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agreed to by all the partners or adopt-
ed in any other manner provided by the
partnership agreement. Such agree-
ment or modifications can be oral or
written. A partnership agreement may
be modified with respect to a par-
ticular taxable year subsequent to the
close of such taxable year, but not
later than the date (not including any
extension of time) prescribed by law
for the filing of the partnership return.
As to any matter on which the partner-
ship agreement, or any modification
thereof, is silent, the provisions of
local law shall be considered to con-
stitute a part of the agreement.

(d) Liquidation of partner’s interest.
The term liquidation of a partner’s inter-
est means the termination of a part-
ner’s entire interest in a partnership
by means of a distribution, or a series
of distributions, to the partner by the
partnership. A series of distributions
will come within the meaning of this
term whether they are made in one
year or in more than one year. Where a
partner’s interest is to be liquidated by
a series of distributions, the interest
will not be considered as liquidated
until the final distribution has been
made. For the basis of property distrib-
uted in one liquidating distribution, or
in a series of distributions in liquida-
tion, see section 732(b). A distribution
which is not in liquidation of a part-
ner’s entire interest, as defined in this
paragraph, is a current distribution.
Current distributions, therefore, in-
clude distributions in partial liquida-
tion of a partner’s interest, and dis-
tributions of the partner’s distributive
share. See paragraph (a)(1)(ii) of §1.731-
1.

(e) Distribution of partnership interest.
For purposes of section 708(b)(1)(B) and
§1.708-1(b)(1)(iv), the deemed distribu-
tion of an interest in a new partnership
by a partnership that terminates under
section 708(b)(1)(B) is not a sale or ex-
change of an interest in the new part-
nership. However, the deemed distribu-
tion of an interest in a new partnership
by a partnership that terminates under
section 708(b)(1)(B) is treated as an ex-
change of the interest in the new part-
nership for purposes of section 743. This
paragraph (e) applies to terminations
of partnerships under section
708(b)(1)(B) occurring on or after May 9,
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1997; however, this paragraph (e) may
be applied to terminations occurring
on or after May 9, 1996, provided that
the partnership and its partners apply
this paragraph (e) to the termination
in a consistent manner.

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as
amended by T.D. 7208, 37 FR 20686, Oct. 3,
1972; T.D. 8697, 61 FR 66588, Dec. 18, 1996; T.D.
8717, 62 FR 25501, May 9, 1997]

§1.761-2 Exclusion of certain unincor-
porated organizations from the ap-
plication of all or part of sub-
chapter K of chapter 1 of the Inter-
nal Revenue Code.

(a) Exclusion of eligible unincorporated
organizations—(1) In general. Under con-
ditions set forth in this section, an un-
incorporated organization described in
subparagraph (2) or (3) of this para-
graph may be excluded from the appli-
cation of all or a part of the provisions
of subchapter K of chapter 1 of the
Code. Such organization must be
availed of (i) for investment purposes
only and not for the active conduct of
a business, or (ii) for the joint produc-
tion, extraction, or use of property, but
not for the purpose of selling services
or property produced or extracted. The
members of such organization must be
able to compute their income without
the necessity of computing partnership
taxable income. Any syndicate, group,
pool, or joint venture which is classifi-
able as an association, or any group op-
erating under an agreement which cre-
ates an organization classifiable as an
association, does not fall within these
provisions.

(2) Investing partnership. Where the
participants in the joint purchase, re-
tention, sale, or exchange of invest-
ment property:

(i) Own the property as coowners,

(ii) Reserve the right separately to
take or dispose of their shares of any
property acquired or retained, and

(iii) Do not actively conduct business
or irrevocably authorize some person
or persons acting in a representative
capacity to purchase, sell, or exchange
such investment property, although
each separate participant may delegate
authority to purchase, sell, or ex-
change his share of any such invest-
ment property for the time being for
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his account, but not for a period of
more than a year, then

such group may be excluded from the
application of the provisions of sub-
chapter K under the rules set forth in
paragraph (b) of this section.

(3) Operating agreements. Where the
participants in the joint production,
extraction, or use of property:

(i) Own the property as coowners, ei-
ther in fee or under lease or other form
of contract granting exclusive oper-
ating rights, and

(ii) Reserve the right separately to
take in kind or dispose of their shares
of any property produced, extracted, or
used, and

(iii) Do not jointly sell services or
the property produced or extracted, al-
though each separate participant may
delegate authority to sell his share of
the property produced or extracted for
the time being for his account, but not
for a period of time in excess of the
minimum needs of the industry, and in
no event for more than 1 year, then

such group may be excluded from the
application of the provisions of sub-
chapter K under the rules set forth in
paragraph (b) of this section. However,
the preceding sentence does not apply
to any unincorporated organization
one of whose principal purposes is cy-
cling, manufacturing, or processing for
persons who are not members of the or-
ganization. In addition, except as pro-
vided in paragraph (d)(2)(i) of this sec-
tion, this paragraph (a)(3) does not
apply to any unincorporated organiza-
tion that produces natural gas under a
joint operating agreement, unless all
members of the unincorporated organi-
zation comply with paragraph (d) of
this section.

(b) Complete exclusion from subchapter
K—(1) Time for making election for exclu-
sion. Any unincorporated organization
described in subparagraph (1) and ei-
ther (2) or (3) of paragraph (a) of this
section which wishes to be excluded
from all of subchapter K must make
the election provided in section 761(a)
not later than the time prescribed by
paragraph (e) of §1.6031-1 (including ex-
tensions thereof) for filing the partner-
ship return for the first taxable year
for which exclusion from subchapter K
is desired. Notwithstanding the prior
sentence such organization may be
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deemed to have made the election in
the manner prescribed in subparagraph
(2)(ii) of this paragraph.

