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B. Backgroupd
April 8. 1991 Prcpased Reguletions

On Aprl 8, 1991, & Natice of Propesed
Rulemeking {PS—82-90[1991~1 CB. 9088]}
relating ta the special valuation roles of

DEPARTMENT OF THE T'HE_ASURY

Intemal Revenue Service.

26 CFR Parts 20, 25 and 301

[TD. B335) sections 2707 through 2703 of the
Internal Revenue Code was published in
RIN 1545-AP#4 the Federa] Register {58 FR 14321). .

‘These sections, along with section 2704, .
were enscted a3 chapier 14 of the Code
in the Qowibus Budget Reconcilision
Act of 1990, Public Law 101-508 {1991-48
LR.B. 7. The Internal Revenue Service
received written comments ¢n the
propesed regulations and. on September
20, 1991, held a public hearing on those
regtlations. After consideration of the -
cerurents received and the ststements
made at the public hearing. the proposed
regqulations are revised and adopted a4
faal regulations by this Tressury

Special Valuation Aules

AGENCY: Internel Revenue Service,
Treasury.
AcTiox Final regulations.

sUMMARY; This document contains final
reguiations relating 1o chapler 14 of the
Internal Revenue Code aa enacted in the
Omrnibus Budget Reconciliation Act of
1990, Public Law 101-508, 104 Stal. 1382,
These regulations provide special
valuation rules for purposes of the

Federa] eatgte and gift tnxz; impr;n;ed decision

under chapters 1 ang 12 of the Code. In

addition these regulations provide rules  S#Ptember 11, 1991 Proposed :
involving lapsing rights and other Regulations et
trensactions that are trested ae On September 11, 1991, & Noticeof .
completed transfers under chapter 14, Proposed Ruleroaking (PS-30-01 (1991~ ~

42 L.R.B. 36)} relating to additiona] - .
special valuation rules under chapter 34
was published in the Faderal Regisier
(56 FR 446244). This notice proposed rules

EFFECTIVE DATES; These regulations are
effective as of January 28, 1992

FOR FURTHER INFORMATION CONTACT:
Fred £ Grundeman [202) 5359512 [no!
e toll free number).

SUPPLEMENTARY IMFORMATION:

A. Paperwork Reduction Act

The collection of indermation .
contained ix these final regulatiors have
been reviewed and approved by the
Office of Managemant and Budgetin « ~=
accordance with the requirernents of the -
Paperwork Reductioa Actof 1960 (44 .
U.5.C. 3504(k]} under control numbers
1545-:241 and 1545-1273. The estimated
aversge annaal burden per recordkeeper
is two minutes. The estimuted average
enpual burden per respondent is ten
mmoores. . - - R

These estimatles approximate the
sverage time expected to be necesyary *
for the collection of information, They
are based upon the infarmatian
available to the lnternal Revenue
Service and do notincluce the estimale
of burden that is included in the burden
appiizable to Farms 706 and 709.
Individual respondents end record
keepers may require more or lesa ume.
degending on Lheir particular
circumnstances.

Comments concerning the accuracy of
this burden estimate snd suggestions for
reducing this burden should be sent to
the [nternal Reverue Service. T.FP.
Washington, DC 20224, and o the Office
of Management and Budget, Paperwork
Reduction Project. Wasahington OC
20503.

Rules under section 2704 of the Emternal
Revenue Code were also proposed. The
Internal Revenue Service received

the reguiatiors. After consideration’ of -
the comments received andthe .- - I
»iatements made at the public hearing. -~
the proposed regaistions, other them. -
proposed § 25.2701-5 [relsting to
adjurtments to mitigste dauble
taxation), are revised and adopted as
Fna) regulations by his Treasury
cectsjon. Arr emendment w pro
§ Zx2om-5 is proposed by a Nofeeof
Proposed Rulemaking published .-
elsewhere in thia issue of the Feders!
Register. R T
The following ciscusses the mote
significant comments received on the
propesed reguletions end the reascea
for accepting or rejecting those
romments in the fina! regulations.

C. Section 2771
Scope of Section 27031

Several commentators urged thet
defininan of "tranafer” should bw
-testricted. In response o this commpent, -
the final reguialions clarify the

_

ransacton” will be veated ay o ronsder

1, 1991, held » poblic hearing coocerning -

—
-

the =

tadividual receives an gpplicahle
ITebxined inlerest in connection with a
redemption, recapitalizalion. or ather
change T We capilal stuciure of an
ey, the transaction is subject to
_saction 270 if the other conditions of
thatsection are met. In addition. if an
lodividua) holding an applicable
retained intereat surrenders a senior
equity interest in & corporation or
partnership and the fair marke! value of
an zpplicable reteined interest alreacy
held by thal individual increases, the
mosaction is potentially subject to

- . wection 2771. Similarly. if an individuel

“smrenders s junior equity interest while
amember of the individual's family
holds e junior equity interest. and the
individual or an applicable family
member simultaneously holds an
applicable retained interest. the
vansachion is pofeotially subject to
sextion 2701,

The final regulations also clanily the

-*" spplication of section 2701 to the

" termination of an inlerest held indirectly
through & trust, As propesed, the rule
cowd unfairly subject an individual 1o

\ wection 2701, The final regulations
oarmow the application of the rute 10

- circumstances where (1) the indirecily-

: beld property would have baen

under sections 2701 and 2702 reg&ecing = - gncdydible in the gross estate of the
sdjustments to mitigete double taxation < txdvidual if the individual had died at

the time of the termlnation, or (2] the
indirectly-held property s in ¢ trustas
to which the individual is considered the

" written commants from the public oo the “*guner gnder the grantor trus! ruies. See
* proposed regnlations and, on Novexber &

" secfions 871 through 678

.. The {irml regulationa provide thatin

" ‘determining whether @ class of intereat

* jeproportional to another class,
diferences between clapses stTibutable

- o non-lapsing provisions necessary to

" eamply with partnership sllocation

-~ reguirements of the Iniemal Revenve

. Code (2.4, section 704(b]} are treated as
noalapeing differences with respectto

" Ymitations on lisbility.
. "-=-[o response lo comments regarding

- the exception for proportionete transfers
irt § 25.27¢1-1(c)(4), the final regulaiions
* previde thal the exception is available
to the extent the transfer resuits in the
requared proportionate reduction in the
hAoldorgs of tie oanaferor and applicable
family members. The final regulations
clarify that this excepltion applies only
with respect to a rensfer by & single
individual,
Veluation of Appiicable Retained
Interesis -

. The final regulations clarily that, for

- — purpoees of dechion 2701, & payment tha!
situations in which a "capital streceern. -= s corsfiegent a3 to time or amount is not

- = pwarmmieed payment of 8 hxed

subject to section 2701, Cenerally, if sy — Ewoentr
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The final reguistions adopl the . ~-
recocusendstion of one commentmtor
thats right to recelys a specific amount

pavable at death shouid qualify ns a
mandlloq psyment right. .

Respoading 1o severai comments, the
final reguiations clarify that voting
rights that confer an ability to compel

liquidalinn nre aot velued at zero but -

inatead are valued without regard to the
ability 1o vompel Liquidution or, if the
heolder's nghts are valued under the
“lower of* valuation ruie. ic « manner
consistent with the luumplinm of that
rule.

Several commenta Iors ougge sied that

partisl elections be allowed under

§ 25.2701-2{c);2). The ﬁnsi ngu.lnuom
adopl this suggestion. . - .

The Subtroction Method of Voluotion ™

Commenls variously suggevied thal
the proposed subtraction method of
valuation is oo restrictive, acceplable
ay wrilten, or lacking in necessary
specificity, .

The valuation of a closely-held
business interest 1s one of e most -
difficu)t admintstrative problems
presented by the transfer tax syatem .
and courts bave varied widely on the *
applicability of the mb’l:mctonmeﬁmrl
in thet process. ~= =" o

Some commentator arg'ue “that -
section T701 does not requireuse of a
subtraction method. They argue,-
conirary o the conference report -
reference 1o “present iaw principles,”
thal there are no yuch presentiaw
principles. Other commentators suggest
that section Z701 should apply oniy f —
{and to the extent} n subiraction method

| SRR

[,

would be eppropriate under present law.

These= and similar comments are
based on the premise that section 2701
operstes within the general framework
of section 2512 of the Internal Revenpe
Code. i.2.. tha! the special vajuation
rules are to be used to determine the
value of the transferred property which
in twn, measures the amount of the gift.
They ignore the operative language of
secticn 270% that the amount of the gilt
is to be determined by veluing certain
retained righls under the special rules in
pection 2701. If use of the subtraction
method is nol required by wection 27,
valuation of retained rights wouwd bave
no bearing on the amount of the gift.
That interpretation would ceuse section
2701 1o be & nublity in that the valuation
of rewained rights cannol affect the
amour! of the gilt other than by

subtaclion from a pretranafer sggregate

value.

The Treesury Department end the
Service do not belisve that section 2701
war intenced o be 8 nullity or merely
&n appendix to pection 2512 but nﬂ}lm‘

thet chapter 4 provides an indepeadent
set of rules inlended 10 enmoe ove -
sccurate gift tax valuation :
Present gilt Lax reguistions provide a
sublraction method for delermining the
smount of the gift if » donor retains an
inlerest in the transferred property. In -~

_ such g casé, the amount of the gift is the

value of the entire property iess the ...
value of the donor’s retsined interest: -
See § 25.2512-0{a){1)(i). The propoved
regulations peralleled that rule.
Although the Treasury Department
and the Service believe that the
wubtraction method »et forth in the April
9. 1961 proposed reguintions is the
appropriste method for determining the
amount of the gift undersection 2701,
changes have been made, in reaponse to
comments, to the specific methodoiogy
set [orth in the proposed reguiations.
Ths Mstep method of valuation™ ..
ontined i § 25.2701-3 of the propased
regulations is modified as [ollows. 1a
Step 1. only the interess held by the
individuals whose boldings mre taken
into account in determining “cootrol”
under § 252701-2(b){5) ["lamily-beld
interests”) are valued The family-held
interests are valued as if held by s
single individual Thes, the final -
regulations substantially simplify the -
valuation procedurs by eliminating
unnecessary valuations with respect 1o .
the entire gntity and unrelated perties
By providing for ¢ singleshareholder
assumplion in veluing the family-held
interests in Step 1. the final reg'uhhom
adopt the position of several -
commentators that the minority discount
with respect to the transferred interest is
appropriately applied at the end of the
saction 2701 valuation process rather
than et the beginning Steps 2and 3
{including the special sdjustment in Sler
2] remain basically unchanged.
However, Step 2 provides & rule that has
the effect of sllocating any “control
remium” reflected in tbe value
delenmined in Step 1 among the
corresponding family-held interests on a
pro tata basis. The final regilationy add
Step 4 o the valuntion methodology. In
Step 4, adiustments ave made to the
to1n} smount of the gif to reflect
consideration received {or the transfer,
approprigte discounts, and the velue of
cerluin retained interests 3 the property
is transferred in trust. Consislent with
the position of Lthe regu]anom that
secon Z701 doer not affect the velue of
the transferred property end the
legisiative history indicating thet
chapter 4 doey not aflect minority
discounts otherwise available under the
law in effec! before enactment of
chapler 14, any minonty discount taken
in Step 4 genernlly is limited to the
pmouni that would have been availsbie

under chapier 12 with respect 1o the
transfer if asction 2701 had not been
sppbcable

Minimum Voluve Reie

The final regulations darify that. in
applying the minimym value ruie, the
value ol asy junior equity inlerest is not
lesr than & pro Tatz partion of 10 perceat
of the sum of 1he value of al! equity
interests including indebtedness 1o the
transferor and applicable {amily
membery determined without regard ta
guarantees and guelified deferred
compensation,

Accumuloted Quolified Poyments

The final regulalions pennit &
quslified payment 1o be made in the
form ol a debt instrument. ke lerm of
which does nol exceed lour yeary, thal
beara compound inlereat al & tale no
less than the appropriate discount rate
payable from the due dale of the
qualified psyment

Adjustment lo Mitipate Double Taxation

Ln response {0 numerous comments,
proposed § 25.2701-5 is being
substantially modified by » Notice of
Propoesed Rulemaking pobluhed
eisewhere in this ssue of the Federal
Register. Rather than provide a credi!
against the Federal estate tax a3
conmined in the Seplereber 11 proposed
regulations the revised proposed
regulations provide for a reduction 10 a
decedent's adjusted taxabie gifts. In
general, the smount of the reductlion is
the lesser of: {1) The amount by which
the transferor's taxable gifts were
increased a3 = result of the aoplication
of section 2701, and (2} the inwrease in
the deceden!’s gross estate {or sdiusted
taxable gifts) attribulable to the portioo
of the value of the applicable reloined
interest that was subject w gift 1ax a1
the time of the inits! traasier. The
limitation in the regulalion assures Lhal
sggregale value includible ir the
decedent’'s Lransfer Lax base is the sum
of: {1} The value {oo the caie of Lhe
section 2701 gmasfer) of the family-held
applicable retamed interesis allocable
1o lhe transferred subordinate equiry
interests ang (2} the value [as of the
date the interest is subsequentiy
wrensferred by the transferor) of the
transferor's portion of Temily-held
applicable tetained interesis not
previously subject to tax.

Under cetlain circumsiances. the
vansierot's spouse 1 treated as the
transfersr, The reduclion is otherwise
nol acsighable or ansiersble.
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Indirsct Qwnership

Several commenis were received
regarding the indirect ownership rules in
§ 25.2701-6. Most of these commenty
arose from concern over the definition
of tranafer that included the termination
of eny indirectly-held interest. The
revision to the definition of transfer
discussed above generally makes
changes to the indirect ownership rules
gnnecesyacy. Other suggested changes
were rejected becausé of the sdditional
complexity that would be intreduced
into thege rales.

Effect on Other Internc! Reverve Code -
Seztions

Some cormecialors ergued that
determining the amount of a gift under
section 2701 necessarily aflecta the
reaults under other provisions of the
internal Revenue Code (such as the
determination of basis under section
1015) that are based oa the value of the
transferred property. As discussed
gbove, the finsl regulations reject the
argumenl| that secton 2701 determines
the value of the trapalerred property.

D. Section 272

Exceptions

The final regslations provide that
section 2702 does not apply to the
transfer of un intetest in Tust if the oniy

_interest in the trust, cther than the
remainder interest or & qualified aanyity
or unitrust interest, is an inferest
qualifying for the charitable deduction .
under section 2527 {a charitable lead -
WSI), . . . .

Gther commentators recommended
excepticns for lapaes of "Crummey”
powers send for certain transfers of
shnuily or unitrus! interests. Thase
changes are made.

Retoined Rights -

Several commentators reguested that
the application of section 2702 to
retained powers be clarified. In )
response. the fingl regulations provide
that an "interest” includes & power il
retention of the pawer prevenls the
transfer of an interest in property from
being a completed gift under chapter 12.
Without this rule, section 2702 could be
avoided merely by retaining a8 power
over a lerm income interest rather then
the ingcome intereat iteelf.

In response to one comment, the final
regulations provide that section 2702
does not apply if the only retained .
interestis as & permissible recipient of
income. . -

Taosgible Property Exceplion

Several commentalors suggesied
eliminating the evidentiary requirement

necessary to gua.ify for valuation under
the special rule for certain tangible
property. This change is not made.
Without a standard such as that set
forth in the proposed regulationa {z.g.,
sctual evidence of rentels] against
which proffered appraisals can be
tested, the likelihood of significant pver-
vaiuations i» very high. On the other
hand. the recommendaltion that the
burden of proof be placed on the
ransferor rather than the erm holder is
adopted in the final regulations.

Cne commentator auggesied that
depreciable property abould quaiify for .
the tangible property exception. This
recommendation was not adopted
Cenerally. the use or non-use of such
property during the term would alfect
the value of the property passing to the
remainder bereficiary, and thus, the
property would not come within the
statutory exception. Congress intended.
in enacting this exception, to provice
limited relief 1q & class of property the -
value of which would not be affected by
nSe Or AON-USE, '

As suggested by cominentators, the
rule regarding valuation of the - -
unexpired pottion of 8 lerm inlerest at
the time of & conversion is expanded |
and clacified. ~.-.. ... - L

One commentator requested thal the
reguiations permit a tarm interest in--
property that ceases to gualify for the.
tangible property exception to be -
converted to & qualified unitrust intecest
rather than e qualified annuity interest.
This {1 not done, primarily because of .
the complexity invoived in determining -
the appropriale amount of the unitrust -
payment.

In reaponse to one comment, the final
regulations clarify that the date on
which tangible property is deemed to be
converted as the result of an addition or .
improvement is the date on which the
addition or improvement i comunenced.

Qualified In teresis

The final reguletions clarify that a
cumuletive power of withdrawal doey
not mee! the requirements of a qualified
interest. Congresa cleerly intended that
retained interests that are given value at
the time of the transfer must reflect
emounts that will actuelly be paid to the
term holder, Section 2702 could be
avoided if power of withdrawal are
considered qualified interests,

In tesponse 1o commeants requesting
that increases in the annuity and
unitrust amounis be permitied
throyghout the term. the finel

.regulations provide flexibility 1o
taxpayers by permitting the annuity ot
unitruat amouni to be 120 percent of the
ennuity or unitrust amount paid for the
preceding year. The propased

P

regulations prohibited increases to

—prevent transferora from “zercing cui” a

gift while still effectively transferring

the agpreciation on all the property
during the lerm 1o the remainder
beneliciary, {e.g. by providing for a
ballcon payment in the linal year of the
term), The Tressury Department and the
Service believe that such & result would
be inconsisient with the principles of
section 2702 The final regulations, with -
mirimai complexity, strike @ balarce
between the government's policy
concerns and laxpayers” desire for
planning fexibility. :

In response to & comment, the final -
regulations permit the payment of the
greater (bul not the lesser] of an annuity
or unitrust amount. In the! case_ the
retained inferest is valued at the higher
of the values of the two interegts.

Commentators suggesied allowing
additional ¢contributicns to & trust from.
which a qualified ennuity interest iy
paysble. This is Rot done. Without this
prohibition, additional contributions
would arguably pass to the remainder
beneficiary under certain circumstances
w‘i_tgout appropriate trans{er (axes being
paid. .

Commenteiors suggested that
commutatian of qualified interests be’

- permitted. This change is not made.
. Commutation (Le, the prepaymeni of

the term holder's interest] shifts the risk
of a decline in interest rales from the

_temaindet beneficiaries 10 the term

holder. Therefare, a commuted term
interest may not ullimately yield the
same value lo the term holder as the
annuity or unitrust interest originally
retained by the tranaferor. Congress
intended in enacting section 270z, that s
term interest would be valued st an
amoun! greaier than zero, only if the
form of the (erm interest insures that the
holder actuaily receives the value
attributed to the interesi Allowing
commutation would be inconsistent with
this intent.

Joint Purchases

In response to another comment, the
limit on the amount the lerm holder s
considered to transler in a joint
purchase is clarified

Personal Residence Trusts

The final regulations adopt the
auggestion of coruneniatory that an
individua] be permitted in certain
circumstances 1o hold term interests in
more than two personal residence trusts
{or qualified personal residence trusis).

The finsl regulations make no changes
in the definition of persgnal residence.
Since the tranafer in Gust of a personatl
residence arguably presents the same
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opportuaity for vajuetion abuse that

Congress sought 10 prevenl by :
eaacimenl of section 2702, the Treasury

Department apnd the Service believe that -

Congress intended the personal.- -
residence excephon Lo be w natrow. . -
exceplion lo ecabie transferors to pass
the family home, wheter the principal

residence or g vacabono home, 1o - |

younger members of the family.. ..
Therefore, the most receny
Cengreasionsl statutory expreasion of
whal constitules a personal residence.
a» [ound in section 183[h}, is most
pertinent in this situation. That
provision defines personal residence os
the principal residence and one other
residence, ‘

The final regulations addresa th
concern of one wmmenlal%r by 4

ermilting & single trust to be ussd lo,

Eold l.h?ﬁleresu of both spouses ina’ .-
personal residence under certain - ..
circumsiances. - e

The final regulations permit personal
residence trusts o beld (for two years)
proceeds paysble as & result of damage,”
destrurtion or involuntiry conversion of
the personal residence. However, . | .
conyistent with the explicit statutory. .
language tequiring that the oaoly ’
property in the trust De a residence, Lbe
final regulations coptinue 1o probibit the

selec! belween thuse two optiom. Under
the final regulations. the distribution or
conversion must occur within 30 deys of
the date an which Lhe tust ceases to be
n gualified personal residence trust The
finsl requlationn also permit excess aale

proceeds nol reinvesied in & hew -

persona! residence o be converted to &

quelified annuity interest. = 37 12007027
Finelly, ope commentator requested - -

that, upon cessation of use &5 & personal
residence, the interes! of the term holder
be permitted 1o convert to & qualified
unitrus! inleresl. This is no! done
because of the complexity in
determining the appropriate unitrust
amount. :

Adjuslfnem to Mitigote Double Taxotion

Comments were received suggesting
tha! sdjustments be permittedia.- - .
situations not covered by the proposed -
regulations. None of these proposed
changes zre included in the final
regulations, Section 2702 does not
require ap adjustment to miligate double
taxation The fisal regulalions inlend
reliel only If the relnined interest inell is
taxed in & transfer subsequen! o the
originai trapsfer {o which section 2702
applied, - . ST

The final reguleticns provide thata
reduction in adjvsted taxable giftais

bolding of any otber assets by lhe trusl, “-~gyailable if a term inlerest is included in

including proceeds From the sale of the
personai resldence.

_ Qua!:-f:'e& Personol Besidence Trusts ™ - -

Because ol the restrictive slatutory. -. -

linitations oo a pessonai residence trusl, |
the safe harbor Tor a qualified personal
residence trust is retained with slight
modifications. L .

The fipal regulations clarify that a
qualified personal residence trust mus?
distribute any income to the term holder
nol less frequently than annually. -,

Commentzaiors genersliy proposed
that the reguiations explicitly permit
certain actions during the term of the
trust. These comments were not adopted
because the reguletions ara inlended
only to set out governing insirument
requirements. Tha suggestion of one
commentator ths upon termination of
the term interest. any cacb in the trun
be permitied 10 bt used to pay unpaid
experses and termination expenses,
was edopted .

The final regulations revise the
provisions concerning cessation of use
of the residence as a personal residence
in several respects First, the govarning
instument must require either thal the
trust be terminated {and ell truct assels
dissbuted to the term hoider) or that
the tern inlerest be converied o a
quelified annuity iolerest The trosiee
may be given the soie discrelionTo——

the transferor's gross estate solely by

- reason of section 2033.

Ln reaponse to one comment the final
regulalions clarify the interaction of
§ 25.2702-5 and section 2001 -

" E- Section 2702
Exceptions

The Enal regulations provide thal
perpewal restrictions on the use of real
property thai qualified jor either the gift
or estate tax chariiable deduction sre

. not subject to section 2703, The specilic

relerence $o section 170{h) is deleted.

