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(iii) An agreement (whether made be-
fore or after marriage) that future 
earnings and gains which would other-
wise be community property shall be 
shared by the spouses as separate prop-
erty effects a conversion of such earn-
ings and gains. 

(iv) A change in the form of owner-
ship of property which causes future 
rentals, which would otherwise have 
been acquired as community property, 
to be acquired as separate property ef-
fects a conversion of the rentals. 

(4) The rules of section 2523(f) are ap-
plicable, however, only if the conver-
sion took place after December 31, 1941, 
and only to the extent stated in this 
section. 

(5) If the value of the separate prop-
erty acquired by the donor as a result 
of a conversion did not exceed the 
value of the separate property thus ac-
quired by the donee spouse, the entire 
separate property thus acquired by the 
donor is to be considered, for the pur-
poses of this section, as held by him 
and the donee spouse as community 
property. If the value (at the time of 
conversion) of the separate property so 
acquired by the donor exceeded the 
value (at that time) of the separate 
property so acquired by the donee 
spouse, only a part of the separate 
property so acquired by the donor (and 
only the same fractional part of prop-
erty acquired by him in exchange for 
such separate property) is to be consid-
ered, for purposes of this section, as 
held by him and the donee spouse as 
community property. The part of such 
separate property (or property acquired 
in exchange for it) which is considered 
as so held is the same proportion of it 
which the value (at the time of the 
conversion) of the separate property so 
acquired by the donee spouse is of the 
value (at that time) of the separate 
property so acquired by the donor. The 
following example illustrates the appli-
cation of the provisions of this para-
graph: 

Example. During 1942 the donor and his 
spouse partitioned certain real property held 
by them under community property laws. 
The real property then had a value of 
$224,000. A portion of the property, then hav-
ing a value of $160,000, was converted into the 
donor’s separate property, and the remaining 
portion, then having a value of $64,000, was 
converted into his spouse’s separate prop-

erty. In 1955 the donor made a gift to his 
spouse of the property acquired by him as a 
result of the partition, which property then 
had a value of $200,000. The portion of the 
property transferred by gift which is consid-
ered as community property is 
$64,000 (value of property acquired by donee 

spouse) / $160,000 (value of property ac-
quired by donor spouse) × $200,000 = 
$80,000. 

The marital deduction with respect to the 
gift is, therefore, limited to one-half of 
$120,000 (the difference between $200,000, the 
value of the gift, and $80,000, the portion of 
the gift considered to have been of ‘‘commu-
nity property’’). The marital deduction with 
respect to the gift is, therefore, $60,000. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960. Redesignated and amend-
ed by T.D. 8522, 59 FR 9660, Mar. 1, 1994] 
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[T.D. 8395, 57 FR 4255, Feb. 4, 1992, as amend-
ed by T.D. 8536, 59 FR 23154, May 5, 1994] 

§ 25.2701–1 Special valuation rules in 
the case of transfers of certain in-
terests in corporations and partner-
ships. 

(a) In general—(1) Scope of section 2701. 
Section 2701 provides special valuation 
rules to determine the amount of the 
gift when an individual transfers an eq-
uity interest in a corporation or part-
nership to a member of the individual’s 
family. For section 2701 to apply, the 
transferor or an applicable family 
member (as defined in paragraph (d)(2) 
of this section) must, immediately 
after the transfer, hold an applicable 
retained interest (a type of equity in-
terest defined in § 25.2701–2(b)(1)). If cer-
tain subsequent payments with respect 
to the applicable retained interest do 
not conform to the assumptions used in 
valuing the interest at the time of the 
initial transfer, § 25.2701–4 provides a 
special rule to increase the individual’s 
later taxable gifts or taxable estate. 
Section 25.2701–5 provides an adjust-
ment to mitigate the effects of double 
taxation when an applicable retained 
interest is subsequently transferred. 

