Section 1254.—Gain From the gain recognized upon a sale ofClarification of 88 1.1254-2 and

Disposition of Interest in Qil, Gas, exchange of S corporation stock is nofl.1254-3

Geothermal, or Other Mineral attributable to a shareholder’s section gg.tion 1 1254-2(d)(1) is amended to

Properties 1254 costs so as to qualify for theState that § 1.1254- 2(d)(1) is applied

26 CFR 1.1254-4: Special rules for S corpora—exceptl_On contained in 8 1.1254~iqt regard to § 1.1254-1(b)(2)(vii).

tions and their shareholders. 4(0)(2)(|)(A)- This amendment clarifies that section
An agency may not conduct or spon-1254 costs must be recaptured in a

T.D. 8684 sor, and a person is not required tdike-kind exchange or involuntary con-

respond to, a collection of informationversion that involves the acquisition of
unless the collection of information dis-property that is not natural resource
plays a valid control number. recapture property. The amendment

The estimated annual burden per remakes clear that the treatment of like-

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1 and 602

Treatment of Gain From the spondent varies from .5 hours to 1.5INd exchanges and involuntary conver-
Disposition of Interest in Certain hours, depending on individual circum-3'°NS |nvol\t/|ng ”?‘“!Ira' tre?ﬁur;:e rtecapt—
Natural Resource Recapture stances, with an estimated average of ‘(i)t:‘refchzrsoepetrrgnlssagirgégrin?/olvein reatmen

) g section
Property by S Corporations and haur. 1245 property. See §§ 1.1245-3(a)(3),

Their Shareholders Comments concerning the accuracy of 1245-4(d)(1), 1.1245-4(d)(2)Ex-

this byrden_estimate and suggestions fQimpIe 2 and 1.1245-5(a)(2)Example.
reducing this burden should be sent to Section 1.1254-3(b)(1) provides that
the Internal Revenue Service Attn: if natural resource recapture property is
ACTION: Final regulations. IRS Reports Clearance Officer, T:FPtransferred in certain transactions the
Washington, DC 20224, and to tl@f- amount of section 1254 costs with re-
SUMMARY: This document contains fi- fice of Management and Budget Attn:  spect to the property in the hands of the
nal regulations relating to the tax treatDesk Officer for the Department of thetransferee equals the amount of section
ment by S corporations and their shareTreasury, Office of Information and 1254 costs with respect to the property
holders of gain from the disposition byRegulatory Affairs, Washington, DCin the hands of the transferor minus the
an S corporation (and a corporation thap0503. amount of any gain taken into account
was formerly an S corporation) of cer- pggooks or records relating to this col-2S ordinary income under section
tain natural resource recapture propertisciion of information must be retained1224(@)(1) by the transferor upon the
(section 1254 property after enactmen glsposmon. The intent of this rule is that
of the Tax Reform Act of 1986 and oil, Ih these transactions the section 1254

AGENCY: Internal Revenue Service
(IRS), Treasury.

Ls long as their contents may becom
material in the administration of any

as, or geothermal property before en- costs with respect to the property are to
gctment gof the Taf Igefo);m Act of |tnternal rgvenue law. Ggr;erally,_ tax fehe transferred to the transferee but re-
1986), and also rules relating to theU'ns and tax return information arey, ceq by any gain taken into account as
disposition of stock in an S corporationconfidential, as required by 26 U.S.C.grginary” income. However, in the case
that holds certain natural resource recap@loc)" of an S corporation or partnership
ture property. Changes to the applicabI% transferor, the section 1254 costs have
tax law were made by the Tax Reform ackground generally been allocated among the

Act of 1986, and the Subchapter S o, p ber 21 1995 the IRS b_shareholders or partners. Consequently,
Revision Act of 1982. The regulationsy; n becember % > e PUbg 1.1254-3(b)(1) is clarified to provide

; . . ) >lished in theFederal Registera notice ; ;
provide the public with guidance in ¢ proposed rulemaking (60 FR 66238that in the case of an S corporation
complying with the changed tax laws. .o vidin les f vi h .““transferor the section 1254 costs include
p g rules for applying the provi h ion 1254 t the sharehold.

sions of section 1254 to the di:~3po:~3itiont e section costs of the shareho
EFFECTIVE DATE: October 10, 1996. rs minus any gain taken into account
of natural resource recapture property b y the shareholders as ordinary income.