A suggesied by several
commentaiors. the finel regulstions
expand the exceplion in the proposed
regulations for rights and restrictions
among unrelated parties. The final
regulations provide that & right or
restriction is pc! disregarded if more
thar 50 percec: by value of tbe property
subject o the right or restriction is
owned by persons who are nol family
members of the transferot. "Member of
the family” is defired by croas-reference
to § 25.2701-2(b}(5) snd Blso includes
any other individual who 1s the natural
object! of the transferor'a bounty.

Ooe comment asked that the fnal
regulations specifically state that 2 nght

of Erst refusel among {amily member co- -
. owners of 4 busineas is pever

disrezorded if the nght can be exercised

——

only by maichmyg the pnce oliered by 2o
outside puorchaser. The Treasury :
Department and the Service do not
believe that every such reatriction
necessarily meels the lesis of section |
I703. .

Substantial Modifioation -

“The Tina) reguletions darify whena -
transfer 1o 2 Tamily member of an” |
interestin property that is subjectlo &
righ! ar restriction is a substanitial
modification of the right of resiriction.
The final regulations provide thel the
addition of & femily memberin a
generation no lower than the lowest
generation otcupied by persons alresdy
party \o the righ! or restriction is not »
substantial modification.

Other Issues

- One commenlalor raquested that the
final regulatioos defioe the \erm

“notural objects af the bounn.” The

final regulations do oot provide a
definition of this leron. This concept has
long been part of the transfer tax sysiem
and cannot be reduced lo ¢ simple
farmule or specific classes of
trelalionship. The class of persons who
may be the objects of an individual's
beunty 15 niot necessarly limited 10
-persans related by blood or marriage.

" in response to a comment. the final
regulations clasify thal if property is
subject to multiple Hghts o7 restrictions,
each separste right or restriction is .
tested independently. Whether scparale
provisions constitute separaie rights or
resirictions or ame {hlegral slements of & -
single righ! or restriction depends oo tbe
facts end circutostencey in the particuler
CREE. :

An example is added to Lhe final
regulations to clarify that a lease is »
right or restriclion with respect 10 the
use of praperty that js disregarded in
ceriain circumslances,

F. Section Z704
Lcosing Rights
One set of conrnents was received

regarding section 2704, The
commenator argued that applying

- seclion 2704(s) 1o & raosfet of a voling

interest that results in the lermination of
8 liguidation right with respect 16 an
interest other than the transferrcd
inierest was inappropriate in some
ceses, in response Lo thet comment the
finel regulations limit the scope of {be
rue W situations where the transferred
interes! in senior 1a the interent as 10
which the liguidation right lerminates.
The final regutations tlarify the
exception for the |apse of liquidstion
nghts valved under section 2701 is
provided 1o mitigete doubie taxetion.
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chapter 14 are s¢t forih in 3§ 5201-1., Spedll Valuabion Rules ,.~:... :—:'.'4'._ {¢) Mintmam ¥alut rue. o -0 ol 2 o il
thro za_zroH... derm Y gyiton B L e LT (il ngenerslen = o o oemar
: tush z I |z:;.;n1-o T?ﬂthmmu wryen o :Zimo;e:ncunymureu . BRRER

y ;. 4- s section Lists the major - b indebledness. ... ... o,
- Par.7, Secuonzszso 1 ivamende paragrapa oontnmedm “ 252701-1 (d) Exampise. .

by adding a new sentence tothe-end ul’--
paragraph (a)(9) to read as l'ollow e

ﬂi et el A

] zusoz-1 n“‘“ ot 'r.ii."

SRR P R

(3} °,.2-* See § 2527028 for an -

teag, b

. nd}ultme.nt ta the tolal amount of an -
- individual's taxable gifta where the : -
individusl's current taxable gifts include

the tans{er of certain interests in trust
that were previously velued under the, »

.. Bl '1 .

Par. 8. Section 2525121 is. imanded
-by adding two new nnlencel Io !he end:

$ ?52312-1 V:Iuaﬂon Uf PWPW lI'l !
genenal - \ .
.o See lecbon 2z01'hndihe -
regulations a1 § 25.2701 for lpec:u] ruJe:
for valuing transfers of an inlereatina ..
corporation ot a partnership aod for the |
trestnent of unpaid qualibed paymenu- .
at the yubsequent ransfer of an’

.

" . applicable relained interest by the -
transferor or by ao applicable fam.lly Tn,

" tnember. See section 2704(b) and the ....'._

regulationa ai § 25.2704-2 for specla.l
waluation rules where an interestin - -
property is subject to an spplicable

restricion. - .
- Paz 9. Section'25.2512-5 i amended L'

- .by.adding » new sentence to paragnph

(a)(1)(i) immediately afterthe sixih .
untence ta rud L) followl. -

¥ 25.2512-5 Valmupﬂ ot innumu, e -

watates, termns for years, remainders, and
frevsrsions transfernd atter Hpvu-rnb« :m
1583, .

“(a)dn genem! [1}[:] Sl 1.7 secuon .
2702 and the regulations at § 25.27202 for'™
special rules for veluing translers of
interests in trust after Qctober 8, -

1%90. & * " ’

Par.10. Section 25.2512-8 is amended
by adding a sentence ta the end lo read
as follows:

§ 2525128 Transters for mumugm .
consigeration N

vt Gee alm.lel:uon.lz-’m. 2702. 2?03
and 2704 and the reguations et - .
k4§ 25.2701-0 through 2527043 for
special rules for valuing transfers of
business interests, ransfers in trusl and -
trensfers pursusnt Lo options and -
purchase agreements.. --- -+ - -

Par. 1L A new u.ndes:gnated
centerhending and new §§ 25.2701-0 -
through 25.2701-8, 25.2702-0 tirough
25.2702-7, 2527031 and 25.2703-2. and -
25.2704~1 through 25.2’00-4 are amj.zj .
read as [ollows: .

. “'Jw-.-:m.: "l .
{.) 1:fq l:- " e ey -,-flhp}rt"'—"'\( o L ;‘.

L. Te e -..'-'.. i

lhroush 227-8. o F

$ 25.27‘01 1 .&pocld \rahal.‘noﬂ rules In th.
casa of transters of certaln Interests in

-(a) In general” =~
1] Scope of section zm. )
(2) Effect of vection 0.
[3) Example.
{b) Traosfers-and other h-iggenn; wentn
{1} Completed transfers. .. =0 .
" (2] Transactions reated a3 mru!en. '.- .
{3) Exciudsd transactions. . - v
.{¢) Circumsisnces ip which nct.inn 2?01
dJoee not apply. -, et
" {1 Marketabie lnmlemd l.nlcnltl T
12) Markeiabie retained Interepts, e
{3} Iolerests of the same class. " =07,
- (4] Proportionale transfers. =~ 0
* [d) Family defnitons, ' 7 7 1T
{1) Membee of the famjiy. "~ -+ Sl
(2} Applicable famfly member, - © - - *
(3) Reiationahip by odopuan. Mae i e
{e) Examples. . . T

§252701-2° Spodal n!uatlon ruln lor
nppl.lca.bl. nh.lnvd lﬂlorentl. e e
[a)In 3eneul. .

- et
= [2) Yaluing a distribution nght, .. .-
~ [3} Special rule for valuing a Qu-hfied - .-
payment right held in conjunction with an o
extraprdinary payment right.©  °
{4) Valuing other righta., --*" 7 T
{5) Exampla, - —r
{b} Definitions. .. . ‘
“(2) Applicable mu.nnd !.ntlrnl.
{2} Extraordinary payment right
{3] Distribution righL
{4) Rights thsl wre pot utuordmury -
© payment righs or distwribubion rights.
{5} Contralled entity. .
(6) Qualified payment right .
{c) Qualified payment elechions. .
[1) Election to trest ¢ qualified payment
right ae other than  qualified payment righl.
131 Elecuon 1o treat other distribytion rights
as gualified payment rights.
(3] Elections irrevocable. .
(4) Treatneot of certain payments 1o
applicable family members.
15) Time and manner of electons.
{d] Exasples.

cmaeow

§ 25.2701-) Dotnrrruruuon o! amoun! ol
glrL Lo

[a) Overview, ”

{1) Ln generak

{2) Definitions.

{b) Veluition methodology.

(1) Step 3—Valustion of family-held
interesia.

{2) Step Mubmcl the value of senior

. equily inleresis.

(3] Step 3—Allocate the rtmlm.mg value
among the ransferred interests and other
family-held subordinale eouiiy taterestn.

[4) Step #—Determune the amouni of the
gifu.

__ﬂ_[s} Adjustment in Step 2.

wﬂmmwn oo

*[1) Viluing an lxtnm'dmu} paymcnl n,ghL\- -

._’.

e §2E2TOV-4 A.neunulttd qmlmcd

Py, — e =

(4] 16 general. " Fe s "F"" B
b} Taxable cvenL‘ S _'_“""’""‘ oo
(1) In general = 7RV T 0

{2} Exception.

(3) Individual rented an i.ntem! hoidcr

{e) Amount of I.nann

(1) Ln genensl - i

{2) Due dute o{qu.!lLﬁld p-ymunu.

(3] Appropriate discount rate.

(¢) Application of payments, .

{5) Peymm#nt. . . - .
(2] Limitation. |- ._""‘.f- , '. I
{d] Taxpayer eiection. ; - R

" [1) In general . R e
.{2) Limitatian ol lppliubln s s
(3) Time and manner of elcc:tmn. -
(4]51!!!1?‘!' L b

_a_,-.._.._ -

- PR

125.2?01—5 Adjuwmnu to mrug:to -
gouble taxation e

s -

[Reserved).. om0 T sew T
§252703%" Indirect hoidlng er'mni-m:. :
. [aY LngenenL

(1] Attribution 1o J.ndmduls _"':
(2] Corponuom .
{3] Partnerships.” o
(4] Eslates. trusts, cnd other ertmu_ S
15) Multiple atiribivtion. .~
(b) Exampies. T

B PR R

§25270147- Sopamo Intmlu. -_"‘- St
525.2701-! ENlcuvo dlul. : .

§25.2701-1 . Special valuation niles i the
case of hnafm of certain interests in
corposations and partheraps. . L0 .00 T

[8) In generul—{1) Scope of section -
2701. Section 2701 provides special
valuation rules to determine the ambunt
of the gift when an individus] ransiers
an equity intefest in a corporation or -
partnership to 8 member of the
individual's family. For section 2701 to
apply. the trensferor or wn applicable
family member (as defined in paragraph
[d){2) of this section) musL immedigtely
after the transfet. bold an applicable
retained interes! {p tvpe of equity
interest defined in § 25.2201-2(b}{1)}. 1f
certain subseguent payments with -
respect to the applicable retained
interest do not conform o the
assumptions used in valuing the interast
al the time of the initia] transfer,

§ 25.2701-4 provides u apecial rule to
increase the individual’s later taxable
gifts or taxable pptate. -

{2) Effect of section 2701 I section
2701 applies to & transfer, the amount of

- the transferors gift. if any. is determined

vsing 8 subtraction method of valuation
{described in § 25.2701=3). Under this
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method the amount of the gift is
determined by submecting the value of
asy lamily-beld applicsbie retained
Interests and other pon-transferred -
equity icterests from the sgeregate value
of [amily-beld interests in the
torporation or parmership (the “entity™].
GCenerally. in determining the value of
any applicable retained interest keld by
the lransferor or an applicable fanulr
member—

(i} Any put. call, or conversion right,
any right to compel) liquidation, ar sny
similar right is valued 2t zerc if the right
is an “extrs peyment right” (as
defined in § 25.2703-2(b)(2]k :

fii) Apy distribution right in &
controlled enbity (e.5. a right to receive
dividends) is valued at zero unless the
right is & "qualified payment right™ (as
defined in § 25.2703-2({b}{8)]: and

{iii) Any other right (including a
qualified payment right) is valued as if
any right valued at zero did not exist but
otherwise witbout regard to section - -
o, :

(3) Example. The following example
fllustrates rules of this paragraph [ak

Exaqmple. A, ap individual holds all the
outstanding stock of § Corporation. A -
exchanges A's aheres in S for 100 sbares of
10-percent cumulstive prelferred stock and
100 shares of voting common atock. A X
transiery the common stack to A's child *
Sechion Z701 spplies to the transfer because’ _
A has transferred an equily interest {Lhe”
common stotk} to a membar of A's fammly, - - -
and Unrnedintely thereafter holds an
applicable retained interent (the preferred -
stock) A's preferved stock is valned under

the rales of secOam ZIOT. A% giftis '--'-':
determinsd xnder the mbtraction Bethod by *

wubtracting the valoe of A" preferred stock - -
Fom the value of A's interest in 5 .
tmmediately prier to the tanafer.

(b} Tronsfery and other triggering
events—{1} Comphetsed transfers.
Section 2701 applies to determine the .
existence acd amount of any gift.
whether or not Lthe tranafer would
ctherwise be & Laxable gift under
chapler 12 of the loternal Revenue Code.
Fot example, section 2701 appheaton
tracafer that would not otherwise be w
gift under chapter 12 becnuse it wasa
transfer for full and adequate
corsideration.

{2) Transactions treated as
transfers—{i} In general Excepl as
provided in paragraph [b)(3) of this
secson, for purposes of seclion 2701,
trass{er Inciedes the fnllawmg
transaciicos:

(A] A contribulon to thc uptlal cr! a
new of existing enltys

(B} A redemption, recapitaliaation, or
other change in the capital structure of
sn eality (8 “capital structure
transaclian™), i— -

(1} The transferor ot an applicable -

stock with non-lepsing voting rights and

family member receives an applicable . ——nanvoling common stock are imterests

retained interest in the capuul structure
fransaction; =

(2} The oensferor of an npplu:ab[e
family mamber holding am applicable
retained interes! before the capital .
structure transacifon swrenders an
equity interest that is junior to the .-
epplicable rewsined interest (a
“subordinate interes!”) and receives
praperty ather than an applicable
relained interest; or

(3} The transferoz or an spplicable
family member holding an applicsble
retained interest before the capital -
structure transaction surrenders an '
equity interest tn the entity [other than a
subordinate interest) and the fair market
value of the applicable retained interest-
is increased: or

{C) The termination of aa indirect
helding tn an entity (as defined in
§ 25.2701-6), —

(1) The property is heid in a tm:t asto
which the indirect holder is treated us -
the owner under subchapter ] of chapler
1 of the Internal Revenue Code; ur

{2) If the termination is not teated us

& trarfer under paragraph (BIZ)HO(IT

of this section, to the extent the value of
the indirectly-keld iptecest woald bave
been included in the value of the *

indirect holder's groas estate Jor Federa! .
estale tax purposes if the indirect bolder

died inmediately priot ta the -~
termination. ’
(i) Multiple a!tnbuaan Fr.rr purposes

- of paragraph (b} Z}{i){C} of this section.”

if the termination of an indirect holding-
in property is treated ax & transfer with

reapect io more than one indirect holder, |

the transfer s aitributed in the Fnﬂnwm;

order:
{A) First, to the mchnzct holdzr‘ta} who

* translerreq the interest to the entily

{without regard to section 2513k
(B] Second. to the indirect halder{s)

possessing & presently exercissble
power o designate the peraon whe shall
poasess or enjoy the propertyr

(C) Third, to the indirect holder{s)
presently entitled to receive be income
{rom the interest?

(D} Fourth, to the indirect bolder{s) -

-specifically entitled to receive e

intereat at & future date: and

[E] Last to any other indirect bolder{s)
proportionally.

{3) Excluded trensections For
purposea of section 2701, a transfer does
not include the (ollowing transactions:

(i} A capitsl strocture transaction, if

 the wansferws. each applicable family
-member, and ench member of the

transieror's family holds substantially
the same interest after the transaction
an that individual beld before the

transaction. For thia purpose, common -

that araubstantiafly the same:

(ii} A shift of rights occwrring upon the
executicn of & qualified disclaimer
described in section 2518; and

(iii) A shift of rights eccurring upon
the release, exercise, or lapae of a power
of appointment other than a genera]
pawer of appeintment described in
section 2514, except to the extent the
release, exercise, or lapse wonld
otherwise be & trensfer under chapter 12,

fc} Circumstances ir which rection
2701 does pot apply. To the extent
provided, section 2701 does not apply In
the following cases:

{1) Morketoble transferred interests.
Section 2701 does not spply U there are
readily available market quotations on
an established securities market for the
value of the ransferred interests,

{2) Morkatable retoined interests.
Section 25.2701-2 daes nol apply to acy
applicable retained interest if there ure .
readily avsilable marke! quotations ou
un established securities market for the
value of the lpphuble retained
interests.

(3) Interests of the same closs. Section
2701 doer nat apply if the retained

. interest is of the same class of equity us

the trarsferred laterest or If the retrined
interest ls of « clase that is proportonal
to the class of the transferred Interest A
class is propactional ta the class of the

-. rapsferred (pieres? if the rights are

identical ar proportione! (o the rights of
.the transferred interest, except for non-
lapsing diffcrences in voting righu (of,
for a parmership, poorlapsing
differences with respect to mamgement
and Lrdtations o Kabikiry). For
purposes of this section, non-lspsing
provisions pecessary to comply with
parcerhip sllocation requirements of
the Interpal Revenue Code (2.q. mction
704[b)) are non-lapsing differences with
respect 1o limjtations on liability. A right
thet lapaes by reason of Federal or State

- lave is treated a» 2 pop-lapeing nght

unless the Secrelary determines. by
regulation or by published revenue
ruling. that it is necessary to treat such a

. right a» a lapsing right to accomplish Lhe

purposes of section 2201, An interest in
a parmership fs not an interest in the
same clase a3 the transferred interest if
the tranaferor or applicable family -
members have the right 10 alter the
liability of the tranaferse.

(4) Proportionate trensfers, Seetion
2701 does not apply to & tansler by an
individual of equiry inerests to the
extent the ransfer by that tndjvidual
results in & proportiortate reductioc of
eoch class of equity interest held by the
individual and all applicable family
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members in the sggregete immediately v

before the trensfer. Thus, {or example,-
section 701 does not apply if P owna 50
percent of each clase of equity interest
in 8 corporation and transfers a portion
of each class 1o P's child in & maaner
thelreduces each interest held hy P apd
_ any epplicable family members. in the =
"mggregaie. by 10 percent even {f the - -
transfer does not praoportionately reduce
F's interes! in ench class, See § 25.2701-
6 regarding tndirect holding of interests.

(d) Family definitions—{1) Member of
the family. A member of the family is,
with respect to any transleror—

(i) The ransferor’s spouse: -

{li] Any lineal descendan! of the
transferor or the trnnlferor s spouse;-
and . -

{iii] The spouse of any nuch hneal
descandu:l. LR -
(2) Applicoble fam:}y member.
apphcahle family member is, with
respect to sny trens{eror—
-[i} The transleror's apouse;

[ii) Any ancestor of the translercr or - -

the trensferor's spouse: and .- -
(i) The spouse of any such anceslor.
(3) Relationship by adoption. For |

purposes ol section 2701, eny | ..

relationship by legal adeption is the

" sarme as & relationship by blood... .

[e) Exammpies. The following examplés

' dJuslnle provisions of this section:

Exnmp!e 1L P.an individual, botds all lhe
ocutslanding stock of X Corparetion. Assume
_the fair market value of P'o interestin X - -
immediately prior 1o the transler is S15 |
million. X is recapilalized a0 that P. holds
1.000 shares of 51.000 par value preferred
stock bearing an annual cumulative dividend
of 5100 per share {the sggregate [air markel -
value of which Is assumed to be 51 millien)
and 1.000 shares of voung common siock. P -
translers the common s1ock 1o P's child
Section 2701 spplies ta the transfer because P
has ransferred an equity interest [the
common stock] ta s member of P's farcily and
rrumnediately thereafier holds an epplicable
retained intereet [the preferred stock). P
right lo receive annuz) cumulative drvidends
is 8 quaified paymen nght end is vaived for
purposes of section 2701 wl ils fair market
value of £1.000,000. The emoun of Fa gift
éelermmuned uring the subtracuion method of
; 2£.2707-3. is $500.000 [$1,500,000 munus
£.000.000}.

Examp}ez. The facts are the serme o5 in
Exompie I, except that the prelerred dividend
righ! is noncumulative, Under § 25.3701-2. F'»
preferred dwidend right is velued 2l zero
because it Is » distnoulion nghtin &
controlled entity. but 11 nol w gualified
payment right. ALl of P's cther nights in the
prelerred stock are valued s¢ if P's'diadend
rght does nol exist bui otherwise without
regard 1o section 2701 The amourt of Fle gift
determuned using the subtraction methad, 1s
7 .500.000 {51.500,000 munus 30;. P may efect
howevar, 1o treat the dividend nght er e
qualified pavment righ! as providedam=-
£ 25.2701-2(c)i2).

L —

§ 252701-2 Specisl valustion rules tor
ppiicable reteingd Interepta 7 - T

(a) In generoi In determining the ™
amount of & gift under § 25.2701-3. the -
value of any spplicable retained interest
(as defined in patagraph (b)[1) of this
seclion) held by the transferor or by sn
applicable family member is determined
using the rules of chapter 12, with the
modifications preactibed by this section,
See § 25.2701-8 regarding the indirect
holding of inlerests,

{1) Vialuing an extraordinary payment
right. Any extraordinary payment right
[as defined in paragraph (b]{2) of lhu
sectlon) ia valued st zeto.

(2) Valuing o distributfon right Any
distribution right (aa defined in
paragraph (b)(3} of this section) in a .
controlled entity is valued st zero,
unless it ie 8 quelified payment right {as
defined in pacagraph {b)(8) of this -
section). Controlied entity is defined in
puragﬂph [b){5} of this mection.

" (3) Speciol rule for voluing o qualified
payment right held in confunction with
on extroordinary paymeat right 1f an
applicable retained interest confers a*
qualified payment righ! and one or more
-extraordinary payment rights, the value

X is $1.500.000, nnd the falr murket value of -
F1 annual cumulative dividend right is
$1.000.000, -Because the prelemed stock
confers both an extraordinary payment right
(the put right) and s qualified payment right
(i.e. the right to receive cumulabve
dividends), lbe lower of rule apphies end the
value of these righls is deleruned s if the
put tight will be exercised in & manner thai
results in thelowest total value beiny
determined for the rights [in this case, by
sssumimg that the put will be exercised -
immediaiely). The value of F's preferred
stock is $900,000 {the lower of $1.000,000 or
5500.000). The ampunt of the gift is $800.000
($1.500,000 minus $900.000). - .

{b) Definitions—{1) Applicable
retained interest. An applicable relained
interes! is any equity inmterestina
corporstion or partnership with respect
ta which there is either—— _

(1} An extraordinary payment right {as
defmed In paragraph [b)[z] of uns

" sectionl, or

of &ll these rights is determined by

assuming that each extraordinary '
payment right is exercised in &8 manner
that results in the lowes! lotal value -

being delermined for all the rights, .using

B consislen! 1ef of essumptions and
giving due regard to the entity’s net”
worth, prospective earning power, and
oth.er relevant faciprs {the “lower of" .
valuation rule). See §§ 20.2031-2(f) nnd
20.2031-3 lor rules relating 1o the
valuation of business interests
generally.