(2) Effect of section 2701. If section 2701 
applies to a transfer, the amount of the 
transferor’s gift, if any, is determined 
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using a subtraction method of valu-
ation (described in § 25.2701–3). Under 
this method, the amount of the gift is 
determined by subtracting the value of 
any family-held applicable retained in-
terests and other non-transferred eq-
uity interests from the aggregate value 
of family-held interests in the corpora-
tion or partnership (the ‘‘entity’’). 
Generally, in determining the value of 
any applicable retained interest held 
by the transferor or an applicable fam-
ily member— 

(i) Any put, call, or conversion right, 
any right to compel liquidation, or any 
similar right is valued at zero if the 
right is an ‘‘extraordinary payment 
right’’ (as defined in § 25.2701–2(b)(2)); 

(ii) Any distribution right in a con-
trolled entity (e.g., a right to receive 
dividends) is valued at zero unless the 
right is a ‘‘qualified payment right’’ (as 
defined in § 25.2701–2(b)(6)); and 

(iii) Any other right (including a 
qualified payment right) is valued as if 
any right valued at zero did not exist 
but otherwise without regard to sec-
tion 2701. 

(3) Example. The following example il-
lustrates rules of this paragraph (a). 

Example. A, an individual, holds all the 
outstanding stock of S Corporation. A ex-
changes A’s shares in S for 100 shares of 10- 
percent cumulative preferred stock and 100 
shares of voting common stock. A transfers 
the common stock to A’s child. Section 2701 
applies to the transfer because A has trans-
ferred an equity interest (the common stock) 
to a member of A’s family, and immediately 
thereafter holds an applicable retained inter-
est (the preferred stock). A’s preferred stock 
is valued under the rules of section 2701. A’s 
gift is determined under the subtraction 
method by subtracting the value of A’s pre-
ferred stock from the value of A’s interest in 
S immediately prior to the transfer. 

(b) Transfers and other triggering 
events—(1) Completed transfers. Section 
2701 applies to determine the existence 
and amount of any gift, whether or not 
the transfer would otherwise be a tax-
able gift under chapter 12 of the Inter-
nal Revenue Code. For example, sec-
tion 2701 applies to a transfer that 
would not otherwise be a gift under 
chapter 12 because it was a transfer for 
full and adequate consideration. 

(2) Transactions treated as transfers— 
(i) In general. Except as provided in 
paragraph (b)(3) of this section, for pur-

poses of section 2701, transfer includes 
the following transactions: 

(A) A contribution to the capital of a 
new or existing entity; 

(B) A redemption, recapitalization, or 
other change in the capital structure of 
an entity (a ‘‘capital structure trans-
action’’), if— 

(1) The transferor or an applicable 
family member receives an applicable 
retained interest in the capital struc-
ture transaction; 

(2) The transferor or an applicable 
family member holding an applicable 
retained interest before the capital 
structure transaction surrenders an eq-
uity interest that is junior to the ap-
plicable retained interest (a ‘‘subordi-
nate interest’’) and receives property 
other than an applicable retained in-
terest; or 

(3) The transferor or an applicable 
family member holding an applicable 
retained interest before the capital 
structure transaction surrenders an eq-
uity interest in the entity (other than 
a subordinate interest) and the fair 
market value of the applicable retained 
interest is increased; or 

(C) The termination of an indirect 
holding in an entity (as defined in 
§ 25.2701–6) (or a contribution to capital 
by an entity to the extent an indi-
vidual indirectly holds an interest in 
the entity), if— 

(1) The property is held in a trust as 
to which the indirect holder is treated 
as the owner under subchapter J of 
chapter 1 of the Internal Revenue Code; 
or 

(2) If the termination (or contribu-
tion) is not treated as a transfer under 
paragraph (b)(2)(i)(C)(1) of this section, 
to the extent the value of the indi-
rectly-held interest would have been 
included in the value of the indirect 
holder’s gross estate for Federal estate 
tax purposes if the indirect holder died 
immediately prior to the termination. 

(ii) Multiple attribution. For purposes 
of paragraph (b)(2)(i)(C) of this section, 
if the transfer of an indirect holding in 
property is treated as a transfer with 
respect to more than one indirect hold-
er, the transfer is attributed in the fol-
lowing order: 

(A) First, to the indirect holder(s) 
who transferred the interest to the en-
tity (without regard to section 2513); 
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(B) Second, to the indirect holder(s) 
possessing a presently exercisable 
power to designate the person who 
shall possess or enjoy the property; 

(C) Third, to the indirect holder(s) 
presently entitled to receive the in-
come from the interest; 

(D) Fourth, to the indirect holder(s) 
specifically entitled to receive the in-
terest at a future date; and 

(E) Last, to any other indirect hold-
er(s) proportionally. 