(2) Method of making election. (i) Ex-
cept as provided in subdivision (ii) of
this subparagraph, any unincorporated
organization described in subpara-
graphs (1) and either (2) or (3) of para-
graph (a) of this section which wishes
to be excluded from all of subchapter K
must make the election provided in
section 761(a) in a statement attached
to, or incorporated in, a properly exe-
cuted partnership return, Form 1065,
which shall contain the information re-
quired in this subdivision. Such return
shall be filed with the internal revenue
officer with whom a partnership re-
turn, Form 1065, would be required to
be filed if no election were made.
Where, for the purpose of determining
such officer, it is necessary to deter-
mine the internal revenue district (or
service center serving such district) in
which the electing organization has its
principal office or place of business,
the principal office or place of business
of the person filing the return shall be
considered the principal office or place
of business of the organization. The
partnership return must be filed not
later than the time prescribed by para-
graph (e) of §1.6031-1 (including exten-
sions thereof) for filing the partnership
return with respect to the first taxable
year for which exclusion from sub-
chapter K is desired. Such partnership
return shall contain, in lieu of the in-
formation required by Form 1065 and
by the instructions relating thereto,
only the name or other identification
and the address of the organization to-
gether with information on the return,
or in the statement attached to the re-
turn, showing the names, addresses,
and identification numbers of all the
members of the organization; a state-
ment that the organization qualifies
under subparagraphs (1) and either (2)
or (3) of paragraph (a) of this section; a
statement that all of the members of
the organization elect that it be ex-
cluded from all of subchapter K; and a
statement indicating where a copy of
the agreement under which the organi-
zation operates is available (or if the
agreement is oral, from whom the pro-
visions of the agreement may be ob-
tained).
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(ii) If an unincorporated organization
described in subparagraphs (1) and ei-
ther (2) or (3) of paragraph (a) of this
section does not make the election pro-
vided in section 761(a) in the manner
prescribed by subdivision (i) of this
subparagraph, it shall nevertheless be
deemed to have made the election if it
can be shown from all the surrounding
facts and circumstances that it was the
intention of the members of such orga-
nization at the time of its formation to
secure exclusion from all of subchapter
K beginning with the first taxable year
of the organization. Although the fol-
lowing facts are not exclusive, either
one of such facts may indicate the req-
uisite intent:

(a) At the time of the formation of
the organization there is an agreement
among the members that the organiza-
tion be excluded from subchapter K be-
ginning with the first taxable year of
the organization, or

(b) The members of the organization
owning substantially all of the capital
interests report their respective shares
of the items of income, deductions, and
credits of the organization on their re-
spective returns (making such elec-
tions as to individual items as may be
appropriate) in a manner consistent
with the exclusion of the organization
from subchapter K beginning with the
first taxable year of the organization.

(3) Effect of election—(i) In general. An
election under this section to be ex-
cluded will be effective unless within 90
days after the formation of the organi-
zation (or by October 15, 1956, which-
ever is later) any member of the orga-
nization notifies the Commissioner
that the member desires subchapter K
to apply to such organization, and also
advises the Commissioner that he has
so notified all other members of the or-
ganization by registered or certified
mail. Such election is irrevocable as
long as the organization remains quali-
fied under subparagraphs (1) and either
(2) or (3) of paragraph (a) of this sec-
tion, or unless approval of revocation
of the election is secured from the
Commissioner. Application for permis-
sion to revoke the election must be
submitted to the Commissioner of In-
ternal Revenue, Attention: T:l, Wash-
ington, DC 20224, no later than 30 days
after the beginning of the first taxable
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year to which the revocation is to
apply.

(ii) Special rule. Notwithstanding sub-
division (i) of this subparagraph, an
election deemed made pursuant to sub-
paragraph (2)(ii) of this paragraph will
not be effective in the case of an orga-
nization which had a taxable year end-
ing on or before November 30, 1972, if
any member of the organization noti-
fies the Commissioner that the mem-
ber desires subchapter K to apply to
such organization, and also advises the
Commissioner that he has so notified
all other members of the organization
by registered or certified mail. Such
notification to the Commissioner must
be made on or before January 2, 1973
and must include the names and ad-
dresses of all of the members of the or-
ganization.

(c) Partial exclusion from subchapter K.
An unincorporated organization which
wishes to be excluded from only certain
sections of subchapter K must submit
to the Commissioner, no later than 90
days after the beginning of the first
taxable year for which partial exclu-
sion is desired, a request for permission
to be excluded from certain provisions
of subchapter K. The request shall set
forth the sections of subchapter K from
which exclusion is sought and shall
state that such organization qualifies
under subparagraphs (1) and either (2)
or (3) of paragraph (a) of this section,
and that the members of the organiza-
tion elect to be excluded to the extent
indicated. Such exclusion shall be ef-
fective only upon approval of the elec-
tion by the Commissioner and subject
to the conditions he may impose.

(d) Rules for gas producers that produce
natural gas under joint operating agree-
ments—(1) Joint operating agreements and
gas balancing. Co-owners of a property
producing natural gas enter into a
joint operating agreement (JOA) to de-
fine the rights and obligations of each
co- producer of the gas in place. The
JOA determines, among other things,
each co-producer’s proportionate share
of the natural gas as it is produced
from the reservoir, together with the
associated production expenses. A gas
imbalance arises when a co-producer
does not take its proportionate share
of current gas production under the
JOA (underproducer) and another co-
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producer takes more than its propor-
tionate share of current production
(overproducer). The co-producers often
enter into a gas balancing agreement
(GBA) as an addendum to their JOA to
establish their rights and obligations
when a gas imbalance arises. A GBA
typically allows the overproducer to
take the amount of the gas imbalance
(overproduced gas) and entitles the
underproducer to recoup the overpro-
duced gas either from the volume of
the gas remaining in the reservoir or
by a cash balancing payment.

