage of gross in-
come from the property as provided in 
section 613 and the regulations there-
under. However, for special rules appli-
cable to certain bonuses and advanced 
royalties received in connection with 
oil or gas properties, see paragraph (j) 
of § 1.613A–3. 

(e) Cross reference. In the case of bo-
nuses and advanced royalties received 
in connection with a contract of dis-
posal of timber covered by section 
631(b) or coal or iron ore covered by 
section 631(c), see that section and the 
regulations thereunder. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 6841, 30 FR 9305, July 27, 
1965; T.D. 7523, 42 FR 63641, Dec. 19, 1977; T.D. 
8348, 56 FR 21938, May 13, 1991] 

§ 1.612–4 Charges to capital and to ex-
pense in case of oil and gas wells. 

(a) Option with respect to intangible 
drilling and development costs. In accord-
ance with the provisions of section 
263(c), intangible drilling and develop-
ment costs incurred by an operator 
(one who holds a working or operating 
interest in any tract or parcel of land 
either as a fee owner or under a lease 
or any other form of contract granting 
working or operating rights) in the de-
velopment of oil and gas properties 
may at his option be chargeable to cap-
ital or to expense. This option applies 
to all expenditures made by an oper-
ator for wages, fuel, repairs, hauling, 
supplies, etc., incident to and nec-
essary for the drilling of wells and the 
preparation of wells for the production 
of oil or gas. Such expenditures have 
for convenience been termed intangible 
drilling and development costs. They 
include the cost to operators of any 
drilling or development work (exclud-
ing amounts payable only out of pro-
duction or gross or net proceeds from 
production, if such amounts are deplet-
able income to the recipient, and 
amounts properly allocable to cost of 
depreciable property) done for them by 
contractors under any form of con-
tract, including turnkey contracts. Ex-
amples of items to which this option 
applies are, all amounts paid for labor, 
fuel, repairs, hauling, and supplies, or 
any of them, which are used: 
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(1) In the drilling, shooting, and 
cleaning of wells, 

(2) In such clearing of ground, drain-
ing, road making, surveying, and geo-
logical works as are necessary in prep-
aration for the drilling of wells, and 

(3) In the construction of such der-
ricks, tanks, pipelines, and other phys-
ical structures as are necessary for the 
drilling of wells and the preparation of 
wells for the production of oil or gas. 

In general, this option applies only to 
expenditures for those drilling and de-
veloping items which in themselves do 
not have a salvage value. For the pur-
pose of this option, labor, fuel, repairs, 
hauling, supplies, etc., are not consid-
ered as having a salvage value, even 
though used in connection with the in-
stallation of physical property which 
has a salvage value. Included in this 
option are all costs of drilling and de-
velopment undertaken (directly or 
through a contract) by an operator of 
an oil and gas property whether in-
curred by him prior or subsequent to 
the formal grant or assignment to him 
of operating rights (a leasehold inter-
est, or other form of operating rights, 
or working interest); except that in 
any case where any drilling or develop-
ment project is undertaken for the 
grant or assignment of a fraction of the 
operating rights, only that part of the 
costs thereof which is attributable to 
such fractional interest is within this 
option. In the excepted cases, costs of 
the project undertaken, including de-
preciable equipment furnished, to the 
extent allocable to fractions of the op-
erating rights held by others, must be 
capitalized as the depletable capital 
cost of the fractional interest thus ac-
quired. 

(b) Recovery of optional items, if cap-
italized. (1) Items returnable through 
depletion: If the taxpayer charges such 
expenditures as fall within the option 
to capital account, the amounts so cap-
italized and not deducted as a loss are 
returnable through depletion insofar as 
they are not represented by physical 
property. For the purposes of this sec-
tion the expenditures for clearing 
ground, draining, road making, sur-
veying, geological work, excavation, 
grading, and the drilling, shooting, and 
cleaning of wells, are considered not to 
be represented by physical property, 

and when charged to capital account 
are returnable through depletion. 

(2) Items returnable through depre-
ciation: If the taxpayer charges such 
expenditures as fall within the option 
to capital account, the amounts so cap-
italized and not deducted as a loss are 
returnable through depreciation inso-
far as they are represented by physical 
property. Such expenditures are 
amounts paid for wages, fuel, repairs, 
hauling, supplies, etc., used in the in-
stallation of casing and equipment and 
in the construction on the property of 
derricks and other physical structures. 

(3) In the case of capitalized intan-
gible drilling and development costs in-
curred under a contract, such costs 
shall be allocated between the fore-
going classes of items specified in sub-
paragraphs (1) and (2) for the purpose of 
determining the depletion and depre-
ciation allowances. 

(4) Option with respect to cost of 
nonproductive wells: If the operator 
has elected to capitalize intangible 
drilling and development costs, then an 
additional option is accorded with re-
spect to intangible drilling and devel-
opment costs incurred in drilling a 
nonproductive well. Such costs in-
curred in drilling a nonproductive well 
may be deducted by the taxpayer as an 
ordinary loss provided a proper elec-
tion is made in the return for the first 
taxable year beginning after December 
31, 1942, in which such a nonproductive 
well is completed. Such election with 
respect to intangible drilling and de-
velopment costs of nonproductive wells 
is a new election, and, when made, 
shall be binding for all subsequent 
years. Any taxpayer who incurs op-
tional drilling and development costs 
in drilling a nonproductive well must 
make a clear statement of election 
under this option in the return for the 
first taxable year beginning after De-
cember 31, 1942, in which such non-
productive well is completed. The ab-
sence of a clear indication in such re-
turn of an election to deduct as ordi-
nary losses intangible drilling and de-
velopment costs of nonproductive wells 
shall be deemed to be an election to re-
cover such costs through depletion to 
the extent that they are not rep-
resented by physical property, and 
through depreciation to the extent 
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that they are represented by physical 
property. 

(c) Nonoptional items distinguished. (1) 
Capital items: The option with respect 
to intangible drilling and development 
costs does not apply to expenditures by 
which the taxpayer acquires tangible 
property ordinarily considered as hav-
ing a salvage value. Examples of such 
items are the costs of the actual mate-
rials in those structures which are con-
structed in the wells and on the prop-
erty, and the cost of drilling tools, 
pipe, casing, tubing, tanks, engines, 
boilers, machines, etc. The option does 
not apply to any expenditure for wages, 
fuel, repairs, hauling, supplies, etc., in 
connection with equipment, facilities, 
or structures, not incident to or nec-
essary for the drilling of wells, such as 
structures for storing or treating oil or 
gas. These are capital items and are re-
turnable through depreciation. 

(2) Expense items: Expenditures 
which must be charged off as expense, 
regardless of the option provided by 
this section, are those for labor, fuel, 
repairs, hauling, supplies, etc., in con-
nection with the operation of the wells 
and of other facilities on the property 
for the production of oil or gas. 

(d) Manner of making election. The op-
tion granted in paragraph (a) of this 
section to charge intangible drilling 
and development costs to expense may 
be exercised by claiming intangible 
drilling and development costs as a de-
duction on the taxpayer’s return for 
the first taxable year in which the tax-
payer pays or incurs such costs; no for-
mal statement is necessary. If the tax-
payer fails to deduct such costs as ex-
penses in such return, he shall be 
deemed to have elected to recover such 
costs through depletion to the extent 
that they are not represented by phys-
ical property, and through depreciation 
to the extent that they are represented 
by physical property. 

(e) Effect of option and election. This 
section does not grant a new option 
under paragraph (a) of this section or 
new election under paragraph (b) of 
this section. Section 3 of the Act of Oc-
tober 23, 1962 (Public Law 87–863, 76 
Stat. 1142) granted any taxpayer who 
had exercised an option to capitalize 
intangible drilling and development 
costs under Regulations 111, § 29.23(m)– 

16 (1939 Code) or Regulations 118, 
§ 39.23(m)–16 (1939 Code) a new option 
for the first taxable year ending after 
October 22, 1962, to deduct such costs as 
expenses. Unless he has exercised the 
new option granted by such Act, any 
taxpayer who exercised an option or 
made an election under the regulations 
described in the preceding sentence is, 
by such option or election, bound with 
respect to all intangible drilling and 
development costs (whether made be-
fore January 1, 1954, or after December 
31, 1953) in connection with oil and gas 
properties. See section 7807(b)(2). Any 
taxpayer who has not made intangible 
drilling and development expenditures 
in any taxable year beginning after De-
cember 31, 1942, prior to his first tax-
able year beginning after December 31, 
1953, and ending after August 16, 1954, 
must exercise the option granted in 
paragraph (a) of this section in the re-
turn for the first taxable year in which 
the taxpayer pays or incurs such ex-
penditures. If such return is required 
by law (including extensions thereof) 
to be filed before November 1, 1965, the 
option under paragraph (a) of this sec-
tion, or the election under paragraph 
(b) of this section, may be exercised or 
changed not later than November 1, 
1965. The exercise of or change in such 
option or election shall be effective 
with respect to the earliest taxable 
year to which the option or election is 
applicable in respect of which assess-
ment of a deficiency or credit or refund 
of an overpayment, as the case may be, 
resulting from such exercise or change 
is not prevented by any law or rule of 
law on the date such option is exer-
cised or such election is made. Any 
such option or election shall be binding 
upon the taxpayer for the first taxable 
year for which it is effective and for all 
subsequent taxable years. 

[T.D. 6836, 30 FR 8902, July 15, 1965] 

§ 1.612–5 Charges to capital and to ex-
pense in case of geothermal wells. 

(a) Option with respect to intangible 
drilling and development costs. In accord-
ance with the provisions of section 
263(c), intangible drilling and develop-
ment costs incurred by an operator 
(one who holds a working or operating 
interest in any tract or parcel of land 
either as a fee owner or under a lease 
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or any other form of contract granting 
working or operating rights) in the de-
velopment of a geothermal deposit (as 
defined in section 613(e)(3) and the reg-
ulations thereunder) may at the opera-
tor’s option be chargeable to capital or 
to expense. This option applies to all 
expenditures made by an operator for 
wages, fuel, repairs, hauling, supplies, 
etc., incident to and necessary for the 
drilling of wells and the preparation of 
wells for the production of geothermal 
steam or hot water. Such expenditures 
have for convenience been termed in-
tangible drilling and development 
costs. They include the cost to opera-
tors of any drilling or development 
work (excluding amounts payable only 
out of production or gross or net pro-
ceeds from production, if such amounts 
are depletable income to the recipient, 
and amounts properly allocable to cost 
of depreciable property) done for them 
by contractors under any form of con-
tract, including turnkey contracts. Ex-
amples of items to which this option 
applies are all amounts paid for labor, 
fuel, repairs, hauling, and supplies, or 
any of them, which are used: 

(1) In the drilling, shooting, and 
cleaning of wells, 

(2) In such clearing of ground, drain-
ing, road making, surveying, and geo-
logical work as are necessary in prepa-
ration for the drilling of wells, and 

(3) In the construction of such der-
ricks, tanks, pipelines, and other phys-
ical structures as are necessary for the 
drilling of wells and the preparation of 
wells for the production of geothermal 
steam or hot water. 

In general, this option applies only to 
expenditures for those drilling and de-
veloping items which in themselves do 
not have a salvage value. For the pur-
pose of this option, labor, fuel, repairs, 
hauling, supplies, etc. are not consid-
ered as having a salvage value, even 
though used in connection with the in-
stallation of physical property which 
has a salvage value. Included in this 
option are all costs of drilling and de-
velopment undertaken (directly or 
through a contract) by an operator of a 
geothermal property whether incurred 
by the operator prior or subsequent to 
the formal grant or assignment of oper-
ating rights (a leasehold interest, or 
other form of operating rights, or 

working interest); except that in any 
case where any drilling or development 
project is undertaken for the grant or 
assignment of a fraction of the oper-
ating rights, only that part of the costs 
thereof which is attributable to such 
fractional interest is within this op-
tion. In the excepted cases, costs of the 
project undertaken, including depre-
ciable equipment furnished, to the ex-
tent allocable to fractions of the oper-
ating rights held by others, must be 
capitalized as the depletable capital 
cost of the fractional interest thus ac-
quired. 

(b) Recovery of optional items, if cap-
italized. (1) Items recoverable through 
depletion: If the taxpayer charges such 
expenditures as fall within the option 
to capital account, the amounts so cap-
italized and not deducted as a loss are 
recoverable through depletion insofar 
as they are not represented by physical 
property. For the purposes of this sec-
tion the expenditures for clearing 
ground, draining, road making, sur-
veying, geological work, excavation, 
grading, and the drilling, shooting, and 
cleaning of wells, are considered not to 
be represented by physical property, 
and when charged to capital account 
are recoverable through depletion. 

(2) Items recoverable through depre-
ciation: If the taxpayer charges such 
expenditures as fall within the option 
to capital account, the amounts so cap-
italized and not deducted as a loss are 
recoverable through depreciation inso-
far as they are represented by physical 
property. Such expenditures are 
amounts paid for wages, fuel, repairs, 
hauling, supplies, etc. used in the in-
stallation of casing and equipment and 
in the construction on the property of 
derricks and other physical structures. 

(3) In the case of capitalized intan-
gible drilling and development costs in-
curred under a contract, such costs 
shall be allocated between the fore-
going classes of items specified in para-
graphs (b)(1) and (2) of this section for 
the purpose of determining the deple-
tion and depreciation allowances. 

(4) Option with respect to cost of 
nonproductive wells: If the operator 
has elected to capitalize intangible 
drilling and development costs; then an 
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additional option is accorded with re-
spect to intangible drilling and devel-
opment costs incurred in drilling a 
nonproductive well. Such costs in-
curred in drilling a nonproductive well 
may be deducted by the taxpayer as an 
ordinary loss provided a proper elec-
tion is made in the taxpayer’s original 
or amended return for the first taxable 
year ending on or after October 1, 1978, 
in which such a nonproductive well is 
completed. The taxpayer must make a 
clear statement of election under this 
option in the return or amended re-
turn. The election may be revoked by 
the filing of an amended return that 
does not contain such a statement. The 
absence of a clear indication in such re-
turn of an election to deduct as ordi-
nary losses intangible drilling and de-
velopment costs of nonproductive wells 
shall be deemed to be an election to re-
cover such costs through depletion to 
the extent that they are not rep-
resented by physical property, and 
through depreciation to the exent that 
they are represented by physical prop-
erty. Upon the expiration of the time 
for filing a claim for credit or refund of 
any overpayment of tax imposed by 
chapter 1 of the Code with respect to 
the first taxable year ending on or 
after October 1, 1978 in which a non-
productive well is completed, the tax-
payer is bound for all subsequent years 
by his exercise of the option to deduct 
intangible drilling and development 
costs of nonproductive wells as an ordi-
nary loss or his deemed election to re-
cover such costs through depletion or 
depreciation. 

(c) Nonoptional items distinguished—(1) 
Capital Items: The option with respect 
to intangible drilling and development 
costs does not apply to expenditures by 
which the taxpayer acquires tangible 
property ordinarily considered as hav-
ing a salvage value. Examples of such 
items are the costs of the actual mate-
rials in those structures which are con-
structed in the wells and on the prop-
erty, and the cost of drilling tools, 
pipe, casing, tubing, tanks, engines, 
boilers, machines, etc. The option does 
not apply to any expenditure for wages, 
fuel, repairs, hauling, supplies, etc., in 
connection with equipment, facilities, 
or structures, not incident to or nec-
essary for the drilling of wells, such as 

structures for treating geothermal 
steam or hot water. These are capital 
items and are recoverable through de-
preciation. 

(2) Expense items: Expenditures which 
must be charged off as expense, regard-
less of the option provided by this sec-
tion, are those for labor, fuel, repairs, 
hauling, supplies, etc., in connection 
with the operation of the wells and of 
other facilities on the property for the 
production of geothermal steam or hot 
water. 

(d) Manner of making election. The op-
tion granted in paragraph (a) of this 
section to charge intangible drilling 
and development costs to expense may 
be exercised by claiming intangible 
drilling and development costs as a de-
duction on the taxpayer’s original or 
amended return for the first taxable 
year ending on or after October 1, 1978, 
in which the taxpayer pays or incurs 
such costs with respect to a geo-
thermal well commenced on or after 
that date. No formal statement is nec-
essary. The exercise of the option may 
be revoked by the filing of an amended 
return that does not claim such a de-
duction. If the taxpayer fails to deduct 
such costs as expenses in any such re-
turn, he shall be deemed to have elect-
ed to recover such costs through deple-
tion to the extent that they are not 
represented by physical property, and 
through depreciation to the extent 
that they are represented by physical 
property. Upon the expiration of the 
time for filing a claim for credit or re-
fund of any overpayment of tax im-
posed by chapter 1 of the Code with re-
spect to the first taxable year ending 
on or after October 1, 1978, in which the 
taxpayer pays or incurs intangible 
drilling and development costs with re-
spect to a goethermal well commenced 
on or after that date, the taxpayer is 
bound by his exercise of the option to 
charge such costs to expense or his 
deemed election to recover such costs 
through depletion or depreciation for 
that year and for all subsequent years. 

(e) Effective date. The option granted 
by paragraph (a) of this section is 
available only for taxable years ending 
on or after October 1, 1978, with respect 

VerDate Mar<15>2010 16:41 Apr 30, 2012 Jkt 226092 PO 00000 Frm 00420 Fmt 8010 Sfmt 8010 Q:\26\26V7.TXT ofr150 PsN: PC150



411 

Internal Revenue Service, Treasury § 1.613–2 

1 Not applicable if the rate prescribed in 
subparagraph (2) of this paragraph is applica-
ble. 

2 The rate prescribed in this subparagraph 
does not apply except to the extent that alu-
mina and aluminum compounds are ex-
tracted therefrom. 

3 Applicable only for taxable years begin-
ning before January 1, 1964. 

4 Applicable only for taxable years begin-
ning after December 31, 1963. 

to geothermal wells commenced on or 
after that date. 

(Secs. 263, 9805, Internal Revenue Code of 1954 
(92 Stat. 3201, 26 U.S.C. 362; 68A Stat. 917, 26 
U.S.C. 7805)) 

[T.D. 7806, 47 FR 4061, Jan. 28, 1982] 

§ 1.613–1 Percentage depletion; general 
rule. 

(a) In general. In the case of a tax-
payer computing the deduction for de-
pletion under section 611 with respect 
to minerals on the basis of a percent-
age of gross income from the property, 
as defined in section 613(c) and §§ 1.613– 
3 and 1.613–4, the deduction shall be the 
percentage of the gross income as spec-
ified in section 613(b) and § 1.613–2. The 
deduction shall not exceed 50 percent 
(100 percent in the case of oil and gas 
properties for taxable years beginning 
after December 31, 1990) of the tax-
payer’s taxable income from the prop-
erty (computed without regard to the 
allowance for depletion). The taxable 
income shall be computed in accord-
ance with § 1.613–5. In no case shall the 
deduction for depletion computed 
under this section be less than the de-
duction computed upon the cost or 
other basis of the property provided in 
section 612 and the regulations there-
under. The apportionment of the de-
duction between the several owners of 
economic interests in a mineral deposit 
will be made as provided in paragraph 
(c) of § 1.611–1. For rules with respect to 
‘‘gross income from the property’’ and 
for definition of the term ‘‘mining,’’ 
see §§ 1.613–3 and 1.613–4. For definitions 
of the terms ‘‘property,’’ ‘‘mineral de-
posit,’’ and ‘‘minerals,’’ see paragraph 
(d) of § 1.611–1. 

(b) Denial of percentage depletion in 
case of oil and gas wells. Except as oth-
erwise provided in section 613A and the 
regulations thereunder, in the case of 
oil or gas which is produced after De-
cember 31, 1974, and to which gross in-
come is attributable after that date, 
the allowance for depletion shall be 
computed without regard to section 
613. 

[T.D. 8348, 56 FR 21938, May 13, 1991, as 
amended by T.D. 8437, 57 FR 43899, Sept. 23, 
1992] 

§ 1.613–2 Percentage depletion rates. 
(a) In general. Subject to the provi-

sions of paragraph (b) of this section 
and as provided in section 613(b), in the 
case of mines, wells, or other natural 
deposits, a taxpayer may deduct as an 
allowance for depletion under section 
611 the percentages of gross income 
from the property as set forth in sub-
paragraphs (1), (2), and (3) of this para-
graph. 

(1) Without regard to situs of deposits. 
The following rates are applicable to 
the minerals listed in this subpara-
graph regardless of the situs of the de-
posits from which the minerals are pro-
duced: 

(i) 271⁄2 percent—Gas wells, oil wells. 
(ii) 23 percent—Sulfur, uranium. 
(iii) 15 percent—Ball clay, bentonite, 

china clay, metal mines, 1 sagger clay, 
rock asphalt, vermiculite. 

(iv) 10 percent—Asbestos, 1 brucite, 
coal, lignite, perlite, sodium chloride, 
wollastonite. 

(v) 5 percent—Brick and tile clay, 
gravel, mollusk shells (including clam 
shells and oyster shells), peat, pumice, 
sand, scoria, shale, stone (except di-
mension or ornamental stone). If from 
brine wells—Bromine, calcium chlo-
ride, magnesium chloride. 

(2) Production from United States de-
posits. A rate of 23 percent is applicable 
to the minerals listed in this subpara-
graph if 2 produced from deposits with-
in the United States: 3 

Anorthosite. 2 
Asbestos. 
Bauxite. 
Beryl. 3 
Celestite. 
Chromite. 
Corundum. 
Fluorspar. 
Graphite. 

Ilmenite. 
Kyanite. 
Mica. 
Olivine. 
Quartz crystals 

(radio grade). 
Rutile. 
Block Steatite talc. 
Zircon. 

Ores of the following metals— 
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5 Applicable only for taxable years begin-
ning before January 1, 1964. 

6 Not applicable for taxable years begin-
ning after December 31, 1960. 

7 The 15-percent rate is applicable only to 
stone used or sold for use by the mine owner 
or operator as dimension stone or orna-
mental stone. 

Antimony. 
Beryllium. 4 
Bismuth. 
Cadmium. 
Cobalt. 
Columbium. 
Lead 
Lithium. 
Manganese. 
Mercury. 
Nickel. 

Platinum. 
latinum group 

metals. 
Tantalum. 
Thorium. 
Tin. 
Titanium. 
Tungsten. 
Vanadium. 
Zinc. 

(3) Other minerals. A rate of 15 percent 
is applicable to the minerals listed in 
this subparagraph regardless of the 
situs of the deposits from which the 
minerals are produced, provided the 
minerals are not used or sold for use by 
the mine owner or operator as rip rap, 
ballast, road material, rubble, concrete 
aggregates, or for similar purposes. If, 
however, such minerals are sold or used 
for the purposes described in the pre-
ceding sentence, a rate of 5 percent is 
applicable to any of such minerals un-
less sold on bid in direct competition 
with a bona fide bid to sell any of the 
minerals listed in subdivision (iii) of 
subparagraph (1) of this paragraph, in 
which case the rate is 15 percent. In ad-
dition, the provisions of this subpara-
graph are not applicable with respect 
to any of the minerals listed herein if 
the rate prescribed in subparagraph (2) 
of this paragraph is applicable. 

Aplite. 
Barite. 
Bauxite. 
Beryl. 5 
Borax. 
Calcium carbonates. 

Clay, refractory and 
fire. 6 

Diatomaceous earth. 
Dolomite. 
Fedlspar. 
Flake Graphite. 

(4) For purposes of this section, the 
term all other minerals does not include 
(i) soil, sod, dirt, turf, water, or 
mosses; or (ii) minerals from sea water, 
the air, or similar inexhaustible 
sources. However, the term all other 
minerals is not limited in meaning to 
the minerals listed in section 613(b), 
but includes all other minerals (except 
those to which a specific percentage 
rate applies under subparagraphs (1), 
(2), (3), (4), and (5) of section 613(b)): 
For example, gypsum, novaculite, nat-
ural mineral pigments, quartz sand and 

quartz pebbles, graphite and kyanite (if 
section 613(b)(2)(B) does not apply), and 
anorthosite to the extent that alumina 
and aluminum compounds are not ex-
tracted therefrom. The 15–percent rate 
applies to such all other minerals when 
used or sold for use by the mine owner 
or operator for purposes other than as 
rip rap, ballast, road material, rubble, 
concrete aggregates, or for similar pur-
poses. When any such minerals are 
used or sold for use by the mine owner 
or operator as rip rap, ballast, road ma-
terial, rubble, concrete aggregates, or 
for similar purposes, the 5–percent rate 
applies except that, when sold for such 
use by the mine owner or operator on a 
bid in direct competition with a bona 
fide bid to sell a mineral listed in sec-
tion 613(b)(3), the 15-percent rate ap-
plies. For example, limestone sold on a 
bid in direct competition with a bona 
fide bid to sell rock asphalt for road 
building purposes may be entitled to a 
15-percent rate. In every case the tax-
payer must establish to the satisfac-
tion of the district director that there 
was a bona fide bid to sell a mineral 
listed under section 613(b)(3) by a per-
son other than the taxpayer, and that 
the mineral sold by the taxpayer was 
sold on a bid in direct competition with 
such bona fide bid to sell such other 
material. 7 

Fluorspar 
Fullers earth. 
Barnet. 
Gilsonite. 
Granite 
Lepidolite. 
Limestone. 
Magnesite. 
Magnesium 

carbonates 
Marble. 
Mica 
Phosphate rock. 

Potash. 
Quartzite. 
Slate. 
Soapstone. 
Spodumene. 
Stone (dimension or 7 

ornamental). 
Talc (including 

pyrophyllite). 
Thernardite. 
Tripoli. 
Trona. 
All other minerals 

(b) Definition of terms. (1) For pur-
poses of this section, the minerals indi-
cated below shall have the following 
meanings: 

(i) Clay, brick and tile—Clay used or 
sold for use in the manufacture of com-
mon brick, drain and roofing tile, 
sewer pipe, flower pots, and kindred 
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products (other than clay specifically 
identified as a clay for which a 15 per-
cent rate of percentage allowance is 
provided). 

(ii) Clay, refractory and fire—Clay 
which has a pyrometric cone equiva-
lent of 19 or higher. 

(iii) Pumice—All pumice including 
pumicite. 

(iv) Scoria—Only scoria produced 
from natural deposits. 

(2) For purposes of this section, the 
term United States means the States 
and the District of Columbia. See sec-
tion 7701(a)(9). 

(3) For purposes of this section, the 
term dimension stone means blocks and 
slabs of natural stone, subsequently 
cut to definite shapes and sizes and 
used or sold for such uses as building 
stone (excluding rubble), monumental 
stone, paving blocks, curbing and flag-
ging. For purposes of this section, orna-
mental stone means blocks and slabs of 
natural stone, subsequently cut to defi-
nite shapes and sizes and used or sold 
for use for making ornaments or stat-
ues. 

(c) Rules for application of paragraph 
(a) of this section. (1) In no case may the 
allowance for depletion computed upon 
the basis of a percentage of gross in-
come from the property exceed 50 per-
cent of the taxpayer’s taxable income 
from the property (computed without 
allowance for depletion). For rules re-
lating to the computation of such tax-
able income, see § 1.613–5. 

(2) In cases in which there are pro-
duced from a mineral property two or 
more minerals, each entitled to a dif-
ferent percentage depletion rate under 
section 613(b) and this section or any of 
which is entitled to cost depletion 
only, the percentage depletion allow-
ance is the sum of the results obtained 
by applying the percentage applicable 
to each mineral (zero, if not entitled to 
percentage depletion) to the gross in-
come from the property attributable to 
such mineral. The sum so computed is 
subject to the limitation provided in 
section 613(a) and § 1.613–1, that is, 50 
percent of the taxpayer’s taxable in-
come from the property (computed 
without allowance for depletion). Such 
taxable income (computed in accord-
ance with § 1.613–4) is the total taxable 
income resulting from the sale of all 

minerals produced from the mineral 
property (as defined in section 614 and 
the regulations thereunder). The provi-
sions of this subparagraph may be il-
lustrated by the following examples: 

Example 1. Pyrite, an iron sulfide, may be 
sold for either its sulfur content or its iron 
content, or both. Sulfur is entitled to a per-
centage depletion deduction based on 23 per-
cent of gross income from the property 
whereas the percentage depletion deduction 
for iron is based on 15 percent of such gross 
income. Therefore, in the case of a taxpayer 
who sells pyrite for both its sulfur and iron 
content, 23 percent of his gross income from 
sulfur plus 15 percent of his gross income 
from iron would be his maximum allowable 
percentage depletion deduction. However, 
this maximum deduction would be subject to 
the limitation provided for in section 613(a), 
i.e., 50 percent of taxable income from the prop-
erty (computed without allowance for deple-
tion), such taxable income being the overall 
taxable income resulting from the sale of 
both minerals contained in the deposit. 

Example 2. Oil and gas are produced from a 
single mineral property of a taxpayer who 
operates a retail outlet for the sale of oil 
products within the meaning of section 
613A(d)(2). The taxpayer is not entitled to 
percentage depletion on the gross income at-
tributable to the oil, but is entitled to per-
centage depletion on the gross income at-
tributable to gas which is regulated gas 
under section 613A(b)(2)(B). Accordingly, the 
taxpayer’s maximum allowable percentage 
depletion deduction would be zero percent of 
gross income from the property with respect 
to oil, plus 22 percent (see section 613A(b)(1)) 
of gross income from the property with re-
spect to gas. This maximum deduction would 
be subject to the limitation provided for in 
section 613(a), i.e., 50 percent of taxable in-
come from the property (computed without al-
lowance for depletion), such taxable income 
being the overall taxable income resulting 
from the sale of both oil and gas. However, in 
the case of oil or gas production which quali-
fies for percentage depletion under section 
613A(c), see the special allocation rules con-
tained in section 613A(c)(7) (C) and (E) and 
§ 1.613A–4. 

(3) Except as provided in section 
613(d) and the regulations thereunder 
relating to special rules for deter-
mining rates of depletion for taxable 
years ending after December 31, 1953, to 
which the Internal Revenue Code of 
1939 applies: 

(i) The percentage rates set forth in 
this section are applicable only for tax-
able years beginning after December 31, 
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1953, and ending after August 16, 1954; 
and 

(ii) The percentage rates set forth in 
26 CFR (1939) 39.23(m)–5 (Regulations 
118) are applicable for taxable years be-
ginning before January 1, 1954, or end-
ing before August 17, 1954. 

(4) Percentage depletion is not allow-
able with respect to the income from a 
disposal of coal (including lignite) or 
domestic iron ore (as defined in para-
graph (e) of § 1.631–3) with a retained 
economic interest to the extent that 
such income is treated as from a sale of 
coal or iron ore under section 631(c) 
and § 1.631–3. Rents or royalties paid or 
incurred by a taxpayer with respect to 
coal (including lignite) or domestic 
iron ore shall be excluded by such tax-
payer in determining gross income from 
the property without regard to the 
treatment under section 631(c) of such 
rents and royalties in the hands of the 
recipient. 

(5)(i) In all cases there shall be ex-
cluded in determining the gross income 
from the property an amount equal to 
any rents or royalties (which are de-
pletable income to the payee) which 
are paid or incurred by the taxpayer in 
respect of the property and are not oth-
erwise excluded from gross income from 
the property. The following example il-
lustrates this rule: 

Example. A leases coal-bearing lands to B 
on condition that B will annually pay a roy-
alty of 25 cents a ton on coal mined and sold 
by B. During the year 1956, B mines and sells 
f.o.b. mine 100,000 tons of coal for $600,000. In 
computing gross income from the property for 
the year 1956, B will exclude $25,000 (100,000 
tons×$0.25) in computing his allowable per-
centage depletion deduction. B’s allowable 
percentage depletion deduction (without ref-
erence to the limitation based on taxable in-
come from the property) for the year 1956 
will be $57,500 (($600,000¥$25,000)×10 percent). 

(ii) If bonus payments have been paid 
in respect of the property in any tax-
able year or any prior taxable years, 
there shall be excluded in determining 
the gross income from the property, an 
amount equal to that part of such pay-
ments which is allocable to the product 
sold (or otherwise giving rise to gross 
income) for the taxable year. For pur-
poses of the preceding sentence, bonus 
payments include payments by the les-
see with respect to a production pay-
ment which is treated as a bonus under 

section 636(c). Such a production pay-
ment is equally allocable to all mineral 
from the mineral property burdened 
thereby. The following examples illus-
trate the provisions of this subdivision: 

Example 1. In 1956, A leases oil bearing 
lands to B, receiving $200,000 as a bonus and 
reserving a royalty of one-eighth of the pro-
ceeds of all oil produced and sold. It is esti-
mated at the time the lease is entered into 
that there are 1,000,000 barrels of oil recover-
able. In 1956, B produces and sells 100,000 bar-
rels for $240,000. In computing his gross in-
come from the property for the year 1956, B 
will exclude $30,000 (1⁄8 of $240,000), the roy-
alty paid to A, and $20,000 (100,000 bbls. sold/ 
1,000,000 bbls. estimated to be available × 
$200,000 bonus), the portion of the bonus allo-
cable to the oil produced and sold during the 
year. However, in computing B’s taxable in-
come under section 63, the $20,000 attrib-
utable to the bonus payment shall not be ei-
ther excluded or deducted from B’s gross in-
come computed under section 61. (See para-
graph (a)(3) of § 1.612–3.) 

Example 2. In 1971, C leases to D oil bearing 
lands estimated to contain 1,000,000 barrels 
of oil, reserving a royalty of one-eighth of 
the proceeds of all oil produced and sold and 
a $500,000 production payment payable out of 
50 percent of the first oil produced and sold 
attributable to the seven-eighths operating 
interest. In 1972, D produces and sells 100,000 
barrels of oil. In computing his gross income 
from the property for the year 1972, D will ex-
clude, in addition to the royalty paid to C, 
$50,000 (100,000 bbls. sold/1,000,000 bbls. esti-
mated to be available × $500,000 treated under 
section 636(c) as a bonus), the portion of the 
production payment allocable to the oil pro-
duced and sold during the taxable year. How-
ever, in computing D’s taxable income under 
section 63, the $50,000 attributable to the re-
tained production payment shall not be ei-
ther excluded or deducted from D’s gross in-
come computed under section 61. 

(iii) If advanced royalties have been 
paid in respect of the property in any 
taxable year, the amount excluded 
from gross income from the property of 
the payor for the current taxable year 
on account of such payment, shall be 
an amount equal to the deduction for 
such taxable year taken on account of 
such payment pursuant to paragraph 
(b)(3) of § 1.612–3. 

Example. If B in example 2 in paragraph 
(b)(4) of § 1.612–3, elects to deduct in 1956 the 
$10,000 paid to A in that year, he must ex-
clude the same amount from gross income 
from the property in 1956; however, if B elects 
to defer the deduction until 1957 when he 
mined and sold the mineral, he must exclude 
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the $10,000 from gross income from the property 
in 1957. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 6841, 30 FR 9306, July 27, 
1965; T.D. 7170, 37 FR 5374, Mar. 15, 1972; T.D. 
7261, 38 FR 5467, Mar. 1, 1973; T.D. 7487, 42 FR 
24263, May 13, 1977] 

§ 1.613–3 Gross income from the prop-
erty. 

Oil and gas wells. In the case of oil 
and gas wells, gross income from the 
property, as used in section 613(c)(1), 
means the amount for which the tax-
payer sells the oil or gas in the imme-
diate vicinity of the well. If the oil or 
gas is not sold on the premises but is 
manufactured or converted into a re-
fined product prior to sale, or is trans-
ported from the premises prior to sale, 
the gross income from the property 
shall be assumed to be equivalent to 
the representative market or filed 
price of the oil or gas before conversion 
or transportation. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 6965, 33 FR 10692, July 26, 
1968; T.D. 8474, 58 FR 25557, Apr. 27, 1993] 

§ 1.613–4 Gross income from the prop-
erty in the case of minerals other 
than oil and gas. 

(a) In general. The rules contained in 
this section are applicable to the deter-
mination of gross income from the 
property in the case of minerals other 
than oil and gas and the rules con-
tained in § 1.613–3 are not applicable to 
such determination, notwithstanding 
provisions to the contrary in § 1.613–3. 
The term gross income from the property, 
as used in section 613(c)(1), means, in 
the case of a mineral property other 
than an oil or gas property, gross in-
come from mining. Gross income from 
mining is that amount of income which 
is attributable to the extraction of the 
ores or minerals from the ground and 
the application of mining processes, in-
cluding mining transportation. For the 
purpose of this section, ordinary treat-
ment processes (applicable to the tax-
able years beginning before January 1, 
1961) and treatment processes considered 
as mining (applicable to the taxable 
years beginning after December 31, 
1960) will be referred to as mining proc-
esses. Processes, including packaging 
and transportation, which do not qual-

ify as mining will be referred to as non-
mining processes. Also for the purpose of 
this section, transportation which 
qualifies as mining will be referred to as 
mining transportation and transpor-
tation which does not qualify as mining 
will be referred to as nonmining trans-
portation. See paragraph (f) of this sec-
tion for the definition of the term min-
ing and paragraph (g) of this section for 
rules relating to nonmining processes. 

(b) Sales prior to the application of non-
mining processes including nonmining 
transportation. (1) Subject to the ad-
justments required by paragraph (e)(1) 
of this section, gross income from min-
ing means (except as provided in sub-
paragraph (2) of this paragraph) the ac-
tual amount for which the ore or min-
eral is sold if the taxpayer sells the ore 
or mineral: 

(i) As it emerges from the mine, prior 
to the application of any process other 
than a mining process or any transpor-
tation, or 

(ii) After application of only mining 
processes, including mining transpor-
tation, and before any nonmining 
transportation 

If the taxpayer sells his ore or mineral 
in more than one form, and if only 
mining processes are applied to the ore 
or mineral, gross income from mining 
is the actual amount for which the var-
ious forms of the ore or mineral are 
sold, after any adjustments required by 
paragraph (e)(1) of this section. For ex-
ample, if, at his mine or quarry, a tax-
payer sells several sizes of crushed gyp-
sum and also sells gypsum fines pro-
duced as an incidental byproduct of his 
crushing operations, without applying 
any nonmining processes, gross income 
from mining will ordinarily be the 
total amount for which such crushed 
gypsum and fines are actually sold. See 
paragraphs (f) and (g) of this section 
for provisions defining mining and non-
mining processes for various minerals. 

(2) In the case of sales between mem-
bers of a controlled group (including 
sales as to which the district director 
exercises his authority under section 
482 and the regulations thereunder), 
the prices for such sales (which shall be 
deemed to be the actual amount for 
which the ore or mineral is sold) shall 
be determined, if possible, by use of the 
representative market or field price 
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method, as described in paragraph (c) 
of this section; otherwise such prices 
shall be determined by the appropriate 
pricing method as provided in para-
graph (d)(1) of this section. For the 
definitions of the terms controlled and 
group, see paragraph (j) (1) and (2) of 
this section. 

(c) Cases where a representative market 
or field price for the taxpayer’s ore or 
mineral can be ascertained—(1) General 
rule. If the taxpayer processes the ore 
or mineral before sale by the applica-
tion of nonmining processes (including 
nonmining transportation), or uses it 
in his operations, gross income from 
mining shall be computed by use of the 
representative market or field price of 
an ore or mineral of like kind and 
grade as the taxpayer’s ore or mineral 
after the application of the mining 
processes actually applied (if any), in-
cluding mining transportation (if any), 
and before any nonmining transpor-
tation, subject to any adjustments re-
quired by paragraph (e)(1) of this sec-
tion. See paragraph (e)(2)(i) of this sec-
tion for certain other situations in 
which this paragraph shall apply. The 
objective in computing gross income 
from mining by the representative 
market or field price method is to as-
certain, on the basis of an analysis of 
actual competitive sales by the tax-
payer or others, the dollar figure or 
amount which most nearly represents 
the approximate price at which the 
taxpayer, in light of market condi-
tions, could have sold his ores or min-
erals if, prior to the application of non-
mining processes, the taxpayer had 
sold the quantities and types of ores 
and minerals to which he applied non-
mining processes. If it is possible to de-
termine a market or field price under 
the provisions of this paragraph, and if 
that price is determined to be rep-
resentative, the taxpayer’s gross in-
come from mining shall be determined 
on the basis of that price and not under 
the provisions of paragraph (d) of this 
section. The taxpayer’s own actual 
sales prices for ores or minerals of like 
kind and grade shall be taken into ac-
count when establishing market or 
field prices, provided that those sales 
are determined to be representative. 

(2) Criteria for determining whether an 
ore or mineral is of like kind and grade as 

the taxpayer’s ore or mineral. An ore or 
mineral will be considered to be of like 
kind and grade as the taxpayer’s ore or 
mineral if, in common commercial 
practice, it is sufficiently similar in 
chemical, mineralogical, or physical 
characteristics to the taxpayer’s ore or 
mineral that it is used, or is commer-
cially suitable for use, for essentially 
the same purposes as the uses to which 
the taxpayer’s ore or mineral is put. 
Whether an ore or mineral is of like 
kind and grade as the taxpayer’s ore or 
mineral will generally be determined 
by reference to industrial or commer-
cial specifications and by consideration 
of chemical and physical data relating 
to the minerals and deposits in ques-
tion. The fact that the taxpayer applies 
slightly different size reduction proc-
esses, or the fact that the taxpayer 
uses slightly different benefication 
processes, or the fact that the taxpayer 
sells his ore or mineral for different 
purposes, will not, in itself, prevent an-
other person’s ore or mineral from 
being considered to be of like kind and 
grade as the taxpayer’s ore or mineral. 
On the other hand, the fact that the 
taxpayer’s ore or mineral is suitable 
for the same general commercial use as 
another person’s ore or mineral will 
not cause the two ores or minerals to 
be considered to be of like kind and 
grade if the desirable natural constitu-
ents of the two ores or minerals are 
markedly different substances. For ex-
ample, anthracite coal will not be con-
sidered to be of like kind as bituminous 
coal merely because both types of coal 
can be used as fuel. Similarly, bitu-
minous coal which does not possess 
coking qualities will not be considered 
to be of like grade as bituminous cok-
ing coal. However, in the case of a tax-
payer who mines and uses his bitu-
minous coal in the production of coke, 
all bituminous coals in the same mar-
keting area will be considered to be of 
like kind, and all such bituminous 
coals having the same or similar cok-
ing quality suitable for commercial use 
by coke producers will be considered to 
be of like grade as the coal mined and 
used by the taxpayer 

Fine distinctions between various 
grades of minerals are to be avoided 
unless those distinctions are clearly 
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shown to have genuine commercial sig-
nificance. 

(3) Factors to be considered in deter-
mining the representative market or field 
price for the taxpayer’s ore or mineral. In 
determining the representative market 
or field price for the taxpayer’s ore or 
mineral, consideration shall be given 
only to prices of ores or minerals of 
like kind and grade as the taxpayer’s 
ore or mineral and with which, under 
commercially accepted standards, the 
taxpayer’s ore or mineral would be con-
sidered to be in competition if it were 
sold under the conditions described in 
paragraph (b)(1) of this section. A 
weighted average of the competitive 
selling prices of ores or minerals of 
like kind and grade as the taxpayer’s, 
beneficiated only by mining processes, 
if any, in the relevant markets, al-
though not determinative of the rep-
resentative market or field price, is an 
important factor in the determination 
of that price. The taxpayer’s own com-
petitive sales prices for minerals which 
have been subjected only to mining 
processes shall be taken into account 
in computing such a weighted average. 
For purposes of the preceding sentence, 
if the district director has exercised his 
authority under section 482 and the 
regulations thereunder and has deter-
mined the appropriate price with re-
spect to specific sales transactions by 
the taxpayer, that price shall be 
deemed to be a competitive sales price 
for those transactions. Sales or pur-
chases, including the taxpayer’s, of 
ores or minerals of like kind and grade 
as the taxpayer’s, will be taken into 
consideration in determining the rep-
resentative market or field price for 
the taxpayer’s ore or mineral only if 
those sales or purchases are the result 
of competitive transactions. The iden-
tity of the taxpayer’s relevant markets 
(including their accessibility to the 
taxpayer), and the representative mar-
ket or field price within those markets, 
are necessarily factual determinations 
to be made on the basis of the facts and 
circumstances of each individual case. 
For the purpose of determining the rep-
resentative market or field price for 
the taxpayer’s ore or mineral, excep-
tional, insignificant, unusual, tie-in, or 
accommodation sales shall be dis-
regarded. Except as provided above, 

representative market or field prices 
shall not be determined by reference to 
prices established between members of 
a controlled group. See paragraph (j) of 
this section for the definitions of the 
terms controlled and group. 

(4) Use of prices of mineral of different 
grade. If there is no representative 
market or field price for a mineral of 
like kind and grade as the taxpayer’s, 
representative market or field prices 
for an ore or mineral which is of like 
kind but which is not of like grade as 
his ore or mineral may be used, with 
appropriate adjustments for differences 
in mineral content. Representative 
market or field prices of an ore or min-
eral of like kind but not of like grade 
may be used only if such adjustments 
are readily ascertainable. For example, 
it may be appropriate in a particular 
case to establish the representative 
market or field price for an ore having 
50 percent X mineral content by ref-
erence to the representative market or 
field price for the same kind of ore hav-
ing 60 percent X mineral content with 
an appropriate adjustment for the dif-
ferences in the valuable mineral con-
tent of the two ores, any differences in 
processing costs attributable to impu-
rities, and any other relevant factors. 

(5) Information to be furnished by a 
taxpayer computing gross income from 
mining by use of a representative market 
or field price. A taxpayer who computes 
his gross income from mining pursuant 
to the provisions of this paragraph 
shall attach to his return a summary 
statement indicating the prices used by 
him in computing gross income from 
mining under this paragraph and the 
source of his information as to those 
prices, and the relevant supporting 
data shall be assembled, segregated, 
and made readily available at the tax-
payer’s principal place of business. 

(6) Limitation on gross income from 
mining computed under the provisions of 
this paragraph. It shall be presumed 
that a price is not a representative 
market or field price for the taxpayer’s 
ore or mineral if the sum of such price 
plus the total of all costs of the non-
mining processes (including nonmining 
transportation) which the taxpayer ap-
plies to his ore or mineral regularly ex-
ceeds the taxpayer’s actual sales price 
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of his product. For example, if on a reg-
ular basis the total of all costs of non-
mining processes applied by the tax-
payer to coal for the purpose of making 
coke is $12 per ton, and if the tax-
payer’s actual sale price for such coke 
is $18 per ton, a price of $7 per ton 
would not be a representative market 
or field price for the taxpayer’s coal 
which is used for making coke. In order 
to rebut the presumption set forth in 
the first sentence of this subparagraph, 
it must be established that the loss on 
nonmining operations is directly at-
tributable to unusual, peculiar and 
nonrecurring factors rather than to the 
use of a market or field price which is 
not representative. For example, the 
first sentence of this subparagraph 
shall not apply if the taxpayer estab-
lishes in an appropriate case that the 
loss on nonmining operations is di-
rectly attributable to an event such as 
a fire, flood, explosion, earthquake, or 
strike. 

(d) Cases where a representative market 
or field price cannot be ascertained—(1) 
General rule. (i) If it is impossible to de-
termine a representative market or 
field price as described in paragraph (c) 
of this section then, except as provided 
in subdivision (ii) of this subparagraph, 
gross income from mining shall be 
computed by use of the proportionate 
profits method as set forth in subpara-
graph (4) of this paragraph. A method 
of computing gross income from min-
ing under the provisions of this para-
graph shall not be deemed to be a 
method of accounting for purposes of 
paragraph (e) of § 1.446–1. 

(ii)(a) The Office of the Assistant 
Commissioner (Technical) may deter-
mine that a method of computation is 
more appropriate than the propor-
tionate profits method or the method 
being used by the taxpayer. The tax-
payer may request such a determina-
tion (see (d) of this subdivision (ii)). If 
the taxpayer is using a method of com-
putation which has been determined by 
the Office of Assistant Commissioner 
(Technical) to be more appropriate 
than the proportionate profits method, 
such method shall continue to be used 
until it is determined by the Office of 
Assistant Commissioner (Technical) 
that either the proportionate profits 

method or another method is more ap-
propriate. 

(b) The proportionate profits method 
is more appropriate than the method 
being used under (a) if, under the par-
ticular facts and circumstances, the 
method being used under (a) consist-
ently fails to clearly reflect gross in-
come from mining and the propor-
tionate profits method more clearly re-
flects gross income from mining for the 
taxable year. 

(c) An alternative method (a method 
other than the method being used 
under (a) (if any) and the proportionate 
profits method) is more appropriate 
than the method being used under (a) 
(if any) and the proportionate profits 
method if, under the particular facts 
and circumstances, the latter methods 
consistently fail to clearly reflect 
gross income from mining, and the al-
ternative method being considered 
more clearly reflects gross income 
from mining on a consistent basis than 
the method being used under (a) (if 
any) and the proportionate profits 
method. When determining whether a 
method of computation clearly reflects 
gross income from mining, it is rel-
evant to compare the gross income 
from mining produced by such method 
with the gross income from mining, on 
an equivalent amount of production, 
which results from the computation 
methods used by competitors. When de-
termining the acceptability of pro-
posed alternative methods, primary 
consideration will be given to com-
putation methods based upon rep-
resentative charges for ores, minerals, 
products, or services. See paragraph (c) 
of this section for principles deter-
mining the representative character of 
a charge. 

(d) Application for permission to 
compute gross income from mining by 
use of an alternative method shall be 
made by submitting a request to the 
Commissioner of Internal Revenue, At-
tention: Assistant Commissioner 
(Technical), Washington, DC 20224. 

(e) Among the alternative methods of 
computation to which consideration 
will be given, provided that the re-
quirements of this subdivision (ii) are 
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met, are the methods listed in subpara-
graphs (5), (6), and (7) of this para-
graph. The order in which these meth-
ods are listed is not significant, and 
the listing of these methods does not 
preclude a request to make use of a 
method which is not listed. 

(iii) Approval and continued use of 
any method of computation under this 
paragraph depends upon all the facts 
and circumstances in each case, and 
shall be subject to such terms and con-
ditions as may be necessary in the 
opinion of the Commissioner to reflect 
clearly the gross income from mining. 
Accordingly, the use of such a method 
for any taxable year shall be subject to 
review and change. 

(2) Costs to be used in computing gross 
income from mining by use of methods 
based on the taxpayer’s costs. In deter-
mining the taxpayer’s gross income 
from mining by use of methods based 
on the taxpayer’s costs, only costs ac-
tually paid or incurred shall be taken 
into consideration. In general, if the 
taxpayer has consistently employed a 
reasonable method of determining the 
costs of the various individual phases 
of his mining and nonmining processes 
(such as extraction, loading for ship-
ment, calcining, packaging, etc.), such 
method shall not be disturbed. The 
amount of any particular item to be 
taken into account shall, for taxable 
years beginning after November 30, 
1968, be the amount used in deter-
mining the taxpayer’s income for tax 
purposes. For example, the deprecia-
tion lives, methods, and records used 
for tax purposes, if different from those 
used for book purposes, shall be the 
basis for determining the amount of de-
preciation to be used. However, a tax-
payer may continue to use a reasonable 
method for determining those costs on 
the basis of the amounts computed for 
cost control or similar financial or ac-
counting books and records if that 
method has been used consistently and 
is applied to the determination of all 
those costs. 

(3) Treatment of particular items in 
computing gross income from the mining 
by use of methods based on the taxpayer’s 
costs. (i) Except as specifically provided 
elsewhere in this section, when deter-
mining gross income from mining by 
use of methods based on the taxpayer’s 

costs, the costs attributable to mining 
transportation shall be treated as min-
ing costs, and the costs attributable to 
nonmining transportation shall be 
treated as nonmining costs. Accord-
ingly, except as specifically provided 
elsewhere in this section, all profits at-
tributable to mining transportation 
shall be treated as mining profits, and 
all profits attributable to nonmining 
transportation shall be treated as non-
mining profits. For this purpose, min-
ing transportation means so much of 
the transportation of ores or minerals 
(whether or not by common carrier) 
from the point of extraction from the 
ground to plants or mills in which 
other mining processes are applied 
thereto as is not in excess of 50 miles 
or, if the taxpayer files an application 
pursuant to paragraph (h) of this sec-
tion and the Commissioner finds that 
both the physical and other require-
ments are such that the ores or min-
erals must be transported a greater dis-
tance to such plants or mills, the 
transportation over the greater dis-
tance. Further, for this purpose, non-
mining transportation includes the 
transportation (whether or not by com-
mon carrier) of ores, minerals, or the 
products produced therefrom, from the 
point of extraction from the ground to 
nonmining facilities, or from a mining 
facility to a nonmining facility, or 
from one nonmining facility to an-
other, or from a nonmining facility to 
the customers who purchase the tax-
payer’s first marketable product or 
group of products. See paragraph (e)(2) 
of this section for provisions relating 
to purchased transportation to the cus-
tomer and paragraph (g)(3) of this sec-
tion for provisions relating to trans-
portation the primary purpose of which 
is marketing or distribution. In the ab-
sence of other methods which clearly 
reflect the costs of the various phases 
of transportation, the cost attributable 
to nonmining transportation shall be 
an amount which is in the same ratio 
to the costs incurred for the total 
transportation as the distance of the 
nonmining transportation is to the dis-
tance of the total transportation. As 
an example, where the plants or mills 
in which mining processes are applied 
to ores or minerals are in excess of 50 
miles from the point of extraction from 
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the ground (or in excess of a greater 
distance approved by the Commis-
sioner), the costs incurred for transpor-
tation to those plants or mills in ex-
cess of 50 miles (or of that greater dis-
tance) shall be treated as nonmining 
costs in determining gross income from 
mining. Accordingly, all profits attrib-
utable to that excess transportation 
are treated as nonmining profits. How-
ever, except in the case of transpor-
tation performed in conveyances owned 
or leased by the taxpayer, the pre-
ceding sentence shall apply only to 
taxable years beginning after Novem-
ber 30, 1968. 

(ii) In determining gross income from 
mining by use of methods based on the 
taxpayer’s costs, a process shall not be 
considered as a mining process to the 
extent it is applied to ores, minerals, 
or other materials with respect to 
which the taxpayer is not entitled to a 
deduction for depletion under section 
611. The costs of such nondepletable 
ores, minerals, or materials; the costs 
of the processes (including blending, 
size reduction, etc.) applied thereto; 
and the transportation costs thereof, if 
any, shall be considered as nominating 
costs in determining gross income from 
mining. If a mining process is applied 
to an admixture of depletable and non-
depletable material, the cost of the 
process and the cost of transportation, 
if any, attributable to the nondeplet-
able material shall be considered as 
nonmining costs in determining gross 
income from mining. Accordingly, all 
profits attributable thereto are treated 
as nonmining profits. In the absence of 
other methods which clearly reflect the 
cost attributable to the processing and 
transportation, if any, of the non-
depletable admixed material, that cost 
shall be deemed to be that proportion 
of the costs which the tonnage of non-
depletable material bears to the total 
tonnage of both depletable and non-
depletable material. 

(iii) In determining gross income 
from mining by use of methods based 
on the taxpayer’s costs: 

(a) The costs attributable to con-
tainers, bags, packages, pallets, and 
similar items as well as the costs of 
materials and labor attributable to 
bagging, packaging, palletizing, or 

similar operations shall be considered 
as nonmining costs. 

(b) The costs attributable to the bulk 
loading of manufactured products shall 
be considered as nonmining costs. 

(c) The costs attributable to the oper-
ation of warehouses or distribution ter-
minals for manufactured products shall 
be considered as nonmining costs 

Accordingly, all profits attributable 
thereto are treated as nonmining prof-
its. 

(iv) In computing gross income from 
mining by the use of methods based on 
the taxpayer’s costs, the principles set 
forth in paragraph (c) of § 1.613–5 shall 
apply when determining whether sell-
ing expenses and trade association dues 
are to be treated, in whole or in part, 
as mining costs or as nonmining costs. 
To the extent that selling expenses and 
trade association dues are treated as 
nonmining costs, all profits attrib-
utable thereto are treated as non-
mining profits. 

(v) See paragraph (e)(1) of this sec-
tion for provisions excluding certain 
allowances from the taxpayer’s gross 
sales and costs of his first marketable 
product or group of products. 

(4) Proportionate profits method. (i) 
The objective of the proportionate prof-
its method of computation is to ascer-
tain gross income from mining by ap-
plying the principle that each dollar of 
the total costs paid or incurred to 
produce, sell, and transport the first 
marketable product or group of prod-
ucts (as defined in subdivision (iv) of 
this subparagraph) earns the same per-
centage of profit. Accordingly, in the 
proportionate profits method no rank-
ing of costs is permissible which re-
sults in excluding or minimizing the ef-
fect of any costs incurred to produce, 
sell, and transport the first marketable 
product or group of products. For pur-
poses of this subparagraph, members of 
a controlled group shall be treated as 
divisions of a single taxpayer. See 
paragraph (j) of this section for the 
definitions of the terms controlled and 
group. 

(ii) The proportionate profits method 
of computation is applied by multi-
plying the taxpayer’s gross sales (ac-
tual or constructive) of his first mar-
ketable product or group of products 
(after making the adjustments required 
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by paragraph (e) of this section) by a 
fraction whose numerator is the sum of 
all the costs allocable to those mining 
processes which are applied to produce, 
sell, and transport the first marketable 
product or group of products, and 
whose denominator is the total of all 
the mining and nonmining costs paid 
or incurred to produce, sell, and trans-
port the first marketable product or 

group of products (after making the ad-
justments required by this paragraph 
and paragraph (e) of this section). The 
method as described herein is merely a 
restatement of the method formerly 
set forth in the second sentence of Reg-
ulations 118, section 39.23(m)–1 (e)(3) 
(1939 Code). The proportionate profits 
method of computation may be illus-
trated by the following equation: 

Mining ts

Total ts
Gross sales Gross income from ing

cos

cos
min× =

(iii) Those costs which are paid or in-
curred by the taxpayer to produce, sell, 
and transport the first marketable 
product or group of products, and 
which are not directly identifiable with 
either a particular mining process or a 
particular nonmining process shall, in 
the absence of a specific provision of 
this section providing an apportion-
ment method, be apportioned to min-
ing and to nonmining by use of a meth-
od which is reasonable under the cir-
cumstances. One method which may be 
reasonable in a particular case is an al-
location based on the proportion that 
the direct costs of mining processes 
and the direct costs of nonmining proc-
esses bear to each other. For example, 
the salary of a corporate officer en-
gaged in overseeing all of the tax-
payer’s processes is an expense which 
may reasonably be apportioned on the 
basis of the ratio between the direct 
costs of mining and nonmining proc-
esses. On the other hand, an expense 
such as workmen’s compensation pre-
miums would normally be apportioned 
on the basis of direct labor costs. For 
the rule relating to selling expenses, 
see paragraph (c)(4) of § 1.613–5. 

(iv) As used in this section, the term 
first marketable product or group of prod-
ucts means the product (or group of es-
sentially the same products) produced 
by the taxpayer as a result of the appli-
cation of nonmining processes, in the 
form or condition in which such prod-
uct or products are first marketed in 
significant quantities by the taxpayer 
or by others in the taxpayer’s mar-
keting area. For this purpose, bulk and 
packaged products are considered to be 

essentially the same product. Sales be-
tween members of a controlled group 
(as defined in paragraph (j) of this sec-
tion) shall not be considered in making 
a determination under this subdivision. 
The first marketable product or group 
of products does not include any prod-
uct which results from additional man-
ufacturing or other nonmining proc-
esses applied to the product or prod-
ucts first marketed in significant quan-
tities by the taxpayer or others in the 
taxpayer’s marketing area. For exam-
ple, if a cement manufacturer sells his 
own finished cement in bulk and bags 
and also sells concrete blocks or dry 
ready-mix aggregates containing addi-
tives, the finished cement, in bulk and 
bags, constitutes the first marketable 
product or group of products produced 
by him. Similarly, if an integrated iron 
ore and steel producer sells both pig 
iron in various sizes and rolled sheet 
iron or shapes, his first marketable 
product is the pig iron in its various 
sizes. Further, if an integrated clay 
and brick producer sells both unglazed 
bricks and tiles of various shapes and 
sizes and additionally manufactured 
bricks and tiles which are specially 
glazed, the unglazed products, both 
packaged and unpackaged, constitute 
his first marketable product or group 
of products. 

(v)(a) As used in this subparagraph, 
the term gross sales (actual or construc-
tive) means the total of the taxpayer’s 
actual competitive sales to others of 
the first marketable product or group 
of products, plus the taxpayer’s con-
structive sales of the first marketable 
product or group of products used or 

VerDate Mar<15>2010 16:41 Apr 30, 2012 Jkt 226092 PO 00000 Frm 00431 Fmt 8010 Sfmt 8010 Q:\26\26V7.TXT ofr150 PsN: PC150 E
C

08
O

C
91

.0
03

<
/M

A
T

H
>



422 

26 CFR Ch. I (4–1–12 Edition) § 1.613–4 

retained for use in his own subsequent 
operations, subject to the adjustments 
required by paragraph (e) of this sec-
tion. See (b) of this subdivision in the 
case of actual sales between members 
of controlled groups and in the case of 
constructive sales. A constructive sale 
occurs when a miner-manufacturer is 
deemed, for percentage depletion pur-
poses, to be selling the first market-
able product or group of products to 
himself. 

(b) In the case of sales between mem-
bers of a controlled group as to which 
the district director has exercised his 
authority under section 482 and the 
regulations thereunder and has deter-
mined the appropriate price with re-
spect to specific sales transactions, 
that price shall be deemed, for those 
transactions, to be the actual amount 
for which the first marketable product 
or group of products is sold for pur-
poses of this subdivision (v). In the case 
of all other sales between members of a 
controlled group, and in the case of 
constructive sales, the prices for such 
sales shall be determined by use of the 
principles set forth in paragraph (c) of 
this section, subject to the adjust-
ments required by paragraph (e) of this 
section. In the case of constructive 
sales, see paragraph (c)(4) of this sec-
tion for rules relating to information 
to be furnished by the taxpayer. 

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

Example 1. (a) Facts. A is engaged in the 
mining of a mineral to which section 613 ap-
plies and in the application thereto of non-
mining processes. During 1968, A incurred ex-
traction costs of $35,000; other mining costs 
of $56,000; $150,000 for manufacturing costs; 
$46,000 for other nonmining processes; and 
$14,000 for the company president’s salary 
and similiar costs resulting from both non-
mining and mining processes. During that 
year, A produced and sold 70,000 tons of his 
first marketable product for an actual gross 
sales price of $420,000, after the adjustments 
required by paragraph (e) of this section. A 
representative market or field price for A’s 
mineral before the application of nonmining 
processes cannot be established. 

(b) Computation. (1) The computation of A’s 
gross income from mining by use of the pro-
portionate profits method involves two 
steps. The first step is to apportion A’s costs 
to mining and to nonmining. A apportions 
the company president’s salary and similiar 

costs to mining and to nonmining in the 
manner described in the second and third 
sentences of subdivision (iii) of this subpara-
graph, and apportions his remaining costs as 
follows: 

Cost Mining Non-
mining Total 

Extraction ....................... $35,000 ................ $35,000 
Other mining processes 56,000 ................ 56,000 
Manufacturing ................ ................ $150,000 150,000 
Other nonmining proc-

esses .......................... ................ 46,000 46,000 

Subtotal .................. 91,000 196,000 287,000 
President’s salary and 

similar costs ............... 4,439 9,561 14,000 

Total costs .............. 95,439 205,561 301,000 

(2) The second step is to apply the propor-
tionate profits fraction so as to compute A’s 
gross income from mining. To do this, A first 
computes his gross sales of his first market-
able group of products, in this case $420,000. 
A multiplies his actual gross sales of $420,000 
by the proportionate profits fraction, whose 
numerator consists of his total mining costs 
($95,439) and whose denominator consists of 
his total costs ($301,000). Thus, A’s gross in-
come from mining is $133,170 (i.e., 95,439/ 
301,000ths of A’s actual gross sales of 
$420,000). 

Example 2. B, who leases a mineral prop-
erty from C, is engaged in the mining of a 
mineral to which section 613 applies and in 
the application thereto of nonmining proc-
esses. Pursuant to the terms of the lease, B 
is required to pay C 10 cents for each ton of 
mineral which B mines. During 1971, B ex-
tracted 100,000 tons of mineral. He sold his 
first marketable product for an actual gross 
sales price of $225,000 after the adjustments 
required by paragraph (e) of this section. A 
representative market or field price for B’s 
mineral before the application of nonmining 
processes cannot be established. During 1971, 
with respect to the 100,000 tons of mineral 
extracted, B incurred mining costs of $50,000 
and nonmining costs of $100,000, and paid 
$10,000 to C as C’s royalty. Since the royalty 
payment is considered to be C’s share of the 
gross income from mining under section 
613(a), it is not considered to be either a min-
ing cost or a nonmining cost of B. B’s gross 
income from mining is $65,000 under the pro-
portionate profits method, determined as fol-
lows: The $225,000 gross receipts must be 
multiplied by the proportionate profits frac-
tion which is $50,000 mining costs over 
$150,000 total costs ($50,000+$100,000 non-
mining costs). Since the resulting $75,000 is 
the total gross income from mining with re-
spect to the property, it must be allocated 
between B’s lease interest and C’s royalty in-
terest. The $10,000 paid to C must be sub-
tracted from the $75,000 leaving $65,000 which 
represents B’s gross income from mining. C’s 
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gross income from mining is the royalty he 
received or $10,000. 