{4} Valuing other nghns Any other
right (including & qualified payment.
right not subject to the prior peragraph)
is valued as if any right valued at zero
does not exist snd a3 if any right valued
urder the lower of rule is exercised in a
manner consistent with the assumptions
of that rule but otherwise withoul regard
to section 2701. Thus, if an applicable
retained interest carmes no nghts that
are valued at zero or under the laower of
rule, the value of the ioterest for
purposes of section 2707 is its {air
market value.

{5) Example. The following example
illustrates rules of this paragraph a).

Exampie. P, an individual. holds al) 1.000
shares of X Corporation’s $1.000 pat value
preferred stock bearing wn sanuel cumulative
dividend ef $100 per share and holde al. 1.000
sharea of X'v voung common slock. P bas the
right to put all the prelfeed nock ta X ot any
tune {or $900.000 P ranifers the common
slock 1o Fo child end immediaiely tereaficr
holds the preferred aiock Assume thal ot the
ume of the transier. the [rir market value of

(i1} Lo the case of & contmlled entlt)
(as defined in peragraph (b){5) of this
section), & distribution right (as deflined
in paragraph [b)(3) of thia section).

"(2; Extraordinary poyment right.
Excipt as provided in paragraph [b}[i]
of (his section. an extraordinary
payment right Is any put. call. or -
conversian Hght, acy right to corhpel L
liquidation, or any similar right. the .

"~ exercise or nonexercise of which affects

the value of the transferred interest. A
call right includes any warrant, oplion,
or other right 1o acquu‘e one or more .
equity interests. - T

{3) Dfsmbu:mn nght. A dtsmbuuon .
right is the right to receive distributions
with respect to an eguity interest. A -
distribution right does net include—

{i} Any right to receive distributions
with respect to an interest that is of the
same class as. ar & class that is
subordinate tg. the transferred interest;

[ii) Any extraordinary payment right:
or

(iii) Any right described in paragraph
{b){4] of this section.

{4) Riphts thot ore nol extroordinary
peyment rights or distribution rights.
Mandatory paymenl! rights, liquidation
participation rights. rights to guaranteed
payments of a fixed amount under
section 707(c), and non-lapsing
conversion rights are neither
extraordingry payment rights nor
disiribution rights.

(i) Mondatary paymeant right. A
mandalory payment right is a'righ! 1o
receive p payment required 1o be made
at o specific time {or & specific amoun!.
For example. a mandatory redemption
nght in preferred stock requiting that the
stack be redeemed at its ixed par value
on 8 date certain is 8 mandatory
payment right and therefore nol an
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extreordinary paymendt right or &
distribution nght A righ! to receive a
specific amount ca the dealh of the
holder is » andatory payment right.
(i3} Liquwidniron parn'crp?aon rights. A
liguidation participation right is a right -
lo participate in a liquidating .
distribution. If the wansferor, members
of the transferor's family, or applicable
family moembers bave the ability ta
compel Liguidation. the Liguidation
participation right is valued a3 if the
ability to camspet liquidaione—
. {A)Did not exist,ar - ° .-
(B} If the lower of rafe applies, ia.
exercisnd in & manner that is consisient
with that rule, .
[i7i) Bight Lo a guaranteed payment of
@ fixed gmount under section 702/c). The
right ta a gnaranieed payment of 8 fixed
amaunt upder section 707[c] is the right
to a guarsnteed payment (within the
meaning of section 707(c}] the amount of
which is determined at a fixed rate
{including a rate that beary & fixed
relationship ta & specified market
imerest zate). A payment thatis
contingeat as to ime or atroun? i not &
goaranteed payment of a Fxed amount.
(iv) Non-jopsing conversron right—(A)
Corporations. A non-lapsing conversion
right, in the case of a corporetion, is &
non-lapsing right to convert an equily”
interest in & corporation into & fixed - " --

number or g fixed percentage of shares

of the same cld® ay the trensferred
inlerest for into an interest thet would
be of the asme claap bat for non-lapsing
differences in voting righta], that is
subject to proportionate adjustrments for
changes in the equity owrernship of the:
corporatian snd to adjustments similar
ta those provided in section 2773(d) for .
unpaid payments. e

(H) Portnarshipa. A noadapsing
canversion right in the casenf &
partnership. iz 2 pan-lapsing right to
conver! an equity interertin 2
partnership into a specified interest
{other thag an inieread represented by a
fixed dollar amount) of the seme class
a9 ihe tranalerred interes fof into an -
interest that vwould De of the seme closs
but for non-iapaing dilfecences in
management righta or Limilations en
liability) that is subjeel to proportionate
adrustments foz changes in the equity
ownership of the partnership and to
sdjustments similar o those provided in
section 27Q1[d] for unpaid payments.

(C) Preperuonaie adiusuments in
equity ownership. For purposes of this
paragraph (b}(4} an equity interestiy .
subject lo propartionate adjestmente for
changes in equity ownership if, io the -
case of 4 corporation preportionate
sdjustnents qre requred o be made for
splits. combinations, reclassifications,
and similar changes in capital 370ck, or,

i

in the case of & parinership, the equty
interest ia protected fom dilution
resulting from changes in the
partnersbip structure.

(D} Adjustments for unpoid payments.
For purpases of this paragrapb [b)[4) an
equity iatereat is subjec! ta sdjustments
similar to those provided in section
2701{d) if it provides far—

(1} Cumulalive paymenta;

{Z) Compounding of any unpaid
psyments at the rate specilied in
§ 25.2701-4(c)(2): and

{3] Adjustment of the number or
perzentsge of shares or the size of the
interest into whizh jt is convertible to
take sccount of accumulated but unpaid
payments,

(5) Controlled eatity—(i) in general.
For purposes of section 2701, a
conUolled entity is n corporation or
partnership cantzolled, immediately
befare a ransfer, by the transferor,
spplicable family members, snd any
lineal descendants of the parents of the
transferor or the transferor’s spouse, See
} 25.2701-6 regarding indirect holding of
interests. b ’

[ii} Corporations—(A) In generalln
the case of a corporation, contro] means
the holding of at least 50 percent of the -
total voting power or total fair market
velue of the equity inlerests in the
corporation . T

(B) Voo rights. Equity interests that
catTy no right to vote other than on -
liquidation. merger. or a similar event
are nat considered to have voting rights
for purposes of thiy paragraph (b} 5)G]
Generslly. & voting right is considered -
held by en individosl to the extent that
the individual, eitheralone orin
conjunction with eny other pervorn. is
entiled to exercise (or direct the
exercise of] the right. However, if an
equily interest carrying votng righte is
held in a duciary capacity, the voting -
rights are not considered held by the
fiduciary, bo! instead are corsidered
held by each beneficial owner of the”
interest and by each individus} whois &’
permisyible recipient of the income fronmr
the interesl A voling right dees not

include s right to vole that is subject fo
a contingency that has not occurred.
other than a contingency that is within
the control of the indindual holding the
right.

B[iii} Partnerships. In the case of eny
partnership. control means the holding
of at beast 50 percent of either the

capital interest or the pyrafits interest in *

the parthership. Anyrightos
guarssHeed psyment under secton
707{ct of a fixed amount [z daregarded
in making thie determinetion. Iy
addiion, in the case of a Limiled
parwership, contyol means the holding
of sny equily interent as & general

partmer. See § 252703-2(b)f41(iii) for the

~——deflimtion of a right to & gueranteed

paymeal.af & fixed amount undar
seclion 707(ch

(8} Qua/ified poyment right—{i} In
genergl. A gqualified payroent right is o
right to receive qualified payments. A
qualified payment is & distribution that
i .

-{A} A dividend peyable on a periodic
basis {at leaas aanuvelly) under any
cumulative preferred stock, lo the extent
such dividend is delermined al & fixed
rale

(BY Any other comuletive distribuation
peyable on a periodic basis [at least
annually) with respect to an equity
interest 16 the extent determined at a
fixed rate or o3 » fixed amount; or

{C) Any distibution right for which an
election has been made pursuant to
puragraph {c)12) of this section.

{ii} Fixed rute. For purposes of this
section, 4 payment rate that bears a
fixed relationship to & specified market
interest rate iy & payment determined at
& {ixed rate. .

(c} Quelifred poyment efections—{1]
Election to treo? o qualified payment
right as other then o quolified poyment
right. Any transferor holding a qualified
payment right may efect to. treat all
rights held by the tranaferor of the same
ciass ag rights that are not quaiified
pavment righls. An electior mav be s
partis} election. in which case the

. election must be exerised with respect
to a consistent portion of each payment
right in the cJass es ta which the electian
hasbeen made. . . 1. . _

[2) Election o treat other distribution
rights o qualified peyment rights. Any
individosl may elect to trent a
distribstion right held by thet individual
in » comtroiled entity ax » qualified
payment right An election may be s
partial election, in which case the _
election must be exercised with respect
to a consivignt portion of each payroent
right in the clacs as to which the election
has been made. An eleclicn under thus
poaragraph {c){2) will aat cause the value
of the applicable refained interes!
canferring the dismibution right 1o
exceed the fair market value of the
applicable retained ictetest {determined
withgut regard to section 2701} The
eleclicn i» efective only ta the extent——

(i} Specified in the election. and

(if] That Lhe payments elected are
permisxible under the Jegel instrument
giving rise to the nght end are consisteni
with the legal right of the entity to make
the payment. ’ ;

(3] Efecians irrevaccble. Any election
under paragraph {c){1]) ar [c)(2) of this
secbon is revocable enly with the
consent of the Commussianer.
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{4) Trectment of ceriain poyments o
applicable family meotbers. Any .« ...
payment right described in paragraph. ...
(b}{6} of this section heldbyan . .
applicable family member is Ueated as a

- payment right that is not & qualified
payment right unlnes Lhe spplicable . .
family member elects [pursuanilo -,
paragraph {c)[2) of this saction] lo treet .
the payment right as a qualified ~*° "
payment right. An election may be s
partial election. in which case the
ejection must be exercised with respect
to » consistent porlion of each payment
right in the class as to which the election
bas been made.

(5) Time and manner of elections. Any
election under paragraph (c){1) or {c)(2)
of this wection is made by attaching »
staternent to the Form 709, Federal Gift
Tax Return, fled by the transferoron *
which the transfer is reported. An_~ . '
election filed after the time of the filing -
of the Form 709 reporting the transfier ia
nol & valid election. An electioa filed as
of Apri & 1992 for transers made priot
1o ils publication is effective. The
siatement must— o .. .

(i) Set forth the name, nddresa, and - .
taxpayer identification number of the ™
electing individual and of the transferor,
if different;” * - e BT

{ii) If the electing individual is not the
trapaferor fling the return state the
relationship between the individual and
the transferor; . .. .

(iii) Specifically identify the transler.
disclosed on the return to which the -

~ election appliess -~ - L

(iv) Describe in detail the distribution
tight to which the election spplies;

(v} State the provision of the
regulation under which the election is
being made; and : -

(vi) if the election is being made under
paragraph [c)(2) of this section—  ~

(A) State the amounts that the ™
eiection essumes will be paid and the
tmes that the election assumes the
pavments will be made:

{B) Contaio a statement. signed by the
electing individual in which the electing
individusl agrees that—

{11 If payments are nol mede as
provided in the election. the individuai's
subsequent taxable gifts or taxable
estate will. upon the ocourrence of a
taxable event (as defined in § 252701~
4/b)). be incressed by an amount
determined under § 252701-4(c), and

(2) The individusl will be personally
liable for any increase in Lax
gttributeble thereto. .

{d} Examples. The {ollowing examples
Hlustrate provisions of this section:

Exzmple 1. Do March 30, 1951, P transfers
non-voting comman stock of X Corporelion to
P child, while retsining 5100 par \v'al_q&[__:__‘.
voung preferred aiock beanng s cumulative

. perceni of the vote is required 1c compel =

snnual dividend ol $10. lmmed:ateiy before
the tramafer, P held 100 percent of the stock. ©
Because X I3 » contralied entlty {within the
roeantng of paragraph (b)(5) of thiv section),
Fra dividend right is a distribution right that is
subiect to section 2701, Sex | 23 27M-2{b}{3}

1

Because the distribution nght is an annusl -+

cwmnulative dividead, it is & quaiified psyrmeot
right. Ses § 28 D01-ZOKEL .~ .on -
Example 2 The facts are the same an in

non-cumulalive. P'a dividend right in a
distribution right in & controlled entity, bm iz
not a qualified payment right because the
dividend i» non-cumulative. Therefore. the
non-camulative dividend right is valued at
zero under § 25.2700-2(a)(2). Lf the
corporation were not & coniolled entity, F's
" dividend right would be valusd without
regard 10 section Z70L
Exampie 5. The facts are the same as i .
Example 1. Because P holds sullicient voting

participate in liquldation s an extrsordinary -
payment right under parugraph {(b)(2) of thix

. section. Bacause P holds an extraprdinary
pryment right in conjunction with a gualified
payment nght {the right to receive cumulative
divizends), the lower of rule applies.

Exatrple 4 The facts are the same as io

Exompie L except thal immediately before

the transfer, P, applicable family tembers of -~

P. und members of F's lamily, boid 60 percent
. of the voting rights in X_ Assume that 80 - -~

. liguidation of eny interestin X Parightto -
patticipate is liquidaton is nol an .
extraordinary puymeni right undar paragraph
(t}{Z] of this section. because P wnd P'3 family
cannot compel liquidation of X_ P's preferred
stock is an applicable retained interesi that
carrien po righls thal are valued under the
special valuation rules of section Z01. Thua, -
in applving the valustion method of -

§ 25.270%-3. the velue of P's preferred stock is

. ils Iair market vatue detarmined without
regard to aection 270L .

Example 5. L holds 10-pereent nop-
cumulative prelesred stock and common
stock in & corporation thal is & controlled
entity. L trans{eva the common stock o L's
child. L holds no extraord:nary payment
rights with respect 1o the preferred stock. L
elects under parngreph (c}i2) of this section o
teat the noncumuletive cividend nght as »
qualified psyment right consisting of the nght
to receiva a cumulative snnual dividend ol §
perceat Under § 252701-2{c}2]. the value of
e+ distribution right pursvsnl lo the eiechon
11 the jesser of—

{A) The fair market value of the right 10
receive » cumuletive $-percent dividend from
the corporatien, giving dus regerd 1o the
corporanion’s net worth, proapecthve earning
power, and dividend-prying capedity; ar

(B] The vaiue of the disibunon right
deterroined without regard 1o section 2701
and without regard to the termns of the
qusiified payment election

§ 252701-3 Determination of amount of
gitt. .

(2) Overview—{1) /n genem/ The
smoun! of the gift resulting from any
ransfer 1o which seclion 2701 epplies is

determined by & subtrection method of
he

power 1o eompel liquidation of X, Prright to. _' section. . - :

. pection

-valuation. Under this method. the
_ amount of the transfer is deteruined by ..

subtracting the values of all family-held
senior equity inlerests from the lair
market vaiue of ail [amily-held interests

in the entity determined immediately
‘before the ransfer. The values of the
senior equity interests held by the

. - transferor and applicable family -
Example L except thal the dividend rightis *_ :

members geoerally are delermined
under section 2701, Other family-held
seniot equity interesis are valuzd at
their Fair markel value. The balance is
then appropristely allocated among the
trans{erred interests and other Iarnily-
held subordinate equity interests. . .
Finally, certain discounts and other
appropriate reductions are provided, but
only lo the exleat permitied by this -
(2} Definitions. The following .
definitions apply for purposes of this

(i} Family-held, Family-held means

- held {directiy or indirectly} by an -

individual described in § 252701~

- (s s e :

[ii) Senior equity /nterest Senio
equity interest means an equity interest

- in the entity that carries a Tight to
. distributions of income or capital that is

preferred as to the righls of the - -

- transierred interest

(iii) Subordinate equily intcrest -
Subordinate equity interest means an
equity inleres! in the enlity 8» to which
an applicable retained interestis a
penior equity interest -

b} Volvation methodology. The

* following methodology is used to

determine the amount of the gift when
section 2701 applies.- ' -

(1) Step 1—Valuation of fomil-held
interests. Determine the fair marke!
value of all family-held equity interests
in the entity. The fair marke! value is
determined by assuming that the
interests are held by one individual.
vaing & consistent sel of assumptiona.

{2) Step 2—Subtroct the volue of
sequor equity nterests. From the value
determined in Step 1, subtrac! the
following amounts:

{i) An amount equal lo the fair market
value of all family-held senior equity
interests. other than applicable retained
interests held by the transferor or
spplicable family members. The [air
markel velue of an interes! is its pro rata
share of the fair market value of all

_ fsmily-held senior eguity inlerests of the

same class {determined as if &l family-
held senior equity interesls were hald by
one individual); and

(i) The value of all applicable
retained interests held by Lhe transferor
or spplicable family memmbers
determnined under § 252701-2 taking
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into sccount the adjustment described in
paragraph (b}(5) of this section.

(3} Step 3—Allocate the remaining
value cmong the transferred interests
and other family-held subordingte
equity interests. The value remaining
after Step 2 is aliocated among the
ransferred interests end other family-
beld subordinate equity interests. If
more than one class of family-held
subordinate equity interest exists, the
value remaining after Step 2 in allocated,
beginning with the most senior class of
subordinate equity intereat, in the
mannet that would most fairly -
approximate their value if all rights *
valued under section 2701 at zero did
pot exist (or would be exercised in a
manner consistent with the assumptions
of the rule of § 25.2702-2{a)(4). if
applicable). If there is no clea:ly
appropriate method of aliocating the
remaining value pursuant to the
preceding sentence, the remaining value
{or the portion remairing after any
partial ellocation pursuant to the
preceding sentence) is aliocated to the
interests in proportion to their fair
market values determined without
regard to section 2701. :

(4) Step 4—Detarmine the amount of -
the gift—{i} /n general. The amount - --:
allocated to the transferred interests in -
Step 3 is reduced by the amounts . ©
determined underthis paragraph (b)(4).- -

{ii) Reduction for minority or similar
discounts. Except as provided in
§ 25.2701-3(c), if the value of the - |
transferred interest (determined without
regard o section 2701) would be
determined after application of » .. -
minocrity or similar discount with respect
to the transferred interest. the amount of
the gift determined under section 2701 is
reduced by the excess, if any, of—

(A} A pro rate porticn of the fair
market value of the family-held interests
of the same clasa {determmined as if sl
voting rights corferred by family-held
equily interests were held by one person
whe had no other interest in the entity,
but otherwise without regard to section
2701), over

(B] The vslue of the transferr=d
interest {without regard to section 2701},

(ili) Adjusument for transfers with a
retained interest. If the value of the
ransferor's gift [deterrnined without
regard to section 2701) would be
reduced under section 2702 to reflect the
value of a retained inlerest the value
determined under section 2701 is
reduced by the same amount

{iv} Reduction for consideration. The
emount of the tranafer {determined
under section 2701) is reduced by the
smount of consideration in mooey or
money's worth received by the -
transieror, bul nat in excess of the

.. member, -

amount of the gift {determined without
regard to section 270t}. The value of
consideration received by the tranaferor ™
in the form of an applicable retained
interest I the entity is determined under
section 2701.

(5) Adjustment in Step 2-{i] In
genernl. For purposes of paragreph
{b){2] of this section. if the percentage of
any class of appliceble retained interest -
held by the tranaferor and by applicable
family members exceeds the [amily .
interest percentage, the excess is treated
29 a [amily-held interest that is not held
by the transferor or an applicable family .

{ii} Family interest percentage. The
family intereat percentage is the highest
ownership percentage {determined on
the basis of relative fair market values)
of famjly-beld interests in-— ,

{A) Any class of subordinate equity
tnterest; ar

{B) All subordinate equity interests,
valued in the aggregate.

{c) Minimum volve rule—{1) In
general. If section 271 applies 1o the
wransfer of an interest in an entity, the
value of & junior equity interest is not

‘less thap its pro-reta portion of 10

percent of the sum of-< .
(i) The total value of all equity

interests in the entity, and .. . :
(i) The totai amount of any

indebtedneas of the entity owed to

. L

members. * .
[2) Junior equity interest. For purposes -
of paragraph (c){1} of this section, junior .
equity interest meens common atock o,
in the case of 8 partnership, any . ..
parmership interest under which the-
rights to income and capital are junier to
the rights of al} other classes of '
partmership interests. Commeon stock

" means the class or classes of stock that,

under the facts and circumstances, are
entitled to share in the reascnably

snticipated residual growth in the eatity. |

{3) Indebtedness—{i} I genercl. For
purposes of paragreph {c}1) of his
section, indebtedness awed to the
transferor {or an appliceble family
membe:} does not include—

(A) Short-term indebtedness incurred
with respect to the current conduct of
the entity's trade or busineas (such as
amounts payabie far current services):

(B) Indebtedness owed to & third party
solely because it is guaranieed by the
tranaferor or an epplicable family
member; or

(C) Amounts permanently set aside in
a qualified deferred compensation

_.arrangement. lo the extent the amounts

are unaveiable for use by the entty.
lii] Laases. A lease of property is not

indebtedness, without regard to the

length of the lease term. il the [ease

. ransferor and applicable family * -~

payments represent full and adequate
consideration {or use of the property.
Lease payments are considered full and
adeifuate consideration if a good faith
effort is made lo determine the fair
rental value under the {ease and the

- {erms of the lease conform 1o the value

30 delermined. ArTeareges with respect
to a lease are indebtedness,

{d) Examples. The applicetion of the
subtraction method descrited in this
section {1 llustrated by the following
Examples:

Exgmple 1. Corporation X bhas outstanding
1,000 shares of $1.000 par value voting .
preferrmd atock, each share of which carmies o
cumilative ennual dividend of 8 percent and
a right 10 put the atock to X for ity par value
al eny time. In sddition. there are outstanding
1.000 shares of non-voling commen stack. A
bolds 800 shares of the preferved stock and
750 sharey of the common stock. The balance
of the preferred and common siock is beld by
B, 1 person unrelated to A, Becanae the
preferred stock confers both a qualified
peyment right wnd an extraordinery payment
right. A's rights wre valued under the “lowar
of” rule of § 25.2701=2(a][3). Aasume that A"s
rights in the preferred stock are valued &t
5800 per vhare under the “lower of” rule
(tking sccount of A’s voting rights}. A

© transflers all of A's comumon stock to A'a

child. The method for determining the ameunt

* of A'rgift in as foliows—

Step : Assume the {air marke! value of all
the family-held interests in X, taking accounl

"~ of A's control of the corpotation, is

deiermined to be 51 million.

Step Z From the amount determined under
Step | subtract $480,000 (800 sharea X $800
{the section 2701 vaiue of A's preferred atock.
computed under the “lower of " rule of
j2srm-2{a){3])} - - -

Step 3: The reault of Step 2 is w balance of
$520.000. This amount ia fully atlocated ' the
750 shares of family-beld commeon stock

Step 4: No adjustment ia roade under Step 4
because no consideration was furnished for
the transfer and because no minority or
sumilar discount is appropriate. Thus, the
amount of A's gift {e $520.000.

Ezample 2. The facts are the same as in
Exgmpie 1. except thal prior o he transfer A
bolds anly 50 percent of the common siock
and B hoida the remaining 50 percent,
Aasume that the [nir merket value of A's 800
shares of preferred niock is $600.000.