(2) Permissible gas balancing methods—
(i) General requirement. All co-producers
of natural gas operating under the
same JOA must use the cumulative gas
balancing method, as described in para-
graph (d)(3) of this section, unless they
use the annual gas balancing method
described in paragraph (d)(4) of this
section. A co-producer’s failure to com-
ply with the provisions of this para-
graph (d)(2)(i) generally constitutes the
use of an impermissible method of ac-
counting, requiring a change to a per-
missible method under §1.446-1(e)(3)
with any terms and conditions as may
be imposed by the Commissioner. The
co-producers’ election to be excluded
from all or part of subchapter K will
not be revoked, unless the Commis-
sioner determines that there was will-
ful failure to comply with the require-
ments of this paragraph (d)(2)(i).

(ii) Change in method of accounting;
adoption of method of accounting—(A) In
general. The annual gas balancing
method and the cumulative gas bal-
ancing method are methods of account-
ing. Accordingly, a change to or from
either of these methods is a change in
method of accounting that requires the
consent of the Commissioner. See sec-
tion 446(e) and §1.446-1(e). For purposes
of this section, each JOA is treated as
a separate trade or business. Paragraph
(d)(2)(ii)(B) of this section provides
rules for adopting either permissible
method of accounting. Paragraph
d)(@)(i1)(C) of this section provides
rules on the timing of required changes
to either permissible method during
the transitional period, and paragraph
(d)(5) of this section contains the pro-
cedural provisions for making a change
in method of accounting required in
paragraph (d)(2)(ii)(C) of this section.

26 CFR Ch. | (4-1-04 Edition)

(B) Adoption of method of accounting.
A co-producer must adopt a permissible
method for each JOA entered into on
or after the start of the co-producer’s
first taxable year beginning after De-
cember 31, 1994 (or, in the case of the
use of the annual gas balancing method
by co-producers not having the same
taxable year, the start of the first tax-
able year beginning after December 31,
1994, of the co-producer whose taxable
year begins latest in the -calendar
year). If a co-producer is adopting the
cumulative method, the co-producer
may adopt the method by using the
method on its timely filed return for
the taxable year of adoption. A co-pro-
ducer may adopt the annual gas bal-
ancing method with the permission of
the Commissioner under guidelines set
forth in paragraph (d)(4)(ii) of this sec-
tion.

(C) Required change in method of ac-
counting for certain joint operating agree-
ments. This paragraph (d)(2)(ii)(C) ap-
plies to certain JOAs entered into prior
to 1996. Except in the case of a part-
year change in method of accounting
or in the case of the cessation of a JOA
(both of which are described in this
paragraph (d)(2)(ii)(C)), for each JOA
entered into prior to a co-producer’s
first taxable year beginning after De-
cember 31, 1994, and in effect as of the
beginning of that year, the co-producer
must change its method of accounting
for sales of gas and its treatment of
certain related deductions and credits
to a permissible method as of the start
of its first taxable year beginning after
December 31, 1994. In the case of a JOA
of co-producers that do not all have the
same taxable year and that choose the
annual gas balancing method, if the
JOA is entered into prior to the first
taxable year beginning after December
31, 1994 of the co-producer whose tax-
able year begins latest in the calendar
year and the JOA is in effect as of Jan-
uary 1, 1996, a change to the annual gas
balancing method by each co-producer
under that JOA is made as of January
1, 1996 (part-year change in method of
accounting). If the co-producers would
have made a part-year change to the
annual gas balancing method but for
the fact that their JOA ceased to be in
effect before January 1, 1996 (cessation
of a JOA), the co-producers do not
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change their method of accounting
with respect to the JOA. Rather, for
their taxable years in which the JOA
ceases to be in effect, the co-producers
use their current method of accounting
with respect to that JOA.

(3) Cumulative gas balancing method—
(1) In general. The cumulative gas bal-
ancing method (cumulative method),
solely for purposes of reporting income
from gas sales and certain related de-
ductions and credits, treats each co-
producer under the same JOA as the
sole owner of its percentage share of
the total gas in the reservoir and dis-
regards the ownership arrangement de-
scribed in the JOA for gas as it is pro-
duced from the reservoir. Each co-pro-
ducer is considered to be taking only
its share of the total gas in the res-
ervoir as long as the gas remaining in
the reservoir is sufficient to satisfy the
ownership rights of the co-producers in
their percentage shares of the total gas
in the reservoir. After a co-producer
has taken its entire share of the total
gas in the reservoir, any additional gas
taken by that co-producer (taking co-
producer) is treated as having been
taken from its other co-producers’
shares of the total gas in the reservoir.
The effect of being treated as a taking
co-producer under the cumulative
method is that the taking co-producer
generally may not claim an allowance
for depletion and a production credit
on its sales of its other co-producers’
percentage shares of the total gas in
the reservoir.

(ii) Requirements—(A) Reporting of in-
come from sales of gas. Under the cumu-
lative method, each co-producer must
include in gross income under its over-
all method of accounting the amount
of its sales from all gas produced from
the reservoir, including sales of gas
taken from another co-producer’s share
of the gas in the reservoir.

(B) Reporting of deduction of taking co-
producer. A taking co-producer deducts
the amount of a payment (in cash or
property, other than gas produced
under the JOA) made to another co-
producer for sales of that co-producer’s
gas, but only for the taxable year in
which the payment is made. Thus, an
accrual method taking co-producer is
not permitted a deduction for any obli-
gation it has to pay another co-pro-
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ducer for sales of that co-producer’s
gas until a payment is made. See para-
graph (d)(3)(iii)(B) of this section for a
rule requiring a reduction of the
amount of the deduction described in
this paragraph (d)(3)(ii)(B) if the taking
co-producer had mistakenly claimed a
depletion deduction relating to those
sales.