(5) Representative schedule method. 
The representative schedule method is a 
pricing formula which uses representa-
tive finished product prices, penalties, 
charges and adjustments, established 
in arms-length transactions between 
unrelated parties, to determine the 
market or field price for a crude min-
eral product. The representative char-
acter of a price, penalty, charge, or ad-
justment shall be determined by apply-
ing the principles set forth in para-
graph (c) of this section. The represent-
ative schedule method is principally 
intended for use in those industries in 
which such a schedule-type pricing 
method is in general use to determine 
the price paid to unintegrated mineral 
producers for their crude mineral prod-
uct. For example, if unintegrated pro-
ducers of copper concentrate in a par-
ticular field or market customarily sell 
their product at prices which are deter-
mined in accordance with a schedule- 
type pricing formula, consideration 
will be given to the determination of 
concentrate prices for integrated cop-
per producers in accordance with the 
same pricing formula. The representa-
tive schedule method shall not be used 
if it is impossible to determine one or 
more of the elements in the representa-
tive schedule formula by reference to 
prices, penalties, charges, or adjust-
ments established in representative 
transactions between unrelated par-
ties. See paragraph (c) of this section 
for principles determining the rep-
resentative character of a charge. 

(6) Method using prices outside the tax-
payer’s market. Under the other market 
method the taxpayer uses representa-
tive market or field prices established 
outside his markets, provided that con-
ditions there are substantially the 
same as in his markets. For example, it 
may be appropriate in a particular case 
to establish the representative market 
or field price for pellets containing 60 
percent iron which are produced and 
used in market area X by reference to 
the representative market or field 
price for pellets containing 60 percent 
iron which are produced and sold in ad-
jacent market area Y, provided that 
conditions in the two marketing areas 

are shown to be substantially the 
same. 

(7) Rate of return on investment meth-
od. [Reserved] 

(e) Reductions of sales price in com-
puting gross income from mining—(1) Dis-
counts. If a taxpayer computes gross in-
come from mining under the provisions 
of paragraph (b)(1) of this section, 
trade discounts and, for taxable years 
beginning after November 30, 1968, cash 
discounts actually allowed by the tax-
payer shall be subtracted from the sale 
price of the taxpayer’s ore or mineral. 
If a taxpayer computes gross income 
from mining under the provisions of 
paragraph (c) of this section, any such 
discounts actually allowed (if not oth-
erwise taken into account) by the per-
son or persons making the sales on the 
basis of which the representative mar-
ket or field price for the taxpayer’s ore 
or mineral is to be determined shall be 
subtracted from the sale price in com-
puting such representative market or 
field price. If a taxpayer computes 
gross income from mining under the 
provisions of paragraph (d) of this sec-
tion, such discounts actually allowed 
(if not otherwise taken into account) 
shall be subtracted from the gross sales 
(actual or constructive), and shall not 
be considered a cost, of the first mar-
ketable product or group of products. 
The provisions of this subparagraph 
shall apply to arrangements which 
have the same effect as trade or cash 
discounts, regardless of the form of the 
arrangements. 

(2) Purchased transportation to the cus-
tomer. (i) A taxpayer who computes 
gross income from mining under the 
provisions of paragraph (c) of this sec-
tion and who sells his ore or mineral 
after the application of only mining 
processes but after nonmining trans-
portation shall use as the representa-
tive market or field price his delivered 
price (if otherwise representative) re-
duced by costs paid or incurred by him 
for purchased transportation to the 
customer as defined in subdivision (iii) 
of this subparagraph. If the transpor-
tation by the taxpayer is not purchased 
transportation to the customer, or if 
the taxpayer does not sell the ore or 
mineral until after the application of 
nonmining processes, and if other pro-
ducers in the taxpayer’s marketing 
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area sell significant quantities of an 
ore or mineral of like kind and grade 
after the application of only mining 
processes but after purchased transpor-
tation to the customer, the representa-
tive delivered price at which the ore or 
mineral is sold by those other pro-
ducers reduced by representative costs 
of purchased transportation to the cus-
tomer paid or incurred by those pro-
ducers shall be used by the taxpayer as 
the representative market or field 
price for his ore or mineral in applying 
paragraph (c) of this section. Further-
more, appropriate adjustments shall be 
made to take into account differences 
in mode of transportation and distance. 
When applying this subdivision, the 
representative market or field price so 
computed shall not exceed the tax-
payer’s delivered price less his actual 
costs of transportation to the cus-
tomer. For purposes of this subdivi-
sion, any delivered price shall be ad-
justed as provided in subparagraph (1) 
of this paragraph. 

(ii) If a taxpayer computes gross in-
come from mining under the provisions 
of paragraph (d) of this section, the 
cost of purchased transportation to the 
customer (as defined in subdivision (iii) 
of this subparagraph) shall be excluded 
from the gross sales of his first mar-
ketable product or group of products 
(after any adjustments required by sub-
paragraph (1) of this paragraph), and 
from the denominator of the propor-
tionate profits fraction, so as not to at-
tribute profits to the cost of that 
transportation. Similar transportation 
cost adjustments may be made, if ap-
propriate, in the case of other methods 
of computation which are based on the 
taxpayer’s costs. For the treatment of 
costs and profits attributable to trans-
portation which is not purchased trans-
portation to the customer as defined in 
subdivision (iii) of this subparagraph, 
see paragraph (d)(3)(i) of this section. 

(iii) For purposes of this section, the 
term purchased transportation to the cus-
tomer means, in general, nonmining 
transportation of the taxpayer’s min-
erals or mineral products to the cus-
tomer: 

(a) Which is not performed in convey-
ances owned or leased directly or indi-
rectly, in whole or in part, by the tax-
payer, 

(b) Which is performed solely to de-
liver the taxpayer’s minerals or min-
eral products to the customer, rather 
than to transport such minerals or 
products for packaging or other addi-
tional processing by the taxpayer 
(other than incidental storage or han-
dling), and 

(c) With respect to which the tax-
payer ordinarily does not earn any 
profit 

For purposes of the preceding sentence, 
transportation which is performed by a 
person controlling or controlled by the 
taxpayer (within the meaning of para-
graph (j)(1) of this section) shall be 
deemed to have been performed in con-
veyances owned or leased by the tax-
payer unless it is established by the 
taxpayer that the price charged by the 
controlling or controlled person for 
such transportation constitutes an 
arm’s-length charge (under the stand-
ard described in paragraph (b)(1) of 
§ 1.482–1). The term purchased transpor-
tation to the customer includes transpor-
tation to a warehouse, terminal, or dis-
tribution facility owned or operated by 
the taxpayer, provided that such trans-
portation is performed under the condi-
tions described in the first sentence of 
this subdivision. A taxpayer will not be 
deemed ordinarily to earn a profit on 
transportation merely because charges 
for the transportation are included in 
the stated selling price, rather than 
being separately stated or segregated 
from other billing. A taxpayer will not 
be deemed ordinarily to earn a profit 
on transportation if the rates for the 
transportation constitute an arm’s- 
length charge ordinarily paid by ship-
pers of the same product in similar cir-
cumstances. If a taxpayer computes 
gross income from mining under the 
provisions of paragraph (d) of this sec-
tion, the term purchased transportation 
to the customer refers to transportation 
which conforms to the other require-
ments of this subdivision and which is 
performed to transport the taxpayer’s 
first marketable product or group of 
products (as defined in paragraph 
(d)(4)(iv) of this section) rather than to 
transport minerals or mineral products 
which do not yet constitute the tax-
payer’s first marketable product or 
group of products. 
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(iv) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. A is engaged in the mining of an 
ore of mineral M and in the production and 
sale of M concentrate. A retains a portion of 
his concentrate for use in his own nonmining 
operations. During 1968, A sold 100,000 tons of 
M concentrate of ore mined and processed by 
him, which sales constituted a significant 
portion of his total production. Eighty thou-
sand tons of that concentrate were sold by A 
on the basis of a representative price (after 
adjustments required by subparagraph (1) of 
this paragraph) of $30 per ton f.o.b. mine or 
plant, resulting in gross income from mining 
of $2,400,000. The remaining 20,000 tons were 
sold by A, both directly and through termi-
nals, on the basis of a delivered price (after 
adjustments required by subparagraph (1) of 
this paragraph) at City X of $40 per ton. The 
delivered price included $15 per ton cost of 
purchased transportation from the mine or 
plant to customers in City X. The represent-
ative market or field price of the con-
centrate sold by A on the basis of a delivered 
price is $25 per ton, determined by sub-
tracting the cost of the purchased transpor-
tation to the customer ($15 per ton) from the 
delivered price for the concentrate ($40 per 
ton). Accordingly, A’s gross income from 
mining with respect to the 20,000 tons of M 
concentrate sold on a delivered basis is 
$500,000. The representative market or field 
price for the concentrate retained by A and 
used in his own nonmining operations may 
be computed by reference to the weighted av-
erage price for both A’s f.o.b. mine and A’s 
delivered sales of concentrate, with the de-
livered sales prices reduced in the manner 
described above. On this basis, the represent-
ative market or field price for the retained 
concentrate is $29 per ton. 

Example 2. B is engaged in the mining of an 
ore of mineral N and in the production of N 
concentrate. B retained all but an insignifi-
cant amount of his concentrate for use in his 
own nonmining operations. Other producers 
in B’s marketing area sell significant 
amounts of N concentrate of like kind and 
grade, both on an f.o.b. mine or plant basis 
and on a delivered basis. In this case, the 
prices for both the f.o.b. and the delivered 
sales made by other producers (after any ad-
justments required by subparagraph (1) of 
this paragraph), after reduction of the deliv-
ered prices by the cost of purchased trans-
portation to the customer, shall, if such 
prices are otherwise representative, be taken 
into account in establishing the representa-
tive market or field price for the N con-
centrate produced and used by B. 

(f) Definition of mining—(1) In general. 
The term mining includes only: 

(i) The extraction of ores or minerals 
from the ground; 

(ii) Mining processes, as described in 
subparagraphs (2) through (6) of this 
paragraph; and 

(iii) So much of the transportation 
(whether or not by common carrier) of 
ores or minerals from the point of ex-
traction of the ores or minerals from 
the ground to the plants or mills in 
which the processes referred to in sub-
division (ii) of this subparagraph are 
applied thereto as is not in excess of 50 
miles, and, if the Commissioner finds 
that both the physical and other re-
quirements are such that the ores or 
minerals must be transported a greater 
distance to such plants or mills, the 
transportation over such greater dis-
tance as the Commissioner authorizes. 
See paragraph (h) of this section for 
rules relating to the filing of applica-
tions to treat as mining any transpor-
tation in excess of 50 miles. 

(2) Definition of mining processes. (i) As 
used in subparagraph (1)(ii) of this 
paragraph, the term mining processes 
means, for taxable years beginning be-
fore January 1, 1961, the ordinary treat-
ment processes normally applied by 
mine owners or operators in order to 
obtain the commercially marketable 
mineral product or products, including 
the following processes (and the proc-
esses necessary or incidental thereto), 
and, for taxable years beginning after 
December 31, 1960, the following proc-
esses (and the processes necessary or 
incidental thereto): 

(a) In the case of coal—cleaning, 
breaking, sizing, dust allaying, treat-
ing to prevent freezing, and loading for 
shipment; 

(b) In the case of sulfur recovered by 
the Frasch process—cleaning, pumping 
to vats, cooling, breaking, and loading 
for shipment; 

(c) In the case of iron ore, bauxite, 
ball and sagger clay, rock asphalt, and 
ores or minerals which are customarily 
sold in the form of a crude mineral 
product (as defined in subparagraph 
(3)(iv) of this paragraph): 

(1) Where applied for the purpose of 
bringing to shipping grade and form (as 
defined in subparagraph (3)(iii) of this 
paragraph)—sorting, concentrating, 
sintering, and substantially equivalent 
processes, and 
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(2) Loading for shipment. 
(d) In the case of lead, zinc, copper, 

gold, silver, uranium, or fluorspar ores, 
potash, and ores or minerals which are 
not customarily sold in the form of the 
crude mineral product—crushing, 
grinding, and beneficiation by con-
centration (gravity, flotation, amal-
gamation, electrostatic, or magnetic), 
cyanidation, leaching, crystallization, 
precipitation (but not including elec-
trolytic deposition, roasting, thermal 
or electric smelting, or refining), or by 
substantially equivalent processes or 
combination of processes used in the 
separation or extraction of the product 
or products from the ore or the mineral 
or minerals from other material from 
the mine or other natural deposit; and 

(e) In the case of the following ores or 
minerals: 

(1) The furnacing of quicksilver ores, 
(2) The pulverization of talc, 
(3) The burning of magnesite, and 
(4) The sintering and nodulizing of 

phosphate rock. 
(ii) The term mining processes also in-

cludes the following processes (and, ex-
cept as otherwise provided in this sub-
division, the processes necessary or in-
cidental thereto): 

(a) For taxable years beginning after 
December 31, 1960, in the case of cal-
cium carbonates and other minerals 
when used in making cement—all proc-
esses (other than preheating the kiln 
feed) applied prior to the introduction 
of the kiln feed into the kiln, but not 
including any subsequent process; 

(b) For taxable years beginning after 
December 31, 1960, and before November 
14, 1966, in the case of clay to which 
former section 613(b)(5)(B) applied, and 
for taxable years beginning after No-
vember 13, 1966, in the case of clay to 
which section 613(b) (5) or (6) (B) ap-
plies—crushing, grinding, and sepa-
rating the clay from waste, but not in-
cluding any subsequent process; 

(c) For taxable years beginning after 
October 9, 1969, in the case of minerals 
(other than sodium chloride) extracted 
from brines pumped from a saline pe-
rennial lake (as defined in paragraph 
(b) of § 1.613–2)—the extraction of such 
minerals from the brines, but in no 
case including any further processing 
or refining of such extracted minerals; 
and 

(d) For taxable years beginning after 
December 30, 1969, in the case of oil 
shale (as defined in paragraph (b) of 
§ 1.613–2)—extraction from the ground, 
crushing, loading into the retort, and 
retorting, but in no case hydro-
genation, refining, or any other process 
subsequent to retorting. 

(iii) A process is necessary to another 
related process if it is prerequisite to 
the performance of the other process. 
For example, if the concentrating of 
low-grade iron ores to bring to shipping 
grade and form cannot be effectively 
accomplished without fine pulveriza-
tion, such pulverization shall be treat-
ed as a process which is necessary to 
the concentration process. Accord-
ingly, because concentration is a min-
ing process, such pulverization is also a 
mining process. Furthermore, if mining 
processes cannot be effectively applied 
to a mineral without storage of the 
mineral while awaiting the application 
of such processes, such storage shall be 
treated as a process which is necessary 
to the accomplishment of such mining 
processes. A process is incidental to an-
other related process if the cost thereof 
is insubstantial in relation to the cost 
of the other process, or if the process is 
merely the coincidental result of the 
application of the other process. For 
example, the sprinkling of coal, prior 
to loading for shipment, with dots of 
paper to identify the coal for trade- 
name purposes will be considered inci-
dental to the loading where the cost of 
that sprinkling is insubstantial in rela-
tion to the cost of the loading process. 
Also, where crushing of a crude min-
eral is treated as a mining process, the 
production of fines as a byproduct is 
ordinarily the coincidental result of 
the application of a mining process. If 
a taxpayer demonstrates that, as a fac-
tual matter, a particular process is 
necessary or incidental to a process 
named as a mining process in section 
613(c)(4) of this paragraph, the nec-
essary or incidental process will also be 
considered a mining process. 

(iv) The term mining does not include 
purchasing minerals from another. Ac-
cordingly, the processes listed in this 
paragraph shall be considered as min-
ing processes only to the extent that 
they are applied by a mine owner or op-
erator to an ore or mineral in respect 
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of which he is entitled to a deduction 
for depletion under section 611. The ap-
plication of these processes to pur-
chased ores, minerals, or materials 
does not constitute mining. 

(3) Processes recognized as mining for 
ores or minerals covered by section 
613(c)(4)(C). (i) As used in section 
613(c)(4)(C) and subparagraph (2)(i) (c) 
of this paragraph, the terms sorting and 
concentrating mean the process of 
eliminating substantial amounts of the 
impurities or foreign matter associated 
with the ores or minerals in their nat-
ural state, or of separating two or more 
valuable minerals or ores, without 
changing the physical or chemical 
identity of the ores or minerals. Exam-
ples of sorting and concentrating proc-
esses are hand or mechanical sorting, 
magnetic separation, gravity con-
centration, jigging, the use of shaking 
or concentrating tables, the use of spi-
ral concentrators, the use of sluices or 
sluice boxes, sink-and-float processes, 
classifiers, hydrotators and flotation 
processes. Under section 613(c)(4)(C), 
sorting and concentration will be con-
sidered mining processes only where 
they are applied to bring an ore or min-
eral to shipping grade and form. 

(ii) As used in section 613(c)(4)(C) and 
subparagraph (2)(i)(c) of this paragraph, 
the term sintering means the agglomer-
ation of fine particles by heating to a 
temperature at which incipient, but 
not complete, fusion occurs. Sintering 
will be considered a mining process 
only where it is applied to an ore or 
mineral, or a concentrate of an ore or 
mineral, as an auxiliary process nec-
essary to bring the ore or mineral to 
shipping form. A thermal action which 
is applied in the manufacture of a fin-
ished product will not be considered to 
be a mining process even though such 
thermal action may cause the agglom-
eration of fine particles by incipient 
fusion, and even though such action 
does not cause a chemical change in 
the agglomerated particles. For exam-
ple, the sintering of finely ground iron 
ore concentrate, prior to shipment 
from the concentration plant, for the 
purpose of preventing the risk of loss of 
the finely divided particles during ship-
ment is considered a mining process. 
On the other hand, for example, a heat-
ing process applied to expand or harden 

clay, shale, perlite, vermiculite, or 
other materials in the course of the 
manufacture of lightweight aggregate 
or other building materials is not con-
sidered to be a mining process. 

(iii) As used in section 613(c)(4)(C) 
and this section, to bring to shipping 
grade and form means, with respect to 
taxable years beginning after Decem-
ber 31, 1960, to bring (by the application 
of mining processes at the mine or con-
centration plant) the quality or size of 
an ore or mineral to the stage or stages 
at which the ore or mineral is shipped 
to customers or used in nonmining 
processes (as defined in paragraph (g) 
of this section) by the taxpayer. 

(iv) An ore or mineral is customarily 
sold in the form of a crude mineral prod-
uct, within the meaning of section 613 
(c)(4)(C), if a significant portion of the 
production thereof is sold or used in a 
nonmining process prior to the alter-
ation of its inherent mineral content 
by some form of beneficiation, con-
centration, or ore dressing. An ore or 
mineral does not lose its classification 
as a crude mineral product by reason of 
the fact that, before sale or use in a 
nonmining process, the ore or mineral 
may be crushed or subjected to other 
processes which do not alter its inher-
ent mineral content. Whether the por-
tion of production sold or used in the 
form of a crude mineral product is a 
significant portion of the total produc-
tion of an ore or mineral is a question 
of fact. 

(4) Type of processes recognized as min-
ing for ores or minerals covered by section 
613(c)(4)(D). Cyanidation, leaching, 
crystallization, and precipitation, 
which are listed in section 613(c)(4)(D) 
as treatment processes considered as 
mining, and the processes (or combina-
tion of processes) which are substan-
tially equivalent thereto, will be recog-
nized as mining only to the extent that 
they are applied to the taxpayer’s ore 
or mineral for the purpose of separa-
tion or extraction of the valuable min-
eral product or products from the ore, 
or for the purpose of separation or ex-
traction of the mineral or minerals 
from other material extracted from the 
mine or other natural deposit. A proc-
ess, no matter how denominated, will 
not be recognized as mining if the proc-
ess beneficiates the ore or mineral to 
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the degree that such process, in effect, 
constitutes smelting, refining, or any 
other nonmining process within the 
meaning of paragraph (g) of this sec-
tion. As used in section 613(c)(4)(D) and 
subparagraph (2)(i) (d) of this para-
graph, the term concentration has the 
meaning set forth in the first two sen-
tences of subparagraph (3)(i) of this 
paragraph. 

(5) Processes recognized as mining 
under section 613(c)(4)(I). Under the au-
thority granted the Secretary or his 
delegate in section 613(c)(4)(I), the 
processes which are described in sub-
divisions (i) through (iv) of this sub-
paragraph, and the processes necessary 
or incidental thereto, are recognized as 
mining processes for taxable years be-
ginning after December 31, 1960. The 
processes described in subdivisions (i) 
through (iv) of this subparagraph are in 
addition to the specific processes rec-
ognized as mining under section 
613(c)(4). Such additional processes are: 

(i) Crushing and grinding, but not 
fine pulverization (as defined in para-
graph (g) (6) (v) of this section); 

(ii) Size classification processes ap-
plied to the products of an allowable 
mining process; 

(iii) Drying to remove free water, 
provided that such drying does not 
change the physical or chemical iden-
tity or composition of the mineral; and 

(iv) Washing or cleaning the surface 
of mineral particles (including the 
washing of sand and gravel and the 
treatment of kaolin particles to re-
move surface stains), provided that 
such washing or cleaning does not acti-
vate or otherwise change the physical 
or chemical structure of the mineral 
particles. 

(6) In the case of a process applied 
subsequent to a nonmining process, see 
paragraph (g)(2) of this section. 

(g) Nonmining processes—(1) General 
rule. Unless they are otherwise pro-
vided for in paragraph (f) of this sec-
tion as mining processes (or are nec-
essary or incidental to processes listed 
therein), the following processes are 
not considered to be mining processes— 
electrolytic deposition, roasting, 
calcining, thermal or electric smelting, 
refining, polishing, fine pulverization, 
blending with other materials, treat-
ment effecting a chemical change, 

thermal action, and molding or shap-
ing. See subparagraph (6) of this para-
graph for definitions of certain of these 
terms. 

(2) Processes subsequent to nonmining 
processes. Notwithstanding any other 
provision of this section, a process ap-
plied subsequent to a nonmining proc-
ess (other than nonmining transpor-
tation) shall also be considered to be a 
nonmining process. Exceptions to this 
rule shall be made, however, in those 
instances in which the rule would dis-
criminate between similarly situated 
producers of the same mineral. For ex-
ample, roasting is specifically des-
ignated in subparagraph (1) of this 
paragraph as a nonmining process, but 
in the case of minerals referred to in 
section 613(c)(4)(C) sintering is recog-
nized as a mining process. If certain 
impurities in an ore can only be re-
moved by roasting in order to bring it 
to the same shipping grade and form as 
a competitive sintered ore of the same 
kind which requires no roasting, the 
subsequent sintering of the roasted ore 
will be treated as a mining process. In 
that case, however, the roasting of the 
ore will nonetheless continue to be 
treated as a nonmining process. 

(3) Transportation for the purpose of 
marketing or distribution; storage. Trans-
portation the primary purpose of which 
is marketing, distribution, or delivery 
for the application of only nonmining 
processes shall not be considered as 
mining. Nor shall transportation be 
considered as mining merely because, 
during the course of such transpor-
tation, some extraneous matter is re-
moved from the ore or mineral by the 
operation of forces of nature, such as 
evaporation, drainage, or gravity flow. 
Similarly, storage or warehousing of 
manufactured products shall not be 
considered as mining. The preceding 
sentence shall apply even though, dur-
ing the course of such storage or 
warehousing, some extraneous matter 
is removed from the ore or mineral by 
the operation of forces of nature, such 
as evaporation, drainage, or gravity 
flow. 

(4) Manufacturing, etc. The produc-
tion, packaging, distribution, and mar-
keting of manufactured products, and 
the processes necessary or incidental 
thereto, are nonmining processes. 
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(5) Transformation processes. Processes 
which effect a substantial physical or 
chemical change in a crude mineral 
product, or which transform a crude 
mineral product into new or different 
mineral products, or into refined or 
manufactured products, are nonmining 
processes except to the extent that 
such processes are allowed as mining 
processes under section 613(c) or under 
paragraph (f) of this section. 

(6) Definitions. As used in section 
613(c)(5) and this section: 

(i) The term calcining refers to proc-
esses used to expel the volatile por-
tions of a mineral by the application of 
heat, as, for example, the burning of 
carbonate rock to produce lime, the 
heating of gypsum to produce calcined 
gypsum or plaster of Paris, or the heat-
ing of clays to reduce water of crys-
tallization. 

(ii) The term thermal smelting refers 
to processes which reduce, separate, or 
remove impurities from ores or min-
erals by the application of heat, as, for 
example, the furnacing of copper con-
centrates, the heating of iron ores, con-
centrates, or pellets in a blast furnace 
to produce pig iron, or the heating of 
iron ores or concentrates in a direct re-
duction kiln to produce a feed for di-
rect conversion into steel. 

(iii) The term refining refers to proc-
esses (other than mining processes des-
ignated in section 613(c)(4) or this sec-
tion) used to eliminate impurities or 
foreign matter from smelted or par-
tially processed metallic and non-
metallic ores and minerals, as, for ex-
ample, the refining of blister copper. In 
general, a refining process is designed 
to achieve a high degree of purity by 
removing relatively small amounts of 
impurities or foreign matter from 
smelted or partially processed ores or 
minerals. 

(iv) The term polishing refers to proc-
esses used to smooth the surface of 
minerals, as, for example, sawing ap-
plied to finish rough cut blocks of 
stone, sand finishing, buffing, or other-
wise smoothing blocks of stone. 

(v) The term fine pulverization refers 
to any grinding or other size reduction 
process applied to reduce the normal 
topsize of a mineral product to less 
than .0331 inches, which is the size 
opening in a No. 20 Screen (U.S. Stand-

ard Sieve Series). A mineral product 
will be considered to have a normal 
topsize of .0331 inches if at least 98 per-
cent of the product will pass through a 
No. 20 Screen (U.S. Standard Sieve Se-
ries), provided that at least 5 percent of 
the product is retained on a No. 45 
Screen (U.S. Standard Sieve Series). 
Compliance with the normal topsize 
test may also be demonstrated by 
other tests which are shown to be rea-
sonable in the circumstances. The nor-
mal topsize test shall be applied to the 
product of the operation of each sepa-
rate and distinct piece of size reduction 
equipment utilized (such as a roller 
mill), rather than to the final products 
for sale. Fine pulverization includes 
the repeated recirculation of material 
through crushing or grinding equip-
ment to accomplish fine pulverization. 
Separating or screening the product of 
a fine pulverization process (including 
separation by air or water flotation) 
shall be treated as a nonmining proc-
ess. 

(vi) The term blending with other ma-
terials refers to processes used to blend 
different kinds of minerals with one 
another, as, for example, blending io-
dine with common salt for the purpose 
of producing iodized table salt. 

(vii) The term treatment effecting a 
chemical change refers to processes 
which transform or modify the chem-
ical composition of a crude mineral, as, 
for example, the coking of coal. The 
term does not include the use of chemi-
cals to clean the surface of mineral 
particles provided that such cleaning 
does not make any change in the phys-
ical or chemical structure of the min-
eral particles. 

(viii) The term thermal action refers 
to processes which involve the applica-
tion of artificial heat to ores or min-
erals, such as, for example, the burning 
of bricks, the coking of coal, the expan-
sion or popping of perlite, the exfolia-
tion of vermiculite, the heat treatment 
of garnet, and the heating of shale, 
clay, or slate to produce lightweight 
aggregates. The term does not include 
drying to remove free water. 

(h) Application to treat, as mining, 
transportation in excess of 50 miles. If a 
taxpayer desires to include in the com-
putation of his gross income from min-
ing transportation in excess of 50 miles 
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from the point of extraction of the 
minerals from the ground, he shall file 
an original and one copy of an applica-
tion for the inclusion of such greater 
distance with the Commissioner of In-
ternal Revenue, Washington, DC 20224. 
The application must include a state-
ment setting forth in detail the facts 
concerning the physical and other re-
quirements which prevented the con-
struction and operation of the plant (in 
which mining processes, as defined in 
paragraph (f) of this section, are ap-
plied) at a place nearer to the point of 
extraction from the ground. These 
facts must be sufficient to apprise the 
Commissioner of the exact basis of the 
application. If the taxpayer’s return is 
filed prior to receipt of notice of the 
Commissioner’s action upon the appli-
cation, a copy of such application shall 
be attached to the return. If, after an 
application is approved by the Commis-
sioner, there is a material change in 
any of the facts relied upon in such ap-
plication, a new application must be 
submitted by the taxpayer. 

(i) Extraction from waste or residue. Ex-
traction of ores or minerals from the 
ground means not only the extraction 
of ores or minerals from a deposit, but 
also the extraction by mine owners or 
operators of ores or minerals from 
waste or residue of their prior mining. 
It is immaterial whether the waste or 
residue results from the process of ex-
traction from the ground or from appli-
cation of mining processes as defined 
in paragraph (f) of this section. How-
ever, extraction of ores or minerals 
from waste or residue which results 
from processes which are not allowable 
as mining processes is not treated as 
mining. Extraction of ores or minerals 
from the ground does not include extrac-
tion of ores or minerals by the pur-
chaser of waste or residue or the pur-
chaser of the rights to extract ores or 
minerals from waste or residue. The 
term purchaser does not apply to any 
person who acquires a mineral prop-
erty, including waste or residue, in a 
tax-free exchange, such as a corporate 
reorganization, from a person who was 
entitled to a depletion allowance upon 
ores or minerals produced from such 
waste or residue, or from a person who 
would have been entitled to such deple-
tion allowance had section 613(c)(3) 

been in effect at the time of the trans-
fer. The term purchaser also does not 
apply to a lessee who has renewed a 
mineral lease if the lessee was entitled 
to a depletion allowance (or would have 
been so entitled had section 613(c)(3) 
been in effect at the time of the re-
newal) upon ores or minerals produced 
from waste or residue before renewal of 
the lease. It is not necessary, for pur-
poses of the preceding sentence, that 
the mineral lease contain an option for 
renewal. The term purchaser does in-
clude a person who acquires waste or 
residue in a taxable transaction, even 
though such waste or residue is ac-
quired merely as an incidental part of 
the entire mineral enterprise. For spe-
cial rules with respect to certain cor-
porate acquisitions referred to in sec-
tion 381(a), see section 381(c)(18) and 
the regulations thereunder. 

(j) Definition of controlled group. When 
used in this section: 

(1) The term controlled includes any 
kind of control, direct or indirect, 
whether or not legally enforceable, and 
however exercisable or exercised. It is 
the reality of the control which is deci-
sive, not its form or the mode of its ex-
ercise. A presumption of control arises 
if income or deductions have been arbi-
trarily shifted. 

(2) The term group means the organi-
zations, trades, or businesses owned or 
controlled by the same interests. 

[T.D. 7170, 37 FR 5374, Mar. 15, 1972] 

§ 1.613–5 Taxable income from the 
property. 

(a) General rule. The term taxable in-
come from the property (computed without 
allowance for depletion), as used in sec-
tion 613 and this part, means gross in-
come from the property as defined in sec-
tion 613(c) and §§ 1.613–3 and 1.613–4, less 
all allowable deductions (excluding any 
deduction for depletion) which are at-
tributable to mining processes, includ-
ing mining transportation, with re-
spect to which depletion is claimed. 
These deductible items include oper-
ating expenses, certain selling ex-
penses, administrative and financial 
overhead, depreciation, taxes deduct-
ible under section 162 or 164, losses sus-
tained, intangible drilling and develop-
ment costs, exploration and develop-
ment expenditures, etc. See paragraph 
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(c) of this section for special rules re-
lating to discounts and to certain of 
these deductible items. Expenditures 
which may be attributable both to the 
mineral property upon which depletion 
is claimed and to other activities shall 
be properly apportioned to the mineral 
property and to such other activities. 
Furthermore, where a taxpayer has 
more than one mineral property, de-
ductions which are not directly attrib-
utable to a specific mineral property 
shall be properly apportioned among 
the several properties. In determining 
the taxpayer’s taxable income from the 
property, the amount of any particular 
item to be taken into account shall be 
determined in accordance with the 
principles set forth in paragraph (d)(2) 
and (3) of § 1.613–4. 

(b) Special rule; decrease in mining ex-
penses resulting from gain recognized 
under section 1245(a)(1). (1) If during any 
taxable year beginning after December 
31, 1962, the taxpayer disposes of an 
item of section 1245 property (as de-
fined in section 1245(a)(3)) which has 
been used in connection with a mineral 
property, then for the purpose of com-
puting the taxable income from such 
mineral property for such taxable year, 
the allowable deductions taken into ac-
count with respect to expenses of min-
ing (that is, expenses attributable to a 
mineral property other than an oil and 
gas property) shall be decreased by an 
amount equal to the portion of any 
gain recognized under section 1245(a)(1) 
(relating to treatment of gain from dis-
positions of certain depreciable prop-
erty as ordinary income) which is prop-
erly allocable to such mineral property 
in respect of which the taxable income 
is being computed. The portion of such 
gain which is properly allocable to 
such mineral property shall bear the 
same ratio to the total of such gain as: 

(i) The portion of the adjustments re-
flected in the adjusted basis (as such 
term is defined in paragraph (a)(2) of 
§ 1.1245–2, relating to definition of re-
computed basis) of such section 1245 
property, which were allowable as de-
ductions from the gross income from the 
property (as defined in section 613 (c) 
and § 1.613–3) in computing the taxable 
income from such mineral property, 
bears to 

(ii) The total of the adjustments re-
flected in the adjusted basis of such sec-
tion 1245 property. 

(2) For the purposes of this para-
graph, the adjustments reflected in the 
adjusted basis of the section 1245 prop-
erty disposed of shall be deemed to 
have been taken into account in com-
puting the taxable income from the 
mineral property for any taxable year 
notwithstanding that for the taxable 
year the allowance for depletion was 
determined without reference to per-
centage depletion under section 613. 

(3) If the amount of gain described in 
subparagraph (1) of this paragraph allo-
cable to a mineral property for a tax-
able year exceeds the allowable deduc-
tions otherwise taken into account in 
computing the taxable income from 
the mineral property for the taxable 
year, the excess may not be taken into 
account in computing the taxable in-
come from the mineral property for 
any other taxable year. 

(4) To the extent that the adjust-
ments reflected in the adjusted basis of 
the section 1245 property are allocable 
to mineral property which the tax-
payer no longer owns in the taxable 
year in which he disposes of the section 
1245 property, the gain recognized 
under section 1245(a)(1) does not result 
in any tax benefit to the taxpayer 
under this paragraph since he has no 
taxable income from the mineral prop-
erty for such year. However, if a tax-
payer has, in the taxable year in which 
he disposes of an item of section 1245 
property, only a portion of the original 
mineral property to which gain de-
scribed in subparagraph (1) of this 
paragraph with respect to the section 
1245 property is properly allocable, the 
entire amount of that gain shall never-
theless be taken into account in com-
puting the taxable income of the re-
maining portion of the mineral prop-
erty. Furthermore, the fact that a min-
eral property to which section 1245 gain 
is properly allocable is (in the taxable 
year in which the taxpayer disposes of 
an item of section 1245 property) no 
longer in existence merely because the 
mineral property has been made a part 
of an aggregation or has been 
deaggregated will not result in the loss 
of tax benefits under this section. Ac-
cordingly, 
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(i) If a taxpayer has made an aggre-
gation of mineral properties (see sec-
tion 614 and the regulations there-
under), the amount of any gain de-
scribed in subparagraph (1) of this 
paragraph which is properly allocable 
to the aggregation shall include the 
portion of any gain which would be 
properly allocable to the mineral prop-
erties which existed separately prior to 
the aggregation and of which the ag-
gregation is or was composed, if the 
prior mineral properties had not been 
aggregated; and 

(ii) If a taxpayer has deaggregated a 
mineral property, the amount of any 
gain described in subparagraph (1) of 
this paragraph which is properly allo-
cable to each of the resulting mineral 
properties shall include a part of the 
portion of any gain which would be 
properly allocable to the prior aggrega-
tion if the aggregation had not been 
deaggregated, the part properly allo-
cable to each of the resulting prop-
erties being determined by allocating 
the gain between the resulting prop-
erties in the same manner as basis is 
allocated between them for tax pur-
poses (see paragraph (a)(2) of § 1.614–6 
and example 5 of subparagraph (7) of 
this paragraph). 

(5) In any case in which it is nec-
essary to determine the portion of any 
gain recognized under section 1245(a)(1) 
which is properly allocable to the min-
eral property in respect of which the 
taxable income is being computed, the 
taxpayer shall have available perma-
nent records of all the facts necessary 
to determine with reasonable accuracy 
the amount of such portion. In the ab-
sence of such records, none of the gain 
recognized under section 1245(a)(1) shall 
be allocable to such mineral property. 

(6) As used in this paragraph, the 
term mineral property has the meaning 
assigned to it by section 614 and § 1.614– 
1. 

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

Example 1. A, who uses the calendar year as 
his taxable year, operated and treated as sep-
arate properties mines Nos. 1 and 2. On Janu-
ary 1, 1963, A acquired a truck which was sec-
tion 1245 property. During 1963 and 1964 the 
truck was used 25 percent of the time at 
mine No. 1 and 75 percent of the time at 
mine No. 2. For each such year the deprecia-

tion adjustments allowed in respect of the 
truck were $800 (the amount allowable). In 
computing the taxable income from mines 
Nos. 1 and 2 for each such year, $200 (25 per-
cent of $800) of the depreciation adjustments 
was allocated by A to mine No. 1 and $600 (75 
percent of $800) to mine No. 2. Thus, for the 
2 years, the total of the depreciation adjust-
ments on the truck was $1,600, of which $400 
was allocated to mine No. 1 and $1,200 to 
mine No. 2. On January 1, 1965, A recognized 
upon sale of the truck a gain of $500 to which 
section 1245(a)(1) applied. During 1965, A did 
not recognize any other gain to which sec-
tion 1245(a)(1) applied. In computing taxable 
income from the mines for 1965, the expenses 
otherwise required to be taken into account 
are reduced by $125 (that is $400/$1,600 of $500) 
for mine No. 1 and by $375 (that is $1,200/ 
$1,600 of $500) for mine No. 2. 

Example 2. The situation is the same as in 
example 1, except that the truck in question 
is used 25 percent of the time at mine No. 1, 
and 75 percent of the time in a nonmining 
business owned by A. Accordingly, in com-
puting taxable income from A’s mines for 
1965, the expenses for mine No. 1 otherwise 
required to be taken into account are re-
duced by $125 (that is $400/$1,600 of $500), but 
no reduction is made in the expenses for 
mine No. 2, since the truck in question was 
not used in connection with that mineral 
property. 

Example 3. The situation is the same as in 
example 1, except that the truck in question 
was used exclusively at mine No. 1 in 1963. 
On January 1, 1964, the truck was transferred 
to mine No. 2, and was used exclusively at 
mine No. 2 during the remaining period prior 
to its sale. However, A continued to own and 
operate mine No. 1. For the 2 years 1963 and 
1964, the total of the depreciation adjust-
ments on the truck was $1,600, of which $800 
was allocated to mine No. 1 and $800 to mine 
No. 2. In computing taxable income from A’s 
mines for 1965, the expenses for mines Nos. 1 
and 2 otherwise required to be taken into ac-
count are reduced by $250 each (that is $800/ 
$1,600 of $500). If A had sold mine No. 1 on 
January 1, 1964, no reduction in expenses 
would be allowable as a result of the oper-
ation of the truck at mine No. 1, since A 
would no longer have owned mine No. 1 in 
the year in which the truck was sold. 

Example 4. On January 1, 1963, B, who uses 
the calendar year as his taxable year and 
who normally allocates depreciation costs to 
mines according to the percentage of time 
which the depreciable asset is used with re-
spect to the mines, acquired a truck which 
was section 1245 property. During 1963 the 
truck was used exclusively on mine No. 1, 
which B operated and treated as a separate 
property. The depreciation adjustments al-
lowed in respect of the truck for 1963 were 
$1,000 (the amount allowable), which amount 
was allocated to mine No. 1 in computing the 
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taxable income therefrom. On January 1, 
1964, B acquired and began operating mine 
No. 2 and elected under section 614(c) to ag-
gregate and treat as one property mines Nos. 
1 and 2. During 1964 B used the truck 60 per-
cent of the time for mine No. 1 and 40 per-
cent of the time for mine No. 2. For 1964 the 
depreciation adjustments allowed in respect 
of the truck were $1,000 (the amount allow-
able), which amount was allocated to the ag-
gregation of mines Nos. 1 and 2 in computing 
the taxable income therefrom. On December 
31, 1964, B sold mine No. 2. For 1965 the depre-
ciation adjustments allowed in respect to the 
truck were $1,000 (the amount allowable), 
which amount was allocated to mine No. 1 in 
computing the taxable income therefrom. On 
January 1, 1966, B recognized gain upon sale 
of the truck of $600 to which section 
1245(a)(1) applied. In computing the taxable 
income from mine No. 1 for 1966, the ex-
penses otherwise required to be taken into 
account are reduced by $600, since all the de-
preciation adjustments allowed with respect 
to the truck, including those allowed with 
respect to the use of the truck at mine No. 
2 ($400 for 1964), relate to the same mineral 
property from which B had taxable income in 
1966, the taxable year in which he sold the 
truck. 

Example 5. On January 1, 1962, A, who uses 
the calendar year as his taxable year, elected 
under section 614(c) to aggregate and treat as 
one mineral property his operating mineral 
interests in mines Nos. 1 and 2. On January 
1, 1963, A acquired a truck which was section 
1245 property, to be used at both mine No. 1 
and mine No. 2. A later elected (with the 
consent of the Commissioner) to deaggregate 
mines Nos. 1 and 2, and this deaggregation 
became effective on January 1, 1964. At the 
time of deaggregation, half of the tax basis 
of the aggregated property was allocated to 
mine No. 1, and the other half to mine No. 2. 
During each of the years 1963 and 1964, the 
truck was used 25 percent of the time on 
mine No. 1 and 75 percent of the time on 
mine No. 2, and the depreciation adjustments 
allowed in respect of the truck were $800 (the 
amount allowable). On January 1, 1965, A rec-
ognized upon sale of the truck a gain of $500 
to which section 1245(a)(1) applied. In com-
puting taxable income from A’s mines for 
1965, the expenses otherwise required to be 
taken into account are reduced by $187.50 
(that is half of $250 for 1963 and $200/$800 of 
$250 for 1964) for mine No. 1 and by $312.50 
(that is half of $250 for 1963 and $600/$800 of 
$250 for 1964) for mine No. 2. 

(c) Treatment of particular items in 
computing taxable income from the prop-
erty. In determining taxable income 
from the property under the provisions 
of paragraph (a) of this section: 

(1) Trade or cash discounts (or allow-
ances determined to have the same ef-
fect as trade or cash discounts) which 
are actually allowed to the taxpayer in 
connection with the acquisition of 
property, supplies, or services shall not 
be included in the cost of such prop-
erty, supplies, or services. 

(2) Intangible drilling and develop-
ment costs which are deducted under 
section 263(c) and § 1.612–4 shall be sub-
tracted from the gross income from the 
property. 

(3) Exploration and development ex-
penditures which are deducted for the 
taxable year under sections 615, 616, or 
617 shall be subtracted from the gross 
income from the property. 

(4)(i) Selling expenses, if any, paid or 
incurred with respect to a raw mineral 
product shall be subtracted from gross 
income from the property. See subdivi-
sion (iii) of this subparagraph for the 
definition of the term raw mineral prod-
uct. For example, the selling expenses 
paid or incurred by a producer of raw 
mineral products with respect to prod-
ucts such as crude oil, raw gas, coal, 
iron ore, or crushed dolomite shall be 
subtracted from gross income from the 
property. 

(ii) A reasonable portion of the ex-
penses of selling a refined, manufac-
tured, or fabricated product shall be 
subtracted from gross income from the 
property. Such reasonable portion shall 
be equivalent to the typical selling ex-
penses which are incurred by 
unintegrated miners or producers in 
the same mineral industry so as to 
maintain equality in the tax treatment 
of unintegrated miners or producers in 
comparison with integrated miner- 
manufacturers or producer-manufac-
turers. If unintegrated miners or pro-
ducers in the same mineral industry do 
not typically incur any selling ex-
penses, then no portion of the expenses 
of selling a refined, manufactured, or 
fabricated product shall be subtracted 
from gross income from the property 
when determining the taxpayer’s tax-
able income from the property. 

(iii) For purposes of this subpara-
graph, a product will be considered to 
be a raw mineral product if (in the case 
of oil and gas) it is sold in the imme-
diate vicinity of the well or if (in the 
case of minerals other than oil and gas) 
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it is sold under the conditions de-
scribed in paragraph (b)(1) of § 1.613–4. 
In addition, a product will be consid-
ered to be a raw mineral product if 
only insubstantial value is added to the 
product by nonmining processes (or, in 
the case of oil and gas, by conversion 
or transportation processes). For exam-
ple, in the case of a producer of crushed 
granite poultry grit, both bulk and 
bagged grit will be deemed to be a raw 
mineral product for purposes of the 
selling expense rule set forth in this 
subparagraph. 

(iv) The term selling expenses, for pur-
poses of this subparagraph, includes 
sales management salaries, rent of 
sales offices, sales clerical expenses, 
salesmen’s salaries, sales commissions 
and bonuses, advertising expenses, 
sales traveling expenses, and similar 
expenses, together with an allocable 
share of the costs of supporting serv-
ices, but the term does not include de-
livery expenses. 

(5) Taxes which are taken as a credit 
rather than as a deduction or which are 
capitalized shall not be subtracted 
from the gross income from the prop-
erty. 

(6) Trade association dues paid or in-
curred by a producer of crude oil or gas 
or a raw mineral product shall be sub-
tracted from the gross income from the 
property. See subparagraph (4) (iii) of 
this paragraph for the definition of the 
term raw mineral product. In addition, a 
reasonable portion of the trade associa-
tion dues incurred by a producer of a 
refined, manufactured, or fabricated 
product shall also be subtracted from 
gross income from the property if the 
activities of the association relate to 
production, treatment and marketing 
of the crude oil or gas or raw mineral 
product. One reasonable method of al-
locating the trade association dues de-
scribed in the preceding sentence is an 
allocation based on the proportion that 
the direct costs of mining processes 
and the direct costs of nonmining proc-
esses (or in the case of oil and gas, con-
version and transportation processes) 
bear to each other. The foregoing rules 
shall apply even though one of the 
principal purposes of an association is 
to advise, promote, or assist in the pro-
duction, marketing, or sale of refined, 
manufactured, or fabricated products. 

For example, a reasonable portion of 
the trade association dues paid to an 
association which promotes the sale of 
cement, refined petroleum, or copper 
products shall be subtracted from gross 
income from the property. 

[T.D. 6955, 33 FR 6968, May 9, 1968. Redesig-
nated by T.D. 7170, 37 FR 5374, Mar. 15, 1972, 
as amended by T.D. 7170, 37 FR 5381, Mar. 15, 
1972] 

§ 1.613–6 Statement to be attached to 
return when depletion is claimed 
on percentage basis. 

In addition to the requirements set 
forth in paragraph (g) of § 1.611–2, a tax-
payer who claims the percentage deple-
tion deduction under section 613 for 
any taxable year shall attach to his re-
turn for such year a statement setting 
forth in complete, summary form, with 
respect to each property for which such 
deduction is allowable, the following 
information: 

(a) All data necessary for the deter-
mination of the gross income from the 
property, as defined in §§ 1.613–3 from 
1.613–4, including: 

(1) Amounts paid as rents or royal-
ties including amounts which the re-
cipient treats under section 631(c), 

(2) Proportion and amount of bonus 
excluded, and 

(3) Amounts paid to holders of other 
interests in the mineral deposit. 

(b) All additional data necessary for 
the determination of the taxable income 
from the property (computed without the 
allowance for depletion), as defined in 
§ 1.613–5. 

[T.D. 7170, 37 FR 5382, Mar. 15, 1972] 

§ 1.613–7 Application of percentage de-
pletion rates provided in section 
613(b) to certain taxable years end-
ing in 1954. 

(a) Election of taxpayer. In the case of 
any taxable year ending after Decem-
ber 31, 1953, to which the Internal Rev-
enue Code of 1939 is applicable, the tax-
payer may elect in accordance with 
section 613(d) and this section to apply 
the appropriate percentage depletion 
rate specified in section 613 in respect 
of any mineral property (within the 
meaning of the 1939 Code). In the case 
of mines, wells, or other natural depos-
its listed in section 613(b), the election 
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may be made by the taxpayer irrespec-
tive of whether his depletion allowance 
with respect to the property for the 
taxable year was computed upon the 
basis of cost, discovery value, or upon 
a percentage of gross income from the 
property. Once made, the election shall 
be irrevocable with respect to the prop-
erty for which it is exercised. The elec-
tion may be made for any mineral 
property of the taxpayer and need not 
be made for all such properties. Gross 
income from the property and net income 
from the property shall have the same 
meaning as those terms are used in 26 
CFR (1939) 39.23(m)–1 (Regulations 118). 

(b) Computation of depletion allowance. 
The depletion allowance for any tax-
able year with respect to any property 
for which the taxpayer makes the elec-
tion under section 613(d) shall be an 
amount equal to the sum of: 

(1) That portion of a tentative allow-
ance, computed under the provisions of 
the Internal Revenue Code of 1939 
(without regard to paragraph (1) of sec-
tion 613(d)), which the number of days 
in the taxable year prior to January 1, 
1954, bears to the total number of days 
in such taxable year; plus 

(2) That portion of a tentative allow-
ance, computed by using the appro-
priate percentage depletion rate speci-
fied in section 613(b) (but otherwise 
computed under the provisions of the 
Internal Revenue Code of 1939), which 
the number of days in the taxable year 
after December 31, 1953, bears to the 
total number of days in such taxable 
year 

In the case of any taxable year begin-
ning after December 31, 1953, and end-
ing before August 17, 1954, the deple-
tion allowance with respect to any 
property for which the taxpayer makes 
the election under section 613(d) shall 
be computed under the provisions of 
the Internal Revenue Code of 1939, ex-
cept that the appropriate percentage 
depletion rate specified in section 
613(b) shall be used. In making such 
computation, gross income from the 
property and net income from the prop-
erty shall be determined in the same 
manner as specified in paragraph (a) of 
this section. 

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

Example 1. A is a taxpayer who reports in-
come on the basis of a taxable year ending 
June 30. For the taxable year ended June 30, 
1954, A had gross income from a uranium 
property in the amount of $100,000 and his de-
pletion allowance was computed with ref-
erence to percentage depletion. His net in-
come from this property, for purposes of lim-
iting the depletion allowance, was $40,000. 
The 15-percent rate of depletion provided for 
in the Internal Revenue Code of 1939 for 
metal mines resulted in a depletion allow-
ance for the taxable year of $15,000. Percent-
age depletion computed with reference to the 
23-percent rate provided for uranium under 
section 613(b) is $23,000 ($100,000 times 23 per-
cent). However, the allowance computed on 
this basis is limited to $20,000 (50 percent of 
A’s net income from the property). If A exer-
cises the election provided for in section 
613(d) his depletion allowance for the taxable 
year is the aggregate of $7,561.64 (184/365 
times $15,000) plus $9,917.80 (181/365 times 
$20,000) or $17,479.44 

Example 2. Assume the same facts as in ex-
ample 1 except that A’s depletion allowance 
was computed on the basis of cost and 
amounted to $17,500. If the election is made, 
A’s allowance for the taxable year is the ag-
gregate of $8,821.92 (184/365 times $17,500) plus 
$9,917.80 (181/365 times $20,000) or $18,739.72. 

(d) Requirement for making election. (1) 
The election under section 613(d) shall 
be made by filing a statement with the 
district director with whom the income 
tax return was filed for the taxable 
year to which the election is applica-
ble. Such statement shall indicate that 
an election is being made under section 
613(d), shall contain a recomputation of 
the depletion allowance and the tax li-
ability for all taxable years affected by 
the exercise of the election, and shall 
be accompanied either by a claim for 
refund or credit or by an amended re-
turn or returns, whichever is appro-
priate. 

(2) If the treatment of any item upon 
which a tax previously determined was 
based, or if the application of any pro-
visions of the internal revenue laws 
with respect to such tax, depends upon 
the amount of income (e.g., charitable 
contributions, foreign tax credit, divi-
dends received credit, and medical ex-
penses), readjustment in these particu-
lars will be necessary as part of any re-
computation in conformity with the 
change in the amount of the income 
which results solely from the making 
of the election under section 613(d). 
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(e) Administrative provisions; etc. (1) 
Section 36(b) of the Technical Amend-
ments Act of 1958 (72 Stat. 1633) pro-
vides as follows: 

Sec. 36. Percentage depletion rates for certain 
taxable years ending in 1954. * * * 

(b) Statute of limitations, etc.; interest. If re-
fund or credit of any overpayment resulting 
from the application of the amendment made 
by subsection (a) of this section is prevented 
on the date of the enactment of this Act, or 
within 6 months from such date, by the oper-
ation of any law or rule of law (other than 
section 3760 of the Internal Revenue Code of 
1939 or section 7121 of the Internal Revenue 
Code of 1954, relating to closing agreements, 
and other than section 3761 of the Internal 
Revenue Code of 1939 or section 7122 of the 
Internal Revenue Code of 1954, relating to 
compromises), refund or credit of such over-
payment may, nevertheless, be made or al-
lowed if claim therefor is filed within 6 
months from such date. No interest shall be 
paid on any overpayment resulting from the 
application of the amendment made by sub-
section (a) of this section. 

(2) If refund or credit of any overpay-
ment resulting from the application of 
section 613(d) is prevented on Sep-
tember 2, 1958, or on or before March 2, 
1959, by the operation of any law or 
rule of law (other than section 3760 of 
the Internal Revenue Code of 1939 or 
section 7121 of the Internal Revenue 
Code of 1954, relating to closing agree-
ments, and other than section 3761 of 
the Internal Revenue Code of 1939 or 
section 7122 of the Internal Revenue 
Code of 1954, relating to compromises), 
refund or credit of such overpayment 
may, nevertheless, be made or allowed 
if claim therefor is filed on or before 
March 2, 1959. If such refund or credit is 
not prevented on or before March 2, 
1959, the time for filing claim therefor 
shall be governed by the rules of law 
generally applicable to credits and re-
funds. 

(3) The amount of any refund or cred-
it which is allowable by reason of sec-
tion 613(d) shall not exceed the de-
crease in income tax liability resulting 
solely from the application of the per-
centage rates specified in section 
613(b). No interest shall be allowed or 
paid on any overpayment resulting 
from the application of section 613(d). 

(4) For purposes of this section the 
decrease in income tax liability shall be 
the amount by which the tax pre-
viously determined (as defined in sec-

tion 3801(d) of the Internal Revenue 
Code of 1939) exceeds the tax as recom-
puted under section 613(d) and this sec-
tion. 

(f) Adjustment to basis. Proper adjust-
ment shall be made to the basis of any 
property as required by section 
113(b)(1) of the Internal Revenue Code 
of 1939 and 26 CFR (1939) 39.113(b)(1)–1(c) 
(Regulations 118) to reflect any change 
in the depletion allowance resulting 
from the application of section 613(d) of 
the Internal Revenue Code of 1954. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960. Redesig-
nated by T.D. 7170, 37 FR 5374, Mar. 15, 1972] 

§ 1.613A–0 Limitations on percentage 
depletion in the case of oil and gas 
wells; table of contents. 

This section lists the paragraphs con-
tained in §§ 1.613A–0 through 1.613A–7. 

§ 1.613A–1 Post-1974 limitations on percentage 
depletion in case of oil and gas wells; general 
rule. 

§ 1.613A–2 Exemption for certain domestic gas 
wells. 

§ 1.613A–3 Exemption for independent 
producers and royalty owners. 

(a) General rules. 
(b) Phase-out table. 
(c) Applicable percentage. 
(d) Production in excess of depletable 

quantity. 
(1) Primary production. 
(2) Secondary or tertiary production. 
(3) Taxable income from the property. 
(4) Examples. 
(e) Partnerships. 
(1) General rule. 
(2) Initial allocation of adjusted basis of 

oil or gas property among partners. 
(i) General rule. 
(ii) Allocation methods. 
(3) Adjustments by partnership to allo-

cated adjusted bases. 
(i) Capital expenditures by partnership. 
(ii) Admission of a new partner or increase 

in partner’s interest. 
(A) In general. 
(B) Allocation of basis to contributing 

partner. 
(C) Reduction of existing partners’ bases. 
(iii) Determination of aggregate of part-

ners’ adjusted bases in the property. 
(A) In general. 
(B) Written data. 
(C) Assumptions. 
(iv) Withdrawal of partner or decrease in 

partner’s interest. 
(A) In general. 
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(B) Special rule for determining a with-
drawing partner’s basis in the property. 

(v) Effective date. 
(4) Determination of a partner’s interest in 

partnership capital or income. 
(5) Special rules on allocation of adjusted 

basis to partners. 
(6) Miscellaneous rules. 
(7) Examples. 
(f) S corporations. 
(g) Trusts and estates. 
(h) Businesses under common control; 

members of the same family. 
(1) Component members of a controlled 

group. 
(2) Aggregation of business entities under 

common control. 
(3) Allocation among members of the same 

family. 
(4) Special rules. 
(5) Examples. 
(i) Transfer of oil or gas property. 
(1) General rule. 
(i) In general. 
(ii) Examples. 
(2) Transfers after October 11, 1990. 
(i) General rule. 
(ii) Transfer. 
(iii) Transferee. 
(iv) Effective date. 
(v) Examples. 
(j) Percentage depletion with respect to 

bonuses and advanced royalties. 
(1) Amounts received or accrued after Au-

gust 16, 1986. 
(2) Amounts received or accrued before Au-

gust 17, 1986. 
(k) Special rules for fiscal year taxpayers. 
(l) Information furnished by partnerships, 

trusts, estates, and operators. 

§ 1.613A–4 Limitations on application of 
§ 1.613A–3 exemption. 

(a) Limitation based on taxable income. 
(b) Retailers excluded. 
(c) Certain refiners excluded. 

§ 1.613A–5 Election under section 613A (c) (4). 

§ 1.613A–6 Recordkeeping requirements. 

(a) Principal value of property dem-
onstrated. 

(b) Production from secondary or tertiary 
processes. 

(c) Retention of records. 

§ 1.613A–7 Definitions. 

(a) Domestic. 
(b) Natural gas. 
(c) Regulated natural gas. 
(d) Natural gas sold under fixed contract. 
(e) Qualified natural gas from 

geopressured brine. 
(f) Average daily production. 
(g) Crude oil. 
(h) Depletable oil quantity. 

(i) Depletable natural gas quantity. 
(j) Barrel. 
(k) Secondary or tertiary production. 
(l) Controlled group of corporations. 
(m) Related person. 
(n) Transfer. 
(o) Transferee. 
(p) Interest in proven oil or gas property. 
(q) Amount disallowed. 
(r) Retailer. 
(s) Refiner. 

[T.D. 8348, 56 FR 21938, May 13, 1991, as 
amended by T.D. 8437, 57 FR 43899, Sept. 23, 
1992] 

§ 1.613A–1 Post-1974 limitations on 
percentage depletion in case of oil 
and gas wells; general rule. 

Except as otherwise provided in sec-
tion 613A and the regulations there-
under, in the case of oil or gas which is 
produced after December 31, 1974, and 
to which gross income from the prop-
erty is attributable after such year, the 
allowance for depletion under section 
611 with respect to any oil or gas well 
shall be computed without regard to 
section 613. In the case of a taxable 
year beginning before January 1, 1975, 
and ending after that date, the percent-
age depletion allowance (but not the 
cost depletion allowance) with respect 
to oil and gas wells for such taxable 
year shall be determined by treating 
the portion thereof in 1974 as if it were 
a short taxable year for purposes of 
section 613 and the portion thereof in 
1975 as if it were a short taxable year 
for purposes of section 613A. 

[T.D. 7487, 42 FR 24264, May 13, 1977] 

§ 1.613A–2 Exemption for certain do-
mestic gas wells. 

(a) The allowance for depletion under 
section 611 shall be computed in ac-
cordance with section 613 with respect 
to: 

(1) Regulated natural gas (as defined 
in paragraph (c) of § 1.613A–7), 

(2) Natural gas sold under a fixed 
contract (as defined in paragraph (d) of 
§ 1.613A–7), and 

(3) Any geothermal deposit in the 
United States or in a possession of the 
United States that is determined to be 
a gas well within the meaning of 
former section 613(b)(1)(A) (as in effect 
before enactment of the Tax Reduction 
Act of 1975) for taxable years ending 
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after December 31, 1974, and before Oc-
tober 1, 1978 (see section 613(e) for de-
pletion on geothermal deposits there-
after), 

(b) For taxable years ending after 
September 30, 1978, the allowance for 
depletion under section 611 shall be 
computed in accordance with section 
613 with respect to any qualified nat-
ural gas from geopressured brine (as 
defined in paragraph (e) of § 1.613A–7), 
and 10 percent shall be deemed to be 
specified in section 613(b) for purposes 
of section 613(a). 

(c) For special rules applicable to 
partnerships, S corporations, trusts, 
and estates, see paragraphs (e), (f), and 
(g) of § 1.613A–3. 

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

Example 1. A is a producer of natural gas 
which is sold by A under a contract in effect 
on February 1, 1975. The contract provides 
for an increase in the price of the gas sold 
under the contract to the highest price paid 
to a producer for natural gas in the area. The 
gas sold by A qualifies under section 
613A(b)(1)(B) for percentage depletion as gas 
sold under a fixed contract until its price in-
creases, but is presumed not to qualify there-
after unless A demonstrates by clear and 
convincing evidence that the price increase 
in no event takes increases in tax liabilities 
into account. 

Example 2. B is a producer of natural gas 
which is sold by B under a contract in effect 
on February 1, 1975. The contract provides 
that beginning January 1, 1980, the price of 
the gas may be renegotiated. Such a provi-
sion does not disqualify gas from qualifying 
for the exemption under section 613A(b)(1)(B) 
with respect to the gas sold prior to January 
1, 1980. However, gas sold on or after January 
1, 1980, does not qualify for the exemption 
whether or not the price of the gas is renego-
tiated. 

[T.D. 8348, 56 FR 21939, May 13, 1991, as 
amended by T.D. 8437, 57 FR 43899, Sept. 23, 
1992; 58 FR 6678, Feb. 1, 1993] 

§ 1.613A–3 Exemption for independent 
producers and royalty owners. 

(a) General rules. (1) Except as pro-
vided in section 613A(d) and § 1.613A–4, 
the allowance for depletion under sec-
tion 611 with respect to oil or gas 
which is produced after December 31, 
1974, and to which gross income from 
the property is attributable after that 

date, shall be computed in accordance 
with section 613 with respect to: 

(i) So much of the taxpayer’s average 
daily production (as defined in para-
graph (f) of § 1.613A–7) of domestic 
crude oil (as defined in paragraphs (a) 
and (g) of § 1.613A–7) as does not exceed 
the taxpayer’s depletable oil quantity 
(as defined in paragraph (h) of § 1.613A– 
7), and 

(ii) So much of the taxpayer’s aver-
age daily production of domestic nat-
ural gas (as defined in paragraphs (a) 
and (b) of § 1.613A–7) as does not exceed 
the taxpayer’s depletable natural gas 
quantity (as defined in paragraph (i) of 
§ 1.613A–7), and the applicable percent-
age (determined in accordance with the 
table in paragraph (c) of this section 
shall be deemed to be specified in sec-
tion 613(b) for purposes of section 
613(a). 

(2) Except as provided in section 
613A(d) and § 1.613A–4, the allowance for 
depletion under section 611 with re-
spect to oil or gas which is produced 
after December 31, 1974, and to which 
gross income from the property is at-
tributable after that date and before 
January 1, 1984, shall be computed in 
accordance with section 613 with re-
spect to: 

(i) So much of the taxpayer’s average 
daily secondary or tertiary production 
(as defined in paragraph (k) of § 1.613A– 
7) of domestic crude oil as does not ex-
ceed the taxpayer’s depletable oil 
quantity (determined without regard 
to section 613A(c)(3)(A)(ii), as in effect 
prior to the Revenue Reconciliation 
Act of 1990), and 

(ii) So much of the taxpayer’s aver-
age daily secondary or tertiary produc-
tion of domestic natural gas as does 
not exceed the taxpayer’s depletable 
natural gas quantity (determined with-
out regard to section 613A(c)(3)(A)(ii), 
as in effect prior to the Revenue Rec-
onciliation Act of 1990), and 22 percent 
shall be deemed to be specified in sec-
tion 613(b) for purposes of section 
613(a). 

(3) For purposes of this section, there 
shall not be taken into account any 
production with respect to which per-
centage depletion is allowed pursuant 
to section 613A(b) or is not allowable 
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by reason of section 613A(c)(9), as in ef-
fect prior to the Revenue Reconcili-
ation Act of 1990. 

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

Example 1. A, a calendar year taxpayer, 
owns an oil producing property with 100,000 
barrels of production to which income was 
attributable for 1975 and a gas producing 
property with 1,200,000,000 cubic feet of pro-
duction to which income was attributable for 
1975. Under section 613A(c)(4), the oil equiva-
lent of 1,200,000,000 cubic feet of gas is 200,000 
barrels, bringing A’s total production of oil 
and gas to which income was attributable for 
1975 to the equivalent of 300,000 barrels of oil. 
A’s average daily production was 821.92 bar-
rels (300,000 barrels÷ 365 days) which is less 
than the depletable oil quantity (2,000 bar-
rels) before reduuction for any election by A 
under section 613A(c)(4). Accordingly, A may 
make an election with respect to A’s entire 
gas production and thereby be entitled to 
percentage depletion with respect to A’s en-
tire 1975 income from production of oil and 
gas. A’s allowable depletion pursuant to sec-
tion 613A(c) and A’s oil and gas properties 
would be the amount determined under sec-
tion 613(a) computed at the 22 percent rate 
specified in section 613A(c)(5), as in effect 
prior to the Revenue Reconciliation Act 1990, 
for 1975. 

