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property transferred by the transferor
was placed in service by the transferor.

(3) Disposition—(i) General rule. The
term disposition has the same meaning
as in section 1245, relating to gain from
dispositions of certain depreciable
property.

(ii) Exceptions. The term disposition
does not include—

(A) Any transaction that is merely a
financing device, such as a mortgage or
a production payment that is treated as
a loan under section 636 and the
regulations thereunder;

(B) Any abandonment (except that an
abandonment is a disposition to the
extent the taxpayer recognizes income
on the foreclosure of a nonrecourse
debt);

(C) Any creation of a lease or sublease
of natural resource recapture property;

(D) Any termination or election of the
status of an S corporation;

(E) Any unitization or pooling
arrangement;

(F) Any expiration or reversion of an
operating mineral interest that expires
or reverts by its own terms, in whole or
in part; or

(G) Any conversion of an overriding
royalty interest that, at the option of the
grantor or successor in interest, converts
to an operating mineral interest after a
certain amount of production.

(iii) Special rule for carrying
arrangements. In a carrying
arrangement, liability for section 1254
costs attributable to the entire operating
mineral interest held by the carrying
party prior to reversion or conversion
remains attributable to the reduced
operating mineral interest retained by
the carrying party after a portion of the
operating mineral interest has reverted
to the carried party or after the
conversion of an overriding royalty
interest that, at the option of the grantor
or successor in interest, converts to an
operating mineral interest after a certain
amount of production.

(c) Disposition of a portion of natural
resource recapture property—(1)
Disposition of a portion (other than an
undivided interest) of natural resource
recapture property—(i) Natural resource
recapture property subject to the general
rules of § 1.1254–1. For purposes of
section 1254(a)(1) and paragraph (a) of
this section, except as provided in
paragraphs (c)(1) (ii) and (3) of this
section, in the case of the disposition of
a portion (that is not an undivided
interest) of natural resource recapture
property, the entire amount of the
section 1254 costs with respect to the
natural resource recapture property is
treated as allocable to that portion of the
property to the extent of the amount of
gain to which section 1254(a)(1) applies.

If the amount of the gain to which
section 1254(a)(1) applies is less than
the amount of the section 1254 costs
with respect to the natural resource
recapture property, the balance of the
section 1254 costs remaining after
allocation to the portion of the property
that was disposed of remains subject to
recapture by the taxpayer under section
1254(a)(1) upon disposition of the
remaining portion of the property. For
example, assume that A owns an 80-acre
tract of land with respect to which A
has deducted intangible drilling and
development costs under section 263(c).
If A sells the north 40 acres, the entire
amount of the section 1254 costs with
respect to the 80-acre tract is treated as
allocable to the 40-acre portion sold (to
the extent of the amount of gain to
which section 1254(a)(1) applies).

(ii) Natural resource recapture
property subject to the exceptions and
limitations of § 1.1254–2. For purposes
of section 1254(a)(1) and paragraph (a)
of this section, except as provided in
paragraph (b)(3) of this section, in the
case of the disposition of a portion (that
is not an undivided interest) of natural
resource recapture property to which
section 1254(a)(1) does not apply by
reason of the application of § 1.1254–2
(certain nonrecognition transactions),
the following rule for allocation of costs
applies. An amount of the section 1254
costs that bears the same ratio to the
entire amount of such costs with respect
to the entire natural resource recapture
property as the value of the property
transferred bears to the value of the
entire natural resource recapture
property is treated as allocable to the
portion of the natural resource recapture
property transferred. The balance of the
section 1254 costs remaining after
allocation to that portion of the
transferred property remains subject to
recapture by the taxpayer under section
1254(a)(1) upon disposition of the
remaining portion of the property. For
example, assume that A owns an 80-acre
tract of land with respect to which A
has deducted intangible drilling and
development costs under section 263(c).
If A gives away the north 40 acres, and
if 60 percent of the value of the 80-acre
tract were attributable to the north 40
acres given away, 60 percent of the
section 1254 costs with respect to the
80-acre tract is allocable to the north 40
acres given away.

(2) Disposition of an undivided
interest—(i) Natural resource recapture
property subject to the general rules of
§ 1.1254–1. For purposes of section
1254(a)(1), except as provided in
paragraphs (b)(2)(ii) and (b)(3) of this
section, in the case of the disposition of
an undivided interest in natural

resource recapture property (or a
portion thereof), a proportionate part of
the section 1254 costs with respect to
the natural resource recapture property
is treated as allocable to the transferred
undivided interest to the extent of the
amount of gain to which section
1254(a)(1) applies. For example, assume
that A owns an 80-acre tract of land
with respect to which A has deducted
intangible drilling and development
costs under section 263(c). If A sells an
undivided 40 percent interest in the 80-
acre tract, 40 percent of the section 1254
costs with respect to the 80-acre tract is
allocable to the transferred 40 percent
interest in the 80-acre tract. However, if
the amount of gain recognized on the
sale of the 40 percent undivided interest
were equal to only 35 percent of the
amount of section 1254 costs
attributable to the 80-acre tract, only 35
percent of the section 1254 costs would
be treated as attributable to the
undivided 40 percent interest. See
paragraph (c)(3) of this section for an
alternative allocation rule.

(ii) Natural resource recapture
property subject to the exceptions and
limitations of § 1.1254–2. For purposes
of section 1254(a)(1) and paragraph (a)
of this section, except as provided in
paragraph (b)(3) of this section, in the
case of a disposition of an undivided
interest in natural resource recapture
property (or a portion thereof) to which
section 1254 (a)(1) does not apply by
reason of § 1.1254–2, a proportionate
part of the section 1254 costs with
respect to the natural resource recapture
property is treated as allocable to the
transferred undivided interest. See
paragraph (c)(3) of this section for an
alternative allocation rule.

(3) Alternative allocation rule—(i) In
general. The rules for the allocation of
costs set forth in section 1254(a)(2) and
paragraphs (c)(1) and (2) of this section
do not apply with respect to section
1254 costs that the taxpayer establishes
to the satisfaction of the Commissioner
do not relate to the transferred property.
Except as provided in paragraphs
(c)(3)(ii) and (iii) of this section, a
taxpayer may satisfy this requirement
only by receiving a private letter ruling
from the Internal Revenue Service that
the section 1254 costs do not relate to
the transferred property.

(ii) Portion of property. Upon the
transfer of a portion of a natural
resource recapture property (other than
an undivided interest) with respect to
which section 1254 costs have been
incurred, a taxpayer may treat section
1254 costs as not relating to the
transferred portion if the transferred
portion does not include any part of any


