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is not recognized in whole or in part 
under section 1031 (relating to like 
kind exchanges) or section 1033 (relat-
ing to involuntary conversions), the 
amount of gain taken into account by 
the transferor under section 1254(a)(1) 
may not exceed the sum of— 

(i) The amount of gain recognized on 
the disposition (determined without re-
gard to section 1254); plus 

(ii) The fair market value of property 
acquired that is not natural resource 
recapture property (determined with-
out regard to § 1.1254–1(b)(2)(vii)) and is 
not taken into account under para-
graph (d)(1)(i) of this section (that is, 
qualifying property under section 1031 
or 1033 that is not natural resource re-
capture property). 

(2) Disposition and acquisition of both 
natural resource recapture property and 
other property. For purposes of this 
paragraph (d), if both natural resource 
recapture property and property that is 
not natural resource recapture prop-
erty are acquired as the result of one 
disposition in which both natural re-
source recapture property and property 
that is not natural resource recapture 
property are disposed of— 

(i) The total amount realized upon 
the disposition is allocated between the 
natural resource recapture property 
and the property that is not natural re-
source recapture property disposed of 
in proportion to their respective fair 
market values; 

(ii) The amount realized upon the dis-
position of the natural resource recap-
ture property is deemed to consist of so 
much of the fair market value of the 
natural resource recapture property ac-
quired as is not in excess of the amount 
realized from the natural resource re-
capture property disposed of, and the 
remaining portion (if any) of the 
amount realized upon the disposition of 
such property is deemed to consist of 
so much of the fair market value of the 
property that is not natural resource 
recapture property acquired as is not 
in excess of the remaining portion; and 

(iii) The amount realized upon the 
disposition of the property that is not 
natural resource recapture property is 
deemed to consist of so much of the 
fair market value of all the property 
acquired which was not taken into ac-
count under paragraph (d)(2)(ii) of this 

section. Except as provided in section 
1060 and the regulations thereunder, if 
a buyer and seller have adverse inter-
ests as to such allocation of the 
amount realized, any arm’s-length 
agreement between the buyer and sell-
er is used to establish the allocation. 
In the absence of such an agreement, 
the allocation is made by taking into 
account the appropriate facts and cir-
cumstances. 

[T.D. 8586, 60 FR 2505, Jan. 10, 1995, as amend-
ed by T.D. 8684, 61 FR 53063, Oct. 10, 1996] 

§ 1.1254–3 Section 1254 costs imme-
diately after certain acquisitions. 

(a) Transactions in which basis is deter-
mined by reference to cost or fair market 
value of property transferred—(1) Basis 
determined under section 1012. If, on the 
date a person acquires natural resource 
recapture property, the person’s basis 
for the property is determined solely 
by reference to its cost (within the 
meaning of section 1012), the amount of 
section 1254 costs with respect to the 
natural resource recapture property in 
the person’s hands is zero on the acqui-
sition date. 

(2) Basis determined under section 
301(d), 334(a), or 358(a)(2). If, on the date 
a person acquires natural resource re-
capture property, the person’s basis for 
the property is determined solely by 
reason of the application of section 
301(d) (relating to basis of property re-
ceived in a corporate distribution), sec-
tion 334(a) (relating to basis of prop-
erty received in a liquidation in which 
gain or loss is recognized), or section 
358(a)(2) (relating to basis of other 
property received in certain ex-
changes), the amount of the section 
1254 costs with respect to the natural 
resource recapture property in the per-
son’s hands is zero on the acquisition 
date. 

(3) Basis determined solely under former 
section 334(b)(2) or former section 334(c). 
If, on the date a person acquires nat-
ural resource recapture property, the 
person’s basis for the property is deter-
mined solely under the provisions of 
section 334(b)(2) (prior to amendment 
of that section by the Tax Equity and 
Fiscal Responsibility Act of 1982) or (c) 
(prior to repeal of that section by the 
Tax Reform Act of 1986) (relating to 
basis of property received in certain 
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corporate liquidations), the amount of 
section 1254 costs with respect to the 
natural resource recapture property in 
the person’s hands is zero on the acqui-
sition date. 