Example 2. B, a calendar year taxpayer, 
owns oil producing properties with 365,000 
barrels of production to which income was 
attributable for 1975. B was a retailer of oil 
and gas for only the last 3 months of 1975. B’s 
average daily production for 1975 was 1,000 
barrels (365,000 barrels÷365 days). 

Example 3. C, a calendar year taxpayer, 
owns property X with 500,000 barrels of pri-
mary production to which income was at-
tributable for 1975 and property Y with 
200,000 barrels of primary production to 
which income was attributable for 1975. 
Property Y had been transferred to C on Jan-
uary 1, 1975, on which date it was a proven 
property. Therefore, the exemption under 
section 613A(c)(1) does not apply to C with 
respect to production from property Y. In de-
termining C’s depletable oil quantity for the 
year, the production from property Y is not 
taken into account. Thus, C’s average daily 
prduction for 1975 was 1,369.86 barrels (500,000 
barrels÷365). 

Example 4. D owns an oil property with pro-
ducing wells X and Y on it. In 1975 D con-
verts well X into an injection well. Prior to 
the application of the secondary process, it 
is estimated that without the application of 
the process the annual production from well 
X would have been 50x barrels of oil and from 
well Y would have been 100x barrels of oil. 
For the taxable year in which injection is 

commenced production from well X is 10x 
barrels and from well Y is 180x barrels. 
Fortyx barrels of oil [190x barrels of oil (ac-
tual production from the property)—150x 
barrels (estimate of primary production from 
the property)] qualify as secondary produc-
tion. 

Example 5. E, a calendar year taxpayer, 
owns a domestic oil well which produced 
100,000 barrels of oil in 1980. The proceeds 
from the sale of 15,000 barrels of that produc-
tion are not includible in E’s income until 
1981. The 15,000 barrels produced in 1980 are 
included in E’s average daily production for 
1981 and excluded from such production for 
1980. The tentative quantity and the percent-
age depletion rate for 1981 are applicable to 
the 15,000 barrels of oil. 

(b) Phase-out table. For purposes of 
section 613A(c)(3)(A)(i) and § 1.613A–7(h) 
(relating to depletable oil quantity)— 

In the case of production after 1974 and to 
which gross income from the property is at-

tributable for the calendar year: 

The tentative 
quantity in bar-
rels per day is: 

1975 ............................................................. 2,000 
1976 ............................................................. 1,800 
1977 ............................................................. 1,600 
1978 ............................................................. 1,400 
1979 ............................................................. 1,200 
1980 and thereafter ..................................... 1,000 

(c) Applicable percentage. For purposes 
of section 613A(c)(1) and paragraph (a) 
of this section— 

In the case of production after 1974 and 
to which gross income from the property 

is attributable for the calendar year: 

The applicable 
percentage is: 

1975 ........................................................... 22 
1976 ........................................................... 22 
1977 ........................................................... 22 
1978 ........................................................... 22 
1979 ........................................................... 22 
1980 ........................................................... 22 
1981 ........................................................... 20 
1982 ........................................................... 18 
1983 ........................................................... 16 
1984 and thereafter ................................... 15 

(d) Production in excess of depletable 
quantity—(1) Primary production. (i) If 
the taxpayer’s average daily produc-
tion of domestic crude oil exceeds his 
depletable oil quantity, the allowance 
for depletion pursuant to section 
613A(c)(1)(A) and paragraph (a)(1)(i) of 
this section with respect to oil pro-
duced during the taxable year from 
each property in the United States 
shall be that amount which bears the 
same ratio to the amount of depletion 
which would have been allowable under 
section 613(a) for all of the taxpayer’s 
oil produced from the property during 
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the taxable year (computed as if sec-
tion 613 applied to all of the production 
at the rate specified in paragraph (c) of 
this section) as the amount of his de-
pletable oil quantity bears to the ag-
gregate number of barrels representing 
the average daily production of domes-
tic crude oil of the taxpayer for such 
year. 

(ii) If the taxpayer’s average daily 
production of domestic natural gas ex-
ceeds his depletable natural gas quan-
tity, the allowance for depletion pursu-
ant to section 613A(c)(1)(B) and para-
graph (a)(1)(ii) of this section with re-
spect to natural gas produced during 
the taxable year from each property in 
the United States shall be that amount 
which bears the same ratio to the 
amount of depletion which would have 
been allowable pursuant to section 
613(a) for all of the taxpayer’s natural 
gas produced from the property during 
the taxable year (computed as if sec-
tion 613 applied to all of the production 
at the rate specified in paragraph (c) of 
this section) as the amount of his de-
pletable natural gas quantity in cubic 
feet bears to the aggregate number of 
cubic feet representing the average 
daily production of domestic natural 
gas of the taxpayer for such year. 

(2) Secondary or tertiary production. (i) 
If the taxpayer’s average daily sec-
ondary or tertiary production of do-
mestic crude oil exceeds his depletable 
oil quantity (determined without re-
gard to section 613A(c)(3)(A)(ii), as in 
effect prior to the Revenue Reconcili-
ation Act of 1990), the allowance for de-
pletion pursuant to section 
613A(c)(6)(A)(i), as in effect prior to the 
Revenue Reconciliation Act of 1990, 
and paragraph (a)(2)(i) of this section 
with respect to oil produced during the 
taxable year from each property in the 
United States shall be that amount 
which bears the same ratio to the 
amount of depletion which would have 
been allowable pursuant to section 
613(a) for all of the taxpayer’s sec-
ondary or tertiary production of oil 
from the property during the taxable 
year (computed as if section 613 applied 
to all of the production at the rate 
specified in paragraph (a)(2) of this sec-
tion) as the amount of his depletable 
oil quantity (determined without re-
gard to section 613A(c)(3)(A)(ii), as in 

effect prior to the Revenue Reconcili-
ation Act of 1990) bears to the aggre-
gate number of barrels representing 
the average daily secondary or tertiary 
production of domestic crude oil of the 
taxpayer for such year. 

(ii) If the taxpayer’s average daily 
secondary or tertiary production of do-
mestic natural gas exceeds his deplet-
able natural gas quantity (determined 
without regard to section 
613A(c)(3)(A)(ii), as in effect prior to 
the Revenue Reconciliation Act of 
1990), the allowance for depletion pur-
suant to section 613A(c)(6)(A)(ii), as in 
effect prior to the Revenue Reconcili-
ation Act of 1990, and paragraph 
(a)(2)(ii) of this section with respect to 
natural gas produced during the tax-
able year from each property in the 
United States shall be that amount 
which bears the same ratio to the 
amount of depletion which would have 
been allowable pursuant to section 
613(a) for all of the taxpayer’s sec-
ondary or tertiary production of nat-
ural gas from the property during the 
taxable year (computed as if section 613 
applied to all of the production at the 
rate specified in paragraph (a)(2) of this 
section) as the amount of his deplet-
able natural gas quantity in cubic feet 
(determined without regard to section 
613A(c)(3)(A)(ii), as in effect prior to 
the Revenue Reconciliation Act of 1990) 
bears to the aggregate number of cubic 
feet representing the average daily sec-
ondary or tertiary production of do-
mestic natural gas of the taxpayer for 
such year. 

(iii) This paragraph (d)(2) shall not 
apply after December 31, 1983. 

(3) Taxable income from the property. If 
both oil and gas are produced from the 
property during the taxable year, then 
for purposes of section 613A(c)(7) (A) 
and (B) and paragraph (d) of this sec-
tion the taxable income from the prop-
erty, in applying the taxable income 
limitation in section 613(a), shall be al-
located between the oil production and 
the gas production in proportion to the 
gross income from the property during 
the taxable year from each. If both gas 
with respect to which section 613A(b) 
and § 1.613A–2 apply and oil or gas with 
respect to which section 613A(c) and 
this section apply are produced from 
the property during the taxable year, 
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then for purposes of section 613A(d)(1) 
and paragraph (a) of § 1.613A–4 the tax-
able income from the property, in ap-
plying the taxable income limitation 
in section 613(a), shall also be so allo-
cated. In addition, if both primary pro-
duction and secondary or tertiary pro-
duction (to which gross income from 
the property is attributable before Jan-
uary 1, 1984) are produced from the 
property during the taxable year and 
the total amount of production is in 
excess of the depletable quantity, then 
for purposes of paragraph (d) of this 
section the taxable income from the 
property, in applying the taxable in-
come limitation in section 613(a), shall 
also be so allocated. 

(4) Examples. The application of this 
paragraph may be illustrated by the 
following examples: 

Example 1. A owns Y and Z oil producing 
properties. With respect to properties Y and 
Z, the percentage depletion allowable pursu-
ant to section 613(a) (computed as if section 
613 applied to all of the production at the 
rate specified in section 613A(c)(5)) for 1975 
was $100x and $200x, respectively. A’s average 
daily production for 1975 was 4,000 barrels. 
A’s allowable depletion pursuant to section 
613A(c) with respect to property Y was $50x 
($100x depletion×2,000 depletable oil quantity/ 
4,000 average daily production). A’s allowable 
depletion pursuant to section 613A(c) with 
respect to property Z was $100x ($200x deple-
tion×2,000 depletable oil quantity/ 4,000 aver-
age daily production). 

Example 2. B owns gas producing properties 
which had secondary gas production for 1975 
of 3,285,000,000 cubic feet, which under sec-
tion 613A(c)(4) is equivalent to 547,500 barrels 
of oil. B’s average daily secondary produc-
tion of gas for 1975 was equivalent to 1,500 
barrels (547,500 barrels÷365). B elected to have 
section 613A(c)(4) apply to the gas produc-
tion. With respect to the production, the per-
centage depletion allowable pursuant to sec-
tion 613(a) (computed at the rate specified in 
section 613A(c)(6)(A), as in effect prior to the 
Revenue Reconciliation Act of 1990) was 
$150x. B also owns an oil producing property 
which had primary oil production for 1975 of 
365,000 barrels. B’s average daily production 
of oil for 1975 was 1,000 barrels (365,000÷365). 
With respect to the oil property, the percent-
age depletion allowable pursuant to section 
613(a) (computed as if section 613 applied to 
all of the production at the rate specified in 
section 613A(c)(5), as in effect prior to the 
Revenue Reconciliation Act of 1990) was 

$100x. B’s depletable oil quantity for 1975 was 
500 barrels (2,000 barrels tentative quantity 
¥1,500 barrels average daily secondary pro-
duction). B’s allowable depletion pursuant to 
section 613A(c) with respect to the oil prop-
erty was $50x ($100x depletion×500 depletable 
oil quantity/ 1,000 average daily production). 

Example 3. Assume the same facts as in Ex-
ample 2 except that B’s primary production 
was 6,000,000 cubic feet of natural gas daily 
rather than its equivalent under section 
613A(c)(4) of 1,000 barrels of oil and that B 
elected to have that section apply to such 
gas. B’s allowable depletion pursuant to sec-
tion 613A(c) with respect to B’s primary pro-
duction is $50x, the same as in example 2. 

Example 4. C is a partner with a one-third 
interest in Partnerships CDE and CFG with 
each partnership owning a single oil prop-
erty. C’s percentage depletion allowable 
under section 613(a) (computed as if section 
613 applied to all of the production at the 
rate specified in section 613A(c)(5), as in ef-
fect prior to the Revenue Reconciliation Act 
of 1990) for 1975 was $20x with respect to 
495,000 barrels (his allocable share of Part-
nership CDE production) and $40x with re-
spect to 600,000 barrels (his allocable share of 
Partnership CFG production). C’s average 
daily production is 3,000 barrels (1,095,000 
total production÷365 days). C’s allowable de-
pletion pursuant to section 613A(c) with re-
spect to C’s share of the production of Part-
nership CDE is $13.33x ($20x depletion×2,000 
depletable oil quantity/ 3,000 average daily 
production). C’s allowable depletion pursu-
ant to section 613A(c) with respect to C’s 
share of the production of Partnership CFG 
is $26.67x ($40x depletion×2,000 depletable oil 
quantity/ 3,000 average daily production). See 
§ 1.613A–3(e) for the rules on computing de-
pletion in the case of a partnership. 

Example 5. H owns a property which, during 
H’s fiscal year which began on June 1, 1975, 
and ended on May 31, 1976, produced gas 
qualifying under section 613A(b) and oil 
qualifying under section 613A(c). For the fis-
cal year H’s gross income from the property 
was $400x, of which $100x was from gas and 
$300x was from oil. For the oil his gross in-
come from the property for the period begin-
ning June 1, 1975, and ending December 31, 
1975, was $100x and for the 1976 portion of the 
fiscal year was $200x. The percentage deple-
tion allowance (before applying the 50 per-
cent limitation of section 613(a) or the 65 
percent limitation of section 613A(d)(1)) was 
$22x for the gas, $22x for the oil in 1975, and 
$44x for the oil in 1976. H’s taxable income 
from the property for the fiscal year was 
$100x. In accordance with paragraph (d)(3) of 
this section, the taxable income from the 
property is allocated $25x to the gas: 
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With the application of the 50 percent of tax-
able income from the property limitation, 
the allowable percentage depletion (com-
puted without reference to section 613A) is 
limited to $12.50x for the gas, $12.50x for the 
oil in 1975, and $25x for the oil in 1976. 

(e) Partnerships—(1) General rule. In 
the case of a partnership, the depletion 
allowance under section 611 with re-
spect to production from domestic oil 
and gas properties shall be computed 
separately by the partners and not by 
the partnership. The determination of 
whether cost or percentage depletion is 
applicable is to be made at the partner 
level. The partnership must allocate to 
each partner the partner’s propor-
tionate share of the adjusted basis of 
each partnership oil or gas property in 
accordance with the provisions of para-
graphs (e)(2) through (e)(6) of this sec-
tion. This allocation of the adjusted 
basis of oil or gas property does not af-
fect a partner’s adjusted basis in his or 
her partnership interest. 

(2) Initial allocation of adjusted basis of 
oil or gas property among partners—(i) 
General rule. Each partner shall be allo-
cated his or her proportionate share of 
the adjusted basis of each partnership 
domestic oil or gas property. The ini-
tial allocation of adjusted basis is to be 
made as of the later of the date of ac-
quisition of the oil or gas property by 
the partnership or January 1, 1975. 

(ii) Allocation methods. Except as oth-
erwise provided in paragraph (e)(5) of 
this section, the provisions of this 
paragraph (e)(2)(ii) govern the deter-
mination under paragraph (e)(2)(i) of 
this section of a partner’s propor-
tionate share of the adjusted basis of 
oil or gas property. Each partner’s pro-
portionate share is determined in ac-
cordance with the partner’s propor-
tionate interest in partnership capital 
at the time of the allocation unless 
both— 

(A) The partnership agreement pro-
vides that a partner’s share of the ad-
justed basis of one or more properties 
is determined in accordance with his or 
her proportionate interest in partner-
ship income; and 

(B) At the time of allocation under 
the partnership agreement the share of 
each partner in partnership income is 
reasonably expected to be substantially 
unchanged throughout the life of the 
partnership, other than changes merely 
to reflect the admission of a new part-
ner, an increase in a partners’ interest 
in consideration for money, property, 
or services, or a partial or complete 
withdrawal of an existing partner 

If the requirements of paragraph 
(e)(2)(ii) (A) and (B) of this section are 
met, a partner’s proportionate share is 
determined in accordance with his or 
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her proportionate interest in partner-
ship income. The partners’ shares of 
adjusted basis are determined on a 
property-by-property basis. Accord-
ingly, the basis of one property may be 
allocated in proportion to capital and 
the basis of another property may be 
allocated in proportion to income. See 
§§ 1.613A–3(e)(5) and 1.704–1(b)(4)(v) for 
special rules concerning allocation of 
the adjusted basis of oil and gas prop-
erties. 

(3) Adjustments by partnership to allo-
cated adjusted bases—(i) Capital expendi-
tures by partnership. Appropriate ad-
justments shall be made to the part-
ners’ adjusted bases in any domestic oil 
and gas property for any partnership 
capital expenditures relating to such 
property that are made after the initial 
allocation. These adjustments shall be 
allocated among the partners in ac-
cordance with the principles set forth 
in paragraph (e)(2)(ii) of this section. 

(ii) Admission of a new partner or in-
crease in partner’s interest—(A) In gen-
eral. Upon a contribution of money, 
other property, or services to the part-
nership by a new or existing partner 
(‘‘contributing partner’’) as consider-
ation for an interest in the partner-
ship, the partnership shall allocate, in 
accordance with paragraph (e)(3)(ii)(B) 
of this section, a share of the partner-
ship’s basis in each existing oil and gas 
property to the contributing partner, 
and each existing partner shall reduce, 
in accordance with paragraph 
(e)(3)(ii)(C) of this section, his or her 
share of the partnership’s basis in such 
property. 

(B) Allocation of basis to contributing 
partner. The partnership shall allocate 
to a contributing partner his or her 
proportionate share (determined under 
paragraph (e)(2)(ii) of this section in 
accordance with the partner’s propor-
tionate interest in partnership capital 
or income) of the partnership’s ad-
justed basis in each existing partner-
ship oil or gas property. For purposes 
of this allocation, the partnership’s ad-
justed basis in such property equals the 
aggregate of its partner’s adjusted 
bases in the property, as determined 
under paragraph (e)(3)(iii) of this sec-
tion. 

(C) Reduction of existing partners’ 
bases. Each existing partner’s basis in 

each existing partnership oil or gas 
property is reduced by the percentage 
of the partnership’s aggregate basis in 
the property that is allocated to the 
contributing partner. Thus, if one-third 
of the partnership’s aggregate basis in 
a property is allocated to a contrib-
uting partner because the contributing 
partner has a one-third interest in 
partnership capital, after the admis-
sion of the contributing partner each 
existing partner’s basis (including the 
contributing partner’s pre-existing 
basis if such partner is also an existing 
partner) in each property equals the 
partner’s basis (prior to the admission) 
reduced by one-third. 

(iii) Determination of aggregate of part-
ners’ adjusted bases in the property—(A) 
In general. To determine the aggregate 
of its partners’ adjusted bases for pur-
poses of this paragraph (e)(3), the part-
nership must determine each partner’s 
adjusted basis under either paragraph 
(e)(3)(iii)(B) (written data) or para-
graph (e)(3)(iii)(C) (assumptions) of this 
section. The partnership is permitted 
to determine the bases of some part-
ners under paragraph (e)(3)(iii)(B) of 
this section and of others under para-
graph (e)(3)(iii)(C) of this section. For 
this purpose, a partner’s basis in an oil 
or gas property does not include any 
basis adjustment under section 743(b). 

(B) Written data. A partnership may 
determine a partners’ basis in an oil or 
gas property by using written data pro-
vided by a partner stating the amount 
of the partner’s adjusted basis or deple-
tion deductions with respect to the 
property unless the partnership knows 
or has reason to know that the written 
data is inaccurate. In determining de-
pletion deductions, a partner must 
treat as actually deducted any amount 
disallowed and carried over as a result 
of the 65 percent-of-income limitation 
of section 613A(d)(1). If a partnership 
does not receive written data upon 
which it may rely, the partnership 
must use the assumptions provided in 
paragraph (e)(3)(iii)(C) of this section 
in determining a partner’s adjusted 
basis in an oil or gas property. 

(C) Assumptions. Except as provided 
in paragraph (e)(3)(iv)(B) of this sec-
tion, a partnership that does not use 
written data pursuant to paragraph 

VerDate Mar<15>2010 16:41 Apr 30, 2012 Jkt 226092 PO 00000 Frm 00453 Fmt 8010 Sfmt 8010 Q:\26\26V7.TXT ofr150 PsN: PC150



444 

26 CFR Ch. I (4–1–12 Edition) § 1.613A–3 

(e)(3)(iii)(B) of this section to deter-
mine a partner’s basis must use the fol-
lowing assumptions to determine the 
partner’s adjusted basis in an oil and 
gas property: 

(1) The partner deducted his or her 
share of deductions under section 263(c) 
in the first year in which the partner 
could claim a deduction for such 
amounts, unless the partnership elect-
ed to capitalize such amounts; 

(2) The partner was not subject to the 
65 percent-of-income limitation of sec-
tion 613A(d)(1) with respect to the part-
ner’s depletion allowance under section 
611; and 

(3) The partner was not subject to the 
following limitations, with respect to 
the partner’s depletion allowance 
under section 611, except to the extent 
a limitation applied at the partnership 
level: the taxable income limitation of 
section 613(a); the depletable quantity 
limitations of section 613A(c); the pro-
hibition against claiming percentage 
depletion on transferred proven prop-
erty under section 613A(c)(9), prior to 
its repeal; or the limitations of section 
613A(d) (2), (3), and (4) (exclusion of re-
tailers and refiners). 

(iv) Withdrawal of partner or decrease 
in partner’s interest—(A) In general. 
Upon a distribution of money or other 
property to a withdrawing partner as 
consideration for an interest in the 
partnership, the withdrawing partner’s 
adjusted basis in each domestic oil or 
gas property that continues to be held 
by the partnership is allocated to the 
remaining partners in proportion to 
their proportionate interest in partner-
ship capital or income after taking 
into account any increase or decrease 
as a result of the event giving rise to 
the reallocation. A similar rule shall 
apply in the case of a diminution of a 
continuing partner’s interest in the 
partnership. 

(B) Special rule for determining a with-
drawing partner’s basis in the property. If 
a partnership is required to determine 
a withdrawing partner’s adjusted basis 
using the assumptions under paragraph 
(e)(3)(iii)(C) of this section, the part-
nership may rebut the assumption in 
paragraph (e)(3)(iii)(C)(3) of this section 
that the withdrawing partner was not 
subject to the limitations of sections 
613A(d) (2), (3), and (4) exclusion of re-

tailers and refiners) by demonstrating 
that the withdrawing partner was sub-
ject to the limitations of sections 
613A(d) (2), (3), or (4). 

(v) Effective date. The provisions of 
§ 1.613A–3(e)(3) (i) through (iv) are effec-
tive for taxable years beginning after 
May 13, 1991. However, a partnership 
may elect to apply these provisions to 
taxable years beginning on or before 
May 13, 1991. 

(4) Determination of a partner’s interest 
in partnership capital or income. For pur-
poses of this paragraph (e), a partner’s 
interest in partnership capital or in-
come is determined by taking into ac-
count all facts and circumstances re-
lating to the economic arrangement of 
the partners. See the factors listed in 
§ 1.704–1(b)(3)(ii). 

(5) Special rules on allocation of ad-
justed basis to partners. An allocation or 
reallocation of the adjusted basis of oil 
or gas property is pursuant to this 
paragraph (e) of this section deemed to 
be in accordance with the partner’s 
proportionate interest in partnership 
capital or income for purposes of this 
paragraph (e) where so provided in 
§ 1.704–1(b)(4)(v). In addition, in connec-
tion with a revaluation described in 
§ 1.704–1(b)(2)(iv)(f), the basis of an oil 
or gas property is allocated among the 
partners based on the principles used 
under § 1.704–1(b)(4)(i) of allocating tax 
items to take into account variations 
between the adjusted basis of the prop-
erty and its fair market value. In the 
case of an oil or gas property contrib-
uted to a partnership by a partner, sec-
tion 704(c) is taken into account in de-
termining the partner’s share of the 
adjusted basis. 

(6) Miscellaneous rules—(i) Each part-
ner must separately keep records of his 
or her share of the adjusted basis in 
each domestic oil or gas property of 
the partnership, adjust his or her share 
of such basis pursuant to section 1016 
(including adjustments for any deple-
tion allowed or allowable with respect 
to such property), and use that ad-
justed basis each year in the computa-
tion of his or her cost depletion or in 
the computation of his or her gain or 
loss on the disposition (including aban-
donment) of the property by the part-
nership. 

VerDate Mar<15>2010 16:41 Apr 30, 2012 Jkt 226092 PO 00000 Frm 00454 Fmt 8010 Sfmt 8010 Q:\26\26V7.TXT ofr150 PsN: PC150



445 

Internal Revenue Service, Treasury § 1.613A–3 

(ii) The adjusted basis of a partner’s 
interest in a partnership is decreased 
(but not below zero) pursuant to sec-
tion 705(a)(3) by the amount of the de-
pletion deduction allowed or allowable 
to the partner with respect to a domes-
tic oil or gas property to the extent 
such deduction does not exceed the pro-
portionate share of the adjusted basis 
of such property allocated to the part-
ner under section 613A(c)(7)(D), as ad-
justed by the partner after the initial 
allocation. Section 705(a)(1)(C) does not 
apply to depletion deductions that are 
not included in a partner’s distributive 
share under section 702. Accordingly, 
the adjusted basis of a partner’s inter-
est in a partnership is not increased 
under section 705(a)(1)(C) with respect 
to depletion of oil or gas properties. 
See § 1.705–1(a)(2)(iii). 

(iii) Upon the disposition of an oil or 
gas property by the partnership, each 
partner must subtract the partner’s ad-
justed basis in the property from his or 
her allocable portion of the amount re-
alized from the sale of the property to 
determine gain or loss. The partner’s 
allocable portion of amount realized 
must, except to the extent governed by 
section 704(c) (or related principles 
under § 1.704–1(b)(4)(i)), be determined 
in accordance with § 1.704–1(b)(4)(v). Ex-
cept as otherwise provided (e.g., sec-
tion 751), the sale of a partnership in-
terest is not treated as a sale of an oil 
and gas property. 

(iv) In the case of a transfer of an in-
terest in a partnership, the transferor 
partner’s adjusted basis in each part-
nership oil or gas property carries over 
to the transferee partner. If an election 
under section 754 (relating to optional 
adjustment to the basis of partnership 
property) is in effect, such basis is ad-
justed in accordance with section 743. 

(v) For purposes of section 732 (relat-
ing to basis of distributed property 
other than money) and section 734(b) 
(relating to optional adjustment to 
basis of partnership property), the 
partnership’s adjusted basis in oil and 
gas property is an amount equal to the 
aggregate of its partners’ adjusted 
bases in the property as determined 
under the rules provided in paragraph 
(e)(3) of this section. 

(7) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example 1. A, B, and C have equal interests 
in capital in Partnership ABC. On January 1, 
1992, the partnership acquired a producing 
domestic oil property. The partnership’s 
basis in the property was $90x. The partner-
ship allocated the adjusted basis of the prop-
erty to each partner in proportion to the 
partner’s interest in partnership capital. Ac-
cordingly, each partner was allocated an ad-
justed basis of $30x. Each partner must sepa-
rately compute his or her depletion allow-
ance. The amount of percentage depletion al-
lowable for each partner for 1992 was $10x. On 
January 1, 1993, each partner’s adjusted basis 
in the property was $20x ($30x minus $10x). 
On January 1, 1993, the oil property was sold 
for $150x. Each partner’s gain was $30x ($50x 
allocable share of amount realized minus the 
partner’s adjusted basis of $20x). Each part-
ner must adjust the partner’s adjusted basis 
in his or her partnership interest to reflect 
the gain. 

Example 2. The facts are the same as in Ex-
ample 1 except that on January 1, 1993, the 
property was not sold but transferred by the 
partnership to partner A. A’s basis in the 
property was $60x (the sum of A’s, B’s, and 
C’s adjusted bases in the property). 

Example 3. The facts are the same as in Ex-
ample 1 with the exception that in 1992 C was 
a retailer of oil and gas and was only enti-
tled to a cost depletion deduction of $5x. C’s 
gain from the sale of the mineral property on 
January 1, 1993, was $25x ($50x allocable 
share of amount realized minus C’s adjusted 
basis of $25x ($30x minus $5x)). 

Example 4. D, a calendar year taxpayer, is 
a partner in Partnership DEF which owns a 
domestic producing oil property. On January 
1, 1993, the partnership’s adjusted basis in 
the property was $900x. On January 1, 1993, 
D’s adjusted basis in D’s partnership interest 
was $300x and D’s adjusted basis in the part-
nership’s oil property was $300x. D’s allow-
able percentage depletion for 1993 with re-
spect to production from the oil property 
was $50x. On January 1, 1994, D’s adjusted 
basis in D’s partnership interest was $250x 
and D’s adjusted basis in the partnership’s 
oil property was $250x ($300x minus $50x). 

Example 5. On January 1, 1990, G has an ad-
justed basis of $5x in partnership GH’s prov-
en domestic oil property, which is the sole 
asset of the partnership. On January 1, 1990 
G sells G’s partnership interest to I for $100x 
when the election under section 754 is in ef-
fect. I has a special basis adjustment for the 
oil property of $95x (the difference between 
I’s basis, $100x, and I’s share of the basis of 
the partnership property, $5x). I is not enti-
tled to percentage depletion with respect to 
I’s distributive share of the oil property in-
come because I is a transferee of an interest 
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in a proven oil property. However, I is enti-
tled to cost depletion and for this purpose I’s 
interest in the oil property has an adjusted 
basis to I of $100x ($5x, plus I’s special basis 
adjustment of $95x). 

Example 6. On January 1, 1960, Partnership 
JK acquired a domestic producing oil prop-
erty. On January 1, 1990, the partnership’s 
adjusted basis in the property was zero. On 
January 1, 1990, L is admitted as a partner to 
the partnership. Since the partnership’s ad-
justed basis in the oil property is zero, L’s 
proportionate share of the basis in the prop-
erty is also zero. L is not entitled to percent-
age depletion because L is a transferee of a 
proven oil property (see paragraph (g) of this 
section). Since the property’s basis is zero, L 
is also not entitled to any cost depletion 
with respect to production from the prop-
erty. 

Example 7. (i) O and P have equal interests 
in capital in Partnership OP. On January 1, 
1991, the partnership acquired an unproven 
domestic oil property X the basis of which is 
$200x to the partnership. The partnership al-
locates $100x of the basis of the property to 
each partner in accordance with each part-
ner’s proportionate interest in partnership 
capital. For the 1991 taxable year, O has a 
$10x cost depletion allowance and P has a 
$25x percentage depletion allowance. Accord-
ingly, at the end of the 1991 taxable year, O’s 
adjusted basis in the property is $90x, and P’s 
adjusted basis in the property is $75x. On 
January 1, 1992, Q is admitted as an equal 
partner. The partnership does not use writ-
ten data from the partners and must there-
fore assume that each partner was entitled 
to $25x depletion based on the assumptions 
provided in § 1.613A–3(e)(3)(iii). This would re-
sult in a $50x combined depletion allowance 
for the partners and an aggregate adjusted 
basis in the oil property of $150x. Accord-
ingly, the partnership allocates $50x of the 
basis of the property to Q, one-third of the 
aggregate adjusted basis determined by the 
partnership. O and P must each reduce their 
basis in the property by one-third. Accord-
ingly, after the admission of Q, O’s adjusted 
basis in the property is $60x ($90x minus 
$30x), and P’s adjusted basis in the property 
is $50x ($75x minus $25x). 

(ii) Assume the same facts as in paragraph 
(i) of this Example 7 except that O informs 
the partnership that its adjusted basis in the 
property is $90x (determined without regard 
to section 613A(d)(1)). The partnership uses 
the written data provided by O and deter-
mines the aggregate adjusted basis in the 
property to be $165x ($90x+$75x). Accordingly, 
the partnership allocates $55x (1⁄3 of $165x) of 
the basis of the property to Q, and O and P 
must each reduce their adjusted basis in the 
property by one-third, as in paragraph (i) of 
this Example 7. Thus, after the admission of 
Q, O’s adjusted basis in the property is $60x 
and P’s adjusted basis in the property is $50x. 

(f) S corporations. For purposes of sec-
tion 613A(c)(13), adjustments to share-
holders’ adjusted bases in any domestic 
oil or gas property to reflect capital 
expenditures by S corporations, the ad-
dition of a new shareholder or an in-
crease in a shareholder’s interest by 
reason of a contribution to the S cor-
poration, the redemption of a share-
holder’s interest, or other appropriate 
transaction shall be made in accord-
ance with principles similar to the 
principles under § 1.613A–3(e) applicable 
to the entry or withdrawal of a part-
ner. 

(g) Trusts and estates. (1) In the case 
of production from domestic oil and 
gas properties held by a trust or estate, 
the depletion allowance under section 
611 shall be computed initially by the 
trust or estate. The determination of 
whether cost or percentage depletion is 
applicable shall be made at the trust or 
estate level, but such determination 
shall not result in the disallowance of 
cost depletion to a beneficiary of a 
trust or estate for whom cost depletion 
exceeds percentage depletion. The limi-
tations contained in section 613A (c) 
and (d), other than section 613A(d)(1), 
shall be applied at the trust or estate 
level in its computation of percentage 
depletion pursuant to section 613A and 
shall also be applied by a beneficiary 
with respect to any percentage deple-
tion apportioned to the beneficiary by 
the trust or estate. The limitation of 
section 613A(d)(1) shall be applied by 
each taxpayer (i.e., trust, estate or ben-
eficiary) only with respect to its allo-
cable share of percentage depletion 
under section 611(b) (3) or (4). For pur-
poses of adjustments to the basis of oil 
or gas properties held by a trust or es-
tate, in the absence of clear and con-
vincing evidence to the contrary, it 
shall be presumed that no beneficiary 
is affected by any section 613A (d) limi-
tations or by the rules contained in 
section 613A(c)(8) and (9) (relating to 
businesses under common control and 
members of the same family and to 
transfers, respectively), as in effect 
prior to the Revenue Reconciliation 
Act of 1990, or has any oil or gas pro-
duction from sources other than the 
trust or estate. 
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(2) The provisions of this paragraph 
may be illustrated by the following ex-
amples. 

Example 1. A is the income beneficiary of a 
trust the only asset of which is a domestic 
producing oil property. The trust instrument 
requires that an amount which equals 10 per-
cent of the gross income from the property 
be set aside annually as a reserve for deple-
tion. In 1975 the property a had production of 
1,095,000 barrels of oil. The trust’s gross in-
come from the property in 1975 was $30,000x. 
In that year, after setting aside $3,000x of in-

come for the reserve for depletion, the trust-
ee distributed the remaining income to A 
which represented 80 percent of the trust’s 
net income. The percentage depletion com-
puted by the trust with respect to the pro-
duction (computed as if section 613 applied to 
all of the production at the rate specified in 
section 613A(c)(5), as in effect prior to the 
Revenue Reconciliation Act of 1990) for 1975 
was $6,600x. The trust’s average daily produc-
tion for 1975 was 3,000 barrels (1,095,000 ÷ 365 
days). The trust’s allowable depletion pursu-
ant to section 613A(c) with respect to the 
production was $4,400x: 
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Pursuant to § 1.611–1(c)(4)(ii), the percentage 
depletion of $4,400x was apportioned between 
the trustee and A so that the trustee re-
ceived $3,000x (an amount equal to the 
amount of income set aside for the reserve 
for depletion) and A received $1,400x of the 
depletion deduction. The $1,400x depletion re-
ceived by A is attributable to 80 percent of 
the trust’s depletable oil quantity, i.e., 1,600 
barrels per day. 

Example 2. B, a retailer of oil and gas, is 
the income beneficiary of a trust the only 
asset of which is a domestic producing oil 
property. In 1975 the trustee distributed one- 
half of the trust’s net income and accumu-
lated the other one-half for the benefit of the 
remainderman. One-half of the percentage 
depletion computed by the trust with respect 
to the production from the property was ap-
portioned to B. Since B is a retailer of oil 
and gas, B is not entitled to deduct any of 
the percentage depletion apportioned to B. 
However, B is entitled to take cost depletion 
with respect to one-half of the production 
from the oil property, notwithstanding the 
fact that depletion was computed at the 
trust level on the basis of percentage deple-
tion. 

(h) Businesses under common control; 
members of the same family—(1) Compo-
nent members of a controlled group. For 
purposes of only the depletable quan-
tity limitations contained in section 
613A (c) and this section, component 
members of a controlled group of cor-
porations (as defined in paragraph (1) 
of § 1.613A–7) shall be treated as one 
taxpayer. Accordingly, the group 
shares the depletable oil (or natural 
gas) quantity prescribed for a taxpayer 
for the taxable year and the secondary 

production (to which gross income 
from the property is attributable be-
fore January 1, 1984) of a member of the 
group will reduce the other members’ 
share of the group’s depletable quan-
tity. 

(2) Aggregation of business entities 
under common control. If 50 percent or 
more of the beneficial interest in any 
two or more entities (i.e., corporations, 
trust, or estates) is owned by the same 
or related persons (taking into account 
only each person who owns at least 5 
percent of the beneficial interest in an 
entity and with respect to such person 
his or her entire interest) as defined in 
paragraph (m) (2) of § 1.613A–7, the ten-
tative quantity determined under the 
table in section 613A(c)(3)(B) (as in ef-
fect prior to the Revenue Reconcili-
ation Act of 1990) for a taxpayer for the 
taxable year shall be allocated among 
all such entities in proportion to their 
respective production. This paragraph 
(h)(2) shall not apply to component 
members of a controlled group of cor-
porations (as defined in § 1.613A–7 (1)). 
For purposes of determining ownership 
interest, an interest owned by or for a 
corporation, partnership, trust, or es-
tate shall be considered as owned di-
rectly both by itself and proportion-
ately by its shareholders, partners, or 
beneficiaries, as the case may be. 

(3) Allocation among members of the 
same family. In the case of individuals 
who are members of the same family, 
the tentative quantity determined 
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under the table in section 613A (c)(3)(B) 
(as in effect prior to the Revenue Rec-
onciliation Act of 1990) for a taxpayer 
for the taxable year shall be allocated 
among such individuals in proportion 
to the respective production of barrels 
of domestic crude oil (and the equiva-
lent in barrels to the cubic feet of nat-
ural gas determined under paragraph 
(h)(4)(ii) of this section) during the pe-
riod in question by such individuals. 

(4) Special rules. For purposes of sec-
tion 613A (c)(8) and this section— 

(i) The family of an individual in-
cludes only his spouse and minor chil-
dren, and 

(ii) Each 6,000 cubic feet of domestic 
natural gas shall be treated as 1 barrel 
of domestic crude oil. 

(5) Examples. The application of this 
paragraph may be illustrated by the 
following examples: 

Example 1. A owns 50 percent of the stock 
of Corporation M and 50 percent of the stock 
of Corporation N. Both corporations are cal-
endar year taxpayers. For 1975 Corporation 
M’s production of domestic crude oil was 
8,000,000 barrels (365,000 of which was sec-
ondary production) and Corporation N’s was 
2,000,000 barrels (all of which was primary 
production). The tentative quantity (2,000 
barrels per day) determined under the table 
in section 613A (c)(3)(B) (as in effect prior to 
the Revenue Reconciliation Act of 1990) must 
be allocated between the two corporations in 
proportion to their respective barrels of pro-
duction of domestic crude oil during the tax-
able year. Corporation M’s allocable share of 
the tentative quantity is 1,600 barrels: 
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and Corporation N’s allocable share is 400 
barrels: 
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With respect to M’s primary production, 
M’s depletable oil quantity is 600 barrels 
(1,600 barrels – 1,000 barrels [365,000 secondary 
production ÷ 365 days]). N’s depletable oil 
quantity, unaffected by M’s secondary pro-
duction, is 400 barrels. 

Example 2. Assume the same facts as in Ex-
ample 1 except that Corporation M is a re-
tailer and Corporation N is not selling its oil 
through Corporation M. Because Corporation 
M is a retailer, no portion of the tentative 
quantity is allocated to Corporation M. Ac-
cordingly, Corporation N’s depletable oil 
quantity is the entire 2,000 barrels per day 
because section 613A (c), which contains the 
allocation requirements, is inapplicable to 
retailers. 

Example 3. Corporations O and P are mem-
bers of a controlled group and are treated as 
one taxpayer as provided in paragraph (h)(1) 
of this section. Corporation O owns oil prop-
erties A and B. Property A had primary pro-
duction for 1975 of 800,000 barrels of oil. Prop-
erty B had secondary production for 1975 of 
365,000 barrels of oil. Corporation P owns oil 
property C which had primary production of 
660,000 barrels for 1975. The allowable per-
centage depletion with respect to property 
B’s secondary production was $360x. The con-
trolled group’s average daily production was 
4,000 barrels [(800,000 + 660,000) ÷ 365]. The 
controlled group’s depletable oil quantity 
was 1,000 barrels [2,000 tentative quantity ¥ 

1,000 average daily secondary production 
(365,000 ÷ 365)]. The allowable percentage de-
pletion pursuant to section 613 (a) (computed 
as if section 613 applied to all of the produc-
tion at the rate specified in section 613A 
(c)(5), as in effect prior to the Revenue Rec-
onciliation Act of 1990) was $800x with re-
spect to production from property A and 
$660x with respect to production from prop-
erty C. 

Corporation O’s allowable depletion pursu-
ant to section 613A (c) with respect to prop-
erty B’s secondary production (for which de-
pletion is allowable before primary produc-
tion) for 1975 was $360x. Corporation O’s al-
lowable depletion pursuant to section 613A 
(c) with respect to property A was $200x: 

$800
,

,
x depletion

depletable oil quantity

average daily production

1 000

4 000

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢

⎤

⎦
⎥

Therefore, Corporation O’s allowable deple-
tion pursuant to section 613A (c) was $560x 
($360x relating to property B plus $200x relat-

ing to property A). Corporation P’s allowable 
depletion pursuant to section 613A (c) with 
respect to property C was $165x: 
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(i) Transfer of oil or gas property—(1) 
General rule—(i) In general. Except as 
provided in paragraph (i)(2) of this sec-
tion, in the case of a transfer (as de-
fined in paragraph (n) of § 1.613A–7) of 
an interest in any proven oil or gas 
property (as defined in paragraph (p) of 
§ 1.613A–7), paragraph (a)(1) of this sec-
tion shall not apply to a transferee (as 
defined in paragraph (o) of § 1.613A–7) 
with respect to production of crude oil 
or natural gas attributable to such in-
terest, and such production shall not 
be taken into account for any com-
putation by the transferee under this 
section. 

(ii) Examples. The provisions of this 
subparagraph may be illustrated by the 
following examples: 

Example 1. On January 1, 1975, Individual A 
transfers proven oil properties to Corpora-
tion M in an exchange to which section 351 
applies for shares of its stock. Since there is 
no allocation requirement pursuant to sec-
tion 613A(c)(8) between A (the transferor) 
and Corporation M (the transferee), the 
transfer of the proven properties by A is a 
transfer for purposes of section 613A(c)(9) (as 
in effect prior to the Revenue Reconciliation 
Act of 1990) and percentage depletion is not 
allowable to Corporation M with respect to 
such properties. 

Example 2. On January 1, 1975, Corporation 
N sells proven oil property to Corporation O, 
its wholly-owned subsidiary. Because the 
transfer was made between corporations 
which are members of the same controlled 
group of corporations, Corporation O is enti-
tled to percentage depletion with respect to 
production from the property so long as the 
tentative oil quantity is allocated between 
the two corporations. If Corporation N were 
a retailer, the tentative oil quantity would 
not be required to be allocated between the 
two corporations (see example 2 of § 1.613A– 
3(h)(5)), and Corporation O would not be enti-
tled to percentage depletion on the produc-
tion from the property. 

Example 3. B, owner of a proven oil prop-
erty, died on January 1, 1975. Pursuant to the 
provisions of B’s will, B’s estate transferred 
the oil property on April 1, 1975, into a trust. 
On July 1, 1976, pursuant to a requirement in 
B’s will, the trustee distributed the oil prop-
erty to C. The transfer of the oil property by 
the estate to the trust and the later distribu-
tion of the property by the trust to C are 

transfers at death. Therefore, the trust was 
entitled to compute percentage depletion 
with respect to the production from the oil 
property when the property was owned by 
the trust and C is entitled to percentage de-
pletion with respect to production from the 
oil property after the trust distributes the 
property to C. 

Example 4. On January 1, 1975, property 
which produces oil resulting from secondary 
processes was transferred to D. The exemp-
tion under section 613A(c) applies to D be-
cause section 613A(c)(9) (relating to transfers 
of oil or gas property), as in effect in 1975, 
does not apply with respect to secondary 
production. In addition, even if at the time 
of the transfer the production from the prop-
erty was primary and D applied secondary 
processes to the property transferred and ob-
tained secondary production, D would be en-
titled to percentage depletion with respect 
to the secondary production. 

Example 5. On July 1, 1975, E and F entered 
into a contract whereby F is given the privi-
lege of drilling a well on E’s unproven prop-
erty, and if F does so F is to own the entire 
working interest in the property until F has 
recoverd all the costs of drilling, equipping, 
and operating the well. Thereafter, 50 per-
cent of the working interest would revert to 
E. In accordance with the contract, 50 per-
cent of the working interest reverted to E on 
July 1, 1976. F is entitled to percentage de-
pletion because the transfer of the working 
interest to F occurred when the property was 
unproven on July 1, 1975, which is the date of 
the contract establishing F’s right to the 
working interest. E is entitled to percentage 
depletion with respect to this working inter-
est since the reversion of such interest with 
respect to which E was eligible for percent-
age depletion is not a transfer. However, if 
on the date of the contract E’s property was 
proven (although not proven when E ac-
quired the property), F would not be entitled 
to claim percentage depletion with respect 
to any of the working interest income. None-
theless, E would still be entitled to percent-
age depletion with respect to E’s working in-
terest since the reversion of the interest is 
not a transfer. 

Example 6. On January 1, 1975, G subleased 
an oil property to H, retaining a 1⁄8 royalty 
interest with the option to convert G’s roy-
alty into a 50-percent working interest. On 
July 1, 1975, the property was proven and on 
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July 1, 1976, G exercised G’s option. G is enti-
tled to claim percentage depletion with re-
spect to G’s working interest since the con-
version of the royalty interest which is eligi-
ble for percentage depletion pursuant to sec-
tion 613A(c) into an interest which con-
stituted part of an interest previously owned 
by G is not a transfer pursuant to § 1.613A– 
7(n)(8). 

Example 7. I and J (both of whom are mi-
nors) are beneficiaries of a trust which 
owned a proven oil property. The oil prop-
erty was transferred to the trust on January 
1, 1975, by the father of I and J. For 1975, the 
trustee allocated all the income from the oil 
property to I. For 1976, the trustee allocated 
all the income from such property to J. On 
January 1, 1977, the trustee distributed the 
property to I and J as equal tenants in com-
mon. Since I, J, and their father are mem-
bers of the same family within the meaning 
of section 613A(c)(8)(C), the transfer of the 
property to the trust by the father, the shift-
ing of income between I and J, and the dis-
tribution of the oil property by the trust to 
I and J are not transfers for purposes of sec-
tion 613A(c)(9) (as in effect prior to the Rev-
enue Reconciliation Act of 1990). However, 
the distribution of the oil property will con-
stitute a transfer to each distributee on the 
date on which the distributee reaches major-
ity under state law. 

Example 8. In 1975, K transferred a proven 
oil property productive at 5,000 feet to L. 
Subsequent to the transfer, L drilled new 
wells on the property finding another res-
ervoir at 10,000 feet. The two zones were com-
bined under section 614 as a single property. 
L is not entitled to percentage depletion on 
the gross income attributable to the produc-
tion from the productive zone at 5,000 feet, 
but is entitled to percentage depletion on the 
gross income attributable to the production 
from the productive zone at 10,000 feet be-
cause that zone was not part of the proven 
property until the date of development ex-
penses by L, which is after the date of the 
transfer. Accordingly, L’s maximum allow-
able percentage depletion deduction for 1975 
would be zero percent of gross income from 
the property with respect to the production 
from 5,000 feet, plus 22 percent of gross in-
come from the property with respect to the 
production from 10,000 feet. This maximum 
deduction would be subject to the limitation 
provided for in section 613(a), i.e.,50 percent 
of ‘‘taxable income from the property (com-
puted without allowance for depletion),’’ 
such taxable income being the overall tax-
able income resulting from the sale of pro-
duction from both zones, and would also be 
subject to the limitations provided in sec-
tion 613A. The production from the produc-
tive zone at 5,000 feet is not taken into ac-
count in determining K’s depletable oil 
quantity for the year. 

Example 9. On July 1, 1975, M transferred an 
oil property with a fair market value of $100x 
to N. On February 1, 1976, N commenced pro-
duction of oil from the property. The fair 
market value of the property on February 1, 
1976, as reduced by actual costs incurred by 
N for equipment and intangible drilling and 
development costs, was $300x. Because the 
value of the property on transfer was not 50 
percent or more of the value on February 1, 
1976, the property transferred to N was not a 
proven property (see § 1.613A–7(p)). However, 
if there had been only marginal production 
from the property so that the fair market 
value of the property on February 1, 1976, 
was $40x rather than $300x, the property 
transferred to N would have been a proven 
property provided the other requirements of 
a proven property were met. 

Example 10. O is the owner of a remainder 
interest in a trust created January 1, 1970. 
On that date, the trust held oil and gas prop-
erties. On January 1, 1976, O’s interest for 
the first time entitled O to the trust’s in-
come from oil and gas production from the 
properties. The reversion of the remainder 
interest to O is not a transfer (see § 1.613A– 
7(n)(7)). Accordingly, the transfer of the in-
terest in oil and gas property to O is deemed 
to have occurred on January 1, 1970, the date 
O’s interest was created. 

Example 11. On January 1, 1976, P, Q, and R 
entered into a partnership for the acquisi-
tion of oil and gas leases. It was agreed that 
the sharing of income will be divided equally 
among P, Q, and R. However, it was further 
agreed that with respect to the first produc-
tion obtained from each property acquired P 
will receive 80 percent thereof and Q and R 
each will receive 10 percent thereof until 
$100x has been received by P. Assume these 
allocations have substantial economic effect 
under section 704 of the Code and the regula-
tions thereunder. On February 1, 1976, Part-
nership PQR acquired an unproven property 
and production therefrom was shared pursu-
ant to the partnership agreement. P is enti-
tled to percentage depletion with respect to 
the production allocated to him since the 
transfer of right to the production is deemed 
to have been made on the date the partner-
ship agreement became applicable to the spe-
cific property, at which time the property 
was unproven. See § 1.613A–7(n) for rules re-
lating to the definition of transfer. Simi-
larly, when $100x has been obtained and Q 
and R each commence receiving 331⁄3 percent 
of the revenue, Q and R are entitled to per-
centage depletion with respect to their en-
tire interests. However, if the property had 
been proven when acquired by the partner-
ship, P, Q, and R would not be entitled to 
claim any percentage depletion with respect 
to production from the property. 

Example 12. On December 30, 1960, S placed 
producing oil property in trust for the ben-
efit of S’s nephew, T, and executed a trust 
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agreement which required the trustee of the 
trust to transfer the oil property to T on 
January 1, 1975. The trustee’s transfer of the 
oil property to T on January 1, 1975, is 
deemed to have occurred on December 30, 
1960 (see § 1.613A–7(n)). Since the transfer is 
deemed to have occurred before January 1, 
1975, section 613A(c) applies with respect to 
the production from the oil property. More-
over, if the trustee was not required to trans-
fer the oil property on a specific date but 
was given discretion to select the date of 
transfer, the transfer of such property would 
still be deemed to have occurred on Decem-
ber 30, 1960. However, the result would be dif-
ferent if the trust agreement had provided 
that the trustee, at the trustee’s discretion, 
may transfer the oil property to T on Janu-
ary 1, 1975, but is not under any obligation to 
transfer the property to T on January 1, 1975, 
or on any other date. Since the transfer was 
discretionary, the date of the actual transfer 
governs. 

Example 13. On January 1, 1974, U acquired 
an oil property. On February 1, 1974, U grant-
ed V an option to purchase the oil property. 
V exercised V’s option on March 2, 1975, and 
subsequently the oil property was conveyed 
to V. The date of the transfer was March 2, 
1975, the day V exercised V’s option (on 
which date both parties were bound). 

Example 14. On July 1, 1974, W executed a 
deed conveying oil and gas property to X. W 
delivered the deed to X on January 1, 1975. 
Under state law, the mere execution of the 
deed without delivery did not give X any 
rights in the property. Title to the oil prop-
erty passed to X on the date of delivery. 
Therefore, the date of transfer was January 
1, 1975. 

Example 15. Y, owner of a proven oil prop-
erty, transferred Y’s interest therein on July 
25, 1975, to a revocable trust of which Y is 
treated as the owner under section 676. Y is 
not deemed a transferee and section 613A(c) 
applies to Y because immediately preceding 
the transfer Y was entitled to percentage de-
pletion on the production from the property. 

Example 16. On January 1, 1975, a proven oil 
property was transferred to Z; therefore, sec-
tion 613A(c)(1) did not apply with respect to 
the production from such property. After Z’s 
death, neither Z’s estate nor its beneficiaries 
are entitled to percentage depletion with re-
spect to the decedent’s oil property since Z 
was a transferee of proven property. 

Example 17. Partnership ABC, owner of 
proven oil and gas properties, admitted D as 
a partner in 1975 in consideration of cash. 
The shares of Partners A, B, and C of the 
partnership income were proportionately re-
duced so that D had a 25 percent interest in 
the income. D is not entitled to percentage 
depletion with respect to D’s share of part-
nership oil and gas income because D is a 
transferee for purposes of section 613A(c)(9) 

(as in effect prior to the Revenue Reconcili-
ation Act of 1990). See § 1.613A–7(n). 

Example 18. On January 1, 1975, E and F 
formed Partnership EF to which E contrib-
uted proven oil property. For 1975, pursuant 
to the partnership agreement 70 percent of 
the mineral income from the property was 
allocated to E and 30 percent of the mineral 
income from the property was allocated F. F 
is not entitled to percentage depletion with 
respect to production from the property be-
cause F is a transferee of an interest in prov-
en property. However, E is not a transferee 
of an interest in proven property because E 
was entitled to percentage depletion on the 
oil produced with respect to the property im-
mediately before the transfer. Therefore, E is 
entitled to percentage depletion with respect 
to the income allocated to E. However, if in 
1976 the partnership agreement were revised 
so that E’s interest in the income was in-
creased by 10 percent, E would not be enti-
tled to percentage depletion with respect to 
the additional 10 percent interest because E 
is a transferee with respect thereto. 

Example 19. G is the owner of a 1⁄3 interest 
in a partnership owning a proven oil prop-
erty, and as such is entitled to 1⁄3 of the in-
come from the property. G received a dis-
tribution on July 1, 1975, from the partner-
ship of a 1⁄3 interest in the proven oil prop-
erty. Although the transfer of such interest 
is a transfer for purposes of section 613A(c)(9) 
(as in effect prior to the Revenue Reconcili-
ation Act of 1990), G is still entitled to per-
centage depletion with respect to the 1⁄3 in-
terest in the oil production from the prop-
erty since G was entitled to percentage de-
pletion on such production with respect to 
such property immediately before the trans-
fer. If the entire property were distributed to 
G, G’s percentage depletion allowance would 
still be based on only 1⁄3 of the oil produced. 

Example 20. H and I contributed property X 
and property Y respectively to Partnership 
HI. The partnership agreement provides that 
all the gross income from property X is to be 
allocated to H and all the gross income from 
property Y is to be allocated to I. Assume 
these allocations have substantial economic 
effect under section 704 of the Code and the 
regulations thereunder. For 1975 H and I each 
received $100x gross income. Although the 
contributions of the properties by H and I 
are transfers for purposes of section 
613A(c)(9) (as in effect prior to the Revenue 
Reconciliation Act of 1990), both H and I are 
entitled to percentage depletion with respect 
to the $100x income received since each was 
entitled to a percentage depletion allowance 
with respect to the property contributed im-
mediately before the transfer. However, if no 
special allocation of income were made but 
H and I are to share equally in the income 
from both properties, each would be entitled 
to a depletion allowance based on only one- 
half of the production with respect to the 
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property he had contributed. If property X 
produces $100x of gross income from the 
property and property Y produces $200x of 
gross income from the property, H would be 
entitled to percentage depletion but only 
with respect to $50x (50 percent of $100x) of 
gross income from the property and I would 
be entitled to percentage depletion with re-
spect to $100x (50 percent of $200x) of gross in-
come from the property. 

(2) Transfers after October 11, 1990—(i) 
General rule. Section 613A(c) (9) and 
(10), as in effect prior to the Revenue 
Reconciliation Act of 1990 (relating to 
prohibition of percentage depletion on 
transferred proven properties) has been 
repealed effective for transfers after 
October 11, 1990. Accordingly, a trans-
feree of a proven oil or gas property 
transferred after October 11, 1990 is per-
mitted to claim percentage depletion 
with respect to production from the 
property. For purposes of transfers of 
property occurring before October 12, 
1990 under section 613A(c)(10), prior to 
its repeal, the disposition of stock after 
October 11, 1990 by a transferor will not 
result in a reduction in the depletable 
quantity of the transferee corporation 
under section 613A(c)(10)(F). 

(ii) Transfer. The term ‘‘transfer’’ has 
the same meaning as under § 1.613A– 
7(n). 

(iii) Transferee. A person shall not be 
treated as a transferee with respect to 
a transferred property to the extent 
that such person held an interest in the 
property but was not entitled to a per-
centage depletion allowance on min-
eral produced with respect to the prop-
erty immediately before the transfer. 
Thus, for example, if a taxpayer who is 
not entitled to claim percentage deple-
tion on a proven property transfers the 
property to a partnership for an inter-
est in the partnership, the taxpayer is 
not a transferee with respect to the 
property in the hands of the partner-
ship. 

(iv) Effective date. The provisions of 
paragraph (i)(2) of § 1.613A–3 are effec-
tive for transfers occurring after May 
13, 1991. However, a taxpayer may elect 
to apply these provisions to transfers 
occurring after October 11, 1990 and on 
or before May 13, 1991. 

(v) Examples. The examples below il-
lustrate the provisions of this subpara-
graph. The examples ignore the appli-
cation of any restriction on percentage 

depletion other than the proven prop-
erty transfer rule. 

Example 1. On December 31, 1991, A trans-
fers a proven oil property to B. B may claim 
percentage depletion with respect to produc-
tion from the property regardless of whether 
production from the property was eligible for 
percentage depletion in A’s hands (even if A 
were a retailer or refiner of oil or gas). 

Example 2. On October 10, 1990, A transfers 
a proven oil property to B. B may not claim 
percentage depletion with respect to produc-
tion from the property. 

Example 3. On January 1, 1990, C purchases 
a proven oil property. Because C is a trans-
feree of a proven property, production from 
the property is not eligible for percentage 
depletion in C’s hands. On December 31, 1991, 
C contributes the property to Corporation M, 
an S corporation in which C owns 100 percent 
of the stock. The contribution of the prop-
erty is a transfer, but C is not a transferee 
with respect to the property in the hands of 
the corporation. Accordingly, C may not 
claim percentage depletion with respect to 
production from the property. However, if 
prior to the contribution C had been entitled 
to claim percentage depletion with respect 
to production from the property, C would be 
entitled to claim percentage depletion with 
respect to production from the property 
after the contribution. 

Example 4. On December 31, 1991, C contrib-
utes a proven oil property (with respect to 
which C is not entitled to claim percentage 
depletion) to Corporation N, an S corpora-
tion in which C owns 30 percent and D owns 
70 percent of the stock. The contribution of 
the property is a transfer, but C is not a 
transferee with respect to the property in 
the hands of the corporation. Accordingly, C 
may not claim percentage depletion with re-
spect to C’s share of the production from the 
property. D is a transferee with respect to 
the property in the hands of Corporation N, 
and may claim percentage depletion with re-
spect to D’s share of production from the 
property. 

Example 5. On December 31, 1991, D trans-
fers a proven oil property (with respect to 
which D is not entitled to claim percentage 
depletion) to DE, an equal partnership be-
tween D and E. E is a transferee with respect 
to the property and may claim percentage 
depletion with respect to production from 
the property allocated to E under the DE 
partnership agreement. D is not a transferee 
with respect to the property, and may not 
claim percentage depletion with respect to 
production from the property allocated to D 
under the DE partnership agreement. How-
ever, if D had been entitled to claim percent-
age depletion with respect to production 
from the property, then D would be entitled 
to claim percentage depletion with respect 
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to production from the property in the hands 
of DE. 

Example 6. On January 1, 1990, Corporation 
P contributes a proven property to Corpora-
tion O, its wholly owned subsidiary. Under 
§ 1.613A–7(n)(4), the contribution is not treat-
ed as a transfer, but only for so long as the 
tentative quantity is required under section 
613A(c)(8) to be allocated between P and O. 
On December 31, 1991, P sells 90% of the O 
stock to an unrelated person; accordingly, 
the tentative quantity is no longer required 
under section 613A(c)(8) to be allocated be-
tween P and O. After the sale of O stock, pro-
duction from the property in O’s hands is eli-
gible for percentage depletion because a 
transfer of a proven property is deemed to 
occur upon the transfer of the stock. 

Example 7. On October 10, 1990, G transfers 
a proven oil property to his minor son, H. G 
had been entitled to claim percentage deple-
tion with respect to production from the 
property. Under § 1.613A–7(n)(5), H is per-
mitted to claim percentage depletion for so 
long as G and H are related persons under 
section 613A(c)(8)(C). On December 31, 1991, H 
reaches majority and is no longer related to 
G under section 613A(c)(8)(C). H is entitled to 
continue to claim percentage depletion on 
production from the property because the 
property is treated as being transferred to H 
on December 31, 1991. 

Example 8. On December 31, 1991, I sells a 
proven property to J, her husband. I had not 
been entitled to claim percentage depletion 
with respect to production from the prop-
erty. Under § 1.613A–7(n)(5), the sale is not a 
transfer because it is made between persons 
related under section 613A(c)(8). Accordingly, 
J may not claim percentage depletion with 
respect to production from the property. If, 
however, I had been entitled to claim per-
centage depletion with respect to production 
from the property, J would be entitled to 
claim percentage depletion with respect to 
production from the property. 

Example 9. On December 31, 1991, L inherits 
a proven property from K. K had not been en-
titled to claim percentage depletion with re-
spect to production from the property. Under 
§ 1.613A–7(n)(1), the inheritance is not a 
transfer. Accordingly, L may not claim per-
centage depletion with respect to production 
from the property. If, however, K had been 
entitled to claim percentage depletion with 
respect to production from the property, L 
would be entitled to claim percentage deple-
tion with respect to production from the 
property. 

Example 10. On December 31, 1991, Corpora-
tion R, a calendar year taxpayer, made an S 
election effective for the taxable year begin-
ning January 1, 1992 and succeeding taxable 
years. Since Corporation R is deemed to have 
transferred its oil and gas properties on Jan-
uary 1, 1992, the shareholders of Corporation 
R are eligible to claim percentage depletion 

with respect to the production from the 
properties. 

Example 11. Assume the same facts as in 
Example 10 except that Corporation R makes 
the S election on December 31, 1989, effective 
for the taxable year beginning January 1, 
1990 and succeeding taxable years. Since Cor-
poration R is deemed to have transferred its 
oil and gas properties on January 1, 1990, the 
shareholders of Corporation R are not eligi-
ble to claim percentage depletion with re-
spect to the production from the properties. 

(j) Percentage depletion with respect to 
bonuses and advanced royalties—(1) 
Amounts received or accrued after August 
16, 1986. In computing the percentage 
depletion allowance pursuant to sec-
tion 613A(c) with respect to amounts 
received or accrued after August 16, 
1986, there shall not be taken into ac-
count any advance royalty (to the ex-
tent that actual production during the 
taxable year is insufficient to earn 
such royalty), lease bonus, or other 
amount payable without regard to pro-
duction, even though the amount may 
be taken into account for purposes of 
sections 61 and 612 (relating to defini-
tions of gross income and cost deple-
tion, respectively). 

(2) Amounts received or accrued before 
August 17, 1986. (i) A lease bonus or ad-
vanced royalty received or accrued be-
fore August 17, 1986, with respect to oil 
or gas property shall be taken into ac-
count for purposes of percentage deple-
tion in the taxable year such payment 
is includible in income. Percentage de-
pletion shall be determined according 
to the depletion rate and depletable oil 
and natural gas limitations of section 
613A(c)(1) and § 1.613A–3(a) applicable 
on the date of such inclusion. The 
payee of the bonus or advanced royalty 
shall apply the depletable oil and nat-
ural gas quantity limitations by attrib-
uting a specific number of barrels of oil 
or cubic feet of natural gas to the lease 
bonus or advanced royalty. The deter-
mination of the number of barrels of 
oil or cubic feet of natural gas shall be 
based on the average price of oil or gas 
produced from the property during the 
taxable year. If oil or gas is not pro-
duced from the property during that 
year, or if the oil or gas is not sold be-
fore conversion or transportation from 
the premises, the number of barrels of 
oil or cubic feet of gas shall be based on 
a price (as of the date of the bonus or 
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advanced royalty) determined under 
the constructive pricing principles ap-
plicable under section 613(a), generally 
the representative market or field 
price. In the case where no oil or gas 
has been produced in such year, the 
constructive price applicable to the 
type of production expected to be pro-
duced from the property shall apply. 
However, if the first actual production 
from the property in a later year is dif-
ferent from the type of production 
upon which the conversion of the bonus 
or advanced royalty into barrels of oil 
or cubic feet of gas was based and the 
period of limitations on assessment has 
not expired (see section 6501) for the 
year in which the lease bonus or ad-
vanced royalty is includible in income, 
the taxpayer should promptly file an 
amended return, if necessary. In the 
amended return the conversion shall be 
recomputed taking into account the 
pricing applicable to the actual produc-
tion. For purposes of paragraph (f) of 
§ 1.613A–7, the number of barrels of oil 
or cubic feet of natural gas attributed 
to a lease bonus or advanced royalty is 
deemed to have been extracted on the 
date the bonus or advanced royalty is 
includible in the payee’s income. 