(C) Reporting of income by other co-pro-
ducers. Any co-producer that is entitled
to receive a payment from a taking co-
producer must include the amount of
the payment in gross income as pro-
ceeds from the sale of its gas only for
the taxable year that the payment is
actually received, regardless of its
overall method of accounting.

(D) Reporting of production expenses.
Each co-producer deducts its propor-
tionate share of production expenses,
as provided in the JOA, under its reg-
ular method of accounting for the ex-
penses.

(iii) Special rules for production credits
and depletion deductions under the cumu-
lative method—(A) In general. Under the
cumulative method, a co-producer’s de-
pletion allowance and production cred-
it for a taxable year are based on its in-
come from gas sales and production of
gas from its percentage share of the
total gas in the reservoir, and are not
based on its current proportionate
share of income and production as de-
termined under the JOA. Thus, in gen-
eral, a taking co-producer is not al-
lowed a production credit or an allow-
ance for depletion on its sales of gas in
excess of its percentage share of the
total gas in the reservoir. However, the
Service will not disallow depletion de-
ductions or production credits claimed
by a taking co-producer on the gas of
other co-producers if the taking co-pro-
ducer had a reasonable but mistaken
belief that the deductions or credits
were claimed with respect to the tak-
ing co-producer’s percentage share of
total gas in the reservoir and the tak-
ing co-producer makes the appropriate
reductions and additions to tax re-
quired in paragraphs (d)(3)(iii)(B) and
(d)(3)(ii1)(C) of this section. The reason-
ableness of the mistaken belief is de-
termined at the time of filing the re-
turn claiming the deductions or cred-
its. A co-producer receiving a payment
for sales of its gas from a taking co-
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producer claims a production credit
and an allowance for depletion relating
to those sales only for the taxable year
in which the amount of the payment is
included in its gross income.

(B) Reduction of taking co-producer’s
payment deduction for depletion claimed
on another co-producer’s gas. If a taking
co-producer claims an allowance for de-
pletion on another co-producer’s gas,
the taking co-producer must reduce its
deduction claimed in a later year for
making a payment to the other co-pro-
ducer for sales of that co-producer’s
gas by the amount of any percentage
depletion deduction allowed on the gas
sales to which the payment relates. If
the percentage limitation of section
613A(d)(1) applied to disallow a deple-
tion deduction for a previous year, the
taking co-producer must reduce the
amount of any carried over depletion
deduction allowable in the year of the
payment or in a future year by the por-
tion of the carried over depletion de-
duction, if any, that relates to another
co-producer’s gas.

(C) Addition to tax of taking co-pro-
ducer for production credit claimed on an-
other co-producer’s gas. If a taking co-
producer claims a production credit on
another co-producer’s gas, the taking
co-producer must add to its tax for the
taxable year that it makes a payment
to the other co-producer for sales of
that co-producer’s gas any production
credit allowed in an earlier taxable
year on the gas sales to which the pay-
ment relates, but only to the extent
the credit allowed actually reduced the
taking co- producer’s tax in any earlier
year. The taking co-producer also must
reduce the amount of its minimum tax
credit allowable by reason of section
53(d)(1)(B)(iii) in the year of the pay-
ment or in a future year by the portion
of the credit, if any, that relates to an-
other co-producer’s gas.

(iv) Anti-abuse rule. If the Commis-
sioner determines that co-producers
using the cumulative method have ar-
ranged or altered their taking of pro-
duction for a taxable year with a prin-
cipal purpose of shifting the income,
deductions, or credits relating to that
production to avoid tax, the co- pro-
ducers’ election to be excluded from all
or part of subchapter K will be revoked
for that year and for subsequent years.
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In determining that a principal purpose
was to avoid tax, the Commissioner
will examine all the facts and cir-
cumstances surrounding the use of the
cumulative method by the co-pro-
ducers. See Examples 3 and 4 of para-
graph (d)(6) of this section.

(4) Annual gas balancing method—(i)
In general. The annual gas balancing
method (annual method) takes into ac-
count each co-producer’s ownership
rights and obligations, as described in
the JOA, with respect to the co-pro-
ducer’s current proportionate share of
gas as it is produced from the res-
ervoir. Under the annual method, gas
imbalances relating to a JOA must be
eliminated annually through a bal-
ancing payment, which may be in the
form of cash, gas produced under the
same JOA, or other property. If all the
co-producers under a JOA have the
same taxable year, any gas imbalance
remaining at the end of a taxable year
must be eliminated by a balancing pay-
ment from the overproducer to the
underproducer by the due date of the
overproducer’s tax return for that tax-
able year (including extensions). If all
the co-producers under a JOA do not
have the same taxable year, any gas
imbalance remaining at the end of a
calendar year must be eliminated by a
balancing payment from the overpro-
ducer to the underproducer by Sep-
tember 15 of the following calendar
year. The annual method may be used
only if the Commissioner’s permission
is obtained. Paragraph (d)(4)(ii) of this
section provides guidelines for apply-
ing for this permission. The annual
method is not available for a JOA with
respect to which any co-producer made
an election under paragraph
(d)(5)(1)(B)(3) of this section (to take an
aggregate section 481(a) adjustment for
all JOAs of a co-producer into account
in the year of change).