FOR FURTHER INFORMATION CON- an S corporation (and a corporation tha similar clarification is added for part-

TACT: James A. Quinn, 202—622—306()‘3{35 fQ;merlyfag S corpotr.atlon)t arlld ’t\lh hership transferors.
(not a toll-free number). Isposition ot > corporation SIOCK. WO “giyiary 8 1.1254-3(d) is clarified
: : : onversions to provide that in the case
P K Reduction Act \évl?esstgzld Tazcar;ﬁ)epor;Zdh?ggﬂl%ti\(l)vr?: ;?%f an S corporation the section 1254
aperwork reduction Ac . - osts include the section 1254 costs of
; ; : adopt_ed without any S gbstantlve chan_g e shareholders minus any gain taken
The collection of information con- by this Treasury decision. However, in; y

tained in these final regulations has beethe course of preparing the final regula—Into account by the shareholders as

reviewed and approved by the Office oftions for publication, the IRS and Trea-.Ordlnary income. A similar clarification

Management and Budget in accordancsury Department have determined that added for a partnership.

with the Paperwork Reduction Act (448§ 1.1254-2 and 1.1254-3 are in neeg. tive Date

U.S.C. 3507) under control numberof minor technical clarifications. Ac-

1545-1493. This information is requiredcordingly, 88 1.1254-2 and 1.1254-3 Section 1.1254-4 applies to disposi-

by the IRS to establish that a portion ofare clarified as discussed below. tions of natural resource recapture prop-



erty by an S corporation (and a corpora- (b) Determination of gain treated asing property under section 1031 or 1033
tion that was formerly an S corporation)ordinary income under section 1254that is not natural resource recapture
and dispositions of S corporation stockupon a disposition of natural resourceroperty).

occurring on or after October 10, 1996recapture property by an S corporation. % % %

The clarifications to 88 1.1254-2 and (1) General rule. : .

1.1254-3 are effective for dispositions (2) Examples. 0 Par. 4. Section 1'125433 IS gmengjed
of property occurring on or after Octo- (c) Character of gain recognized by a2, . cv'SINg - paragraphs (b)(1)(0),

ber 10, 1996. shareholder upon a sale or exchange P)(fl)”(")’ (_d)(l)(') and (d)(1)() to read
, S corporation stock. S 10lIoWs:
Special Analyses (1) General rule. § 1.1254-3 Section 1254 costs immedi-
It has been determined that this Trea- (2) Exceptions. ately after certain acquisitions.
sury decision is not a significant regula- (3) Examples. o s
tory action as defined in EO 12866. (d) Section 1254 costs of a share- = = = =
Therefore, a regulatory assessment is néolder. (b) (1)

required. It also has been determined () Section 1254 costs of an acquir- (i) The amount of section 1254 costs
that section 553(b) of the Administrativeing shareholder after certain acquisiith respect to the natural resource

Procedure Act (5 U.S.C. chapter 5) doeions. recapture property in the hands of the
not apply to these regulations, and be- (1) Basis determined under sectiorffansferor immediately before the dispo-
cause the notice of proposed rulemaking012. sition (and in the case of an S corpora-
preceding the regulations was issued (2) Basis determined under sectiorON OF parinership transferor, the section
prior to March 29, 1996, the Regulatory1014(a). 1254 costs of the shareholders or part-
Flexibility Act (5 U.S.C. chapter 6) does (3) Basis determined under sectior]'¢"S with respect t? the natural resource
not apply. Pursuant to section 7805(f) 0fl014(b)(9). recapture property); minus

the Code, the notice of proposed (4) Gifts and section 1041 transfers, () The amount of any gain taken
rulemaking preceding these regulations (f) Special rules for a corporation that .0 'accouznt as ordwg)ary ;]ncome ufnder
was submitted to the Small Businessvas formerly an S corporation or for_sectlonh ld'54(a)'('l) ydt_e htrans erorf
Administration for comment on its im- merly a C corporation. upon the disposition (and in the casi_o
pact on small business. (1) Section 1254 costs of an S corpo" S corporation —or partnership

ration that was formerly a C cor Ora_iransferor, any such gain taken into
tion y P account as ordinary income by the

shareholders or partners).
The principal author of these regula- (2) Examples.
tions is James A. Quinn of the Office of (3) Section 1254 costs of a C corpo-
Assistant Chief Counsel (Passthroughgation that was formerly an S corpora- (d) * * * (1) * * *
and Special Industries), IRS. Howevertion. (i) The amount of section 1254 costs
other personnel from the IRS and Trea- (9) Determination of a shareholder'swith respect to the natural resource
sury Department participated in theirsection 1254 costs upon certain stockecapture property disposed of (includ-