(ii) For purposes of applying the de-
pletable oil and natural gas quantity 
limitations in taxable years after the 
year in which the advanced royalty 
payment is included in income, the 
payee of an advanced royalty which is 
recouped out of future production shall 
not include production which recoups 
the advanced royalty in such later 
years. The payor of a bonus or ad-
vanced royalty that is not recouped 
from future production may reduce the 
production to be taken into account for 
purposes of applying the depletable 
quantity limitations in each year in 
which the payor’s gross income from 
the property is adjusted under § 1.613– 
2(c)(5)(ii) to reflect the bonus paid by 
an amount determined by dividing the 
portion of the bonus required to be ex-
cluded from the payor’s gross income 
from the property by the price of oil or 
gas applicable to the payee for con-
verting the bonus into barrels of oil or 
cubic feet of gas. 

(iii) See § 1.612–3 (a)(2) and (b)(2) for 
rules relating to the requirement that 
certain depletion deductions allowed 

with respect to lease bonuses and ad-
vanced royalties be restored to income. 

(k) Special rules for fiscal year tax-
payers. In applying this section to a 
taxable year which is not a calendar 
year, each portion of such taxable year 
which occurs during a single calendar 
year shall be treated as if it were a 
short taxable year. 

(l) Information furnished by partner-
ships, trusts, estates, and operators. Each 
partnership, trust, or estate producing 
domestic crude oil or natural gas, and 
each operator of a well from which do-
mestic crude oil or natural gas was 
produced, shall provide each partner, 
beneficiary, or person holding a nonop-
erating interest, as the case may be, 
with all information in its possession 
necessary to determine the amount of 
his depletion deduction allowable with 
respect to such crude oil or natural 
gas. For example, for each property a 
partnership is required to provide each 
partner with partnership information 
relating to the partner’s allocable 
share of gross income from the prop-
erty, the partner’s allocable share of 
operating expenses, the partner’s allo-
cable share of depreciation, the part-
ner’s share of allocated overhead, the 
partner’s share of estimated reserves, 
the partner’s share of production in 
barrels or cubic feet for the taxable 
year, the partner’s original share of the 
partnership adjusted basis of properties 
producing domestic crude oil or domes-
tic natural gas, the partner’s allocable 
share of any adjustments made to the 
basis of such properties by the partner-
ship, and the percentage by which ex-
isting partners must reduce their bases 
in a partnership oil or gas property 
upon entry of a partner by contribu-
tion. In addition, upon the disposition 
of an oil or gas property by the part-
nership, the partnership shall inform 
each partner of his allocable portion of 
the amount realized from the sale of 
the property. 

[T.D. 8348, 56 FR 21939, May 13, 1991; 57 FR 
4913, Feb. 10, 1992; 57 FR 9599, Mar. 19, 1992, as 
amended by T.D. 8437, 57 FR 43900, Sept. 23, 
1992; 57 FR 60474, Dec. 21, 1992; 58 FR 6678, 
Feb. 1, 1993] 
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§ 1.613A–4 Limitations on application 
of § 1.613A–3 exemption. 

(a) Limitation based on taxable income. 
(1) The aggregate amount of a tax-
payer’s deductions allowed pursuant to 
section 613A(c) for the taxable year 
shall not exceed 65 percent of the tax-
payer’s taxable income (reduced in the 
case of an individual by the zero brack-
et amount for taxable years beginning 
after December 31, 1976, and before Jan-
uary 1, 1987) for the year, adjusted to 
eliminate the effects of: 

(i) Any depletion with respect to an 
oil or gas property (other than a gas 
property with respect to which the de-
pletion allowance for all production is 
determined pursuant to section 
613A(b)) for which percentage depletion 
would exceed cost depletion in the ab-
sence of the depletable quantity limi-
tations contained in section 613A(c) (1) 
and (6) (as in effect prior to the Rev-
enue Reconciliation Act of 1990) or the 
taxable income limitation contained in 
section 613A(d)(1); 

(ii) Any net operating loss carryback 
to the taxable year under section 172; 

(iii) Any capital loss carryback to 
the taxable year under section 1212; 
and 

(iv) In the case of a trust, any dis-
tributions to its beneficiaries, except 
in the case of any trust where any ben-
eficiary of such trust is a member of 
the family (as defined in section 
267(c)(4)) of a settlor who created inter 
vivos and testamentary trusts for 
members of the family and such settlor 
died within the last 6 days of the 5th 
month in 1970, and the law in the juris-
diction in which such trust was created 
requires all or a portion of the gross or 
net proceeds of any royalty or other in-
terest in oil, gas, or other mineral rep-
resenting any percentage depletion al-
lowance to be allocated to the prin-
cipal of the trust. 
The amount disallowed (as defined in 
paragraph (q) of § 1.613A–7) shall be car-
ried over to the succeeding year and 
treated as an amount allowable as a de-
duction pursuant to section 613A(c) for 
such succeeding year, subject to the 65- 
percent limitation of section 613A(d)(1). 
For rules relating to corporations fil-
ing a consolidated return, see the regu-
lations under section 1502. With respect 
to fiscal year taxpayers, except as pro-

vided in § 1.613A–1 for taxable years be-
ginning before January 1, 1975, and end-
ing after that date, the limitation shall 
be calculated on the entire fiscal year 
and not applied with respect to each 
short period included in a fiscal year. 
For purposes of basis adjustments and 
determining whether cost depletion ex-
ceeds percentage depletion with re-
spect to the production from a prop-
erty, any amount disallowed as a de-
duction after the application of this 
paragraph shall be allocated to the re-
spective properties from which the oil 
or gas was produced in proportion to 
the percentage depletion otherwise al-
lowable to such properties pursuant to 
section 613A(c). Accordingly, the max-
imum amount which may be allowable 
as a deduction pursuant to section 
613A(c) after application of this para-
graph (65 percent × adjusted taxable in-
come) shall be allocated to properties 
for which percentage depletion pursu-
ant to section 613A(c) would be allowed 
in the absence of the limitation con-
tained in section 613A(d)(1) by applica-
tion of the same proportion. However, 
once it is determined that after appli-
cation of this paragraph cost depletion 
exceeds percentage depletion with re-
spect to a property, the maximum 
amount determined under the pre-
ceding sentence shall be reallocated 
among the remaining properties, and 
the portion of the amount disallowed 
which is allocable to such property 
shall be the amount by which percent-
age depletion pursuant to section 
613A(c) before application of this para-
graph exceeds cost depletion. See ex-
ample 1 of paragraph (a)(2) of this sec-
tion. If the taxpayer becomes entitled 
to the deduction in a later year (i.e., 
because the disallowed depletion does 
not exceed 65 percent of the taxpayer’s 
taxable income for that year after tak-
ing account of any percentage deple-
tion deduction otherwise allowable for 
that year), then the basis of the tax-
payer’s properties must be adjusted 
downward (but not below zero) by the 
amount of the deduction in proportion 
to the portion of the amount dis-
allowed to the respective properties in 
the year of the disallowance. However, 
if the property in question was dis-
posed of by the taxpayer prior to the 
beginning of such later year, the 
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amount of the deduction in such later 
year shall be reduced by the difference 
between the taxpayer’s adjusted basis 
in the property at the time it is dis-
posed of and the adjusted basis which 
the taxpayer would have had in the 
property in the absence of the 65-per-
cent limitation. 

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

Example 1. A owns producing oil properties 
M, N, and O. With respect to property M, the 
depletion allowable pursuant to section 
613A(c) for 1975 without regard to section 
613A(d)(1) was $60× (cost depletion would 
have been $40×). With respect to property N, 
the depletion allowable pursuant to section 
613A(c) for 1975 without regard to section 
613A(d)(1) was $90× (cost depletion would 
have been zero). With respect to property O, 
the depletion pursuant to section 613A(c) for 
1975 without regard to section 613A(d)(1) was 
$50× (cost depletion would have been $10X). 
A’s taxable income (as adjusted under 
§ 1.613A–4(a)(1)) for 1975 was $100×; accord-
ingly, A’s percentage depletion pursuant to 
section 613A(c) for 1975 must be reduced from 
$200× to $65× (65 percent × $100 × taxable in-
come). Of that amount, $19.5×: 

65x dollars
x

x x x

$60

$60 $90 $50+ +
⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢

⎤

⎦
⎥

is tentatively allocated to property M, 
$29.25×: 

65x dollars
x

x x x

$90

$90 $60 $50+ +

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢
⎢

⎤

⎦
⎥
⎥

is tentatively allocated to property N, and 
$16.25×: 

65x dollars
x

x x x

$50

$50 $90 $60+ +

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢
⎢

⎤

⎦
⎥
⎥

is tentatively allocated to property O. 
Since cost depletion of $40× with respect to 

property M exceeded the percentage deple-
tion of $19.5× allowable on such property, A 
claimed the cost depletion. Accordingly, the 
only percentage depletion deduction allow-
able to A pursuant to section 613A(c) for 1975 
is with respect to properties N and O. There-
fore, the $65× ceiling applies to the percent-
age depletion allowable on properties N and 
O. Of that amount, $41.79×: 

65x dollars
x

x x

$90

$90 $50+

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢
⎢

⎤

⎦
⎥
⎥

is allocated to property N, and $23.21×: 

65x dollars
x

x x

$50

$50 $90+

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢
⎢

⎤

⎦
⎥
⎥

is allocated to property O. 
Accordingly, A is allowed a total depletion 

deduction of $105× ($40× cost depletion on 
property M + $41.79× percentage depletion on 
property N + $23.21× percentage depletion on 
property O). The amount disallowed to A 
under section 613A(d)(1) is $95× ($200× aggre-
gate depletion allowable before application 
of section 613A(d)(1) ¥ $105× [$40× cost deple-
tion allowable on property M + $41.79× per-
centage depletion allowable on property N 
after application of section 613A(d)(1) + 
$23.21× depletion allowable on property O 
after application of section 613A(d)(1)]). For 
purposes of basis adjustments, $20× ($60× per-
centage depletion before limitation ¥ $40× 
cost depletion allowed) of the amount dis-
allowed is allocated to property M. The bal-
ance of the amount disallowed of $75× is allo-
cated $48.21×: 

75x dollars
x

x x

$90

$90 $50+

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢
⎢

⎤

⎦
⎥
⎥

to property N, and 

75
50

x dollars
x

x x$50 $90+

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢
⎢

⎤

⎦
⎥
⎥

to property O. 
Example 2. The amount disallowed to B as 

a deduction under this paragraph is $50x for 
1975 and $125x for 1976 (including the $50x car-
ried over from 1975). B may carry forward the 
$125x as a deduction to 1977 and subsequent 
years. 

Example 3. C is a fiscal year taxpayer whose 
fiscal year ended on May 31, 1975. For pur-
poses of applying the 65 percent of taxable 
income limitation, the period beginning Jan-
uary 1, 1975, and ending May 31, 1975, is treat-
ed as a short taxable year. The depletion al-
lowable pursuant to section 613A(c) without 
regard to section 613A(d)(1) for such short 
taxable year was $80x and A’s taxable income 
(as adjusted under § 1.613A–4(a)(1)) during 
such short taxable year was $100x. Only $65x 
(65 percent × $100x adjusted taxable income) 
of the deduction pursuant to section 613A(c) 
was deductible for such portion of 1975, in ad-
dition to any percentage depletion allowable 
for June 1, 1974, through December 31, 1974. 
With respect to the taxable year com-
mencing June 1, 1975, and ending May 31, 
1976, the 65 percent limitation is applied to 
the taxable income for the entire taxable 
year. 
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Example 4. Under the trust law of State X, 
a trustee is required to allocate 22 percent of 
gross mineral income to the principal of a 
trust for purposes of maintaining a reserve 
for depletion and the depletion deduction is 
entirely allocated to the trustee. In 1975 the 
gross income of a trust in State X the only 
assets of which were oil properties was $1,000. 
The trust’s allowable percentage depletion 
pursuant to section 613A(c) without regard to 
section 613A(d)(1) was $220. The trust in-
curred expenses of $150 for the taxable year 
and made distributions to beneficiaries (who 
are not described in the exception for family 
members set forth in paragraph (a)(1)(iv) of 
this section) of $630 ($1,000 gross income 
¥$220 allocated to principal ¥$150 expenses). 
The trust’s deduction for personal exemption 
under section 642(b) is $300. For purposes of 
applying the 65 percent limitation, the 
trust’s taxable income was $550 ($1,000 gross 
income ¥$150 expenses ¥$300 exemption). 
The limitation under section 613A(d)(1) was 
$357.50 (65%×$550 taxable income). Accord-
ingly, the trust’s percentage depletion allow-
ance was unaffected by the 65 percent limita-
tion. 

Example 5. In 1980 the gross income of the 
estate of D was $1,000. The only assets of the 
estate were oil properties. The estate’s ad-
justed basis in the oil properties was $0. The 
estate’s allowable percentage depletion pur-
suant to section 613A(c) without regard to 
section 613A(d)(1) was $220. The estate in-
curred expenses of $150 for the taxable year 
and made distributions to beneficiaries of 
$425. The distributions thus equaled one half 
of the net income of the estate (ignoring de-
pletion). Under section 611(b)(4), the percent-
age depletion is apportioned equally between 
the estate and its beneficiary. The distribu-
tion amount of $425 is deductible under sec-
tion 661(a) in computing the taxable income 
of the estate. For purposes of applying the 65 
percent limitation to the percentage deple-
tion apportioned to the estate, the estate’s 
taxable income was $0 ($1,000 gross income 
¥$150 expenses ¥$425 distribution ¥$600 ex-
emption). The limitation under section 
613A(d)(1) was therefore also $0 (65%×$0 tax-
able income). Accordingly, the $110 amount 
is disallowed to the estate for the taxable 
year but may be carried forward by the es-
tate as a deduction to 1981 and subsequent 
years. The beneficiaries shall apply the 65 
percent limitation to the $110 percentage de-
pletion apportioned to them based on their 
respective taxable incomes. 

Example 6. In 1975 E sold an oil property for 
which E’s adjusted basis was $20x. The 
amount disallowed for 1975 to E under sec-
tion 613A(d) was $10x. The amount of the car-
ryover under that section to 1976 was $0 ($10x 
disallowed amount ¥$10x [$20x adjusted basis 
of property on sale ¥$10x adjusted basis 
which taxpayer would have had in the prop-
erty in the absence of the 65-percent limita-

tion]). However, if the adjusted basis of the 
property on disposition had been $0, the 
amount of the carryover to 1976 would have 
been $10x ($10x disallowed amount ¥$0 ad-
justed basis of property on sale). 

Example 7. In 1975 F owned producing prop-
erties M, N, O, P, Q, and R. With respect to 
property M, the allowable cost depletion was 
$100x (the allowable percentage depletion 
pursuant to section 613A(c) without regard to 
the depletable quantity and taxable income 
limitations contained in section 613A(c)(1), 
(6) and (d)(1) would have been $90x). With re-
spect to property N, the allowable percent-
age depletion pursuant to section 613A(c) be-
fore applying section 613A(d)(1) was $80x 
(cost depletion would have been $0). With re-
spect to property O, the allowable cost deple-
tion was $60x (the allowable percentage de-
pletion pursuant to section 613A(c) would 
have been $70x, except that the application 
of section 613A(d)(1) reduced allowable per-
centage depletion to less than $60x). With re-
spect to property P, the allowable percent-
age depletion pursuant to section 613A(b) 
was $55x (cost depletion would have been 
$40x). With respect to property Q, which pro-
duces both gas subject to section 
613A(b)(1)(B) and oil subject to section 
613A(c), the allowable percentage depletion 
was $45x (cost depletion would have been 
$40x). With respect to property R, the allow-
able cost depletion was $40x (the allowable 
percentage depletion pursuant to section 
613A(c) would have been $50x, except that the 
application of section 613A(c)(7)(A) reduced 
allowable percentage depletion to less than 
$40x). Under paragraph (a)(1)(i) of this sec-
tion, for purposes of applying the 65 percent 
limitation under section 613A(d)(1), F’s tax-
able income must be reduced by the allow-
able depletion with respect to property M 
(for which cost depletion exceeded percent-
age depletion even in the absence of section 
613A(c)(1), (6), and (d)) and property P (for 
which all depletion is determined pursuant 
to section 613A(b)), but shall not be reduced 
by the allowable depletion with respect to 
properties N, O, Q, and R. 

(b) Retailers excluded. (1) Section 
613A(c) and § 1.613A–3 shall not apply in 
the case of any taxpayer who is a re-
tailer as defined in paragraph (r) of 
§ 1.613A–7. 

(2) The application of this paragraph 
may be illustrated by the following ex-
amples (those that involve sales 
through retail outlets assume, unless 
otherwise stated, that the $5,000,000 
gross receipts requirement section 
613A(d)(2) is met): 

Example 1. A, owner of producing oil and 
gas properties, also owns 5 percent in value 
of the stock of Corporation M, a retailer of 
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oil and gas. None of A’s production is sold 
through Corporation M. Since A may benefit 
from Corporation M’s sales of oil and gas 
through A’s ownership interest in Corpora-
tion M, A is considered to be selling oil or 
natural gas through Corporation M, a related 
person. Accordingly, the exemption under 
section 613A(c) does not apply to A, even 
though none of A’s production is sold 
through Corporation M. 

Example 2. Assume the same facts as in Ex-
ample 1 except that A has gross receipts of $2 
million from sales of oil for the taxable year 
from A’s retail outlets and Corporation M 
has gross receipts of $4 million from sales of 
oil for the taxable year from its retail out-
lets. For purposes of the $5 million gross re-
ceipts requirement of section 613A(d)(2), A is 
treated as having gross receipts of $6 million. 
Accordingly, the exemption under section 
613A(c) does not apply to A. 

Example 3. Corporation N, a retailer of oil 
and gas, owns 5 percent in value of the stock 
of Corporation O, owner of producing oil and 
gas properties. None of Corporation O’s pro-
duction is sold through Corporation N. Since 
Corporation O has no direct or indirect own-
ership interest in Corporation N, and there-
fore does not benefit from Corporation N’s 
sales of oil and gas, and since none of Cor-
poration O’s production is sold through Cor-
poration N, the exemption under section 
613A(c) applies to Corporation O. 

Example 4. Corporation P, a producer of oil, 
owns 70 percent in value of the stock of Cor-
poration Q. Corporation Q owns 30 percent in 
value of the stock of Corporation R. Corpora-
tion R owns 30 percent in value of the stock 
of Corporation S, a retailer of oil and gas. P 
indirectly owns 6.3 percent (70 percent × 30 
percent × 30 percent) in value of the stock of 
Corporation S. Since P may benefit from 
Corporation S’s sales of oil and gas through 
P’s indirect ownership interest in Corpora-
tion S, P is not entitled to percentage deple-
tion. 

Example 5. B is the owner of certain oil and 
gas properties in Texas and is also the owner 
of a service station in Washington, DC, 
which B leases to Corporation T. None of B’s 
production is sold to Corporation T. The ex-
emption under section 613A(c) applies to B. 
However, if sales of B’s production were 
made to Corporation T and the gross receipts 
from such sales of B’s production to Corpora-
tion T exceed 5 million dollars, the exemp-
tion under section 613A(c) would not apply to 
B because B is selling oil or natural gas to a 
person given authority to occupy a retail 
outlet leased by the taxpayer, B. 

Example 6. C has a 1⁄8 royalty interest and 
Corporation U has a 7⁄8 working interest in 
an oil property. Corporation V, a retailer of 
oil, owns 5 percent in value of the stock of 
Corporation U. C has no interest in either 
corporation. All of the production from the 
property is sold through Corporation V, C re-

ceiving from Corporation U 1⁄8 of its receipts 
therefrom. The exemption under section 
613A(c) does not apply to Corporation U be-
cause Corporation U is selling oil of natural 
gas through Corporation V, a related person 
that is a retailer. However, the exemption 
applies to C because C, as owner of a nonop-
erating mineral interest, is not treated as an 
operator of a retail outlet merely because C’s 
oil and gas is sold on C’s behalf through a re-
tail outlet operated by an unrelated person. 

Example 7. D owns and operates retail gro-
cery stores where refined oil may be pur-
chased. D also owns oil and gas producing 
properties. If the sales of refined oil at each 
store location constitute less than 5 percent 
of the gross receipts from all sales made at 
that store, D is not considered a retailer by 
reason of such sales. 

Example 8. Lessee E sells natural gas to les-
sor F directly from a wellhead gathering 
pipelines system for F’s local agricultural 
use, in transactions incidental to the acqui-
sition of a natural gas lease. The sales of 
natural gas to F are not sales through a re-
tail outlet. 

Example 9. Corporation W produces natural 
gas, some of which it sells at retail. For pur-
poses of determining whether Corporation W 
is a retailer selling gas through a retail out-
let within the meaning of § 1.613A–7(r), the 
business office of Corporation W where a pur-
chaser would normally contact the corpora-
tion with respect to its sales to the pur-
chaser is considered the place at which those 
sales of natural gas are made. 

Example 10. G, husband, is the sole owner 
and operator of a retail outlet which sells oil 
and gas. H, wife, owns producing oil and gas 
properties. G is not related to H for purposes 
of section 613A(d). 

Example 11. I, husband, and J, wife, are 
community property owners of 10 percent in 
value of the stock of Corporation X which is 
a retailer of oil and gas. I and J are each 
treated as owning 5 percent of Corporation 
X. Therefore, neither I nor J qualify for the 
exemption under section 613A(c). 

Example 12. Corporation Y, an electing 
small business corporation as defined in sec-
tion 1371 (as in effect prior to the enactment 
of the subchapter S Revision Act of 1982), 
owns producing oil and gas properties. K, a 
retailer of oil and gas, is a 50 percent inter-
est shareholder of Corporation Y. None of 
Corporation Y’s production is sold through 
K. Corporation Y is eligible for percentage 
depletion. 

Example 13. Corporation Z, a producer of 
natural gas, makes bulk sales of natural gas 
to industrial users. For purposes of deter-
mining whether Corporation Z is a retailer 
under § 1.613A–7(r), the bulk sales are dis-
regarded. 

Example 14. L, a calendar year taxpayer, is 
the owner of a producing oil property. On 
September 1, 1976, L purchased a chain of 
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gasoline service stations. Therefore, L was a 
retailer of oil and gas for the last 122 days of 
1976. L’s gross income from the oil property 
for the taxable year was $150x and L’s tax-
able income from the property was $30x. L is 
treated as a retailer with respect to $50x of 
gross income from the property ($150x×122/ 
366) and $10x of taxable income from the 
property ($30x×122/366). Therefore, L is enti-
tled to percentage depletion with respect to 
$100x of gross income from the property 
($150x minus $50x). However, the allowable 
percentage depletion is limited by the 50 per-
cent of taxable income from the property 
limitation to $10x (50 percent times $20x tax-
able income ($30x minus $10x)). 

Example 15. Corporation M is a partner in 
Partnership MNO which is the owner of an 
operating interest in a producing oil prop-
erty. Corporation P, a retailer of oil and gas, 
owns 5 percent in value of the stock of Cor-
poration M. Partnership MNO sells its pro-
duction to Corporation P. Corporation M is 
retailing oil through Corporation P, a re-
lated person, because its share of the oil is 
being sold on its behalf by the partnership 
through a retail outlet operated by a person 
related to Corporation M. Therefore, the ex-
emption under section 613A(c) does not apply 
to Corporation M. 

Example 16. AA and BB are beneficiaries of 
a trust which is a retailer of oil and gas. AA 
has an interest in the income of the trust for 
AA’s lifetime which, actuarially determined, 
represents more than 5 percent of the bene-
ficial interests in the trust. BB’s interest in 
the trust, which entitles BB to 5 percent of 
the corpus of the trust 5 years after AA’s 
death, represents less than 5 percent of the 
beneficial interests in the trust prior to AA’s 
death and represents more than 5 percent 
after AA’s death. The trust is a related per-
son of AA but not BB while AA is alive. Ac-
cordingly, during AA’s lifetime BB is not dis-
qualified from the exemption provided by 
section 613A(c), but AA is. 

Example 17. Assume the same facts as in 
Example 16, except that AA’s interest in the 
income of the trust represents 4 percent of 
the beneficial interests in the trust. AA is 
disqualified from the exemption provided by 
section 613A(c) with respect to the income 
from the trust but not with respect to in-
come from other sources. 

(c) Certain refiners excluded. (1) Sec-
tion 613A(c) and § 1.613A–3 shall not 
apply in the case of any taxpayer who 
is a refiner as defined in paragraph (s) 
of § 1.613A–7. 

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

Example 1. Corporation M owns a refinery 
which has refinery runs in excess of 50,000 
barrels on at least one day during the tax-

able year. Corporation M also owns a 5 per-
cent interest in Corporation N, owner of pro-
ducing oil and gas properties. None of Cor-
poration N’s production is sold to Corpora-
tion M. The exemption under section 613A(c) 
does not apply to Corporation N because Cor-
poration M, a related person of Corporation 
N, engages in the refining of crude oil. 

Example 2. A and B are equal partners in 
Partnership AB, which owns oil and gas pro-
ducing properties. A owns a refinery which 
has refinery runs in excess of 50,000 barrels 
on at least one day during the taxable year 
and which buys all of Partnership AB’s pro-
duction. B has no ownership interest in any 
refinery. B is not a refiner. 

[T.D. 8348, 56 FR 21946, May 13, 1991; 57 FR 
4913, Feb. 10, 1992] 

§ 1.613A–5 Election under section 
613A(c)(4). 

The election under section 613A(c)(4) 
is an annual election which the tax-
payer may make by claiming percent-
age depletion deductions for the tax-
able year based upon such election. The 
election may be made, on an original 
or amended tax return or a claim for 
credit or refund, at any time prior to 
the expiration of the statutory period 
(including any extensions thereof) for 
the filing of a claim for credit or re-
fund by the taxpayer. The election may 
be changed by the taxpayer by filing an 
amended return or a claim for credit or 
refund. The election allows the tax-
payer to treat as his depletable natural 
gas quantity an amount equal to 6,000 
cubic feet multiplied by the number of 
barrels of the taxpayer’s depletable oil 
quantity to which the election applies. 
The election applies to secondary or 
tertiary production, as well as primary 
production, but in determining the tax-
payer’s depletable natural gas quantity 
with respect to secondary or tertiary 
production the taxpayer’s depletable 
oil quantity shall be determined with-
out regard to section 613A(c)(3)(A)(ii) 
with respect to production from sec-
ondary or tertiary processes. 

[T.D. 7487, 42 FR 24264, May 13, 1977] 

§ 1.613A–6 Recordkeeping require-
ments. 

(a) Principal value of property dem-
onstrated. In the case of a transfer (as 
defined in § 1.613A–7(n)) after December 
31, 1974, of an interest in an oil or gas 
property (as defined in § 1.613A–7(p)), 
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the transferee (as defined in section 
1.613A–7(o)) shall keep records showing 
the terms of the transfer, any geologi-
cal and geophysical data in the posses-
sion of the transferee or other explor-
atory data with respect to the property 
transferred, and any other information 
which bears upon the question of 
whether at the time of the transfer the 
principal value of the property trans-
ferred had been demonstrated by 
prospecting, exploration, and discovery 
work. 

(b) Production from secondary or ter-
tiary processes. Every taxpayer who 
claims depletion with respect to oil or 
gas produced by secondary or tertiary 
processes (as defined in § 1.613A–7(k)) 
shall keep records of the secondary and 
tertiary processes applied and main-
tain records of the amount of produc-
tion so resulting. 

(c) Retention of records. The records 
required by this section shall be kept 
at all times available for inspection by 
authorized Internal Revenue officers or 
employees, and shall be retained so 
long as the contents may become mate-
rial in the administration of any Inter-
nal Revenue law. 

[T.D. 7487, 42 FR 24264, May 13, 1977] 

§ 1.613A–7 Definitions. 
For purposes of section 613A and the 

regulations thereunder— 
(a) Domestic. The term domestic, as ap-

plied to oil and gas wells (or to produc-
tion from such wells), refers to wells 
located in the United States or in a 
possession of the United States, as de-
fined in section 638 and the regulations 
thereunder. 

(b) Natural gas. The term natural gas 
means any product (other than crude 
oil as defined in paragraph (g) of this 
section) of an oil or gas well if a deduc-
tion for depletion is allowable under 
section 611 with respect to such prod-
uct. 

(c) Regulated natural gas. Natural gas 
is considered to be ‘‘regulated’’ only if 
all of the following requirements are 
met: 

(1) The gas must be domestic gas pro-
duced and sold by the producer (wheth-
er for himself or on behalf of another 
person) before July 1, 1976, 

(2) The price for which the gas is sold 
by the producer must not be adjusted 

to reflect to any extent the increase in 
liability of the seller for tax under 
chapter 1 of the Code by reason of the 
repeal of percentage depletion for gas, 

(3) The sale of the gas must have 
been subject to the jurisdiction of the 
Federal Power Commission for regu-
latory purposes, 

(4) An order or certificate of the Fed-
eral Power Commission must be in ef-
fect (or a proceeding to obtain such an 
order or certificate must have been in-
stituted), and 

(5) The price at which the gas is sold 
must be taken into account, directly or 
indirectly, in the issuance of the order 
or certificate by the Federal Power 
Commission. Price increases after Feb-
ruary 1, 1975, are presumed to take in-
creases in tax liabilities into account 
unless the taxpayer demonstrates to 
the contrary by clear and convincing 
evidence that the increases are wholly 
attributable to a purpose or purposes 
unrelated to the repeal of percentage 
depletion for gas (e.g., where the record 
of the Federal Power Commission 
clearly establishes that the Commis-
sion did not take the repeal into ac-
count). Increases to reflect additional 
State and local real property or sever-
ance taxes, increases for additional op-
erating costs (such as costs of sec-
ondary or tertiary processes), adjust-
ments for inflation, increases for addi-
tional drilling and related costs, or in-
creases to reflect changes in the qual-
ity of gas sold, are some examples of 
increases that are not attributable to 
the repeal of percentage depletion for 
gas. In the absence of a statement in 
writing by the Federal Power Commis-
sion that the price of the gas in ques-
tion was not in fact regulated, the re-
quirement of paragraph (c)(5) of this 
section is deemed to have been met in 
any case in which the Federal Power 
Commission issued an order or certifi-
cate approving the sale to an interstate 
pipeline company or, in a case in which 
it is established by the taxpayer that 
the Federal Power Commission has in-
fluenced the price of such gas, an order 
or certificate permitting the interstate 
transportation of such gas. In addition, 
an ‘‘emergency’’ sale of natural gas to 
an interstate pipeline, which, pursuant 
to the authority contained in 18 CFR 
2.68, 2.70, 157.22, and 157.29, may be 
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made without prior order approving 
the sale, is deemed to have met the re-
quirements of paragraph (c) (3), (4), and 
(5) of this section. For purposes of 
meeting the requirements under this 
paragraph, it is not necessary that the 
total gas production from a property 
qualify as ‘‘regulated natural gas.’’ The 
determination of whether mineral pro-
duction is ‘‘regulated natural gas’’ 
shall be made with respect to each sale 
of the mineral or minerals produced. 

(d) Natural gas sold under a fixed con-
tract. The term natural gas sold under a 
fixed contract means domestic natural 
gas sold by the producer (whether for 
himself or on behalf of another person) 
under a contract, in effect on February 
1, 1975, and at all times thereafter be-
fore such sale, under which the price 
for the gas during such period cannot 
be adjusted to reflect to any extent the 
increase in liabilities of the seller for 
tax under chapter 1 of the Code by rea-
son of the repeal of percentage deple-
tion for gas. The term may include gas 
sold under a fixed contract even though 
production sold under the contract had 
previously been treated as regulated 
natural gas. Price increases after Feb-
ruary 1, 1975, are presumed to take in-
creases in tax liabilities into account 
unless the taxpayer demonstrates to 
the contrary by clear and convincing 
evidence. Paragraph (c) of this section 
provides examples of increases which 
do not take increases in tax liabilities 
into account. However, if an adjust-
ment provided for in the contract per-
mits the possible increase in federal in-
come tax liability of the seller to be 
taken into account to any extent, the 
gas sold under the contract after such 
an increase becomes permissible is not 
gas sold under a fixed contract. If the 
adjustment provided for in the con-
tract provides for an increase in the 
price of the contract to the highest 
price paid to a producer for natural gas 
in the area, or if the price may be re-
negotiated, then gas sold under the 
contract after such an increase be-
comes permissible is presumed not to 
be sold under a fixed contract unless 
the taxpayer demonstrates by clear 
and convincing evidence that the price 
increase in no event takes increases in 
tax liabilities into account. For pur-
poses of meeting the requirements of 

this paragraph, it is not necessary that 
the total gas production from a prop-
erty qualify as ‘‘natural gas sold under 
a fixed contract,’’ for the determina-
tion of ‘‘natural gas sold under a fixed 
contract’’ is to be made with respect to 
each sale of each type of natural gas 
sold pursuant to each contract. 

(e) Qualified natural gas from 
geopressured brine. The term ‘‘qualified 
natural gas from geopressured brine’’ 
means any natural gas which is deter-
mined in accordance with section 503 of 
the Natural Gas Policy Act of 1978 to 
be produced from geopressured brine 
and which is produced from any well 
the drilling of which began after Sep-
tember 30, 1978, and before January 1, 
1984. 

(f) Average daily production. (1) The 
term average daily production means the 
taxpayer’s aggregate production of do-
mestic crude oil or natural gas, as the 
case may be, which is extracted after 
December 31, 1974, and to which gross 
income from the property is attrib-
utable during the taxable year divided 
by the number of days in such year. As 
used in the preceding sentence the 
term taxpayer includes a small business 
corporation as defined in section 1371 
(as in effect prior to the enactment of 
the subchapter S Revision Act of 1982) 
and the regulations thereunder. Not-
withstanding the provisions of § 1.612–3 
and except as provided in § 1.613A– 
3(j)(2), in computing the average daily 
production for a taxable year only oil 
or gas which has been actually pro-
duced by the close of such taxable year 
is taken into account. Average daily 
production does not include production 
resulting from secondary or tertiary 
processes to which gross income from 
the property is attributable before Jan-
uary 1, 1984. 

(2) In the case of a fiscal-year tax-
payer, paragraph (f)(1) of this section 
shall be applied separately to each 
short taxable year under section 
613A(c)(11), as in effect prior to the 
Revenue Reconciliation Act of 1990. 

(3) In the case of a taxpayer holding 
a partial interest in the production 
from any property (including an inter-
est of a partner in property of a part-
nership or a net profit interest) such 
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taxpayer’s production shall be consid-
ered to be that amount of such produc-
tion determined by multiplying the 
total production (which is produced 
after December 31, 1974, and to which 
gross income from the property is at-
tributable during the taxable year) of 
the property by the taxpayer’s percent-
age participation in the gross revenues 
from the property during the year. 
However, the portion of trust (or es-
tate) production allocable to a bene-
ficiary shall not exceed that amount of 
the trust’s (or estate’s) depletable oil 
quantity determined by multiplying 
such quantity by the beneficiary’s per-
centage interest in the trust’s (or es-
tate’s) gross income from the property. 

(g) Crude oil. For purposes of section 
613A and the regulations thereunder, 
the term crude oil means— 

(1) A mixture of hydrocarbons which 
existed in the liquid phase in natural 
underground reservoirs and which re-
mains liquid at atmospheric pressure 
after passing through surface sepa-
rating facilities, 

(2) Hydrocarbons which existed in the 
gaseous phase in natural underground 
reservoirs but which are liquid at at-
mospheric pressure after being recov-
ered from oil well (casinghead) gas in 
lease separators, and 

(3) Natural gas liquid recovered from 
gas well effluent in lease separators or 
field facilities before any conversion 
process has been applied to such pro-
duction. 

(h) Depletable oil quantity. The tax-
payer’s depletable oil quantity, within 
the meaning of section 613A(c)(1)(A), 
shall be equal to the tentative quantity 
determined under the table contained 
in section 613A(c)(3)(B) and paragraph 
(b) of § 1.613A–3 (except that, in the case 
of determinations with respect to days 
prior to January 1, 1984, such quantity 
shall be reduced (but not below zero) by 
the taxpayer’s average daily secondary 
or tertiary production for the taxable 
year). 

(i) Depletable natural gas quantity. The 
taxpayer’s depletable natural gas quan-
tity, within the meaning of section 
613A(c)(1)(B), shall be equal to 6,000 
cubic feet multiplied by the number of 
barrels of the taxpayer’s depletable oil 
quantity to which the taxpayer elects 
to have section 613A(c)(4) apply. The 

taxpayer’s depletable oil quantity for 
any taxable year shall be reduced (in 
addition to any reduction required to 
be made under paragraph (h) of this 
section) by the number of barrels with 
respect to which an election under sec-
tion 613A(c)(4) for natural gas has been 
made. See § 1.613A–5. 

(j) Barrel. The term barrel means 42 
United States gallons. 

(k) Secondary or tertiary production. 
For purposes of section 613A the term 
secondary or tertiary production means 
the increased production of domestic 
crude oil or natural gas from a prop-
erty at any time after the application 
of a secondary or tertiary process. The 
increased production is the excess of 
actual production over the maximum 
primary production which would have 
resulted during the taxable year if the 
secondary or tertiary process had not 
been applied. The increased production 
may be due to an increase in either the 
rate or the duration of recovery. A sec-
ondary or tertiary process is a process 
applied for the recovery of hydro-
carbons in which liquids, gases, or 
other matter is injected into the res-
ervoir to supplement or augment the 
natural forces required to move the hy-
drocarbons through the reservoir. How-
ever, no process which must be intro-
duced early in the productive life of 
the mineral property in order to be rea-
sonably effective (such as cycling of 
gas in the case of a gas-condensate res-
ervoir) is a secondary or tertiary proc-
ess. A process (such as fire flooding or 
miscible fluid injection) introduced 
early in the productive life of the min-
eral property will not be disqualified as 
a secondary or tertiary process if a 
later introduction of the process in the 
property would still have been reason-
ably effective. 

(l) Controlled group of corporations. 
The term controlled group of corpora-
tions has the meaning given to such 
term by section 1563(a), except that 
section 1563(b)(2) shall not apply and 
except that ‘‘more than 50 percent’’ 
shall be substituted for ‘‘ at least 80 
percent’’ each place it appears in sec-
tion 1563(a). 

(m) Related person. (1) A person is a 
related person to another person, within 
the meaning of section 613A(d) (2) and 
(4), paragraphs (b) and (c) of § 1.613A–4, 
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and paragraphs (r) and (s) of this sec-
tion, if either a significant ownership 
interest in such person is held by the 
other, or a third person has a signifi-
cant ownership interest in both such 
persons. For purposes of determining a 
significant ownership interest, an in-
terest owned by or for a corporation, 
partnership, trust, or estate shall be 
considered as owned directly both by 
itself and proportionately by its share-
holders, partners, or beneficiaries, as 
the case may be. The term significant 
ownership means— 

(i) With respect to any corporation, 
direct or indirect ownership of 5 per-
cent or more in value of the out-
standing stock of such corporation, 

(ii) With respect to a partnership, di-
rect or indirect ownership of 5 percent 
or more interest in the profits or cap-
ital of such partnership, and 

(iii) With respect to an estate or 
trust, direct or indirect ownership of 5 
percent or more of the beneficial inter-
ests in such estate or trust. The rel-
ative percentage ownership of bene-
ficiaries of an estate or trust in the 
beneficial interests therein shall be de-
termined under actuarial principles. 

(2) A person is a ‘‘related person’’ to 
another person, within the meaning of 
section 613A(c)(8)(B) and paragraph 
(h)(2) of § 1.613A–3, if such persons are 
members of the same controlled group 
of corporations or if the relationship 
between such persons would result in a 
disallowance of losses under section 267 
or 707(b), except that for this purpose 
the family of an individual includes 
only the individual’s spouse and minor 
children. 

(n) Transfer. The term transfer means 
any change in ownership for federal tax 
purposes after December 31, 1974, by 
sale, exchange, gift, lease, sublease, as-
signment, contract, or other disposi-
tion (including any contribution to or 
any distribution by a corporation, 
partnership, or trust), any change in 
the membership of a partnership or the 
beneficiaries of a trust, or any other 
change by which a taxpayer’s propor-
tionate share of the income subject to 
depletion of an oil or gas property is 
increased. For taxable years beginning 
after 1982, the term ‘‘transfer’’ includes 
an election by a C corporation to be an 
S corporation (properties deemed 

transferred by the C corporation on the 
day the election first becomes effec-
tive) and a termination of an S election 
(each shareholder’s pro rata share of 
assets of S corporation deemed trans-
ferred to C corporation on the day that 
the termination first becomes effec-
tive). However, the term does not in-
clude— 

(1) A transfer of property at death 
(including a distribution by an estate, 
whether or not a pro rata distribution), 

(2) An exchange to which section 351 
applies, 

(3) A change of beneficiaries of a 
trust by reason of the death, birth, or 
adoption of any vested beneficiary if 
the transferee was a beneficiary of the 
trust or is a lineal descendant of the 
settlor or any other vested beneficiary 
of the trust, except in the case of any 
trust where any beneficiary of the 
trust is a member of the family (as de-
fined in section 267(c)(4)) of a settlor 
who created inter vivos and testa-
mentary trusts for members of the 
family and the settlor died within the 
last six days of the fifth month in 1970, 
and the law in the jurisdiction in which 
the trust was created requires all or a 
portion of the gross or net proceeds of 
any royalty or other interest in oil, 
gas, or other mineral representing any 
percentage depletion allowance to be 
allocated to the principal of the trust, 

(4) A transfer of property between 
corporations which are members of the 
same controlled group of corporations 
(as defined in section 613A(c)(8)(D)(i)), 

(5) A transfer of property between 
business entities which are under com-
mon control (within the meaning of 
section 613A(c)(8)(B)) or between re-
lated persons in the same family (with-
in the meaning of section 
613A(c)(8)(C)), 

(6) A transfer of property between a 
trust and members of the same family 
(within the meaning of section 
613A(c)(8)(C)) to the extent that both (i) 
the beneficiaries of the trust are and 
continue to be members of the family 
that transferred the property, and (ii) 
the tentative oil quantity is allocated 
among the members of such family, 

(7) A reversion of all or part of an in-
terest with respect to which the tax-
payer was eligible for percentage deple-
tion pursuant to section 613A(c), or 
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(8) A conversion of a retained inter-
est which is eligible for such depletion 
into an interest which constituted all 
or part of an interest previously owned 
by the taxpayer also eligible for such 
depletion. 
However, paragraph (n) (2), (4), and (5) 
of this section shall apply only so long 
as the tentative quantity determined 
under the table contained in section 
613A(c)(3)(B) (as in effect prior to the 
Revenue Reconciliation Act of 1990) is 
required to be allocated under section 
613A(c)(8) between the transferor and 
transferee, or among members of a con-
trolled group of corporations. In the 
case of an individual transferor, the al-
location test of the preceding sentence 
shall not be failed merely because of 
the death of the transferor. For pur-
poses of paragraph (n) (3) and (6), an in-
dividual adopted by a beneficiary is a 
lineal descendant of that beneficiary. 
For purposes of paragraph (n) (7) and 
(8), a taxpayer previously ineligible for 
percentage depletion solely by reason 
of section 613A(d) (2) or (4) will be con-
sidered to have been eligible for such 
depletion. A transfer is deemed to 
occur on the day on which a contract 
or other commitment to transfer the 
property becomes binding upon both 
the transferor and transferee, or, if no 
such contract or commitment is made, 
on the day on which ownership of the 
interest in oil or gas property passes to 
the transferee. 

(o) Transferee. The term ‘‘transferee’’, 
as used in section 613A(c)(9), paragraph 
(i)(1) of § 1.613A–3, and this section in-
cludes the original transferee of proven 
property and his or her successors in 
interest (excluding successors in inter-
est of proven property transferred after 
October 11, 1990). A person shall not be 
treated as a transferee of an interest in 
a proven oil or gas property to the ex-
tent that such person was entitled to a 
percentage depletion allowance on 
mineral produced with respect to the 
property immediately before the trans-
fer. However, a person shall be treated 
as a transferee of an interest in a prov-
en property to the extent that the in-
terest such person receives is greater 
than the interest in the property the 
person held immediately before the 
transfer. For example, where the owner 
of a proven oil property transfers his or 

her entire interest therein to a part-
nership of which he or she is a member 
and, as a consequence, becomes enti-
tled to a depletion allowance based on 
only one-third of the oil produced with 
respect to that property, the owner 
(the transferor) is not denied percent-
age depletion with respect to the one- 
third interest in oil production which 
the owner still possesses. If the part-
nership agreement had made an effec-
tive allocation (under section 704 and 
§ 1.704.1) of all the income in respect of 
such property to the transferor part-
ner, that partner would be entitled to 
percentage depletion on the entire oil 
production from that property. For 
this purpose, a person who has trans-
ferred oil or gas property pursuant to a 
unitization or pooling agreement shall 
be treated as having been entitled to a 
depletion allowance immediately be-
fore the transfer to that person of the 
interest in the unit or pool with re-
spect to all of the mineral in respect of 
which the person receives gross income 
from the property pursuant to the 
unitization or pooling agreement, ex-
cept to the extent such income is at-
tributable to consideration paid by 
that person for such interest in addi-
tion to that person’s contribution of 
the oil or gas property and equipment 
affixed thereto. 

(p) Interest in proven oil or gas prop-
erty. The term interest in an oil or gas 
property means an economic interest in 
oil or gas property. An economic inter-
est includes working or operating in-
terests, royalties, overriding royalties, 
net profits interests, and, to the extent 
not treated as loans under section 636, 
production payments from oil or gas 
properties. The term also includes an 
interest in a partnership, S corpora-
tion, small business corporation, or 
trust holding an economic interest in 
oil or gas property but does not include 
shares of stock in a corporation (other 
than an S corporation and small busi-
ness corporation) owning such an inter-
est. An oil or gas property is ‘‘proven’’ 
if its principal value has been dem-
onstrated by prospecting, exploration, 
or discovery work. The principal value 
of the property has been demonstrated 
by prospecting, exploration, or dis-
covery work only if at the time of the 
transfer— 
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(1) Any oil or gas has been produced 
from a deposit, whether or not pro-
duced by the taxpayer or from the 
property transferred; 

(2) Prospecting, exploration, or dis-
covery work indicate that it is prob-
able that the property will have gross 
income from oil or gas from the deposit 
sufficient to justify development of the 
property; and 

(3) The fair market value of the prop-
erty is 50 percent or more of the fair 
market value of the property, minus 
actual expenses of the transferee for 
equipment and intangible drilling and 
development costs, at the time of the 
first production from the property sub-
sequent to the transfer and before the 
tansferee transfers his or her interest. 
For purposes of this paragraph, the 
property is to be determined by apply-
ing section 614 and the regulations 
thereunder to the transferee at the 
time of the transfer. If the transfer is 
of an interest in a partnership, S cor-
poration, small business corporation, 
or trust, the determination shall be 
made with respect to each property 
owned by the partnership, S corpora-
tion, small business corporation, or 
trust. The term prospecting, exploration, 
or discovery work includes activities 
which produce information relating to 
the existence, location, extent, or qual-
ity of any deposit of oil or gas, such as 
seismograph surveys and drilling ac-
tivities (whether for exploration or for 
the production of oil or gas). 

(q) Amount disallowed. The amount 
disallowed, within the meaning of sec-
tion 613A(d)(1) and paragraph (a) of 
§ 1.613A–4, is the excess of the amount 
of the aggregate of the taxpayer’s al-
lowable depletion deductions (whether 
based upon cost or percentage deple-
tion) computed without regard to sec-
tion 613A(d)(1) over the amount of the 
aggregate of such deductions computed 
with regard to such section. The dis-
allowed amount shall be carried over to 
the succeeding year and treated as an 
amount allowable as a deduction pur-
suant to section 613A(c) for the suc-
ceeding year, subject to the 65-percent 
limitation of section 613A(d)(1) and the 
rules contained in § 1.613A–4(a). 

(r) Retailer. (1) Except as otherwise 
provided in paragraph (r)(2) of this sec-
tion, the term retailer means any tax-

payer who directly, or through a re-
lated person (as defined in paragraph 
(m)(1) of this section), sells oil or nat-
ural gas, or any product derived from 
oil or natural gas— 

(i) Through any retail outlet oper-
ated by the taxpayer or a related per-
son, or 

(ii) To any person— 
(A) Obligated under an agreement or 

contract with the taxpayer or a related 
person to use a trademark, trade name, 
or service mark or name owned by such 
taxpayer or a related person, in mar-
keting or distributing oil or natural 
gas or any product derived from oil or 
natural gas, or 

(B) Given authority, pursuant to an 
agreement or contract with the tax-
payer or a related person, to occupy 
any retail outlet owned, leased, or in 
any way controlled by the taxpayer or 
a related person. 
For purposes of the preceding sentence, 
bulk sales (i.e., sales in very large 
quantities) of oil or natural gas (but 
not bulk sales of any product derived 
from oil or natural gas) to commercial 
or industrial users shall be disregarded. 
Bulk sales made after September 18, 
1982, of aviation fuels to the Depart-
ment of Defense shall be also dis-
regarded. In addition, sales of oil or 
natural gas (whether or not produced 
by the taxpayer), or of any product de-
rived from oil or natural gas, which are 
made outside the United States shall 
be disregarded if no domestic produc-
tion of oil, natural gas (or products de-
rived therefrom) of the taxpayer or a 
related person is exported during the 
taxable year or the immediately pre-
ceding taxable year. 

(2) Notwithstanding paragraph (r)(1) 
of this section, the taxpayer shall not 
be considered a retailer in any case 
where, during the taxable year of the 
taxpayer, the combined gross receipts 
from sales (excluding sales for resale) 
of oil or natural gas, or products de-
rived therefrom, of all retail outlets 
taken into account under paragraph 
(r)(1) of this section (including sales 
through a retail outlet of oil, natural 
gas, or a product derived from oil or 
natural gas which had previously been 
the subject of a sale described in para-
graph (r)(1)(ii) of this section) do not 
exceed $5 million. If the taxpayer’s 
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combined gross receipts for the taxable 
year exceed $5 million, the taxpayer 
will be treated as a retailer as of the 
first day in which a retail sale was 
made. For purposes of paragraph (r)(1) 
of this section, a taxpayer shall be 
deemed to be selling oil or natural gas 
(or a product derived therefrom) 
through a related person in any case in 
which any sale of oil or natural gas (or 
a derivative product) by the related 
person produces gross income from 
which the taxpayer may benefit by rea-
son of the taxpayer’s direct or indirect 
ownership interest in the related per-
son. In such cases (and in any other 
case in which the taxpayer is selling 
through a retail outlet referred to in 
section 613A(d)(2)(A) or is selling such 
items to a person described in section 
613A(d)(2)(B)), it is immaterial whether 
the oil or natural gas which is sold, or 
from which is derived a product which 
is sold, was produced by the taxpayer. 
A taxpayer shall be deemed to be sell-
ing oil or natural gas (or a derivative 
product) through a retail outlet oper-
ated by a related person in any case in 
which a related person who operates a 
retail outlet acquires for resale oil or 
natural gas (or a derivative product) 
which the taxpayer produced or caused 
to be made available for acquisition by 
the related person pursuant to an ar-
rangement whereby some or all of the 
taxpayer’s production is marketed. An 
owner of a nonoperating mineral inter-
est (such as a royalty) shall not be 
treated as an operator of a retail outlet 
merely because the owner’s oil or gas is 
sold on the owner’s behalf through a 
retail outlet operated by an unrelated 
person. In addition, the mere fact that 
a member of a partnership is a retailer 
shall not result in characterization of 
the remaining partners as retailers. 
However, any partner of a partnership 
who has a 5 percent or more interest in 
any entity actually engaging in retail 
activities (including the partnership or 
another entity to which the partner-
ship is related) is treated as a retailer. 
See paragraph (m)(1) of this section for 
rules on the ownership interest by 
partners in an entity related to a part-
nership. Similarly, if a trust or estate 
is a retailer, only its beneficiaries hav-
ing a 5 percent or more current income 
interest from the trust or estate are 

treated as retailers. A person who is a 
retailer during a portion of the taxable 
year shall be treated as a retailer with 
respect to a fraction of that person’s 
gross and taxable income from oil or 
gas properties for the taxable year, the 
numerator of which is the number of 
days during the taxable year in which 
the taxpayer is a retailer and the de-
nominator of which is the total number 
of days during the taxable year; except 
that a person who ceases to be a re-
tailer during the taxable year before 
the first production of oil or gas during 
such year shall not be treated as a re-
tailer for any portion of such year. 

(3) For purposes of this paragraph (r), 
the term any product derived from oil or 
natural gas means gasoline, kerosene, 
Number 2 fuel oil, refined lubricating 
oils, diesel fuel, butane, propane, and 
similar products which are recovered 
from petroleum refineries or extracted 
from natural gas in field facilities or 
natural gas processing plants. The 
term retail outlet means any place 
where sales of oil or natural gas (ex-
cluding bulk sales of such items to 
commercial or industrial users), or a 
product of oil or natural gas (excluding 
bulk sales of aviation fuels to the De-
partment of Defense), accounting for 
more than 5 percent of the gross re-
ceipts from all sales made at such 
place during the taxpayer’s taxable 
year, are systematically made for any 
purpose other than for resale. For this 
purpose, sales of oil or natural gas, or 
any product derived from oil or natural 
gas, to a person for refining are consid-
ered as sales made for resale. 

(s) Refiner. A person is a refiner if 
such person or a related person (as de-
fined in paragraph (m)(1) of this sec-
tion) engages in the refining of crude 
oil (whether or not owned by such per-
son or related person) and if the total 
refinery runs of such person and any 
related persons exceed 50,000 barrels on 
any day during the taxable year. A re-
finery run is the volume of inputs of 
crude oil (excluding any product de-
rived from oil) into the refining 
stream. For purposes of this paragraph, 
crude oil refined outside the United 
States shall be taken into account. Re-
fining is any operation by which the 
physical or chemical characteristics of 
crude oil are changed, exclusive of such 
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operations as passing crude oil through 
separators to remove gas, placing crude 
oil in settling tanks to recover basic 
sediment and water, dehydrating crude 
oil, and blending of crude oil products. 

[T.D. 8348, 56 FR 21949, May 13, 1991; 57 FR 
4913, Feb. 10, 1992, as amended by T.D. 8437, 57 
FR 43903, Sept. 23, 1992; 58 FR 6678, Feb. 1, 
1993] 

§ 1.614–0 Introduction. 
Section 614 relates to the definition 

of property and to the various special 
rules by means of which taxpayers are 
permitted to aggregate or combine sep-
arate properties or to treat such prop-
erties as separate. These rules are set 
forth in detail in §§ 1.614–1 through 
1.614–8. Section 1.614–1 sets forth rules 
under section 614(a) relating to the def-
inition of the term property. Section 
1.614–2 contains the rules relating to 
the election under section 614(b), as it 
existed prior to its amendment by sec-
tion 226(a) of the Revenue Act of 1964, 
to aggregate operating mineral inter-
ests. In the case of mines, the rules 
contained in § 1.614–2 are applicable 
only to taxable years beginning before 
January 1, 1958, to which the Internal 
Revenue Code of 1954 applies. In the 
case of oil and gas wells, the rules con-
tained in § 1.614–2 are applicable only to 
taxable years beginning before January 
1, 1964, to which the Internal Revenue 
Code of 1954 applies. In the case of oil 
and gas wells, the taxpayer may, how-
ever, for taxable years beginning before 
January 1, 1964, treat any operating 
mineral interests as if section 614 (a) 
and (b) (as it existed prior to its 
amendment by section 226(a) of the 
Revenue Act of 1964) had not been en-
acted. If any operating mineral inter-
ests are so treated, the rules contained 
in § 1.614–2 are not applicable to such 
interests and such interests are, in re-
spect of taxable years beginning before 
January 1, 1964, subject to the rules set 
forth in § 1.614–4 relating to the Inter-
nal Revenue Code of 1939 treatment of 
separate operating mineral interests in 
the case of oil and gas wells. Section 
1.614–3 prescribes the rules relating to 
the election under section 614(c)(1) per-
mitting the aggregation of operating 
mineral interests in the cases of mines 
for taxable years beginning after De-
cember 31, 1957. Section 1.614–3 also 

sets forth rules relating to the election 
under section 614(c)(2) in the case of 
mines by means of which a taxpayer is 
permitted to treat a single operating 
mineral interest as more than one such 
interest for taxable years beginning 
after December 31, 1957. At the election 
of the taxpayer with respect to an op-
erating unit, the rules contained in 
§ 1.614–3 are also applicable to taxable 
years beginning before January 1, 1958, 
to which the Internal Revenue Code of 
1954 applies. If the taxpayer makes 
such an election, the rules contained in 
§ 1.614–2 are not applicable to any of the 
operating mineral interests which are 
part of the operating unit with respect 
to which the election described in 
§ 1.614–3 is made. Section 1.614–5 sets 
forth the rules relating to the aggrega-
tion of nonoperating mineral interests. 
Section 1.614–6 contains the rules relat-
ing to basis, holding period, and aban-
donment and casualty losses where 
properties have been aggregated or 
combined. Section 1.614–7 relates to the 
extension of time for performing cer-
tain acts. Section 1.614–8 contains the 
rules relating to the elections under 
section 614(b) as amended by section 
226(a) of the Revenue Act of 1964 to 
treat separate operating mineral inter-
ests in the case of oil and gas wells as 
separate properties or in combination 
for taxable years beginning after De-
cember 31, 1963. 

[T.D. 6859, 30 FR 13699, Oct. 28, 1965] 

§ 1.614–1 Definition of property. 
(a) General rule. (1) For purposes of 

subtitle A of the Code, in the case of 
mines, wells, and other natural depos-
its, the term property means each sepa-
rate interest owned by the taxpayer in 
each mineral deposit in each separate 
tract or parcel of land. 

(2) The term interest means an eco-
nomic interest in a mineral deposit. 
See paragraph (b) of § 1.611–1. The term 
includes working or operating inter-
ests, royalties, overriding royalties, 
net profits interests, and, to the extent 
not treated as loans under section 636, 
production payments. 

(3) The term tract or parcel of land is 
merely descriptive of the physical 
scope of the land to which the tax-
payer’s interest relates. It is not de-
scriptive of the nature of his rights or 

VerDate Mar<15>2010 16:41 Apr 30, 2012 Jkt 226092 PO 00000 Frm 00477 Fmt 8010 Sfmt 8010 Q:\26\26V7.TXT ofr150 PsN: PC150



468 

26 CFR Ch. I (4–1–12 Edition) § 1.614–1 

interests in the land. All contiguous 
areas (even though separately de-
scribed) included in a single convey-
ance or grant or in separate convey-
ances or grants at the same time from 
the same owner constitute a single sep-
arate tract or parcel of land. Areas in-
cluded in separate conveyances or 
grants (whether or not at the same 
time) from separate owners are sepa-
rate tracts or parcels of land even 
though the areas described may be con-
tiguous. If the taxpayer’s rights or in-
terests within the same tract or parcel 
of land are dissimilar, then each such 
dissimilar interest constitutes a sepa-
rate property. If the taxpayer’s rights 
or interests (whether or not dissimilar) 
within the same tract or parcel of land 
relate to more than one separate min-
eral deposit, then his interest with re-
spect to each such separate deposit is a 
separate property. 

(4) Upon the transfer of a property in 
any transaction in which the basis of 
such property in the hands of the 
transferee is determined by reference 
to the basis of such property in the 
hands of the transferor, such property 
shall, notwithstanding the provisions 
of subparagraph (3) of this paragraph, 
retain the same status and identity in 
the hands of the transferee as it had in 
the hands of the transferor. See para-
graph (c) of § 1.614–6 if the transferor 
has made a binding election to treat a 
separate mineral interest as a separate 
property, to treat a separate mineral 
interest as more than one property 
under section 614(c), or to treat two or 
more separate mineral interests as an 
aggregated or combined property under 
section 614(b) (as it existed either be-
fore or after its amendment by section 
226(a) of the Revenue Act of 1964), (c), 
or (e). 

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

Example 1. A taxpayer owns one tract of 
land under which lie three separate and dis-
tinct seams of coal. Therefore, the taxpayer 
owns three separate mineral interests each 
of which constitutes a separate property. 

Example 2. A taxpayer conducts mining op-
erations on eight tracts of land as a single 
unit. He acquired his interests in each of the 
eight tracts from separate owners. Even if 
each tract of land contains part of the same 
mineral deposit, the taxpayer owns eight 

separate mineral interests each of which 
constitutes a separate property. 

Example 3. A taxpayer owns a tract of land 
under which lies one mineral deposit. The 
taxpayer operates a well on part of the tract 
and leases to another operator the mineral 
rights in the remainder retaining a royalty 
interest therein. The taxpayer thereafter 
owns two separate mineral interests each of 
which constitutes a separate property. 

Example 4. In 1954, a taxpayer acquires 
from a single owner, in a single deed, three 
noncontiguous tracts of mineral land for a 
single consideration. Even if each tract con-
tains part of the same mineral deposit, the 
taxpayer owns three separate mineral inter-
ests each of which constitutes a separate 
property. 

Example 5. In 1954, taxpayer A simulta-
neously acquires in fee two contiguous tracts 
of mineral land from two separate owners. 
The same mineral deposit underlies both 
tracts. Thereafter, taxpayer A owns two sep-
arate mineral interests each of which con-
stitutes a separate property. 

Example 6. Assume that in 1955, taxpayer A, 
in example 5, leases the two contiguous 
tracts of mineral land that he acquired in 
1954 to taxpayer B by means of a single lease. 
Thereafter, taxpayer B owns one mineral in-
terest which constitutes a separate property 
for such time as the lease continues in exist-
ence. 

Example 7. Assume that in 1955, taxpayer A, 
in example 5, sells at the same time all the 
mineral land he acquired in 1954 to taxpayer 
B. Thereafter, taxpayer B owns one mineral 
interest which constitutes a separate prop-
erty. If taxpayer B acquires the mineral land 
in a transaction in which the basis of such 
mineral land in his hands is determined by 
reference to the basis of such mineral land in 
the hands of taxpayer A, then taxpayer B 
owns two separate mineral interests each of 
which constitutes a separate property. 

Example 8. In 1954, taxpayer A simulta-
neously acquires two contiguous leasehold 
interests from two separate owners. The 
same mineral deposit underlies both tracts. 
Thereafter, taxpayer A owns two separate 
mineral interests each of which constitutes a 
separate property. 

Example 9. In 1955, taxpayer A, in example 
8, simultaneously assigns the two leases to 
taxpayer B. Thereafter, taxpayer B owns two 
separate mineral interests each of which 
constitutes a separate property. 

(b) Separation of interests treated as 
single property under prior regulations. 
Each separate mineral interest which, 
in accordance with paragraph (a) of 
this section, is a separate property 
shall be so treated, notwithstanding 
the fact that the taxpayer under para-
graph (i) of § 39.23(m)–1 of this chapter 
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(Regulations 118) and corresponding 
provisions of prior regulations may 
have treated more than one of such in-
terests as a single property. The basis of 
each such separate property must be 
established by a reasonable method. 
See, however, section 614 (b) and (d) (as 
they existed prior to amendment by 
section 226 of the Revenue Act of 1964), 
section 614 (c) and (e), and §§ 1.614–2, 
1.614–3, 1.614–4, and 1.614–5 for special 
rules relating to the treatment of two 
or more separate mineral interests as a 
single property. 

(c) Treatment of a waste bank or res-
idue. A waste bank or residue of prior 
mining, the extraction of ores or min-
erals from which is treated as mining 
under section 613(c)(3), shall not be 
considered to be a separate mineral de-
posit but is a part of the mineral de-
posit from which it was extracted. 
However, if the owner of such waste 
bank or residue has disposed of the de-
posit from which the waste bank or 
residue was accumulated, or if the 
waste bank or residue cannot prac-
ticably be attributed to a particular 
deposit of the owner, the waste bank or 
residue will be regarded as a separate 
deposit. 

[T.D. 6524, 26 FR 147, Jan. 10, 1961, as amend-
ed by T.D. 6859, 30 FR 13699, Oct. 28, 1965; T.D. 
7261, 38 FR 5467, Mar. 1, 1973] 

§ 1.614–2 Election to aggregate sepa-
rate operating mineral interests 
under section 614(b) prior to its 
amendment by Revenue Act of 1964. 

(a) General rule. (1) The provisions of 
this section relate to the election, 
under section 614(b) prior to its amend-
ment by section 226(a) of the Revenue 
Act of 1964, to aggregate separate oper-
ating mineral interests, and, unless 
otherwise indicated, all references in 
this section to section 614(b) or any 
paragraph or subparagraph thereof are 
references to section 614(b) or a para-
graph or subparagraph thereof as it ex-
isted prior to such amendment. Not-
withstanding the preceding sentence, 
the definitions contained in paragraphs 
(b) and (c) of this section shall apply 
both before and after such amendment. 
All references in this section to section 
614(d) are references to section 614(d) as 
it existed prior to its amendment by 

section 226(b)(3) of the Revenue Act of 
1964. 