Step 1: Assuome that the resut of this atep
{determining the value of the family-heid
interest) 1s 3980.000.

Step Z From the amount delermined under
Step 1, subtraci $500,000 [$400.000, the fair
market vaiue of 500 sharen of A's preflerred
slock delerrruned under section 2701 pius
$100.000, the {air market! value of A's other
100 shares of preferred stock deétermined
withoul regard to section 2707 pursgant 1o the
valuation sdjustment determined under
paragraph (5){5) of this secton). The
ndiustrment in step 2 gppliey in Lus example
because A's percentage ownership of the
preferred stock [80 percent] exceeds the
faruly interest percenlage of the common
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slock [50 percent) Therefore. 100 sharey of .- -
A's preferred slock wre valued ¢ [ar market
value, or $100,000 (100 X 51.000). The balance

of A's preferred atock in valued under section

7701 at 400,000 (500 shares X $800). The
value of A's preferred stock for purposes of
peclion 01 equals $500.000 ($100.000 plus -~
400,000

Step 3: The reault of Step 7 is $480.000 .
[5980.000 minws $500.000] which is allocated
to the family-beld common sock. Because A
tronaferred alt of the family-held subordinate
equity interests, nll of the value determined
under Step 2 is allocated to the transferred
sharea.

Siep 4: No adjustment is made under Step 4
for the same reasory set forth in Example 1.
Thus, the amount of the gift is $480.000.

Exampie 3. Corporation X bas outsianding
1,000 shares of $1,600 par value aon-voung
prelerred stock. each share of which carries »
cuululive annual dividend of 8 percent and
# right 10 put the slock to X Jor its per value
a1 any time. ln eddition, there are cutslending
1,000 shares of voting common stock A holds
630 abares uf the preferred stock and 750
shares of the common stock. The balance of
the preferred and common stock is beld by B,
» person unrelated lo AL Assume further that
sieps ooe through three, s in Example L
reszlt in $520.000 being alloceted Lo the
{amily-held comrnon stock and that A
transfers only 75 sheres of A's common stock.
The transler fragments A's voting inlerest
Under Step 4 an adjustmenl ls approprisie o

" reflect the tregmentation of A's voling rights.
The amouni of the sdiustment is the
diference between 10 percent {73/750) of the
fair market valus of A's common shares and
the [air markel value of the trans{erred
shares, rach detzrmined o if the holder-
thereof bad no other interest in the ~
corporation LT -

Exompie 4. On December 31. 1990, the
capitsl structure of Y corporatios consists of
1,000 sbases of voting common atock held -
three-fourths by A and one-fourth by A's
chiid 8. On Jasuary 15, 1991, A tramsiers 250
shares of commaon stock 1o Y in exchange for
300 shares of nonvoling, poncurmultative A%
preferred stock with & section 2702 vrlue of
zero. Asscine thal the fair marketl value of Y
i $1.000.000 a1 't e time of the =xchenge and
thal the exchange by A is for full and
sdequale conzideretion in moneyy’ worh
However. [or purposes of secuon 2707, il a
subordinsie equity wnserest is rznslerred in
exchange for ac applicabie retained inieresy,
considerstion in toe exchaonge s deterouned
witk reference 1o the section 2701 value of the
senuor tnterest. Thus, A Is treated as
translerring the common ttock 1o the
corporatien for no comviderntion’
Lmmedistely afier the ransfer. B is Teoted ae
ho!ding one-thurd {250/750] of the commen
stozk mnd A is trealed ap holding twa-Uurds
{500/750]. The amouni of the gif1 is
delermioed an follows: - -

Siep L Because Y is 2eld exclusively by A
and B. the Siep 1 velue is 53.000,000.

Step 2. The result of Siep 2 is $1,000.000
{51.006,000 ~ D).

Step 3. The amount tllocated 1o the
common slock s $250.000 {250/1.000 x
£1.000.000}. Tha! amsust (s further allocated
in proportion to the respecuve holdings of A

and B ip the cotnumon vock [$166.667 amd
£31.333, respectively) N -
Siep 4. There is oo Slep 4 sdjustment
because the section 2701 value of be
conslderation received by A wai zero and ho
minority discount would have been Involved
in the exchenge. Thus, the amount of the gift
is the difference between $83,333 snd the fair
market value of B's ahares immediately prior
to the transfer to which secton 2707 applied
Erample 5. The facts are the same as in
Example 4. excep! that on january 6. 1992
when the fair market value of Y is still
$3.000,000, A transfers A's remaining 50C
shares of common stock 10 Y ic exchangs for
2500 shares of preferred siock. The second
trunsfer is also for full and adequate
consiCeration in money or money's worth
The result of Step 2 i3 the same—51.000,000.
Step 3. The amount allocated to the
comman slock in 5666.607 (500730 % .
$1.000.000). Since A holds 0o common steck
immediaiely afier the transfer. A is treeted as
transferring the entire interesl Lo the other
sharekolder [B). Tous. SGB6.067 s fully
slioceied 10 the sbarea held by B, L.
Siep 4. There is no Step ¢ sdjusiment
becayse the section 2701 valur of the
consideration received by A was zero and no
minority discount would have been involved
in the exchange. Thus. the amoun! of the gift
i1 the difference between $688.567 and the
{air marke! value of B's sliares immedintely
prier to the tranafer to which section 2201
applied. . -

‘3 25.2701-4  Accumulated quafitied

paymenis

(a} In general. I & taxable evenl
occurs with respect 1o ahy applicable.
retained interest conferringa | |
distribution right that was previonsly
velued a1 a qualified payment right (a
“qualified payment interest”). the
taxable estete or taxable gifts of the
individual bolding the interest are
increased by the amount determined
under paragraph (c} of this section.

(b} Taxable event—{1) In general.
Except as otherwise provided io this
sechon. laxable event meuns the
transfer of & qusliflied paymen! interest.
either during life o at deeth, by the
individual in whogse haods the interest
was origially velued under seclion 2701
{the "intereat holder”) or by any
ingividug! treated pursuant te paragraph
{b)(3) of this section 1 the same manaer
a3 the interest holder. Excepl as
provided in paragraph (a}i2} of this
section, any termination of an
individuai's rights with respect to
qualified paymoen! inlerest s a taxable
evenl Thus, for example. if an
individual is treated ar indirectly
holding & qualified payment interest
held by a trust. s Ltaxabie event occurs
on the earber ol—

(i} The terminztion of the individual's
interest in the trustl {whether by death or
otherwise). or

e

(ii} The termination of the trust’s
interest in the qualified payment inlerest
{whether by disposition or otherwisel

{2) Excaption. l{, at the time of &
termination of 8n individual‘s rights
with respect to a qualified paymen)

“interest, the value of the property would

be includible in the Individual's gross
estate for Feders) estate tax purposes if
the individual died immediately gfier
the terminstion, 8 taxable transfer does
nol occur uniil the earlier of—

(i) The time the property would no
longer be includible in the individual's
gross esiele [other than by reason of
section 2035), or

[ii) The death of the individual.

(3} Jndividual treoted as intercst
helder—{i) In generci. f a taxable event
involves the transfer of a qualified
payment interest by the interest holder
{or an individual treated as the interest
holder) to an applicable family member
of the individual who made 1ke vansfer
to whick section 2701 applied (olher
than the spouse of the individual
trans{erring the gualified payment
interest). the transferee applicable
family member is teated in the same
manner as the interest holder with
respect to late or unpaid qualified.
payments firsl due afier Lhe 1axable
evenl Tbus, [or example, if sn interesy
holdes transfers during life a qualified
paymeni interest lo an applicable family
member, that transfer is a laxable event
with respect to the interest holder
whose taxabie gifts-are increased for the
year of the transfer &s provided in
paragraph {c] of this seclion. The -
trans{eree is reated thereafter in the
same manoet a5 the inlerest holder with
respect 1o late or unpaid qualified
paymenits first due afier the taxable
event

(i} Transfers to spouse—{A) In
generol. 1f an interest holder [or an

individusl teated &s the inlerest holder)
transfers a qualilied payment interes:,
the trans{er is not a taxable evenl io the
extent 8 marital deduction is allowed
with respect 1o the transier under
reclons 2056. 2106(a}(3). or 2523 or. in
the case of a transfer duning the
indhvidual's liletime, to the-extent the
epouse furnishes consideration for the
transfer. If this exception eoplies. the
transferee spouse is treated as il he or
she were the holder of the interest from
the date the transferor spouse acguired
the interest. If the deduction for a
transier to a apouse iy allowable under
section 2056{bj(B) or 2523{g} [relaling to
chantable remainder trusis). the
transferee spouae is treated as the
holder of the entire interest passing to
the trusl. .
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(B} AMarital bequests. If the selection
of property with which & mantal
bequest is funded is discretionary, a
transier of & qualified payment interest
will not be considered & transfer to the
surviving spouse unless—

{7) The mariial bequest is funded with
the qualified payment interest before the
due date for filing the decedent’s
Feders] estate tax rehun (inciuding
extensions actually granted} (the “du
date”). or -

{2] The executor— R

{¢} Files & statement with the retum

indicating the extent to which the .. . -

marital beques! will be funded with the
qualified payment interest, and

(if) Belore the date that is one year
prior to the expiration of the period of
limitaticns on assessment of the Federal
estale tax, notifies the District Director
having jurisdiction over the return of the
extant to which the bequest was funded
with the qualified payment interest (or
the extent to which the qualified
payment interest has been permanently
sel aside for that purpose}.

{C) Purchase by the surviving spouse.
For purpeses of this section, the
purchase {before the date prescribed for
filing the decedent's estate tax return,
including extensions actually granted)
by the surviving spouse (or a trust
described in section 2056(b}(7)) of &
qualified payment inierest held (directly
or indirectly) by the decedent
immediately before death is considered
a transfer with respect to which 8 ’
deduction is allowsble under section

2056 gr section 2106(a){3], but only to the-

. extent that the deduction is allowed to
the estate. For example, assume that A -
bequeaths $50.000 to A’s aurviving
spouse, B. in & manner that qunlifies {or
dedyction under section 2036, and that
subseguent to A's desth B purchases a
gualified payment interest from A's
eatate [or $200.000, ity fair market value.
The economic effect of the transaction is
the equivalent of & bequest by-A to Bol
the quaelified payment inlerest, one-

fourth of which quslifies {or the marital -~

deduction. Therefare, for purposes of
this section. one-fourth af the qualified
payment interest purchased by B .
(550,000 + $200.000] is considered a
transfer of an intereat with respect to
which a deduction is ellowed under
2058, If the purchase by the surviving
epouse is not made beflore the due date
of the decedent’s return, the purchase of
tbe qualified payment interest will not
be considered a bequest for which s
marital Jeduction is allewed unless the
execulor— S e s -
(1) Files a statement with the return
indicating the guahiied payment
intetesty to be purchesed by the

surviving spouse {or a trust described in
section 2059(b}(7]). and

{2) Before the cate thatl is one year
pricr to the expiration of the pericd of
limitations on assessment of the Federal
estate ax, notifies the District Director
having jurisdiction gver the return that
the purchese of the qualified payment
interest has been made (or that the
funds necessary to purchase the
qualified payment interest have been

- permanently set aside for that purpose).

(c) Amount of incregse—{1} In
general. Except as limnited by paragraph
(c}(6) of this section, the amount of Lhe
increase to an individual's taxable
estate of laxable gifts ia the excess, if
any, of[—

(i) The =wn of—

(A) The amount of qualified payments
payabie during the period beginning on
the date of the tranafer to which section
270 applied (ot in the case of an
individual treated as the interest holder,
on the dale the interest of the prior
interest holder terminated} and ending
on the date of the taxable event: and

(B) The earnings on those payments,
determined hypothetically a3 if each
payment were paid on its due date and
reinvested as of that dete st a yield :
equal 1o the appropriate discount rate
{as defined below); over .

{ii) The sum of— o

{A) The amount of the qualified
payments actually paid curing the same
period; o

(B} The earninga on those payments,
determined hypothetically as if each
payment were reinvested as of the date
actually paid at a yieid equal to the
approptiale discount rate: and

{C} To the extent required to prevent
double inclusion, by an amount equal to
the sum of— |

{1) The portion of the fair markel
value of the qualified payment interest
solely atiributable tg any right to receive
unpaid qualified payments determined
as of the date of the taxable event:-

12) The Iair market value of any equity
interest in the entity received by the
individual in liew of qualified payments -
and held by the individual at the taxabie
event, and . :

(3} The amount by which the
individusl's aggregate taxable gifts were
increassd by reascn of the failure of the
individual to enforce the right to receive
qualified payments.

(2} Dve dote of qualified puyments.
With respect o any qualified payment,
the “due date” is that date specified in

_ the governing instrument ep the date on
which payment :a to be made. I nodate- -
. is speciiied in the govetning instrument,

the due date is the last day of each
calendar year. oo

e

[3) Approprigte ciscount rote. The
appropriate dizcount rate is the discount
rate that was applied in determining the
value ol the qualified payment right at
the time of the transfer to which section

2701 applied,

{¢) Applicotion of pcyments. For .
purpases of this section. any payment of
an unpaid qualified payment is applied
in satisfaction of unpaid qualified
payments beginning with the earliest
unpaid qualified payment. Any payment
in excess of the total of all unpaid
qualified payments ia treated as a
prepayment of futyre qualified
payments. . . .

{5) Poyment, For purposes of this
parzgraph [c), the transfer of a debt
otligation besring compound interest
from the due date of the payment at a
rate not less than the appropriate
discount rate is a qualilied paymert if
the term of the obligation (including
extensions] does not exceed four years
from the date issued. A paymentir the
form of an equity intetest in the entity is
not a qualified payment. Any payment
of & qualified payment made {or treated
a5 made] either before or duning the
faur-year period beginning on the due

- date of the payment bu! before the date .
. of the taxable event is treated as having

been made on the due date.

(8} Limitation—{i) In general. The
amount of the increase (o an individual's
taxable estate or taxable gifts is limited
to the applicabie percentage of the

> excess, if any, of—

(A) The sum of—

{7) The [air market value of al]
ouistanding equ:ty interests in the entity
that are aubordipate lo the applicable
relained interest, determined as of the
date of the taxable event without regard
to any accrued liability stiributable to
unpeid qualified payments: and ’

(2] Any amounts expended by the
entity lo redeem ar otherwise acquire
any such subordinate interest during the
period beginning on the date of the -
transfer to which section 2701 applied
(o, in the case of an individual trested
as an interest holder, on the date the
interest of the prior interest holder
terminated] and ending on the date of
the taxable event (reduced by any
amounts received on the resale or
issuance of any such subordinate
interest during the same period): over

{B) The fatr market value of all
outsianding equity interests in the entity
that are subordinate ta the applicable -
reteined interest, determined as of the
date of the ransfer to which section =~
270 applied (or, in the case of an
individual treated as an intereat holder.
on the date the interest of the pror

. interesi holder terminated},
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£ {tf) Computation of limitation. For -+
purposes of computing the limitation -

applicable under this paragraph{c)(8),

the aggregate fair market value of the
subordinate interests o the enlity are’
determined withoul r_eg'ard'tu [ 252701~

3{c}. - s :
{iii] Applicable parcentage. The :.o.. -

-~ applicable percentage i determined by -.
" “dividing the number of shares or units of

the applicable retained interesi held by

the interest holder (or an individual -

. trpated as the interest holder] on the -
.date of the taxable even! by the total ~ .

~ number of such shares or units - -:...

putstanding on the same-date, Ifan - |
individual holds mpplicable retained ... -
interests in two or more classesof ~ -
interests,the applicable percantage is .~
- .equal 1p-the largest applicable <7+ "0 tne
- percentege determined with respect to -

any class, For example, if T retaing 40 >

percent of the class A preferted and 80,
percent of the clase B preferred inn----

. corpurstion, the applicable percentage

with respect 1o T°s boldings s 80 . .
percent. e et
(d) Taxpoyer election—{1) In general. .
An interest holder (or individual treated”
as an interes! holder] may'elect to beat ™~
a3 a taxable event the payment of an’” ' -

" . unpaid qualified payment occurring

mere than four years after its due dste.
Under this ¢lection, the increese under - -
paragraph [c) of this sectionis ' "%
determnined only with respect 1o that
payment and all previous payments for
which an election was availabie but not
made. Payments for which an election

. applies sre treated a# having been paid

on their due dates for purposes of
.subsequent taxable events. The election

is revocable only with the consent of the

Commissioner. e e

(2) Limitation not applicable. &
taxable event occurs by reason of an
election described in paragraph (d)(1) of
this section, the limitslion described in
paregraph [c){B} of this 3ection does not
apply. . L

(3] Time and manner of election—{i)
Timely-filed returns. The election may
be made by atiaching a staiementi to s
Form 709, Federal Gift Tax Return, filed
by the recipient of the qualified payment
on o timely basis for the year in which
the gualified peyment i received. In
thit case, the taxable event is deemed
to oceur on the date the qualified
pavment is received.

(i1} Election on Jote returns, The
election may be made by attaching a
statement 1o a Form 703, Federel Gift
Tax Return, filed by the recipient of the
qualified pavment other than on a timely
basis for the year in which the qualified
payment is teceived. In that case. the
taxable event 19 deemed to ccourpn the
first dey of the month immediately

.taxpayer identification number of the

. ingrease in taxseble gifts. ..

preceding the month {n which the return  the interest is teated as held by the -
in filed If an #lection. other than an individual'in the manner that attributes
election on 2 timely retwn. is made after  the largeat total ownership of the equity
the desth of the interest holder, the intereat An equity interest held by a
taxsble event with respect to the . -+ . . lower-tier entity is attributed 1o higher.
decedent is deemed to ocour on the later  lier entities in accordance with the rules
ofm - .. s "of this section. For example, if an
[A} The date of the recipient's death, -  individual is a 50-percent beneficiary of
Teow s L on o a trust thet bolds 50 percent of the' " -
(B) The first day ol the month ™"~ preferred stock of & corporation,’2s
immediately preceding the month in percen! of the preferred stock is’ \
which the return is filed, ) ‘ considered held by the individual under
{iil) Requirements of statement. The these rules. “~ S
statement mupt—.. .+ - . . (2] Carporotions. A personis .
- {A) Provide the name, address, and considered to hold an equity interest -
held by or for a corporation in the . -,
 Ind e proportion that the fair market value of
holder, if different: ©- ~ *= *© " " the stock the person holds bears ta the
(B) Indicate that a taxable event =~ fair market value of sl the stock in the
election le being made under parsgraph _  corporation {determined 18 if each class
{d)of this pection; ..". . . . .. . ofstock were held separately by one
{C) Disclose the nature of the qualified ~jndividual). Thia paragraph applies to’
peyment right to which the election. :  gny entity classified a5 & corporation or
applies. including the due dates of the fs 40 association taxable gsa =
paymenis, the dates the payments were  cormoration for federal income tax |
made, and the amounis of the psyments.  purposes. T -
. (D} State the neme of the transfcror, (3) Partnerships. A person is
the date of the transfer to which section .1 4idered to hold an equity interesi
2701 applied and the discount rale used .14 by or for 8 partnership in the
;’L;’l“ms the qualified payment right: . pm;;ortion that the fair market value of
s = T L0 ey St tha larger of the person’s profits interest -
{E) State the resulting amount of-: . . gt capjtal 'mleruF\‘ in the p‘irmership
bears to the lotal fair market value of
™ the corresponding profits inlerests or
czpilel interests in the partnership, as
the case may be {determined as if each .
class.were held by one individual). This
paragraph applies to any.entity. .
tlassified as & partnership for federal .
income tax purposes. . . . . -
(4] Estotes, trusts and other entities—
(i) In general. A person is considered ta
hold an equity interes! held by or lor an
estate or Uust to the extent the person’'s
beneficial interest therein may be
satisfied by the equity interest held by
the estate or trust, of he income or
proceeds thereof, assuming the
maximurn exercise of discretion in favor
of ihe person. A beneficiary of an estate
or trust who cannol receive any
distribution with respect to an equity
inierest held by the estate or truss,
including the income therefrom or the
proceeds from the disposition thereol. is
not cansidered the holder of the equity
interesl. Thus, if siock held by &
decedent's estele has been specifically
bequeathed to one beoeficiary and the
residue pf the estate has been
bequeathed 1w other benehcianes. the
stock is toasidered held cnly by the
beneficisery to whom 1t was specificaily
bequenthed. However, any person who
may receive distributions from a trustis
considered to hold an eguity interest
keld by the trustif the distnibutions muy
be made from current or eccumulated

or

electing Individual and the interest

. {4] Example. The following exsmple
illustrates the rules of this paragraph {d).

Example. A halds cumulative preferred
slock thet A retnined in & transfer to which
section 2701 applied. No dividends were paid
in yesrs 1 through 5 following the transfer. In
year 8, A received s gualified payment that,
pursuant to paragraph [¢)(3) of this section is
considered to be in satizfaction of the unpaid .
qualified payment for yesr 1. No election was
made to treat thal payment an s laxable. ..
evenl ln year 7, A receives a qualified
payment thak pursuant to paregraph (c){4) of
this seclion. is cormidersed 10 be an
satis{action of the unpaid qualified payment
for year Z. A elects to treal the paymentin
year 7 ns s taxable event, The election
increases A's taxable gifts in year 7 by the
amoun! compuied under paragraph (¢) of this
settion with respect 1o the payments due in
both year ] and year Z For pwposes of any
future taxeble evenis, the payinents with
respect to years 1 and 2 are esied a» having
been chade on their due daies.

§ 25.2701-% Adhstments (o mitigate
double taxntion [Aessrved]

§ 2527018 Indirect hoiding of interests.
(a) In generol=—{1} Altribulion to
indrviduals. For purposes of section
2701. an individua) is trested as holding
an equity interest to the extent the
interest is held indirectly through &
corporation, partnership, estate, trust, or
other entity. If an equity interesl is
trealed as held by a particular
individual in more than one capacity.

J——
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tncome fom or the proceeds bom the
disposition of the equity wnleresl even
though under the terma of the Tust the
interest can never be distributed Lo that
person. This paragraph applies toeny
enlity that is not classified as &
corporation, an association taxable aa &
corpatation, or & partnership for federal
income Lax purposes

(ii) Special rufes—(A) Pmperly is beld
by a decedent’s estate if the property ia
subject !0 claims agains! the estate and -
expenaes of administration.

[B) A person holds a beneficial
intersst in a trust or &1 estate so long as
the person may receive distributions
Erom the trust or the estate other than
payments for foll and adequate
consideration.

(C) An mdividual bolds an equity
interest held by or for & trust if the
individual is considered an owner of the
trust [a “grantor trust”} under scbpant E.
part 1. subchapter J of the Intemnal
Revenue Code [relating to grantors and
others treated as substantial owners).
However, if an individual is treated as"
the owner of onfy s fractiomal share of a

grantor trust because there are multiple |

grantors, the individuel hoids each
equity interest held by the trost, except
to the extent that the fair market vahee
of the interest exceeds the fair -narhet
value of the frectional share. ] .