Drafting Information

* * * * *

development. transactions ing the section 1254 costs of the share-
. e (1) Issuance of stock. holders of an S corporation or of the
(2) Natural resource recapture proppartners of a partnership with respect to
Amendments to the Regulations erty acquired in exchange for stock_thg natural resource recapture property);
i (3) Treatment of nonvested stock.minus
Accordingly, 26 CFR parts 1 and 602 (4) Exception. (i) The amount of any gain taken
are amended as follows: (5) Aggregate of S corporation shareinto account as ordinary income under

holders’ section 1254 costs with respecgection 1254(a)(1) by the transferor

PART 1—INCOME TAXES to natural resource recapture propertyiPon the disposition (and in the case of

Paragraph 1. The authority citation forheld by the S corporation an S corporation or partnership
part 1 continues to read in part as (6) Examples. transferor, any such gain taken into
follows: . .. account as ordinary income by the

Authority: 26 U.S.C. 7805 * * * shareholders or partners).

Section 1.1254—4 also issued under 26 Par. 3. Section 1.1254-2 is amended *ox o xx
U.S.C. 1254(b). * * * by revising paragraph (d)(1)(ii) to read

Par. 5. Section 1.1254-4 is amended

Par. 2. Section 1.1254-0 is amendeds follows: by adding text to read as follows:

by revising the entry for § 1.1254-4 to . S
read as follows: § 1.1254-2 Exceptions and I|m|tat|ons.§ 1.1254-4 Special rules for S corpora-

L tions and their shareholders.
8 1.1254-0 Table of contents for sec-

tion 1254 recapture rules. (d) *** (1) *** (@) In general. This section provides
(i) The fair market value of property rules for applying the provisions of

acquired that is not natural resourcesection 1254 to S corporations and their

§ 1.1254-4 Special rules for S Corpora_recapture property (determined withoushareholders upon the disposition by an

* * * * *

tions and their shareholders regard to § 1.1254-1(b)(2)(vii)) and isS corporation (and a corporation that
’ not taken into account under paragraplvas formerly an S corporation) of natu-
(a) In general. (d)(2)(i) of this section (that is, qualify- ral resource recapture property and upon
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the disposition by a shareholder of stockion (determined without regard to secteduced amount realized is used in de-
of an S corporation that holds naturakion 1254), the gain is treated as orditermining any gain or loss on the sale or
resource recapture property. nary income under section 1254 to thexchange.

(b) Determination of gain treated asextent of the shareholder’s section 1254 (3) Examples. The following ex-
ordinary income under section 1254costs (with respect to the shares sold g§mples illustrate the provisions of this
upon a disposition of natural resourceexchanged). paragraph (c):
recapture property by an S corpora- (2) Exceptions—(i) Gain not attribut-  gxample 1. Application of general rule upon a
tion—(1) General rule Upon a disposi- able to section 1254 costs(A) General sale of S corporation stockC and D are equal
tion of natural resource recapture proprule. Paragraph (c)(1) of this sectionihifgegflieaso Iigs\iywzn rén?r?rporrgtigrqi-e? Bolfal gigggy
erty by an S corporation, t_he amount oﬁogs not a_pply to any portion of theW'ith an ‘adjusted basis of $95%Og and = fair market
gain treated as ordinary income undegain recognized on the sale or exchangg e of $35,000, and Whiteacre, with an adjusted
section 1254 is determined at the sharesf the stock that the taxpayer establishegasis of $20,000 and a fair market value of
holder level. Each shareholder must reds not attributable to section 1254 costs$15,000. Y also holds securities with a basis of
ognize as ordinary income under sectiohe portion of the gain recognized thaf.000 alndlgg;a'é ma}lfkesfova'“e of ?151030- OE
1254 the lesser of— _ is not attributable to section 1254 qost§§”£?;¥ $15.000, AeCof the pdzrt‘;egtf the :ale?tg?s

(i) The shareholder’s section 1254is that portion of the gain recognizedagjusted basis in the Y stock sold is $7,500, and D
costs with respect to the property disthat exceeds the amount of ordinaryas $18,000 of section 1254 costs with respect to
posed of; or income that the shareholder would havélackacre and $12,000 of section 1254 costs with

(i) The shareholder's share of therecognized under section 1254 (WitHeSiﬁer‘;tCLO Wh'tj"’;)cre' Under this paragraph (c), the