(2) A taxpayer who owns two or more 
separate operating mineral interests, 
which constitute part or all of an oper-
ating unit, may elect under section 
614(b) and this section to form one ag-
gregation of any two or more of such 
operating mineral interests and to 
treat such aggregation as one property. 
Any operating mineral interest which 
the taxpayer does not elect to include 
within the aggregation within the time 
prescribed in paragraph (d) of this sec-
tion shall be treated as a separate 
property. The aggregation of separate 
properties which results from exer-
cising the election shall be considered 
as one property for all purposes of sub-
title A of the Code. The preceding sen-
tence does not preclude the use of more 
than one account under a single meth-
od of computing depreciation or the 
use of more than one method of com-
puting depreciation under section 167, 
if otherwise proper. Any reasonable 
and consistently applied method or 
methods of computing depreciation of 
the improvements made with respect 
to the separate properties aggregated 
may be continued in accordance with 
section 167 and the regulations there-
under. Operating interests in different 
minerals which comprise part or all of 
the same operating unit may be in-
cluded in the aggregation. It is not nec-
essary for purposes of the aggregation 
that the separate operating mineral in-
terests be included in a single tract or 
parcel of land or in contiguous tracts 
or parcels of land so long as such inter-
ests are a part of the same operating 
unit. Under section 614(b), a taxpayer 
cannot elect to form more than one ag-
gregation of separate operating min-
eral interests within one operating 
unit. For definitions of operating min-
eral interest and operating unit see re-
spectively paragraphs (b) and (c) of this 
section. 

(b) Operating mineral interest defined. 
The term operating mineral interest 
means a separate mineral interest as 
described in section 614(a), in respect of 
which the costs of production are re-
quired to be taken into account by the 
taxpayer for purposes of computing the 
limitation of 50 percent of the taxable 
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income from the property in deter-
mining the deduction for percentage 
depletion computed under section 613, 
or such costs would be so required to be 
taken into account if the mine, well, or 
other natural deposit were in the pro-
duction stage. The term does not in-
clude royalty interests or similar in-
terests, such as production payments 
or net profits interests. For the pur-
pose of determining whether a mineral 
interest is an operating mineral inter-
est, costs of production do not include 
intangible drilling and development 
costs, exploration expenditures under 
section 615, or development expendi-
tures under section 616. Taxes, such as 
production taxes, payable by holders of 
nonoperating interests are not consid-
ered costs of production for this pur-
pose. A taxpayer may not aggregate 
operating mineral interests and nonop-
erating mineral interests such as roy-
alty interests. 

(c) Operating unit defined. (1) The 
term operating unit refers to the oper-
ating mineral interests which are oper-
ated together for the purpose of pro-
ducing minerals. An operating unit of a 
particular taxpayer must be deter-
mined on the basis of his own oper-
ations. It is recognized that operating 
units may not be uniform in the var-
ious natural resources industries or in 
any one of the natural resources indus-
tries, such as coal, oil and gas, and the 
like. As to a particular taxpayer, busi-
ness reasons may require the formation 
of operating units that vary in size and 
content. The term operating unit refers 
to a producing unit, and not to an ad-
ministrative or sales organization. 
Among the factors which indicate that 
mineral interests are operated together 
as a unit are: 

(i) Common field or operating per-
sonnel, 

(ii) Common supply and maintenance 
facilities, 

(iii) Common processing or treat-
ment plants, and 

(iv) Common storage facilities 

However, operating mineral interests 
which are geographically widespread 
may not be treated as parts of the 
same operating unit merely because a 
single set of accounting records, a sin-
gle executive organization, or a single 
sales force is maintained by the tax-

payer with respect to such interests, or 
merely because the products of such in-
terests are processed at the same treat-
ment plant. 

(2) If aggregated, an undeveloped op-
erating mineral interest shall be aggre-
gated only with those interests with 
which it will be operated as a unit 
when it reaches the production stage. 

(3) While a taxpayer may operate an 
operating mineral interest through an 
agent, a coowner may aggregate only 
his operating mineral interests that 
are actually operated as a unit. For ex-
ample, if A owned and actually oper-
ated the entire working interest in 
lease X and also owned an undivided 
fraction of lease Y in which B owned 
the remaining interest and which B ac-
tually operated as a unit with lease Z, 
A may not aggregate his interest in 
lease X with his undivided interest in 
lease Y, since they are not actually op-
erated as a unit. 

(4) The determination of the taxpayer 
as to what constitutes an operating 
unit is to be accepted unless there is a 
clear and convincing basis for a change 
in such determination. 

(d) Manner and scope of election—(1) 
Election; when made. (i) Except as pro-
vided in subparagraph (2)(ii) of this 
paragraph, the election under section 
614(b) and paragraph (a) of this section 
to treat a mineral interest as part of 
an aggregation shall be made not later 
than the time prescribed by law for fil-
ing the taxpayer’s income tax return 
(including extensions thereof), for 
whichever of the following taxable 
years is the later: 

(a) The first taxable year beginning 
after December 31, 1953, and ending 
after August 16, 1954, or 

(b) The first taxable year in which 
any expenditure for exploration, devel-
opment, or operation in respect of the 
separate operating mineral interest is 
made by the taxpayer after the acquisi-
tion of such interest 

See, however, paragraph (c) of § 1.614–6 
as to the binding effect of an election 
where the basis of a separate operating 
mineral interest in the hands of the 
taxpayer is determined by reference to 
the basis in the hands of a transferor. 
The election under section 614(b) may 
not be made with respect to any tax-
able year beginning after December 31, 
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1957, except in the case of oil and gas 
wells. See paragraph (e) of this section 
for rules with respect to the termi-
nation of the election under section 
614(b) except in the case of oil and gas 
wells. If an expenditure has been made 
in respect of a separate operating min-
eral interest, it is immaterial whether 
or not any proven deposit has been dis-
covered with respect to such interest 
when such expenditure has been made. 
The provisions of this subdivision may 
be illustrated by the following exam-
ple: 

Example. Taxpayer A is producing from an 
oil and gas horizon and in 1958 he drills for 
the purpose of locating a deeper horizon 
which will be operated in the same operating 
unit as the upper producing horizon. At the 
end of the taxable year 1958 he has expended 
$50,000 drilling for the purpose of locating a 
deeper horizon although at such time there 
is no assurance that such a horizon will be 
found. If taxpayer A desires to aggregate the 
deeper horizon, if found, with the upper hori-
zon under section 614(b), he must elect to do 
so in his return for 1958. If the election to ag-
gregate the upper and lower horizons as one 
property is made, the drilling expenditures 
with respect to the prospective lower horizon 
must be taken into account along with the 
income and expenses with respect to the 
upper producing horizon in computing the 
depletion allowance on the aggregated prop-
erty. 

However, where expenditures for devel-
opment of, or production from, a par-
ticular mineral deposit result in the 
discovery of another mineral deposit, 
the election with respect to such other 
deposit shall be made for the taxable 
year in which it is discovered and not 
for the taxable year in which the ex-
penditures were first made which re-
sulted in such discovery. 

(ii) Except in the case of oil and gas 
wells, if a taxpayer fails to make an 
election under section 614(b) to aggre-
gate a particular operating mineral in-
terest on or before the time prescribed 
for the making of such election, such 
interest will be treated as if an election 
had been made under section 614(b) to 
treat it as a separate property and it 
cannot be included in any aggregation 
within the operating unit of which it is 
a part unless the taxpayer obtains the 
consent of the Commissioner. However, 
where the taxpayer owns more than 
one property within an operating unit, 

but has elected to treat such properties 
separately and one or more additional 
operating mineral interests are subse-
quently acquired, any one or more of 
the latter may be aggregated with one 
of the existing separate properties 
within the operating unit but not with 
more than one of them since they can-
not be validly aggregated with each 
other. 

(iii) In the case of oil and gas wells, 
if the taxpayer fails to make an elec-
tion under section 614(b) with respect 
to a particular operating mineral inter-
est on or before the time prescribed for 
the making of such election, the tax-
payer shall be deemed to have treated 
such interest under the provisions of 
section 614(d). See section 614(d) and 
§ 1.614–4. 

(iv) For purposes of section 614(b), 
the acquisition of an option to acquire 
an economic interest in minerals in 
place does not constitute the acquisi-
tion of a mineral interest. Thus, a tax-
payer who makes expenditures for the 
exploration of minerals on a particular 
tract under an option to acquire an 
economic interest in minerals in place 
is not required to make an election 
with respect to such interest at that 
time. Furthermore, the election need 
not be made in the taxable year in 
which payments are made for the ac-
quisition of a lease, such as the pay-
ment of a bonus, unless exploratory, 
development, or operation expendi-
tures are made thereafter with respect 
to the property in that year. 

(2) Election; how made. (i) The elec-
tion under section 614(b) must be made 
by a statement attached to the income 
tax return of the taxpayer for the first 
taxable year for which the election is 
made. This statement shall indicate 
that the taxpayer is making an aggre-
gation of separate operating mineral 
interests within an operating unit 
under section 614(b) and shall contain a 
description of the aggregation and de-
scribe the operating mineral interests 
within the operating unit which are to 
be treated as separate properties apart 
from the aggregation. A general de-
scription, accompanied by maps appro-
priately marked, which accurately cir-
cumscribes the scope of the aggrega-
tion and identifies the properties which 
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are to be treated separately will be suf-
ficient. The statement shall also con-
tain a description of the operating unit 
in sufficient detail to show that the ag-
gregated operating mineral interests 
are properly within a single operating 
unit. See paragraph (c) of this section. 
The taxpayer shall maintain adequate 
records and maps in support of the 
above information. In the event ex-
penditures are first made on an oper-
ating mineral interest within an oper-
ating unit after an election with re-
spect to the aggregation of interests in 
that operating unit has been made, the 
taxpayer shall furnish only informa-
tion describing such operating mineral 
interest, its location in the operating 
unit, and whether it is to be included 
within the aggregation. 

(ii) If the taxpayer made or did not 
make the election under section 614(b) 
with respect to a particular operating 
mineral interest and the last day pre-
scribed by law for filing the return (in-
cluding extensions of time therefor) on 
which the election was required to be 
made falls on or before May 1, 1961, 
consent is hereby given to the taxpayer 
to make or change the election not 
later than May 1, 1961. Any such elec-
tion or change of such election shall be 
effective with respect to the earliest 
taxable year to which the election is 
applicable in respect of which assess-
ment of a deficiency or credit or refund 
of an overpayment, as the case may be, 
resulting from such election or change 
is not prevented by any law or rule of 
law on the date such election or change 
is made. An election or change of elec-
tion made pursuant to this subdivision 
shall be binding upon the taxpayer for 
the first taxable year for which it is ef-
fective and for all subsequent taxable 
years unless consent to a different 
treatment is obtained from the Com-
missioner. (See, however, paragraph (e) 
of this section for rules relating to the 
termination and nonapplicability of 
the election under section 614(b) except 
in the case of oil and gas wells.) Such 
election or change shall be made in the 
form of a statement setting forth the 
nature of the election or change, in-
cluding information substantially the 
same as that required by subdivision (i) 
of this subparagraph, and shall be ac-
companied by an amended return or re-

turns if necessary or, if appropriate, a 
claim for refund or credit. The appro-
priate documents must be filed on or 
before May 1, 1961 with the district di-
rector for the district in which the 
original return was filed. 

(3) Election; when effective. If a tax-
payer has elected to aggregate an oper-
ating mineral interest, the date on 
which the aggregation becomes effec-
tive is the earliest date within the tax-
able year affected, on which the tax-
payer incurred any expenditure for ex-
ploration, development, or operation of 
such interest. The application of this 
rule may be illustrated by the fol-
lowing examples: 

Example 1. In 1953, a taxpayer owned and 
operated mineral interests Nos. 1, 2, and 3. 
All three interests form one operating unit. 
The taxpayer, who files his return on a cal-
endar year basis, continued to own and oper-
ate these interests during the year 1954, and 
in his return for that year, filed on April 15, 
1955, elected to aggregate these three inter-
ests. As the result of this election, the aggre-
gation was effective for all purposes of sub-
title A of the Code as of January 1, 1954. 

Example 2. Assume that, on March 1, 1955, 
the taxpayer described in example 1 acquired 
operating mineral interest No. 4 which was 
also a part of the operating unit composed of 
operating mineral interests Nos. 1, 2, and 3, 
that he made his first expenditure for explo-
ration with respect to operating mineral in-
terest No. 4 on September 1, 1955, and that, 
in his return filed on April 15, 1956, he elect-
ed to aggregate operating mineral interest 
No. 4 with the aggregation consisting of Nos. 
1, 2, and 3. As the result of that election, op-
erating mineral interest No. 4 became a part 
of the aggregation for all purposes of subtitle 
of the Code on September 1, 1955. 

(4) Election; binding effect. A valid 
election made under section 614(b) and 
this section shall be binding upon the 
taxpayer for the taxable year for which 
made and all subsequent taxable years 
unless consent to make a change is ob-
tained from the Commissioner. How-
ever, see paragraph (e) of this section 
for rules with respect to the termi-
nation of the election under section 
614(b) except in the case of oil and gas 
wells. For rules relating to the binding 
effect of an election where the basis of 
a separate or an aggregated property in 
the hands of the transferee is deter-
mined by reference to the basis in the 
hands of the transferor, see paragraph 
(c) of § 1.614–6. A taxpayer can neither 
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include within the aggregation a sepa-
rate operating mineral interest which 
he had previously elected to treat sepa-
rately, nor exclude from the aggrega-
tion a separate operating mineral in-
terest previously included therein un-
less consent to do so is obtained from 
the Commissioner. A change in tax 
consequences alone is not sufficient to 
obtain consent to change the treat-
ment of an operating mineral interest. 
However, consent may be appropriate 
where, for example, there has been a 
substantial change in the taxpayer’s 
operations so that a major part of an 
aggregation becomes a part of another 
operating unit. Applications for con-
sent shall be made in writing to the 
Commissioner of Internal Revenue, 
Washington, DC 20224. The application 
must be accompanied by a statement 
indicating the reason or reasons for the 
change and furnishing the information 
required under subdivision (i) of sub-
paragraph (2) of this paragraph, unless 
such information has been previously 
filed and is current. 

(5) Invalid aggregations—(i) In general. 
In addition to aggregations which are 
invalid under section 614(b) because of 
the failure to make timely elections, 
aggregations may be invalid under 
such section in situations which may 
be divided into two general categories. 
The first category involves basic aggre-
gations which were timely but other-
wise initially invalid. The second cat-
egory involves invalid additions of op-
erating mineral interests to basic ag-
gregations which additions became 
subject to the election in years subse-
quent to the year in which the initial 
basic aggregation or aggregations were 
formed. 

(ii) Invalid basic aggregations. The 
term invalid basic aggregations refers to 
those aggregations which are initially 
invalid. Generally, such basic aggrega-
tions will be invalid because more than 
one aggregation has been formed with-
in an operating unit or because oper-
ating mineral interests in two or more 
operating units have been improperly 
aggregated. For any year in which an 
invalid basic aggregation exists, each 
operating mineral interest included in 
such aggregation shall be treated for 
all purposes as a separate property un-
less consent is obtained from the Com-

missioner to treat any such interest in 
a different manner. Consent will be 
granted in appropriate cases as, for ex-
ample, where the taxpayer dem-
onstrates that he inadvertently formed 
an invalid basic aggregation. The pro-
visions of this subdivision may be illus-
trated by the following examples: 

Example 1. In 1953, taxpayer A owned six 
operating mineral interests, designated No. 1 
through No. 6, and he continued to own and 
operate such interests during 1954. He ac-
quired no other operating mineral interests 
during such year. All six of these operating 
mineral interests form one operating unit. 
Assume that A elected under section 614(b) 
to aggregate operating mineral interests 
Nos. 1 through 3 into one aggregation and 
Nos. 4 through 6 into another aggregation. 
Since A has formed two aggregations in one 
operating unit, they are invalid basic aggre-
gations. Therefore, interests Nos. 1 through 6 
must be treated as separate properties for 
1954 and all subsequent taxable years unless 
consent is obtained from the Commissioner 
to treat any of such interests in a different 
manner. 

Example 2. Assume the same facts as in ex-
ample 1 and assume also that, in his return 
for 1954, A correctly elected to aggregate all 
six operating mineral interests into one ag-
gregation under section 614(b). Assume fur-
ther that all these operating mineral inter-
ests continued to be in one operating unit for 
the years 1954, 1955, and 1956 but that, be-
cause of changes in the facts and cir-
cumstances of A’s operations, in 1957 oper-
ating mineral interests Nos. 1, 2, and 3 be-
came a part of one operating unit and Nos. 4, 
5, and 6 became a part of another operating 
unit. Notwithstanding the change in oper-
ations, the election made by A shall con-
tinue to be binding unless consent to change 
such election is obtained from the Commis-
sioner. 

(iii) Invalid additions. The term addi-
tions refers to the additions that a tax-
payer makes by electing to aggregate 
an operating mineral interest with an 
aggregation formed in a previous year. 
Such additions will be invalid where 
the taxpayer either elected to aggre-
gate an operating mineral interest 
with an invalid basic aggregation or 
elected to aggregate an operating min-
eral interest which is part of one oper-
ating unit with an aggregation of oper-
ating mineral interests which is a part 
of another operating unit. An oper-
ating mineral interest which is 
invalidly added to either a valid basic 
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aggregation or to an invalid basic ag-
gregation shall be considered as a sepa-
rate property unless consent is ob-
tained from the Commissioner to treat 
such interest in a different manner. 
The following are examples of invalid 
additions: 

Example 1. In 1953, taxpayer A owned six 
operating mineral interests designated No. 1 
through No. 6 and he continued to own and 
operate such interests during 1954. He ac-
quired no other operating mineral interests 
during that year. Nos. 1 through 3 formed 
one operating unit and Nos. 4 through 6 
formed another operating unit. In his return 
for 1954, A incorrectly elected to aggregate 
all six operating mineral interests into one 
aggregation under section 614(b). In 1955, A 
acquired and commenced development of op-
erating mineral interest No. 7 which is cor-
rectly a part of the operating unit of which 
operating mineral interests Nos. 1, 2, and 3 
are a part. A elected under section 614(b), for 
the year 1955, to aggregate operating mineral 
interest No. 7 with the invalid basic aggrega-
tion composed of Nos. 1 through 6. Since op-
erating mineral interest No. 7 was aggre-
gated with an invalid basic aggregation, it is 
an invalid addition and must be treated as a 
separate property unless consent is obtained 
from the Commissioner to treat it in a dif-
ferent manner. 

Example 2. In 1953, taxpayer A owned nine 
operating mineral interests designated No. 1 
through No. 9. During 1954, he continued to 
own and operate such interests and acquired 
no other operating mineral interest. Inter-
ests No. 1 through No. 3 form one operating 
unit, Nos. 4 through 6 form another oper-
ating unit, and Nos. 7 through 9 form a third 
operating unit. For the year 1954, A elected 
under section 614(b) to aggregate operating 
mineral interests Nos. 1, 2, 3, and 4 into one 
aggregation, to treat Nos. 5 and 6 as separate 
properties, and to aggregate Nos. 7, 8, and 9 
into another aggregation. Assume that in 
1955 A acquired and commenced development 
of operating mineral interest No. 10 which 
was a part of the operating unit composed of 
Nos. 1, 2, and 3. Assume further that he elect-
ed under section 614(b) to aggregate No. 10 
with the aggregation composed of Nos. 7, 8, 
and 9. This would be an invalid addition to a 
valid basic aggregation since operating min-
eral interest No. 10 was not properly a part 
of the operating unit formed by Nos. 7, 8, and 
9. Therefore, interest No. 10 must be treated 
as a separate property for 1955 and all subse-
quent taxable years unless consent is ob-
tained from the Commissioner to treat it in 
a different manner. However, the valid basic 
aggregation composed of interests Nos. 7 
through 9 is not affected by the invalid addi-
tion of interest No. 10. 

Example 3. Assume the same facts as in ex-
ample 2 except that A elected under section 
614(b) in 1955 to aggregate No. 10 with the ag-
gregation of Nos. 1 through 4. This would 
also be an invalid addition because the ag-
gregation composed of Nos. 1 through 4 is an 
invalid basic aggregation since operating 
mineral interest No. 4 is not a part of the op-
erating unit consisting of Nos. 1, 2, and 3. 
Therefore, interest No. 10 must be treated as 
a separate property for 1955 and all subse-
quent taxable years unless consent is ob-
tained from the Commissioner to treat such 
interest in a different manner. 

(e) Termination of election—(1) Taxable 
years beginning after December 31, 1963, 
in the case of oil and gas wells. In the 
case of oil and gas wells, the election 
provided for under section 614(b) and 
paragraph (a) of this section to form an 
aggregation of separate operating min-
eral interests shall not apply with re-
spect to any taxable year beginning 
after December 31, 1963. In addition, if 
a taxpayer treated certain separate op-
erating mineral interests in a single 
tract or parcel of land as separate rath-
er than as an aggregation and decides 
to continue such treatment for taxable 
years beginning after December 31, 
1963, he must make an appropriate 
election under section 614(b) as amend-
ed by the Revenue Act of 1964. See 
§ 1.614–8. 

(2) Taxable years beginning after De-
cember 31, 1957, in the case of mines. Ex-
cept in the case of oil and gas wells, 
the election provided for under section 
614(b) and paragraph (a) of this section 
to form an aggregation of separate op-
erating mineral interests shall not 
apply with respect to any taxable year 
beginning after December 31, 1957. 
Thus, if a taxpayer makes a binding 
election under section 614(b) to form an 
aggregation of separate operating min-
eral interests within an operating unit 
for taxable years beginning before Jan-
uary 1, 1958, he must make a new elec-
tion for the first taxable year begin-
ning after December 31, 1957, under sec-
tion 614(c) within the time prescribed 
in § 1.614–3 if he wishes to aggregate 
any separate operating mineral inter-
ests within such operating unit. A new 
election must be made under section 
614(c) notwithstanding the fact that 
the aggregation formed under section 
614(b) would constitute a valid aggrega-
tion under section 614(c). Failure to 
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make such an election within the time 
prescribed shall constitute an election 
to treat each separate operating min-
eral interest within the operating unit 
as a separate property for taxable 
years beginning after December 31, 
1957. 

(3) Taxable years beginning before Jan-
uary 1, 1958, in the case of mines. An 
election made under section 614(b) and 
paragraph (a) of this section to form an 
aggregation of separate operating min-
eral interests within a particular oper-
ating unit shall not apply with respect 
to any taxable year beginning prior to 
January 1, 1958, for which the taxpayer 
makes an election under section 
614(c)(3)(B) and paragraph (f)(2) of 
§ 1.614–3 which is applicable to any sep-
arate operating mineral interest within 
the same operating unit. The provi-
sions of this subparagraph may be il-
lustrated by the following examples: 

Example 1. In 1953, taxpayer A owned six 
separate operating mineral interests, des-
ignated No. 1 through No. 6, which he oper-
ated as a unit. Operating mineral interests 
Nos. 1 through 5 comprise a mine, and oper-
ating mineral interest No. 6 represents one 
mineral deposit in a single tract of land 
which is being extracted by means of two 
mines. Taxpayer A previously made a bind-
ing election under section 614(b) to aggregate 
operating mineral interests Nos. 1 through 5 
and to treat operating mineral interest No. 6 
as a separate property. Under section 
614(c)(2) and (3)(B) taxpayer A makes an elec-
tion which is applicable for the taxable year 
1954 and all subsequent taxable years to 
treat operating mineral interest No. 6 as two 
separate operating mineral interests. There-
fore, the previous election of taxpayer A to 
aggregate operating mineral interests Nos. 1 
through 5 under section 614(b) does not 
apply. Unless taxpayer A also makes an elec-
tion to aggregate operating mineral inter-
ests Nos. 1 through 5 as one property under 
section 614(c)(1) and (3)(B) within the time 
prescribed in paragraph (f)(2) of § 1.614–3, he 
shall be deemed to have made an election to 
treat each of such interests as a separate 
property for 1954 and all subsequent taxable 
years. 

Example 2. In 1953, taxpayer B owned six 
separate operating mineral interests, des-
ignated No. 1 through No. 6, which he oper-
ated as a unit. Operating mineral interests 
Nos. 1 through 3 comprise a mine and Nos. 4 
through 6 comprise a second mine. Taxpayer 
B previously made a binding election under 
section 614(b) to aggregate operating mineral 
interests Nos. 1 through 8 and to treat Nos. 
4 through 6 as separate properties. Under 

section 614(c) (1) and (3)(B) taxpayer B makes 
an election which is applicable for the tax-
able year 1954 and all subsequent taxable 
years to aggregate operating mineral inter-
ests Nos. 4 through 6 as one property. The 
previous election of the taxpayer under sec-
tion 614(b) to aggregate operating mineral 
interests Nos. 1 through 3 does not apply 
even though such aggregation would con-
stitute a valid aggregation if formed under 
section 614(c)(1). Therefore, if taxpayer B 
wishes to continue to treat operating min-
eral interests Nos. 1 through 3 as one prop-
erty, he must also make an election to do so 
under section 614(c) (1) and (3)(B) within the 
time prescribed in paragraph (f)(2) of § 1.614– 
3. 

(4) Bases of separate operating mineral 
interests. If an aggregation formed 
under section 614(b) is terminated by 
reason of the provisions of section 
614(b)(4)(A), is terminated under sec-
tion 614(b)(4)(B) for any taxable year 
after the first taxable year to which 
the election under section 614(b) ap-
plies, or is terminated by reason of the 
provisions of section 614(b) as amended 
by the Revenue Act of 1964, the bases of 
the separate operating mineral inter-
ests (and combinations thereof) in-
cluded in such aggregation shall be de-
termined in accordance with the rules 
contained in paragraph (a)(2) of § 1.614– 
6 as of the first day of the first taxable 
year for which the termination is effec-
tive. However, if by reason of the provi-
sions of section 614(b)(4)(B), an election 
to aggregate under section 614(b) does 
not apply for any taxable year for 
which such election was made, the 
bases of the separate operating mineral 
interests included in the aggregation 
formed under section 614(b) shall be de-
termined without regard to the elec-
tion under section 614(b). 

(f) Alternative treatment of separate op-
erating mineral interests in the case of oil 
and gas wells. For rules relating to an 
alternative treatment of separate oper-
ating mineral interests in the case of 
oil and gas wells, see § 1.614–4. 

[T.D. 6524, 26 FR 147, Jan. 10, 1961, as amend-
ed by T.D. 6859, 30 FR 13700, Oct. 28, 1965] 

§ 1.614–3 Rules relating to separate op-
erating mineral interests in the 
case of mines. 

(a) Election to aggregate separate oper-
ating mineral interests—(1) General rule. 
Except in the case of oil and gas wells, 
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a taxpayer who owns two or more sepa-
rate operating mineral interests, which 
constitute part or all of the same oper-
ating unit, may elect under section 
614(c)(1) and this paragraph to form an 
aggregation of all such operating min-
eral interests which comprise any one 
mine or any two or more mines and to 
treat such aggregation as one property. 
The aggregated property which results 
from the exercise of such election shall 
be considered as one property for all 
purposes of subtitle A of the Code. The 
preceding sentence does not preclude 
the use of more than one account under 
a single method of computing deprecia-
tion or the use of more than one meth-
od of computing depreciation under 
section 167, if otherwise proper. Any 
reasonable and consistently applied 
method or methods of computing de-
preciation of the improvements made 
with respect to the separate properties 
aggregated may be continued in ac-
cordance with section 167 and the regu-
lations thereunder. It is not necessary 
for purposes of the aggregation that 
the separate operating mineral inter-
ests be included in a single tract or 
parcel of land or in contiguous tracts 
or parcels of land so long as such inter-
ests constitute part or all of the same 
operating unit. A taxpayer may elect 
to form more than one aggregation of 
separate operating mineral interests 
within one operating unit so long as 
each aggregation consists of all the 
separate operating mineral interests 
which comprise any one mine or any 
two or more mines. Thus, no aggrega-
tion may include any separate oper-
ating mineral interest which is a part 
of a mine without including all of the 
separate operating mineral interests 
which comprise such mine in the first 
taxable year for which the election to 
aggregate is effective. Any separate op-
erating mineral interest which be-
comes a part of such mine in a subse-
quent taxable year must also be in-
cluded in such aggregation as of the 
taxable year that such interest be-
comes a part of such mine. The taxable 
year in which such interest becomes a 
part of such mine shall be determined 
upon the basis of the facts and cir-
cumstances of the particular case. If a 
taxpayer fails to make an election 
under this paragraph to aggregate a 

particular operating mineral interest 
(other than an interest which becomes 
a part of a mine with respect to which 
the interests have been aggregated in a 
prior taxable year) on or before the last 
day prescribed for making such an elec-
tion, such interest shall be treated as if 
an election had been made to treat it 
as a separate property. A taxpayer may 
not aggregate operating mineral inter-
ests and nonoperating mineral inter-
ests such as royalty interests. For defi-
nitions of the terms operating mineral 
interest, operating unit, and mine, see re-
spectively paragraphs (c), (d), and (e) of 
this section. 

(2) Aggregation in subsequent taxable 
years. If the taxpayer has made an elec-
tion under section 614(c)(1) for a par-
ticular taxable year with respect to 
any operating mineral interest or in-
terests within a particular operating 
unit, and if, for a subsequent taxable 
year, the taxpayer desires to make an 
election with respect to an additional 
operating mineral interest within the 
same operating unit, then whether or 
not the taxpayer may elect to include 
such additional interest in an aggrega-
tion or treat it as a separate property 
depends upon the nature of such addi-
tional interest and of the taxpayer’s 
previous elections. If the additional in-
terest is a part of a mine with respect 
to which the other interests have been 
aggregated, the additional interest 
must be included in such aggregation. 
If the additional interest is a part of a 
mine with respect to which the other 
interests have been treated as separate 
properties, the additional interest 
must be treated as a separate property. 
If the additional interest is part of a 
mine which previously consisted of 
only a single interest which has not 
been aggregated with any other mine, 
such additional interest may be aggre-
gated or treated as a separate property. 
If the additional interest is an entire 
mine, it may, at the election of the 
taxpayer, (i) be added to any aggrega-
tion within the same operating unit, 
(ii) be aggregated with any other single 
interest which is an entire mine pro-
vided both interests are within the 
same operating unit even though such 
single interest has previously been 
treated as a separate property, or (iii) 
be treated as a separate property. 
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(b) Election to treat a single operating 
mineral interest as more than one prop-
erty—(1) General rule. Except in the 
case of oil and gas wells, a taxpayer 
who owns a separate operating mineral 
interest in a mineral deposit in a single 
tract or parcel of land may elect under 
section 614(c)(2) and this paragraph to 
treat such interest as two or more sep-
arate operating mineral interests if 
such mineral deposit is being developed 
or extracted by means of two or more 
mines. In order for this election to be 
applicable, there must be at least two 
mines with respect to each of which an 
expenditure for development or oper-
ation has been made by the taxpayer. 
The election under section 614(c)(2) 
may also be made with respect to a 
separate operating mineral interest 
formed by a previous election under 
section 614(c)(2) at such time as the 
mineral deposit previously allocated to 
such interest is being developed or ex-
tracted by means of two or more 
mines. If there is more than one min-
eral deposit in a single tract or parcel 
of land, an election under section 
614(c)(2) with respect to any one of such 
mineral deposits has no application to 
the other mineral deposits. The elec-
tion under section 614(c)(2) may not be 
made with respect to an aggregated 
property or with respect to any oper-
ating mineral interest which is a part 
of any aggregation formed by the tax-
payer unless the taxpayer obtains con-
sent from the Commissioner. Such con-
sent will not be granted where the 
principal purpose for the request to 
make the election is based on tax con-
sequences. Application for such con-
sent shall be made in writing to the 
Commissioner of Internal Revenue, 
Washington, DC 20224. The application 
must be accompanied by a statement 
setting forth in detail the reason or 
reasons for the request to exercise the 
election with respect to an aggregated 
property. 

(2) Allocation of mineral deposit. If the 
taxpayer elects to treat a separate op-
erating mineral interest in a mineral 
deposit in a single tract or parcel of 
land as more than one separate oper-
ating mineral interest, then all of such 
mineral deposit therein and all of the 
portion of the tract or parcel of land 
allocated thereto must be allocated to 

the newly formed separate operating 
mineral interests. A portion of such 
mineral deposit and such tract or par-
cel of land must be allocated to each 
such newly formed separate operating 
mineral interest. There must be at 
least one mine, with respect to which 
an expenditure for development or op-
eration has been made by the taxpayer, 
with respect to each such portion. The 
extent of the portion to be allocated to 
each newly formed separate operating 
mineral interest is to be determined 
upon the basis of the facts and cir-
cumstances of the particular case. 

(3) Basis of newly formed separate oper-
ating mineral interests. The adjusted 
basis of each of the separate operating 
mineral interests formed by the mak-
ing of the election under section 
614(c)(2) shall be determined by appor-
tioning the adjusted basis of the sepa-
rate operating mineral interest with 
respect to which such election was 
made between (or among) the newly 
formed separate operating mineral in-
terests in the same proportion as the 
fair market value of each such newly 
formed interest (as of the date on 
which the election becomes effective) 
bears to the total fair market value of 
the interest with respect to which the 
election was made as of such date. 

(4) Aggregation of newly formed sepa-
rate operating mineral interests. Any sep-
arate operating mineral interest 
formed by the making of the election 
under section 614(c)(2) may be included 
as a part of an aggregation subject to 
the requirements of paragraph (a) of 
this section, provided that the time for 
making the election under section 
614(c)(1) to include such separate oper-
ating mineral interest in such aggrega-
tion has not expired. See paragraph (f) 
of this section. The provisions of this 
subparagraph may be illustrated by the 
following example: 

Example. In 1958, taxpayer A acquired two 
separate operating mineral interests des-
ignated No. 1 and No. 2. Each is an interest 
in a single mineral deposit in a single tract 
of land. In the same year, taxpayer A made 
his first development expenditure with re-
spect to a mine on operating mineral inter-
est No. 1 and a mine on operating mineral in-
terest No. 2. Operating mineral interests 
Nos. 1 and 2 are operated as a unit. Taxpayer 
A did not elect to aggregate operating min-
eral interests Nos. 1 and 2 under section 
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614(c)(1) within the time prescribed for mak-
ing such an election. In 1960 taxpayer A 
made his first development expenditure with 
respect to a second mine on operating min-
eral interest No. 2. Taxpayer A elected under 
section 614(c)(2) to treat operating mineral 
interest No. 2 as two separate operating min-
eral interests, designated as Nos. 2(a) and 
2(b), for the taxable year 1960 and all subse-
quent taxable years. No. 2(a) contained the 
mine for which the first development ex-
penditure was made in 1958, and No. 2(b) con-
tained the mine for which the first develop-
ment expenditure was made in 1960. If tax-
payer A wishes to do so, he may elect to ag-
gregate mineral interests Nos. 1 and 2(b) 
under section 614(c)(1) for the taxable year 
1960 and all subsequent taxable years since 
the first development expenditure with re-
spect to the mine on operating mineral in-
terest No. 2(b) was made during the taxable 
year 1960. Taxpayer A may not elect to ag-
gregate mineral interests Nos. 1 and 2(a) 
under such section since the time for making 
such an election has expired. 

(c) Operating mineral interest defined. 
For the definition of the term operating 
mineral interest as used in this section, 
see paragraph (b) of § 1.614–2. 

(d) Operating unit defined. For the def-
inition of the term operating unit as 
used in this section, see paragraph (c) 
of § 1.614–2. 

(e) Mine defined. For purposes of this 
section, the term mine means any exca-
vation or other workings or series of 
related excavations or related work-
ings, as the case may be, for the pur-
pose of extracting any known mineral 
deposit except oil and gas deposits. For 
the purpose of the preceding sentence, 
the term excavations or workings in-
cludes quarries, pits, shafts, and wells 
(except oil and gas wells). The number 
of excavations or workings that con-
stitute a mine is to be determined upon 
the basis of the facts and cir-
cumstances of the particular case such 
as the nature and position of the min-
eral deposit or deposits, the method of 
mining the mineral, the location of the 
excavations or other workings in rela-
tion to the mineral deposit or deposits, 
and the topography of the area. The de-
termination of the taxpayer as to the 
composition of a mine is to be accepted 
unless there is a clear and convincing 
basis for a change in such determina-
tion. 

(f) Manner and scope of election—(1) 
Election to apply section 614(c) (1) and (2) 
for taxable years beginning after Decem-

ber 31, 1957. Except as provided in sub-
paragraphs (2) and (3) of this para-
graph, the election under section 
614(c)(1) and paragraph (a) of this sec-
tion to treat an operating mineral in-
terest as part of an aggregation shall 
be made under section 614(c)(3)(A) not 
later than the time prescribed by law 
for filing the taxpayer’s income tax re-
turn (including extensions thereof) for 
whichever of the following taxable 
years is the later: 

(i) The first taxable year beginning 
after December 31, 1957, or 

(ii) The first taxable year in which 
any expenditure for development or op-
eration in respect of the separate oper-
ating mineral interest is made by the 
taxpayer after the acquisition of such 
interest 

Except as provided in subparagraphs (2) 
and (3) of this paragraph, the election 
under section 614(c)(2) and paragraph 
(b) of this section to treat a single op-
erating mineral interest as more than 
one operating mineral interest shall be 
made under section 614(c)(3)(A) not 
later than the time prescribed by law 
for filing the taxpayer’s income tax re-
turn (including extensions thereof) for 
whichever of the following taxable 
years is the later: 

(iii) The first taxable year beginning 
after December 31, 1957, or 

(iv) The first taxable year in which 
expenditures for development or oper-
ation of more than one mine in respect 
of the separate operating mineral in-
terest are made by the taxpayer after 
the acquisition of such interest 

However, if the latest time at which an 
election may be made under this sub-
paragraph falls on or before May 1, 
1961, such election may be made or 
modified at any time on or before May 
1, 1961. See paragraph (c) of § 1.614–6 as 
to the binding effect of an election 
where the basis of a separate operating 
mineral interest in the hands of the 
taxpayer is determined by reference to 
the basis in the hands of a transferor. 

(2) Election to apply section 614(c) (1) 
and (2) for taxable years beginning before 
January 1, 1958. In accordance with sec-
tion 614(c)(3)(B), the election under sec-
tion 614(c) (1) and paragraph (a) of this 
section to treat an operating mineral 
interest as part of an aggregation may, 
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at the election of the taxpayer, be 
made not later than the time pre-
scribed by law for filing the taxpayer’s 
income tax return (including exten-
sions thereof) for whichever of the fol-
lowing taxable years is the later: 

(i) The first taxable year beginning 
after December 31, 1953, and ending 
after August 16, 1954, for which assess-
ment of a deficiency or credit or refund 
of an overpayment, as the case may be, 
resulting from an election under sec-
tion 614(c)(1), is not prevented on Sep-
tember 2, 1958, by the operation of any 
law or rule of law, or 

(ii) The first taxable year in which 
any expenditure for development or op-
eration in respect of the separate oper-
ating mineral interest is made by the 
taxpayer after the acquisition of such 
interest 

In accordance with section 614(c) (3)(B), 
the election under section 614(c)(2) and 
paragraph (b) of this section to treat 
an operating mineral interest as more 
than one operating mineral interest 
may, at the election of the taxpayer, be 
made not later than the time pre-
scribed by law for filing the taxpayer’s 
income tax return (including exten-
sions thereof) for whichever of the fol-
lowing taxable years is the later: 

(iii) The first taxable year beginning 
after December 31, 1953, and ending 
after August 16, 1954, for which assess-
ment of a deficiency or credit or refund 
of an overpayment, as the case may be, 
resulting from an election under sec-
tion 614(c)(2), is not prevented on Sep-
tember 2, 1958, by the operation of any 
law or rule of law, or 

(iv) The first taxable year in which 
expenditures for development or oper-
ation of more than one mine in respect 
of the separate operating mineral in-
terest are made by the taxpayer after 
the acquisition of such interest 

However, if the latest time at which an 
election may be made under this sub-
paragraph falls on or before May 1, 
1961, such election may be made or 
modified at any time on or before May 
1, 1961. See paragraph (c) of § 1.614–6 as 
to the binding effect of an election 
where the basis of a separate operating 
mineral interest in the hands of the 
taxpayer is determined by reference to 
the basis in the hands of a transferor. 

(3) Limitation. If the taxpayer makes 
an election under section 614(c) (1) or 
(2) in accordance with section 
614(c)(3)(B) and subparagraph (2) of this 
paragraph with respect to any oper-
ating mineral interest which con-
stitutes part or all of an operating 
unit, such taxpayer may not make any 
election under section 614(c) (1) or (2) in 
accordance with section 614(c)(3)(A) 
and subparagraph (1) of this paragraph 
with respect to any operating mineral 
interest which constitutes part or all 
of such operating unit. The provisions 
of this subparagraph may be illustrated 
by the following example: 

Example: In 1953, taxpayer A owned six sep-
arate operating mineral interests, des-
ignated No. 1 through No. 6, which he oper-
ated as a unit. Operating mineral interests 
Nos. 1 through 5 comprise a mine, and oper-
ating mineral interest No. 6 represents one 
mineral deposit in a single tract of land 
which is being extracted by means of two 
mines. In accordance with section 
614(c)(3)(B) and subparagraph (2) of this para-
graph, taxpayer A elects under section 
614(c)(2) to treat operating mineral interest 
No. 6 as two separate operating mineral in-
terests for the taxable year 1954 and all sub-
sequent taxable years. Unless taxpayer A 
also makes an election under section 
614(c)(1) to aggregate operating mineral in-
terests Nos. 1 through 5 for the taxable year 
1954 and all subsequent taxable years in ac-
cordance with section 614(c)(3)(B) and sub-
paragraph (2) of this paragraph, he shall be 
deemed to have made an election to treat 
each of such interests as a separate property. 
Taxpayer A may not elect, under section 
614(c) (1) and (3)(A), to aggregate operating 
mineral interests Nos. 1 through 5 for the 
taxable year 1958 or any subsequent taxable 
year. 

(4) Statute of limitations. If the tax-
payer makes any election in accord-
ance with section 614(c)(3)(B) and sub-
paragraph (2) of this paragraph and if 
assessment of any deficiency for any 
taxable year resulting from such elec-
tion is prevented on May 1, 1961, or at 
any time within one year after such 
first day, by the operation of any law 
or rule of law, such assessment may, 
nevertheless, be made within one year 
after May 1, 1961. Any election by a 
taxpayer in accordance with section 
614(c)(3)(B) shall constitute consent to 
the assessment of any deficiency re-
sulting from any such election. If re-
fund or credit of any overpayment of 
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income tax resulting from any election 
made in accordance with section 
614(c)(3)(B) is prevented on May 1, 1961, 
or at any time within one year after 
May 1, 1961, by the operation of any law 
or rule of law, refund or credit of such 
overpayment may, nevertheless, be 
made or allowed but only if claim 
therefor is filed within one year after 
May 1, 1961. This subparagraph shall 
not apply with respect to any taxable 
year of a taxpayer for which an assess-
ment of a deficiency resulting from an 
election made in accordance with sec-
tion 614(c)(3)(B) or a refund or credit of 
an overpayment resulting from any 
such election, as the case may be, is 
prevented by the operation of any law 
or rule of law on September 2, 1958. 

(5) Elections—how made—(i) General 
rule. Except as provided in subdivision 
(ii) of this subparagraph, an election 
under section 614(c) (1) or (2) and para-
graph (a) or (b) of this section must be 
made by a statement attached to the 
income tax return of the taxpayer for 
the first taxable year for which the 
election is made. The statement shall 
contain the following information: 

(a) Whether the taxpayer is making 
an election or elections with respect to 
the operating unit in accordance with 
section 614(c)(3) (A) or (B); 

(b) A description of the operating 
unit of the taxpayer in sufficient detail 
to identify the operating mineral inter-
ests which are included within such op-
erating unit; 

(c) A description of each aggregation 
to be formed within the operating unit 
in sufficient detail to show that each 
aggregation consists of all the separate 
operating mineral interests which com-
prise any one mine or any two or more 
mines; 

(d) A description of each separate op-
erating mineral interest within the op-
erating unit which is to be treated as a 
separate property in sufficient detail to 
show that such interest is not a part of 
any mine for which an election to ag-
gregate has been made; 

(e) The taxable year in which the 
first expenditure for development or 
operation was made by the taxpayer 
with respect to each separate operating 
mineral interest within the operating 
unit, but if the first expenditure for de-
velopment or operation has not been 

made with respect to a separate oper-
ating mineral interest before the close 
of the taxable year for which the elec-
tion under this section is made, such 
information should also be included; 

(f) A description of each separate op-
erating mineral interest within the op-
erating unit which the taxpayer elects 
to treat as more than one such interest 
under section 614(c)(2) in sufficient de-
tail to show that the separate oper-
ating mineral interest was not a part 
of an aggregation formed by the tax-
payer under section 614(c)(1) for any 
taxable year prior to the taxable year 
for which the election under section 
614(c)(2) is made, and to show that the 
mineral deposit representing the sepa-
rate operating mineral interest is being 
developed or extracted by means of two 
or more mines; 

(g) The taxable year in which the 
first expenditure for development or 
operation was made by the taxpayer 
with respect to each mine on the sepa-
rate operating mineral interest that 
the taxpayer is electing to treat as 
more than one such interest; and 

(h) The allocation of the mineral de-
posit representing the separate oper-
ating mineral interest between (or 
among) the newly formed interests and 
the method by which such allocation 
was made 

For the purpose of applying subdivi-
sions (e) and (g) of this subdivision, if 
the first expenditure for development 
or operation with respect to a separate 
operating mineral interest or a mine 
was made prior to the first taxable 
year for which the election with re-
spect to such interest or mine is appli-
cable, the taxpayer may state that 
such is the case in lieu of identifying 
the exact taxable year in which such 
first expenditure was made. In any case 
where part of the information required 
under this subdivision can be ade-
quately supplied by means of appro-
priately marked maps, the statement 
may be accompanied by such maps and 
may omit the required descriptive ma-
terial to the extent replaced by the 
maps. The taxpayer shall maintain 
adequate records and maps in support 
of the above information. In the event 
that the first expenditure for develop-
ment or operation with respect to a 
separate operating mineral interest is 
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made by the taxpayer in a taxable year 
subsequent to the taxable year for 
which an election under this section 
has been made with respect to the op-
erating unit of which such interest is a 
part, the taxpayer shall furnish infor-
mation describing such interest in suf-
ficient detail to identify it as a part of 
such operating unit, to show whether it 
is a part of a mine with respect to 
which the interests have previously 
been aggregated or have previously 
been treated as separate properties, 
and to indicate whether it is to be in-
cluded within an aggregation. 

(ii) Special rule. If the last day pre-
scribed by law for filing the taxpayer’s 
income tax return (including exten-
sions thereof) for the first taxable year 
for which an election under section 
614(c) (1) or (2) is made falls before May 
1, 1961, the statement of election or 
modification thereof for such taxable 
year must be filed on or before May 1, 
1961, with the district director for the 
district in which such return was filed. 
The statement must contain the infor-
mation as required in subdivision (i) of 
this subparagraph, must indicate the 
first taxable year for which the elec-
tion contained therein is made, and 
shall be accompanied by an amended 
return or returns if necessary or, if ap-
propriate, a claim for refund or credit. 

(6) Elections; when effective. If the tax-
payer has elected to form an aggrega-
tion under section 614(c)(1) and this 
section, the date on which the aggrega-
tion becomes effective is the first day 
of the first taxable year for which the 
election is made; except that if any 
separate operating mineral interest in-
cluded in such aggregation was ac-
quired after such first day, the date on 
which the inclusion of such interest in 
such aggregation becomes effective is 
the date of its acquisition. If the tax-
payer elects to add another operating 
mineral interest to such aggregation 
for a subsequent taxable year, the date 
on which aggregation of the additional 
interest becomes effective is the first 
day of such subsequent taxable year or 
the date of acquisition of such interest, 
whichever is later. If an operating min-
eral interest is required to be included 
in the aggregation for a subsequent 
taxable year because such interest be-
comes a part of a mine which the tax-

payer has previously elected to aggre-
gate, the date on which the inclusion of 
such interest in the aggregation be-
comes effective is the first day of the 
subsequent taxable year or the date of 
acquisition of such interest, whichever 
is later. If the taxpayer has elected to 
treat a separate operating mineral in-
terest as more than one such interest, 
the date on which the election becomes 
effective is the first day of the first 
taxable year for which the election is 
made or the earliest date on which the 
first expenditure for development or 
operation has been made by the tax-
payer with respect to a mine on each 
newly formed separate operating min-
eral interest, whichever is later. 

(7) Elections; binding effect. A valid 
election under section 614(c) (1) or (2) 
whether made in accordance with sec-
tion 614(c)(3) (A) or (B) shall be binding 
upon the taxpayer for the taxable year 
for which made and for all subsequent 
taxable years unless consent to change 
the treatment of an operating mineral 
interest with respect to which an elec-
tion has been made is obtained from 
the Commissioner. For rules relating 
to the binding effect of an election 
where the basis of a separate or an ag-
gregated property in the hands of the 
transferee is determined by reference 
to the basis in the hands of the trans-
feror, see paragraph (c) of § 1.614–6. A 
taxpayer can neither include within an 
aggregation a separate operating min-
eral interest which he has previously 
elected to treat as a separate property, 
nor exclude from an aggregation a sep-
arate operating mineral interest which 
he has properly elected to include with-
in such aggregation unless consent to 
do so is obtained from the Commis-
sioner. A change in tax consequences 
alone is not sufficient to obtain con-
sent to change the treatment of an op-
erating mineral interest. However, con-
sent may be appropriate where, for ex-
ample, there has been a substantial 
change in the taxpayer’s operations so 
that a major part of an aggregation be-
comes a part of another operating unit. 
Applications for consent shall be made 
in writing to the Commissioner of In-
ternal Revenue, Washington, DC 20224. 
The application must be accompanied 
by a statement indicating the reason 
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or reasons for the change and fur-
nishing the information required in 
subparagraph (5)(i) of this paragraph, 
unless such information has been pre-
viously filed and is current. 

(8) Invalid aggregations—(i) General 
rule. In addition to aggregations which 
are invalid under this section because 
of the failure to make timely elections, 
aggregations may be invalid under this 
section in situations which may be di-
vided into two general categories. The 
first category involves invalid basic ag-
gregations. The second category in-
volves invalid additions to basic aggre-
gations. 

(ii) Invalid basic aggregations. The 
term invalid basic aggregations refers to 
aggregations which are initially in-
valid. Generally, a basic aggregation is 
initially invalid because it does not in-
clude all the separate operating min-
eral interests which comprise a com-
plete mine or mines or because it in-
cludes separate operating mineral in-
terests which are not part of the same 
operating unit. If the taxpayer makes 
an invalid basic aggregation, each of 
the separate operating mineral inter-
ests included in such aggregation shall 
be treated as a separate property for 
the first taxable year for which the 
election is made and for all subsequent 
taxable years unless consent is ob-
tained from the Commissioner to treat 
any such interest in a different man-
ner. Consent will be granted in appro-
priate cases. For example, assume that 
the taxpayer elects to form an aggrega-
tion of the operating mineral interests 
which comprise one or more complete 
mines. If the taxpayer demonstrates 
that he inadvertently failed to include 
a minor part of one of the aggregated 
mines or inadvertently included a 
minor part of another mine that is not 
a part of the aggregation, consent will 
ordinarily be granted to maintain the 
aggregation by including the part 
omitted or by excluding the part in-
cluded. The provisions of this subdivi-
sion may be illustrated by the fol-
lowing examples: 

Example 1. In 1958, taxpayer A owned ten 
operating mineral interests, designated No. 1 
through No. 10, which he operated as a unit. 
Interests Nos. 1 through 5 comprised mine X, 
and interests Nos. 6 through 10 comprised 
mine Y. Taxpayer A had made his first devel-

opment expenditure with respect to each of 
the ten interests before January 1, 1958. Tax-
payer A elected under section 614(c) (1) and 
(3)(A) to aggregate interests Nos. 1 through 8 
for 1958 and all subsequent taxable years. 
The aggregation formed by taxpayer A is an 
invalid basic aggregation because it does not 
include all the operating mineral interests 
which comprise a complete mine or mines. 
Therefore, interests Nos. 1 through 8 must be 
treated as separate properties for 1958 and all 
subsequent taxable years unless consent is 
obtained from the Commissioner to treat 
any of such interests in a different manner. 

Example 2. In 1958, taxpayer B owned ten 
operating mineral interests designated No. 1 
through No. 10. Interests Nos. 1 through 5 
comprised mine X, and interests Nos. 6 
through 10 comprised mine Y. Taxpayer B 
had made his first development expenditure 
with respect to each of the ten interests be-
fore January 1, 1958. Taxpayer B elected 
under section 614(c) (1) and (3)(A) to aggre-
gate interests Nos. 1 through 10 for 1958 and 
all subsequent taxable years. Upon audit, it 
was determined that mines X and Y were in 
two separate operating units. Therefore, the 
aggregation formed by taxpayer B is invalid, 
and interests Nos. 1 through 10 must be 
treated as separate properties for 1958 and all 
subsequent taxable years unless consent is 
obtained from the Commissioner to treat 
any of such interests in a different manner. 

(iii) Invalid additions. The term in-
valid addition refers to an operating 
mineral interest which is invalidly ag-
gregated with an existing aggregation. 
Generally, an addition is invalid be-
cause it is a part of a mine and is ag-
gregated with an aggregation which 
does not include other interests which 
are parts of the same mine, or because 
it is in one operating unit and is in-
cluded as part of an aggregation which 
is in another operating unit. If an in-
valid addition is properly a part of a 
mine with respect to which other inter-
ests have been validly aggregated for a 
taxable year prior to the first taxable 
year for which the election to aggre-
gate the invalid addition is made, then 
the invalid addition shall be included 
in the aggregation of which it is prop-
erly a part for such first taxable year 
and all subsequent taxable years. Any 
other invalid addition shall be treated 
as a separate property for the first tax-
able year for which the election to ag-
gregate such addition is made and for 
all subsequent taxable years unless 
consent is obtained from the Commis-
sioner to treat any such interest in a 
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different manner. The provisions of 
this subdivision may be illustrated by 
the following examples: 

Example 1. In 1958, taxpayer A owned six 
operating mineral interests, designated No. 1 
through No. 6, which he operated as a unit. 
Interests Nos. 1 through 3 comprised mine X, 
and interests Nos. 4 through 6 comprised 
mine Y. Taxpayer A had made his first devel-
opment expenditure with respect to each of 
the six interests before January 1, 1958. Tax-
payer A elected under section 614(c) (1) and 
(3)(A) to aggregate interests Nos. 1 through 3 
for 1958 and all subsequent taxable years. He 
elected to treat interests Nos. 4 through 6 as 
separate properties for 1958 and all subse-
quent taxable years. In 1959, taxpayer A ac-
quired and made his first development ex-
penditure with respect to interest No. 7. In-
terest No. 7 was a part of the mine composed 
of interests Nos. 4 through 6. Taxpayer A 
elected under section 614(c) (1) and (3)(A) to 
aggregate interest No. 7 with the aggrega-
tion of interests Nos. 1 through 3 for 1959 and 
all subsequent taxable years. Interest No. 7 
is an invalid addition and must be treated as 
a separate property for 1959 and all subse-
quent taxable years. It cannot be aggregated 
with interests Nos. 4 through 6 since tax-
payer A has previously elected to treat such 
interests as separate properties. However, 
the valid basic aggregation composed of in-
terests Nos. 1 through 3 is not affected by the 
invalid addition of interest No. 7. 

Example 2. Assume the same facts as in ex-
ample 1 except that taxpayer A elected under 
section 614(c) (1) and (3)(A) to aggregate in-
terests Nos. 1 through 3 as one aggregation 
and interests Nos. 4 through 6 as another ag-
gregation for 1958 and all subsequent taxable 
years. The aggregation of interest No. 7 with 
the aggregation consisting of interests Nos. 1 
through 3 constitutes an invalid addition. In-
terest No. 7 must be included in the aggrega-
tion consisting of interests Nos. 4 through 6 
for 1959 and all subsequent taxable years. 

Example 3. In 1958, taxpayer B owned three 
operating mineral interests, designated No. 1 
through No. 3, which comprised mine X. Tax-
payer B had made his first development ex-
penditure with respect to each of the three 
interests before January 1, 1958. Taxpayer B 
elected under section 614(c) (1) and (3)(A) to 
aggregate interests Nos. 1 through 3 for 1958 
and all subsequent taxable years. In 1959, 
taxpayer B acquired interests Nos. 4 through 
7 which comprised mine Y. Taxpayer B made 
his first development expenditure with re-
spect to each of the four interests during 
1959. Taxpayer B elected under section 614(c) 
(1) and (3)(A) to aggregate interests Nos. 4 
through 6 and to aggregate interest No. 7 
with the aggregation consisting of interests 
Nos. 1 through 3 for 1959 and all subsequent 
taxable years. The aggregation consisting of 
interests Nos. 4 through 6 is an invalid basic 

aggregation, and the aggregation of interest 
No. 7 is an invalid addition. Interests Nos. 4 
through 7 must be treated as separate prop-
erties for 1959 and all subsequent taxable 
years unless consent is obtained from the 
Commissioner to treat such interests in a 
different manner. 

(g) Special rule as to deductions under 
section 615(a) prior to aggregation—(1) 
General rule. If an aggregation of oper-
ating mineral interests under section 
614(c)(1) and paragraph (a) of this sec-
tion includes any interest or interests 
in respect of which exploration expend-
itures, paid or incurred after the acqui-
sition of such interest or interests, 
were deducted by the taxpayer under 
section 615(a) for any taxable year 
which precedes the date on which such 
aggregation becomes effective, then 
the tax imposed by chapter 1 of the 
Code for the taxable year or years in 
which such exploration expenditures 
were so deducted shall be recomputed 
in accordance with the rules contained 
in this paragraph. If an operating min-
eral interest is added to such aggrega-
tion for a subsequent taxable year and 
exploration expenditures made with re-
spect to such interest after its acquisi-
tion were deducted by the taxpayer 
under section 615(a) for any taxable 
year which precedes the date on which 
the aggregation of such additional in-
terest becomes effective, then the tax 
imposed by chapter 1 of the Internal 
Revenue Code of 1954 for the taxable 
year or years in which such exploration 
expenditures were so deducted shall be 
recomputed. For purposes of this para-
graph, such taxable year or years shall 
be referred to as the taxable year or 
years for which a recomputation is re-
quired to be made. See paragraph (f)(6) 
of this section for rules relating to the 
date on which an aggregation becomes 
effective or the date on which the ag-
gregation of an additional interest to 
an aggregation becomes effective. See 
subparagraph (3) of this paragraph for 
rules relating to the method of re-
computation of tax. The provisions of 
this subparagraph may be illustrated 
by the following examples: 

Example 1. In 1954, taxpayer A owned two 
operating mineral interests designated Nos. 1 
and 2. Interest No. 1 was in the production 
stage prior to 1954. The first exploration ex-
penditures with respect to interest No. 2 
were made by taxpayer A in 1954 and were 
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deducted under section 615(a) on his return 
for that year. In 1955, taxpayer A made his 
first development expenditure with respect 
to interest No. 2, and thereafter it was oper-
ated with interest No. 1 as a unit. Taxpayer 
A elected under section 614(c) (1) and (3)(B) 
to form an aggregation of interests Nos. 1 
and 2 for 1955 and all subsequent taxable 
years. Taxpayer A must recompute his tax 
for 1954 in accordance with this paragraph. 

Example 2. Assume the same facts as in ex-
ample 1 except that, in 1957, taxpayer A ac-
quired another operating mineral interest, 
designated No. 3, made his first exploration 
expenditures with respect to such interest in 
that year, and deducted such expenditures 
under section 615(a) on his return for that 
year. In 1958, taxpayer A made his first de-
velopment expenditure with respect to inter-
est No. 3. Interest No. 3 was part of the same 
operating unit as interests Nos. 1 and 2. Tax-
payer A elected under section 614(c) (1) and 
(3)(B) to add interest No. 3 to his aggregation 
of interests Nos. 1 and 2 for 1958 and all sub-
sequent taxable years. Taxpayer A must re-
compute his tax for 1957 in accordance with 
this paragraph. 

(2) Exceptions—(i) Taxable years begin-
ning before January 1, 1958. In the case 
of exploration expenditures deducted 
by the taxpayer with respect to an op-
erating mineral interest for any tax-
able year beginning before January 1, 
1958, subparagraph (1) of this paragraph 
shall apply only if the taxpayer has 
made an election under section 614(c) 
(1) or (2) with respect to the operating 
unit of which such interest is a part 
and such election applies to the taxable 
year for which such exploration ex-
penditures were deducted. Thus, if the 
taxpayer does not make an election 
with respect to the operating unit 
under section 614(c) (1) or (2) and (3)(B), 
subparagraph (1) of this paragraph does 
not apply in the case of exploration ex-
penditures deducted with respect to 
any operating mineral interest which 
is a part of such operating unit for any 
taxable year beginning before January 
1, 1958. The provisions of this subdivi-
sion may be illustrated by the fol-
lowing examples: 

Example 1. In 1956, taxpayer A acquired two 
operating mineral interests designated Nos. 1 
and 2. Interest No. 1 was in the production 
stage at that time. Taxpayer A made his 
first exploration expenditures with respect 
to interest No. 2 in 1956, 1957, and 1958 and de-
ducted such expenditures under section 
615(a) on his returns for such years. In 1959, 
taxpayer A made his first development ex-

penditure with respect to interest No. 2. In-
terests Nos. 1 and 2 were operated as a unit. 
Taxpayer A elected under section 614(c) (1) 
and (3)(A) to aggregate interests Nos. 1 and 2 
for 1959 and all subsequent taxable years. 
Only the exploration expenditures deducted 
by the taxpayer for 1958 must be taken into 
account for purposes of applying subpara-
graph (1) of this paragraph. 

Example 2. In 1954, taxpayer B owned two 
operating mineral interests, designated Nos. 
1 and 2, which he operated as a unit. Interest 
No. 1 was in the production stage at that 
time, and interest No. 2 represented one min-
eral deposit in a single tract of land which 
was being extracted by means of two mines. 
Under section 614(c) (2) and (3)(B), taxpayer B 
elects to treat interest No. 2 as two separate 
operating mineral interests, designated as 
Nos. 2(a) and 2(b), for 1954 and all subsequent 
taxable years. In 1955, taxpayer B acquired 
operating mineral interest No. 3. He made 
his first exploration expenditures with re-
spect to interest No. 3 in 1955, 1956, and 1957 
and deducted such expenditures under sec-
tion 615(a) on his returns for such years. In 
1958, taxpayer B made his first development 
expenditure with respect to interest No. 3, 
and thereafter it was operated with interests 
Nos. 1, 2(a), and 2(b) as a unit. Taxpayer B 
elects under section 614(c) (1) and (3)(B) to 
aggregate interests Nos. 1 and 3 for 1958 and 
all subsequent taxable years. The explo-
ration expenditures deducted by the tax-
payer for 1955, 1956, and 1957 must be taken 
into account for purposes of applying sub-
paragraph (1) of this paragraph since the tax-
payer has made an election under section 
614(c)(2) with respect to the operating unit of 
which interest No. 3 is a part and such elec-
tion applies to the taxable years 1955, 1956, 
and 1957. 

(ii) Interests formed pursuant to an 
election under section 614(c)(2). In the 
case of exploration expenditures de-
ducted with respect to an operating 
mineral interest which the taxpayer 
elects to treat as more than one such 
interest under section 614(c)(2) and 
paragraph (b) of this section, subpara-
graph (1) of this paragraph shall not 
apply. Thus, if the taxpayer deducts ex-
ploration expenditures with respect to 
an operating mineral interest, subse-
quently elects to treat such interest as 
more than one interest under section 
614(c)(2), and includes one of the newly 
formed interests in an aggregation 
under section 614(c)(1), subparagraph 
(1) of this paragraph does not apply in 
the case of the exploration expendi-
tures deducted with respect to the in-
terest which the taxpayer elected to 
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treat as more than one interest. The 
provisions of this subdivision may be 
illustrated by the following examples: 

Example 1. In 1958, taxpayer A acquired two 
operating mineral interests, designated Nos. 
1 and 2, which he operated as a unit. Each in-
terest was an interest in a single mineral de-
posit in a single tract or parcel of land. 
There was a mine in the production stage of 
each of two interests at that time. Taxpayer 
A elected under section 614(c)(1)(B) to treat 
interests Nos. 1 and 2 as separate properties. 
In 1959 and 1960, taxpayer A made explo-
ration expenditures with respect to interest 
No. 2 for the purpose of extracting the min-
eral by means of a second mine, and he de-
ducted such expenditures on his returns for 
such years. In 1961, taxpayer A made his first 
development expenditure with respect to a 
second mine on interest No. 2. Taxpayer A 
elected under section 614(c)(2) to treat inter-
est No. 2 as two separate operating mineral 
interests, designated as Nos. 2(a) and 2(b), for 
1961 and all subsequent taxable years. Inter-
est No. 2(a) contained the producing mine 
and interest No. 2(b) contained the subse-
quently developed mine. In his return for 
1961, taxpayer A also elected under section 
614(c)(1)(A) to aggregate interests Nos. 1 and 
2(b) for 1961 and all subsequent taxable years. 
The exploration expenditures deducted with 
respect to interest No. 2 prior to the effec-
tive date of the formation of interests Nos. 
2(a) and 2(b) need not be taken into account 
for purposes of applying subparagraph (1) of 
this paragraph. 