(3) Multiple cttribodon-f1] -
Applicable refeimed interests. If this
section attribotes o applicabis reteined
interest to more than ofre individuel in &
tlass copsisting of the transferorand -
one or mare applicabie family members,”
the interest is attriboted within that
class in the foflowing order—-

{A)If the Interest is deld i » grantor
trust, to the individual treal.cd ey the -
holder thereof; T b

(B} To the transferor; -~ -

(C) To the ransleror’s spouae: or .

(0} To ench lpphaHe fannl’y member
on & pra rate :

tii} Sabordrrote rqam!r mrzresu. H
tis section attributes s subordinate -
equity interest to more than one
individuat o a class consisting of the -
transferor. applicable family members,
and memberz of the bunsleror's fam .y,
the imerest is attibuted within that
class in the [cllowing order—

(A) To the transferees

iB} To each mexmber of the transferors
famuly on a pro reta besin

(C] If the mterest is bedd in a granior
trust, ta the individual treated as the
holdet thereotf; -

{0} To the ranaleror -

{E) To Lhe ranaferor's spouse; or

[F} To each appbcable [amiy member ~

on & pro tata basm.

(b} Examples. Tha following examples
Ulustzate he provinocas of this seclian:

Exomple ! A av individval bolds 25
percent by value of rach ciasn of stock of Y

Corporavon. Persans gnrelated 1o A hoid Lhe— -

remmining stock Y holds 50 percent of the "
slock of Corporation X. Under peragraph - ¢
{a}(2} of thin section, Ys Interesds in X sre
sttnbuted proporbonately to the sharesobders
of Y. Accordingly. A in considered to hold &
12.5 percent {25 percend X 50 percest)

interest in X,

Exampie 2. Z Bank's suthonized capital
consiats of 100 sbares of comemon stack snd
100 shares of preferred stock. A holds 60 :
shares of sach (common snd preferred) and
A'schild, B, holds 40 sheres of common
stock. Z hoids the balance of He owm -
preferred stock. 30 shaces s part of &
common rast fond It mamiring aod 10 shares
permanenily set sride ta satialy » deferred
oblization. For purposes of secton 0L A
holds 80 shares of commaon stock and 88
shares of preferved stock in Z. 60 shares of
each class directly and 8 ahaves of preferred
stock indirectly (60 percent of the 10 shares
set aside to fond the deferred obligetion]

Excople 2 An irevoesble Urust holds u 10~
perceni gecerul partiership interest in
Partnersinp (. One-ball of the nat income ix
required o be distribeied to G Chanty. The -

- olher one-hall of the income s to he

distributed to D during [F's [ife and thereafter
1o E lor such time 3 E survives D. D bolds |
cne-half of the tust'r interest in @ by reason
of D'r presemt right to receive one-half of the
trust's income. and E bolds one-haslf of the
Tust’'s iaterest L-\Qbymdl-':-bnnt:
right to receive oneball of the reat's income.
Neverthelem, v family mernber o renied sy
bolding ware Ban one-half of the trust’s - -
interestan O becsuse ot no ne will either D
or E actuelly hoid, by the aggregwte, amy right

with revpert lomormmﬂwﬂun .

ane-balf,

Exompfe 4. An firevoceble trost holds » 10- N

percemt genernl partnership interestin -7
partnerehip M. One-half of the trost bveome f»
tobepmd to D lor Iy Yfe. The remairgmng
income mey, in thre mtee’s dhveretion, be -
asccumuiated of poid to or for the benefit of-
clase that nchades e cibld ¥, ixr roch
emounts ae the troalter deteymines. On the
death of the sarvivor of D snd F. the traet
corpua s required w be distributed 1o O
Charity. The trust’s intevert v M is held by
the rust's beneficerier 1o the extent that =~
present and hoture imcome or corpue may be
distributed to then Accordingly. D holde
one-balf of the tros!'s nteres? by M becavse D
is entitled o receive onetheil of the D -
income currently, F holde the entire value of
the interest because F is 3 member of the
clase eligible to receire the entire Boat
income for such nme as ¥ survives D. See
paragraph fo}{5} of thiz rection for rules
applicabie in the case of multiple ettribotiont
Example 5 The facls are the same sa
Example 4. except that all the income ia
nqmrrd 1o be pard to O C.'urrfy for the
trust’s initial year. Th-rnudt i Ih-eumn

in Exomple 4. - . e -
$252791-7 Separsta o

The Secreiary may, by regulstion,
revenue ruing pobice, orothrer - -
documen! of gensrs} spplication,

. prescnibe rules under whnch an

applicable retained inlerest is rec .od a5
'wo or more separate interests for

putposes of section 2701. In sdditon, the
Commrssioner may, by ruling iasaed to a

- . laxpayer wpon request, real any

apphcable retained interest as two or
more separate intereals aa ray be
necessary and appropriate to carry oul
the purposes of seciion 2701, -

§ 25.2701% Eftectiva dates. .

Sections 25.2701-1 through 2.5.270}-4 -
and §1252701-8 snd 2527017 are

_ effective as of Janvary 28, 1992 For

transfers made prior to Jaocanry 28, 1992,
taxpayers may rely on eny rezsanable
interpretation of the statatory .
provisiens. For these paposes, the
provisions of the proposed regulations

. and the final regulations gre considered

& ressonable interpretation of the
statulary provisions.

§25.2702-0 Tabla ot Cantents.

This secdon lsts the major -
paragraphs contained m § § 252702-1
through 25.2702-7.

§ 2537021 S.pcchl vdunnmrulnn nihe .

case of tranaters of Urtarests in trust.

{2) Scope of wection 2702 -

{b) EfTect of veclion 2202 e

{€) Exceplicus o mection 202

{1} Iocomplete gift. . . o

{2) Personal residence iryat

{3} Charitable remsinder tru.\l. ’

{$} Pooled incorse fand

{5} Cheritable lend trust.

{a} Certrir eprignments of mm:mdrr
Enteresn,

{7} Cextwin property uﬂ!mpu.

$ 25.2702-2 Definitiona snd uha.l.lut

{a) Definitions.

{1) Member of the family.

{2) Transler in trest.

{3} Retsined.

{4) Interest. .

{5] Qualified interest ..

{81 Qualfied annuity interesl T

{7) Qualified unitrust interest.

18] Qualified recteinder imterest.

{9) Gorenring instroTrErL

{b} Valussion of reteined frferests.

1} In general.

12} Quabkhed intereat

[c] Velostion of » (2T interest in certain
langitée property.

1) in genensi

{2) Tangmbie propesty subject to rube.

[3) Evidence of value of property.

[4) Convermon ol property.

15) Additions of (mprovements ko property.

{d) Examples.

§S2rar-3 Quaitfied ferests,

[a} I gerreral.

b} Special raiea Forthﬁe-d anmuity
oisreis.

1) Poyroeny of snauity lmnl_

{2} [ncomecs yamations of taet property-
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. [3) Computation of annuily amount ia certain
creumplapcek ~a° DRI
(4) Additional contributions prohibited. .
(c) Special rules for qualified unitrupt . __
inlerests.””  ° .

{1) Peyment of unitrust amount. -
{2) Incorrect valuations of trust property.
(3] Computation of unilruet amounl in certain
.~ circumsiapces.. © 0t .l Do e
{d) Requirements spplicable to qualified , .

’ snnuity interests and qualified unitrust .
. inleresls.
(1} in general. .
(2} Amounts payable to other persons.
{3) Term of the annuity or unilrust intereat. -
{4) Commutation. -
{e) Exampies.
() Qualified remainder interest.
(1} Requirements.
(2} Remainder interesl.
{#} Exacples. . . .

§ 25.2702~4 Cortain property treated a9
held In trust. - . -

{8) In general

{b} Lesaes.

{c) Joinl purchases.
{d) Examples.

§ 252702-5 Parsonal residence Fusts.

{n) In general.
{b} Personai residence rust.
(1] lo general. .
{2] Personal residence.
[3} Qualified proceeds. T e R
(¢} Qualified personal residence trust. ™™ °
[1) 1n general. L
(2) Personal residence.
{3) tncome of the rust.
(4) Distributions from the trust lo other
. . persond. -, - - -
[5) Assetn of the rust
(8} Commutatien. =" . N
(7} Cessation of use as a personsl residence.”
- (8) Disposition-of rus sssels on cessation as
qualified personsl residence trust
{d) Examples. . .

§ 25.2702-6 Raduction in Lexable gitts.

{a) Transfers of retained interests in trust. -
{1) Loter vivos wansiers. .

{2] Testzmentary cans{ers.

{3) Gilt spliting.

{t) Amecunt of reduction.

{1) In genersl.

{2) Trestment of annyal exclusion.

{3) Overlap with secton 2005,

{c) Examples.

- B

§ 25.2}?02-7 EHective cates.

§ 25.2702-1 - Special yalustion Fuies in the
caws of transiers of intervsts in tryst

(2) Scope of section 2702, Section 2702
provides special rules to determine the
amount of the gift when an individual
makes a transfer in trus! to (or for the
benefit of} & member of the individual's
family and the individual or an
applicable family member retains an
interest in the trust: Seclion 2527024
treats certain transfers of property as
transfers in trust. Certain translers,
including orensfers to 8 personalam-.x,
residence trust, are not subject lo

section 2702 See paragraph (c] of this. .
section. Member of the family {s defined
in § 25.2702-2(a)(1). Applicable family
membet lo defined in § 25.2701-1{d)(2}."
{b) Effect of section 2702, U section

2702 applies lo & transier, the valueof ..

any interest in the trust retained by the
transferor or any applicabie family | _
member is determined under § 25.2702-
2(b). The amount of the gift. if any. is
then delermined by subtracting the -
value of the interests retained by the
transfecor or any applicable family
member from the value of the
transferred property. If the retained
interes! is not a gualified interest {as
defined in § 25.2702-3), the retained
interest is generally valued at zero, and

" the amount of the gift ia the entire value
of the property. .. : )

{c) Exceplions to section 2702 Section
2702 does not apply to the following
transfers. ° C .

{1) Incomplete gift. A ransfer no
portion of which would be treated as a
completed gift without regerd to any
consideration received by the transferor,
If n transfer is wholly incomplete as to
an undivided fractional share' of the”
property transferred (without regard to’
any consideration received by the

- transferor), for purposes of this

patagraph the transler ia treated as
incomplele a5 1o that share,

{2) Personol residence trust A
transfer in trust that meets the
requirements of § 25.2702-5. = - |

{3) Charitable remainder trust. A
transfer in trust if the remainder interest
in the trust qualifies for deduction under
section 2522 .

(4) Pooled income fund. A transler of
property to & pooled income fund {3
defined in section 642{c)(5]).

{5) Charitable Jead trust. A translerin
trust if the only inlerest in the trust
other than the remainder interesior a
gualified annuity or unitrus! interesi, is
an inlerest that qualifies for deduction
under gection 2522.

(8} Certain ossignments of remainder
interests. The assignment of & remainder
interest if the only retained interest of
the transfetor or an appliceble family
member is as the permiasible recipienl
of distributions of tnceme in the sole
diseretion of an independenl trustee (as
deficed io sectiop 674{c)).

(?) Certain procperty settlements. A
transfer in trust if the ransfer of an
interest 1o a apouse is deemed to be for
full and adequate consideration by
reason of seclion 2516 [relating to
certain properiy settlements; and the
remeining inlerests in the trust are

_retained by the other spouse

§252702-2 Dsfinitions and valuation .
niss lele T Se e, .
- [8) Definitions. The following
definitions apply for purposes of section

2702 and the regulations thareunder.

{1) Member of the family. With
respect 1o any individual, member of the
family means the individual's spouse,
any ancestor or lineal descendant of the
individual or the individusl's apouse,
any brother or sisler of the individual.
and any spouse of the foregaing.

(2) Transfer in trust. A transfer in
trust includea a transfer 10 a new or”
existing trusl and an assignment of &n
interest! in an existing trust. Transfer in
trust does not include—

. (i) The exercise, release or lapse of 2
power of appointment over trust
property that is ol & transfer under
chapter 12; 0r * T

Tii) The execution of a qualified
disclaimer [as defined in section 2518).

(3} Relained. Relained means Leld by
the same individna! both before and
afier the transfer in trust. In the case of
the creation of a term interest any
interest in the property held by the”

e + -

* wensferor immediately after the transfer

is treated as held both before and after
the transfer.~ .- - 0T

(4) Interest. An interestin trust
includes & power with respect o 8 trust

" if the existence of the power would

cause any pertion of a transfer to be °
treatled as &n incomplete gift under
chapter12. - LT

(5) Qualified interest: Qualified
interest neans a qualified anmuity
interest. a qualified unitrus! interest. o7
a quelified remeinder inle-est. Retention
of a power 10 revoke a gualified annuity
interest [or unitrust interest) of the
transieror’s spouse is treated as the
retention of a qualified annuity interest
{ar unitrust interest). -

(6) Quelified annuity interest. -
Qualified annuity interest means an
interest thal meets all the reguirements
of § 252702-3(b) and (d).

(7} Qualified unitrust interest.
Qualified unitrust interest means cn
interest that meets all the requirements
of § 25.2702-3(c} and (d).

(6} Qualified remoinder interest.
Quslified remainder interes! means en
interesi thet meets all the requiremen:s
of § 25.2762-3(f).

i9) Coverning Instrument Governung
instrument means the inszumen! or
instruments cr.sling and governing the
operation of the trusl erranpgement.

{b) Valuation of re:z:ned 1nterests—
{1] In genera! Excep! as proviced in
paragraphs (b}i2) and ic} of this section,
the value of any interest resained by the
trensferor or an apphicable lemuly
member is zero.
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Exqrrple L The {acts are the sameas in .

Exomple §..except that the.trusl is tﬁ\nded =
in'o separatefractional shares and A"

. reteined powers apply to.only one.of the " e

shares Section 2702 epplies except with
respect to the phare of the trust aa to which

A's retained powers cause the tra.n:[er to bc =

an incomplete gife "

Excmple & A transfers property to an -
irrevoceble must retaining the right to mwe
the income for 10 years. Upon expiration of
10 years, the mcome of the trust is payable to
A's spouae for 10 yearv if living. Upon
expiration of the apouse’s interest, the lrost
lerminates and the tuslt corpus ia payable to
A'a child. A retains the mght to revoke the
spouse’s inlerest. Becevse the tamefer of
property to the trusi iy oot thcomplete as to
all nierests in the property {i.e.. A has made
a cempleted gifi of the remainder interest),
section 2702 applien. A’y power to revoke the
spouie’s lerm interest is treated as & retmined:
interset for purposes-of section Z702. Because
ng interest reteined by A in & qualified
interest, the amount of the gifl is the fair
market vahue of the property trma{errtd to
the trust. -~

Exormple 7. The facts are the same as in
Exampie 8. except? thal both the term interest
retained by A and the mterest tansferred to
A’y apouse {subject ta A's nghl of revocation)
sre queiified annuity or unitrust-interests.
The amount of the gift is the fsir market value
of the property transferred o the trust
reduced by the value of both A's gualified,
intersat and the value of the quatified interest

- transferred to A's spouse (mb;er:l Io A's
power to-revoke). -

(2) The following facts.apply for
Examples 8-10 {examples illustrating
§ 25.2702-2(c}—tangible property
exception): |

Focia A tranefers x pnnu.ng hwmg a foir
market valus of £2.000,000 to A's child B,
retaining the use of the painting for 10 yesrs.
The peinting does not possess an
ascettaitble naeful hife. Assume that the
puinting would not be deprecizbie if it were
used 1 & trade or business or held for the
producticn cf wncome. Asrume that the value
of A's term interest, determined under secton
7520, i £1.220.007, and that A establishes that
& willung bu: er of A's intersst would pay
¥506,000 for the interest.

Excmple 6 A's term interest is not a
ouzhed interest under § 25.2702-3.
however, because of the nature of the
proserty, A's failure 1o exercise A's ngh's
with régard 16 the painting would not be
expected to cause toe value of the pawctieg 1o
be h.zher than it would otherwise be & the
tme it passes o E, Accordingiy, A's nierest
in vaived under § 25.2702-2{c){1} at 5300003
The amount of A's gift 15 SLA00.CHK. the
d:ff=rence betwecn Lhe fawr marke! vawse cf
the painting and the erount Eetemned
under § 25.2202-Zfch1).

Excmple 8 Assume Lha! the orly evidence
produced by A to establish the value of A's
it~y Eaf term toieresl 1 the amoun! paid Oy &
museum [or the night 1o use & comparauie
pawotng for 1 year. A asserts \nat the value of
the 10-yerr arm 18 10 Utmes the velue of he -
year temm. A has nol estabhshed the vaive of
the 10-vear te=n wherest becaune o senes of

shorv-lerm rentals the aggregats duration of
which equals the durshion of the sctual werm ™"
interest doey motestablish whwt » willing .
buyer would pay ‘w willimg seller for the 10-
yearterm-irterest. However, the value of the-
10-year term interest 12 not keas.thao the
value of the 1-year term becsmse tcan be
essumed that & willing boyer would pay oo
lets for & 10-year term interesl than & J-year-:.
|ecm interest.., - _ < . ——i s
Exemple 10 Azsums that afier 24 months A
and B sell the painting for $2.000,000 and
invest the proceeds in » pertiola of
securities. A continues to hold an income
interest in the pecurities for the duretion of
the 10-year term_Upder § 25.2702-2(c){4] the
convemion of the painting into & npe of
property a terro inlerest in which would not
qualify for valustion under § 25.2702~2{c){1)
in treated an a transfer by A of the vatue of
the unexpired portion of A's original lerm
interest, uniess the property [a thereafter beld
in & trust meeting the requirements ol 3
qualified annuity interest. Assame that the
value of A’y remaining term interest in
£2.000.000 [determined voder pection 7520
umng the section 7520 ratein effectom the
dale of ibe onginal tranafer) in $L060,000. The
velue of the unexpired poruon of A's interest
is $434,426, the amownt that bears the same
relation to $1.080.000 aa $500.000 [the value of
A’s interest as of the date of the ariginal
transfer determined under paragraph {c}{1] of
this section} bears ta $1.220.000 [the value of
A's interest.an of the date of the origical -
transfer determined under section 7520).

T $257702-3  Ouafified Interwsis.

{8} In general This section provides
rules for determining if an isterest is a
qualified anouity imerest, & qualified
unitrust intersst. or a qualified
remainder interest - ~

(b} Spaciaf rules ,for guolified annm{y
Interests. An interest is a gualified
annuity interest only if it meets the
requirements of this paragraph angd
paragaph (d} of this section.

(1) Peyment of arnnuily amount—I(3) in
general A qualified annuiry interest is
en irrevocable right to receive & fixed
amount. The ennuity amount muat be
pavable to {or for the benefit of) the
nolder of the annuity interest fer each
taxable year of the term. A right of
withdrewal, whetber or not cwnulative,
it not & quaiifled aonwty interest. Toe
gnnuity nayment oy be maze afier the
clese of tne taxable vear, provided the
peyvTaent in made nio later than the date
tv which the trustee is required te file
the Federzl tncocme tax relum of the
trust for the laxable year {without
regard to extensions;,

{ii) Fizad amount A fixed amount
e af 5

[A) A stated doliar amoun! payable
veriodically, but nol less frequently than
annaally, but enly to the extent the
emount does no! exceed 120 percent of
Lhe stated dollar amount payeble in the

preceding year cr
"

(B).A Lixed {ractwn or p-e.menlage of |
the initiml fair markel value obthe . .
propesty trapsferred to the trust, as
finally determined Jor federsi 1ax
purposes, payable periodically but not
lest fraquenuy thas anouully. bu! caly
to the extent.the fraclion or percenlage
does not exceed 120 percent-of the fixed
kraction or perceniage payeble in the
preceding year.

(iii] fncome in excess of the annusty
gmount. An anouity intereat does not
fail to be a qualified annuity icterest
merely because the trust permits income
in excess of the amount required to pay
the annuity amount 10 be paid to or for
the benefit of the belder of the qualified
annuity interest Nevertheless, the right
loreceive the-excess income in not e
qualified interest and is not taken into
sccount in valuing the qualified annuiry
interest. .

(2) Incorrect valuations of trose
property.  the mnouity is mated in
terms of & fraction ar percentage of the
initia! fair market value of the trust
property, the governing instument must
¢oLikin provisions meeting the
requirements of § 1.664-2{a){1}{iii] of
this chaptet {relatling to adjustments for
any incorrect determinetion of the fair
market value of the property in the
trusi).

{3) Compuratmn of annuity emount in
certain circumstances. The governing
instrument must contain provisions
meeting the requirements of § 1.664~
2(a}(1){iv) of this chapter {releunz to the
computation of the ennui'y ar sunt in
the case of short texable years and the
last taxable year cof the lerm).

4} Additionaf contributions
prohibited. The governing instrument
must prohibit additiensl contributions to
the trust.

(¢) Special rules for quolified uzitrus:
interests, An interest is 8 qualified
unitrust interest only if it meets the
requirements of this paragrapk and
patagzraph 3] of this feaction.

(1) Poyment of unitrust omount-—{i} in
seneral. A gualified unittust interest is
an irrevocebls tight to Teceive payment
pericdizally, bt oot lest frequemly than
ennuelly, of a fixed percentage of ibe
net fzir market value of the triest assets,
determined zxnually. For rules relzting
lo compuietica of the et fair mashot
vslue of the trus! assets tee

£ 235.22220c)-3{c);2)[vi)]. Toe umitrust
samcunt muet be payable to (or for the
benefit of) the holder of the unitryst

~terest for ecch taxable year cf 2o

term. A right of withdrawal whetker or
net cumuwlative, is not e qual,Sed
uritrast inferest. The unicus pavmect
may be made afier the ¢lose of the
taxable year, previded that the paymerns
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is made no lster than the date by which
the tTustee is required to file the Federal
income tax return of the trust for the -
year {without regard to extensions).

{ii) Fixed perceniage. A fixed
percentage is & fraction or percentage of
the net fair market value of the trust
assety, determined annually, payable
periodically but not less frequently than
annually, but only to the extent the -
fraction or percentage does not exceed
120 percent of the fixed fraction or
percentage payable in the preceding

£ar. , .
Y {iii} Jncome in excess of unitrust °
ameunt. A unitrust interest does not fail
1 be a quelified unitrust interest merely
because the trust permits income in
excess of the amount required to pay the
unitrust amount to be paid to or for the
benefit of the holder of the gqualified
unitrust interest. Nevertheless. the right
to receive Lhe excess income ia not a
gualified interest and is not taken inta
sccount in valuing the qualified unitrust
interest - - -

(2) Incorrect valuations of trust
property. The governing instrument must
tontain provisions meeting the
requirementa of § 1.664-3(a)(1){iii) of
this chapter (relating to the incorrect
determinalion of the fair market value of
the property in the trust). .