. - gnized by D upon the sale of Y stock is
amount, if any, by which the amountrespect to the shares sold or eXChaﬂgea ated as ordinary income to the extent of D's
realized on the sale, exchange, or involif, immediately prior to the sale or section 1254 costs with respect to the stock sold,
untary conversion, or the fair marketéxchange of the stock, the corporatiomnless D establishes that a portion of such excess

value of the property upon any othefad Sold at far market value all of thels et aihiabe (o D secion 1250 cose
disposition (including a distribution), ex- corporation’s property the disposition of 2 “income under section 1254 with respect

ceeds the adjusted basis of the propertyhich would result in the recqgnition DY to the stock sold if Y sold Blackacre (the only
(2) Examples. The following ex- the shareholder of ordinary income unwesset the disposition of which would result in

amples illustrate the provisions of parader section 1254. g;dgnoegy fncome to D under section 1254). e
h VS e ; ,500 of gain recognized by D upon the sale o
graph (b)(1) of this section: (B) SubstantiationTo establish that a D's Y stock is attributable to D's section 1254

Example 1. Disposition of natural resource portion of the gain recognized is NOt;ugs Therefore, upon the sale of stock to E, D
recapture property other than oil and gas property.attributable to a shareholder’s sectionecognizes $7,500 of ordinary income under this

A and t.B are eJq“a' Shirqug‘7ersxi” X, a”f31254 costs so as to qualify for theparagraph (c).
corporation. On January 1, , X acquires for . . h )
$90,000 an undeveloped mineral property, its solgxceptlon contained in paragraph Example 2. Sale of S corporation stock where

property. During 1997, X expends and deducts(C)(z)(i)(A) of this section, the share-g9ain is not entirely attributable to section 1254

$100,000 in developing the property. On Januarholder must attach to the shareholder’ ?(ites.tAtshS:tmglatchkeacsr:%zsfa;t?aiﬁsmi(liggp\I/:uule of
15, 1998, X sells the property for $250,000 whengax return a statement detailing tI"Q{SZS,(E)OO, and the securities have a fair market
:éiogﬁisz'zs'g ait:%f%rfgg,g)(/)olso nﬁ%g‘;ﬁ’é;h;sa é(,ghareholder’s share of the fair marketalue of $20,000. Immediately prior to the sale of
share of the $160,000 gain recognized is $80,004alue and basis, and the shareholdergock to E, if Y had sold Blackacre (its only asset
each. Each shareholder has $50,000 of sectiggection 1254 costs, for each of the re(e:odrllftpi):rlslg?r(])r dci)La\rNhilg(r:lor\év:li(I)dDriﬂ(leterIgecttri]oen
1254 costs with respect to the property. Undecorporation’s natural resource recaptur§2549), D would reg)gmze $5,000 in ordinary

these circumstances, A and B each are required éﬁroperties held immediately before thancome with respect to the stock sold under

recognize $50,000 of the $80,000 of gain on th . )
salego:‘zthi property as irdinary inc%nlqe undersale or exchange of stock. section 1254. D attaches a statement to D’s tax

section 1254. (ii) Transactions entered into as partreturn for 1997 detailing D’s shafe of the fair
Example 2. Disposition of oil and gas propertyof a plan to avoid recognition of ordi- ggasrtléaw\i/tﬁlu;ssp%l? gasglch:geD:ndse\%}ﬁ?e;frg‘l
the adjusted basis of which is allocated to thenary income under section 125 the Therefore, upon the sale of stock to E, of the
Shamho"ferf] “”ﬁelr dseCt.'O”Y613AS(C)(1Q-a”F’ b osase of a contribution of property prior$7,500 gain recognized by D, $5,000 is ordinary
?;enueaqu;a 1S i;ewo $rSaanUi,r;$n fof°s§§§ga383' a,fo a sale or exchange of stock pursuaritcome under this paragraph (c).
undevelopéd oil and gas property, its sole }:)ropert)IO a plan a principal purpose of which is Example 3. Contribution of property prior to
During 1997, Y expends in developing the prop-to avoid recognition of ordinary income Sale of S corporation stock as part of a plan to
erty $40,000 in intangible dr_illing costs which it  nder section 1254, paragraph (C)(l) Oigﬁl 12r(;20g|}_r|t(;3vnnso al(l)ro:‘nétir?é |2t%c‘):rl12eofur£ e;nsesc-
ilg,ecisgé% e?"fe”.fsetﬁgdpergﬁgﬁty"’f”ofg%?'088_ Jéliifﬁis section does not apply. Instead, theorporation. As of January 1, 1997, H has $3,000
D's share of the $200,000 amount realized on th@mount recognized as ordinary incomef section 1254 costs with respect to property P,

sale is $100,000 each. C and D each have a baditnder section 1254 is the amount ngi%r;l;sagggira}lrgepse??;cs gaega;rfuézjupsrt%%eggsgngf
of $75,000 in the property and $20,000 of sectio i i i £ -
3 property $ rordinary income the selling or exchang 5,000 and a fair market value of $8,000. H has a