(ii) Obtaining the Commissioner’s per-
mission to use the annual method. A re-
quest for the Commissioner’s permis-
sion to adopt the annual method for a
new JOA must be in writing and must
set forth the names of all the co-pro-
ducers under the JOA and the respec-
tive taxable year of adoption. See para-
graphs (d)(2)(ii) and (d)(5)(ii) of this
section for the rules for a change in
method of accounting to the annual
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method. In addition, the request must
contain an explanation of how the co-
producers will report income from gas
sales, the making or receiving of a bal-
ancing payment, production expenses,
depletion deductions, and production
credits. Permission will be granted
under appropriate conditions, includ-
ing, but not limited to, an agreement
in writing by all co-producers to use
the annual method and to eliminate
any gas imbalances annually in accord-
ance with paragraph (d)(4)(i) of this
section.

(5) Transitional rules for making a
change in method of accounting required
in paragraph (d)(2)(ii)(C) of this section—
(i) Change in method of accounting to the
cumulative method—(A) Automatic con-
sent to change in method of accounting to
the cumulative method. A co-producer
changing to the cumulative method for
any JOA entered into prior to its first
taxable year beginning after December
31, 1994, and in effect as of the begin-
ning of that year is granted the con-
sent of the Commissioner to change its
method of accounting with respect to
each JOA to the cumulative method,
provided the co-producer—

(1) Makes the change on its timely
filed return for its first taxable year
beginning after December 31, 1994;

(2) Attaches a completed and signed
Form 3115 to the co-producer’s tax re-
turn for the year of change, stating
that, pursuant to §1.761-2(d)(2)(ii) of
the regulations, the co-producer is
changing its method of accounting for
sales of gas and its treatment of cer-
tain related deductions and credits
under each JOA to the cumulative
method;

(3) In the case of a co-producer mak-
ing an election under paragraph
(d)(5)(1)(B)(3) of this section to take the
aggregate section 481(a) adjustment
into account in the year of change, at-
taches the statement described in para-
graph (d)(5)(i)(B)(3)(ii) of this section;
and

(4) In the case of a co-producer not
making an election under paragraph
d)(5)(1)(B)(3) of this section, attaches a
list of each JOA with respect to which
there is a section 481(a) adjustment
computed in accordance with para-
graph (d)(5)(i)(B)(2)(i) of this section.
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(B) Section 481(a) adjustment—(1) Ap-
plication of section 481(a). A change in
method of accounting to the cumu-
lative method under the automatic
consent procedure in paragraph
(d)(5)(1)(A) of this section is a change in
method of accounting to which the pro-
visions of section 481(a) apply. Thus, a
section 48l(a) adjustment must be
taken into account in the manner pro-
vided by this paragraph (d)(5)(i)(B) to
prevent the omission or duplication of
income. Paragraph (d)(5)(i)(B)(2) of this
section provides the general rules for
computing the amount of the section
481(a) adjustment of a co-producer re-
lating to a particular JOA and for tak-
ing the section 481(a) adjustment into
account. Paragraph (d)(5)(i)(B)(3) of
this section provides rules for electing
to take a co-producer’s section 481(a)
adjustment computed on an aggregate
basis for all JOAs into account in the
year of change. Paragraph (d)(5)(i)(C) of
this section provides rules to coordi-
nate the taking of a depletion deduc-
tion or a production credit with the in-
clusion of a section 481(a) adjustment
arising from a change in method of ac-
counting to the cumulative method
under this paragraph (d)(5)(i).

(2) Computation of the section 481(a)
adjustment relating to a joint operating
agreement—(i) In general. The section
481(a) adjustment of a co-producer re-
lating to a JOA is computed as of the
first day of the co-producer’s year of
change and is equal to the difference
between the amount of income re-
ported under the co-producer’s former
method of accounting for all taxable
years prior to the year of change and
the amount of income that would have
been reported if the co-producer’s new
method had been used in all those tax-
able years.

(ii) Section 481(a) adjustment period.
Except to the extent that paragraph
(d)(B)(1)(B)(3) of this section applies, a
co-producer’s section 481(a) adjustment
relating to a JOA, whether positive or
negative, is taken into account in com-
puting taxable income ratably over the
6-taxable-year period beginning with
the year of change (the section 481(a)
adjustment period). If the co-producer
has been in existence less than 6 tax-
able years, the adjustment is taken
into account over the number of years
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the co-producer has been in existence.
If the co-producer ceases to engage in
the trade or business that gave rise to
the section 481(a) adjustment at any
time during the section 481(a) adjust-
ment period, the entire remaining bal-
ance of the section 48l(a) adjustment
relating to that trade or business must
be taken into account in the year of
the cessation. For purposes of this
paragraph (d)(5)(i)(B)(2)(ii), production
under each JOA is treated as a separate
trade or business. The determination
as to whether the co-producer ceases to
engage in its trade or business is to be
made under the principles of §1.446--
1(e)(3)(ii) and its underlying adminis-
trative procedures. For example, the
permanent cessation of production
under a co-producer’s JOA constitutes
the cessation of a trade or business of
the co-producer. Accordingly, for the
year that production under a JOA per-
manently ceases, the remaining bal-
ance of the section 48l(a) adjustment
relating to the JOA must be taken into
account.