(3} Computotion of unitrust amount in
certain circumstonces. The governing - ~
instrument must contain provisions
meeting the requirements of § 1.664—
3(a)(1){v} of this chapter (relating to the |
computation of the unitrust amountin -
the case of short taxable years and the .-
last taxable year of the term}. | .
. {8) Requirements applicable lo |
gqualified annuity interests and qualified
unitrust interests—{1) in general. To be
& qualified annuity or unitrust interest,
an interest must be a qualified annuity
interest in every respect or & quaiified
unitrust interest i every respect For .
example. if the interest consists of the
right to receive each year a payment
equal to the lesser of 8 fixed amount of
the initjal trust sssets or a fixed
percentage of the ennual value of the
trust asaets, the interestisnot a
gualified interest. If, however, the
interest consists of the right to receive
each year u payment equal to the
greater of a stated dollar emount or a
fixed percentage of the initial trust
assets or a fixed percentage of the
annual value of the trust gssety, the
interes! is @ qualified interest thatis
valued at the greater of the two values.
To be a qualified interest, the intereat
must meet the definition of end function
exclusively as a quelified interest from
the crestion of the trust.

(2} Amounts payable to other persons.
The governing instrument mus! prohibit

distributions from the trust to or for the
benefit of any person other than the
halder of the qualified annuity or
unitrust interest during the term of the
gualified interest )

(3) Term of the annuity or unitrust
interest. The governing inatrument mus!
fix the term of the ennuity or unitrust
interest. The term muat be for the life of ©
the term holder, for a specified term of
years, or for the shorter (but not the
longer) of those periods. Successive term
interests for the benefit of the same
individual are treated as the seme term -
interest : e

{4} Commutation. The governing
instrumnent must prohibit commutation
[prepayment) of the interest of the term
holder.

{e) Examples. The following examples
illustrate the rules of paragraphs {b), (c].
end {d) of this section. Each example
assumes that all applicable
requirements for & qualified intereat are
met unless otherwise specifically stated.

Exarmple 1. A translers property to an
irrevocable trust, setaining the nght to receive
the greater of §10.000 or the trust income in
each year for u term of 10-years. Upon
expirstion of the 10-year term, the trust is lo
terminate and the entire trust corpus is 1o be
paid to A's child. provided that if A dies "~
within the 10-year term the tust corpus is to

“be paid to A's estate. A's atnual payment - | ) .
® the following requirements: .. . .

right is & qualified annuity interest to the

extent of the right 1o receive $10.000 per year

for 10 years or until A's prior death, and is

- walued under section 7520 without regard to

the right to receive any income in excess of

valued 5t zero. The amount of A's gift Is the -
tuir market value of the property transferted
to the truai less the velue of the gualified
annuity intereal - )

Example 2. U translers property to an
irrevocable trust, reveining the right to receive
$10.000 in ench of years 1 through ). $12.000
in ench of years 4 through 6 and $15.000 in
each of years 7 through 10. The interestin e
qualified annwyy interest 10 the extent of U's
right 1o receive $10.000 per year in years 1.
through 3, $12000 i years 4 through &,
$14.400 in year 7, and 515,000 in years B
through 10, becaune those amounts represent
the lower of the amount acrvally paysble
each year or a0 amguat that does not exceed
120 percent of the stated dollar amount for
the preceding year. .

Exomple 3. S transfers property 1o an
irrevocable trust. retaining the right o receive
250,000 in each of yesrn 1 through 3 and
$10.000 in each of years 4 through 10. §'s
sntire retained interest is & qualified annuity
interesL

Exzmple 4. R transfery property to an
irrevoceble trust retarung the right {o receive
annually sn amount equal to the lesser of &
percent of the initial {sy market value of the
trust praperty or the trust income for the year,
R's annual payment nght is pot s quelifed
annwly wmierest 10 any extent because R does
not have the Urevocable right 1o receive &
fixed amount for sach year of the term.

Example 5. A translers property to an
irrevocable trust, retsiung the right to receive
S percent of the net fajr market value of the
trust property. valued annually. for 10 years.
U A dies within the 10-year lerm, the unitrust
amount is to be paid 1o A's eslate ot the
balance of the term. A’y interest ia » qualified
unifrust interest to the exient of the right to
receive the unitrust payment for 10 years aor
until A's prior death,

Example 8. The factz ure the same a3 in
Exomple 5, except that if A dies within the
10-year term the unitrust amount will be paid
to A's estate for an sdditional 35 years. The
resull is the same a1 in Example 5 because
the 10-year (erm is the ondy term that is fixed
ang ascertainable at the creation of the .
interest.

Exampie 7. B transfem property to sn
irrevocable trust retnining the right o receive
snnuslly an amount equal 10 8 percent of the
initial fair marke\ valuz of the trust property
for 10 years. Upon expiration of the 10-year
term, the trust is 1o terminste and the entire
trust corpus Is to be paid to B's child. The
governing instrumment provides that income in
excess of the annuity amount may be paid to
B's child in the trustes’s discretion. B's -~-
wnterest is not & qualified annuity interest to
any extent because & persan other than the
individual holding the term inlerest may -
receive distributions from the trust during the
lerm. EI . .-

{f) Qualified remoinder interesi—{1) __
Reguirements. An interest in @ qualified .
remainder interest only if it meets all of .

[i) It is & qualified remainder interest _
in every respect. T

{ii] It meets the definition of and -

$10.000 per year. The contingent reversion s .. hunctions exclusively as a qualified -

interest from the creation of the interest,
{iii) It is non-contingent, For this ~
purpose, an interest is non-contingent

- onrly if it is payable 10 the beneficiary or :

the beneficiary's estate in all events.

{iv} All interests in the trust, other
than non-contingen! remainder interests,
are qualified annuity interests or
quelified unitrust interests. Thus, an
interes! is & qualified remainder inlerest
only if the governing instrument does
not permit payment of inzotae in excess
of the annuity or unitrus! emount to the
holder of the gualified anauity ar
unitrus! inlereat.

(2) Remainder interest. Remainder
interest js the right to receive ali or »
fractional share of the trust property on
terminaton of all o7 @ fractional share of
the trust. Remainder interest includes a
reversion. A transferor’s right to receive
an amount that is a stated or pecuniary
amount is 0ot & remainder interest.
Thus, the right to receive the original
value of the trust corpus (or a fractional
share] is not & remawnder interest.

(3} Examples. The following examples
illustrate rules of this paragraph (f).
Each example assumes that all
applicable requitements of a qualified
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interest are met anleas ctherwise - 9
specifically statedl: = T L e e B

Example 1. A trans{en property o aa” = **
irrevocable trast. The income of the trust is
payable 10 A's child for life. On the death of _
A's child the trust ia to termmate xnd the -
trust corpus i ta be paid lo A A’y remainder
interesl 13 not-a qualified remainder interesi
hecause the intereat ol A'e child is neither 8
quaiified annuity interest nor a qualified’ o
unitrust foterest. - T .

Example 2. The {acts are the same a3 in
Exgmple 1, except thai A's child has the right
to receive the greater of the income of the
trust or $10.000 per year, A's remainder
interest is not o quaiified remainder intereat
because the right of A's child to receive
incame to excess of the sapuity amound is not
s qualified interest.

Exampie 3. A tansfers property to an
irrevocable nt The trunt provides a
qusilfied annuity interest to A™schild for 12
vears. Ao amount equal to the imitial valoe of.
the .rost corpus s to be prid to A at the and
of that period and the balance is 20 be paid to
A'y grandchild. A's interest is not a qualifed -
remainder intereat because the smount A is
to receive is not a fractional share of ke wust
property. T

Example 4. U transfers property (o an
irrevocable trust. The Tost provides &
gualified umitrus interest 1o U's child for 15
years, at which time the tust terminates and
the trust corpea is paid o J-or, f U is not
then living, to U's child Because U's |
remainder intereat in contingent. it isnol a
qualified remsinder infersal. ...

§25.27C2=4 Cortsin property Ureatsd as
held in trust. - _

: (a) In general. For purposes of section
2702 s transfer of an interest in property
with reapect to which there are one or
mote lermo interents is treated an &
transfer in trust. A term interest is one
of a series of successive (as contrasted
with concurtent) interests. Thus. & life
interes! in propeTTy or &an interest in
property for a term of years is a term
interest. However, & term inlerest does
net inglude a fee interest in property
merely beceuse it is held as a tenant in
common. 8 tepant by the entireties, ora
joint tenant with right of survivorship,

(b} Lecses. A Jeasehold interestin
property is not a termo interest to the
exteat e lesse is for full and adequate
consideration [without regard to sechon
2702). A lease will be considered for full
and adeguale consideration if, under al
the facts and curcmmstances as of the
time tbe lease is ectered inta or
extesded. a good faith eHort is made to
deiermine the farr rental vaiue of the
property and the teros of the lease
coaform to the velue 5o determined.

(¢} Joint purcheses. Solely for
purposes of section 2702 if en individual
acquires & lerm interest in property and,
in the same transacuon or senes of
transaclicns, one or more membe:s of
the individual's famly sequre B2

intecest in the same property, the 77>

individual saquiring the tetm interest i
trested es #cquiring the-entire property
10 scquired and tremsferring to roch of
those famity members Lhe intersatp <+~
acquired by that femily memberin™ =%
exchange for eny considerstion paid by~
thet family member. For putposes of this,
paragraph fc), the'smount of the -"V5 = *
indrviduel's gift will not exceed the ™~ >
emount of consideraticy furnished by
tha! individual for all inierests in the
property..

{4} Examples. The following examples
illustrate rules of this section = *

Example 1. A purchanes s 20-year term.
interest in an spartment building and A's. -
child purchases the remaifider interest.in the
property. A od A's child sach provide the
portion of the purchase price equal to the
value of their reypective inleseais in the:
property datermined under section 7320,..--25"
Solety for purposes of 1ectlon Z0Z, Als” 7 ¢
trested a3 scquiring the enure-property and- -
treneferring toe remainder interest 16A's
child m exchange for the portion of the |
purchase price provided by A'achild In
determining the amount of A's g, A's
retained mterest is valued at zero becauass it
is Dot & qualified interest. o

Exompie 2 X helds remal renl estate- ™ -
valued at $150.000 K pells aremainder- = -7

interestin the property to K'a child: retaining’

the righ! 1o recerve the income bom the: .-

~ property lor 20 years. Assume the pwchase

price paid by X's child {ot (he rermainder
interest is equal ta the value of the interest

determined under section 7520. K's retained

interest is oot a qualified inlerest andis

therefore vatued at zern. K basmade » gitis
the amount of $100.000 lesr the wnlidzt?'tjﬁn"_

received from K'schild,. " - - -7 75

Exempir 2. G uad C'v child sach acquire » -
50 percent undividad imierest a8 teoan in
comumon in an office buiiding. The ioterests of
G and C's cdid are not arm IDwreats o, -
which sectron 2702 applies.

Excmpie €. B purchases e life zstetein
property from R, B's grandparent for 5100
ard B's ehild purchases the remainder
i sreat for £50. Apaume that the valuve of the
property 11 $300, the value of the lile eatate
determined under section 7520 is 5250 and the
velue of the resmairder inerest in 550. B is
trested as acguinng the entre property and
translernng the rempnder o ieres1 16 B s
child However, the amount of B 5 g.t 16 $100,
the amount of conaderatcn [$100} furnighed
by B Jor B's inlersst

Exomple 5. H and W enlet inlo s written
sgreement relatve 1o thar marita) and )
property nghts that regaires W to tunrfer
property to sn irevocable trusl. the tesme of
which provide that the income of the trust
will be paid ta H for 10 years. On the
expiration of the 10-yenr term. the tust is to
terminaie and the trust corpus is 10 be paid 1o
W. H and W divorce withun rwo years afler
the agreement 5 enlered into. Pursuas! lo
section 2518, the transfer to H would
otherwise be deemed 1o be for full and
adequele connderauot. Secticn 2707 does
not apply to the actuinition of the term
wnierest by H because no membear of H's

.-

[amdly ecowired an brereet I e property in.
the same Fansaction or senes of -, - N
Tansactions. The result would not be the
aame if, on the terminstion of H's interest in
the trust, the trast corpus wers-drstribuinble
to the children of H and W.rather than W,

525.'{702-5'; Personal ceslienca trusts,

(a) In general Section 2702 does not . .
apply to & transfer in trust meeting the
requirements of this section. A transfer
in trust meets the requirements of this
section ooly if the trusl is & personal
residence trust (as defined in paragraph
{b] of this.section}. A trust meedng the
requirements of & .gualified personal
residence trust (a2 defined in paragraph
{c} of this section) is treated rs a
personal residence trust. A trust of
which the term holder is the grantor that
otherwise meets the requirements.of &
persana residence trust for a qualified -
personal residence trusy] is.nota
persopal residence trust {ar a qualified
personal residence trusi) if, at the time
of tramsfer. the tetm holder of the trust
already bolds term inlerests in two
trusts thal are personal residence trusts
[or qualied personal residence truats) .
of which the term bolder was the
grantor: For this purpose, trusts. holding -
fractional interesta in the pamme. - =~ - -
residence are treated e ope tosl.

{b) Personal residence trust—{1) In
genernl A personsl residence trustis e
trust the governing instroment of which
ptohibits the trust from bolding. for the -
original duration of the term mterest.
any-asset other than one residence to be -
used or held for use s a personal
residence of the term hoider and
qualilied proceeds {as defined in
paragraph [b){3) of this section). A
residence is held for use as a personsl
residence of the term holder so long as
the residence is not occupied by any
other peraon [other than the spouse ora
dependent of the term holder) and is
evailable st all times for use by the torm
holder as & personsl residence. A trust
does not meet the requitements of this
section if, during the onginal duration of
the term inlerest, the residence mey bn
sold or etherwise ransferr=d by the
Lrusi or may be used for a purpose gther
than as & personal residence of the term
holder. Expenaes of the trust whether or
not atribuisble te tust principal may be
paid directly by the term helder cf the
trust.

{2} Personal residerce—(i) In garercl.
For purposes of this persgraph {b}. a
personal residence of & term helder is
gither—

{A] The principal residence of the
term holder {withtn the meaning of
seclion 1034);

(3] One other residence of the term
holder {within the meaning of section
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280A[d){1) but without regard to section
280A(d)[2)): or

(C) An undivided fracticnel interest in
either. -

{ii) Additiona] property. A personal
residence may include appurtenant
structures used by the term holder for
residential purposes and adjacent land
not in excess of that which is
reasonably eppropriate for residential
purposes (taking into account the
residence’s size and location). The fact
that a residence is subject to a morigage
does not affect its stetus as a peragnal
residence. The term personal residence
does not include any personal property
(e.g.. household furnishings). ’

{iii) Use of residence. A residence is a
personal residence only if ity primary
use is as a residence of the term holder
when cccupied by the term holder, The
principal residence of the term holder
will not fail to meet the reguirements of
the preceding sentence merely because
8 portion of the residence i8 used in an
activity meeling the requirements of
section 280Alc) (1) or (4] (relating to
deductibility of expenses related to -
certain uses), provided that such use is
secondary to use of the residence as a
residence. A residence is not used
primarily as a residence if itis used to -
provide transient lodging and. -
subsiantial services are provided in
connection with the provision of lodging .
{e.g. a hotel or & bed and breakfast). A
residence is not a personal residence if, -
during any periad not occupied by the
term holder, its primary use ig other than
as a residence. : -

(iv) Interests of spouses in the same
residence. If spouses hold intereatn in
the same residence (inctuding CoLt
communily property interests), the
apouses may transfer their interests in
the residence (or & frectional portion of ..
their intereats in the tesidence] to the
same personal residence trust, provided
that the governing instrument prohibits .
any person other than one of the . - - -
spouses {rom holding e term intereatin -
the trust concurrently with the ather
spouse. C e

(3} Qualified proceeds. Qualified
proceeds means the proceeds payable
a3 & result of damege 1o, or destruction
or involuntary conversion (within the
meaning of section 1033) of, the
residence held by a personal residence
trust. provided that the governing
instrument reguires that the proceeds
{including any income thereon} be
reinvesied in & personel residence )
within two years from the date on which
the proceeds are received. )

{c) Qualified persanal residence
trust—{1) in genernl A qualified
personal residence trust is & tTuat
meeting all the requirements of this

paragraph (c). These requirements muat

the spouses from holding a lerm intecest

be met by provisions in the governing ___-inthe trust cancurrently with the othes

instrument. and these governing
instrument provisions must by their
terms conlinue in effect during the
exisience of any term intetest in the
trust. .

(2} Personc! residence—{i} In generai.
For purposes of this paragraph (c). a .
perscnal residence of s term holder is
either— . .

{A]} The principal residence of the
term holder (within the meaning of
section 10M4);

[B} One other residence of the term |
helder (within the meaning of section
280A{d)(1) bul withaut regard to section
280A(d)(2)): or )

(C) An undivided fractional interest in
either.

(ii) Additional preperty. A personal
residence may include appurtenant
structures used by the term holder for
residential purposes and adjacent land
not in excess of thet which is '
reascnably appropriate for residential
purposes (tzking into account the
residence's size and location). The fact
that a residence is subject to & mortgage
does not affect its status as a personal
residence. The term persanal residence -

doea not include any parsonat-property -

(e.g.. household furnishings). -~ -

{tii) Use of residence. A residence is a
personal residence only if its primery -
use is as.a residence of the term holder
when occupied by the term holder. The |
principal residence of the term holder
will not fai) to meet the requirements of .-
the preceding sentence merely because -
a portion of the residence is used in an
activity meeting the requirementa of
section 280A(c) (1) or (4] (relating to
deductibility of expenses related to
certain uses), provided that such use is
secondary to use of the residence as a
residence. A residence is not used
primarily as a residence if it is used ta
provide transient lodging and .
subatantial services are provided in -
coanectien with the provision of lodging
(2.g.. 2 hotel or & bed and breakfast). A
residence is not e personal residence if,
during any periodonot occupied by the
term holder. its primary use is other than
as & residence. A residence is not a
personal residence if. during any period
not occupied by the term helder, ity
primary use is other than as ¢ residence.

(iv) Interests of spouses in the same
residence. 1 apouses hold interests in
the same residence {including
community property interests). the
spouses may transfer their interests in
the residence [or a fractional partion of
their interesis in the residence) to the
same qualified personal residence trust,
provided that the governing instrument
prohibita any person other than one of -

spouse.

(3] Tncome of the trust. The goveming
instrument must require that any income
of the trust be distnbuted to the teem
holder not less frequently than annually,

(4) Distributions from the trust to
other persons. The governing instrument
must prohibit distributions of corpus 1o
any beneficiary other than the tranaferar
prior o the expiration of the retained
term interest.

(8] Assets of the trust—{i) In general,
Except as otherwise provided in
paragraphs (c)(5)(ii) and {c}(8) of this
section. the governing instrument must
prohibit the trust from holding. for the
entire term of the trust. any asset other
than one residence to be used or held.for
use (within the meaning of paragraph
(c}{7){i} of this section] as a personal
residence of the term holder {the
“residence”). )

lii) Assels other than personaf
residence. Except as otherwise
provided, the governing instrument may
permit a qualified personal residence
trust to hold the {ollowing assets {in
addition to the residence} in the
amounts and in the manner described in
this parsgraph [c){S)(ii}: - ’ ’

(A} Additons of cash for payment of -
expenses. ete.~{I) Additions. The '
governing instrument may permit - " .

.additions of cash to the cust and may -

permit the trust to hold additions of cash

" in a sepuraie account, in an amount -_ -

which, when added to the cash already
heid in the account for such purposea.

_ does not exceed ine amount required:

(1) For payment of trust expenses
(including mortgage payments; siready
incurred or reasonebly expected 10 be
paid by the trust within six months from
the date the addition is made:

(/] For improvements to the residence
to be paid by the trust within six montha
from the date the addition ia mede: and

[#77) For purchese by Lhe trust of the .
initial residence. within three months of
the date the trust is crested. provided
that no sddition may be made for :his
purpose, and the trust may not hoid eny
such addition, unless the trustee has
previously entered into a contract to
purchese that residence; and

(iv} For purchase by the trust of a
residence to replace snother residence,
within three months of the date the
addition is made, provided that no
addition may be made for this purpose,
and the truat.may not hold any such
additior, unless the wystee has
previously entered into & tontrect to
purchase that residence.

(2} Distributions af excess cosh. 1f the
governing instrument permits additions
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paragraph (c)[5){ii}(A)(1) of thixs section.
the governing instrument mus! require
that the trustee determine, not less .
frequenily than quarierly, the amounts
held by the trust for psyment of .
expenses in excess of the amounts
permitted by that paragreph and must
require that Lhose amounts be '
distributed immediately therealter to the
term holder. In addition, the governing
instrument must require, upon
termination of the term holder's interest
in the trust, any amounts held by the
rusi for the purposes permitied by
paragraph (c)(5}{ii}{A){1) of this section
thet are nol used to pay trust expenses
due and payable on the date of
termination {including expenses directly
related to termination) be distributed
outright te the term holder within 30
deys of termination.

{B) improvements. The governing
instrument may permit improvements to
the residence to be added to the trust
and mey petmit the trust to hold such
improvements, provided that the
residence, as improved, meets the
requirements of a personal residence.

|C) Scie proceeds. The governing
instrument mmay permit the sale of the
residence and may permit the trust to
hold proceeds from the sale of the
residence, in a separate account.

(D) Insurance and insurance
proceeds. The governing instrument may
permrit the trust to hold one or more
policies of insurance on the residence. In
addition, the governing instrument may
permit the trust te hold, in a separate

—

- account proceeds of insurance payable

10 the trus: as & result of damage to or
destruction of the residence. For
purpeses of this paraz aph, amounts
(othet than insurance proceeds payvable
tothe trust 25 a result ol damage to or
destruction of the residence) received as
a result of the inveoluntary conversion
[within the meaning of section 1033} of
the residence are treated as proceeds of
insurance.

{6) Cemmulotion. The governing
instrament must prohibit commutation
(prepavment) of the term hoider's
interest.

(7} Cessation of use as o personal
residence—{i) In general. The governing
instrument must provide that g trust
ceases 1o be B qualified personal
residence trus! if the residence ceases to
be used oz held for use 2s & personal
residence of the term holder. A
residence 18 held for use as & personal
residence of the term holder so long as
the residence is not occupied by any
other person {other then the spouse or 8
dependent of the term holder) and is
svaiiable al all umes for use by the lerm
holder a5 a personal residence:Gee

T

§ 25.2702-5(c)(8) for rules governing - -
disposition of assets of # trust as to + -
which the trust has ceased to be a
qualified personal residence trust.

{ii) Sale of personal residence. The
governing instryment must provide that
the trust ceases to be a qualified s
persona] residence trus! upon sale of the
residence if the governing instruroent
does nol permit the trust to hold
proceeds of sale of the residence
pursuant to paragraph (c}(5)(ii}(C) of this
section. If the governing instrument
permita the trust to hold proceeds of sale
pursuant to that paragraph, the
govemrning instrument roust provide that
the trust ceases 10 be s qualified -
persanal residence trust with respect to
all proceeds of sale held by the trust not
later than the earlier of— -

{A) The date that is two years after
the date of sale;. U

(B} The termination of the term
holdes's interest in the trust; or,

{C) The date on which & new
residence is acquired by the trust.

{iii} Domoge to or destruction of
persongl residence—(A) In general The
governing instrumen! must provide that,
if damage or destruction renders the
residence unusable as a residence, the
trust ceases to be a qualified personal
residence tTust on the date that is two
yeass after the date of damage or
destruction {or the date of termnination of
the term holder's interest in the trust. if
earlier) unless, prior 1o such date—

(1) Replacement of or repairs 1o the
residence are completed: or

{2]) A new residence is acquired by the
trusi.