(3) Excluded transactions. For pur-
poses of section 2701, a transfer does 
not include the following transactions: 

(i) A capital structure transaction, if 
the transferor, each applicable family 
member, and each member of the 
transferor’s family holds substantially 
the same interest after the transaction 
as that individual held before the 
transaction. For this purpose, common 
stock with non-lapsing voting rights 
and nonvoting common stock are inter-
ests that are substantially the same; 

(ii) A shift of rights occurring upon 
the execution of a qualified disclaimer 
described in section 2518; and 

(iii) A shift of rights occurring upon 
the release, exercise, or lapse of a 
power of appointment other than a 
general power of appointment de-
scribed in section 2514, except to the 
extent the release, exercise, or lapse 
would otherwise be a transfer under 
chapter 12. 

(c) Circumstances in which section 2701 
does not apply. To the extent provided, 
section 2701 does not apply in the fol-
lowing cases: 

(1) Marketable transferred interests. 
Section 2701 does not apply if there are 
readily available market quotations on 
an established securities market for 
the value of the transferred interests. 

(2) Marketable retained interests. Sec-
tion 25.2701–2 does not apply to any ap-
plicable retained interest if there are 
readily available market quotations on 
an established securities market for 
the value of the applicable retained in-
terests. 

(3) Interests of the same class. Section 
2701 does not apply if the retained in-
terest is of the same class of equity as 
the transferred interest or if the re-
tained interest is of a class that is pro-
portional to the class of the transferred 
interest. A class is the same class as 

(or is proportional to the class of) the 
transferred interest if the rights are 
identical (or proportional) to the rights 
of the transferred interest, except for 
non-lapsing differences in voting rights 
(or, for a partnership, non-lapsing dif-
ferences with respect to management 
and limitations on liability). For pur-
poses of this section, non-lapsing provi-
sions necessary to comply with part-
nership allocation requirements of the 
Internal Revenue Code (e.g., section 
704(b)) are non-lapsing differences with 
respect to limitations on liability. A 
right that lapses by reason of Federal 
or State law is treated as a non-lapsing 
right unless the Secretary determines, 
by regulation or by published revenue 
ruling, that it is necessary to treat 
such a right as a lapsing right to ac-
complish the purposes of section 2701. 
An interest in a partnership is not an 
interest in the same class as the trans-
ferred interest if the transferor or ap-
plicable family members have the right 
to alter the liability of the transferee. 

(4) Proportionate transfers. Section 
2701 does not apply to a transfer by an 
individual to a member of the individ-
ual’s family of equity interests to the 
extent the transfer by that individual 
results in a proportionate reduction of 
each class of equity interest held by 
the individual and all applicable family 
members in the aggregate immediately 
before the transfer. Thus, for example, 
section 2701 does not apply if P owns 50 
percent of each class of equity interest 
in a corporation and transfers a por-
tion of each class to P’s child in a man-
ner that reduces each interest held by 
P and any applicable family members, 
in the aggregate, by 10 percent even if 
the transfer does not proportionately 
reduce P’s interest in each class. See 
§ 25.2701–6 regarding indirect holding of 
interests. 

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

(i) The transferor’s spouse; 
(ii) Any lineal descendant of the 

transferor or the transferor’s spouse; 
and 

(iii) The spouse of any such lineal de-
scendant. 

(2) Applicable family member. An appli-
cable family member is, with respect 
to any transferor— 
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(i) The transferor’s spouse; 
(ii) Any ancestor of the transferor or 

the transferor’s spouse; and 
(iii) The spouse of any such ancestor. 
(3) Relationship by adoption. For pur-

poses of section 2701, any relationship 
by legal adoption is the same as a rela-
tionship by blood. 