(3) Election to take aggregate section
481(a) adjustment for all joint operating
agreements into account in the year of
change—(i) In general. A co-producer
may elect to take into account its sec-
tion 481(a) adjustment, computed on an
aggregate basis for all of its JOAs,
whether negative or positive, in the
year of change, provided the co-pro-
ducer uses the cumulative method for
all of its JOAs entered into prior to its
first taxable year beginning after De-
cember 31, 1994, and in effect as of the
beginning of that year. The aggregate
section 481(a) adjustment of a co-pro-
ducer is equal to the difference be-
tween the amount of income reported
under the co-producer’s former method
of accounting for all taxable years
prior to the year of change and the
amount of income that would have
been reported if the co-producer’s new
method had been used in all of those
taxable years for all JOAs for which
the co-producer changes its method of
accounting. An election made under
this paragraph (d)(5)(i)(B)(3) is irrev-
ocable. If any person who, together
with another person, would be treated
as a single taxpayer under section
41(f)(1) (A) or (B) makes an election
under this paragraph (d)(5)(i)(B)(3), all
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persons within that single taxpayer
group will be treated as if they had
made an election under this paragraph
d)(G)(1)(B)(3) and, as such, will be irrev-
ocably bound by that election. If a co-
producer does not make an election
under this paragraph, each JOA en-
tered into prior to the start of its first
taxable year beginning after December
31, 1994, and in effect as of the begin-
ning of that year must be accounted
for separately in computing the section
481(a) adjustment and taxable income
of the co-producer for any year to
which this paragraph (d) applies.

(i) Time and manner for making the
election. An election under this para-
graph (d)(5)(1)(B)(3) is made by attach-
ing a statement to the co-producer’s
timely filed return for its year of
change indicating that the co- producer
is electing under §1.761-2(d)(5)(1)(B)(3)
to take its aggregate section 481(a) ad-
justment into account in the year of
change.

(C) Treatment of section 481(a) adjust-
ment as a sale for purposes of computing
a production credit and as gross income
from the property for purposes of deple-
tion deductions. Any positive section
481(a) adjustment arising as a result of
a change in method of accounting for
gas imbalances under this paragraph
(d)(5)(i) and taken into account in com-
puting taxable income under paragraph
(d)(5)(1)(B) of this section is considered
a sale by the taxpayer for purposes of
computing any production credit in the
year that the adjustment is taken into
account. Similarly, the positive sec-
tion 481(a) adjustment is considered
gross income from the property and tax-
able income from the property for pur-
poses of computing depletion deduc-
tions in the year the adjustment is
taken into account. Sales amounts
used iIn computing any production
credit in any year in which a negative
section 481(a) adjustment is taken into
account in computing taxable income
under paragraph (d)(5)(i)(B) of this sec-
tion must be reduced by the amount of
the negative section 481(a) adjustment
taken into account in that year. Simi-
larly, gross income from the property
and taxable income from the property
used in computing any depletion deduc-
tion in any year in which the negative
section 481(a) adjustment is taken into
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account must be reduced by the
amount of the negative adjustment.
For these purposes, any taxpayer that
makes an aggregate section 481(a) ad-
justment election under paragraph
(d)(B)(1)(B)(3) of this section must allo-
cate the adjustment among its prop-
erties in any reasonable manner that
prevents a duplication or omission of
depletion deductions.

(ii) Change in method of accounting to
the annual method—(A) In general. A co-
producer changing to the annual meth-
od in accordance with paragraph
(d)(2)(ii) of this section must request a
change under §1.446-1(e)(3) and will be
subject to any terms and conditions as
may be imposed by the Commissioner.

(B) Section 481(a) adjustment. A
change in method of accounting to the
annual method is a change in method
of accounting to which the provisions
of section 481(a) apply. Thus, a section
481(a) adjustment must be taken into
account to prevent the omission or du-
plication of income. If all the co-pro-
ducers under a JOA have the same tax-
able year, the section 481(a) adjustment
involved in a change to the annual
method by a co-producer relating to
the JOA is computed as of the first day
of the co-producer’s year of change. If
the co-producers under a JOA do not
all have the same taxable year (that is,
in the case of a part-year change de-
scribed in paragraph (d)(2)(ii)(C) of this
section), the change in method of ac-
counting occurs on January 1, 1996, and
the section 481(a) adjustment is com-
puted on that date.

(iii) Untimely change in method of ac-
counting to comply with this section. Un-
less a co-producer required by this sec-
tion to change its method of account-
ing complies with the provisions of this
paragraph (d)(5) for its first applicable
taxable year within the time prescribed
by this paragraph (d)(5), the co-pro-
ducer must take the section 481(a) ad-
justment into account under the provi-
sions of any applicable administrative
procedure that is prescribed by the
Commissioner specifically for purposes
of complying with this section. Absent
such an administrative procedure, a co-
producer must request a change under
§1.446-1(e)(3) and will be subject to any
terms and conditions as may be im-
posed by the Commissioner.
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(6) Examples. The following examples
illustrate the application of the cumu-
lative method described in paragraph
(d)(3) of this section.

Example 1. Operation of the cumulative
method. (i) L, a corporation using the cash
receipts and disbursements method of ac-
counting, and M, a corporation using an ac-
crual method, file returns on a calendar year
basis. On January 1, 1995, L and M enter into
a JOA to produce natural gas as an unincor-
porated organization from a reservoir lo-
cated in State Y. The JOA allocates res-
ervoir production 60 percent to L and 40 per-
cent to M. L and M enter into a GBA as an
addendum to the JOA. L and M agree to use
the cumulative method to account for gas
sales from the reservoir and elect under sec-
tion 761(a) and this section to exclude the or-
ganization from the application of sub-
chapter K. Production from the reservoir is
eligible for the section 29 credit for pro-
ducing fuel from a nonconventional source. L
and M produce and sell the following
amounts of natural gas (in mmcf) until 2000
during which year production from the res-
ervoir ceases:

1995 | 1996 | 1997 | 1998 | 1999 | 2000

720 | 480 | 600 | -0-| -0-| -0-
240 60| 120 | 160 80 40

(ii) By the end of 1996, neither L nor M has
fully produced its percentage share of the
total gas in the reservoir. In 1997, L produces
a total of 600 mmcf of gas at the rate of 50
mmcf per month. Prior to filing its return
for 1997, L determines that it fully produced
its percentage share of gas in the reservoir
as of June 30, 1997. Pursuant to the GBA exe-
cuted by L and M, L pays M at the end of
2000 for the 300 mmcf of M’s gas (as deter-
mined under the cumulative method) that L
sold in the last half of 1997.

