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Depl etion; treatnent of delay rental

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON:  Notice of proposed rul emaking and notice of public
heari ng.

SUMVARY: Thi s docunent contains proposed anmendnents conform ng
regul ations relating to delay rental to the requirenents of
section 263A relating to capitalization and inclusion in

I nventory of costs of certain expenses. Changes to the
applicable | aw were made by the Tax Reform Act of 1986 and the
Techni cal and M scel | aneous Revenue Act of 1988. The proposed
regul ati ons provide the public with gui dance concerning the
application of section 263A to delay rental.

DATES: Witten coments nust be received by May 8, 2000.
Qutlines of topics to be discussed at the public hearing
schedul ed for May 26, 2000, at 10 a.m nust be received by My 5,
2000.

ADDRESSES: Send subm ssions to: CC. DOM CORP: R ( REG 103882-99),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin
Station, Washi ngton, DC 20044. Subm ssions may be hand delivered
bet ween the hours of 8 a.m and 5 p.m to: CC DOM CORP: R

(REG 103882-99), Courier’s Desk, Internal Revenue Service, 1111



2

Constitution Avenue, NW, Wishington, DC. Alternatively,
t axpayers may submt comments electronically via the Internet by
selecting the "Tax Regs" option on the IRS Hone Page, or by
subm tting conmments directly to the IRS Internet site at
http://ww. irs.ustreas. gov/prod/tax_regs/regslist.htnl.
The public hearing will be held in room 2615, |Internal Revenue
Bui I di ng, 1111 Constitution Avenue, NW, Wshi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng the regul ati on,
Brenda M Stewart, (202) 622-3120; concerning subm ssions and the
hearing, LaN ta Van Dyke, (202) 622-7180 (not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Thi s docunent contains proposed anendnents to the Inconme Tax
Regul ations (26 CFR part 1) under section 612 to conformthemto
the requirenments of section 263A. Section 263A was enacted by
the Tax Reform Act of 1986, Public Law 99-514 (100 Stat. 2085),
and anended by the Technical and M scel |l aneous Revenue Act of
1988, Public Law 100-647 (102 Stat. 3342).
Expl anati on of Provisions

Under the terns of a |ease of mneral property, the |essee
acquires, for a stated term the right and obligation to obtain
production of mnerals fromthe property. A |ease may provide
that for each year that the |lessee fails to nake efforts to
obtain production, the | essee nust pay a "delay rental” to the
| essor.

Section 1.612-3(c)(1) of the final regulations defines a
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delay rental as an anount paid for the privilege of deferring
devel opnment of the property and which coul d have been avoi ded by
abandonnment of the |ease, or by commencenent of devel opnent
operations, or by obtaining production. Section 1.612-3(c)(2) of
the final regulations provides that since a delay rental is in
the nature of rent, it is ordinary incone to the payee and not
subject to depletion. The payor nmay at his el ection deduct the
delay rental as an expense, or charge it to depletable capital
account under section 266.

Section 263A was enacted subsequent to the issuance of
81.612-3(c) of the final regulations. The uniformcapitalization
rul es of section 263A generally require the capitalization of al
direct costs and certain indirect costs properly allocable to
property produced by the taxpayer. Capitalization my be
requi red even though production (devel opnent) has not yet begun.
81.263A-2(a)(3)(ii). In sone situations, a delay rental may be
required to be capitalized under section 263A. Accordingly, the
proposed regul ation clarifies that subsequent to the enactnent of
section 263A, the payor of a delay rental may el ect to expense
currently the delay rental or charge it to depletable capital
account under section 266 to the extent that the delay rental is
not required to be capitalized under section 263A and the
regul ati ons thereunder.

Speci al Anal yses
It has been determined that this notice of proposed

rul emaking is not a significant regulatory action as defined in
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Executive Order 12866. Therefore, a regulatory assessnent i s not
required. It has also been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U S.C. chapter 5) does not apply
to these regul ati ons, and because the regul ati ons do not inpose a
collection of information on small entities, a Regulatory
Flexibility Analysis is not required. Pursuant to section
7805(f) of the Internal Revenue Code, this notice of proposed
rul emaking will be submtted to the Chief Counsel for Advocacy of
the Smal | Business Adm nistration for comment on its inpact on
smal | busi ness.
Comment s and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
that are submtted tinely (a signed original and eight copies) to
the IRS. The IRS and Treasury request conmments on the clarity of
t he proposed regul ati ons and they nmay be nade easier to
understand. Al comments will be nmade avail able for public
I nspecti on and copyi ng.

A public hearing has been schedul ed for May 26, 2000, at 10
a.m in room 2615, Internal Revenue Building, 1111 Constitution
Avenue NW, Washington, DC. Because of access restrictions,
visitors will not be admtted beyond the Internal Revenue
Bui I di ng | obby nore than 15 m nutes before the hearing starts.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.

Persons that wish to present oral coments at the hearing

must submt witten conmments (a signed original and ei ght (8)
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copies) by May 8, 2000. The outline of topics to be discussed at
t he hearing nust be received by May 5, 2000.

A period of 10 minutes will be allotted for each person for
maki ng conments.

An agenda showi ng the scheduling of the speakers wll be
prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.

Drafting Information

The principal author of this proposed regulation is Brenda
M Stewart of the Ofice of Assistant Chief Counsel (Passthroughs
and Special Industries), Internal Revenue Service. However,
ot her personnel fromthe IRS and Treasury Departnent participated
in its devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:

PART 1--1NCOVE TAX

Paragraph 1. The authority citation for part 1 continues to
read in part as follows:

Authority: 26 U S.C. 7805 * * *

Par. 2. In 81.612-3, the second sentence of paragraph
(c)(2) is renmobved and two sentences are added in its place to

read as foll ows:
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81.612-3 Depletion; treatnent of bonus and advanced royalty.

* * % * *

(c) * * *
(2) * * * To the extent the delay rental is not required

to be capitalized under section 263A and the regul ations

t hereunder, the payor may at his el ection deduct such anount or

under section 266 and the regul ati ons thereunder, charge it to

depl et abl e capital account. The second sentence of this

par agraph (c)(2) applies to delay rentals paid with respect to

| easi ng transactions entered into on or after the date these

regul ati ons are published as final regulations in the Federal

Regi ster.

* * % * *

Robert E. Wenzel

Deputy Conm ssioner of Internal Revenue