(e) Examples. The following examples 
illustrate provisions of this section: 

Example 1. P, an individual, holds all the 
outstanding stock of X Corporation. Assume 
the fair market value of P’s interest in X im-
mediately prior to the transfer is $1.5 mil-
lion. X is recapitalized so that P holds 1,000 
shares of $1,000 par value preferred stock 
bearing an annual cumulative dividend of 
$100 per share (the aggregate fair market 
value of which is assumed to be $1 million) 
and 1,000 shares of voting common stock. P 
transfers the common stock to P’s child. 
Section 2701 applies to the transfer because P 
has transferred an equity interest (the com-
mon stock) to a member of P’s family and 
immediately thereafter holds an applicable 
retained interest (the preferred stock). P’s 
right to receive annual cumulative dividends 
is a qualified payment right and is valued for 
purposes of section 2701 at its fair market 
value of $1,000,000. The amount of P’s gift, 
determined using the subtraction method of 
§ 25.2701–3, is $500,000 ($1,500,000 minus 
$1,000,000). 

Example 2. The facts are the same as in Ex-
ample 1, except that the preferred dividend 
right is noncumulative. Under § 25.2701–2, P’s 
preferred dividend right is valued at zero be-
cause it is a distribution right in a con-
trolled entity, but is not a qualified payment 
right. All of P’s other rights in the preferred 
stock are valued as if P’s dividend right does 
not exist but otherwise without regard to 
section 2701. The amount of P’s gift, deter-
mined using the subtraction method, is 
$1,500,000 ($1,500,000 minus $0). P may elect, 
however, to treat the dividend right as a 
qualified payment right as provided in 
§ 25.2701–2(c)(2). 

[T.D. 8395, 57 FR 4255, Feb. 4, 1992; 57 FR 
11264, Apr. 2, 1992, as amended by T.D. 8536, 59 
FR 23154, May 5, 1994] 

§ 25.2701–2 Special valuation rules for 
applicable retained interests. 

(a) In general. In determining the 
amount of a gift under § 25.2701–3, the 
value of any applicable retained inter-
est (as defined in paragraph (b)(1) of 
this section) held by the transferor or 
by an applicable family member is de-
termined using the rules of chapter 12, 
with the modifications prescribed by 

this section. See § 25.2701–6 regarding 
the indirect holding of interests. 

(1) Valuing an extraordinary payment 
right. Any extraordinary payment right 
(as defined in paragraph (b)(2) of this 
section) is valued at zero. 

(2) Valuing a distribution right. Any 
distribution right (as defined in para-
graph (b)(3) of this section) in a con-
trolled entity is valued at zero, unless 
it is a qualified payment right (as de-
fined in paragraph (b)(6) of this sec-
tion). Controlled entity is defined in 
paragraph (b)(5) of this section. 

(3) Special rule for valuing a qualified 
payment right held in conjunction with 
an extraordinary payment right. If an ap-
plicable retained interest confers a 
qualified payment right and one or 
more extraordinary payment rights, 
the value of all these rights is deter-
mined by assuming that each extraor-
dinary payment right is exercised in a 
manner that results in the lowest total 
value being determined for all the 
rights, using a consistent set of as-
sumptions and giving due regard to the 
entity’s net worth, prospective earning 
power, and other relevant factors (the 
‘‘lower of’’ valuation rule). See 
§§ 20.2031–2(f) and 20.2031–3 for rules re-
lating to the valuation of business in-
terests generally. 

(4) Valuing other rights. Any other 
right (including a qualified payment 
right not subject to the prior para-
graph) is valued as if any right valued 
at zero does not exist and as if any 
right valued under the lower of rule is 
exercised in a manner consistent with 
the assumptions of that rule but other-
wise without regard to section 2701. 
Thus, if an applicable retained interest 
carries no rights that are valued at 
zero or under the lower of rule, the 
value of the interest for purposes of 
section 2701 is its fair market value. 

(5) Example. The following example il-
lustrates rules of this paragraph (a). 