(iii) For 1995, L and M must include in
their gross income the amounts relating to
gas sales of 720 mmcf and 240 mmcf, respec-
tively. For 1996, L and M must include the
amounts relating to gas sales of 480 mmcf
and 60 mmcf, respectively. For both 1995 and
1996, L and M compute an allowance for de-
pletion and a section 29 credit based upon
gas taken and sold by each from the res-
ervoir for each taxable year.

(iv) For 1997, L and M must include in gross
income the amounts relating to their gas
sales of 600 mmcf and 120 mmcf, respectively.
Under paragraph (d)(3)(iii)(A) of this section,
L computes an allowance for depletion and
the section 29 credit based only on produc-
tion from L’s proportionate share of gas in
the reservoir (that is, based on L’s produc-
tion through June 30, 1997). Accordingly, for
1997, L claims depletion and the section 29
credit only with respect to 300 mmcf of gas
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(50 mmcf per month x 6 months). For 1997, be-
cause M has not fully produced from its per-
centage share of the total gas in the res-
ervoir as of the end of 1997, M claims deple-
tion and the section 29 credit on the 120
mmcf that M produced in 1997.

(v) In 1998 and 1999, M must include in
gross income the amounts relating to M’s
sales of gas, that is, 160 mmcf for 1998 and 80
mmcf for 1999. For 2000, M must include in
gross income the amount relating to sales of
340 mmcf of gas, which consists of its own
sales of 40 mmcf plus the payment for 300
mmcf of gas that L made to M for having
sold from M’s share of the total gas in the
reservoir during the last half of 1997. Because
M produced from its percentage share of the
total gas in the reservoir during 1998, 1999,
and 2000, M claims a depletion deduction and
a section 29 credit on its income and produc-
tion for those years, that is, 160 mmcf for
1998, 80 mmcf for 1999, and 40 mmcf for 2000.
Additionally, for 2000, M claims depletion
and the section 29 credit relating to the pay-
ment that M received from L for the 300
mmcf of M’s gas that L sold in the last half
of 1997. Under paragraph (d)(3)(ii)(B) of this
section, L’s deduction for its payment to M
for the 300 mmcf of M’s gas that L sold in
1997 is allowable only for 2000.

Example 2. Adjustments under the cumulative
method for depletion deductions and production
credits that were claimed for sales in excess of a
co-producer’s percentage share of total gas in
the reservoir. (i) L, a corporation using the
cash receipts and disbursements method of
accounting, and M, a corporation using an
accrual method, file returns on a calendar
year basis. On January 1, 1995, L and M enter
into a JOA to produce natural gas as an un-
incorporated organization from a reservoir
located in State Y. The JOA allocates res-
ervoir production 60 percent to L and 40 per-
cent to M. L and M enter into a GBA as an
addendum to the JOA. L and M agree to use
the cumulative method to account for gas
sales from the reservoir and elect under sec-
tion 761(a) and this section to exclude the or-
ganization from the application of sub-
chapter K. Production from the reservoir is
eligible for the section 29 credit for pro-
ducing fuel from a nonconventional source. L
and M produce and sell the following
amounts of natural gas (in mmcf) until 2000
during which year production from the res-
ervoir ceases:

1995 | 1996 | 1997 | 1998 | 1999 | 2000

720 | 480 | 600 60 60 | —0-
240 60 | 120 60 60 40

(ii) In addition, L does not realize until De-
cember 31, 1999, that L fully produced its per-
centage share of the total gas in the res-
ervoir as of June 30, 1997. At the time of fil-
ing its returns for 1997 and 1998, L reasonably
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believes that during 1997 and 1998, respec-
tively, it did not fully produce its percentage
share of the total gas in the reservoir. Thus,
L claims depletion and the section 29 credit
for its total sales of 600 mmcf in 1997 and 60
mmcf in 1998. Pursuant to the GBA executed
by L and M, L pays M at the end of 2000 for
the 420 mmcf of M’s gas (as determined under
the cumulative method) that L sold (300
mmcf in the last half of 1997 (assuming that
production was at a rate of 50 mmcf per
month), 60 mmcf in 1998, and 60 mmcf in
1999).

(iii) In 1997 and 1998, L and M include in
gross income the amounts relating to their
respective sales of gas, that is, for L 600
mmcf for 1997 and 60 mmcf for 1998, and for
M 120 mmcf for 1997 and 60 mmcf for 1998.

(iv) For 1999, L must include in gross in-
come the amount of its sales of 60 mmcf, but
may not claim depletion or the section 29
credit on those sales. For 1999, M must in-
clude in gross income the amount of its sales
of 60 mmcf and claims depletion and the sec-
tion 29 credit with respect to those 60 mmcf.

(v) For 2000, M must include in gross in-
come the amount relating to gas sales of 460
mmcf, that is, the amount of M’s own gas
sales of 40 mmcf and the amount of the pay-
ment received from L for the 420 mmcf of M’s
gas that L sold (consisting of 300 mmcf in
1997, 60 mmcf in 1998, and 60 mmcf in 1999).
Under paragraph (d)(3)(iii)(A) of this section,
M computes a depletion deduction and a pro-
duction credit relating to the amount of M’s
actual gas sales for 2000 and the payment re-
ceived from L, that is, relating to a total of
460 mmcf of gas (M’s sales of 40 mmcf for
2000, plus L’s payment for 420 mmcf of gas).
Under paragraph (d)(3)(ii)(B) of this section,
L’s deduction for making its payment to M
for 420 mmcf of gas is allowable only for 2000.
Under paragraph (d)(3)(iii)(B) of this section,
L must reduce its deduction by the amount
of any percentage depletion deductions al-
lowed on its sales of M’s gas, that is, relating
to 360 mmcf of gas (300 mmcf for 1997 and 60
mmcf for 1998). In addition, under paragraph
(d)(3)(iii)(C) of this section, L must increase
its tax for 2000 by the amount of any section
29 credit L claimed on its sales of M’s gas,
but only to the extent that the credit
claimed actually reduced L’s tax in any ear-
lier year.