(4) Basis determined by reason of the 
application of section 1014(a). If, on the 
date a person acquires natural resource 
recapture property from a decedent, 
the 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), 
the amount of section 1254 costs with 
respect to the natural resource recap-
ture property in the person’s hands is 
zero on the acquisition date. See para-
graph (c) of this section for the treat-
ment of certain transfers at death. 

(b) Gifts and certain tax-free trans-
actions—(1) General rule. If natural re-
source recapture property is trans-
ferred in a transaction described in 
paragraph (b)(2) of this section, the 
amount of section 1254 costs with re-
spect to the natural resource recapture 
property in the hands of the transferee 
immediately after the disposition is an 
amount equal to— 

(i) The amount of section 1254 costs 
with respect to the natural resource re-
capture property in the hands of the 
transferor immediately before the dis-
position (and in the case of an S cor-
poration or partnership transferor, the 
section 1254 costs of the shareholders 
or partners with respect to the natural 
resource recapture property); minus 

(ii) The amount of any gain taken 
into account as ordinary income under 
section 1254(a)(1) by the transferor 
upon the disposition (and in the case of 
an S corporation or partnership trans-
feror, any such gain taken into account 
as ordinary income by the shareholders 
or partners). 

(2) Transactions covered. The trans-
actions to which paragraph (b)(1) of 
this section apply are— 

(i) A disposition that is a gift or in 
part a sale or exchange and in part a 
gift; 

(ii) A transaction described in section 
1041(a); or 

(iii) A disposition described in 
§ 1.1254–2(c)(3) (relating to certain tax- 
free transactions). 

(c) Certain transfers at death. If nat-
ural resource recapture property is ac-
quired in a transfer at death, the 
amount of section 1254 costs with re-
spect to the natural resource recapture 
property in the hands of the transferee 
immediately after the transfer includes 
the amount, if any, of the section 1254 
costs deducted by the transferee before 
the decedent’s death, to the extent 
that the basis of the natural resource 
recapture property (determined under 
section 1014(a)) is required to be re-
duced under the second sentence of sec-
tion 1014(b)(9) (relating to adjustments 
to basis where the property is acquired 
from a decedent prior to death). 

(d) Property received in a like kind ex-
change or involuntary conversion—(1) 
General rule. If natural resource recap-
ture property is disposed of in a like 
kind exchange under section 1031 or in-
voluntary conversion under section 
1033, then immediately after the dis-
position the amount of section 1254 
costs with respect to any natural re-
source recapture property acquired for 
the property transferred is an amount 
equal to— 

(i) The amount of section 1254 costs 
with respect to the natural resource re-
capture property disposed of (including 
the section 1254 costs of the share-
holders of an S corporation or of the 
partners of a partnership with respect 
to the natural resource recapture prop-
erty); minus 

(ii) The amount of any gain taken 
into account as ordinary income under 
section 1254(a)(1) by the transferor 
upon the disposition (and in the case of 
an S corporation or partnership trans-
feror, any such gain taken into account 
as ordinary income by the shareholders 
or partners). 

(2) Allocation of section 1254 costs 
among multiple natural resource recap-
ture properties acquired. If more than 
one parcel of natural resource recap-
ture property is acquired at the same 
time from the same person in a trans-
action referred to in paragraph (d)(1) of 
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this section, the total amount of sec-
tion 1254 costs with respect to the par-
cels is allocated to the parcels in pro-
portion to their respective adjusted 
bases. 

(e) Property transferred in cases to 
which section 1071 or 1081(b) applies. 
Rules similar to the rules of section 
1245(b)(5) shall apply under section 1254. 

[T.D. 8586, 60 FR 2506, Jan. 10, 1995, as amend-
ed by T.D. 8684, 61 FR 53063, Oct. 10, 1996] 

§ 1.1254–4 Special rules for S corpora-
tions and their shareholders. 