Example. P, an individual, holds all 1,000 
shares of X Corporation’s $1,000 par va1ue 
preferred stock bearing an annual cumu-
lative dividend of $100 per share and holds all 
1,000 shares of X’s voting common stock. P 
has the right to put all the preferred stock 
to X at any time for $900,000. P transfers the 
common stock to P’s child and immediately 
thereafter holds the preferred stock. Assume 
that at the time of the transfer, the fair 
market value of X is $1,500,000, and the fair 
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market value of P’s annual cumulative divi-
dend right is $1,000,000. Because the preferred 
stock confers both an extraordinary pay-
ment right (the put right) and a qualified 
payment right (i.e., the right to receive cu-
mulative dividends), the lower of rule applies 
and the value of these rights is determined 
as if the put right will be exercised in a man-
ner that results in the lowest total value 
being determined for the rights (in this case, 
by assuming that the put will be exercised 
immediately). The value of P’s preferred 
stock is $900,000 (the lower of $1,000,000 or 
$900,000). The amount of the gift is $600,000 
($1,500,000 minus $900,000). 

(b) Definitions—(1) Applicable retained 
interest. An applicable retained interest 
is any equity interest in a corporation 
or partnership with respect to which 
there is either— 

(i) An extraordinary payment right 
(as defined in paragraph (b)(2) of this 
section), or 

(ii) In the case of a controlled entity 
(as defined in paragraph (b)(5) of this 
section), a distribution right (as de-
fined in paragraph (b)(3) of this sec-
tion). 

(2) Extraordinary payment right. Ex-
cept as provided in paragraph (b)(4) of 
this section, an extraordinary payment 
right is any put, call, or conversion 
right, any right to compel liquidation, 
or any similar right, the exercise or 
nonexercise of which affects the value 
of the transferred interest. A call right 
includes any warrant, option, or other 
right to acquire one or more equity in-
terests. 

(3) Distribution right. A distribution 
right is the right to receive distribu-
tions with respect to an equity inter-
est. A distribution right does not in-
clude— 

(i) Any right to receive distributions 
with respect to an interest that is of 
the same class as, or a class that is 
subordinate to, the transferred inter-
est; 

(ii) Any extraordinary payment 
right; or 

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

(4) Rights that are not extraordinary 
payment rights or distribution rights. 
Mandatory payment rights, liquidation 
participation rights, rights to guaran-
teed payments of a fixed amount under 
section 707(c), and non-lapsing conver-

sion rights are neither extraordinary 
payment rights nor distribution rights. 

(i) Mandatory payment right. A man-
datory payment right is a right to re-
ceive a payment required to be made at 
a specific time for a specific amount. 
For example, a mandatory redemption 
right in preferred stock requiring that 
the stock be redeemed at its fixed par 
value on a date certain is a mandatory 
payment right and therefore not an ex-
traordinary payment right or a dis-
tribution right. A right to receive a 
specific amount on the death of the 
holder is a mandatory payment right. 

(ii) Liquidation participation rights. A 
liquidation participation right is a 
right to participate in a liquidating 
distribution. If the transferor, mem-
bers of the transferor’s family, or ap-
plicable family members have the abil-
ity to compel liquidation, the liquida-
tion participation right is valued as if 
the ability to compel liquidation— 

(A) Did not exist, or 
(B) If the lower of rule applies, is ex-

ercised in a manner that is consistent 
with that rule. 

(iii) Right to a guaranteed payment of 
a fixed amount under section 707(c). The 
right to a guaranteed payment of a 
fixed amount under section 707(c) is the 
right to a guaranteed payment (within 
the meaning of section 707(c)) the 
amount of which is determined at a 
fixed rate (including a rate that bears a 
fixed relationship to a specified market 
interest rate). A payment that is con-
tingent as to time or amount is not a 
guaranteed payment of a fixed amount. 

(iv) Non-lapsing conversion right—(A) 
Corporations. A non-lapsing conversion 
right, in the case of a corporation, is a 
non-lapsing right to convert an equity 
interest in a corporation into a fixed 
number or a fixed percentage of shares 
of the same class as the transferred in-
terest (or into an interest that would 
be of the same class but for non-lapsing 
differences in voting rights), that is 
subject to proportionate adjustments 
for changes in the equity ownership of 
the corporation and to adjustments 
similar to those provided in section 
2701(d) for unpaid payments. 