Example 2. In 1954, taxpayer B owned two 
operating mineral interests designated Nos. 1 
and 2. Interest No. 1 was an interest in a sin-
gle mineral deposit in a single tract of land 
which was being extracted by means of two 
mines. Taxpayer B elected under section 
614(c) (2) and (3)(B) to treat interest No. 1 as 
two separate operating mineral interests, 
designated as Nos. 1(a) and 1(b), for 1954 and 
all subsequent taxable years. In 1955, 1956, 
and 1957, taxpayer B made exploration ex-
penditures with respect to interest No. 2 and 
deducted such expenditures on his returns 
for such years. In 1958, taxpayer B made his 
first development expenditure with respect 
to interest No. 2, and, on his return for that 
year, taxpayer B elected to aggregate inter-
ests Nos. 1(a) and 2 under section 614(c)(1) for 
1958 and all subsequent taxable years. The 
exploration expenditures deducted with re-
spect to interest No. 2 for 1955, 1956, and 1957 
shall be taken into account for purposes of 
applying subparagraph (1) of this paragraph 
since such exploration expenditures were de-
ducted with respect to an interest to which 
this subdivision does not apply. 

(3) Recomputation of tax—(i) General 
rule. In the case of an aggregation 
formed under section 614(c)(1) and para-

graph (a) of this section in respect of 
which a recomputation of tax is re-
quired to be made under the provisions 
of subparagraphs (1) and (2) of this 
paragraph for any taxable year or 
years, the tax imposed by chapter 1 of 
the Internal Revenue Code of 1954 shall 
be recomputed for each such taxable 
year as if: 

(a) The taxpayer had elected to form 
an aggregation for the taxable year for 
which the recomputation is required to 
be made, and 

(b) Such aggregation had included all 
the interests included in the aggrega-
tion formed under section 614(c)(1) ex-
cept those interests which the taxpayer 
did not own during the taxable year for 
which the recomputation is required to 
be made and those interests in respect 
of which the taxpayer had made no ex-
penditures for exploration, develop-
ment, or operation before or during the 
taxable year for which the recomputa-
tion is required to be made 

If a recomputation of tax is required to 
be made for any taxable year in the 
case of the aggregation of an additional 
interest to an existing aggregation 
under section 614(c)(1), such recompu-
tation shall be made as if: 

(c) The taxpayer had elected to form 
an aggregation for the taxable year for 
which the recomputation is required to 
be made, and 

(d) Such aggregation had included all 
the interests included in the aggrega-
tion formed under section 614(c)(1) (in-
cluding any interest which the tax-
payer had disposed of prior to the date 
on which the aggregation of the addi-
tional interest becomes effective) ex-
cept those interests which the taxpayer 
did not own during the taxable year for 
which the recomputation is required to 
be made and those interests in respect 
of which the taxpayer had made no ex-
penditures for exploration, develop-
ment, or operation before or during the 
taxable year for which the recomputa-
tion is required to be made 

For purposes of this paragraph, any ag-
gregation which is treated as having 
been formed under subdivisions (a) and 
(b) or under subdivisions (c) and (d) 
shall be referred to as the constructed 
aggregated property. 
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(ii) Recomputation of depletion allow-
ance. The taxpayer shall compute the 
depletion allowance with respect to the 
constructed aggregated property for 
the taxable year for which the re-
computation is required to be made. In 
making this computation, cost deple-
tion for such taxable year shall be com-
puted with reference to the depletion 
unit for the constructed aggregated 
property. See paragraph (a) of § 1.611–2. 
Percentage depletion for such taxable 
year shall not exceed 50 percent of the 
taxable income from the constructed 
aggregated property computed in ac-
cordance with § 1.613–5. If a recomputa-
tion is required to be made for the 
same taxable year with respect to any 
other aggregation or aggregations 
formed by the taxpayer under section 
614(c)(1), the depletion allowance with 
respect to the other constructed aggre-
gated property or properties shall be 
similarly computed. If, for a taxable 
year in respect of which a recomputa-
tion is required, the sum of the deple-
tion allowance or allowances as com-
puted under this subdivision is less 
than the sum of the depletion allow-
ance or allowances actually deducted 
for such taxable year with respect to 
all the properties required to be taken 
into account in making the computa-
tion under this subdivision, then the 
total depletion allowance deducted by 
the taxpayer for such taxable year 
shall be reduced by the difference. The 
taxable income or net operating loss of 
the taxpayer for such taxable year 
shall be adjusted to reflect such reduc-
tion for purposes of the recomputation 
of tax. However, if for a taxable year in 
respect of which a recomputation is re-
quired, the sum of the depletion allow-
ance or allowances as computed under 
this subdivision exceeds the sum of the 
depletion allowance or allowances ac-
tually deducted for such taxable year 
with respect to all the properties re-
quired to be taken into account in 
making the computation under this 
subdivision, the recomputation of tax 
for such taxable year is disregarded for 
purposes of applying section 614(c)(4) 
(B), (C), and (D). 

(iii) Effect of recomputation with re-
spect to items based on amount of income. 
In making the recomputation of tax 
under this subparagraph for any tax-

able year, any deduction, credit, or 
other allowance which is based upon 
the adjusted gross income or taxable 
income of the taxpayer for such year 
shall be recomputed taking into ac-
count the adjustment required under 
subdivision (ii) of this subparagraph. 
For example, if a corporate taxpayer’s 
taxable income is increased under the 
provisions of such subdivision, then the 
amount of charitable contributions 
which may be deducted under the limi-
tation contained in section 170(b)(2) 
shall be correspondingly increased for 
purposes of the recomputation. More-
over, the effect that the recomputation 
of any deduction, credit, or other al-
lowance for a taxable year has on the 
tax imposed for any other taxable year 
shall also be taken into account for 
purposes of the recomputation of tax 
under this subparagraph. Any change 
in items of tax preferences (as defined 
in section 57 and the regulations there-
under) must also be taken into account 
for purposes of the recomputation 
under this subparagraph. 

(iv) Effect of recomputation with re-
spect to a net operating loss and a net op-
erating loss deduction. If the recomputa-
tion of tax under this subparagraph for 
the taxable year for which the re-
computation is required to be made re-
sults in a reduction of a net operating 
loss for such year, then the taxpayer 
shall take into account the effect of 
such reduction on the tax imposed by 
chapter I of the Internal Revenue Code 
of 1954 (or by corresponding provisions 
of the Internal Revenue Code of 1939) 
for any taxable year affected by such 
reduction. If the recomputation of tax 
for the taxable year for which the re-
computation is required to be made re-
sults in an increase in taxable income 
as defined in section 172(b)(2) for such 
year, then the taxpayer shall take into 
account the effect of such increase on 
the tax imposed by chapter I of the In-
ternal Revenue Code of 1954 (or by cor-
responding provisions of the Internal 
Revenue Code of 1939) for any taxable 
year affected by such increase. Fur-
thermore, in making the recomputa-
tion of tax for any taxable year for 
which the recomputation is required to 
be made, the taxpayer shall take into 
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account any change in the net oper-
ating loss deduction for such year re-
sulting from the recomputation of tax 
for any other taxable year for which a 
recomputation is required to be made. 
For provisions relating to the net oper-
ating loss deduction, see section 172 
and the regulations thereunder. For 
rules relating to the effect of the net 
operating loss deduction on the min-
imum tax for tax preferences see sec-
tion 56 and the regulations thereunder 
and § 1.58–7. 

(v) Determination of increase in tax. If 
the taxpayer elects to form an aggrega-
tion or aggregations for a taxable year 
under section 614(c)(1) and if a re-
computation of tax is required to be 
made under this paragraph for any 
prior taxable year or years, then the 
taxpayer shall compute the difference 
between the tax, including the tax im-
posed by section 56 (relating to the 
minimum tax for tax preferences), as 
recomputed under this subparagraph 
for such prior taxable year or years 
(and other taxable years affected by 
the recomputation) and the tax liabil-
ity previously determined (computed 
without regard to section 614(c)(4)) 
with respect to such prior taxable year 
or years (and other taxable years af-
fected by the recomputation). If the 
taxpayer is subsequently required to 
make a recomputation with respect to 
any taxable year or years for which he 
has previously made a recomputation, 
then the taxpayer shall compute the 
difference between the tax as subse-
quently recomputed for such taxable 
year or years (and other taxable years 
affected by the subsequent recomputa-
tion) and the tax as previously recom-
puted for such taxable year or years 
(and other taxable years affected by 
the subsequent recomputation). For 
treatment of the increase in tax result-
ing from the recomputation of tax 
under this subparagraph, see subpara-
graph (4) of this paragraph. 

(4) Treatment of increase in tax—(i) 
General rule. If the taxpayer elects to 
form an aggregation or aggregations 
for a taxable year under section 
614(c)(1) and if a recomputation of tax 
is required to be made for any prior 
taxable year or years, then the total 
increase in tax resulting from such re-
computation determined under sub-

paragraph (3)(v) of this paragraph shall 
be taken into account in the first tax-
able year to which the election to form 
such aggregation or aggregations is ap-
plicable and in each succeeding taxable 
year until the full amount of such total 
increase in tax has been taken into ac-
count. The number of taxable years 
over which such total increase shall be 
taken into account shall be equal to 
the number of taxable years for which 
a recomputation of tax is required to 
be made under subparagraph (1) of this 
paragraph as limited by subparagraph 
(2) of this paragraph and for which such 
recomputation results in a reduction of 
the taxpayer’s depletion allowance 
under subparagraph (3)(ii) of this para-
graph. The amount of the increase in 
tax which is to be taken into account 
in a taxable year is determined by di-
viding the total increase in tax by the 
number of taxable years over which 
such total increase is to be taken into 
account. The tax imposed by chapter I 
of the Code for each of the taxable 
years over which the total increase in 
tax is to be taken into account shall be 
increased by the amount determined in 
accordance with the preceding sen-
tence. However, such increase in tax 
for each of such taxable years shall 
have no effect upon the determination 
of the amount of any credit against the 
tax for any of such taxable years. For 
example, the amount of such increase 
shall not affect the computation of the 
limitation on the foreign tax credit 
under section 904. The amount of the 
increase in tax which is required to be 
taken into account by the taxpayer in 
a particular taxable year under section 
614(c)(4)(C) shall be treated as a tax im-
posed with respect to such taxable 
years even though, without regard to 
section 614(c)(4) and this paragraph, 
such taxpayer would otherwise have no 
tax liability for such taxable year. 

(ii) Increase in tax not determinable as 
of first taxable year of aggregation. If the 
recomputation of tax under subpara-
graph (3) of this paragraph, for any tax-
able year or years prior to the first 
taxable year to which the election to 
form an aggregation or aggregations 
under section 614(c)(1) applies, results 
in a reduction of any net operating loss 
carryover to a taxable year subsequent 
to such first taxable year, then the 
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total increase in tax resulting from the 
recomputation is not determinable as 
of such first taxable year. In such case, 
the total increase in tax shall be taken 
into account in equal installments in 
the first taxable year for which such 
total increase is determinable and in 
each succeeding taxable year for which 
a portion of the increase in tax would 
have been taken into account under 
subdivision (i) of this subparagraph if 
the total increase had been deter-
minable as of the first taxable year to 
which the election to form the aggrega-
tion or aggregations under section 
614(c)(1) applies. The provisions of this 
subdivision may be illustrated by the 
following example: 

Example. Assume that taxpayer A elects 
under section 614(c)(1) to form an aggrega-
tion for 1960 and all subsequent taxable 
years. Assume further that taxpayer A is re-
quired to recompute his tax for four prior 
taxable years under subparagraphs (1) and (2) 
of this paragraph and that the recomputa-
tion for each of such taxable years results in 
a reduction of taxpayer A’s depletion allow-
ance. Under subdivision (i) of this subpara-
graph, the total increase in tax resulting 
from the recomputation is to be taken into 
account in equal installments in 1960, 1961, 
1962, and 1963. However, if the total increase 
in tax is not determinable until 1961 because 
the recomputation for the prior taxable 
years results in the reduction of a net oper-
ating loss carryover to 1961, then the total 
increase shall be taken into account in equal 
installments in 1961, 1962, and 1963. In like 
manner, if the total increase in tax is not de-
terminable until 1962, it shall be taken into 
account in equal installments in 1962 and 
1963. 

(iii) Death or cessation of existence of 
taxpayer. If the taxpayer dies or ceases 
to exist, the portion of the increase in 
tax determined under subparagraph 
(3)(v) of this paragraph which has not 
been taken into account under subdivi-
sion (i) or (ii) of this subparagraph for 
taxable years prior to the taxable year 
of the occurrence of such death or such 
cessation of existence, as the case may 
be, shall be taken into account for the 
taxable year in which such death or 
such cessation of existence, as the case 
may be, occurs. 

(5) Adjustments to basis of aggregated 
property. If the taxpayer elects to form 
an aggregated property or properties 
under section 614(c)(1) for a taxable 
year and if a recomputation of tax is 

required to be made for any taxable 
year which results in reduction of the 
depletion allowance previously de-
ducted by the taxpayer for such year, 
then proper adjustments shall be made 
with respect to the adjusted basis of 
such aggregated property or properties. 
In such a case: 

(i) If the sum of the depletion allow-
ances actually deducted with respect to 
the interests included in a constructed 
aggregated property exceeds the deple-
tion allowance computed under sub-
paragraph (3)(ii) of this paragraph with 
respect to such constructed aggregated 
property, the adjusted basis of the ag-
gregated property formed under section 
614(c)(1) shall be increased by such ex-
cess, and 

(ii) If the depletion allowance com-
puted under subparagraph (3)(ii) of this 
paragraph with respect to a con-
structed aggregated property exceeds 
the sum of the depletion allowances ac-
tually deducted with respect to the in-
terests included in such constructed 
aggregated property, the adjusted basis 
of the aggregated property formed 
under section 614(c)(1) shall be reduced 
(but not below zero) by such excess. 

However, the adjusted basis of an ag-
gregated property formed under section 
614(c)(1) may be increased only to the 
extent such excess would have resulted 
in an increase in such adjusted basis if 
taken into account under paragraph (a) 
of § 1.614–6. Thus, if depletion pre-
viously allowed with respect to the sep-
arate operating mineral interests in-
cluded in the aggregation formed under 
section 614(c)(1) exceeds the total of 
the unadjusted bases of such interests 
by $5,000, and if the recomputation of 
tax required to be made under this 
paragraph results in a depletion allow-
ance which is $7,000 less than the deple-
tion actually deducted with respect to 
such interests, then the adjusted basis 
of such aggregation may be increased 
by only $2,000. If, with respect to the 
same aggregated property formed 
under section 614(c)(1), adjustments to 
adjusted basis are required under this 
subparagraph as a result of recomputa-
tion of tax for two or more taxable 
years, the total or net amount of such 
adjustments shall be taken into ac-
count. Any adjustment to the adjusted 
basis of an aggregation required by this 
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subparagraph shall be taken into ac-
count as of the effective date of the 
election to form such aggregation 
under section 614(c)(1) and shall be ef-
fective for all purposes of subtitle A of 
the Code. For other rules relating to 
the determination of the adjusted basis 
of an aggregated property, see para-
graph (a) of § 1.614–6. 

[T.D. 6524, 26 FR 150, Jan. 10, 1961, as amend-
ed by T.D. 7170, 37 FR 5382, Mar. 15, 1972; T.D. 
7564, 43 FR 40494, Sept. 12, 1978] 

§ 1.614–4 Treatment under the Internal 
Revenue Code of 1939 with respect 
to separate operating mineral inter-
ests for taxable years beginning be-
fore January 1, 1964, in the case of 
oil and gas wells. 

(a) General rule. (1) All references in 
this section to section 614(b) or any 
paragraph or subparagraph thereof are 
references to section 614(b) or a para-
graph or subparagraph thereof as it ex-
isted prior to its amendment by section 
226(a) of the Revenue Act of 1964. All 
references in this section to section 
614(d) are references to section 614(d) as 
it existed prior to its amendment by 
section 226(b)(3) of the Revenue Act of 
1964. 

(2) For taxable years beginning be-
fore January 1, 1964, in the case of oil 
and gas wells, a taxpayer may treat 
under section 614(d) and this section 
any property as if section 614 (a) and 
(b) had not been enacted. For purposes 
of this section, the term property 
means each separate operating mineral 
interest owned by the taxpayer in each 
mineral deposit in each separate tract 
or parcel of land. Separate tracts or 
parcels of land exist not only when 
areas of land are separated geographi-
cally, but also when areas of land are 
separated by means of the execution of 
conveyances or leases. If the taxpayer 
treats any property or properties under 
this section, the taxpayer must treat 
each such property as a separate prop-
erty except that the taxpayer may 
treat any two or more properties that 
are included within the same tract or 
parcel of land as a single property pro-
vided such treatment is consistently 
followed. If the taxpayer treats two or 
more properties as a single property 
under this section, such properties 
shall be considered as a single property 
for all purposes of subtitle A of the In-

ternal Revenue Code of 1954. The tax-
payer may not make more than one 
combination of properties within the 
same tract or parcel of land. Thus, if 
the taxpayer treats two or more prop-
erties that are included within the 
same tract or parcel of land as a single 
property, each of the remaining prop-
erties included within such tract or 
parcel of land shall be treated as a sep-
arate property. If the taxpayer has 
treated two or more properties that are 
included within the same tract or par-
cel of land as a single property and sub-
sequently discovers or acquires an ad-
ditional mineral deposit within the 
same tract or parcel of land, he may in-
clude his interest in such deposit with 
the two or more properties which are 
being treated as a single property or he 
may treat his interest in such deposit 
as a separate property. If the taxpayer 
has treated each property included 
within a tract or parcel of land as a 
separate property and subsequently 
discovers or acquires an additional 
mineral deposit within the same tract 
or parcel of land, he may combine his 
interest in such deposit with any one of 
the separate properties included within 
the tract or parcel of land, but not 
with more than one of them since they 
cannot be validly combined with each 
other. The taxpayer may not combine 
properties which are included within 
different tracts or parcels of land under 
this section irrespective of whether 
such tracts or parcels of land are con-
tiguous. The treatment of a property 
as a separate property or the treat-
ment of two or more properties in-
cluded within a single tract or parcel of 
land as a single property under this 
section shall be binding upon the tax-
payer for the first taxable year for 
which such treatment is effective and 
for all subsequent taxable years begin-
ning before January 1, 1964. For the 
continuation of such treatment under 
§ 1.614–8 for taxable years beginning 
after December 31, 1963, see paragraph 
(d) of § 1.614–8. For provisions relating 
to the first taxable year for which 
treatment under this section becomes 
effective, see paragraph (d) of this sec-
tion. 
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(b) Treatment consistent with treatment 
for taxable years prior to 1954. If the tax-
payer has treated properties in a man-
ner consistent with the rules contained 
in paragraph (a) of this section for tax-
able years to which the Internal Rev-
enue Code of 1939 applies and if the tax-
payer desires to treat such properties 
under section 614(d), then such prop-
erties must continue to be treated in 
the same manner. The provisions of 
this paragraph may be illustrated by 
the following examples: 

Example 1. In 1950, taxpayer A owned two 
separate tracts of land designated No. 1 and 
No. 2. Each tract contained three mineral de-
posits. In the case of tract No. 1, taxpayer A 
treated the three mineral deposits as a single 
property. In the case of tract No. 2, taxpayer 
A treated the first mineral deposit as a sepa-
rate property and treated the second and 
third mineral deposits as a single property. 
This treatment was consistently followed for 
the taxable years 1950, 1951, 1952, and 1953. 
Taxpayer A desires, for 1954 and subsequent 
taxable years, to treat the properties in 
tracts Nos. 1 and 2 as if section 614 (a) and (b) 
had not been enacted. For 1954 and subse-
quent taxable years, the three deposits in 
tract No. 1 must be treated as a single prop-
erty; the first deposit in tract No. 2 must be 
treated as a separate property; and the sec-
ond and third deposits in tract No. 2 must be 
treated as a single property. 

Example 2. Assume the same facts as in ex-
ample 1 except that, at the time the treat-
ment under this section is adopted, assess-
ment of any deficiency or credit or refund of 
any overpayment for the taxable years 1954 
and 1955 resulting from the treatment of 
properties under this section is prevented by 
the operation of the statute of limitations. 
For 1956 and subsequent taxable years, the 
three deposits in tract No. 1 must be treated 
as a single property; the first deposit in tract 
No. 2 must be treated as a separate property; 
and the second and third deposits in tract 
No. 2 must be treated as a single property. 

(c) Bases of separate properties pre-
viously included in an aggregation under 
section 614(b). If the taxpayer has made 
an election under section 614(b) to form 
an aggregation of operating mineral in-
terests and if such taxpayer subse-
quently revokes such election for all 
taxable years for which it was made 
and treats the properties that are in-
cluded within such aggregation under 
section 614(d) and this section by filing 
the statement required by paragraph 
(e) of this section, then the adjusted 
basis of each separate property (as de-

fined in paragraph (a) of this section) 
that is a part of such aggregation shall 
be determined as if the taxpayer had 
made no election under section 614(b). 
However, if, at the time of the filing of 
the statement revoking the election 
under section 614(b), assessment of any 
deficiency or credit or refund of any 
overpayment, as the case may be, re-
sulting from such revocation is pre-
vented by the operation of any law or 
rule of law for any taxable year or 
years for which the election under sec-
tion 614(b) was made, then the adjusted 
basis of each separate property that is 
a part of the aggregation shall be de-
termined in accordance with the provi-
sions contained in paragraph (a)(2) of 
§ 1.614.6 as of the first day of the first 
taxable year for which the revocation 
is effective. After determining the ad-
justed basis of each separate property 
included within the aggregation, the 
taxpayer may treat such properties in 
any manner which is in accordance 
with paragraph (a) of this section. See, 
however, paragraph (b) of this section. 
The provisions of this paragraph may 
be illustrated by the following exam-
ples: 

Example 1. Taxpayer A owns two separate 
tracts of land, designated No. 1 and No. 2, 
each of which contains three mineral depos-
its. The interests in the two tracts of land 
constitute an operating unit as defined in 
paragraph (c) of § 1.614–2. Taxpayer A elects 
under section 614(b) to form an aggregation 
of all the interests in the operating unit for 
1954 and all subsequent taxable years. Subse-
quently, taxpayer A revokes such election by 
filing a statement in accordance with para-
graph (e) of this section. Such revocation is 
effective for 1956 and subsequent taxable 
years because, at the time of the filing of the 
statement of revocation, assessment of any 
deficiency or credit or refund of any overpay-
ment for the taxable years 1954 and 1955 re-
sulting from such revocation is prevented by 
the operation of the statute of limitations. 
The adjusted bases of the six properties that 
are included within the aggregation shall be 
determined in accordance with paragraph 
(a)(2) of § 1.614–6 as of the beginning of the 
taxable year 1956. 

Example 2. Assume the same facts as in ex-
ample 1 and, in addition, assume that for 
taxable years to which the Internal Revenue 
Code of 1939 is applicable, taxpayer A treated 
the three deposits in tract No. 1 as a single 
property and the three deposits in tract No. 
2 as a single property. After determining the 
adjusted basis of each of the six properties as 
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illustrated in example 1, the adjusted basis 
of the three properties in tract No. 1 must be 
combined and the adjusted bases of the three 
properties in tract No. 2 must be combined 
since the manner in which such properties 
were treated for taxable years to which the 
Internal Revenue Code of 1939 is applicable is 
consistent with the rules contained in para-
graph (a) of this section. 

(d) Treatment; when effective. If a tax-
payer treats any property in accord-
ance with this section, then such treat-
ment shall be effective for whichever of 
the following taxable years is the later: 

(1) The latest taxable year for which 
an election could have been made with 
respect to such property under section 
614(b); or 

(2) The first taxable year beginning 
after December 31, 1953, and ending 
after August 16, 1954, in respect of 
which assessment of a deficiency or 
credit or refund of an overpayment, as 
the case may be, resulting from the 
treatment of such property under this 
section, is not prevented by the oper-
ation of any law or rule of law on the 
date such treatment is adopted. 

(e) Manner of adopting the treatment of 
properties under this section. If the tax-
payer does not make an election under 
section 614(b) with respect to a prop-
erty within the time prescribed for 
making such an election, then the tax-
payer shall be deemed to have treated 
such property under this section. In 
such case, the manner in which such 
property is treated in filing the tax-
payer’s income tax return for the first 
taxable year for which the treatment 
of such property is effective under 
paragraph (d) of this section shall es-
tablish the treatment which must be 
consistently followed with respect to 
such property for subsequent taxable 
years. However, if the income tax re-
turn for such first taxable year is filed 
prior to May 1, 1961, then the taxpayer 
may adopt the treatment provided for 
under this section with respect to the 
property by filing a statement at any 
time on or before May 1, 1961, with the 
district director for the district in 
which the taxpayer’s income tax return 
was filed for the first taxable year for 
which the treatment of such property 
is effective under paragraph (d) of this 
section. Such statement shall set forth 
the first taxable year for which the 
treatment of the property under this 

section is effective, shall revoke any 
previous elections made with respect to 
such property under section 614(b), 
shall state the manner in which such 
property was treated for taxable years 
subject to the Internal Revenue Code of 
1939, shall state the manner in which 
such property is to be treated under 
this section, and shall be accompanied 
by an amended return or returns if nec-
essary. 

(f) Certain treatment under this section 
precludes election to aggregate under sec-
tion 614(b) with respect to the same oper-
ating unit. If the taxpayer’s treatment 
of any properties that are included 
within an operating unit (as defined in 
paragraph (c) of § 1.614–2) under section 
614(d) and this section would constitute 
an aggregation under section 614(b) and 
if such taxpayer elects, or has elected, 
to form an aggregation within the 
same operating unit under section 
614(b) for any taxable year for which 
the treatment under section 614(d) is 
effective, then the election made under 
section 614(b) shall not apply for any 
such taxable year. 

[T.D. 6524, 26 FR 157, Jan. 10, 1961, as amend-
ed by T.D. 6859, 30 FR 13700, Oct. 28, 1965] 

§ 1.614–5 Special rules as to aggre-
gating nonoperating mineral inter-
ests. 

(a) Aggregating nonoperating mineral 
interests for taxable years beginning be-
fore January 1, 1958. Upon proper show-
ing to the Commissioner, a taxpayer 
who owns two or more separate nonop-
erating mineral interests in a single 
tract or parcel of land, or in two or 
more contiguous tracts or parcels of 
land, shall be permitted to aggregate 
all such interests in each separate kind 
of mineral deposit and treat them as 
one property. Permission will be grant-
ed by the Commissioner only if the tax-
payer establishes that he will sustain 
an undue hardship if such nonoperating 
mineral interests are not treated as 
one property. Such hardship may exist, 
for example, if it is impossible for the 
taxpayer to determine the boundaries, 
source, or costs of the separate inter-
ests, or if a taxpayer who owns a single 
royalty interest, production payment, 
or net profits interest cannot deter-
mine the separate deposits from which 
his payments will be derived. In no 
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event shall undue hardship be deemed 
to exist solely by reason of tax dis-
advantage. The treatment of such in-
terests as one property shall be appli-
cable for all purposes of subtitle A of 
the Internal Revenue Code of 1954. In 
no event may nonoperating mineral in-
terests in tracts or parcels of land 
which are not contiguous be treated as 
one property. The term two or more con-
tiguous tracts or parcels of land means 
tracts or parcels of land which have 
common boundaries. Common bound-
aries include survey lines, public roads, 
or similar easements for the use of land 
without the existence of an intervening 
mineral right between the tracts or 
parcels of land. Tracts or parcels of 
land which touch only at a common 
corner are not contiguous. For the defi-
nition of nonoperating mineral interests, 
see paragraph (g) of this section. 

(b) Manner and scope of election—(1) 
Time for filing application for permission 
to aggregate separate nonoperating min-
eral interests under paragraph (a) of this 
section. The application for permission 
to aggregate separate nonoperating 
mineral interests under paragraph (a) 
of this section shall be filed at any 
time on or before May 1, 1961. Such ap-
plication shall indicate the first tax-
able year for which the aggregation is 
to be formed. If, prior to January 10, 
1961, an application has been filed, the 
taxpayer need file only a supplemental 
application containing such additional 
information as is necessary to comply 
with the requirements of subparagraph 
(2) of this paragraph. 

(2) Contents of application and returns 
under permission. The application for 
permission to aggregate nonoperating 
mineral interests under paragraph (a) 
of this section shall include a complete 
statement of the facts upon which the 
taxpayer relies to show the undue 
hardship which would result if such an 
aggregation was not permitted. Such 
application shall also include a descrip-
tion of the nonoperating mineral inter-
ests owned by the taxpayer within the 
tract or tracts of land involved. A gen-
eral description, accompanied by maps 
appropriately marked, which accu-
rately circumscribes the scope of the 
aggregation and shows that the tax-
payer is aggregating all the nonop-
erating mineral interests in a par-

ticular kind of mineral deposit within 
the tract or tracts of land involved will 
be sufficient. If the Commissioner 
grants permission, a copy of the letter 
granting such permission shall be filed 
with the district director for the dis-
trict in which the taxpayer’s income 
tax return was filed for the first tax-
able year for which such permission ap-
plies, and shall be accompanied by an 
amended return or returns if necessary. 

(3) Election; binding effect. The elec-
tion to aggregate separate nonop-
erating mineral interests under para-
graph (a) of this section shall be bind-
ing upon the taxpayer for the first tax-
able year for which made and all subse-
quent taxable years beginning before 
January 1, 1958, unless consent to make 
a change is obtained from the Commis-
sioner. The application for consent to 
make a change must set forth in detail 
the reason or reasons for such change. 
Consent to a different treatment shall 
not be granted where the principal pur-
pose for such change is due to tax con-
sequences. For rules relating to the 
binding effect of an election where the 
basis of an aggregated property in the 
hands of the transferee is determined 
by reference to the basis in the hands 
of the transferor, see paragraph (c) of 
§ 1.614–6. 

(4) Aggregations under the Internal 
Revenue Code of 1939. An application for 
permission to aggregate nonoperating 
mineral interests under paragraph (a) 
of this section shall be submitted in ac-
cordance with the requirements of this 
paragraph notwithstanding the fact 
that the taxpayer may have aggregated 
such interests for taxable years to 
which the Internal Revenue Code of 
1939 is applicable. If such interests were 
aggregated for taxable years to which 
the Internal Revenue Code of 1939 ap-
plies and the aggregation was approved 
by the Internal Revenue Service for 
such years after full consideration 
thereof on its merits, such approval 
will generally be accepted as evidence 
that undue hardship would result if the 
aggregation were not permitted. 

(c) Termination of aggregation of non-
operating mineral interests—(1) General 
rule. Any aggregation of nonoperating 
mineral interests formed under para-
graphs (a) and (b) of this section shall 
not apply with respect to any taxable 
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year beginning after December 31, 1957. 
Thus, if a taxpayer makes a binding 
election to form such an aggregation 
for taxable years beginning before Jan-
uary 1, 1958, then in order to form an 
aggregation with respect to any tax-
able year beginning after December 31, 
1957, he must obtain permission in ac-
cordance with the rules prescribed in 
paragraphs (d) and (e) of this section. 

(2) Bases of separate nonoperating min-
eral interests. If a taxpayer forms an ag-
gregation of nonoperating mineral in-
terests under paragraphs (a) and (b) of 
this section which is terminated under 
subparagraph (1) of this paragraph, the 
adjusted bases of the separate nonop-
erating mineral interests included in 
such aggregation shall be determined 
in accordance with paragraph (a)(2) of 
§ 1.614–6. 

(d) Aggregating nonoperating mineral 
interests for taxable years beginning after 
December 31, 1957, or for earlier taxable 
years. Upon proper showing to the Com-
missioner, a taxpayer who owns two or 
more separate nonoperating mineral 
interests in a single tract or parcel of 
land, or in two or more adjacent tracts 
or parcels of land, shall be permitted, 
under section 614(e), to form an aggre-
gation of all of such interests in each 
separate kind of mineral deposit and 
treat such aggregation as one property. 
Permission shall be granted by the 
Commissioner only if the taxpayer es-
tablishes that a principal purpose in 
forming the aggregation is not the 
avoidance of tax. The fact that the ag-
gregation of nonoperating mineral in-
terests will result in a substantial re-
duction in tax is evidence that avoid-
ance of tax is a principal purpose of the 
taxpayer. An aggregation formed under 
the provisions of this paragraph shall 
be considered as one property for all 
purposes of the Code. In no event may 
nonoperating mineral interests in 
tracts or parcels of land which are not 
adjacent be aggregated and treated as 
one property. The term two or more ad-
jacent tracts or parcels of land means 
tracts or parcels of land that are in 
reasonably close proximity to each 
other depending on the facts and cir-
cumstances of each case. Adjacent 
tracts or parcels of land do not nec-
essarily have any common boundaries, 
and may be separated by intervening 

mineral rights. For the definition of 
nonoperating mineral interests, see para-
graph (g) of this section. 

(e) Manner and scope of election—(1) 
Time for filing application for permission 
to aggregate separate nonoperating min-
eral interests under section 614(e). The 
application for permission to aggregate 
separate nonoperating mineral inter-
ests under section 614(e) and paragraph 
(d) of this section shall be made in 
writing to the Commissioner of Inter-
nal Revenue, Washington, DC 20224. 
Such application shall be filed within 
90 days after the beginning of the first 
taxable year beginning after December 
31, 1957, for which aggregation is de-
sired or within 90 days after the acqui-
sition of one of the nonoperating min-
eral interests which is to be included in 
the aggregation, whichever is later. 
However, if the last day on which the 
application may be filed under this 
paragraph falls before May 1, 1961, such 
application may be filed at any time on 
or before May 1, 1961. If, prior to Janu-
ary 10, 1961, an application has been 
filed, the taxpayer need file only a sup-
plemental application containing such 
additional information as is necessary 
to comply with subparagraph (4) of this 
paragraph. 

(2) Election to apply section 614(e) retro-
actively. The application for permission 
to aggregate separate nonoperating 
mineral interests under section 614 (e) 
and paragraph (d) of this section may 
be filed, at the election of the tax-
payer, for any taxable year beginning 
before January 1, 1958, to which the In-
ternal Revenue Code of 1954 is applica-
ble. In such case, the application may 
be filed at any time on or before May 1, 
1961. Such application shall designate 
the first taxable year for which the ag-
gregation is to be formed. If, prior to 
January 10, 1961, an application has 
been filed, the taxpayer need file only a 
supplemental application containing 
such additional information as is nec-
essary to comply with the require-
ments of subparagraph (4) of this para-
graph. 

(3) Limitation. If the taxpayer forms 
any aggregation of nonoperating min-
eral interests under subparagraph (2) of 
this paragraph, then any aggregation 
of nonoperating mineral interests 
formed under paragraphs (a) and (b) of 
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this section shall not apply for any 
taxable year. The provisions of this 
subparagraph may be illustrated by the 
following example: 

Example. In 1954, taxpayer A owns six sepa-
rate nonoperating mineral interests des-
ignated No. 1 through No. 6. Interests Nos. 1 
through 3 are royalty interests in contiguous 
tracts of land. Interests Nos. 4 through 6, 
which are located in an entirely different 
area from interests Nos. 1 through 3, are roy-
alty interests in tracts of land which are not 
contiguous but which are adjacent to each 
other. In 1959 taxpayer A obtains permission 
and elects under section 614(e) and subpara-
graph (2) of this paragraph to form an aggre-
gation of interests Nos. 4 through 6 for 1956 
and all subsequent taxable years. Taxpayer 
A may not elect to form an aggregation of 
interests Nos. 1 through 3 under paragraphs 
(a) and (b) of this section for 1954 or any sub-
sequent taxable year. If taxpayer A wishes to 
form an aggregation of interests Nos. 1 
through 3, he must obtain permission under 
paragraph (d) of this section and this para-
graph. 

(4) Contents of application and returns 
under permission. The application for 
permission to aggregate nonoperating 
mineral interests under section 614(e) 
and paragraph (d) of this section shall 
include a complete statement of the 
facts upon which the taxpayer relies to 
show that avoidance of tax is not a 
principal purpose of forming the aggre-
gation. Such application shall also in-
clude a description of the nonoperating 
mineral interests within the tract or 
tracts of land involved. A general de-
scription, accompanied by maps appro-
priately marked, which accurately cir-
cumscribes the scope of the aggrega-
tion and shows that the taxpayer is ag-
gregating all the nonoperating mineral 
interests in a particular kind of min-
eral deposit within the tract or tracts 
of land involved will be sufficient. If 
the Commissioner grants permission, a 
copy of the letter granting such per-
mission shall be attached to the tax-
payer’s income tax return for the first 
taxable year for which such permission 
applies. If the taxpayer has already 
filed such return, a copy of the letter of 
permission shall be filed with the dis-
trict director for the district in which 
such return was filed and shall be ac-
companied by an amended return or re-
turns if necessary or, if appropriate, a 
claim for credit or refund. 

(5) Election; binding effect. The elec-
tion to aggregate separate nonop-
erating mineral interests under section 
614 (e) and paragraph (d) of this section 
shall be binding upon the taxpayer for 
the first taxable year for which made 
and for all subsequent taxable years 
unless consent to make a change is ob-
tained from the Commissioner. The ap-
plication for consent to make a change 
must set forth in detail the reason or 
reasons for such change. Consent to a 
different treatment shall not be grant-
ed where the principal purpose for such 
change is due to tax consequences. For 
rules relating to the binding effect of 
an election where the basis of an aggre-
gated property in the hands of the 
transferee is determined by reference 
to the basis in the hands of the trans-
feror, see paragraph (c) of § 1.614–6. 

(6) Aggregations under the Internal 
Revenue Code of 1939. An application for 
permission to aggregate nonoperating 
mineral interests under section 614 (e) 
and paragraph (d) of this section shall 
be submitted in accordance with the 
requirements of this paragraph not-
withstanding the fact that the tax-
payer may have aggregated such inter-
ests for taxable years to which the In-
ternal Revenue Code of 1939 is applica-
ble. If such interests were aggregated 
for taxable years to which the Internal 
Revenue Code of 1939 applies and the 
aggregation was approved by the Inter-
nal Revenue Service for such years 
after full consideration thereof on its 
merits, such approval will generally be 
accepted as evidence that avoidance of 
tax is not a principal purpose of form-
ing the aggregation. 

(f) Elections; when effective. If the tax-
payer has elected to form an aggrega-
tion under either paragraph (a) or para-
graph (d) of this section, the date on 
which the aggregation becomes effec-
tive is the first day of the first taxable 
year for which the election is made; ex-
cept that if any separate nonoperating 
mineral interest included in such ag-
gregation was acquired after such first 
day, the date on which the inclusion of 
such interest in such aggregation be-
comes effective is the date of its acqui-
sition. 

(g) Definition of nonoperating mineral 
interests. For purposes of this section, 
nonoperating mineral interests includes 
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only those interests described in sec-
tion 614(a) which are not operating 
mineral interests within the meaning 
of paragraph (b) of § 1.614–2. The tax-
payer who holds the operating or work-
ing rights in a mineral deposit, but is 
not actually conducting operations 
with respect to such deposit, does not 
have a nonoperating mineral interest 
in such deposit notwithstanding the 
fact that he intends to transfer such 
operating rights at a later time. 

[T.D. 6524, 26 FR 158, Jan. 10, 1961] 

§ 1.614–6 Rules applicable to basis, 
holding period, and abandonment 
losses where mineral interests have 
been aggregated or combined. 

(a) Basis of property resulting from ag-
gregation or combination—(1) General 
rule. (i) When a taxpayer has aggre-
gated as one property two or more in-
terests under section 614(b) (prior to its 
amendment by section 226(a) of the 
Revenue Act of 1964), (c), or (e), the 
unadjusted basis of such aggregated 
property shall be the sum of the 
unadjusted bases of the various min-
eral interests aggregated. The adjusted 
basis of the aggregated property on the 
effective date of the aggregation shall 
be the unadjusted basis of the aggre-
gated property, adjusted by the total of 
all adjustments to the bases of the sev-
eral mineral interests aggregated as re-
quired by section 1016 to the effective 
date of aggregation. Thereafter, the ad-
justments to basis required by section 
1016 shall apply to the total adjusted 
basis of the aggregated property for all 
purposes of subtitle A of the Code. 

(ii) When a taxpayer has combined as 
one property two or more interests 
under section 614(b) (as amended by 
section 226(a) of the Revenue Act of 
1964), the adjusted basis of such com-
bined property shall be the sum of: 

(a) The unadjusted bases of all such 
interests which have never been in-
cluded in an aggregation; and 

(b) The adjusted bases of all such in-
terests which at some time have been 
included in an aggregation, as of the 
date on which they ceased to partici-
pate in an aggregation 

adjusted by the total of all adjust-
ments to the bases of the several min-
eral interests combined, as required by 
section 1016, 

(c) In the case of interests described 
in (a), for the entire period of the tax-
payer’s ownership of such interest; and 

(d) In the case of interests described 
in (b), for the period, if any, between 
the time of deaggregation and the time 
of combination. 

Thereafter, the adjustments to basis 
required by section 1016 shall apply to 
the total adjusted basis of the com-
bined property for all purposes of sub-
title A of the Code. 

(2) Bases upon disposition of part of, or 
termination of, or change in, an aggre-
gated or combined property—(i) In gen-
eral. (a) When a taxpayer has aggre-
gated or combined two or more sepa-
rate mineral interests as one property 
under section 614(b) (either before or 
after its amendment by section 226(a) 
of the Revenue Act of 1964), (c), or (e) 
and thereafter sells, exchanges, or oth-
erwise disposes of part of such prop-
erty, the total adjusted basis of the 
property as of the date of sale, ex-
change, or other disposition shall be 
apportioned to determine the adjusted 
basis of the part disposed of and the 
part retained for purposes of com-
puting gain or loss, depletion and for 
all other purposes of subtitle A of the 
Code. Such adjusted basis shall be de-
termined by apportioning the total ad-
justed basis of the property between 
the part of the property disposed of and 
the part retained in the same propor-
tion as the fair market value of each 
part (as of the date of sale, exchange, 
or other disposition) bears to the total 
fair market value of the property as of 
such date. For determining gain or loss 
on the sale or exchange of any part of 
the aggregated or combined property, 
the adjusted basis of the aggregated or 
combined property (from which the ad-
justed basis of the part is determined) 
shall not be reduced below zero. 

(b) If, for any taxable year after the 
first taxable year for which an aggrega-
tion under section 614(b) (prior to its 
amendment by section 226(a) of the 
Revenue Act of 1964), (c), or (e) is effec-
tive: 

(1) Any such aggregation is termi-
nated for any reason other than the ex-
piration of an aggregation by reason of 
section 614(b) as amended by section 
226(a) of the Revenue Act of 1964 (see 

VerDate Mar<15>2010 16:41 Apr 30, 2012 Jkt 226092 PO 00000 Frm 00505 Fmt 8010 Sfmt 8010 Q:\26\26V7.TXT ofr150 PsN: PC150



496 

26 CFR Ch. I (4–1–12 Edition) § 1.614–6 

subdivision (ii) of this subparagraph), 
or 

(2) The treatment of any mineral in-
terests in any such aggregation is 
changed after obtaining the consent of 
the Commissioner 

then the adjusted basis of the aggre-
gated property as of the first day of the 
first taxable year for which such termi-
nation or change is effective shall be 
apportioned to determine the adjusted 
bases of the resultant separate mineral 
interests, as of such first day, for pur-
poses of computing gain or loss, deple-
tion, and for all other purposes of sub-
title A of the Code. The adjusted bases 
of such separate mineral interests shall 
be determined by apportioning the ad-
justed basis of the aggregated property 
(as of the first day of the first taxable 
year for which such termination or 
change is effective) between or among 
such interests in the same proportion 
as the fair market value of each such 
interest (as of such first day) bears to 
the total fair market value of the ag-
gregated property as of such first day. 
For the purpose of determining the ad-
justed bases of the separate mineral in-
terests, the adjusted basis of the aggre-
gated property (from which the ad-
justed basis of each separate mineral 
interest is determined) shall not be re-
duced below zero. 

(ii) Allocation of basis of aggregation of 
operating mineral interests in oil and gas 
wells as of the first day of the first taxable 
year beginning after December 31, 1963— 
(a) Fair market value method. Unless the 
taxpayer elects to use the allocation of 
adjustments method of determining 
basis provided in (b) of this subdivision 
(ii), the adjusted basis as of the first 
day of the first taxable year beginning 
after December 31, 1963, of each inter-
est which was participating in an ag-
gregation of operating mineral inter-
ests on the day preceding such first day 
shall be determined by multiplying the 
adjusted basis of the aggregation by a 
fraction the numerator of which is the 
fair market value of such interest and 
the denominator of which is the fair 
market value of such aggregation. For 
purposes of this subdivision (a), the ad-
justed basis and the fair market value 
of the aggregation, and the fair market 
value of such interest, shall be deter-
mined as of the day preceding the first 

day of the first taxable year which be-
gins after December 31, 1963. Unless the 
taxpayer elects to use the allocation of 
adjustments method, he shall obtain 
accurate and reliable information, and 
keep records with respect thereto, es-
tablishing all facts necessary for mak-
ing the computation prescribed in this 
subdivision (a). See example 5 of sub-
paragraph (3) of this paragraph. 

(b) Allocation of adjustments method. (i) 
The taxpayer may elect to determine 
basis by an allocation of adjustments 
in lieu of the fair market value method 
prescribed in (a) of this subdivision (ii). 
In such a case, the adjusted basis (as of 
the first day of the first taxable year 
beginning after December 31, 1963) of 
each interest which was participating 
in an aggregation of operating mineral 
interests on the day preceding such 
first day is the unadjusted basis of such 
interest immediately after its acquisi-
tion by the taxpayer, adjusted by the 
total of all adjustments to its basis as 
required by section 1016 to the effective 
date of aggregation, and by that por-
tion of those section 1016 adjustments 
to the basis of the aggregation which is 
reasonably attributable to such inter-
est. For this purpose, two or more in-
terests which are being combined upon 
deaggregation shall be treated as one 
interest. An adjustment to the basis of 
the aggregation is reasonably attrib-
utable to such interest to the extent 
that the adjustment thereto resulted 
from inclusion of the interest in the 
aggregation, even though such interest 
would not have been entitled to the ad-
justment to the same extent if such in-
terest had been treated separately be-
cause of the 50 percent of taxable in-
come limitation or for any other rea-
son. In a case in which the amount of 
a percentage depletion deduction which 
was allowed with respect to an aggre-
gation was limited by the 50 percent of 
taxable income limitation of section 
613(a), the portion of such amount 
which is attributable to each of the in-
terests in the aggregation shall be de-
termined by multiplying such amount 
by a fraction, the numerator of which 
is the gross income from such interest 
and the denominator of which is the 
gross income from the aggregation. 
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The determination as to which prop-
erty a particular adjustment is attrib-
utable may be based upon records of 
production or any other facts which es-
tablish the reasonableness of the deter-
mination. See example 6 of subpara-
graph (3) of this paragraph. 

(ii) If, under the adjustment described 
in (i) of this subdivision (b), the total of 
the adjusted bases of the interests 
which were included in the aggregation 
exceeds the adjusted basis of the aggre-
gation, the adjusted bases of the inter-
ests shall be further adjusted so that 
the total of the adjusted bases of the 
interests equals the adjusted basis of 
the aggregation. This further adjust-
ment shall be made by reducing the 
basis of each interest (other than an in-
terest having a basis of zero) by an 
amount which is determined by multi-
plying such excess by a fraction, the 
numerator of which is the adjusted 
basis of such interest after making the 
adjustment described in (i) of this sub-
division (b) and the denominator of 
which is the total of the adjusted bases 
of all such interests after making the 
adjustment described in (i) of this sub-
division (b). See example 6 of subpara-
graph (3) of this paragraph. 

(iii) The election provided for in this 
subdivision (b) shall be made not later 
than the time prescribed by law for fil-
ing the taxpayer’s income tax return 
(including extensions thereof) for the 
first taxable year beginning after De-
cember 31, 1963, and shall be made in a 
statement attached to such return. 

(3) The application of subparagraphs 
(1) and (2) of this paragraph may be il-
lustrated by the following examples: 

Example 1. A taxpayer owning three oper-
ating mineral interests, designated Nos. 1, 2, 
and 3, within a single operating unit, prop-
erly elects to aggregate such properties 
under section 614(b) for the calendar year 
1954 in his income tax return filed on April 
15, 1955. The unadjusted bases and adjust-
ments under section 1016 for depletion 
through December 31, 1953, in respect of such 
properties are as follows: 

Unadjusted 
basis 

Adjust-
ments 
under 

Section 
1016 

No. 1 .................................................. $25,000 $27,000 
No. 2 .................................................. 18,000 10,000 
No. 3 .................................................. 15,000 4,000 

Total .................................... 58,000 41,000 

The adjusted basis of the aggregated prop-
erty as of January 1, 1954, is $17,000 ($58,000– 
$41,000). 

Example 2. Assume the same facts as in ex-
ample 1, except that a portion of the aggre-
gated property is sold on June 1, 1956, for 
$15,000 which is also the fair market value of 
such portion on the date of sale. In order to 
determine the gain or loss from this sale as 
well as the adjusted basis of the retained 
property, an apportionment must be made. 
The aggregated property had a fair market 
value of $25,000 on the date of sale. From 
January 1, 1954, through May 31, 1956, $10,000 
of depletion has been allowed with respect to 
the aggregated property. The adjusted basis 
of the portion sold is determined as follows: 

$7, (
)

$15,

$25,
$4,200 (

)
000 000

000
adjusted basis

of aggregated property
adjusted basis

of portion sold× =

Therefore, the gain on this sale of the por-
tion sold is $10,800 ($15,000–$4,200). The ad-
justed basis of the property retained is $2,800 
($7,000–$4,200). 

Example 3. Assume the same facts as in ex-
ample 2, except that instead of selling, the 
taxpayer subleases one of the leases making 

up the aggregated property, retaining a one- 
eighth royalty interest therein. The fair 
market value of such lease is $15,000 on the 
date of the sublease. The adjusted basis of 
such royalty interest is $4,200 which is com-
puted as follows: 

$7, (
)

$15,

$25,

( )
( )

000 000

000

adjusted basis
of aggregated property

FMV of portion transferred
FMV of aggregated property

×
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Example 4. In 1953, a taxpayer owned min-
eral interests Nos. 1, 2, and 3 which he oper-
ated as a unit. He owned no other operating 
interests during that year. The unadjusted 
bases of these properties were $10,000, $15,000, 
and $20,000, respectively, and depletion al-
lowed through December 31, 1953, was $5,000 
with respect to each property. The taxpayer 
operated these properties during the year 
1954 and, in addition, operated as part of the 
unit mineral interest No. 4 which he ac-
quired on July 1, 1954, on which date he made 
the first exploration expenditure with re-
spect thereto. He paid $20,000 for No. 4. In his 
return for the calendar year 1954, the tax-
payer elected under section 614(b) to aggre-
gate all of these mineral interests. The tax-
payer must compute cost depletion for the 
calendar year 1954 on the basis of an aggre-
gated property with an adjusted basis of 
$30,000 ($45,000–$15,000) for the period from 
January 1 to June 30, and with an adjusted 
basis of $50,000 (less depletion for the first six 
months) for the period from July 1 to Decem-
ber 31. If applicable, the taxpayer must com-
pute percentage depletion on the basis of 
gross income and taxable income from the 
aggregated property for the entire year, in-
cluding the gross income and deductions 
with respect to operating mineral interest 
No. 4 for the period from July 1 to December 
31. If a portion of the aggregated property is 
sold during the first six months, its adjusted 
basis must be determined at the time of sale 
with an adjustment for depletion to the date 
of sale. If percentage depletion is applicable, 
it must be allocated on an equitable basis to 
the periods prior and subsequent to the date 
of sale in order to determine the adjustment 
for depletion to the date of sale. 

Example 5. A taxpayer owns two operating 
mineral interests in oil wells, designated 
Nos. 1 and 2, in tract A, and another such in-
terest, designated No. 3, in tract B. All three 
interests are in the same operating unit (as 
defined in paragraph (c) of § 1.614– 2). The 
taxpayer, who is on a calendar year basis, 
has properly elected under § 1.614–2 to aggre-
gate such interests for the calendar years 
1954 through 1963. The unadjusted bases and 
adjustments under section 1016 for depletion 
through December 31, 1953, in respect of such 
interests are as follows: 

Unadjusted 
basis 

Adjust-
ments 
under 

section 
1016 

No. 1 .................................................. $42,000 $11,000 
No. 2 .................................................. 37,000 4,000 
No. 3 .................................................. 19,000 23,000 

Total .................................... 98,000 38,000 

The adjusted basis of the aggregated prop-
erty as of January 1, 1954, is therefore $60,000 
($98,000 minus $38,000). The taxpayer properly 

elects under section 614(b) and § 1.614–8 to 
treat Nos. 1 and 2 as separate properties for 
the calendar year 1964 and thereafter and 
does not elect to use the allocation of adjust-
ments method of determining basis provided 
in subparagraph (2) (ii) (b) of this paragraph. 
No. 3 will be treated as a separate property, 
also, because it is in a different tract than 
the taxpayer’s other interests. From Janu-
ary 1, 1954, through December 31, 1963, $50,000 
of depletion has been allowed with respect to 
the aggregated property, leaving an adjusted 
basis of $10,000 ($60,000 minus $50,000) on Jan-
uary 1, 1964. On December 31, 1963, the aggre-
gated property has a fair market value of 
$40,000. Nos. 1, 2, and 3 have fair market val-
ues of $16,000, $22,000, and $2,000, respectively. 
Accordingly, the adjusted bases of Nos. 1, 2, 
and 3 on January 1, 1964, are $4,000, 

$10, (
)

,

,
,

000 16 000

40 000

adjusted basis
of aggregated property

⎛
⎝ ×

⎞

⎠⎟

$5,500 [$10,000×(22,000/40,000)], and 

$500 [$10,000×(2,000/40,000)] respectively. 
Example 6. A taxpayer owns four operating 

mineral interests in oil wells, designated 
Nos. 1, 2, 3, and 4. All four interests are in 
the same operating unit and the same tract 
or parcel of land. The taxpayer, who is on a 
calendar year basis, has properly elected 
under § 1.614–2 to aggregate such interests for 
the calendar years 1954 through 1963. The 
taxpayer properly elects under section 614(b) 
and paragraph (a) of § 1.614–8 to treat Nos. 1 
and 2 as separate properties for the calendar 
year 1964 and thereafter. The taxpayer also 
properly elects to use the allocation of ad-
justments method of determining basis as 
provided in subparagraph (2) (ii) (b) of this 
paragraph. The unadjusted bases of Nos. 1, 2, 
and combined 3 and 4, the adjustments at-
tributable to each, and the deaggregated 
basis of each (prior to further adjustment as 
provided in subparagraph (2) (ii) (b)(ii) of this 
paragraph) are as follows: 

Basis 
upon ac-
quisition 

Adjust-
ments to 
time of 
aggre-
gation 

Attrib-
utable ad-
justments 

during 
aggrega-

tion 

Basis upon 
deaggregation 
after first ad-

justment 

No. 1 ....... $35,000 $1,000 $16,000 $18,000 
No. 2 ....... 30,000 11,000 23,000 0 
No. 3 ....... 25,000 3,000 5,000 .......................
No. 4 ....... 10,000 12,000 9,000 6,000 

Total .... 100,000 27,000 53,000 24,000 

The total of the adjusted bases (prior to fur-
ther adjustment) of the interests which were 
included in the aggregation is $24,000 while 
the adjusted basis of the aggregation is 
$20,000 ($100,000 minus the sum of $27,000 and 
$53,000). Therefore, the adjusted bases of the 
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interests are further reduced by $4,000 
($24,000 minus $20,000). The adjusted basis of 
No. 1 of $18,000 is further reduced by $3,000 
[$4,000×(18,000÷24,000)] to $15,000. Similarly, 
the adjusted basis of combined Nos. 3 and 4 
of $6,000 is further reduced by $1,000 
[$4,000×(6,000÷24,000)] to $5,000. Assume fur-
ther that the taxpayer also owns interest No. 
5 in the same tract or parcel of land, that 
such interest was not a part of any aggrega-
tion, that such interest had a basis of $15,000 
upon acquisition and had subsequent adjust-
ments in reduction of basis totalling $17,000, 
and that the taxpayer does not elect to treat 
such interest as a separate property. In such 
case, Nos. 3, 4, and 5 will be combined. The 
combination will have an adjusted basis of 
$3,000, determined by adding the unadjusted 
basis of No. 5 ($15,000) and the adjusted bases 
of combined Nos. 3 and 4 upon deaggregation 
($5,000), and subtracting from the total 
thereof ($20,000) the adjustments to No. 5 
($17,000). 

(4) Basis for gain and loss where min-
eral interests acquired before March 1, 
1913, are included in an aggregation. 
Where mineral interests acquired be-
fore March 1, 1913, are included in an 
aggregation under section 614 (b), (c), 
or (e), the aggregated property has two 
bases, one for the determination of 
gain and another for the determination 
of loss upon the disposition of the 
whole or a part of the aggregated prop-
erty. For the purpose of determining 
gain, the adjusted basis of the aggre-
gated property on the effective date of 
aggregation shall be the sum of: 

(i) The unadjusted bases of those 
mineral interests acquired on or after 
March 1, 1913, plus 

(ii) The cost of any interest acquired 
before March 1, 1913 (adjusted for the 
period before March 1, 1913), or the fair 
market value of such interest as of 
March 1, 1913, whichever is greater 

and such sum shall be adjusted by the 
total of all adjustments to the bases of 
the several mineral interests aggre-
gated as required by section 1016 to the 
effective date of aggregation. For the 
purpose of determining loss, the ad-
justed basis of the aggregated property 
on the effective date of aggregation 
shall be the sum of: 

(iii) The unadjusted bases of those 
mineral interests acquired on or after 
March 1, 1913, plus 

(iv) The cost of those interests ac-
quired before March 1, 1913, adjusted 
for the period before March 1, 1913 

and such sum shall be adjusted by the 
total of all adjustments to the bases of 
the several mineral interests aggre-
gated as required by section 1016 to the 
effective date of aggregation. There-
after, the adjustments to basis required 
by section 1016 shall apply to the total 
adjusted basis of the aggregated prop-
erty for all purposes of the Code. Upon 
disposition of a part of the aggregated 
property, or upon termination of the 
aggregation for any reason, or upon 
change in the treatment of any mineral 
interests in the aggregation with con-
sent of the Commissioner, the adjusted 
basis for determining gain and the ad-
justed basis for determining loss with 
respect to each resultant part of the 
aggregated property shall be deter-
mined in accordance with subpara-
graph (2) of this paragraph. The provi-
sions of this subparagraph may be il-
lustrated by the following examples: 

Example 1. At the close of 1953 a taxpayer 
owned two operating mineral interests des-
ignated as Nos. 1 and 2 in the same operating 
unit. Operating mineral interest No. 1 was 
acquired by the taxpayer before March 1, 
1913, and on such date its basis with ref-
erence to its fair market value was $50,000 
and its adjusted basis with reference to its 
cost was $44,000. The unadjusted basis of op-
erating mineral interest No. 2, acquired after 
March 1, 1913, was $30,000. Adjustments under 
section 1016 for depletion from March 1, 1913, 
through December 31, 1953, were $37,000 for 
operating mineral interest No. 1 and $20,000 
for operating mineral interest No. 2. Assume 
that the taxpayer elected for the taxable 
year 1954 to aggregate operating mineral in-
terests Nos. 1 and 2. The adjusted basis of the 
aggregated property as of January 1, 1954, for 
the purpose of determining gain would be 
$23,000 ($50,000 plus $30,000) minus ($37,000 
plus $20,000). For the purpose of determining 
loss, the adjusted basis would be $17,000 
($44,000 plus $30,000) minus ($37,000 plus 
$20,000). 

Example 2. Assume the same facts as in ex-
ample 1 and further assume that for the tax-
able years 1954 and 1955, the taxpayer was al-
lowed $5,000 of depletion on the aggregated 
property, that on January 1, 1956, he sold a 
portion of the aggregated property for 
$20,000, and that, as of January 1, 1956, the 
aggregated property had a fair market value 
of $24,000. At the time of sale, the adjusted 
basis of the aggregated property for the pur-
pose of determining gain was $18,000 ($23,000– 
$5,000); and the adjusted basis for the purpose 
of determining loss was $12,000 ($17,000– 
$5,000). The adjusted basis of the portion sold 
would be computed as follows: 
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$20, ( )

$24, ( )

$18, (
)

$15, (
)

000

000

000 000FMV of portion sold

FMV of aggregated property

adjusted
basis for gain

adjusted
basis of portion sold

× =

Taxpayer’s gain would then be computed as 
follows: 

$20, ( )

: $15, ( )

$5, ( )

000

000

000

amount received for portionsold

Less adjusted basisof portionsold

gain on portionsold

The adjusted basis of the portion retained as 
of January 1, 1956, for the purpose of deter-
mining gain is $3,000 ($18,000–$15,000). For the 
purpose of determining loss, the adjusted 
basis is $2,000 ($12,000–$10,000). 

Example 3. Assume the same facts as in ex-
ample 2, except that a portion of the aggre-

gated property was sold for $5,000 and that 
the fair market value of the aggregated prop-
erty at the time of sale was $10,000. The ad-
justed basis of the portion sold would be 
computed as follows: 

$5, ( )

$10, ( )

$12, (
)

$6, (
)

000

000

000 000FMV of portion sold

FMV of aggregated property

adjusted
basis for loss

adjusted basis
of portion sold

× =

Taxpayers loss would then be computed as 
follows: 

$5, ( )

: $6, ( )

($1, ) ( )

000

000

000

amount received for portionsold

Less adjusted basisof portionsold

losson portionsold

(5) Basis for gain and loss where min-
eral interests acquired before March 1, 
1913, are included in a combination and 
one or more of such interests have not 
previously been included in an aggrega-
tion. Where mineral interests acquired 
before March 1, 1913, are included in a 
combination under section 614(b) and 
§ 1.614–8 and one or more of such inter-
ests have not previously been included 
in an aggregation, the combined prop-
erty has two bases, one for the deter-
mination of gain and another for the 
determination of loss upon the disposi-
tion of the whole or a part of the com-

bined property. For the purpose of de-
termining gain, the adjusted basis of 
the combined property on the effective 
date of combination shall be the sum 
of: 

(i) The adjusted bases at the time of 
deaggregation, as determined under 
subparagraph (2) of this paragraph, of 
all interests which have previously 
been included in an aggregation, 

(ii) The unadjusted bases of other 
mineral interests acquired on or after 
March 1, 1913, and 

(iii) The cost of each other interest 
acquired before March 1, 1913 (adjusted 
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for the period before March 1, 1913), or 
the fair market value of such interest 
as of March 1, 1913, whichever is great-
er 

and such sum shall be adjusted by the 
total of all adjustments to the bases of 
the mineral interests as required by 
section 1016 to the effective date of 
combination. For the purpose of deter-
mining loss, the adjusted basis of the 
combined property on the effective 
date of combination shall be the sum 
of: 

(iv) The adjusted bases at the time of 
deaggregation, as determined under 
subparagraph (2) of this paragraph, of 
all interests which have previously 
been included in an aggregation. 

(v) The unadjusted bases of other 
mineral interests acquired on or after 
March 1, 1913, and 

(vi) The cost of other mineral inter-
ests acquired before March 1, 1913, ad-
justed for the period before March 1, 
1913 

and such sum shall be adjusted by the 
total of all adjustments to the bases of 
the mineral interests as required by 
section 1016 to the effective date of 
combination. Thereafter, the adjust-
ments to basis required by section 1016 
shall apply to the total adjusted basis 
of the combined property for all pur-
poses of the Code. Upon disposition of a 
part of the combined property, the ad-
justed basis for determining gain and 
the adjusted basis for determining loss 
with respect to each resultant part of 
the combined property shall be deter-

mined in accordance with subpara-
graph (2) of this paragraph. 

(b) Holding period of aggregated or com-
bined properties. Where a taxpayer sells 
or exchanges either a part or all of an 
aggregated or combined property which 
includes part or all of a mineral inter-
est which the taxpayer has held for (1 
year 6 months for taxable years begin-
ning before 1977; 9 months for taxable 
years beginning in 1977) or less, the 
sales price and adjusted basis attrib-
utable to the interest sold must be ap-
portioned in proportion to the relative 
fair market values as of the date of 
sale to determine the amount of in-
come represented by the sale of prop-
erty held for (1 year 6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 
1977) or less. The application of this 
rule may be illustrated by the fol-
lowing example: 

Example. Taxpayer A owns operating min-
eral interests Nos. 1, 2, and 3. He acquired in-
terests Nos. 1 and 2 in 1953 but purchased and 
made development expenditures on interest 
No. 3 on December 1, 1954. In his return for 
the taxable year 1954, taxpayer A elects to 
aggregate interests Nos. 1, 2, and 3 which are 
operated as a unit. On May 1, 1955, taxpayer 
A sells the north half of the aggregated prop-
erty which includes portions of interests 
Nos. 1, 2, and 3. The sales price of the north 
half was $80,000; the adjusted basis of the ag-
gregated property as of the date of sale was 
$20,000; and the fair market value of the ag-
gregated property as of the date of sale was 
$100,000. The adjusted basis applicable to the 
north half is computed as follows: 

$80, (
)

$100, (
)

$20, (
)

$16, (
)

000

000
000 000

FMV
of portion sold

FMV of
aggregated property

adjusted basis
of aggregated property

adjusted basis
of portion sold× =

The total gain on the sale is $64,000 
($80,000¥$16,000). 