Example 3. Non-abusive altering of the taking
of production for a taxable year. (i) C and D
enter into a JOA and a GBA on December 1,
1994, for gas production from a reservoir. The
JOA allocates production at 50 percent to C
and 50 percent to D. C and D agree in writing
to use the cumulative method to account for
gas sales. Additionally, C and D elect under
section 761(a) and this section to exclude
their organization from the application of
subchapter K. C and D arrange to sell all
their production under annually renewable
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contracts. In 1995, C and D each sell 480 mmcf
of gas from the reservoir.

(ii) In November 1995, D is notified that its
contract with its purchaser will not be re-
newed for 1996. D is unable to find a new pur-
chaser for its gas for 1996. In December 1995,
D notifies C that it will not be taking pro-
duction from the reservoir in 1996. Pursuant
to the GBA, C then contracts with its cur-
rent gas purchaser to sell an additional 20
mmcf per month in 1996. Accordingly, C sells
720 mmcf in 1996 (60 mmcf per month x 12
months). Under the facts described in this
example, a principal purpose of altering the
taking of production is not to avoid tax. Ac-
cordingly, the co-producers’ election under
section 761(a) will not be revoked by reason
of altering the taking of production.

Example 4. Abusive altering of the taking of
production for a taxable year. The facts are
the same as in Example 3(i). For 1996, C an-
ticipates that C’s regular tax (reduced by the
credits allowable under sections 27 and 28)
will not exceed C’s tentative minimum tax.
Accordingly, under section 29(b)(6), C’s credit
allowed under section 29(a) for sales of its
gas will be zero. For 1997, C anticipates that
its credit allowed under section 29(a) will not
be limited by section 29(b)(6). On the other
hand, D anticipates that any credit it may
claim under section 29(a) for 1996, even in-
cluding a credit based on sales of C’s share of
current production under the JOA, will not
be limited by section 29(b)(6). However, for
1997, D anticipates that its credit under sec-
tion 29(a) will be limited by section 29(b)(6).
On January 1, 1996, C and D agree that D will
contract with its purchaser to sell the entire
960 mmcf produced from the reservoir in 1996
and that C will contract with its purchaser
to sell the entire 960 mmcf produced from the
reservoir in 1997. Under these facts, a prin-
cipal purpose of altering the taking of pro-
duction is to avoid tax. Accordingly, the co-
producers’ election under section 761(a) will
be revoked for 1996 and for subsequent years.

(7) Effective date. Except in the case
of a part-year change to the annual
method or the cessation of a JOA, both
of which are described in paragraph
(d)(2)(i1)(C) of this section, the provi-
sions of this paragraph (d) apply to all
taxable years beginning after Decem-
ber 31, 1994, of any producer that is a
member of an unincorporated organiza-
tion that produces natural gas under a
JOA in effect on or after the start of
the producer’s first taxable year begin-
ning after December 31, 1994. In the
case of a part-year change, the provi-
sions of this paragraph (d) apply on and
after January 1, 1996. In the case of the
cessation of a JOA, the co-producers
use their current method of accounting
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with respect to that JOA until the JOA
ceases to be in effect.

(e) Cross reference. For requirements
with respect to the filing of a return on
Form 1065 by a partnership, see §1.6031-
1.

[T.D. 7208, 37 FR 20687, Oct. 3, 1972; 37 FR
23161, Oct. 31, 1972, as amended by T.D. 8578,
59 FR 66183, Dec. 23, 1994; 60 FR 11028, Mar. 1,
1995]

EFFECTIVE DATE FOR SUBCHAPTER K,
CHAPTER 1 OF THE CODE

§1.771-1 Effective date.

(a) General rule. Except as provided in
paragraph (b) or (c) of this section, the
provisions of subchapter K, chapter 1 of
the Code, shall apply to any taxable
year of a partnership beginning after
December 31, 1954, and to any part of a
partner’s taxable year falling within
such partnership taxable year. The pro-
visions of the Internal Revenue Code of
1939 relating to partnerships shall
apply to any taxable year of a partner-
ship beginning before January 1, 1955,
and to any part of a partner’s taxable
year falling within such partnership
taxable year. If a partnership and the
partners are on different taxable years,
subchapter K shall become effective at
the same time both for the partnership
and for the partners.

(b) Special rules. Certain provisions of
section 771 apply after specific dates in
1954, as follows:

(1) Adoption of taxable year. Section
706(b) (relating to the adoption of tax-
able years by partners and partner-
ships), shall apply to any partnership
which adopts or changes to, and any
partner who changes to, a taxable year
beginning on or after April 2, 1954. For
the purpose of applying this subpara-
graph, the rules of section 708 (relating
to the continuation of partnerships)
shall apply. For example, if two or
more partnerships merge after April 1,
1954, and the new partnership uses the
taxable year of the partnership of
which it is deemed to be the successor
under section 708(b)(2)(A), it will not
need prior approval to continue to use
such taxable year even though such
year may be different from the taxable
years of the partners. Such a partner-
ship is not ‘‘adopting” or ‘‘changing”
its taxable year.

591