(B) Partnerships. A non-lapsing con-
version right, in the case of a partner-
ship, is a non-lapsing right to convert 
an equity interest in a partnership into 
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a specified interest (other than an in-
terest represented by a fixed dollar 
amount) of the same class as the trans-
ferred interest (or into an interest that 
would be of the same class but for non- 
lapsing differences in management 
rights or limitations on liability) that 
is subject to proportionate adjustments 
for changes in the equity ownership of 
the partnership and to adjustments 
similar to those provided in section 
2701(d) for unpaid payments. 

(C) Proportionate adjustments in equity 
ownership. For purposes of this para-
graph (b)(4), an equity interest is sub-
ject to proportionate adjustments for 
changes in equity ownership if, in the 
case of a corporation, proportionate ad-
justments are required to be made for 
splits, combinations, reclassifications, 
and similar changes in capital stock, 
or, in the case of a partnership, the eq-
uity interest is protected from dilution 
resulting from changes in the partner-
ship structure. 

(D) Adjustments for unpaid payments. 
For purposes of this paragraph (b)(4), 
an equity interest is subject to adjust-
ments similar to those provided in sec-
tion 2701(d) if it provides for— 

(1) Cumulative payments; 
(2) Compounding of any unpaid pay-

ments at the rate specified in § 25.2701– 
4(c)(2); and 

(3) Adjustment of the number or per-
centage of shares or the size of the in-
terest into which it is convertible to 
take account of accumulated but un-
paid payments. 

(5) Controlled entity—(i) In general. 
For purposes of section 2701, a con-
trolled entity is a corporation or part-
nership controlled, immediately before 
a transfer, by the transferor, applicable 
family members, and any lineal de-
scendants of the parents of the trans-
feror or the transferor’s spouse. See 
§ 25.2701–6 regarding indirect holding of 
interests. 

(ii) Corporations—(A) In general. In 
the case of a corporation, control 
means the holding of at least 50 per-
cent of the total voting power or total 
fair market value of the equity inter-
ests in the corporation. 

(B) Voting rights. Equity interests 
that carry no right to vote other than 
on liquidation, merger, or a similar 
event are not considered to have voting 

rights for purposes of this paragraph 
(b)(5)(ii). Generally, a voting right is 
considered held by an individual to the 
extent that the individual, either alone 
or in conjunction with any other per-
son, is entitled to exercise (or direct 
the exercise of) the right. However, if 
an equity interest carrying voting 
rights is held in a fiduciary capacity, 
the voting rights are not considered 
held by the fiduciary, but instead are 
considered held by each beneficial 
owner of the interest and by each indi-
vidual who is a permissible recipient of 
the income from the interest. A voting 
right does not include a right to vote 
that is subject to a contingency that 
has not occurred, other than a contin-
gency that is within the control of the 
individual holding the right. 

(iii) Partnerships. In the case of any 
partnership, control means the holding 
of at least 50 percent of either the cap-
ital interest or the profits interest in 
the partnership. Any right to a guaran-
teed payment under section 707(c) of a 
fixed amount is disregarded in making 
this determination. In addition, in the 
case of a limited partnership, control 
means the holding of any equity inter-
est as a general partner. See § 25.2701– 
2(b)(4)(iii) for the definition of a right 
to a guaranteed payment of a fixed 
amount under section 707(c). 

(6) Qualified payment right—(i) In gen-
eral. A qualified payment right is a 
right to receive qualified payments. A 
qualified payment is a distribution 
that is— 

(A) A dividend payable on a periodic 
basis (at least annually) under any cu-
mulative preferred stock, to the extent 
such dividend is determined at a fixed 
rate; 

(B) Any other cumulative distribu-
tion payable on a periodic basis (at 
least annually) with respect to an eq-
uity interest, to the extent determined 
at a fixed rate or as a fixed amount; or 

(C) Any distribution right for which 
an election has been made pursuant to 
paragraph (c)(2) of this section. 

(ii) Fixed rate. For purposes of this 
section, a payment rate that bears a 
fixed relationship to a specified market 
interest rate is a payment determined 
at a fixed rate. 