The gain attributable to the sale of the 
portion held for six months or less is com-

puted as follows (assuming that the fair mar-
ket value of the portion of No. 3 included in 
the sale as of the date of sale was $30,000): 
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$30, (
. )

$80, (
)

$16, (
)

$6, (
. )

000
3

000
000 000

3

FMV of
portion of No sold

FMV
of north half

adjusted basis
of north half

adjusted basis of
portion of No sold× =

The gain on the portion of No. 3 sold is 
$24,000 ($30,000–$6,000). 

(c) Acquisition of property with trans-
feror’s basis. If a separate property or 
an aggregated or combined property is 
acquired in a transaction in which the 
basis of such property in the hands of 
the taxpayer is determined by ref-
erence to the basis of such property in 
the hands of a transferor, then the 
election of such transferor as to the 
treatment of such separate, aggre-
gated, or combined property shall be 
binding upon the taxpayer for all tax-
able years ending after the transfer un-
less, in the case of an aggregation, the 
aggregation terminates or consent to 
make a change is obtained under para-
graph (d) (4) of § 1.614–2, paragraph (f) 
(7) of § 1.614–3, or paragraph (b) (3) or (e) 
(5) of § 1.614–5, whichever is applicable. 

(d) Abandonment and casualty losses. 
In the case of mineral interests which 
are aggregated or combined as one 
property, no losses resulting from 
worthlessness or abandonment are al-
lowable until all the mineral rights in 
the entire aggregated or combined 
property are proven to be worthless or 
until the entire aggregated or com-
bined property is disposed of or aban-
doned. Casualty losses are allowable in 
accordance with the rules applicable to 
casualty losses in general. For rules 
applicable to losses in general, see sec-
tion 165 and the regulations there-
under. 

[T.D. 6524, 26 FR 159, Jan. 10, 1961, as amend-
ed by T.D. 6859, 30 FR 13701, Oct. 28, 1965; T.D. 
7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.614–7 Extension of time for per-
forming certain acts. 

Sections 1.614–2 to 1.614–5, inclusive, 
require certain acts to be performed on 
or before May 1, 1961 (the first day of 
the first month which begins more 
than 90 days after the regulations 
under section 614 were published in the 
FEDERAL REGISTER as a Treasury deci-
sion). The district director may, upon 

good cause shown, extend for a period 
not exceeding 6 months the period 
within which such acts are to be per-
formed, and shall, if the interests of 
the Government would otherwise be 
jeopardized thereby, grant such an ex-
tension only if the taxpayer and the 
district director agree in writing to a 
corresponding or greater extension of 
the period prescribed for the assess-
ment of the tax, or in the case of tax-
able years described in section 
614(c)(3)(E), the assessment of the tax 
resulting from the exercise or change 
in an election. 

[T.D. 6561, 26 FR 3523, Apr. 25, 1961] 

§ 1.614–8 Elections with respect to sep-
arate operating mineral interests 
for taxable years beginning after 
December 31, 1963, in the case of oil 
and gas wells. 

(a) Election to treat separate operating 
mineral interests as separate properties— 
(1) General rule. If a taxpayer has more 
than one operating mineral interest in 
oil and gas wells in one tract or parcel 
of land, he may elect to treat one or 
more of such interests as separate 
properties for taxable years beginning 
after December 31, 1963. Any such in-
terests with respect to which the tax-
payer does not so elect shall be com-
bined and treated as one property. Non-
operating mineral interests may not be 
included in such combination. There 
may be only one such combination in 
one tract or parcel. Any such combina-
tion of interests shall be considered as 
one property for all purposes of sub-
title A of the Code for the period to 
which the election applies. The pre-
ceding sentence does not preclude the 
use of more than one account under a 
single method of computing deprecia-
tion or the use of more than one meth-
od of computing depreciation under 
section 167, if otherwise proper. Any 
reasonable and consistently applied 
method or methods of computing de-
preciation of the improvements made 
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with respect to the separate interests 
which are combined may be continued 
in accordance with section 167 and the 
regulations thereunder. Except as pro-
vided in paragraph (b) of this section, 
such an interest in one tract or parcel 
may not be combined with such an in-
terest in another tract or parcel. For 
rules with respect to the allocation of 
the basis of an aggregation of separate 
operating mineral interests under this 
section among such interests as of the 
first day of the first taxable year be-
ginning after December 31, 1963, see 
paragraph (a) (2) (ii) of § 1.614–6. For the 
definition of operating mineral interest 
see paragraph (b) of § 1.614–2. 

(2) Election in respect of newly discov-
ered or acquired interest or interest ceas-
ing to participate in cooperative or unit 
plan of operation. (i) If the taxpayer 
makes an election under this para-
graph in respect of an operating min-
eral interest in a tract or parcel of land 
and, after the taxable year for which 
such election is made, an additional 
operating mineral interest in the same 
tract or parcel is discovered or ac-
quired by the taxpayer or is the subject 
of an election under this paragraph be-
cause it ceases to participate in a coop-
erative or unit plan of operation to 
which paragraph (b) of this section ap-
plies, the additional operating mineral 
interest shall be treated: 

(a) If there is no combination of in-
terests in such tract or parcel, as a sep-
arate property unless the taxpayer 
elects to combine it with another in-
terest, or 

(b) If there is a combination of inter-
ests in such tract or parcel, as part of 
such combination unless the taxpayer 
elects to treat it as a separate prop-
erty. 

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

Example. Prior to 1964 a taxpayer acquired, 
and incurred development expenditures with 
respect to, three operating mineral interests 
in oil, designated Nos. 1, 2, and 3. All three 
interests are in the same tract or parcel of 
land. For the taxable year 1964, the taxpayer 
elects to treat such interests as three sepa-
rate properties. During the taxable year 1965, 
the taxpayer discovers and incurs develop-
ment costs with respect to a fourth oper-
ating mineral interest, No. 4, in the same 
tract of land. During the taxable year 1966, 

the taxpayer discovers and incurs develop-
ment costs with respect to a fifth operating 
mineral interest, No. 5, in the same tract of 
land. If the taxpayer makes no election rel-
ative to No. 4 for 1965, such interest will 
thereafter be treated as a separate property. 
Alternatively, the taxpayer may make an 
election for 1965 to combine No. 4 with any 
one (and only one) of the three other inter-
ests and to treat such combination as one 
property. If, for example, he elects to com-
bine No. 4 with No. 3, then in 1966, No. 5 will 
automatically become part of the combina-
tion of Nos. 3 and 4 if no election is made to 
treat it as a separate property. After the 
combination of Nos. 3 and 4 is formed, Nos. 
1 and 2, which were acquired or discovered 
prior to the formation of the combination 
and which were not included in such com-
bination within the time prescribed, may not 
be included in that or any other combina-
tion. However, see subparagraph (3) (iv) of 
this paragraph. 

(3) Manner and scope of election—(i) 
Election; when made. Except as provided 
hereafter in this subdivision (i), any 
election under subparagraph (1) or (2) 
of this paragraph shall be made for 
each operating mineral interest not 
later than the time prescribed by law 
for filing the income tax return (in-
cluding extensions thereof) for which-
ever of the following taxable years is 
later: 

(a) The first taxable year beginning 
after December 31, 1963; or 

(b) The first taxable year in which 
any expenditure for development or op-
eration in respect of such operating 
mineral interest is made by the tax-
payer after his acquisition of such in-
terest 

Notwithstanding the provisions of (a) 
and (b), if it is determined that the op-
erating mineral interest in respect of 
which the election is to be made was, 
during what would otherwise be the en-
tire effective period of the election in-
sofar as it would apply to the appro-
priate taxable year determined under 
(a) and (b), participating in a coopera-
tive or unit plan of operation to which 
section 614(b)(3) applies, the election 
shall be made not later than the time 
prescribed by law for filing the income 
tax return (including extensions there-
of) for the taxable year in which the in-
terest ceases to participate in the coop-
erative or unit plan. See subdivision 
(iii) of this subparagraph for provisions 
relating to the effective date of an 
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election and paragraph (b) of this sec-
tion for provisions relating to certain 
unitization or pooling arrangements. 
For purposes of this subparagraph, ex-
penditures for development include any 
intangible drilling or development 
costs within the purview of section 
263(c). Delay rentals are not considered 
as expenditures for development. For 
purposes of this subparagraph, the ac-
quisition of an option to acquire an 
economic interest in minerals in place 
does not constitute the acquisition of a 
mineral interest. 

(ii) Election; how made. Any election 
under this paragraph shall be made by 
a statement attached to the income 
tax return of the taxpayer for the first 
taxable year for which the election is 
made. This statement shall identify by 
name, code number, or other means the 
operating mineral interests within the 
same tract or parcel of land which the 
taxpayer is electing to treat as sepa-
rate properties or in combination, as 
the case may be. The statement shall 
also identify by name, code number, or 
other means the tract or parcel and 
shall set forth the facts upon which its 
treatment as a single and entire tract 
or parcel is based. See paragraph (a) (3) 
of § 1.614–1. However, if the taxpayer is 
electing to treat all of his operating 
mineral interests in a tract or parcel as 
separate properties, a blanket election 
with respect to all of such interests in 
that tract or parcel which are owned 
by the taxpayer at the time the elec-
tion is made will suffice and only the 
tract or parcel itself need be so identi-
fied. The taxpayer shall maintain and 
have available records and maps suffi-
cient to clearly define the tract or par-
cel and all of the taxpayer’s operating 
mineral interests therein. 

(iii) Election; when combination effec-
tive. (a) If, by reason of the exercise or 
nonexercise of an election under this 
paragraph, a combination is formed of 
two or more operating mineral inter-
ests, all of which are owned and oper-
ated by a taxpayer on the first day of 
the first taxable year beginning after 
December 31, 1963, and are not partici-
pating in a cooperative or unit plan of 
operation to which paragraph (b) of 
this section applies on such first day, 
the combination is effective on such 
first day. 

(b) If, by reason of the exercise or 
nonexercise of an election under this 
paragraph, a combination of operating 
mineral interests not described in (a) of 
this subdivision (including a combina-
tion described in (a) to which another 
operating mineral interest is added) is 
formed, the date on which each oper-
ating mineral interest which is being 
combined by the taxpayer for the first 
time enters into the combination is the 
later of (1) the earliest date within the 
taxable year affected on which the tax-
payer incurred any expenditure for de-
velopment or operation of such interest 
at a time when such interest was not 
participating in a cooperative or unit 
plan of operation to which paragraph 
(b) of this section applies, or (2) the 
earliest date on which the taxpayer in-
curred any expenditure for develop-
ment or operation of any other interest 
with which such interest is to be com-
bined at a time when such other inter-
est was not participating in a coopera-
tive or unit plan of operation to which 
paragraph (b) of this section applies. 

(c) The application of these provi-
sions may be illustrated by the fol-
lowing examples: 

Example 1. In 1963, a taxpayer owned and 
operated mineral interests Nos. 1 and 2, both 
of which are in the same tract or parcel of 
land. Neither No. 1 nor No. 2 participates in 
a cooperative or unit plan of operation. The 
taxpayer, who is on a calendar year basis, 
continued to own and operate these interests 
during the year 1964, and made no election 
with respect to such interests in his income 
tax return for that year. As a result, Nos. 1 
and 2 are combined as of January 1, 1964. 

Example 2. Assume that the taxpayer de-
scribed in example 1 discovered operating 
mineral interests Nos. 3 and 4 in the same 
tract or parcel of land as Nos. 1 and 2, that 
he made his first expenditures for the devel-
opment of No. 3 on June 1, 1964, and of No. 4 
on September 1, 1964, and that, in a timely 
return for 1964, he elected to treat No. 3 as a 
separate property and made no election with 
respect to No. 4. As a result, No. 3 is treated 
as a separate property and No. 4 joins the 
combination of Nos. 1 and 2 as of September 
1, 1964. 

Example 3. On March 1, 1964, a taxpayer ac-
quired a tract or parcel of land containing 
operating mineral interests Nos. 1 and 2. The 
taxpayer made his first operating expendi-
tures on No. 1 on April 1, 1964. On October 1, 
1964, the taxpayer made his first develop-
ment expenditures with respect to operating 
mineral interest No. 2. The taxpayer made 
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no election with respect to these interests. 
As a result, Nos. 1 and 2 enter into a com-
bination as of October 1, 1964. 

(iv) Election; binding effect. A valid 
election made under section 614(b) and 
this subparagraph shall be binding 
upon the taxpayer for the first taxable 
year for which made and for all subse-
quent taxable years. However, notwith-
standing the preceding sentence, an 
election to treat one or more operating 
mineral interests as separate prop-
erties shall not prevent the making of 
a later election to combine a newly dis-
covered or acquired operating mineral 
interest with one of such interests, if 
no other combination exists in the 
tract or parcel of land on the date 
when the later election would become 
effective under subdivision (iii) of this 
subparagraph. Nor will an election to 
treat an operating mineral interest as 
a separate property prevent its treat-
ment with another interest as a single 
property under paragraph (b) of this 
section if such interest later partici-
pates in a cooperative or unit plan of 
operation to which paragraph (b) ap-
plies. For rules relating to the binding 
effect of an election in certain cases in 
which the basis of a separate or com-
bined property in the hands of the 
transferee is determined by reference 
to the basis in the hands of the trans-
feror, see paragraph (c) of § 1.614–6. 

(b) Certain unitization or pooling ar-
rangements. (1) Except as provided in 
this paragraph, if one or more of the 
taxpayer’s operating mineral interests, 
or a part or parts thereof, participate, 
under a voluntary or compulsory unit-
ization or pooling agreement as defined 
in subparagraph (6) of this paragraph, 
in a single cooperative or unit plan of 
operation, then for the period of such 
participation in taxable years begin-
ning after December 31, 1963, such in-
terest or interests, and part or parts 
thereof, included in such unit, shall be 
treated for purposes of subtitle A of the 
Code as one property, separate from 
the interest or interests, or part or 
parts thereof, not included in such 
unit. 

(2) Subparagraph (1) of this para-
graph shall apply to a voluntary agree-
ment only if all the operating mineral 
interests covered by the agreement are 
in the same deposit or are in two or 

more deposits, the joint development 
or production of which is logical, with-
out taking tax benefits into account, 
from the standpoint of geology, con-
venience, economy, or conservation, 
and which are in tracts or parcels of 
land which are contiguous or in close 
proximity. Operating mineral interests 
under a voluntary agreement to which 
subparagraph (1) does not apply are 
subject to the rules contained in para-
graph (a) of this section. For purposes 
of this paragraph an agreement is vol-
untary unless required by the laws or 
rulings of any State or any agency of 
any State. 

(3) Notwithstanding the provisions of 
subparagraph (1) of this paragraph, if 
the taxpayer, for the last taxable year 
beginning before January 1, 1964, treat-
ed as separate properties two or more 
operating mineral interests which par-
ticipate, under a voluntary or compul-
sory unitization or pooling agreement 
entered into in any taxable year begin-
ning before January 1, 1964, in a single 
cooperative or unit plan of operation, 
and if it is determined that such treat-
ment was proper under the law applica-
ble to such taxable year, the taxpayer 
may continue to treat all such inter-
ests in a consistent manner for the pe-
riod of such participation. If it is deter-
mined that such treatment was not 
proper under the law applicable to such 
taxable year, or if the taxpayer does 
not continue to treat all such interests 
in a manner consistent with the treat-
ment of them for the last taxable year 
beginning before January 1, 1964, the 
treatment of the interests shall be in 
accordance with the provisions of sub-
paragraph (1). 

(4) If only a part of an operating min-
eral interest, which interest is not 
being treated under paragraph (a) of 
this section as part of a combination of 
interests, participates in a unit or pool, 
such part shall, for the period of its 
participation in the unit or pool, be 
treated for purposes of this section as 
being separate from the nonpartici-
pating portion of the operating mineral 
interest of which it is a part. A portion 
of the adjusted basis and of the units of 
mineral of such operating mineral in-
terest remaining at the beginning of 
the period described in the preceding 
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sentence shall be allocated to the par-
ticipating part in accordance with the 
principles contained in paragraph 
(a)(2)(i)(a) of § 1.614–6 as if such partici-
pating part had been sold. If participa-
tion in the unit or pool ends, the sepa-
rate status of the participating part 
shall immediately terminate. At such 
time the adjusted basis of such part 
and the units of mineral with respect 
to such part remaining at the time of 
termination shall be added to the ad-
justed basis and to the remaining units 
of mineral of the nonparticipating por-
tion of the operating mineral interest. 
During the period of participation in 
the unit or pool such participating part 
shall not be treated separately from 
the nonparticipating portion of the op-
erating mineral interest in applying 
section 165. 

(5) Where an operating mineral inter-
est which is being treated under para-
graph (a) of this section as part of a 
combination of interests begins par-
ticipation in a unit or pool, the com-
bination shall remain in force but the 
treatment of such participating inter-
est as a part of the combination shall 
be suspended for the period of its par-
ticipation in the unit or pool. If, for ex-
ample, a taxpayer owns operating min-
eral interests Nos. 1, 2, and 3 in a single 
tract or parcel of land, elects to treat 
No. 1 as a separate property (with min-
eral interests Nos. 2 and 3 thus being 
combined), is later required by an 
agency of a State to place No. 2 in a 
unit, and subsequently discovers oper-
ating mineral interest No. 4 in the 
same tract or parcel of land, then 
under paragraph (a)(2)(i)(b) of this sec-
tion No. 4 will automatically be com-
bined with No. 3 unless the taxpayer 
elects to treat it as a separate prop-
erty. Under this subparagraph, an in-
terest may be treated as part of a com-
bination for a portion of a taxable year 
and as part of a unit or pool for a por-
tion of a taxable year. At the com-
mencement of participation in the unit 
or pool, a portion of the adjusted basis 
of the combination and a portion of the 
units of mineral with respect to the 
combination remaining at that time 
shall be allocated to such participating 
interest in accordance with the prin-
ciples contained in paragraph 
(a)(2)(i)(a) of § 1.614–6 as if such interest 

had been sold. During the period of par-
ticipation in the unit or pool such par-
ticipating interest is nevertheless 
treated as a part of the combination 
for purposes of paragraph (d) of § 1.614– 
6. If participation in the unit or pool 
ends, the treatment of such interest as 
participating in the unit or pool shall 
immediately terminate. At such time, 
the adjusted basis of the participating 
interest and the units of mineral with 
respect to such interest remaining at 
the time of termination shall be added 
to the adjusted basis and to the re-
maining units of mineral of the non-
participating portion of the combina-
tion. In determining the adjusted basis 
of the participating interest at the 
time of termination there shall be 
taken into account any section 1016 ad-
justments attributable to such interest 
for the period of its participation in 
the unit or pool. If two or more oper-
ating mineral interests of the taxpayer 
participate in a unit or pool and are 
treated as one property under subpara-
graph (1) of this paragraph, and if par-
ticipation by such interests in the unit 
or pool terminates, the adjusted basis 
of each such interest at the time of ter-
mination shall be separately deter-
mined. If the total of the adjusted 
bases of such interests upon termi-
nation of their participation in the 
unit or pool exceeds the adjusted basis 
of such one property, then the adjusted 
bases of such interests shall be further 
adjusted by applying the principles 
contained in paragraph (a)(2)(ii)(b)(ii) 
of § 1.614–6 so that the total of the ad-
justed bases of such interests equals 
the adjusted basis of such one property. 
In addition, the units of oil and gas es-
timated to be attributable to a partici-
pating interest at the time of termi-
nation of participation shall be re-
stored to the units of oil and gas of the 
combination of which it is a part. The 
rules stated in this subparagraph with 
respect to an operating mineral inter-
est which is being treated under para-
graph (a) of this section as part of a 
combination and which begins partici-
pation in a unit or pool shall also apply 
to a portion of an operating mineral in-
terest which is being treated under 
paragraph (a) as part of a combination 
if such portion begins participation in 
a unit or pool. 
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(6) As used in this paragraph, the 
term unitization or pooling agreement 
means an agreement under which two 
or more persons owning operating min-
eral interests agree to have the inter-
ests operated on a unified basis and 
further agree to share in production on 
a stipulated percentage or fractional 
basis regardless of from which interest 
or interests the oil or gas is produced. 
In addition, in a situation in which one 
person owns operating mineral inter-
ests in several leases, an agreement of 
such person with his several royalty 
owners to determine the royalties pay-
able to each on a stipulated percentage 
basis regardless of from which lease or 
leases oil or gas is obtained is also con-
sidered to be a unitization or pooling 
agreement. No formal cross-convey-
ance of properties is necessary. An 
agreement between co-owners of a 
tract or parcel of land or a part thereof 
for the development of the property by 
one of such co-owners for the account 
of all is not a unitization or pooling 
agreement, provided that the agree-
ment does not affect ownership of min-
erals or entitle any such co-owner to 
share in production from any operating 
mineral interests other than his own. 

(c) Operating mineral interest defined. 
For the definition of the term operating 
mineral interest as used in this section, 
see paragraph (b) of § 1.614–2. 

(d) Alternative treatment under Internal 
Revenue Code of 1939. If, on the day pre-
ceding the first day of the first taxable 
year beginning after December 31, 1963, 
the taxpayer has any operating min-
eral interests which he treats under 
section 614(d) (as in effect before the 
amendments made by the Revenue Act 
of 1964) and § 1.614–4, such treatment 
shall be continued and shall be deemed 
to have been adopted pursuant to the 
provisions of section 614(b) and para-
graph (a) of this section. Accordingly, a 
taxpayer, who has four operating min-
eral interests in a single tract or parcel 
of land, and who has treated two of 
such interests as one property and two 
of such interests as separate properties 
under section 614(d) prior to the first 
day of the first taxable year beginning 
after December 31, 1963, is deemed to 
have adopted such treatment pursuant 
to the provisions of section 614(b) and 
paragraph (a) of this section. Hence, in 

the absence of an election to the con-
trary, a fifth operating mineral inter-
est in the same tract or parcel acquired 
by the taxpayer in a taxable year be-
ginning after December 31, 1963, will, 
after an expenditure for development 
or operation, be combined with the 
combination of two interests made 
under section 614(d). Furthermore, an 
election which was made for a taxable 
year beginning before January 1, 1964, 
under section 614(d) as then in effect 
will be binding for all taxable years be-
ginning after December 31, 1963, even 
though the time for making an election 
under section 614(b) and paragraph (a) 
of this section has not elapsed. 

[T.D. 6859, 30 FR 13703, Oct. 28, 1965] 

§ 1.615–1 Pre-1970 exploration expendi-
tures. 

(a) General rule. Section 615 pre-
scribes rules for the treatment of ex-
penditures (paid or incurred before 
January 1, 1970) for ascertaining the 
existence, location, extent, or quality 
of any deposit of ore or other mineral 
(other than oil or gas) paid or incurred 
by the taxpayer before the beginning of 
the development stage of the mine or 
other natural deposit. Such expendi-
tures hereinafter in the regulations 
under section 615 will be referred to as 
exploration expenditures. The develop-
ment stage of the mine or other nat-
ural deposit will be deemed to begin at 
the time when, in consideration of all 
the facts and circumstances (including 
the actions of the taxpayer), deposits 
of ore or other mineral are shown to 
exist in sufficient quantity and quality 
to reasonably justify commercial ex-
ploitation by the taxpayer. A taxpayer 
who elects under section (e) may treat 
exploration expenditures under either 
section 615(a) or section 615(b). See 
§ 1.615–6 for the method of making the 
election to treat exploration expendi-
tures under section 615. Under section 
615(a), a taxpayer may, at his option, 
deduct exploration expenditures paid 
or incurred in an amount not to exceed 
$100,000 for any taxable year. Under 
section 615(b) and § 1.615–2, he may elect 
to defer any part of such amount and 
deduct such part on a ratable basis as 
the units of produced minerals bene-
fited by such expenditures are sold. If 
the taxpayer does not treat exploration 
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expenditures under either section 615 
(a) or (b) in any year for which his elec-
tion under section 615(e) is effective, 
the expenditures for such year will be 
charged to depletable capital account. 
The option to deduct under section 
615(a) and the election to defer under 
section 615(b), however, are subject to 
the limitation provided in section 
615(c) and § 1.615–4. In the case of cer-
tain corporations which are members 
of an affiliated group which has elected 
the 100 percent dividends received de-
duction under section 243(b), see sec-
tion 243(b) (3) and § 1.243–5 for limita-
tions on the option to deduct under 
section 615(a) and the election to defer 
under section 615(b). 

(b) Expenditures to which section 615 is 
not applicable. (1) Section 615 is not ap-
plicable to expenditures which would 
be allowed as a deduction for the tax-
able year without regard to such sec-
tion. 

(2) Section 615 is not applicable to ex-
penditures which are reflected in im-
provements subject to allowances for 
depreciation under sections 167 and 611. 
However, allowances for depreciation 
of such improvements which are used 
in the exploration of ores or minerals 
are considered exploration expendi-
tures under section 615. If such im-
provements are used only in part for 
exploration during a taxable year, an 
allocable portion of the allowance for 
depreciation shall be treated as an ex-
ploration expenditure. 

(3) Section 615 is applicable to explo-
ration expenditures paid or incurred by 
a taxpayer in connection with the ac-
quisition of a fractional share of the 
working or operating interest to the 
extent of the fractional interest so ac-
quired by the taxpayer. The expendi-
tures attributable to the remaining 
fractional share shall be considered as 
the cost of his acquired interest and 
shall be recovered through depletion 
allowances. For example, taxpayer A 
owns mineral leases on unexplored 
mineral lands and agrees to convey an 
undivided three-fourths (3⁄4) interest in 
such leases to taxpayer B provided B 
will pay all of the exploration expendi-
tures for ascertaining the existence, lo-
cation, extent, or quality of any de-
posit of ore or other mineral which will 
be incurred before the beginning of the 

development stage. B shall treat three- 
fourths of such amount under section 
615, and shall treat one-fourth of such 
amount as part of the cost of his inter-
est, recoverable through depletion. 

(4) The provisions of section 615 do 
not apply to costs of exploration which 
are reflected in the amount which the 
taxpayer paid or incurred to acquire 
the property. Such provisions apply 
only to costs paid or incurred by the 
taxpayer for exploration undertaken 
directly or through a contract by the 
taxpayer. See, however, sections 381(a) 
and 381(c) (10) for special rules with re-
spect to deferred exploration expendi-
tures in certain corporate acquisitions. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 7192, 37 FR 12938, June 30, 
1972] 

§ 1.615–2 Deduction of pre-1970 explo-
ration expenditures in the year 
paid or incurred. 

(a) In general. (1) If the election to 
treat exploration expenditures under 
section 615 has been made or is deemed 
made under § 1.615–6(b) subject to the 
total limitation of $100,000, a taxpayer 
who has made exploration expenditures 
prior to January 1, 1970, with respect to 
more than one mine or other natural 
deposit may deduct for a taxable year 
for which such election is effective any 
portion of such expenditures attrib-
utable to each mine or deposit. With 
respect to a particular mine or other 
natural deposit, a taxpayer who has 
made the election described in the pre-
ceding sentence may deduct under sec-
tion 615(a) a portion of the exploration 
expenditures and may defer and deduct 
under section 615(b) the balance of such 
expenditures. For any taxable year for 
which the election to treat exploration 
expenditures under section 615 is effec-
tive, the taxpayer must charge any 
amount of exploration expenditures in 
excess of $100,000 to capital account 
and must charge to capital account 
whatever amount has not been de-
ducted currently or deferred. For ex-
ample, taxpayer A who has elected 
under section 615(e) has three mines, X, 
Y, and Z. In the taxable year 1967, A 
makes exploration expenditures of 
$75,000 with respect to each mine. The 
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total allowable deduction for explo-
ration expenditures is $100,000. A de-
ducts $50,000 and defers $25,000 with re-
spect to X. He deducts $25,000, and 
charges to capital account $50,000 with 
respect to Y, and charges to capital ac-
count the entire $75,000 paid with re-
spect to Z. Thus, A has deducted or de-
ferred $100,000 and capitalized the ex-
cess. 

(2) Except as provided in section 
615(e) and § 1.615–6, a taxpayer cannot 
change his treatment of exploration ex-
penditures for a taxable year after the 
due date (including extensions of time) 
for filing the return for the taxable 
year except where it is subsequently 
determined that any part of such ex-
ploration expenditures deducted under 
section 615(a) or deferred under section 
615(b) are not exploration expenditures 
for the taxable year. Where the tax-
payer has made the election to treat 
exploration expenditures under section 
615 and it is subsequently determined 
that part of the expenditures deducted 
under section 615(a) or deferred under 
section 615(b), for a taxable year, were 
not exploration expenditures for such 
taxable year, the exploration expendi-
tures required to be charged to capital 
account for such taxable year by rea-
son of the limitation may be deducted 
or deferred (to the extent of the subse-
quent determination) and proper ad-
justment made to capital account. A 
taxpayer claiming a deduction under 
section 615(a) shall indicate clearly on 
his income tax return the amount of 
the deduction claimed under such sec-
tion with respect to each mine or other 
natural deposit. Such mine or deposit 
shall be identified by an adequate de-
scription. 

[T.D. 7192, 37 FR 12938, June 30, 1972] 

§ 1.615–3 Election to defer pre-1970 ex-
ploration expenditures. 

(a) General rule. A taxpayer who 
makes the election provided in section 
615(e) may defer any portion of the ex-
ploration expenditures made before 
January 1, 1970, with respect to each 
mine or other natural deposit, subject 
to the limitations described in section 
615(c) and § 1.615–4. The amounts so de-
ferred shall be deducted ratably as the 
units of produced ores or minerals dis-

covered or explored by reason of such 
expenditures are sold. 

(b) Effect and manner of making elec-
tion. (1) The election to defer explo-
ration expenditures shall apply only to 
expenditures for the taxable year for 
which made. However, once made, the 
election shall be binding with respect 
to the expenditures for that taxable 
year. Thus, a taxpayer cannot revoke 
his election for any reason whatsoever. 

(2) The election shall be made for 
each mine or other natural deposit by 
a clear indication on the return or by a 
statement filed with the district direc-
tor with whom the return was filed, not 
later than the time prescribed by law 
for filing such return (including exten-
sions thereof) for the taxable year to 
which such election is applicable. 

(c) Expenditures made by the owner 
who retains a non-operating mineral in-
terest. (1) A taxpayer who elects to 
defer exploration expenditures and 
thereafter transfers his interest in the 
mine or other natural deposit, retain-
ing an economic interest therein, shall 
deduct an amount attributable to such 
interest on a pro rata basis as the in-
terest pays out. For example, a tax-
payer who defers exploration expendi-
tures and then leases his deposit, re-
taining a royalty interest therein, 
shall deduct the deferred expenditures 
ratably as he receives royalties. If the 
taxpayer receives a bonus or advanced 
royalties in connection with the trans-
fer of his interest, he shall deduct de-
ferred expenditures allocable to such 
bonus or advanced royalties in an 
amount which is in the same propor-
tion to the total of such costs as the 
bonus or advanced royalties bears to 
the bonus and total royalties expected 
to be received. Also, in the case of a 
transfer of a mine or other natural de-
posit by a taxpayer who retains a pro-
duction payment therein, he shall de-
duct the exploration expenditures rat-
ably over the payments expected to be 
received. 

(2) Where a taxpayer receives an 
amount, in addition to retaining an 
economic interest, which amount is 
treated as from the sale or exchange of 
a capital asset or property treated 
under section 1231 (except coal or iron 
ore to which section 631(c) applies), the 
deferred exploration expenditures shall 
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be allocated between the interest sold 
and the interest retained in proportion 
to the fair market values of each inter-
est as of the date of sale. The amount 
allocated to the interest sold may not 
be deducted, but shall be a part of the 
basis of such interest. 

(d) Losses from abandonment. Section 
165 and the regulations thereunder con-
tain general rules relating to the treat-
ment of losses resulting from abandon-
ment. 

(e) Computation of amount of deduc-
tion. The amount of the deduction al-
lowable during the taxable year is an 
amount A, which bears the same ratio 
to B (the total deferred exploration ex-
penditures for a particular mine or 
other natural deposit reduced by the 
amount of such expenditures deducted 
in prior taxable years) as C (the num-
ber of units of the ore or mineral bene-
fited by such expenditures sold during 
the taxable year) bears to D (the num-
ber of units of ore or mineral benefited 
by such expenditures remaining as of 
the taxable year). For the purposes of 
this proportion, the number of units of 
ore or mineral benefited by such expendi-
tures remaining as of the taxable year is 
the number of units of ore or mineral 
benefited by the deferred exploration 
expenditures remaining at the end of 
the year to be recovered from the mine 
or other natural deposit (including 
units benefited by such expenditures 
recovered but not sold) plus the num-
ber of units benefited by such expendi-
tures sold within the taxable year. The 
principles outlined in § 1.611–2 are appli-
cable in estimating the number of 
units remaining as of the taxable year 
and the number of units sold during 
the taxable year. The estimate is sub-
ject to revision in accordance with that 
section in the event it is ascertained 
from any source, such as operations or 
development work, that the remaining 
units are materially greater or less 
than the number of units remaining 
from a prior estimate. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 6685, 28 FR 11405, Oct. 24, 
1963; T.D. 6841, 30 FR 9306, July 27, 1965; T.D. 
7192, 37 FR 12939, June 30, 1972] 

§ 1.615–4 Limitation of amount deduct-
ible. 

(a) Taxable years beginning before July 
7, 1960. For any taxable year beginning 
before July 7, 1960 (including taxable 
years of less than 12 months), a tax-
payer may deduct or defer exploration 
expenditures paid or incurred in the 
taxable year in an amount not in ex-
cess of $100,000. However, for such tax-
able years, the taxpayer may not avail 
himself of the provisions of section 615 
for more than four taxable years (in-
cluding taxable years of less than 12 
months and taxable years subject to 
the Internal Revenue Code of 1939). 
Such four taxable years need not be 
consecutive. In determining the num-
ber of years in which a taxpayer has 
availed himself of section 615, a year 
for which he makes an election to defer 
exploration expenditures shall count as 
one year. Any subsequent taxable year 
in which such deferred expenditures are 
deducted shall not be taken into ac-
count as one of the four years. For pur-
poses of the 4-year limitation, a year in 
which both a deduction and an election 
to defer are availed of by the taxpayer 
shall be taken into account as only one 
year. 

(b) Taxable years beginning after July 
6, 1960. For any taxable year beginning 
after July 6, 1960 (including taxable 
years of less than 12 months), a tax-
payer who is otherwise eligible may de-
duct or defer exploration expenditures 
paid or incurred before January 1, 1970, 
in the lesser of the following amounts: 

(1) The amount paid or incurred in 
the taxable year, 

(2) $100,000, or 
(3) $400,000 minus all amounts de-

ducted or deferred for taxable years 
ending after December 31, 1950 

For purposes of this paragraph, the 
number of taxable years for which the 
taxpayer availed himself of the provi-
sions of section 615 or the cor-
responding provisions of prior law is 
immaterial. 

(c) Special rules for previously deferred 
expenditures. In determining whether 
an election to defer was availed of in 
applying the limitations of paragraphs 
(a) and (b) of this section, there shall 
be taken into account any year with 
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respect to which amounts were de-
ferred but not fully deducted because of 
a sale or other disposition of the min-
eral property, even though the balance 
of the deferred amounts was treated as 
part of the basis of the mineral prop-
erty in determining gain or loss from 
the sale. 

(d) Example of application of provi-
sions. The application of the provisions 
of subparagraphs (a) and (b) of this sec-
tion may be illustrated by the fol-
lowing example: 

Example. A taxpayer on the calendar year 
basis, who has never claimed the benefits of 
section 615, or section 23(ff) of the 1939 Code, 
expended $200,000 for exploration expendi-
tures during the year 1956. For each of the 
years 1957, 1958, 1959, and 1960 the taxpayer 
had exploration costs of $80,000. The tax-
payer deducted or deferred the maximum 
amounts allowed for each of the years 1956, 
1957, 1958, and 1959. None of the $80,000 ex-
penditures for 1960 could be deducted or de-
ferred by the taxpayer because he had al-
ready deducted or deferred exploration ex-
penditures for 4 prior years. In 1961 the tax-
payer expended $200,000 for exploration ex-
penditures. The maximum amount the tax-
payer may deduct or defer for the taxable 
year 1961 is $60,000 computed as follows: 

(1) Add all yearly amounts deducted or de-
ferred for exploration expenditures by the 
taxpayer for prior years. 

Year Expendi-
tures 

Deducted 
or de-
ferred 

1956 ................................................... $200,000 $100,000 
1957 ................................................... 80,000 80,000 
1958 ................................................... 80,000 80,000 
1959 ................................................... 80,000 80,000 
1960 ................................................... 80,000 0 

Total .................................... ................ 340,000 

(2) Subtract the sum of the amounts ob-
tained in (1), $340,000, from $400,000, the max-
imum amount allowable to the taxpayer for 
deductions or deferrals of exploration ex-
penditures. 
Maximum amount allowable to taxpayer ............. $400,000 
Sum of amounts obtained in (1) .......................... 340,000 

60,000 

(e) Transferee of mineral property. (1) 
Where an individual or corporation 
transfers any property to the taxpayer 
and the transfer is one to which any of 
the subdivisions of this subparagraph 
apply, the taxpayer shall take into ac-
count for purposes of the 4-year limita-
tion described in paragraph (a) of this 
section, all years that the transferor 

deducted or deferred exploration ex-
penditures, and for purposes of the 
$400,000 limitation described in para-
graph (b) of this section, all amounts 
that the transferor deducted or de-
ferred. 

(i) The taxpayer acquired any min-
eral property in a transaction de-
scribed in section 23(ff)(3) of the Inter-
nal Revenue Code of 1939, excluding the 
reference therein to section 113(a)(13). 

(ii) The taxpayer would be entitled 
under section 381(c)(10) to deduct explo-
ration expenditures if the transferor 
(or distributor) corporation had elected 
to defer such expenditures. For exam-
ple, if the taxpayer acquired any min-
eral property in a transaction de-
scribed in section 381(a) (relating to the 
acquisition of assets through certain 
corporate liquidations and reorganiza-
tions), there shall be taken into ac-
count in applying the limitations of 
paragraph (a) of this section the years 
in which the transferor exercised the 
election to defer or deduct exploration 
expenditures, and there shall be taken 
into account in applying the limita-
tions of paragraph (b) of this section 
any amount so deducted or deferred. 
See also section 381(c)(10) and the regu-
lations thereunder. 

(iii) The taxpayer acquired any min-
eral property under circumstances 
which make applicable the following 
sections of the Internal Revenue Code: 

(a) Section 334(b)(1), relating to the 
liquidation of a subsidiary where the 
basis of the property in the hands of 
the distributee is the same as it would 
be in the hands of the transferor. 

(b) Section 362 (a) and (b), relating to 
property acquired by a corporation as 
paid-in surplus or as a contribution to 
capital, or in connection with a trans-
action to which section 351 applies. 

(c) Section 372(a), relating to reorga-
nization in certain receiverships and 
bankruptcy proceedings. 

(d) Section 373(b)(1), relating to prop-
erty of a railroad corporation acquired 
in certain bankruptcy or recivership 
proceedings. 

(e) Section 1051, relating to property 
acquired by a corporation that is a 
member of an affiliated group. 

(f) Section 1082, relating to property 
acquired pursuant to a Securities Ex-
change Commission order. 
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(2) For purposes of subparagraph (1) 
of this paragraph, it is immaterial 
whether a deduction has been allowed 
or an election has been made by the 
transferor with respect to the specific 
mineral property transferred. 

(3) Where a mineral property is ac-
quired under any circumstance except 
those described in subparagraph (1) of 
this paragraph, the taxpayer is not re-
quired to take into account the elec-
tion exercised by or deduction allowed 
to his transferor. 

(4) For purposes of applying the limi-
tations imposed by section 615(c): (i) 
the partner, and not the partnership, 
shall be considered as the taxpayer (see 
paragraph (a)(8)(iii) of § 1.702–1), and (ii) 
an electing small business corporation, 
as defined in section 1371(b), and not its 
shareholders, shall be considered as the 
taxpayer. 

(5) For purposes of subparagraph 
(1)(iii)(b) of this paragraph: (i) if min-
eral property is acquired from a part-
nership, the transfer shall be consid-
ered as having been made by the indi-
vidual partners, so that the number of 
years for which section 615 has been 
availed of by each partner and the 
amounts which each partner has de-
ducted or deferred under section 615 
shall be taken into account, or (ii) if on 
interest in a partnership having min-
eral property is transferred, the trans-
fer shall be considered as a transfer of 
mineral property by the partner or 
partners relinquishing an interest, so 
that the number of years for which sec-
tion 615 has been availed of by each 
such partner and the amounts which 
each such partner has deducted or de-
ferred under section 615 shall be taken 
into account. 

(f) Examples. The application of the 
provisions of this section may be illus-
trated by the following examples: 

Example 1. A calendar year taxpayer who 
has never claimed the benefits of section 615 
received in 1956 a mineral deposit from X 
Corporation upon a distribution in complete 
liquidation of the latter under conditions 
which would make the provisions of section 
334(b)(1) applicable in determining the basis 
of the property in the hands of the taxpayer. 
During the year 1955 X Corporation expended 
$60,000 for exploration expenditures which it 
elected to treat as deferred expenses. Assume 
further that the taxpayer made similar ex-
penditures of $150,000, $125,000, $100,000, 

$60,000, and $180,000 for the years 1956, 1957, 
1958, 1959, and 1961, respectively, which the 
taxpayer elected to deduct for each of those 
years to the extent allowable. No such ex-
penditures were made for 1960. On the basis 
of these facts, the taxpayer may deduct or 
defer $100,000 for each of the years 1956, 1957, 
and 1958. No deduction or deferral is allow-
able for 1959 since the 4-year limitation of 
paragraph (a) of this section applies. The 
taxpayer may deduct or defer a maximum of 
$40,000 for 1961 since the $400,000 limitation of 
paragraph (b) of this section applies, but the 
4-year limitation of paragraph (a) does not 
apply. 

Example 2. Assume the same facts stated in 
example 1 except that, prior to acquisition 
by the taxpayer of the deposit from X Cor-
poration in 1956, X Corporation had acquired 
the deposit in 1954 in a similar distribution 
from Y Corporation which, in the years 1952 
and 1953, deducted exploration costs paid in 
respect of an entirely different deposit in the 
amounts of $30,000 and $50,000, respectively. 
Under these circumstances, the taxpayer 
may deduct or defer exploration expendi-
tures paid or incurred in the amount of 
$100,000 for 1956. No deduction or deferral is 
allowable to the taxpayer for expenditures 
made in 1957, 1958, and 1959 since the 4-year 
limitation of paragraph (a) applies. The tax-
payer may deduct or defer a maximum of 
$100,000 for 1961 since the 4-year limitation of 
paragraph (a) of this section no longer ap-
plies. If the taxpayer deducted or deferred 
$100,000 for each of the years 1956 and 1961 
and also made exploration expenditures in 
1962, the taxpayer may deduct or defer a 
maximum of $60,000 for that year under the 
$400,000 limitation of paragraph (b) of this 
section. 

Example 3. In 1957, A and B transfer assets 
to a corporation under circumstances mak-
ing section 351 applicable to such a transfer. 
Among the assets transferred by A is a min-
eral lease with respect to certain coal lands. 
A has deducted exploration expenditures 
under section 615 for the years 1954 and 1956 
in the amounts of $50,000 and $100,000, respec-
tively, made with respect to other deposits 
not included in the transfer to the corpora-
tion. The corporation shall be required to 
take into account the deductions previously 
made by A for purposes of applying the limi-
tations of paragraphs (a) and (b) of this sec-
tion. 

Example 4. In 1956, A, B, and C form a part-
nership for the purpose of exploring for, de-
veloping, and producing uranium. A contrib-
utes a uranium lease to the partnership. A 
had individually made exploration expenses 
in the amount of $50,000 and $100,000 with re-
spect to other mineral properties not con-
tributed to the partnership and which he has 
deducted under section 615(a) for the years 
1954 and 1955, respectively. B contributes a 
uranium lease to the partnership on which 
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he made exploration expenditures in the 
amount of $100,000 in 1955 which he elected to 
defer under section 615(b). This is the only 
year in which B has used section 615. C con-
tributes only cash to the partnership and has 
not previously used section 615. Subject to 
the limitations of section 615, for taxable 
years beginning before July 7, 1960, A may 
deduct or defer exploration expenses for two 
more taxable years (either as to expenditures 
incurred by him individually or with respect 
to his distributive share of partnership ex-
ploration expenses). B may deduct or defer 
exploration expenditures for three more 
years, and C may deduct or defer exploration 
expenditures for four years. For taxable 
years beginning after July 6, 1960, subject in 
each case to the $100,000 limitation per year, 
A may deduct or defer exploration expendi-
tures in an amount not in excess of $250,000 
($400,000–$150,000), either as to expenditures 
incurred by him individually or with respect 
to his distributive share of partnership ex-
ploration expenditures. B may similarly de-
duct or defer exploration expenditures in an 
amount not in excess of $300,000 ($400,000– 
$100,000), and C may deduct or defer explo-
ration expenditures in an amount not in ex-
cess of $400,000. 

[T.D. 6685, 28 FR 11405, Oct. 24, 1963; as 
amended by T.D. 7192, 37 FR 12939, June 30, 
1972] 

§ 1.615–5 Time for making election 
with respect to returns due on or 
before May 2, 1960. 

In the case of any taxable year begin-
ning after December 31, 1953, and end-
ing after August 16, 1954, the income 
tax return for which is due not later 
than May 2, 1960, the time for exer-
cising any option or making any elec-
tion under section 615 shall expire on 
May 2, 1960. 

§ 1.615–6 Election to deduct under sec-
tion 615. 

(a) General rule. The election to de-
duct or defer exploration expenditures 
under section 615 shall be made in a 
statement filed with the director of the 
Internal Revenue service center with 
whom the taxpayer’s income tax return 
is required to be filed. If the election is 
made within the time period prescribed 
for filing an income tax return (includ-
ing extensions thereof) for the first 
taxable year ending after September 12, 
1966, during which the taxpayer pays or 
incurs expenditures which are within 
the scope of section 615 and which are 
paid or incurred by him after Sep-

tember 12, 1966, this statement shall be 
attached to the taxpayer’s income tax 
return for such taxable year. If the 
election is made after the time pre-
scribed for filing such return but before 
the expiration of the period (described 
in paragraph (e) of this section) for 
making the election under section 
615(e), the statement must be signed by 
the taxpayer or his authorized rep-
resentative. The statement shall be 
filed even though the taxpayer charges 
to capital account all such expendi-
tures paid or incurred by him during 
such taxable year after such date. The 
statement shall clearly indicate that 
the taxpayer elects to have section 615 
apply to all amounts deducted or de-
ferred by him with respect to explo-
ration expenditures paid or incurred 
after September 12, 1966, and before 
January 1, 1970. If the taxpayer desires, 
he may file this statement by attach-
ing it to his return for a taxable year 
prior to the first taxable year ending 
after September 12, 1966, in which he 
pays or incurs exploration expendi-
tures. Except as provided in paragraph 
(b) of this section, if the taxpayer does 
not file such a statement within the 
period prescribed by section 615(e) and 
paragraph (e) of this section, any 
amounts deducted by him with respect 
to exploration expenditures paid or in-
curred after September 12, 1966, will be 
deemed to have been deducted pursuant 
to an election under section 617(a). 

(b) Exception. The last sentence of 
paragraph (a) of this section shall not 
apply if all exploration expenditures 
paid or incurred by the taxpayer after 
September 12, 1966, and before January 
1, 1970, and deducted by him on his in-
come tax return for the first taxable 
year ending after September 12, 1966, 
during which he pays or incurs such ex-
penditures are outside the scope of sec-
tion 617(a) (as it existed before its 
amendment by section 504(b) of the Tax 
Reform Act of 1969). For example, as-
sume that, in his return for his taxable 
year ending December 31, 1966, a cal-
endar-year taxpayer deducts explo-
ration expenditures paid or incurred 
after September 12, 1966, and does not 
attach to his return the statement de-
scribed in paragraph (a) of this section. 
However, all of the exploration expend-
itures paid or incurred by the taxpayer 
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after September 12, 1966, and before the 
end of the taxable year were paid or in-
curred with respect to minerals located 
neither in the United States nor on the 
Outer Continental Shelf. The taxpayer 
will be deemed to have made an elec-
tion under section 615(e) by deducting 
all or part of those expenditures as ex-
penses in his income tax return. 

(c) Information to be furnished. A tax-
payer who makes or has made an elec-
tion under section 615(e) with respect 
to expenditures paid or incurred after 
September 12, 1966, and before January 
1, 1970, shall indicate clearly on his in-
come tax return for each taxable year 
for which he deducts any such expendi-
tures the amount of the deduction 
claimed under section 615 (a) or (b) 
with respect to each property or mine. 
The property or mine shall be identi-
fied by a description adequate to per-
mit application of the rules of section 
615(g) (relating to effect of transfer of 
mineral property). 

(d) Effect of election—(1) In general. A 
taxpayer who has made or is deemed to 
have made an election under section 
615(e) may not make an election under 
section 617(a) with respect to expendi-
tures made before January 1, 1970, un-
less, within the period set forth in sec-
tion 615(e), he revokes his election 
under section 615(e). Except as provided 
in paragraph (a)(2) of § 1.615–2, a tax-
payer who makes an election under 
section 615(e) may not change his 
treatment of exploration expenditures 
deducted, deferred, or capitalized pur-
suant to such election unless he re-
vokes the election made under section 
615(e). 

(2) Transfer of mineral property. The 
binding effect of a taxpayer’s election 
under section 615(e) shall not be af-
fected by his receiving property with 
respect to which deductions have been 
allowed under section 617(a). However, 
see section 615(g)(2) and § 1.615–7 for 
rules under which amounts deducted 
under section 615 by a transferor may 
be subject to recapture in the hands of 
a transferee who has made an election 
under section 617(a). See § 1.617– 
3(d)(2)(ii) for rules under which 
amounts deducted under section 617(a) 
by a transferor may be subject to re-
capture in the hands of a transferee 

who has made an election under sec-
tion 615(e). 

(e) Time for making election under sec-
tion 615(e). A taxpayer may not make 
an election under section 615(e) after 
the expiration of the 3-year period be-
ginning with the date prescribed by 
section 6072 or other provision of law 
for filing the taxpayer’s income tax re-
turn for the first taxable year ending 
after September 12, 1966, in which the 
taxpayer pays or incurs expenditures 
to which section 615(a) would apply if 
an election were made under section 
615(e). This 3-year period shall be deter-
mined without regard to any extension 
of time for filing the taxpayer’s income 
tax return for such year. An election 
under section 615(e) may not be made 
after the expiration of the 3-year pe-
riod even though the taxpayer charged 
to capital account, or erroneously de-
ducted as development expenditures 
under section 616, all exploration ex-
penditures paid or incurred by him 
after September 12, 1966, and before the 
end of his first taxable year ending 
after September 12, 1966, in which he 
paid or incurred such expenditures. 

(f) Revocation of section 615(e) elec-
tion—(1) Manner of revoking election. A 
taxpayer may revoke an election made 
by him under section 615(e) by filing 
with the director of the Internal Rev-
enue service center with whom the tax-
payer’s income tax return is required 
to be filed, within the period set forth 
in subparagraph (2) of this paragraph, a 
statement, signed by the taxpayer or 
his authorized representative, which 
sets forth that the taxpayer is revok-
ing the election previously made by 
him with respect to exploration ex-
penditures paid or incurred after Sep-
tember 12, 1966, and states with whom 
and where the document making the 
election was filed. Such revocation 
shall be a revocation for all taxable 
years for which the taxpayer’s election 
was in effect and the taxpayer revoking 
such an election shall file amended in-
come tax returns, reflecting any in-
crease or decrease in tax attributable 
to the revocation of election. In apply-
ing the revocation of election to the 
years affected there shall be taken into 
account the effect that any adjust-
ments resulting from the revocation of 
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election shall have on other items af-
fected thereby (such as the deduction 
for charitable contributions, the for-
eign tax credit, net operating loss, and 
other deductions or credits the amount 
of which is limited by the taxpayer’s 
income) and the effect that adjust-
ments of any such items have on items 
in other taxable years. 

(2) Time for revoking election under sec-
tion 615(e). An election under section 
615(e) may be revoked at any time be-
fore the expiration of the 3-year period 
described in paragraph (e) of this sec-
tion. Such an election may not be re-
voked after the expiration of the 3-year 
period. 

(3) Additional information to be fur-
nished by a transferor of mineral prop-
erty. If, before revoking his election, 
the taxpayer has transferred any min-
eral property with respect to which he 
deducted exploration expenditures paid 
or incurred after September 12, 1966, 
and before January 1, 1970, to another 
person in a transaction as a result of 
which the basis of such property in the 
hands of the transferee is determined 
by reference to the basis in the hands 
of the transferor, the statement sub-
mitted pursuant to subparagraph (1) of 
this paragraph shall state that such 
property has been so transferred and 
shall identify the transferee, the prop-
erty transferred, and the date of the 
transfer. The preceding sentence shall 
not apply in the case of any mineral 
property transferred after December 31, 
1969. 

(g) Taxable years beginning before Sep-
tember 13, 1966, and ending after Sep-
tember 12, 1966—(1) In general. An elec-
tion made under section 615(e) applies 
only to expenditures paid or incurred 
after September 12, 1966. The income 
tax treatment of exploration expendi-
tures paid or incurred before Sep-
tember 13, 1966, will be determined in 
accordance with the provisions of sec-
tion 615 prior to its amendment by the 
Act of September 12, 1966 (Public Law 
89–570, 80 Stat. 759). If a taxpayer 
makes an election under section 615(e) 
in his income tax return for a taxable 
year which begins before September 13, 
1966, and which ends after September 
12, 1966, amounts deducted and 
amounts deferred under section 615 
with respect to expenditures paid or in-

curred during such taxable year but be-
fore September 13, 1966, will be taken 
into account in determining whether 
the $100,000 limitation set forth in sec-
tion 615(a) is reached during the tax-
able year. Similarly, a taxpayer who 
makes an election under section 615(e) 
shall take into account expenditures 
deducted or deferred under section 615 
for the period prior to September 13, 
1966, in determining when the $400,000 
overall limitation set forth in section 
615(c) is reached. The fact that a tax-
payer deducts or defers under section 
615 exploration expenditures paid or in-
curred prior to September 13, 1966, 
shall not affect his right to make an 
election under section 617(a) to deduct 
under section 617 expenditures paid or 
incurred after September 12, 1966. 

(2) Allocation in case of inadequate 
records. If a taxpayer pays or incurs ex-
ploration expenditures during a taxable 
year beginning before September 13, 
1966, and ending after September 12, 
1966, but his records as to any mine or 
property are inadequate to permit a de-
termination of the amount paid or in-
curred during the portion of the year 
ending after September 12, 1966, and 
the amount paid or incurred on or be-
fore such date, the exploration expendi-
tures, as to which the records are inad-
equate, paid or incurred with respect to 
the mine or property during the tax-
able year shall be allocated to each 
part year (that is, the part occurring 
before September 13, 1966, and the part 
occurring after September 12, 1966) in 
the same ratio which the number of 
days in each such part year bears to 
the number of days in the entire tax-
able year. For example, if the records 
of a calendar year taxpayer for 1966 are 
inadequate to permit a determination 
of the amount of exploration expendi-
tures paid or incurred with respect to a 
certain mine or property after Sep-
tember 12, 1966, and the amount paid or 
incurred before September 13, 1966, 255/ 
365 of the total exploration expendi-
tures paid or incurred by the taxpayer 
with respect to the mine or property 
during 1966 shall be allocated to the pe-
riod beginning January 1, 1966, and end-
ing September 12, 1966, and 110/365 of 
the total exploration expenditures paid 
or incurred with respect to the mine or 
property during 1966 shall be allocated 
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to the period beginning September 13, 
1966, and ending December 31, 1966. 

(3) Partnership elections. With respect 
to exploration expenditures paid or in-
curred by a partnership before Sep-
tember 13, 1966, the option to deduct 
under section 615(a) and the election to 
defer under section 615(b) shall be made 
by the partnership, rather than by the 
individual partners. With respect to ex-
ploration expenditures paid or incurred 
by a partnership after September 12, 
1966, all elections under sections 615 
and 617 as to the tax treatment of a 
partner’s distributive share of explo-
ration expenditures paid or incurred by 
a partnership of which he is a member 
shall be made by the individual part-
ner, rather than by the partnership. 
See section 703(b) and the regulations 
thereunder. 

[T.D. 7192, 37 FR 12939, June 30, 1972] 

§ 1.615–7 Effect of transfer of mineral 
property. 

(a) Transfer before election by trans-
feror. (1) If mineral property is trans-
ferred in a transaction as a result of 
which the basis of the property in the 
hands of the transferee is determined 
in whole or in part by reference to the 
basis in the hands of the transferor and 
the transferor had not made an elec-
tion under either section 615(e) or 
617(a) at the time of the transfer, no 
election made by the transferor after 
the transfer shall apply with respect to 
expenditures properly chargeable to 
the transferred property which were 
paid or incurred before the date of the 
transfer. 

(2) For purposes of subparagraph (1) 
of this paragraph, a transferor of min-
eral property who made an election 
under section 617(a) or section 615(e) 
before the transfer but who revokes 
such election after such transfer and 
does not make an election under either 
section before the expiration of the 3- 
year period prescribed by section 6072 
or other provision of law for filing his 
income tax return for the taxable year 
in which such transfer occurred shall 
be treated with respect to such prop-
erty as not having made an election 
under either section. 

(b) Transfer after election by transferor. 
If a transferee who at the time of the 
transfer of a mineral property has not 

made an election under section 617(a) 
receives property in a transaction in 
which the basis of such property in his 
hands is determined in whole or in part 
by reference to its basis in the hands of 
the transferor and with respect to such 
property the transferor has deducted 
expenditures under section 617(a), the 
adjusted exploration expenditures 
properly chargeable to the property 
immediately after the transfer shall be 
treated as expenditures allowed as de-
ductions under section 617(a) to the 
transferee. See section 617 and the reg-
ulations thereunder. 

(c) Transfer after election by transferee. 
(1) If a transferee who makes an elec-
tion under section 617(a) receives be-
fore January 1, 1970, mineral property 
in a transaction in which the basis of 
such property in his hands is deter-
mined in whole or in part by reference 
to the basis of the property in the 
hands of the transferor and the trans-
feror had in effect at the time of the 
transfer an election under section 
615(e), an amount equal to the total of 
the amounts allowed as deductions to 
the transferor under section 615 with 
respect to the transferred mineral 
property shall be treated as expendi-
tures allowed as deductions under sec-
tion 617(a) to the transferee. The pre-
ceding sentence shall not apply to ex-
penditures which would not have been 
reflected in the basis of the property in 
the hands of the transferor had the 
transferor not made the section 615(e) 
election. 

(2) Any expenditures with respect to 
the transferred property deferred by 
the transferor under section 615(b) 
which are not allowed as deductions to 
him prior to transfer of the property 
may not be deducted by the transferee 
and in his hands shall be charged to 
capital account. 

[T.D. 7192, 37 FR 12940, June 30, 1972] 

§ 1.615–8 Termination of section 615. 
(a) In general. The provisions of sec-

tion 615 shall not apply to exploration 
expenditures paid or incurred after De-
cember 31, 1969. Expenditures paid or 
incurred before January 1, 1970, which 
were deferred under section 615(b) will 
be deductible under such section after 
such date as the units of ore or mineral 
discovered or explored by reason of 
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such expenditures are sold. An election 
under section 615(e) with respect to ex-
penditures paid or incurred prior to 
January 1, 1970, shall remain in effect 
with respect to such expenditures un-
less it is revoked under section 615(e) 
and § 1.615–6. See § 1.615–9 for treatment 
of a section 615(e) election with respect 
to expenditures paid or incurred after 
December 31, 1969. 

(b) Taxable years beginning before Jan-
uary 1, 1970, and ending after December 
31, 1969—(1) In general. The termination 
of section 615 applies to expenditures 
paid or incurred after December 31, 
1969. The income tax treatment of ex-
ploration expenditures paid or incurred 
before January 1, 1970, will be deter-
mined in accordance with the provi-
sions of sections 615 and 617 prior to 
their amendment by the Tax Reform 
Act of 1969 (83 Stat. 487). The fact that 
on his income tax return for a taxable 
year beginning before January 1, 1970, 
and ending after December 31, 1969, a 
taxpayer deducts under section 615 ex-
penditures paid or incurred before Jan-
uary 1, 1970, shall not affect his right to 
deduct under section 617(a) expendi-
tures paid or incurred during such tax-
able year after December 31, 1969. 

(2) Allocation in case of inadequate 
records. If a taxpayer pays or incurs ex-
ploration expenditures during a taxable 
year beginning before January 1, 1970, 
and ending after December 31, 1969, but 
his records are inadequate to permit a 
determination of the amount paid or 
incurred during the portion of the year 
ending after December 31, 1969, and the 
amount paid or incurred on or before 
such date, the exploration expenditures 
as to which the records are inadequate 
paid or incurred with respect to the 
mine or property during the taxable 
year shall be allocated to each part of 
the year (that is, the part before Janu-
ary 1, 1970, and the part occurring after 
December 31, 1969) in the same ratio 
which the number of days in each such 
part year bears to the number of days 
in the entire taxable year. 

[T.D. 7192, 37 FR 12941, June 30, 1972] 

§ 1.615–9 Notification under Tax Re-
form Act of 1969. 

(a) In general. An election under sec-
tion 615(e) with respect to exploration 
expenditures paid or incurred prior to 

January 1, 1970, shall be treated as an 
election under section 617(a) with re-
spect to exploration expenditures paid 
or incurred after December 31, 1969. 

(b) Exception. Paragraph (a) of this 
section shall not apply to an election 
under section 615(e) if the taxpayer 
files the notice described in paragraph 
(c) of this section or the taxpayer re-
vokes his election under section 615(e) 
before the date prescribed for the filing 
of notice under paragraph (c)(2) of this 
section. 

(c) Filing of notice—(1) In general. The 
notice not to have a section 615(e) elec-
tion treated as a section 617(a) election 
shall be made in a statement filed with 
the Director of the Internal Revenue 
service center with whom the tax-
payer’s income tax return is required 
to be filed. If the election is made with-
in the time period prescribed for filing 
an income tax return (including exten-
sions thereof) for the first taxable year 
during which the taxpayer pays or in-
curs, after December 31, 1969, expendi-
tures which would be deductible by the 
taxpayer under section 617(a) if he 
made a valid election to deduct explo-
ration expenditures under such section, 
the statement shall be attached to the 
taxpayer’s income tax return for such 
year. If the statement is filed after the 
time prescribed for filing such return 
but before the expiration of the period 
(described in paragraph (e) of this sec-
tion) for filing the notice, the state-
ment must be signed by the taxpayer 
or his authorized representative. The 
statement shall be filed even though 
the taxpayer charges to capital ac-
count all such expenditures paid or in-
curred by him after December 31, 1969. 
If the taxpayer desires, he may file this 
statement by attaching it to his return 
for a taxable year prior to the first tax-
able year in which he pays or incurs 
after December 31, 1969, expenditures 
which would be deductible by him 
under section 617(a) if at such time he 
had in effect a valid election under 
such section. 

(2) Information to be furnished. The no-
tice shall clearly state that the tax-
payer elects not to have his section 
615(e) election treated as an election 
under section 617(a). The notice shall 
state the first taxable year for which 
the section 615(e) election was effective 
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and with whom and where the election 
was filed. 

(d) Effect of notification. A taxpayer 
who has filed notice pursuant to this 
section may make an election under 
section 617(a) with respect to explo-
ration expenditures paid or incurred 
after December 31, 1969, without revok-
ing either his section 615(e) election or 
his notice under this section. 

(e) Time for filing notice. A taxpayer 
may not file the notice described in 
paragraph (c)(1) of this section after 
the expiration of the 3-year period be-
ginning with the date prescribed by 
section 6072 or other provision of law 
for filing the taxpayer’s income tax re-
turn for the first taxable year in which 
the taxpayer pays or incurs after De-
cember 31, 1969, expenditures which 
would be deductible by him if he made 
the election under section 617(a). This 
3-year period shall be determined with-
out regard to any extension of time for 
filing the taxpayer’s income tax re-
turn. 

[T.D. 7192, 37 FR 12941, June 30, 1972] 

§ 1.616–1 Development expenditures. 
(a) General rule. Section 616 pre-

scribes rules for treating expenditures 
paid or incurred during the taxable 
year by the taxpayer for the develop-
ment of a mine or other natural de-
posit (other than an oil or gas well). 
Development expenditures under sec-
tion 616 are those which are made after 
such time when, in consideration of all 
the facts and circumstances (including 
actions of the taxpayer), deposits of ore 
or other mineral are shown to exist in 
sufficient quantity and quality to rea-
sonably justify commercial exploi-
tation by the taxpayer. Under section 
616(a), a taxpayer is allowed a deduc-
tion for development expenditures 
whether or not such expenditures are 
made in the development or production 
state of the mine or other natural de-
posit. Under section 616(b), the tax-
payer may elect to defer development 
expenditures made in the development 
or producing stage and to deduct such 
expenditures ratably as the minerals or 
ores benefited are sold. While the mine 
or other natural deposit is in the devel-
opment stage, the election applies only 
to that portion of the development ex-
penditures which is in excess of net re-

ceipts from the mine or other natural 
deposit. See § 1.616–2 for rules with re-
spect to the election to defer. It is not 
necessary that the taxpayer incur the 
development costs directly. He may en-
gage a contractor to make the expendi-
tures on his behalf. 