1254 costs with respect to the property. Unde i - ) ; .
these circumstances, C and D each are required igg shareholder would have recognizeé@asis of $5,000 in Z stock, which has a fair

recognize $20,000 of the $25,000 gain on the sallnder section 1254 (with respect to thenarket value of $8,000. On January 1, 1997, H
of the property as ordinary income under sectiorshares sold or exchanged) had the &pntributes securl_tles to Z which have a basis of
1254. corporation sold its natural resource re$7:000 and a fair market value of $4,000. On
ch t f gain recoanized by acapture roperty the disposition OprnI 15, 1997, H sells all of the Z stock to J for
(C) aracter ot gai gniz y ptu property ISposili $12,000. On that date, H's adjusted basis in the Z

shareholder upon a sale or exchange ofvhich would have resulted in the recogstock is also $12,000. Based on all the facts and
S corporation stock-(1) General rule. nition of ordinary income under sectioncircumstances, the sale of stock is part of a plan
Except as provided in paragraph (c)(2)254. The amount recognized as ordi@/ong with the contribution by H of the securities
of this section, if an S corporationnary income under the preceding senﬁ—zcoz) fhat has a principal purpose to avoid

. . . gnition of ordinary income under section
shareholder recognizes gain upon a satence reduces the amount realized on thgs4. consequently, under paragraph (c)(2)(i) of

or exchange of stock in the S corporasale or exchange of the stock. Thishis section, H must recognize $3,000 as ordinary
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income under section 1254, the amount of ordi- (4) Gifts and section 1041 transfers. Example 2. Sale of stock followed by sale of
oo snder scction 1254 i roperty b were sor]|-SIOCK is acquired in a transfer that is oS- RER BRI FPPERY R8N S
at fair market value. In addition, H reduces the ift, in a transfer tha? Is a part sale OT(j) Assume the same facts as Example {i). On
amount realized on the sale of the stock ($12,000¢Xchange and part gift, or in a transfeéNovember 1, 1997, A sells all of As Y stock to P
by $3,000. As a result, H also recognizes a $3,00that is described in section 1041(a), théor $250,000. A has a realized gain on the sale of
capital loss on the sale of the stock ($9,00camount of section 1254 costs with reigg%ggois(fgigéon?gedmg]susorgi(;?yo?r?():orfeleggr
amount reallz'ed less $12,000 adjusted basis). spect to the property _heId by the corpp-sec£i0n 1254, and $130,000 is recognized as
(d) Section 1254 costs of a sharetation in the. acquiring shareholder;camtm gain.

holder. An S corporation shareholder'shands immediately after the transfer is (i) On November 2, 1997, Y sells Oil Well for
section 1254 costs with respect to an@n amount equal to— $250,000. During 1997, Y has taxable income

) Th mount of ion 1254 tegreater than $100,000, and no other transactions or
natural resource recapture property held () e amount of sectio 54 cos %ems treated as recognized built-in gain or loss.

by the corporation include all of the With respect to the property held by thejjnger section 1374, Y has net recognized built-in
' i ifporporation in the hands of thegain of $100,000. Assuming a tax rate of 35
shareholder’s section 1254 costs witl¥ ! )
respect to the property in the hands o ransferor immediately before the transpercent on capital gain, Y has a tax of $35,000
. mi under section 1374. The tax of $35,000 is treated
the S corporation. See § 1.1254—1(b)(1}F"; MINUS

n : _as a capital loss under section 1366(f)(2). P has a
for the definition of section 1254 costs. . () The amount of any gain recog- .y " in o1 the sale of $150,000 ($250,000
(e) Section 1254 costs of an acquir-

nized as ordinary income under sectiohinus $100,000), which is recognized as capital
ing shareholder after certain acquisi-