(c) Qualified payment elections—(1) 
Election to treat a qualified payment right 
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as other than a qualified payment right. 
Any transferor holding a qualified pay-
ment right may elect to treat all rights 
held by the transferor of the same class 
as rights that are not qualified pay-
ment rights. An election may be a par-
tial election, in which case the election 
must be exercised with respect to a 
consistent portion of each payment 
right in the class as to which the elec-
tion has been made. 

(2) Election to treat other distribution 
rights as qualified payment rights. Any 
individual may elect to treat a dis-
tribution right held by that individual 
in a controlled entity as a qualified 
payment right. An election may be a 
partial election, in which case the elec-
tion must be exercised with respect to 
a consistent portion of each payment 
right in the class as to which the elec-
tion has been made. An election under 
this paragraph (c)(2) will not cause the 
value of the applicable retained inter-
est conferring the distribution right to 
exceed the fair market value of the ap-
plicable retained interest (determined 
without regard to section 2701). The 
election is effective only to the ex-
tent— 

(i) Specified in the election, and 
(ii) That the payments elected are 

permissible under the legal instrument 
giving rise to the right and are con-
sistent with the legal right of the enti-
ty to make the payment. 

(3) Elections irrevocable. Any election 
under paragraph (c)(1) or (c)(2) of this 
section is revocable only with the con-
sent of the Commissioner. 

(4) Treatment of certain payments to 
applicable family members. Any payment 
right described in paragraph (b)(6) of 
this section held by an applicable fam-
ily member is treated as a payment 
right that is not a qualified payment 
right unless the applicable family 
member elects (pursuant to paragraph 
(c)(2) of this section) to treat the pay-
ment right as a qualified payment 
right. An election may be a partial 
election, in which case the election 
must be exercised with respect to a 
consistent portion of each payment 
right in the class as to which the elec-
tion has been made. 

(5) Time and manner of elections. Any 
election under paragraph (c)(1) or (c)(2) 
of this section is made by attaching a 

statement to the Form 709, Federal 
Gift Tax Return, filed by the transferor 
on which the transfer is reported. An 
election filed after the time of the fil-
ing of the Form 709 reporting the 
transfer is not a valid election. An 
election filed as of April 6, 1992, for 
transfers made prior to its publication 
is effective. The statement must— 

(i) Set forth the name, address, and 
taxpayer identification number of the 
electing individual and of the trans-
feror, if different; 

(ii) If the electing individual is not 
the transferor filing the return, state 
the relationship between the individual 
and the transferor; 

(iii) Specifically identify the transfer 
disclosed on the return to which the 
election applies; 

(iv) Describe in detail the distribu-
tion right to which the election ap-
plies; 

(v) State the provision of the regula-
tion 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 elec-
tion assumes will be paid, and the 
times that the election assumes the 
payments will be made; 

(B) Contain a statement, signed by 
the electing individual, in which the 
electing individual agrees that— 

(1) If payments are not made as pro-
vided in the election, the individual’s 
subsequent taxable gifts or taxable es-
tate will, upon the occurrence of a tax-
able event (as defined in § 25.2701–4(b)), 
be increased by an amount determined 
under § 25.2701–4(c), and 

(2) The individual will be personally 
liable for any increase in tax attrib-
utable thereto. 

(d) Examples. The following examples 
illustrate provisions of this section: 

Example 1. On March 30, 1991, P transfers 
non-voting common stock of X Corporation 
to P’s child, while retaining $100 par value 
voting preferred stock bearing a cumulative 
annual dividend of $10. Immediately before 
the transfer, P held 100 percent of the stock. 
Because X is a controlled entity (within the 
meaning of paragraph (b)(5) of this section), 
P’s dividend right is a distribution right that 
is subject to section 2701. See § 25.2701–2(b)(3). 
Because the distribution right is an annual 
cumulative dividend, it is a qualified pay-
ment right. See § 25.2701–2(b)(6). 