(b) Expenditures to which section 616 is 
not applicable. (1) Section 616 is not ap-
plicable to development expenditures 
which are deductible for the taxable 
year under any other provision of the 
internal revenue laws. 

(2) Section 616 is not applicable to ex-
penditures which are reflected in im-
provements subject to allowances for 
depreciation under sections 167 and 611. 
However, allowance for depreciation of 
such improvements which are used in 
the development of ores or minerals 
are considered development expendi-
tures under section 616. If such im-
provements are used only in part for 
development during a taxable year, an 
allocable portion of the allowance for 
depreciation shall be treated as a de-
velopment expenditure. 

(3) Section 616 is applicable to devel-
opment expenditures paid or incurred 
by a taxpayer in connection with the 
acquisition of a fractional share of the 
working or operating interest to the 
extent of the fractional interest so ac-
quired. The expenditure attributable to 
the remaining fractional share shall be 
considered as part of the cost of his ac-
quired interest and shall be capitalized 
and recovered through depletion allow-
ances. For example, taxpayer A owns 
mineral leases on undeveloped mineral 
lands. A agrees to convey an undivided 
three-fourths (3⁄4) interest in such 
leases to B, provided B will pay all of 
the expenditures incurred during the 
development stage of the deposits on 
these leases. B may deduct three- 
fourths (3⁄4) of such amount under sec-
tion 616, but shall treat one-fourth of 
such amount as part of the cost of his 
interest, recoverable through deple-
tion. 

(4) The provisions of section 616 do 
not apply to costs of development paid 
or incurred by a prior owner which are 
reflected in the amount which the tax-
payer paid or incurred to acquire the 
property. Such provisions apply only to 
costs paid or incurred by the taxpayer 
for development undertaken directly or 
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through contract by the taxpayer. See, 
however, section 381(a) and 381(c)(10) 
for special rules with respect to de-
ferred development expenditures in 
certain corporate acquisitions. 

(c) Mine or other natural deposit. Sec-
tion 616 has reference to expenditures 
made for the development of a mine or 
other natural deposit. Within an aggre-
gated property, as that term is defined 
in section 614 (b) and (c), or within a 
single tract or parcel of land, there 
may be more than one mine or other 
natural deposit. Where a property, as 
determined under section 614, contains 
more than one mine or other natural 
deposit, the taxpayer may deduct 
under section 616(a) the development 
expenditures made with respect to one 
of such mines or deposits, and may 
defer under section 616(b) the develop-
ment expenditures made with respect 
to another of such mines or deposits. 
Where there is more than one mine 
with respect to a single underlying de-
posit, the taxpayer may deduct under 
section 616(a) the development expendi-
tures made with respect to one of such 
mines, and may defer under section 
616(b) the development expenditures 
made with respect to another of such 
mines. The taxpayer must treat con-
sistently all development expenditures 
with respect to each such mine or 
other natural deposit in a taxable year. 
The taxpayer must make a separate de-
termination of the units of minerals or 
ores benefited in a mine or other nat-
ural deposit (regardless of the com-
putation of the depletion allowance) in 
order that deferred expenditures with 
respect to such mine or deposit may be 
deducted on a ratable basis. See para-
graph (f) of § 1.616–2. 

§ 1.616–2 Election to defer. 
(a) General rule. In lieu of taking a 

deduction under section 616(a), in the 
taxable year when the development ex-
penditures are paid or incurred, a tax-
payer may elect under section 616(b) to 
treat such expenditures with respect to 
each mine or other natural deposit as 
deferred expenses to be deducted rat-
ably as the units of the produced ore or 
minerals benefited by such expendi-
tures are sold. Section 616(b) is applica-
ble to development expenditures paid 
or incurred both in the development 

and producing stage of the mine or 
other natural deposit. However, in the 
case of such expenditures made in the 
development stage, this election is ap-
plicable only to the excess of the 
amount of such expenditures over the 
net receipts from the ore or minerals 
from such mine or deposit received or 
accrued during the development stage 
and in the same taxable year as the ex-
penditures were paid or incurred. Such 
development expenditures not in excess 
of such net receipts shall be subject to 
the provisions of section 616(a). 

(b) Producing stage; definition of. The 
mine or other natural deposit will be 
considered to be in a producing stage 
when the major portion of the mineral 
production is obtained from workings 
other than those opened for the pur-
pose of development, or when the prin-
cipal activity of the mine or other nat-
ural deposit is the production of devel-
oped ores or minerals rather than the 
development of additional ores or min-
erals for mining. 

(c) Expenditures made by the owner 
who retains a nonoperating interest. (1) A 
taxpayer who elects to defer develop-
ment expenditures and thereafter 
transfers his interest in the mine or 
other natural deposit, retaining an eco-
nomic interest therein, shall deduct an 
amount attributable to such interest 
on a pro rata basis as the interest pays 
out. For example, a taxpayer who de-
fers development expenditures and 
then leases his deposit, retaining a roy-
alty interest therein, shall deduct the 
deferred expenditures ratably as he re-
ceives the royalties. If the taxpayer re-
ceives a bonus or advanced royalties in 
connection with the transfer of his in-
terest, he shall deduct the deferred ex-
penditures allocable to such bonus or 
advanced royalties in an amount which 
is in the same proportion to the total 
of such costs as the bonus or advanced 
royalties bears to the bonus and total 
royalties expected to be received. Also, 
in the case of a transfer of a mine or 
other natural deposit by a taxpayer 
who retains a production payment 
therein, he may deduct the develop-
ment expenditures ratably over the 
payments expected to be received. 

(2) Where a taxpayer receives an 
amount, in addition to retaining an 
economic interest, which amount is 
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treated as from the sale or exchange of 
a capital asset or property treated 
under section 1231 (except coal or iron 
ore to which section 631(c) applies), the 
deferred development expenditures 
shall be allocated between the interest 
sold and the interest retained in pro-
portion to the fair market value of 
each interest as of the date of sale. The 
amount allocated to the interest sold 
may not be deducted, but shall be a 
part of the basis of such interest for 
the purpose of determining gain or loss 
upon the sale thereof. 

(d) Losses from abandonment. Section 
165 and the regulations thereunder con-
tain general rules relating to the treat-
ment of losses resulting from abandon-
ment. 

(e) Effect of election. (1) The election 
to defer development expenditures 
shall apply only to expenditures for the 
taxable year for which made. However, 
once made, the election shall be bind-
ing with respect to the expenditures for 
that taxable year. Thus, a taxpayer 
cannot revoke his election for any rea-
son whatsoever. 

(2) The election shall be made for 
each mine or other natural deposit by 
a clear indication on the return or by a 
statement filed with the district direc-
tor with whom the return was filed, not 
later than the time prescribed by law 
for filing such return (including exten-
sions thereof) for the taxable year to 
which such election is applicable. 

(f) Computation of amount of deduc-
tion. The amount of the deduction al-
lowable during the taxable year is an 
amount A, which bears the same ratio 
to B (the total deferred development 
expenditures for a particular mine or 
other natural deposit reduced by the 
amount of such expenditures deducted 
in prior taxable years) as C (the num-
ber of units of the ore or mineral bene-
fited by such expenditures sold during 
the taxable year) bears to D (the num-
ber of units of ore or mineral benefited 
by such expenditures remaining as of 
the taxable year). For the purposes of 
this proportion, the number of units of 
ore or mineral benefited by such expendi-
tures remaining as of the taxable year is 
the number of units of ore or mineral 
benefited by the deferred development 
expenditures remaining at the end of 
the year to be recovered from the mine 

or other natural deposit (including 
units benefited by such expenditures 
recovered but not sold) plus the num-
ber of units benefited by such expendi-
tures sold within the taxable year. The 
principles outlined in § 1.611–2 are appli-
cable in estimating the number of 
units remaining as of the taxable year 
and the number of units sold during 
the taxable year. The estimate is sub-
ject to revision in accordance with that 
section in the event it is ascertained, 
from any source, such as operations or 
development work, that the remaining 
units are materially greater or less 
than the number of units remaining 
from a prior estimate. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as 
amended by T.D. 6841, 30 FR 9307, July 27, 
1965] 

§ 1.616–3 Time for making election 
with respect to returns due on or 
before May 2, 1960. 

In the case of any taxable year begin-
ning after December 31, 1953, and end-
ing after August 16, 1954, the income 
tax return for which is due not later 
than May 2, 1960, the time to deduct or 
defer development expenditures for 
such a year under section 616 (a) or (b) 
shall expire on May 2, 1960. 

§ 1.617–1 Exploration expenditures. 
(a) General rule. Section 617 pre-

scribes rules for the treatment of ex-
penditures paid or incurred after Sep-
tember 12, 1966, for ascertaining the ex-
istence, location, extent, or quality of 
any deposit of ore or other mineral for 
which a deduction for depletion is al-
lowable under section 613 (other than 
oil or gas) paid or incurred by the tax-
payer before the beginning of the de-
velopment stage of the mine or other 
natural deposit. Such expenditures 
hereinafter in the regulations under 
section 617 will be referred to as explo-
ration expenditures. The development 
stage of the mine or other natural de-
posit will be deemed to begin at the 
time when, in consideration of all the 
facts and circumstances (including the 
actions of the taxpayer), deposits of ore 
or other mineral are disclosed in suffi-
cient quantity and quality to reason-
ably justify commercial exploitation 
by the taxpayer. For example, core 
drilling expenditures paid or incurred 
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by the taxpayer to ascertain the exist-
ence of commercially marketable ore 
are exploration expenditures within 
the meaning of this section. Also, ex-
penditures for exploratory drilling 
from within a producing mine to ascer-
tain the existence of what appears (on 
the basis of all of the facts and cir-
cumstances known at the time of the 
expenditures) to be a different ore de-
posit are exploration expenditures 
within the meaning of this section. Ex-
penditures paid or incurred in connec-
tion with core drilling to further delin-
eate the extent and location of an ex-
isting commercially marketable de-
posit to facilitate its development are 
development expenditures. Under sec-
tion 617(a), a taxpayer may deduct ex-
ploration expenditures paid or incurred 
for the exploration of any deposit of 
ore or other mineral subject to the lim-
itation of section 617(h). Under section 
617(b), a taxpayer shall recapture the 
exploration expenditures previously de-
ducted under section 617(a) either 
through including in income an 
amount equal to the amount of the ad-
justed exploration expenditures (as de-
fined in section 617(f)) or through dis-
allowance of the deduction for deple-
tion under section 611. Certain rules 
are provided in section 617(c) for recap-
ture of exploration expenditures made 
with respect to property for which the 
taxpayer later receives a bonus or roy-
alty. Under section 617(d), gain from 
dispositions of mining property, with 
respect to which exploration expendi-
tures have been previously deducted, is 
to be recognized notwithstanding cer-
tain other provisions of the Code. 

(b) Expenditures to which section 617 is 
not applicable. (1) Section 617 is not ap-
plicable to expenditures which would 
be allowed as deductions for the tax-
able year without regard to section 617. 

(2) Section 617 is not applicable to ex-
penditures which are reflected in im-
provements subject to allowances for 
depreciation under sections 167 and 611. 
However, allowances for depreciation 
of such improvements which are used 
in the exploration of ores or minerals 
are considered exploration expendi-
tures under section 617. If such im-
provements are used only in part for 
exploration during the taxable year, an 
allocable portion of the allowance for 

depreciation shall be treated as an ex-
ploration expenditure. 

(3) Section 617 is applicable to explo-
ration expenditures paid or incurred by 
a taxpayer in connection with the ac-
quisition of a fractional share of the 
working or operating interest to the 
extent of the fractional interest so ac-
quired by the taxpayer. The expendi-
tures attributable to the remaining 
fractional share shall be considered as 
the cost of his acquired interest and 
shall be recovered through depletion 
allowances. For example, taxpayer A 
owns mineral leases on unexplored 
mineral lands and agrees to convey an 
undivided three-fourths (3⁄4) interest in 
such leases to taxpayer B provided B 
will pay all of the expenses for 
ascertaining the existence, location, 
extent, or quality of any deposit of ore 
or other mineral which will be incurred 
before the beginning of the develop-
ment stage. B may elect to treat three- 
fourths of such amount under section 
617. B must treat one-fourth of such 
amount as part of the cost of his inter-
est, recoverable through depletion. 

(4) Section 617 is not applicable to 
costs of exploration which are reflected 
in the amount which the taxpayer paid 
or incurred to acquire the property. 
Section 617 applies only to costs paid 
or incurred by the taxpayer for explo-
ration undertaken directly or through 
a contract by the taxpayer. See, how-
ever, sections 381(a) and 381(c)(10) for 
special rules with respect to deferred 
exploration expenditures in certain 
corporate acquisitions. 

(5) Section 617 is not applicable to 
amounts paid or incurred for the pur-
pose of ascertaining the existence, lo-
cation, extent, or quality of any de-
posit of oil or gas or of any mineral 
with respect to which a deduction for 
percentage depletion is not allowable 
under section 613. The purpose of the 
expenditure shall be determined by ref-
erence to the facts and circumstances 
at the time the expenditure is paid or 
incurred. 

(c) Elections—(1) Election to deduct 
under section 617(a). (i) The election to 
deduct exploration expenditures under 
section 617(a) may be made by deduct-
ing such expenditures in the taxpayer’s 
income tax return for his first taxable 
year ending after September 12, 1966, 
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for which the taxpayer desires to de-
duct exploration expenditures which 
are paid or incurred by him during 
such taxable year and after September 
12, 1966. This election may be exercised 
by deducting such exploration expendi-
tures either in the taxpayer’s return 
for such taxable year or in an amended 
return filed before the expiration of the 
period for filing a claim for credit or 
refund of income tax for such taxable 
year. Where the election is made in an 
amended return for a taxable year 
prior to the most recent year for which 
the taxpayer has filed a return, the 
taxpayer shall file amended income tax 
returns, reflecting any increase or de-
crease in tax attributable to the elec-
tion, for all subsequent taxable years 
affected by the election for which he 
has filed income tax returns before 
making the election. See section 
617(a)(2)(C) and subparagraph (4) of this 
paragraph for provisions relating to ex-
tension of the period of limitations for 
the assessment of any deficiency for 
any taxable year to the extent the defi-
ciency is attributable to an election or 
revocation of an election under section 
617(a). In applying the election to the 
years affected, there shall be taken 
into account the effect that any adjust-
ments resulting from the election shall 
have on other items affected thereby 
(such as the deduction for charitable 
contributions, the foreign tax credit, 
net operating loss, and other deduc-
tions or credits the amount of which is 
limited by the taxpayer’s income) and 
the effect that adjustments of any such 
items have on items of other taxable 
years. Amended returns filed for tax-
able years subsequent to the taxable 
year for which the election under sec-
tion 617(a) is made by amended return 
shall, where appropriate, apply the re-
capture rules of subsections (b), (c), 
and (d) of section 617. See §§ 1.617–3 and 
1.617–4. 

(ii) A taxpayer who makes or has 
made an election under section 617(a) 
shall state clearly on his income tax 
return for each taxable year for which 
he deducts exploration expenditures 
the amount of the deduction claimed 
under section 617(a) with respect to 
each property or mine. Such property 
or mine shall be identified by a descrip-
tion adequate to permit application of 

the recapture rules of section 617 (b), 
(c), and (d). 

(iii) A taxpayer who has made an 
election under section 617(a) may not 
make an election under section 615(e) 
unless, within the period set forth in 
section 615(e), he revokes his election 
under section 617(a). A taxpayer who 
has made and has not revoked an elec-
tion under section 617(a) may not, in 
his return for the taxable year for 
which the election is made or for any 
subsequent taxable year, charge to cap-
ital account any exploration expendi-
tures which are deductible by him 
under section 617(a); and he must de-
duct all such expenditures as expenses 
in computing adjusted gross income. 
Any exploration expenditures paid or 
incurred after December 31, 1969, which 
are not deductible by the taxpayer 
under section 617(a) solely because of 
the application of section 617(h) shall 
be charged to capital account. 

(2) Time for making elections. The elec-
tion under section 617(a) may be made 
at any time before the expiration of 
the period prescribed for filing a claim 
for credit or refund of the tax imposed 
by chapter 1 for the first taxable year 
for which the taxpayer desires to de-
duct exploration expenditures under 
section 617(a). 

(3) Revocation of election to deduct. (i) 
A taxpayer may revoke an election 
made by him under section 617(a) by 
filing with the Internal Revenue serv-
ice center with which the taxpayer’s 
income tax return is required to be 
filed, within the period set forth in sub-
division (ii) of this subparagraph, a 
statement, signed by the taxpayer or 
his authorized representative, which 
sets forth that the taxpayer is revok-
ing the section 617(a) election pre-
viously made by him and states with 
whom and where the document making 
the election was filed. A taxpayer re-
voking a section 617(a) election shall 
file amended income tax returns which 
reflect any increase or decrease in tax 
attributable to the revocation of elec-
tion for all taxable years affected by 
the revocation of election for which he 
has filed income tax returns before re-
voking the election. See section 
617(a)(2)(C) and subparagraph (4) of this 
paragraph for provisions relating to ex-
tension of the period of limitations for 
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the assessment of any deficiency at-
tributable to an election or revocation 
of an election under section 617(a). In 
applying the revocation of election to 
the years affected, there shall be taken 
into account the effect that any adjust-
ments resulting from the revocation of 
election shall have on other items af-
fected thereby (such as the deduction 
for charitable contributions, the for-
eign tax credit, net operating loss, and 
other deductions or credits the amount 
of which is limited by the taxpayer’s 
income) and the effect that adjust-
ments of any such items have on items 
of other taxable years. 

(ii) An election under section 617(a) 
may be revoked before the expiration 
of the last day of the third month fol-
lowing the month in which the final 
regulations under section 617(a) are 
published in the FEDERAL REGISTER. 
After the expiration of this period, a 
taxpayer who has made an election 
under section 617(a) may not revoke 
that election unless he obtains the 
prior consent of the Commissioner of 
Internal Revenue. Consent will not be 
granted where a principal purpose for 
the revocation of the election is to cir-
cumvent the recapture provisions of 
section 517 (b), (c), or (d). The request 
for consent shall be made in writing to 
the Commissioner of Internal Revenue, 
Attention T:I:E, Washington, DC 20224. 
The request shall include in detail: 

(a) The reason or reasons for the rev-
ocation of election under section 617(a); 

(b) An itemization of the taxpayer’s 
deductions under section 617(a); 

(c) A description of all properties and 
detailed information of the exploration 
activities with respect to which the 
taxpayer has taken deductions under 
section 617(a); 

(d) A description of any development 
or production activities on all prop-
erties with respect to which explo-
ration expenditures were deducted 
under section 617(a); and 

(e) A recomputation of the tax for 
each prior taxable year affected by the 
revocation. A letter setting forth the 
Commissioner’s determination will be 
mailed to the taxpayer. If consent is 
granted, a copy of the letter granting 
such consent shall be filed with the di-
rector of the Internal Revenue service 
center with which the taxpayer’s in-

come tax return is required to be filed 
and shall be accompanied by an amend-
ed return or returns, if necessary. 

(iii) If, before revoking his election, 
the taxpayer has transferred any min-
eral property with respect to which he 
deducted exploration expenditures 
under section 617(a), to another person 
in a transaction as a result of which 
the basis of such property in the hands 
of the transferee is determined in 
whole or in part by reference to the 
basis in the hands of the transferor, the 
statement submitted pursuant to sub-
division (i) of this paragraph shall 
state that such property has been so 
transferred, shall identify the trans-
feree, the property transferred, the 
date of the transfer, and shall indicate 
the amount of the adjusted exploration 
expenditures with respect to such prop-
erty on such date. 

(4) Deficiency attributable to election or 
revocation of election. The statutory pe-
riod for the assessment of any defi-
ciency for any taxable year, to the ex-
tent such deficiency is attributable to 
an election or revocation of an election 
under section 617(a), shall not expire 
before the last day of the 2-year period 
which begins on the day after the date 
on which such election or revocation of 
election is made; and such deficiency 
may be assessed at any time before the 
expiration of such 2-year period, not-
withstanding any law or rule which 
would otherwise prevent such assess-
ment. 

[T.D. 7192, 37 FR 12942, June 30, 1972] 

§ 1.617–2 Limitation on amount de-
ductible. 

(a) Expenditures paid or incurred before 
January 1, 1970. In the case of expendi-
tures paid or incurred before January 
1, 1970, a taxpayer may deduct explo-
ration expenditures paid or incurred 
during the taxable year with respect to 
any deposit of ore or other mineral for 
which a deduction for percentage de-
pletion is allowable under section 613 
(other than oil or gas) in the United 
States or on the Outer Continental 
Shelf (within the meaning of section 2 
of the Outer Continental Shelf Lands 
Act, as amended and supplemented; 43 
U.S.C. 1331). 

VerDate Mar<15>2010 16:41 Apr 30, 2012 Jkt 226092 PO 00000 Frm 00533 Fmt 8010 Sfmt 8010 Q:\26\26V7.TXT ofr150 PsN: PC150



524 

26 CFR Ch. I (4–1–12 Edition) § 1.617–2 

(b) Expenditures paid or incurred after 
December 31, 1969. In the case of explo-
ration expenditures paid or incurred 
after December 31, 1969, with respect to 
any deposit of ore or other mineral for 
which a deduction for percentage de-
pletion is allowable under section 613 
(other than oil or gas), a taxpayer may 
deduct: 

(1) The amount of such expenditures 
paid or incurred during the taxable 
year with respect to any such deposit 
in the United States (as defined in sec-
tion 638 and the regulations there-
under), and 

(2) With respect to any such deposit 
located outside the United States (as 
defined in section 638 and the regula-
tions thereunder) the lesser of: 

(i) The amount of the exploration ex-
penditures paid or incurred with re-
spect to such deposits during the tax-
able year, or 

(ii) $400,000 minus the sum of the 
amount to be deducted under subpara-
graph (1) of this paragraph for the tax-
able year and all amounts deducted or 
treated as deferred expenses during all 
preceding taxable years under section 
617 and section 615 of the Internal Rev-
enue Code of 1954 and section 23(ff) of 
the Internal Revenue Code of 1939. See 
paragraph (d) of this section for appli-
cation of the limitation in the case of 
a transferee of a mining property. 

(c) Examples. The application of the 
provisions of paragraphs (a) and (b) of 
this section may be illustrated by the 
following examples: 

Example 1. A, a calendar-year taxpayer who 
has claimed the benefits of section 615, ex-
pended $100,000 for exploration expenditures 
during the year 1966. For each of the years 
1967, 1968, 1969, and 1970 A had exploration 
costs of $80,000 all with respect to coal depos-
its located within the United States. A de-
ducted or deferred the maximum amounts al-
lowable for each of the years 1966 ($100,000), 
1967 ($80,000), 1968 ($80,000), and 1969 ($80,000). 
The $80,000 of exploration expenditures for 
1970 may be deducted under section 617 by A. 

Example 2. B, a calendar-year taxpayer 
claimed deductions of $100,000 per year under 
section 615 for the years 1968 and 1969. In 
1970, B deducted $150,000 under section 617 for 
exploration conducted with respect to coal 
deposits in the United States. In 1971, B paid 
$150,000 with respect to exploration of tin de-
posits outside the United States. The max-
imum amount B may deduct with respect to 

the foreign exploration in 1971 is $50,000 com-
puted as follows: 

(a) Add all amounts deducted or deferred 
for exploration expenditures by B for all 
years: 

Year Expendi-
tures 

Deducted 
or de-
ferred 

1968 ................................................... $100,000 $100,000 
1969 ................................................... 100,000 100,000 
1970 ................................................... 150,000 150,000 

Total .................................... ................ 350,000 

(b) Subtract from $400,000 (the maximum 
amount allowable to B for deduction of for-
eign exploration expenditures) the sum of 
the amounts obtained in (a) $350,000: 
Maximum amount allowable to taxpayer ............. $400,000 
Sum of amounts obtained in (a) .......................... 350,000 

50,000 

Example 3. Assume the same facts as in ex-
ample 2 except that in 1971 in addition to the 
$150,000 paid with respect to exploration out-
side the United States, B paid $100,000 with 
respect to exploration within the United 
States. As the following computation indi-
cates, B may not deduct any amount with re-
spect to the foreign exploration: 

(a) Add all amounts deducted or deferred 
for exploration expenditures in prior years 
and the exploration expenditures with re-
spect to exploration in the United States to 
be deducted in 1971: 

Year Expendi-
tures 

Deducted 
or de-
ferred 

1968 ................................................... $100,000 $100,000 
1969 ................................................... 100,000 100,000 
1970 ................................................... 150,000 150,000 
1971 ................................................... 250,000 1 100,000 

Total .................................... ................ 450,000 

1 Domestic. 

(b)Because the sum of the amounts ob-
tained in (a), $450,000, exceeds $400,000 no de-
duction would be allowable to B with respect 
to foreign exploration expenditures for 1971. 

(d) Transferee of mineral property. (1) 
Where an individual or corporation 
transfers any mining property to the 
taxpayer, the taxpayer shall take into 
account for purposes of the $400,000 
limitation described in paragraph 
(b)(ii) of this section all amounts de-
ducted and amounts treated as deferred 
expenses by the transferor if: 

(i) The taxpayer acquired any min-
eral property from the transferor in a 
transaction described in section 
23(ff)(3) of the Internal Revenue Code of 
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1939, excluding the reference therein to 
section 113(a)(13), 

(ii) The taxpayer acquired any min-
eral property by reason of the acquisi-
tion of assets of a corporation in a 
transaction described in section 381(a) 
as a result of which the taxpayer suc-
ceeds to and takes into account the 
items described in section 381(c), 

(iii) The taxpayer acquired any min-
eral property under circumstances 
which make applicable any of the fol-
lowing sections of the Internal Rev-
enue Code: 

(a) Section 334(b)(1), relating to the 
liquidation of a subsidiary where the 
basis of the property in the hands of 
the distributee is the same as it would 
be in the hands of the transferor. 

(b) Section 362 (a) and (b), relating to 
property acquired by a corporation as 
paid-in surplus or as a contribution to 
capital, or in connection with a trans-
action to which section 351 applies. 

(c) Section 372(a), relating to reorga-
nization in certain receiverships and 
bankruptcy proceedings. 

(d) Section 373(b)(1), relating to prop-
erty of a railroad corporation acquired 
in certain bankruptcy or receivership 
proceedings. 

(e) Section 1051, relating to property 
acquired by a corporation that is a 
member of an affiliated group. 

(f) Section 1082, relating to property 
acquired pursuant to a Securities Ex-
change Commission order. 

(2) For purposes of applying the limi-
tations imposed by section 617(h): 

(i) The partner, and not the partner-
ship, shall be considered as the tax-
payer (see paragraph (a)(8)(iii) of 
§ 1.702–1), and 

(ii) An electing small business cor-
poration, as defined in section 1371(b), 
and not its shareholders, shall be con-
sidered as the taxpayer. 

(3) For purposes of subparagraph 
(1)(iii) (b) of this paragraph, relating to 
a transaction to which section 362 (a) 
and (b) applies or to which section 351 
applies: 

(i) If mineral property is acquired 
from a partnership, the transfer shall 
be considered as having been made by 
the individual partners, so that the 
amounts which each partner has de-
ducted or deferred under sections 615 
and 617 of the Internal Revenue Code of 

1954 and section 23(ff) of the Internal 
Revenue Code of 1939 shall be taken 
into account, or 

(ii) If an interest in a partnership 
having mineral property is transferred, 
the transfer shall be considered as a 
transfer of mineral property by the 
partner or partners relinquishing an in-
terest, so that the amounts which each 
such partner has deducted or deferred 
under sections 615 and 617 of the Inter-
nal Revenue Code of 1954 and section 
23(ff) of the Internal Revenue Code of 
1939 shall be taken into account. 

(e) Examples. The application of the 
provisions of this section may be illus-
trated by the following example: 

Example 1. A calendar year taxpayer (who 
has never claimed the benefits of section 617) 
received in 1970 a mineral deposit from X 
Corporation upon a distribution in complete 
liquidation of the latter under conditions 
which make the provisions of section 
334(b)(1) applicable in determining the basis 
of the property in the hands of the taxpayer. 
During the year 1969, X Corporation ex-
pended $60,000 for exploration expenditures 
which it elected to treat under section 615(b) 
as deferred expenses. Subsequent to the 
transfer the taxpayer made similar expendi-
tures for domestic exploration of $250,000 and 
$140,000, for the years 1970, and 1971, respec-
tively, which the taxpayer elected to deduct. 
In 1972, the taxpayer made expenditures for 
domestic exploration of $100,000 and for for-
eign exploration of $50,000. The taxpayer may 
deduct the $100,000 domestic exploration ex-
penditures but may not deduct any portion 
of the $50,000 of foreign exploration expendi-
tures because the $400,000 limitation of sec-
tion 617(h) applies. 

Example 2. In 1971, A and B transfer assets 
to a corporation in a transfer to which sec-
tion 351 applied. Among the assets trans-
ferred by A is a mineral lease with respect to 
certain coal lands. A has deducted explo-
ration expenditures under section 615 for the 
years 1968 and 1969 in the amounts of $50,000 
and $100,000, respectively, made with respect 
to other deposits not included in the transfer 
to the corporation. The corporation is re-
quired to take into account the deductions 
previously made by A for purpose of applying 
the $400,000 limitation on deduction of for-
eign exploration expenditures. Thus, if in 
1970 the corporation incurred $400,000 of for-
eign exploration expenditures, the maximum 
which it could deduct under section 617(a) is 
$250,000. 

[T.D. 7192, 37 FR 12944, June 30, 1972] 
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§ 1.617–3 Recapture of exploration ex-
penditures. 

(a) In general. (1)(i) Except as pro-
vided in subparagraphs (2) and (3) of 
this paragraph, if in any taxable year 
any mine (as defined in paragraph (c) of 
this section) with respect to which de-
ductions have been allowed under sec-
tion 617(a) reaches the producing stage 
(as defined in paragraph (c) of this sec-
tion) the deduction for depletion under 
section 611 (whether determined under 
§ 1.611–2 or under section 613) with re-
spect to the property shall be dis-
allowed for the taxable year and each 
subsequent taxable year until the ag-
gregate amount of depletion which 
would be allowable but for section 
617(b)(1)(B) and this subparagraph 
equals the amount of the adjusted ex-
ploration expenditures (determined 
under section 617(f)(1) and paragraph 
(d) of this section) attributable to the 
mine. The preceding sentence shall 
apply notwithstanding the fact that 
such mine is not in the producing stage 
at the close of such taxable year. In the 
case of a taxpayer who owns more than 
one property in a mine with respect to 
which he has been allowed deductions 
under section 617(a), the depletion de-
duction described in the second pre-
ceding sentence shall be disallowed 
with respect to all of the properties 
until the aggregate amount of deple-
tion disallowed under section 
617(b)(1)(B) is equal to the adjusted ex-
ploration expenditures with respect to 
the mine. In the case of a taxpayer who 
elects under section 614(c)(1) to aggre-
gate a mine, with respect to which he 
has been allowed deductions under sec-
tion 617(a), with another mine, no de-
duction for depletion will be allowable 
under section 611 with respect to the 
aggregated property until the amount 
of depletion disallowed under section 
617(b)(1)(B) equals the adjusted explo-
ration expenditures attributable to all 
of the producing mines included in the 
aggregated property. 

(ii) If a taxpayer who has made an 
election under section 617(a) receives 
or accrues a bonus or royalty with re-
spect to a mining property with respect 
to which deductions have been allowed 
under section 617(a), the deduction for 
depletion under section 611 with re-
spect to such bonus or royalty (wheth-

er determined under § 1.611–2 or under 
section 613) shall be disallowed for the 
taxable year of receipt or accrual and 
each subsequent taxable year until the 
aggregate amount of the depletion dis-
allowed under section 617(c) and this 
section equals the amount of the ad-
justed exploration expenditures with 
respect to the property to which the 
bonus or royalty relates. The preceding 
sentence shall not apply if the bonus or 
royalty is paid with respect to a min-
eral for which a deduction is not allow-
able under section 617(a). In the case of 
the disposal of coal or domestic iron 
ore with a retained economic interest, 
see paragraph (a)(2) of § 1.617–4. 

(2) If the taxpayer so elects with re-
spect to all mines as to which deduc-
tions have been allowed under section 
617(a) and which reach the producing 
stage during the taxable year, he shall 
include in gross income (but not gross 
income from the property for purposes of 
section 613) for such taxable year an 
amount equal to the adjusted explo-
ration expenditures (determined under 
section 617(f)(1) and paragraph (d) of 
this section) with respect to all of such 
mines. The amount so included in in-
come shall be treated for purposes of 
subtitle A of the Internal Revenue 
Code as expenditures which are paid or 
incurred on the respective dates on 
which the mines reach the producing 
stage and which are properly charge-
able to capital account. The fact that a 
taxpayer does not make the election 
described in this subparagraph for a 
taxable year during which mines with 
respect to which deductions have been 
allowed under section 617(a) reach the 
producing stage shall not preclude the 
taxpayer from making the election 
with respect to other mines which 
reach the producing stage during sub-
sequent taxable years. However, the 
election described in this subparagraph 
may not be made for any taxable year 
with respect to any mines which 
reached the producing stage during a 
preceding taxable year. 

(3) The provisions of section 617(b)(1) 
and subparagraphs (1) and (2) of this 
paragraph do not apply in the case of 
any deposit of oil or gas. For example, 
A in exploring for sulphur incurred 
$500,000 of exploration expenditures 
which he deducted under section 617(a). 
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In the following year, A did not find 
sulphur but on the same mineral prop-
erty located commercially marketable 
quantities of oil and gas. In computing 
the depletion allowance with respect to 
the oil and gas, no depletion would be 
disallowed because of section 617(b)(1). 

(4) In the case of exploration expendi-
tures which are paid or incurred with 
respect to a mining property which 
contains more than one mine, the pro-
visions of subparagraphs (1) and (2) of 
this paragraph shall apply only to the 
amount of the adjusted exploration ex-
penditures properly chargeable to the 
mine or mines which reach the pro-
ducing stage during the taxable year. 
For example, A owns a mining property 
which contains mines X, Y, and Z. For 
1970, A deducted under section 617(a), 
$250,000 with respect to X, $100,000 with 
respect to Y and $70,000 with respect to 
Z. In 1971, mine X reaches the pro-
ducing stage. At that time, A will only 
have to recapture the $250,000 attrib-
utable to mine X. 

(b) Manner and time for making elec-
tion. (1) A taxpayer will be deemed not 
to have elected pursuant to section 
617(b)(1)(A) and paragraph (a)(2) of this 
section unless he clearly indicates such 
election on his income tax return for 
the taxable year in which the mine 
with respect to which deductions were 
allowed under section 617(a) reaches 
the producing stage. 

(2) The election described in para-
graph (a)(2) of this section may be 
made (or changed) not later than the 
time prescribed by law for filing the re-
turn (including extensions thereof) for 
the taxable year in which the mine 
with respect to which deductions were 
allowed under section 617(a) reaches 
the producing stage. 

(c) Definitions—(1) Mine. The term 
mine includes all quarries, pits, shafts, 
and wells, and any other excavations or 
workings for the purpose of extracting 
any known deposit of ore or other min-
eral. 

(2) Producing stage. A mine will be 
considered to have reached the pro-
ducing stage when (i) the major portion 
of the mineral production is obtained 
from workings other than those opened 
for the purpose of development, or (ii) 
the principal activity of the mine is 
the production of developed ores or 

minerals rather than the development 
of additional ores or minerals for min-
ing. 

(3) Mining property. The term mining 
property means any property (as the 
term is defined in section 614(a) after 
the application of subsections (c) and 
(e) thereof) with respect to which any 
expenditures allowed as deductions 
under section 617(a) are properly 
chargeable. 

(d) Adjusted exploration expenditures— 
(1) In general. The term adjusted explo-
ration expenditures means, with respect 
to any property or mine: 

(i) The aggregate amount of the ex-
penditures allowed as deductions under 
section 617(a) for the taxable year and 
all preceding taxable years to the tax-
payer or any other person which are 
properly chargeable to such property 
or mine and which (but for the election 
under section 617(a)) would be reflected 
in the adjusted basis of such property 
or mine, reduced by 

(ii) The excess, if any, of the amount 
which would have been allowable for 
all taxable years under section 613 but 
for the deduction of such expenditures 
over the amount allowable for deple-
tion under section 611 (determined 
without regard to section 617(b)(1)(B)). 
The amount determined under the pre-
ceding sentence shall be reduced by the 
aggregate of the amounts included in 
gross income for the taxable year and 
all preceding taxable years under sec-
tion 617(b) or (c) and the amount treat-
ed under section 617(d) as gain from the 
sale or exchange of the property which 
is neither a capital asset nor property 
described in section 1231. 

(iii) If a taxpayer pays or incurs ex-
ploration expenditures on a property 
which contains a producing mine and if 
such taxpayer deducts any portion of 
such expenditures under section 617(a), 
an amount equal to the amount so de-
ducted shall be taken into account in 
computing the taxpayer’s taxable in-
come from the property for the purposes 
of the limitation on the percentage de-
pletion deduction under section 613(a) 
and the regulations thereunder. The 
amount of the adjusted exploration ex-
penditures with respect to the pro-
ducing mine shall be reduced by an 
amount equal to the amount by which 
the taxpayer’s deduction under 617(a) 

VerDate Mar<15>2010 16:41 Apr 30, 2012 Jkt 226092 PO 00000 Frm 00537 Fmt 8010 Sfmt 8010 Q:\26\26V7.TXT ofr150 PsN: PC150



528 

26 CFR Ch. I (4–1–12 Edition) § 1.617–3 

(described in the preceding sentence) 
reduces the taxpayer’s deduction for 
depletion for the taxable year. See ex-
ample 1 in subparagraph (6) of this 
paragraph. 

(iv) For purposes of § 1.617–4, the ag-
gregate amount of adjusted exploration 
expenditures with respect to a mining 
property includes the aggregate 
amount of adjusted exploration expend-
itures properly allocable to all mines 
on such property. 

(v) (a) For purposes of paragraph 
(a)(1) of this section, the aggregate 
amount of the adjusted exploration ex-
penditures is determined as of the close 
of the taxpayer’s taxable year. 

(b) For purposes of § 1.617–4, the ag-
gregate amount of the adjusted explo-
ration expenditures is determined as of 
the date of the disposition of the min-
ing property or portion thereof. 

(2) Adjustments for certain expenditures 
of other taxpayers or in respect of other 
property. (i) For purposes of subpara-
graph (1) of this paragraph, the explo-
ration expenditures which must be 
taken into account in determining the 
adjusted exploration expenditures with 
respect to any property or mine are not 
limited to those expenditures with re-
spect to the property disposed of or 
which entered the production stage nor 
are such expenditures limited to those 
deducted by the taxpayer. For the 
manner of determining the amount of 
adjusted exploration expenditures im-
mediately after certain dispositions, 
see subparagraph (4) of this paragraph. 

(ii) If a transferee who at the time of 
the transfer has not made an election 
under section 617(a) (including a trans-
feree who has made an election under 
section 615(e)) receives mineral prop-
erty in a transaction in which the basis 
of such property in his hands is deter-
mined in whole or in part by reference 
to its basis in the hands of the trans-
feror and with respect to such property 
the transferor has deducted exploration 
expenditures under section 617(a), the 
adjusted exploration expenditures im-
mediately after such transfer shall be 
treated as exploration expenditures al-
lowed as deductions under section 
617(a) to the transferee. 

(iii) If a transferee who makes an 
election under section 617(a) receives 
mineral property in a transaction in 

which the basis of such property in his 
hands is determined in whole or in part 
by reference to the basis of such prop-
erty in the hands of the transferor and 
the transferor had in effect at the time 
of the transfer an election under sec-
tion 615(e), an amount equal to the 
total of the amounts allowed as deduc-
tions to the transferor under section 
615 with respect to the transferred 
property shall be treated as expendi-
tures allowed as deductions under sec-
tion 617(a) to the transferee. The pre-
ceding sentence shall not apply to ex-
penditures which could not have been 
reflected in the basis of the property in 
the hands of the transferee had the 
transferor not made the section 615(e) 
election. 

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

Example 1. On July 14, 1969, A purchased 
mineral property Z for $10,000. After deduct-
ing exploration expenditures of $20,000 under 
section 617(a), A transferred the property to 
his son as a gift on July 9, 1970. Since the ex-
ception for gifts in section 617(d)(3) (by in-
corporation by reference of the provisions of 
section 1245(b)(1)) applies, A does not recog-
nize gain under section 617(d). On September 
30, 1972 after deducting exploration expendi-
tures of $150,000 under section 617(a), the son 
transfers the mineral property to corpora-
tion X in a transaction under which no gain 
is recognized by the son under section 351. 
Since the exception of section 617(d)(3) (by 
incorporation by reference of the provisions 
of section 1245(b)(3)) applies, the son does not 
recognize gain under section 617(d). On No-
vember 14, 1972, corporation X sells the min-
eral property. No deductions for exploration 
expenditures were taken by corporation X. 
The amount of the adjusted exploration ex-
penditures with respect to mineral property 
Z to be recaptured by corporation X upon 
such sale is $170,000 (the total amount de-
ducted by A and the son). 

Example 2. Assume the same facts as in ex-
ample 1 except that A deducted the $20,000 of 
exploration expenditures under section 
615(a). The amount of the adjusted explo-
ration expenditures with respect to mineral 
property Z in corporation X’s hands is 
$170,000 (the $20,000 deducted under section 
615(a) by A plus the $150,000 deducted under 
section 617(a) by the son). 

(3) Allocation of certain expenditures. A 
project area consists of that territory 
which the taxpayer has determined by 
analysis of certain variables (the size 
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and topography of the area to be ex-
plored, existing information with re-
spect to that area and nearby areas, 
and the quantity of equipment, men, 
and money available) can be explored 
advantageously as a single integrated 
operation. If exploration expenditures 
are paid or incurred with respect to a 
project area and one or more areas of 
interest are identified within such 
project area, the entire amount of such 
expenditures shall be allocated equally 
to each such area of interest. If an area 
of interest contains one or more mines 
or deposits the expenditures allocable 
to such area of interest shall be allo-
cated (i) if only one mine or deposit is 
located or identified, entirely to such 
mine or deposit, or (ii) if more than one 
mine or deposit is located or identified, 
equally among the various mines or de-
posits located. For purposes of this 
subparagraph, the term area of interest 
means each separable, noncontiguous 
portion of the project area which is 
identified as possessing sufficient min-
eral-producing potential to merit fur-
ther exploration. The provisions of this 
subparagraph may be illustrated by the 
following example: A pays $100,000 for 
the exploration of a project area which 
results in the identification of two 
areas of interest. A pays an additional 
$60,000 for the exploration of one of the 
areas of interest in which he locates 
mineral deposit X and mineral deposit 
Y. With respect to the exploration of 
deposit X he incurs an additional 
$100,000 of expenses and with respect to 
deposit Y he incurs an additional 
$200,000 of expenses. The exploration 
expenditures properly attributable to 
deposit X would be $155,000 ($100,000 
plus one-half of $50,000 plus one-half of 
$60,000) and the exploration expendi-
tures properly attributable to deposit 
Y would be $255,000 ($200,000 plus one- 
half of $50,000 plus one-half of $60,000). 

(4) Partnership distributions. The ad-
justed exploration expenditures with 
respect to any property or mine re-
ceived by a taxpayer in a distribution 
with respect to all or part of his inter-
est in a partnership (i) include the ad-
justed exploration expenditures (not 
otherwise included under section 
617(f)(1)) with respect to such property 
or mine immediately prior to such dis-
tribution and (ii) shall be reduced by 

the amount of gain to which section 
751(b) applies realized by the partner-
ship (as constituted after the distribu-
tion) on the distribution of such prop-
erty or mine. In the case of any prop-
erty or mine held by a partnership 
after a distribution to a partner to 
which section 751(b) applies, the ad-
justed exploration expenditures with 
respect to such property or mine shall 
be reduced by the amount of gain (if 
any) to which section 751(b) applies re-
alized by such partner with respect to 
such distribution on account of such 
property or mine. 

(5) Amount of transferee’s adjusted ex-
ploration expenditures immediately after 
certain acquisitions—(i) Transactions in 
which basis is determined by reference to 
the cost or fair market value of the prop-
erty transferred. (a) If on the date a per-
son acquires mining property his basis 
for the property is determined solely 
by reference to its cost (within the 
meaning of section 1012), then on such 
date the amount of the adjusted explo-
ration expenditures for the mining 
property in such person’s hands is zero. 

(b) If on the date a person acquires 
mining property his basis for the prop-
erty is determined solely by reason of 
the application of section 301(d) (relat-
ing to basis of property received in cor-
porate distribution) or section 334(a) 
(relating to basis of property received 
in a liquidation in which gain or loss is 
recognized), then on such date the 
amount of the adjusted exploration ex-
penditures for the mining property in 
such person’s hands is zero. 

(c) If on the date a person acquires 
mining property his basis for the prop-
erty is determined solely under the 
provisions of section 334(b)(2) or (c) (re-
lating to basis of property received in 
certain corporate liquidations), then on 
such date the amount of the adjusted 
exploration expenditures for the min-
ing property in such person’s hands is 
zero. 

(d) If on the date a person acquires 
mining property from a decedent such 
person’s basis is determined, by reason 
of the application of section 1014(a), 
solely by reference to the fair market 
value of the property on the date of the 
decedent’s death or on the applicable 
date provided in section 2032 (relating 
to alternate valuation date), then on 
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the date of acquisition the amount of 
the adjusted exploration expenditures 
for the mining property in such per-
son’s hands is zero. 

(ii) Gifts and certain tax-free trans-
actions. (a) If mining property is dis-
posed of in a transaction described in 
(b) of this subdivision (ii), then the 
amount of the adjusted exploration ex-
penditures for the mining property in 
the hands of a transferee immediately 
after the disposition shall be an 
amount equal to: 

(1) The amount of the adjusted explo-
ration expenditures with respect to the 
mining property in the hands of the 
transferor immediately before the dis-
position, minus 

(2) The amount of any gain taken 
into account under section 617(d) by 
the transferor upon the disposition. 

(b) The transactions referred to in (a) 
of this subdivision (ii) are: 

(1) A disposition which is in part a 
sale or exchange and in part a gift, or 

(2) A disposition which is described in 
section 617(d) through the incorpora-
tion by reference of the provisions of 
section 1245(b)(3) (relating to certain 
tax free transactions). 

(iii) Property acquired from a decedent. 
If mining property is acquired in a 
transfer at death to which section 
617(d) applies through incorporation by 
reference of the provisions of section 
1245(b)(2), the amount of the adjusted 
exploration expenditures with respect 
to the mining property in the hands of 
the transferee immediately after the 
transfer shall include the amount, if 
any, of the exploration expenditures 
deducted by the transferee before the 
decedent’s death, to the extent that 
the basis of the mining property (deter-
mined under section 1014(a)) is required 
to be reduced under the second sen-
tence of section 1014(b)(9) (relating to 
adjustments to basis where the prop-
erty is acquired from a decedent prior 
to his death). 

(6) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example 1. A owns the working interest in 
a large tract of land located in the United 
States. A’s interest in the entire tract of 
land constitutes one property for purposes of 
section 614. In the northwest corner of this 
tract is an operating mine, X, producing an 

ore of beryllium, which is entitled to a per-
centage depletion rate of 22 percent under 
section 613(b)(2)(B). During 1971, A conducts 
an exploration program in the southeast cor-
ner of this same tract of land, and he incurs 
$400,000 of expenditures to which section 
617(a)(1) applies in connection with this ex-
ploration program. A elects to deduct this 
amount as expenses under section 617(a). 
During 1971, A’s gross income from the property 
computed under section 613 was $1 million, 
with respect to the property encompassing 
mine X and the area in which exploration 
was conducted. A’s taxable income from the 
property computed under section 613, before 
adjustment to reflect the deductions taken 
with respect to the property during the year 
under section 617, was $400,000. The cost de-
pletion deduction allowable and deducted 
with respect to the property during 1971 was 
$50,000. The amount of adjusted exploration 
expenditures chargeable to the exploratory 
mine (hereinafter referred to as mine Y) at 
the close of 1971 is $250,000, computed as fol-
lows: 
Expenditures allowed as deduc-

tions under sec. 617(a) .............. $400,000 
Gross income from the 

property ........................ $1,000,000 
22 percent thereof ........... 220,000 
Taxable income from the 

property, before adjust-
ment to reflect deduc-
tions allowed under 
sec. 617 during year .... 400,000 

50 percent thereof—ten-
tative deduction ............ 200,000 

Taxable income from the 
property after adjust-
ment to reflect deduc-
tions allowed under 
sec. 617 during year 
($400,000 minus 
$400,000) ..................... 0 

Cost depletion allowed for 
year .............................. 50,000 

Amount by which allowance for de-
pletion under sec. 611 was re-
duced on account of deductions 
under sec. 617 ($200,000 minus 
$50,000) ..................................... 150,000 

Adjusted exploration expenditures 
at end of 1971 ............................ 250,000 

Example 2. Assume the same facts as in ex-
ample 1. Assume further that mine Y, with 
respect to which exploration expenditures 
were deducted in 1971, enters the producing 
stage in 1972, and that no deductions were 
taken under section 617 with respect to that 
mine after 1971. A does not make an election 
under section 617(b)(1)(A) during 1972. As-
sume that the depletion deduction which 
would be allowable for 1972 with respect to 
the property (which includes both mines) but 
for the application of section 617(b)(1)(B) is 
$100,000. Pursuant to section 617(b)(1)(B), this 
depletion deduction is disallowed. Therefore, 
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the amount of adjusted exploration expendi-
tures with respect to mine Y at the end of 
1972 is $150,000 ($250,000 less $100,000). 

[T.D. 7192, 37 FR 12945, June 30, 1972] 

§ 1.617–4 Treatment of gain from dis-
position of certain mining property. 

(a) In general. (1) In general, section 
617(d)(1) provides, that, upon a disposi-
tion of mining property, the lower of (i) 
the adjusted exploration expenditures (as 
defined in section 617(f)(1) and para-
graph (d) of § 1.617–3) with respect to 
the property, or (ii) the amount, if any, 
by which the amount realized on the 
sale, exchange, or involuntary conver-
sion (or the fair market value of the 
property on any other disposition, ex-
ceeds the adjusted basis of the prop-
erty, shall be treated as gain from the 
sale of exchange of property which is 
neither a capital asset nor property de-
scribed in section 1231 (that is, shall be 
recognized as ordinary income). How-
ever, any amount recognized under the 
preceding sentence shall not be in-
cluded by the taxpayer in his gross in-
come from the property for purposes of 
section 613. Generally, the ordinary in-
come treatment applies even though in 
the absence of section 617(d) no gain 
would be recognized under any other 
provision of the Code. For example, if a 
corporation distributes mining prop-
erty as a dividend, gain may be recog-
nized as ordinary income to the cor-
poration even though, in the absence of 
section 617, section 311(a) would pre-
clude any recognition of gain to the 
corporation. For an exception to the 
recognition of gain with respect to dis-
positions which involve mineral pro-
duction payments, see section 636 and 
the regulations thereunder. For the 
definition of the term mining property, 
see section 617(f)(2) and paragraph 
(c)(3), of § 1.617–3. For exceptions and 
limitations to the application of sec-
tion 617(d)(1), see section 617(d)(3) and 
paragraph (c) of this section. 

(2) In the case of a sale, exchange, or 
involuntary conversion of mining prop-
erty, the gain to which section 617(d)(1) 
applies is the lower of the adjusted ex-
ploration expenditures with respect to 
such property or the excess of the 
amount realized upon the disposition of 
the property over the adjusted basis of 
the property. In the case of a disposi-

tion of mining property other than by 
a manner described in the preceding 
sentence, the gain to which section 
617(d)(1) applies is the lower of the ad-
justed exploration expenditures with 
respect to such property or the excess 
of the fair market value of the prop-
erty on the date of disposition over the 
adjusted basis of the property. In the 
case of a disposal of coal or domestic 
iron ore subject to a retained economic 
interest to which section 631(c) applies, 
the excess of the amount realized over 
the adjusted basis of the mining prop-
erty shall be treated as equal to the 
gain, if any, referred to in section 
631(c). For determination of the 
amount realized upon a disposition of 
mining property and nonmining prop-
erty, see paragraph (c)(3)(i) of this sec-
tion. 

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

Example 1. On July 14, 1970, A purchased 
undeveloped mining property for $100,000. 
During 1970, A incurred with respect to the 
property, $50,000 of exploration expenditures 
which he deducts under section 617(a). In 
1971, A incurred $150,000 of exploration ex-
penditures with respect to the property 
which he deducts on his income tax return. 
On January 2, 1972, A sells the mining prop-
erty to B for $250,000. A’s gain on the sale is 
$150,000 ($250,000 amount realized minus 
$100,000 basis). Since the excess of the 
amount realized over the adjusted basis of 
the mining property is less than the adjusted 
exploration expenditures with respect to the 
property ($200,000), the entire gain is treated 
as ordinary income under section 617(d)(1). 

Example 2. Assume the same facts as in ex-
ample 1 except that A sells the mining prop-
erty to B for $400,000, thereby realizing gain 
of $300,000 ($400,000 minus $100,000 basis). 
Since the amount of adjusted exploration ex-
penditures with respect to the mining prop-
erty ($200,000) is less than the amount real-
ized upon its disposition ($300,000), an 
amount equal to the amount of adjusted ex-
ploration expenditures is treated as ordinary 
income under section 617(d)(1). The remain-
ing $100,000 is treated by A without regard to 
section 617(d)(1). 

(4) Section 617(d) does not apply to 
losses. Thus, section 617(d) does not 
apply if a loss is realized upon a sale, 
exchange, or involuntary conversion of 
mining property, nor does section 
617(d) apply to a disposition of mining 
property other than by way of sale, ex-
change, or involuntary conversion if at 
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the time of the disposition the fair 
market value of such property is not 
greater than its adjusted basis. 

(b) Disposition of portion of mining 
property. (1) For purposes of section 
617(d)(1) and paragraph (a) of this sec-
tion, except as provided in subpara-
graph (3) of this paragraph, in the case 
of the disposition of a portion of a min-
ing property (other than an undivided 
interest), the entire amount of the ad-
justed exploration expenditures with 
respect to such property shall be treat-
ed as attributable to such portion to 
the extent of the amount of the gain to 
which section 617(d)(1) applies. If the 
amount of the gain to which section 
617(d)(1) applies is less than the amount 
of the adjusted exploration expendi-
tures with respect to the property, the 
balance of the adjusted exploration ex-
penditures shall remain subject to re-
capture in the hands of the taxpayer 
under the provisions of section 617 (b), 
(c), and (d). The disposition of a portion 
of a mining property (other than an un-
divided interest) includes the disposi-
tion of a geographical portion of a min-
ing property. For example, assume that 
A owns an 80-acre tract of land with re-
spect to which he has deducted explo-
ration expenditures under section 
617(a). If A were to sell the north 40 
acres, the entire amount of the ad-
justed exploration expenditures with 
respect to the 80-acre tract would be 
treated as attributable to the 40-acre 
portion sold (to the extent of the 
amount of the gain to which section 
617(d)(1) applies). 

(2) For purposes of section 617(d)(1), 
except as provided in subparagraph (3) 
of this paragraph, in the case of the 
disposition of an undivided interest in 
a mining property (or portion thereof) 
a proportionate part of the adjusted ex-
ploration expenditures with respect to 
such property shall be treated as at-
tributable to such undivided interest to 
the extent of the amount of the gain to 
which section 617(d)(1) applies. For ex-
ample, assume that A owns an 80-acre 
tract of land with respect to which he 
has deducted exploration expenditures 
under section 617(a). If A were to sell 
an undivided 40 percent interest in 
such tract, 40 percent of the adjusted 
exploration expenditures with respect 
to the 80-acre tract would be treated as 

attributable to the 40 percent of the 80- 
acre tract disposed of (to the extent of 
the amount of the gain to which sec-
tion 617(d)(1) applies). 

(3) Section 617(d)(2) and subpara-
graphs (1) and (2) of this paragraph 
shall not apply to any expenditure to 
the extent that such expenditure re-
lates neither to the portion (or interest 
therein) disposed of nor to any mine, in 
the property held by the taxpayer be-
fore the disposition, which has reached 
the producing stage. In any case where 
a taxpayer disposes of a mining prop-
erty (or interest therein) and treats ad-
justed exploration expenditures with 
respect to the mining property as if 
they relate neither to the portion (or 
interest therein) disposed of nor to any 
mine, in the property held by the tax-
payer before the disposition, which has 
reached the producing stage, the tax-
payer shall attach to its return for the 
taxable year in which the disposition 
occurred, a statement which includes: 

(i) A description of the portion (or in-
terest therein) disposed of; 

(ii) A description of the mineral prop-
erty which included the portion (or in-
terest therein) disposed of; 

(iii) An itemization of all expendi-
tures deducted under sections 617 and 
615 with respect to such mineral prop-
erty; and 

(iv) A description of the location of 
all producing mines on such mineral 
property. 

(c) Exceptions. (1)(i) Section 617(d)(3) 
provides, through incorporation by ref-
erence of the provisions of section 
1245(b)(1), that no gain shall be recog-
nized under section 617(d) upon a dis-
position by gift of mining property. 
For purposes of this subparagraph, the 
term gift means, except to the extent 
that subdivision (ii) of this subpara-
graph applies, a transfer of mining 
property which, in the hands of the 
transferee, has a basis determined 
under the provisions of section 1015 (a) 
or (d) (relating to basis of property ac-
quired by gift). For reduction in 
amount of the charitable contribution 
in case of a gift of section 617 property, 
see section 170(e) and paragraph (c)(3) 
of § 1.170–1. 

(ii) Where a disposition of mining 
property is in part a sale or exchange 
and in part a gift, the gain to which 
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section 617(d) applies is the lower of the 
adjusted exploration expenditures with 
respect to such property or the excess 
of the amount realized upon the dis-
position of the property over the ad-
justed basis of such property. 

(2) Section 617(d)(3) provides, through 
incorporation by reference of the provi-
sions of section 1245(b)(2), that, except 
as provided in section 691 (relating to 
income in respect to a decedent), no 
gain shall be recognized under section 
617(d) upon a transfer at death. For 
purposes of this paragraph, the term 
transfer at death means a transfer of 
mining property which property, in the 
hands of the transferee, has a basis de-
termined under the provisions of sec-
tion 1014(a) (relating to basis of prop-
erty acquired from a decedent) because 
of the death of the transferor. 

(3)(i) Section 617(d) provides, through 
incorporation by reference of the provi-
sions of section 1245(b)(3), that upon a 
transfer of property described in sub-
division (ii) of this subparagraph, the 
amount of gain taken into account by 
the transferor under section 617(d) 
shall not exceed the amount of gain 
recognized to the transferor on the 
transfer (determined without regard to 
section 617). For purposes of this sub-
division, in case of a transfer of mining 
property and nonmining property in 
one transaction, the amount realized 
from the disposition of the mining 
property shall be deemed to be equal to 
the amount which bears the same ratio 
to the total amount realized as the fair 
market value of the mining property 
bears to the aggregate fair market 
value of all of the property transferred. 
The preceding sentence shall be applied 
solely for purposes of computing the 
portion of the total gain (determined 
without regard to section 617) which 
shall be recognized as ordinary income 
under section 617(d). Section 617(d)(3) 
does not apply to a disposition of min-
ing property to an organization (other 
than a cooperative described in section 
521) which is exempt from the tax im-
posed by chapter 1 of the Code. 

(ii) The transfers referred to in sub-
division (i) of this subparagraph are 
transfers of mining property in which 
the basis of the mining property in the 
hands of the transferee is determined 
by reference to its basis in the hands of 

the transferor by reason of the applica-
tion of any of the following provisions: 

(a) Section 332 (relating to distribu-
tions in complete liquidation of an 80- 
percent-or-more controlled subsidiary 
corporation). See subdivision (iii) of 
this subparagraph. 

(b) Section 351 (relating to transfer to 
a corporation controlled by transferor). 

(c) Section 361 (relating to exchanges 
pursuant to certain corporate reorga-
nizations). 

(d) Section 371(a) (relating to ex-
changes pursuant to certain receiver-
ship and bankruptcy proceedings). 

(e) Section 374(a) (relating to ex-
changes pursuant to certain railroad 
reorganizations). 

(f) Section 721 (relating to transfers 
to a partnership in exchange for a part-
nership interest). 

(g) Section 731 (relating to distribu-
tions by a partnership to a partner). 

(iii) In the case of a distribution in 
complete liquidation of an 80-percent- 
or-more controlled subsidiary to which 
section 332 applies, the limitation pro-
vided in section 617(d)(3), through in-
corporation by reference of the provi-
sions of section 1245(b)(3), is confined to 
instances in which the basis of the 
mining property in the hands of the 
transferee is determined under section 
334(b)(1), by reference to its basis in the 
hands of the transferor. Thus, for ex-
ample, the limitation may apply in re-
spect of a liquidating distribution of 
mining property by an 80-percent-or- 
more controlled corporation to the par-
ent corporation, but does not apply in 
respect of a liquidating distribution of 
mining property to a minority share-
holder. Section 617(d)(3) does not apply 
to a liquidating distribution of prop-
erty by an 80-percent-or-more con-
trolled subsidiary to its parent if the 
parent’s basis for the property is deter-
mined, under section 334(b)(2), by ref-
erence to its basis in the stock of the 
subsidiary. 

[T.D. 7192, 37 FR 12947, June 30, 1972] 
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EXCLUSIONS FROM GROSS INCOME 

§ 1.621–1 Payments to encourage ex-
ploration, development, and mining 
for defense purposes. 

(a) General rule. (1) Under section 621, 
a taxpayer shall exclude from gross in-
come amounts which are paid to him: 

(i) By the United States or by an 
agency or instrumentality of the 
United States, 

(ii) As a grant, gift, bounty, bonus, 
premium, incentive, subsidy, loan, or 
advance, 

(iii) For the encouragement of explo-
ration for, or development or mining 
of, a critical and strategic mineral or 
metal, 

(iv) Pursuant to or in connection 
with an undertaking by the taxpayer 
to explore for, or develop or produce, 
such mineral or metal and to expend or 
use any amounts so received for the 
purpose and in accordance with the 
terms and conditions upon which such 
amounts are paid, which undertaking 
has been approved by the United States 
or by an agency or instrumentality of 
the United States, and 

(v) For which the taxpayer has ac-
counted, or is required to account, to 
an appropriate agency of the United 
States Government for the expenditure 
or use thereof for the purpose and in 
accordance with the terms and condi-
tions upon which such amounts are 
paid 

In order for section 621 to apply, such 
amount must qualify under each of the 
foregoing subdivisions of this para-
graph. Under section 621, there shall 
also be excluded from gross income any 
income attributable to the forgiveness 
or discharge of any indebtedness aris-
ing from amounts to which such sec-
tion applies. 

(2) Section 621 is applicable whether 
or not the payee is obligated to repay 
to the United States any portion or all 
of the amount so received. However, 
such section is not applicable to any 
loan or advance for the repayment of 
which the borrower’s liability is uncon-
ditional and legally enforceable. 

(3) Except as provided in paragraph 
(e) of this section any expenditure at-
tributable to an amount received by a 
taxpayer to which section 621 applies 
shall not be deductible by the taxpayer 

as an expense under subtitle A of the 
Code, nor shall any such expenditure 
increase the basis of the taxpayer’s 
property either for determining gain or 
loss on sale, exchange, or other disposi-
tion, or for computing depletion or de-
preciation (including amortization 
under section 168). 

(b) Allowance as part of purchase price. 
(1) Section 621 is not applicable to any 
part of the purchase price of a critical 
and strategic mineral or metal which 
amount is received, whether before, on, 
or after delivery from the United 
States or any agency or instrumen-
tality thereof, and irrespective of 
whether such purchase price is below, 
at, or above the currently prevailing 
market price. 

(2) However, a payment of a separate 
and specific amount for the encourage-
ment of exploration for, or develop-
ment or mining of, a critical and stra-
tegic mineral or metal shall not be 
considered to be a part of the purchase 
price of such mineral or metal merely 
because such payment is added to, or 
included with, the payment of such 
purchase price. 

(c) Payments for expenditures pre-
viously deducted or capitalized. (1) Where 
amounts described in section 621 and 
this section are paid to a taxpayer in 
reimbursement for expenditures pre-
viously allowed as a deduction, the tax-
payer shall include in gross income 
that portion of such amounts which is 
equivalent to the deduction for such 
expenditures allowed to the taxpayer 
and which deduction resulted in a re-
duction for any taxable year of the tax-
payer’s taxes under subtitle A of the 
Code (other than chapter 2, relating to 
tax on self-employment income), or 
prior income, war-profits, or excess- 
profits tax laws. 

(2) Where amounts described in sec-
tion 621 and this section are paid to the 
taxpayer in reimbursement for expend-
itures which have been deferred under 
sections 615 and 616 (relating to explo-
ration and development expenditures) 
the taxpayer shall include in gross in-
come that portion of such amounts 
which is equivalent to any deduction 
for such expenditures allowed to the 
taxpayer and which deduction resulted 
in a reduction for any taxable year of 
the taxpayer’s taxes under subtitle A 
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