(B) Insurance proceeds. For purposes
of this paragraph |C)(7})(iii). if the
governing instrument permils the trust to
hold proceeds of insurance received as a
result of damage ta or destruction of the
residence pursuant to paragraph
[c){5)(ii){D) of this section, the goveming
instrument mus! contain provisions
similar to those required by paragraph
{c}(7){ii} of this sectien.

(8] Disposition of trust assets an
cessation as personal residence trusi—
(i) {n general The governing instrument
must provide that. within 30 days after
the date on which the trust has ceased
to be a qualified personal residence
trust wilh respect {0 certain assets,
either—

(A) The assets be distribyted putright
to the term holden

(B) The sasets be converted 1o and
hetd for the balance of the term holder's
term in & separale share of Lbe trust
meeting the requirements of & qualified
annuity intereat: or

{C} In the trustee's sole discretion, the
trustee may elect lo comply with either

-paragraph {£])(B}(i] [A] or (B) of this -
section pursuent to their terms. :

[ii) Requirements for conversion to a
qualified anpuity interest—{A)
Coverning instrument requirements. For
nssets subjecl to this paregraph [¢}(8) to

-be converted to and held a3 » qualified
annuity interest, the governing
instrument must contain all provisions
required by § 25.2702-3 with respect 1o a
qualified annuity interest.

(B) Effective date of annuity. The
governing instrument must provide that
the right of the term holder o receive
the annuity amoun! begins on the date
of sale of the residence, the date of
damaege to or destruction of the
residence, or the date on which the
residence ceases to be used or held for
use &3 & personal residence, a5 the case
maey be {“the cessation date”).
Notwithstanding the preceding sentence,
the governing instrurmment mey provide
that the trustee may defer payment of
any ennuity amount otherwise payable
sfter the cessation date until the date
that is 30 days after the nssets are
converied to & qualified annuity interest
under paragraph [c)(8)(i}(B] of this
seclion ["the conversion date™);
provided that any deferred payment
musl bear interest from the cessation
date at a rate not less than the section
7520 rale in effect on the cessation date.
The governing instrument may permit
the trustee to reduce aggregate deferred
annuity paymen's by the amount of
income actyally distributed by the trust
to the term haolder during the deferral
period.

(C) Determination of annuity
amount—(1) in general. The gaverning
instrument must require that the annuity
amoun! be no less than the emount
determined under this paragraph (C}.

{2} Entire trusi ceases lo be a
gualified personol residence trust. I, on
the conversion cale, the assels of the
trust do not inclede a residence vsed or
held for use as & personal residence. the
annuity may not be less than an amount
determined by dividing the lesser of the
value of al] interests retained by the
tern holder (as of the date of the
original wransfer or transfers) or the
vajue of all the trust assets [as of the
conversion dale) by an annuity factor
determined—

{/] For the original term of the term
holder's interest:

(/7] Using the rate determined under
section 7520 (as of the date of the
original transfer); and

{775) Assuming the ennuily percertage
equals the rale determined un (/7).

{3} Portion of trust coatinues os
qualified personol resicence trust. 1 on
the conversion date, the sasels of the
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trust inciude & resideace used or held
for use as & personal residence. e
anmuty must nol be less than the
amount determined under paragraph
{€3(8Ni){C)2) of this section mulupliad
by a fraction. The numeraiar of the
fraction is the excess of the fair market
value of the trust assets on the
corversion date over the amount
{including acquisition costs) reinvested
in the new residence or expended for
repairs of the exisling residence, and the
denominator of the fraction is the fair
market value of the trust assets on the
conversion dale.

{d) Exomples. The following examples
illustrate rules of this section. Each
example assumes that all applicable
recuirements of a personal residence
trust (or qualified personal residence

m15i) are met unless otherwise stated.

Exomple 1. C meintains C's principal place
of business in one room of C's principal
residence, The room meets the requirements
of aection 280A{c){1} for deductrbility of
expenses related lo such use. The residence
is a personal residence.

Example 2. L ownt a vacalion
condominjuen that L rents oyt for six months
of the year, but which Is trested as L's
residence under section 280A(d)(1) becayse L
occupies if far at lenat"15 days per year. L
provides no subslantial services in
connection with the rental of the
condominium. L transfers the condominmm
to an urevocable wrust the termn of which -
meet the requirements of a qualified personal
residance trust L retaing the cight to use tha
condominium during L's lifetime. The trust is
a quallfied personel residence trust.

Excmple 3, W owne-w 200-acre farm. The
farm includes & house, bams, equipment
buildings. 2 sllo, and enclostres for
confinement of farm animele W transfers the
{arm o an rrevocable trust retaining the use
of the farm for 20 yearn, wilh iha remainder
to W' child The trust is not & personal
residence trust because the farm includes
assets nol meeting the requiremenis of a
personal residence. : "

Exompiz 4. A-tranafers A's principal .
residence to an irrevocabie trusl, retaining
tbe mght to use the residence for a 20-yewr
term. The governing natrument of Ure trust
does not prohibit the trust from holding
petsonal property. The trust 1a not & qualified
perscnal residence trusl

Exemple 5 T wransiers s personal
residence to a trust Lthat mests the
requiresnents of a qualified peracnal
revnidence trust, retaimag a term interest in
lhe trust for 10 years. During the period of Ts
retained tarm interest, T is forced for health
reasons to move to 8 nurawng hoere. T'n
sr0use conunwes Lo occupy the rendence. [
the residence is available at ali umes {cr Ts
vae a3 & revidence during he term (without
regacd to T abulity to sciually use Lhe
residence). the residence contirues to be held
for T's use and the trust does not cease to be
g quarfied personal residence Lrust. The
renidence would ceass Lo be held {or use an &
personal rendence of T if the trustee rented

the residence 10 an wrelaled party. because

subsequent transfer. For purposes of tus

the residence would nc longer be avmilabie ___yection, aggregate taxable gifta means

for Ts wse ot ali mes.

Exomple & T translers T's peraonal
residence [0 a Lruat thal meets the
reguirements of a gualified personal
residence trust, retaining the right to uae the
residence for 12 years. On the date the |
remdence is tranaierred fo the rust, the fair
market value of the residence is $100,000.
Alier 8 years, the trustee aells the residence,
receiving net proceeds of $250.000, nad
investa the proceeds of sale in cormmon slock.
Aller an additional eighteen months, the
commen stock has paid $15,000 in dividends
and has x fair market vatue of $250.000. On
tha! dalw, the trustee purchates & New
residence for $200.000. On the purchease of the
new residence, the musl censes to be a
gquelified petyonal residence must wath
tespect lo any amouni nol reinvested in the
new residence. The governing insirument of
the trust provides that the trustee, in the
trustee’s sole discretion, may elect cither 1o
distribute the excess proceeda or to canverd
the proceeds into & qualified annuity interest.
The trusiee elec!s the latter option. The
amount of the annuity is the amount of the
annui’y that wpuid be payzble If co portion
of the sale proceeds had been remnivesied in a
persenal residgence muitiplied by a fraction,
“The numetaior of the fractinn ia $60.000 (the
arnount remaining afler reipvestmenit] and the
denominator of the fraction is $260.000 (lhe
fair market value of the Tust assets on the
conversion datel. The obligation to pay the
anmuity commences on the date of asle, but
payment of the annuiry that otherwise would
have been payable during the period betwesn
the dale of saie and the date on which the
trust ceassd to be a qualified personal
residence ust with respect 1o the excess
proceeds may be deferred until 30 days after
the dale on which the trew residence is
purchesed. Any amount deferred must bear
compound interest from the date the annuiry
o payabia st the section 7520 rate in effect on
the dale of sale. The $15.000 of income
diatribuied to the \erm holoar dunng that
period may be used to reduce the annuity
amount payahle with respect 1o Lbat penod of
the goverung inatruneot so provides and
thus reduce the amount oo which compound
interest Is computed. '

§ 25.2702-6 Reduction in taxable gita

{8) Tronsfers of retoined interests in
trust—{1) Inter vivos transfers. If an
individual subsequently transfers by gift
an interest in trust previously velued
{when held by that individua!) under
§ 25.2702-2 [B){1) or [}, the individual is
entitled to & reduction in aggregate
taxable gifts. The amount of the
reduction is determined under
paragraph (b) of this section. Thus, for
example, if an individual transferred
property to an lrrevocable trust,
Tetaining an interest in the trual thet
was valued at zero under § 25.2702-
2(b){1), and the individual later transfers
the retained interest by gift, the
individual i entrtled to a reduction in
aggregste texable gifta on the

the aggregate sum of the individual's
taxable gilts for the calendar year
determined under section 2502(a)1).

(2) Testamentary traasfers. If either—
_ (i} A term interest in trust is ipcluded
in an individual's gross estate solely by
reason of section 2033, or

{ii) A remainder interest in trust is
included in an individual's gross estate.

and the interest was previously valued
{when held by that individual) undee

§ 25.2702-2{t}{1) or {c). the individual's
estate iy entitled to 2 reduction in the
individual’s adjusted taxable gifts in
computing the Federal estate tax
payable under section 2001. The amoun!
of the reduction is determined uader
paragraph [b} of this sectian,

(3) Gift splitiing en subsequent
tronsfer. If an individual whe is entitled
to & reduchaon in aggregate laxable gifts
{or adjusted taxabie gifis) subsequently
transfery the interest in a transfer
treated as made cne-half by the
individual's spouse under section 2513,
the individval may assign one-haif of the
amount of the reduction 1o the

- consenling spouse. The assignment rous!

be sttached to the Form 709 on which
!h; consenting spouse reports the split
gift. :

{b) Amount of reduction—{1} ir
general. The amount of the reduction in
-aggregate taxable gifts {or adjusted
taxable gifts) is the lesset of— -

(i} The increase in the individual's
taxeble gifts resulting frem the interest
being valued at the ime of the initial
transfer ander § 25.2702-2(b}H1) or (c); or

{ii) The increase in the individuals
taxeble gilts {or gross estate) resulting
from the subsequent transfer of the
interest.

(2] Treozment of onnual exclusion. For
purposes of determining the smount
under peragraph {b)(1){ii) of this section,
the exclusion under section 2513(b)
applies fizst to transfers in the: year
other than the transfer of the interest
previously valued under § 25.2702-
2{b){1) or {e}.

(3) Overfop with sectior 2001.
Notwithstanding paragraph (b)}1} of this
seclion. the ampunt of the reduction ia
reduced to the extent section 20M would
apply to reduce the amount of an
individual's adjusted taxable gifts with
respect to the rame interest to which
paragraph (b{1) of this section would
olherwise apply. -

{c] Examples. The rules of this section
are iflustrated by the following
examples. The following facts apply for
Excmples 1-4:
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Facts. In 1892 X vansferred properiy to an
irrevocahie trusl retninung the nghi Lo receive
the wust income fot life. On the death ol X,
the trust is to terminate and the trust corpus
is 1o be paid 10 X's child. & X's income
intereat had & value under section 7520 of
$40.000 al the time of the transfer; however,
because X's reinined interest was not &
quslified inlerest. it was valued at zero under
§ 25.2702-2(b)(1) for purposes of determlining
the amouni of X'» gift. X's taxable gifts in
1992 were therefore increased by 540,000. In
1993, X translers the income inlerest \o C for
no consideration.

Exomgle 1. Assume thal the value under
seclion 7520 of the income interest on the
subsequent transier 1o C is $30,000, If X
makes no other gifts 10 Cin 1883, X is entitled
to a reduction in sggregate taxable gifts of
$20.000, the lesser of the amount by which X's

- taxable gifts were incfeased a3 a result of the
income interest being valued ot zero on the
initin] transfer {540.000) or the amount by
which X'v taxable gifts are incressed a3 2
result of the subrequent tranafer of the
intofme interest {530,000 minus $10,000 annual
exclusion).

Exompie 2. Avsume that in 1993, 4 months
afer X transferred the income interest 10 C. X
tansierred 55,000 cash to C.ln detzrmining
the increase in taxable gifts occurring on the
subsequent transfer, the annual exclusion .
under section 2503(b} i first mpplied to the
cusk gifL X iv entitled to a reduction in
agmregate taxable gifts of $25,000, the lesser
of the amount by which X's taxabie gifts-

" were increasad as a resull of the Income -
interest being valued at zerc on the injtial
transfer [$40.000) or the wmount by whick X's
taxable gifts are increased as a result of the
subsequent transfer of the income interest - -
{525.000 ({530,000 + 55,000} — §10.000 sanual
‘exclusion).

- Exomple 3. Apsume !hal the vatue under
seclino 7520 of the income interest on the

-pubsequent transfer 1o Cin $55.000. X is
entitied fo reduce aggregale taxabie gifts by -
$40,000, the {esper of the atmount by which X's
taxnble gifts were increased av u result of the
income interesl being valued o1 2ero on the
initial transfer ($40.000] or the amounl by
which Xs taxable gifts are incressed as a
result of the subsequent ransler of the

" income interest [$55.000 minus $10.000 annual
exclusion = $45,000) o

Exampie 4. Assume that X and X» spouse,
S. aplil the subseguent gift 10 C. X is entitled
to aesign one-half the reduction to 5. If the
masignment i made, esch is entitfed to
reduce aggregete inxable gifts by $17,500, the
lesset af their portion of the ncresse in
taxable gifes on e initial tranefer by reanon
of the application of section 2202 ($20,000)
and their portion af the incresne in taxable
gifts vn the subsequent tranafer of the
retained interest {527,500 —~ $10,000 annual
exciuvaion). .

. Exemple 5. in 19‘9* A tran:fen property to
&n irrevocable trusl reteinung the mght to
receive the trual ingome.for 10 years. On the
expiration of the 16-yesr term, Lhe Uust is 10
teroinaie and the trust corpus is to be paid to
‘A'e child, B. Assume that A’y term interest
ban & value under iecuon 7520 of 320,000 at

": the tume of the ransfer: however, because A's
» retained inlereat was 2ot a qualified intereal,

it war valued at tero under § 25.2702-2{b){1})
Ior purposes of determining the amount of A's
gift. Axsume also thet A and A's apouse, 5,
split the gifi of the remuinder interest under
section 2513. In 1893, A transfers A's termn
interest 10 D, A's other ¢hild, for no
consideration. A 13 entitied to reduce A's
aggreguie taxable gifts on the transfer.
Assume that A and 5 also aplit the
subsequent gifi to D, and that A dies one
month after making the subsequent transfer
of the lerm interest and 5 dies six months
later. The gift of the lerm interest is included
in A's gross eatale under aection 2035{d)(2).
To the exient 5'a iaxable gifts ere reduced
pursuant to section 2002(e), 5 is entitled o no
reduction in aggregate or adjusted taxable
gifua under this seclion

Exompie 8. T transiersproperty lo an
irrevocable trust retaining the power to direct
the distribution of trust income for 10 years
smong Ta-descendants in whatever sharea T
deemy sppropriate. On the expirstion of the
10-year pericd, the trual corpus is to be paid
in equal shares 1o T's childrere. T» transfer of
the remainder interest is o compleled gift.
Because T» relained intereatisnot &
qualified interesl, it is valued at zerc under
§ 25.2702-2(b)(1) snd the amount of T"e gilt is
the {air market value of the propenty
transferred to the trust. The distribution of
incoroe esch year fv not & transfer of &
retained interest in trust Therefore, T is not
entitled to reduce aggregate taxable gifts us n
result of the dulnbuuoru of incorne .frum the
Tust

Exompie 7. The facts are the same a2in :
Exampie 8 except that after I yearn T
exercises the right to direct the distribution of
trust income by assigning the right to the
income for the balance of the term to T'a ..
chlld, C. The exercise is a transfer of &
reiained interes! in trust for purposes of this
section. T ia entitled to reduce aggregate
taxable giits by the lesser of the increase in
taxable gifta resulting from the application ol
section 2702 to the initial transler or the
increase in taxable gifte resulting from the
tranefer of ke retained wnterest in Tust

Example 8. In 1992, V purchases an income
interest for 10 years in property in the same
tranmaction or series of transactions i which
C. Vo child purchases the remainder interest
in the same property. V dies in 1997 aull
hoiding the term interest. the vaive of which
is includible in V's groes estste under section
2033. V'a estate would be entitled 1o a
reduction in adjusted taxable gifis in the
amount determined under puagnph {b) ol’
thin section,

a=

§ 25.2702-7 Ettective ﬂ-ﬂ.l.

Sections 25.2702-1 through 25.2702-8
are effective aa of Januery 28, 1932 With
respect to transfers to which section
2702 applied made prior to January 28,
1992, taxpayers mey rely on any
reancnable interpretation of the
statutory provisions. For these purposes,
the provisions of the propased
regulations and the final regqulations are
considered a reascnable interpretation
of the statutory provisions.

" requirementse—.

§25.37031 Propcﬂy wb{oct 1o retrictive
srrangementa.
(a) Disregard of rights or

restrictions—{1) In general. For
purposes of subtitie B {relating to estate,
gift, and generation-skipping transfer
taxes), the velue of any property is
determined without regard to any right
ot testriction relating o the property,

(2) Right or restriction. For purposes
of this section, right or restriclion
means—

(i} Any oplion. sgreement, or other
right {0 scquire or use the property ata
price less than [air market value
(determined without regard to the
option. agreement, or right); or

{ii) Any restriction on t.he right to sell
or use the property.

* (3) Agreements, ete: containing rights
or restrictions. A right or reatriction may
be contained in a partnership
sgreement. articles of incorperation.
corporate bylaws, a shareholders’
agreement, ot any other agreement. A
right or restriction may be implicit in the
capital structure of an entity.

{4) Qualified sasements. A perpetual
restriction on the use of real property
that qualified for & charitable deduction
ungder either section-2522(d) or section

. 2055(f) of the Inlernal Revenue Code is

not treated a3 a right or restriction.

{b} Exceptions-={1) In general This -
section does not apply to any right ar -
restriction uulfymg the followmg three

{i] ‘The right or rul:ncuon fsa bunn
fide business arrangement;

(ii) The right or restriction is not a
device to tranafer property to the natural
objects of the transferor’s bounty for
leas than full and sdeguate .
consideration in money or money's
warth; and

{iii} At the time !he nghl or restriction
is created, the terms of the righ! or
reatriction sre cornparable to similar
arrangements entered into by persons in
an arm's length tansaction

(2) Separote requirements. Each of the
three requirements described in
paragraph {b){1] of this section must be
independently satiofied for & right or

. restriction to meet this exception. Thus,

for example. the mere showing tha! &
right or restriction is & bona fide
business arrangement is not suificient to
entablish that the righ! or restriction is
not a device to trensfer property for less
than ful! end adequate consideration.

(3} Exception for certain rights or
resirictions. A might or restriction e
considered lo meet each of the three
requirements described io paragraph
{b)(1]) of this mectirn if more then 50
percent by velue of the property subject
1o the right or restriction is owned



4274

Foderal Register / Vol. 57, No. 23 / Tuesday, February 4. 1992 {/ Rules and Regulations

directly or indirectly (within the
meaning of § 25.2701-6) by individuala
who are not members of the translerar’s
family. In order to meet this exception,

the property owned by those individuals
must be subject o the right ar restriction

to the same extent sa the property

owned by the transferor. For purposes of

this section, members of the transferor's

family include the persons described in .

§ 25.2701-2{b](5] and any other
individual who is 8 natural object of the
traasferor's bounty. Any property held
by & member of the transferor's family :
under the tules of § 2527018 [withoyt
regard to § 252701-8{a){3)} is treated as
held only by 8 member of tbe :
wransferor's family.

(4) Similar errangement—ii} In
general A right or restriction is treated
as comparable to similar arrangements
entered into by persons in an arm'’s
length transaction i the right or
restriction is one that could have been .
oblained in a fair bargain among -~ -
unrelated parties in the same business
dealing with each other at arm’s length.
A right or restriction is-considered s fair
bargain among unrelated parties in-the
same business if it conforma with the
geners] practice of unrelated parties .- .
under negotiated agreements in the- = .
aame business. This determination: - =3
generally wil entail consideration of”
such faclors as the expected term-of the
sgreement, the current fair market vaiye
of the property, anticipated chenges in 1
value during the term of the - .-.
arrengement. and the adequacy of any .
considesstion given in exchange for the
tightsgranted. . ~.o:- -, -

(ii) Evidence of gereral business
practice. Evidence of geperal business -
practice is pot met by showing isolsted
compsrables. If more than one veluation
method is commonly used in a business,
a right or restriction does not fail to 5 |
svidence general bumineas practce .-
merely because it uses anly-one of the-,
recognized methods, It is not necessary
that the terms of a right or reatriclion-
parallel the terms of any particular
agreement. If comparables are difficult
to [ind beceuse the business is unique,
coraparabies from similar businesses
may be used.

(5) Multiple rights or restrictions. if
property is subject ta mere than one
right or reatriction described in
paragraph {a){2] of this sectien, the
failure of a right or restriction to eatisfy.
the requirements of paregraph {bl(1} of
this section doen not cauvse any cther
right o festriction to feil to 3akafy those
requiremants if the right or restnction
otherwise meets those requirements,
Vwhether sepatuie provizions sre
separate nghts or resirichons. or sre

integral parts of & single right or
restriction, depencs on ell the facts and
circumstances.

(c) Substantial maodification of a right
or restriction—{1) Ir general A right or
restriction that is substantially modified
is treated a# a right or restriction
created oo the date of the modification.
Any discrstionary modification of a
right or restriction, whether or not
suthorized by the terms of the
agreement. that resulls in other than a
de minimis change to the quality, value,
or timing of the rights of any party with
respect to property thet is subject to the
right or restriction is a substantial
modificaticn. If the terms of the right or
restricticn require periodic updating, the
failure g update is presumed to
substantially modify the right or
restriction uniess it can be shown that
updating would not bave resulted ina
substantal modificaton. The addition of
any family member as & pacty to-a right
ot restriction (including by ressonofa
transfer of property that subjects the
transferer family member to a fight or
restriction with respect ta the .
transferred property] is considered s .
substentia] modification unless the
addition is mandatory under the-terms ..
of the right or restriction or the added -
family member is assigned to a erl
generation {Getermined under the rules
of section. 2851 of the Interna! Revenue ~
Code) no lower than the lowest © - 77
generstion occupied by individuals -
slreedy party to the right or restrictian);

{2) Exceptions. A'substantial” ' 7 -
modification does not include— "~
{i) A modification required by the |
texms of & right or-restction: .. . -,
{ii} A discretionary modification of an
sgresmen! conferring a right or
restriction if the modification doea not -
change the right or restrictions — -
(iii) A modification of a capitalization
rateused with respect to a rightor ™ |
restriction if the tate {s modified Ing -
manner that bears a fixed relalionship =
to a specified market lnterest rate; and
{iv) A modification that results in an |
option price that Ingre closely
approximates fair market value. .
{d) Exemples. The following examples
illustrate the provisions of this section;

Exampie 1. T diea in 1992 owning title to~
Blackacre. In 1961, T and T'es child entered
into & lease wilh respect 1o Blackacre. Al the
Iim#e tha Jsase was egtered into, the terms of
the lease ware 5ot compazable 10 Jeases of
surslar property entered isto Among .. . .
unrelated parties. The leese is & restriction oo

<the use of the property that is disregarded in
vatutng the property lor Pederal estate tax
purposes. B

Example 2 T wnd T's child. C. sach own 50
perceat af the putstanchng stock of X
corporation. T and C enter tnte an agreement

)

in 1987 providing for the dispeaition of sioek

_heldby the first to die al the lime of death.