1254 by the transferor upon the transferain. Consequently, P recognizes net capital gain
' § ¢ () Special rules for a corporation of $115,000 ($150,000 minus $35,000) on the
tions—(1) Basis determined under secynat was formerly an S corporation or Sae-

tion 1012.If stock in an S corporation formerly a C corporation—(1) Section (3) Section 1254 costs of a C corpo-
that holds natural resource recapturgoss costs of an S corporation that wadation that was formerly an S corpora-

property is acquired and the acquirinq:ormeﬂy a C corporationln the case of tion. In the case of an S corporation that
shareholder’s basis for the stock is dez corporation that holds natural reJecomes a C corporation, the C corpora-
termined solely by reference to its cosky , ce recapture property and that elecfion’s section 1254 costs with respect to
(within the meaning of section 1012),iy pe an S corporation, each shareholdnY natural resource recapture property
the amount of section 1254 costs Withy's' section 1254 costs as of the begind€ld by the corporation as of the begin-
respect to the property held by thening of the corporation’s first taxable Ning of the corporation's first taxable

corporation in the acquiring sharehold- ear as an S corporation include a pry/ear as a C corporation include the sum
er's hands is zero on the acquisitio ata share of the section 1254 costs d¥f its shareholders’ section 1254 costs

date. . _ the corporation as of the close of the/ith respect to the property as of the
(2) Basis determined under sectionast taxable year that the corporatiorfl0oSe of the last taxable year that the
1014(a). If stock in an S corporation was a C corporation. corporation was an S corporation. In the

that holds natural resource recapture (2) Examples. The following ex- Case of an S termination year as defineq
property is acquired from a decedenmples illustrate the application of theln Section 1362(e)(4), the shareholders
and the acquiring shareholder’s basis igrovisions of paragraph (f)(1) of this S€Ction 1254 costs are determined as of
determined, by reason of the applicatioection: the close of the S short year as defined
of section 1014(a), solely by reference Example 1. Sale of natural resource recapturdn section 1362(e)(1)(A). See paragraph
to the fair market value of the stock onproperty held by an S corporation that was(g)(5) of this section for rules on deter-
the date of the decedent’s death or Ofﬁ;Tg'eycg focgépggagocr;fgoja';og gﬁgz;&%r%t;]’;armining the aggregate amount of the
the applicable date provided in Section 1567, on that date, ¥ owns Oil Well, which is S1/€NoIders’ section 1254 costs.
2032 (relatlng to alternate valuationnatural resource recapture property and a capital (g) Determination of a shareholder’s
date), the amount of section 1254 costasset. Y has section 1254 costs of $20,000 as &fection 1254 costs upon certain stock
with respect to the property held by theg:ﬁp‘;'ro;?or?f g‘ﬁ J'aa?]tugiai"elg%if tgﬁtvl\t/e\?(ar?ag Gransactions—(1) Issuance of stock.
co,rporauon in the acquiring shareh_o_ld-value of $200,000 and a basis of $100,000. ThusJPON @n issuance .of stock (whether
er's hands is zero on the acquisitioNnder section 1374, Y's net unrealized built-inSUCh stock is newly-issued or had been
date. gain is $100,000. Also on that date, Y's basis inheld as treasury stock) by an S corpora-
(3) Basis determined under sectionPil Well is allocated to A, Y's sole shareholder, tion in a reorganization described in

. . under section 613A(c)(11) and the section 125 ; ico_
1014(b)(9).If stock in an S corporation costs are allocated to A under paragraph (f)(1) o ection 368 or otherwise

that holds natural resource recaptureis section. In addition, A has a basis in As Y (i) Each recipient of shares must be
property is acquired before the death o$tock of $100,000. _ allocated a pro rata share (determined
the decedent, the amount of sectio%2(5"()) &%N%\Lermgerlgl)é%%g'ésse't'; gglgfv?rﬂcgor:] solely with respect to the shares issued
1254 costs with respect to the property ~ier than $100,000, and no other transactions‘%?rﬁ thSe transact!on) cl)qf thﬁ %ggr?gate_of
held by the corporation in the acquiringitems treated as recognized built-in gain or losst1€ S corporation shareholders’ section
shareholder’s hands includes theinder section 1374, Y has net recognized built-inl254 costs with respect to natural re-
amount, if any, of the section 1254 costgain of $100,000. Assuming a tax rate of 35source recapture property held by the S
deducted by ine acquiring shareholdeerl o, bt 0% ¥ e 2 8 1 875 Wiyorporation Immediately before the issu-
before the decedent’s death, to the eXis 5 capi : - ’ nce (as determined pursuant to para-
) ! pital loss under section 1366(f)(2). A has h f thi . ;