(a) In general. This section provides 
rules for applying the provisions of sec-
tion 1254 to S corporations and their 
shareholders upon the disposition by 
an S corporation (and a corporation 
that was formerly an S corporation) of 
natural resource recapture property 
and upon the disposition by a share-
holder of stock of an S corporation 
that holds natural resource recapture 
property. 

(b) Determination of gain treated as or-
dinary income under section 1254 upon a 
disposition of natural resource recapture 
property by an S corporation—(1) General 
rule. Upon a disposition of natural re-
source recapture property by an S cor-
poration, the amount of gain treated as 
ordinary income under section 1254 is 
determined at the shareholder level. 
Each shareholder must recognize as or-
dinary income under section 1254 the 
lesser of— 

(i) The shareholder’s section 1254 
costs with respect to the property dis-
posed of; or 

(ii) The shareholder’s share of the 
amount, if any, by which the amount 
realized on the sale, exchange, or invol-
untary conversion, or the fair market 
value of the property upon any other 
disposition (including a distribution), 
exceeds the adjusted basis of the prop-
erty. 

(2) Examples. The following examples 
illustrate the provisions of paragraph 
(b)(1) of this section: 

Example 1. Disposition of natural resource re-
capture property other than oil and gas prop-
erty. A and B are equal shareholders in X, an 
S corporation. On January 1, 1997, X acquires 
for $90,000 an undeveloped mineral property, 
its sole property. During 1997, X expends and 
deducts $100,000 in developing the property. 
On January 15, 1998, X sells the property for 

$250,000 when X’s basis in the property is 
$90,000. Thus, X recognizes gain of $160,000 on 
the sale. A and B’s share of the $160,000 gain 
recognized is $80,000 each. Each shareholder 
has $50,000 of section 1254 costs with respect 
to the property. Under these circumstances, 
A and B each are required to recognize 
$50,000 of the $80,000 of gain on the sale of the 
property as ordinary income under section 
1254. 

Example 2. Disposition of oil and gas property 
the adjusted basis of which is allocated to the 
shareholders under section 613A(c)(11). C and D 
are equal shareholders in Y, an S corpora-
tion. On January 1, 1997, Y acquires for 
$150,000 an undeveloped oil and gas property, 
its sole property. During 1997, Y expends in 
developing the property $40,000 in intangible 
drilling costs which it elects to expense 
under section 263(c). On January 15, 1998, Y 
sells the property for $200,000. C and D’s 
share of the $200,000 amount realized on the 
sale is $100,000 each. C and D each have a 
basis of $75,000 in the property and $20,000 of 
section 1254 costs with respect to the prop-
erty. Under these circumstances, C and D 
each are required to recognize $20,000 of the 
$25,000 gain on the sale of the property as or-
dinary income under section 1254. 

(c) Character of gain recognized by a 
shareholder upon a sale or exchange of S 
corporation stock—(1) General rule. Ex-
cept as provided in paragraph (c)(2) of 
this section, if an S corporation share-
holder recognizes gain upon a sale or 
exchange of stock in the S corporation 
(determined without regard to section 
1254), the gain is treated as ordinary in-
come under section 1254 to the extent 
of the shareholder’s section 1254 costs 
(with respect to the shares sold or ex-
changed). 

(2) Exceptions—(i) Gain not attributable 
to section 1254 costs—(A) General rule. 
Paragraph (c)(1) of this section does 
not apply to any portion of the gain 
recognized on the sale or exchange of 
the stock that the taxpayer establishes 
is not attributable to section 1254 
costs. The portion of the gain recog-
nized that is not attributable to sec-
tion 1254 costs is that portion of the 
gain recognized that exceeds the 
amount of ordinary income that the 
shareholder would have recognized 
under section 1254 (with respect to the 
shares sold or exchanged) if, imme-
diately prior to the sale or exchange of 
the stock, the corporation had sold at 
fair market value all of the corpora-
tion’s property the disposition of which 
would result in the recognition by the 
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