The agregment alac provides certain
restrictions with respect to lifetiroe transfer.
In 1992, w3 permitted {bul no! required) under
the agreement. T Gansfers one-helf of T3
stock to Ts spouse, 5. S becomes a pany to”
the agreement between T and C by reason of
the transfez. The transfer is the uddition of a
family memberTo the Hght or restriction.
However, it is act & substaatial modification
of the right or restriction because the wdded
family member would be assigned 1o a
geoerstion under section 2651 of the Internal
Revenue Code no lower than the generation
cccupied by C .

Example 3. The facts are the same as in
Exgmale 2, In 1993, the agreement is
smended to rellect o change in the company’s
numne and a change of sddress for the
company's registered sgent. Thease changes
are Dot s subsiantial modification of the
sgreergent canfarring the right or reswriction
because the right or resbiction has not
changed.

§252703~2  EHeclive date.

Seclion 25.2703-1 applies to any right
or restriction created or substantially
modified after October 8, 1990, and is
effective a3 of January 24 1892 With
respect o transfery occurring prior to
January 28,1992, end for purposes of *
determining whether an event accurring
prior to_january 28,:1992 constitutes u

" subsatantial modification, taxpayers may

rely onany reasonable interpretation of
the statutory provisions. For these * - -
purposes, the provisions of the proposed
regulations and the final regulations are
considered a reasanable interpretation
of the statulory provisions. . . =
§ 2577041 “tapssclesrtain rights. .

{a] Lapse teated as-tronsfer—{1) In -
general. The lapse of a voting right or a
liguidation right in a corporation or
partnership (an "entity™} is 8 transfer by
the individua) directly oriindiractly .
holding the right immediately prior to its
lapse {the “holder”) to the extent. -
provided ie paragraphs [b) and (¢} of
this section This section applies only.if
the entity is controlled by the holder and
members of the holder's family
immediately before snd afier the lapae.
‘The amoun! af the transfer ia
determined under paregraph {d] of this
sectien. If the [apse of m voling right or a
liguidation right occuss during the
holder’s lifetime, the lapse is 6 ransfler
by gilt. If the lapse occurs at the bolders
death, the lapse is & ranxfer includible
int the holder's gross estate.

{2) Definitiens. The follawing
definftions apply for purposes of this
section, -

(i} Controd. Contro] has Lhe meaning
ghven it in § 25.2701-2{bKS5)-
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i} Mmbe.r of the fomdip. Menber ni
the family mmmeama mmnn
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(is) Direcely ar mdmdy Reld. An ot
interest is directly of indizectly beld., .. -
only (o the extend the value.ofthe, . . ,
interest would have been imcludible in
the gross eslate of the individual if the .
individual had died unmedlately p.ncr to’
the Jupse. .

{iv] Voting right Voling right means a
right to vote with respect to any matter
of the entity. in the case of a
partnership, the right of a general
periner to participate in parmership
management is & voting nghL The right
to compel the entity to acquire allor s
portion of the holder’s equity interest in
the entity by reasco of aggregate vating
power is treated s a Liguidation right .
and is not treated as a voting right

{v) Liguidation right Liguidation right
meass & right arabilily te compel the
enlity o acquire all or a portion of the
holder's equity interest in the entity,
including by reeson of aggregate voting
power, whether or not ils exercise
would resudt in the complete liguidation
of the entity.

(v} Sohordmcte. Suburdinate has the
meaning given itin § Z5.2701-3{a)[2){iii].

(1} Ceriain temporary lapses.  a
lapsed right may be restored only upon
the occurrence of a future event not .
within the contrel of the hoider or
membecs of the halder’s family, the
lapse is deemed to occur at.the time the
iapu: becomes permaresni with tespect
to the-holder, i.e. either by a tranafer of
the interest or otherwise.

(4} Soorce of mght orlapse. A votmg
right or a liguidation right mey be
conferred by and may lapse by reasoco
of & State law. the corporate charter or
bylews. en sgreement, or other means,

{t) Lapse of voting right. Alapseof a
voting right occurs at the time &
presentv exercisable voling right is
rest-icted ¢ elirminated.

(¢} Lapse of liguidation right—{1) in
generch. A lapse of m hguidation right

) o1 Fomdly cannad sbics. ke ddatiom .
vokue—{A} /2 gemerel Section 7oA}
does not-epAy lo the lapse of @ - 277
liquidation right'\e the extentthe holder
{or the holder's estate) and mambers of
the holder's family cannot immediately
after the lapse biquidate e interest that
the holder held directly or adirectly snd
could have quidated prior o 1he lapse.

(B} Abifity to Liquidate, Whether an - -.
interest can be liquidaied remedislely
afler the lapse ia determined under the
Stale law generally applicable 1o the
entity, ss modified by the governing
instruments of the entity, but wilhout
regard to any resisction described in
section 2704{h). Thas. i, after any
restriction described in gection vo;{b]
is dimregarded, the remsinmg -
requireroerds far Liquidetion under lho—
governing instruments are less Tl
reatrictive than the State-law thet wnuld
apply in the absence of the governing -
instrumenis, the ability to Lguidate is -
delermined by relerence to the
governing instruments. -

(i) Rights valued under sect:on 270L
Section 27204{s) does ot apply to the
lapse-of & liquidation right previously
valued under secticn 2701 to the extent
necessary 1o prevent double taxation
{taking into account any edjustment - - .
evailable under § 25.2701-5}. - - .-

[iii) Certain changes in State low.
Seclion 2704{a} does noL apply to the
lapse of a liquidation right that occuss
solely by reason of a change in State
law. For purpases of this paragrapk. &
~ change:in the goveming instrument of an

entity is not 8 change in State lawe.

(d} Amount ef transfer. The ameunt of
the transfer is the excess, if any, of—

(1) The value of all interests in the
enlity owned by the holder imraediately
before the lepse {determined
immediately afier the lapse as if the
lapeed right was noolapsing); over

[2) The vaiue of 1oe intersele
described i the preceding paragraph
immedxalely after the lapse (delermrned
as if all such interesis were keld by ona

occurs atthe time 2 pres_ently ind.viduall,
exercisable liguidztion right is restricted (&) Apc..cation Lo similar Hehis.
or eliminated. Except as otherwise [Reserved]

provided, & twansfer of an interest that
resul's i the lapse of a liquidaticn tight
is not subject to this secon if the rights
with respect to the transferred interest
are po! resirizied or eliminated.
However, & transist that results in the
elimization of Lhe transieror's right or
apuity to compel the enuty 10 acquite an
inlerest retained by the transleror that is
subordinate to the transierred inlerest is_
a lapse of a liqgmdation right with
respect to the subordinate icterest.

(2) Exceptions. Sechen Z7D4(a) does
not apply 1o the lzpse of a liqudalion
nght under the following cocunslances.

([} Exgraples. The following exampies
ilusteate the provisions of this secton:

Excmple 1. Pricr to D's death, D owned ail
the preferred stocw of Corparation ¥ and D's
children owneo il the common stock. At that
tume. the preferred stock kad 60 percent of
the total vaung power and the common atoch
had 40 percent. Under he corporate by-laws,
the votung nights of the prefeTed stack
lerminated on D's daeth. The value of D'y
inierest mmediately prios 1o D's death
{determined a1 il the vouing mzhis were
nonlapmmg) was $100X The value of nat
inlerest Lmmecustaly aFer death would have
been $90X if Lhe voung nghts had been
ronlapsing. The decrease in vuloe reflects the
I

losa in vadue rraling from Wbe-dentira D -
I:rholen\nhm i was x ey Brloc i
Y1 profistainyl Sectea 2704]af applies 0. .
the mpwe of vong oghts on D's dxath. D'
greas astats includes an ameant equmk T the .
excess, i amy. of 3000 aver the fair tmricet
vadue of the preferced - 3tock detesrsioed witer
the lapse of the vonag rights. - -

Exampis 2 Prior vo.Drs death, D-mvnrd uil
the prefarred stock of Corporation Y. The-
preferred »lock and the common stock easch
carried 50 percen! of the totel voting power of
Y. U's children cwnied 40 percent of the
common stock snd unretated parties o wn the
remaining 80 percent. Under the corporate
by-lawa the voting rights of the preferred
stock herminate on D' death. Section 2704]«)
does not apply to the lapae of D's voling
rights because members of D's family de not
control Y akier the lapse,

Exampie . The by-laws of Corporation Y
provide that the voting rights of eny
transferred shares of the single ounstanding
clows of sock are reduced to Yo vore per
shore afier the tragafer but are Rlly restored
ta the trapsierred chares after 5 years. D
owned 80 peccent of the shares prior to death
snd members of I's lamily cwned the
balance. On I's death, D'y shares pass to D's
children and the voting rights are reduced
pursuant to the by-laws,'Sechon 2754[a)
epplies ta the Ispae of D'a voung rights. O's
gross estate includes an smouni 2qual (o the
excess, il any, of the {wir market value of I1's
stock {determined immediaiely after Oy
death us though the voting rights had not
been reduced and would not be reduced)
over the siock's fair market value
immediately afler D's death,

Exampie £ D owes 84 percenl of the single
outslanding class of siock of Corparetion Y.
The by-lawa require &t ieast 70 percent of the
vote 1o liguidate Y. D) gives ane-hall oL Ds
stock in equal chares 0 D's three children (14
percent W each). Section 2704(a) does not
epply 10 the loss ol D's ability o liquidate Y,
beckuse the vollng righis wila respecl 1o the
corporation are not restricted or elminaied
by resson of tie treasfer

Exampir 5D and D' twp children, A and
B. ete partgecs in Pastnershiz X. Each has a
39 percent general parmerskip interss! ard 2
30 pereeat umied partnership nietsst Uncer
Stiate lew. » genersl partner has the rgnt o
parlcipale i partersolp management The
parnership agreement pravides \hal when a
genera partnet withdraws or dies. X musid
redeer the generzl partnership ciieres: for s
Iiguidalon value. Alyo, under ine agte=men:
nny general partner can hiquidaie the
parizerskip. A hmuted pariner carno!
houidate the partnershig and a hmited
partner's capital interest will be returmed
only when the parinershin 15 iguidated. A
decrased limited partner's :nieresi cocnlinues
85 a humileq partnership interest D dies,
ieaving tus hmied parioership mterest to O s
spause. Because of & general partmer's ke o
dissolve the parinerskup, a Lmited
pannesiup nterest has a gealer far carect
vaiue when beid 1 conpuacteon with a
gerersl paroershp interest Lhan when held
ciore. Secuon I70a, applizs 1o the lepse of
D a hiquidation mght pecauss afier the (apse,
membere of D's {am:iy covld bomdate O »
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bimiled pactnership toierest D's gruss eslate
includes an amount equal to the excess of the
value of all D's interests in X unmedintely

belore O's death (determined immediately - -

after D's death but an though the liquidation
right had not lapsed and would not lapee)

over the [air market value of all D's interesta
in X imumedistely after I's denth. -

Exampie & The [acts are the same a3 in

- Example 5, except that under the partnenhip
agreement D is the only general psriner who
holda & unilaters! liguidation right Assume
further thai the parthership agreement
contsins 8 restriction described In section -
2704{b) that preventa [X's family member
from liquidating D's limited partnership
interest immedintely sfter D's death. Under
State law, in the absence of the restriction in
the parmership agreement ['s family
members could 1quidate the partnership. The
restriction on the family's ability to liquidate
is disregarded and the amount of D's grow
estate is increayed by reason of the Japse of
D's liquidation right,

Exomple 7. D owns all the stock of
Corporation X. consinting of 100 stares of
nen-voting preferred stock and 100 shares of
voting corumon stock. Under the by-laws, X
can only be liquidated with the consent of at
least 80 percent of the voting shares. D
transfers 30 shares of common stock to D'a
child The transfer is not a lapse of a
liquidution right with respect ta the common -
atock becsuse the voting rights that enabled
D te liquidate prior to the wansfer are not
reatricted or eliminated The wansferisnota
lapse of » liguidation right with reapect to the
retnined preferred stock because the

preferred stock is not subordinste to the: - -

transferred common sock.

Excrmple & D owru all of he single class of
stock of Corporation Y. D recapitalizes Y,
exchanging D's common stock for voting
common stock and non-voting. non-
cumulative preferred atock. The preferred
stock carries s right 1o put the stock for it
par value al eny time during the next 10
years. D transfers the corumon ntock 1o I's
grandehild in a trenafer subject to section
2771, [n determuning the amount of D' gilt
under section 2701, I's retained put nght ia
valued atzere. D's child, G, owna the
prefesred slock when the put right lapses,
Section 2704{a} applizs to the izpse, without
regard to the application of »ection 2701,
because the put right was not valued under
section 2701 in the hands ol C

Example 9. A and A's two children are
equal general and limited partnera in
Parmership Y. Under the partnership
agreement ewch general partner has » right to
houidate the partmership st wny lime, Under
State law that would apply in the absence of
conwary provisions in the parmership
agreement, the death or incompetency ol e
genera} parmer terunates the partnership.
However, the partnershup agreement provides
that the pertnecship does nol (erminete on
the incompetence or death of ¢ general
partoer, but that sn incompetent partner
cannot exercise nghts as 8 generel partner
durng aoy period of ncompetency. A
parmer's full nghts ey general partmer are
resiored if the partner regains competency. A
becomes incompelent. The [apee of A’y voung
right on beconung incompetent iv nat subject

tg section 2704{a) because {t mey be rertored
o A in the Future. Howsver, if A dies whils
incompeteni s lapse subject to section
2704(a] in deemed 10 ocour at that Uime
because the inpaed nght cancol thereafter be
restored 0 A

T§253704-2 Transters subject to
applicable restrictions.

(8) In general. L an interest in a
corporation or partnership (an "entity™)
is transferred to or for the benefitofa
member of the transferor's {amily, any
applicable restriction is disregarded in
valuing the transferred interest, This
section applies only if the Tansferor and
members of the transferor's family -~
control the entity immediately before
the trensfer. For the definition of control,
see § 25.2701-2(b)(5). For the definition
of member of the family, see § 25.2702-
2[a){1).

(b} Applicable restriction defined. An
applicable restriction iy a limitation on
the ability to liguidate the entity (in
whole or in part) that is more restrictive
than the limitations that would apply
under the State law generally applicable
to the entity in the absence of the
restriction. A restriction is an applicable
restriction only to the extent that either

the restriction by its termn wil] lapse at -

any time after the tanafer, or the .
transferor (or the transferor’s estate)
and any members of the transieror's
family can remave the restricton © -
immediately after the transfer. Ability to
remove the restriction is determined by
reference to the State law that wouid -
apply but for a more restrictive rule in
tbe governing instruments of the entity.
See § 25.2704—1(e){1)(B] for u discussion
of the term "State law.” An epplicable
restriction does not include &
commercially reasonable restriction on -
liquidation imposed by an unrelated
person providing capital to the entity for
the entity’s trade or business operations
whether in the Jorm of debt or equity.
An unrelated person is any person
whose reiationship to the transieror, the
transferee, or any member of the family
of either is not described in section
267(b) of the Intermal Revenue Code,
provided that forpurposes of this
section the term “fiduciary of a brusi” a3
used in section 267(b) does not include &
bank a» defined in section 561 of the
Internal Revenue Code. A restriction
imposed or required to be imposed by
Federel ar State law is not an applicable
restriction. An option, right to use
property, or agreetent that is subject to
section 2703 is not an spplicable
restriction.

-« {c) Effect of disregarding an
opplicable restriction. i an applicable
restriction is disregarded under this
soction. the ransferred interest ia
valued as if the resgiction does not exast

and ss if the rights of the vansferor are

__determined under the State law that

would apply but for the restriction. For
example, &n applicable restriction with
respect to preferred stock will be
disregarded in determining the emount
of & ransfer of common stock under
section 2701,

{d) Examples. The [ollowing example;
illustrate the provisions of this section:

Example I D awne & 78 percent intereat
ond each of D's children, A and B. owns « 12
percen) interes to General Parmership X,
The partnership agreement requires the
coraent of all the purtoers to liguidate the
parmership. Under the State law thet would
wpply In the sbsence of the restriction in the
partnership agreement the consent of
partnen owning 70 percent of the total
partnenhip interests would be required to
Lquidate X. On D's death, D's partnership
interest pasaes o D'y child, C The
requiretoent tha! all the partners consent to
liquidslion is an applicable restriction.
Because A 8 and C (all membery of D'y
family). acting together afier the tranafer, can
rempve the restriction oo liquidaon. DF's
interest is valued without regard 1o the
restriction; /e as though Tr's interest in
sufficient to liquidate the partnership.

 Example 2 D ownas sl the preferred stock
in Corporation X The preferred stock carries
& right to iquidate X tha! cannot be exerciaed
unti} 1999. D's children, A and B, own all the
common stock of X The commen siock is the
only veling stock In 1994, D trunsfery the
preferred stock to D'e child, A The restriction
on [I's righ! to liquidate is an epplicable .
restriction that la disregerded. Therefore, the

“preferred stock is valued a9 though the right
to liguidete were presently exercaable.

Example 3. D owns 80 percent of the stock
of Corporation X. The corporate by-laws
provide thal the corporation canaot be
liquidated for 10 years after which time
liquidation requires approval by 80 percent of
the voting Lnterests, In the absence of the
provision in the by-laws. Stete law wouid
require approval by 80 percent of the woting
interests to liguidete X D tansfers the stock
to & trust for the benefit of D'y chiid, A,
during the 10-year period. The 10-year
restriction ia an applicehie restriction and is
disregerded. Therefare. the velue of the stock
ln determined uw if the transferred biock
could cwrrenty Lquidate )

Example 4.1 and D's children. A and B,
ar# partnety in Limited Parmership Y. Each
has & 3.3) percent general purtnership
interest and & 30 percent Lmited partnershup
interest Any genersl| partner bas the righl o
liguidate the parmership at aoy Grme. As part
of u loan agrezmen! with a lender who in
related te D, each of the partners agree that
the parthership may pot be liguidaied
wathput the lender's consent while any
portion of the laan reweins oytstanding.
During the term of the lean agreement. D
tansfers one-balf of bolh O's parmeratup
interests to each of A and B. Because the
lender is u related pasty. the requurement that
the lender coneenl to liquidaton s sn
spplicable restrncton and the Tanalers of I'a
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Exanpfe 5.0 owiis 8¢ peresnt sl the =«=° ¢
prefarred and 70 percent of the common sock
in Carporalion X. The Mmaining sock u -+ ¢
owned by individuals uncelated m D The .,
- preferred stock carries a pul right thay cannot
be exercised ontil 1999, In 1995, O trenafecs
the common steck to Ir child in & transter
that is subject to section 2701, The restriction
on D's right %o Uquidaie is ap apphcable -
restriction that 1s disregmrded in detemining
the amount af the gifl-under section 2701,

§ 25.2704-3 Eftactive dats,

Section 25.2704-1 applies to lapses
occurTing after fanuary 2B, 1682 of rights
created slter Ociober 8, 1990. Secticn
25.2704-2 applies to trans{ers ogcurring
after January 28, 1992 of property .
subject to appliceble restrictions crested
. after Octobet &, 1990. Io.detemmining
whether a voling right ar # liquidatioa
right has Iapsed priot.ta that dale. and
for purposes of determining whether. Lhe
lapse is subject to sectian 2704{n), . .
taxpayers may rely on sny reascnable
interpretation of the statulary . .
provisions. For transfers of interesta.
sccurring before January 28,1992,
taxpayers may rely an any reasonable
interpretation of the slahutory provisions
in delemining whether a resiziction is an
applicable restriction that must be
disregarded in determining the veue of - .
the translerred interest. For these
purposes. the provisions of the proposed
regulations and the final regulations are
considered a reesonable inlerpretation
of the statutory provisions.,

FART 201—PROCEDURE AND
ADMINISTRATION

Par. 12. The suibority for part 301
continues to read, in park

-

Atbority: Set 708, LR C.T9SE: 8A Sl
P7: 26 BSC MO8 e T e

Par. 13. In § 30T.8501{CHT; rewsn ™. T/
paragraph (e) is edded in the o
appropriate place to read es follows:

$ DLES0UC-1 -Excopiionato pereral - o
perioct of Wnitations on assessment and .
coil._”:tiqn:_..:'.';:_? et Lrmee foomunplodnne
le) Cerlain gifts not showm og returmn—
(1) /r general. If any transier of property
subject to the special velustion rules of
section 2701 ar section 2702, or if the
occwrence of any taxable.svent
described in seclion § 25.2701—4 of this
chapter. is not adeguately shown on s
return of lax impoasd by chapter 12 of
subtitie B of the lnternal Revenve Code

[without regard to section 2503(b)), sny .

tex impased by chapler 12 of subtitle B -
of the Code-on the-transfer or resulting
from the taxable event may be-assessed,
or & procesding in couart for-the.

collection of the appropriate tax may be .

begun withoul aasessmend, &t any time,
(2} Adeguoiely shown A transler of
property valuzd under the rules of
seclion. 2701 or section 2702 or any
taxahle event described in § 2527014
of this. chapter wiil be considered
adequately shown on a.return of 1ax
imposed by chapter 12 of subtitle B of
the Internal Revenue Code only if. with
respect to the entire transaction or
series of transactions (including any -
transaction.that affected the tramferred.

interesl) of which the tranafer (or - _ -

taxable event} was o part, the return
provides: - . -

(i) A description of the trensactions,
including & description of ransferred
and retained interests gnd the method
{or methods) used 1o valne sach;

TS T - -
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(ii} TYé identity of. and'relafionship =~
between, the transfesor_eansleree. all :-:
other persons participaung in the
transactions, and all partiee related to - -
the transferor holding an equity interest
in any entity involved in the transaction;
ang Cae e
{iii) A detailed description (iﬁcluding
o)l actuarisl factory and discourt rutes” ¢
used) of the method used to determine
the amount of the gifi arising from the
tranafer (or taxabie event). including, in
the case of an equity interest that s pat
actively traded, the financial and other
dats used ia delesmining value.
Financial data should generally inciude
balance cheels and stalements of net
earnings, operaling resulta, end
dividends paid [or each of the 5 years
immediately before the valoatios date.
(3) Effective dote, The provisions of =
this paragraph (e} are effective 2 of
Janvary 28, 1992 [n deterrminimy whether
a trensfer or-taxeble event is adequately
showrn on & gift tax retzrn Bled prior ta
thst dete, texpayers may rely om any
reasonable interpretation of the -
statutory provisions. For these paoposes,
the pravisions of the proposed-
reguistions and the final regulations are
considervd & reascnable interpretation -
of the statutory provisions.
Fred T. Goldbery, Jr.
Commissioner of Interpal Reveoue,
Approved: jeouary 2, 1592,
Kennsth W_Gideon, - .

" Assisian! Secreiary of the Treasary.
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