tent that the basis of the stock (deterrealized gain on the sale of $150,000 ($250,00@raph (9)(5) of this section); and

mined under section 1014(a)) is requiredninus $100,000) of which $20,000 is recognized (ii) Each pre-existing shareholder
to be reduced under section 1014(b)(9} 335"38‘30’ income ‘é”der Se‘?t“cl’” 1'254é anfnust reduce his or her section 1254
(relating to adjustments to basis wherf 2 o e o o heame of §20 00COStS With respect to natural resource
h ty is acquired before the deat L canial o ) linudecapture property held by the S corpo-
the property q nd net capital gain of $95,000 ($130,000 minud€Capture property y S p
of the decedent). $35,000) on the sale. ration immediately before the issuance

v



by an amount equal to the pre-existingg)(5)(iii) of this section in determining contributes $20,000 to X in exchange for 100

shareholder’s section 1254 costs immea shareholder’s section 1254 costs. shares of X's stock. Under paragraph (g)(1)(i) of
diatelv before the issuance multiolied b iy A . An S . this section, X must allocate to C a pro rata share
lately p y (iii) Assumptions.An corporation o jts shareholders’ section 1254 costs. Using the

the percentage of stock of the corporathat does not use written data pursuanissumptions set forth in paragraph (g)(5)(iii) of
tion issued in the transaction. to paragraph (g)(5)(ii) of this section tothis section, X determines that A's section 1254
(2) Natural resource recapture prop- determine a shareholder’s section 1254osts with respect to natural resourge recgpture
erty acquired in exchange for stock. costs must use the following assumpproperty held by X equal $4,500. Using written
i | t tv igons to determine the shareholder’s se Jata provided by B, X determines that B's section
natural resource recapture PrOP?ry 1S 254 costs with respect to Property P equal
transferred to an S corporation in _ex-tlon 1254 costs— $1,500. Thus, the aggregate of X’s shareholders’
change for stock of the S corporation (A) The shareholder deducted his owsection 1254 costs equals $6,000. C's pro rata
(for example, in a section 351 transacher share of the amount of deductionghare of t’he $6,000 of section 1254 costs equals
tion, or in a reorganization described inunder sections 263(c), 616, and 617 000 (C'S 50 percent interest in X multiplied by
section 368), the S corporation musthe first . hich th h hold 6,000). Under paragraph (g)(1)(ii) of this section,
) p € nrst year In which the sharenold€rxs section 1254 costs are reduced by $2,000 (A's
allocate to its shareholders a pro ratgould claim a deduction for suchactual section 1254 costs ($4,000) multiplied by
share of the S corporation’s sectiommmounts, unless in the case of expendﬁo percent). B's section'1254 costs are reduced by
1254 costs with respect to the propertyures under sections 263(c) or 616 the §75|'t9 I.(Bdsb agtga' Se“t'on 1254 costs ($1,500)
immediately after the transaction (agcorporation elected to capitalize such o p oo Y 50 percend.

. . Example 3. Merger involving an S corporation
determined under § 1.1254— 3(b)(1))amounts, that holds natural resource recapture properd,

(3) Treatment of nonvested stock. (B) The shareholder was not subjectn S corporation with one shareholder, A, holds as
Stock issued in connection with theto the following limitations with respect its sole asset natural resource recapture property

; ; , : hat has a fair market value of $120,000 and an
performance of services that is substarto the shareholder's depletlon allowanc djusted basis of $40,000. A has section 1254

tially nonveSte_d (within the m_eaning Oft_mdef_seCtion _611, except to the extent gsts with respect to the property of $60,000. For
§ 1.83-3(b)) is treated as issued fofimitation applied at the corporate level:valid business reasons, X merges into Y, an S
purposes of this section at the first timghe taxable income limitation of sectioncorporation with one shareholder, B, in a reorgani-
it is treated as outstanding stock of th%lS(a); the depletable quantity “mita_zatlon described in section 368(a)(1)(A). Y holds

. A . . — property that is not natural resource recapture
S corporation for purposes of sectiontions of section 613A(c); or the limita- property that has a fair market value of $120,000

1361. tions of sections 613A(d)(2), (3), andand basis of $120,000. Under paragraph (c) of this
(4) Exception. Paragraph (g)(1) of (4) (exclusion of retailers and refiners).section, A does not recognize ordinary income

; ; - _under section 1254 upon the exchange of stock in
this section does not apply to stock (6) Examples. The following ex the merger because A did not otherwise recognize

issued in exchange for stock of the samamples illustrate the provisions of thiSgain on the merger. Under paragraph (g)(2) of this

S corporation (as for example, in aparagraph (g): section, Y must allocate to A and B a pro rata
recap|ta||zat|0n deSC”bed In section Examp|e 1. Transfer of natural resource recap_share of its $60,000 of section 1254 COStS.' Thus, A
368(a)(1)(E)). ture property to an S corporation in a section 351and B are each allocated $30,000 of section 1254

. transaction.As of January 1, 1997, A owns all the Costs (50 percent interest in X, each, multiplied by
(5) Aggregate of S corporation share-g, (20 shares) in X, an S corporation. X holds560,000).

holders’ slection 1254 costs with respecfroperty that is not natural resource recapture Par. 6. Section 1.1254—6 is amended

to natural resource recapture propertyproperty that has a fair market value of $2,00 ;

held by the S corporatien(i) In gen- and an adjusted basis of $2,000. On January }%Sasdedéggnt\?éor:ggtgg(:f%ﬁoe\sthe end of

eral. The aggregate of S corporation1997' B transfers natgral resource recapture prop: :
hareholders’ section 1254 costs is equg . Property P, to X in exchange for 80 shares of ;

sha ; q_ stock in a transaction that qualifies under§ 1.1254—6 Effective date of regula-

to the sum of each shareholder’s sectioBection 351. Property P has a fair market value ofjons.

1254 costs. The S corporation mus$8,000 and an adjusted basis of $5,000. Pursuant

determine each shareholder’s sectioF?arfSe;gt‘?gn3?rlﬁmBeé’_2te§ ”‘;tr_gfctoogr:;‘z: 32:1“5;0’1_;:5 * * *  Section 1.1254-4 applies to
. jon. iately pri ion, . .
1254 costs under either paragraptg,s section 1254 costs with respect to Property &ISpOSItIOhS of natural resource recap-

(9)(5)(i)) (written data) or paragraph equaled $6,000. Under § 1.1254-2(c)(1), B doeure property by an S corporation (and a
(9)(5)(iii) (assumptions) of this section.not recognize any gain under section 1254 on theorporation that was formerly an S
The S corporation may determine thesection 351 transaction and, under § 1-1254C0rp0rati0n) and dispositions of S cor-

; b)(1), X's section 1254 costs with respect to . .
section 1254 costs of some shareholde roperty P immediately after the contributionporatlon stock occurring on or after

under paragraph (g)(5)(ii) of this sectionyg 2" $6,000. Under paragraph (g)2) of thisOctober 10, 1996. Sections 1.1254-
and of others under paragraph (g)(5)(iiisection, each shareholder is allocated a pro ra@(d)(1)(ii) and 1.1254-3(b)(1)(i) and (ii)
of this section. share of X's section 1254 costs. The pro rata shargnd (d)(1)(i) and (ii) are effective for

@) Witen data. An S corporation X5 ST 255 05 il 1 alocated 8 Adispositions of property occurring on or
may determine a shareholder’s sectioBy x's $6,000 of section 1254 costs). The pro rat/ter October 10, 1996.

1254 costs by using written data pro-sshare of X's section 1254 costs that is allocated to

vided by a shareholder showing theB equals $4,800 (80 percent interest in X multi-PART 602—OMB CONTROL
sharehoider's section 1254 costs witt!ied by X's $6,000 of section 1254 costs). NUMBERS UNDER THE

respect to natural resource recapturp Example 2. Contribution of money in exchangepAPERWORK REDUCTION ACT
property held by the S corporation un-c,,soat o2 caporaion holding ratal N
less the S corporation knows or hasgg7, A and B each own 50 percent of the stoc Par. 7'. The authority citation for part
reason to know that the written data ig50 shares each) in X, an S corporation. X hold 02 continues to read as follows:

inaccurate. If an S corporation does nofatural resource recapture property, Property P, Authority: 26 U.S.C. 7805.

receive written data upon which it may"fich has a fair market value of $20,000 and an 5. g |y § 602.101, paragraph (c) is
) adjusted basis of $14,000. As and B’s section . . .

rely, the S corporation must use thezss costs with respect to Property P are $4,008Mmended by adding an entry in numeri-

assumptions provided in paragraphland $1,500, respectively. On January 1, 1997, c€al order to the table to read as follows.

8
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