VerDate Sep<11>2014 17:12 Apr 27, 2017 Jkt 241104 PO 00000 Frm 00686 Fmt 8010 Sfmt 8010 Q:\26\26V16.TXT 31lp
ow

el
l o

n 
D

S
K

54
D

X
V

N
1O

F
R

 w
ith

 $
$_

JO
B



677 

Internal Revenue Service, Treasury § 25.2701–3 

Example 2. The facts are the same as in Ex-
ample 1, except that the dividend right is 
non-cumulative. P’s dividend right is a dis-
tribution right in a controlled entity, but is 
not a qualified payment right because the 
dividend is non-cumulative. Therefore, the 
non-cumulative dividend right is valued at 
zero under § 25.2701–2(a)(2). If the corporation 
were not a controlled entity, P’s dividend 
right would be valued without regard to sec-
tion 2701. 

Example 3. The facts are the same as in Ex-
ample 1. Because P holds sufficient voting 
power to compel liquidation of X, P’s right 
to participate in liquidation is an extraor-
dinary payment right under paragraph (b)(2) 
of this section. Because P holds an extraor-
dinary payment right in conjunction with a 
qualified payment right (the right to receive 
cumulative dividends), the lower of rule ap-
plies. 

Example 4. The facts are the same as in Ex-
ample 1, except that immediately before the 
transfer, P, applicable family members of P, 
and members of P’s family, hold 60 percent of 
the voting rights in X. Assume that 80 per-
cent of the vote is required to compel liq-
uidation of any interest in X. P’s right to 
participate in liquidation is not an extraor-
dinary payment right under paragraph (b)(2) 
of this section, because P and P’s family can-
not compel liquidation of X. P’s preferred 
stock is an applicable retained interest that 
carries no rights that are valued under the 
special valuation rules of section 2701. Thus, 
in applying the valuation method of § 25.2701– 
3, the value of P’s preferred stock is its fair 
market value determined without regard to 
section 2701. 

Example 5. L holds 10-percent non-cumu-
lative preferred stock and common stock in 
a corporation that is a controlled entity. L 
transfers the common stock to L’s child. L 
holds no extraordinary payment rights with 
respect to the preferred stock. L elects under 
paragraph (c)(2) of this section to treat the 
noncumulative dividend right as a qualified 
payment right consisting of the right to re-
ceive a cumulative annual dividend of 5 per-
cent. Under § 25.2701–2(c)(2), the value of the 
distribution right pursuant to the election is 
the lesser of— 

(A) The fair market value of the right to 
receive a cumulative 5-percent dividend from 
the corporation, giving due regard to the 
corporation’s net worth, prospective earning 
power, and dividend-paying capacity; or 

(B) The value of the distribution right de-
termined without regard to section 2701 and 
without regard to the terms of the qualified 
payment election. 

[T.D. 8395, 57 FR 4257, Feb. 4, 1992] 

§ 25.2701–3 Determination of amount 
of gift. 

(a) Overview—(1) In general. The 
amount of the gift resulting from any 
transfer to which section 2701 applies is 
determined by a subtraction method of 
valuation. Under this method, the 
amount of the transfer is determined 
by subtracting the values of all family- 
held senior equity interests from the 
fair market value of all family-held in-
terests in the entity determined imme-
diately before the transfer. The values 
of the senior equity interests held by 
the transferor and applicable family 
members generally are determined 
under section 2701. Other family-held 
senior equity interests are valued at 
their fair market value. The balance is 
then appropriately allocated among 
the transferred interests and other 
family-held subordinate equity inter-
ests. Finally, certain discounts and 
other appropriate reductions are pro-
vided, but only to the extent permitted 
by this section. 

(2) Definitions. The following defini-
tions apply for purposes of this section. 

(i) Family-held. Family-held means 
held (directly or indirectly) by an indi-
vidual described in § 25.2701–2(b)(5)(i). 

(ii) Senior equity interest. Senior eq-
uity interest means an equity interest 
in the entity that carries a right to dis-
tributions of income or capital that is 
preferred as to the rights of the trans-
ferred interest. 

(iii) Subordinate equity interest. Subor-
dinate equity interest means an equity 
interest in the entity as to which an 
applicable retained interest is a senior 
equity interest. 

(b) Valuation methodology. The fol-
lowing methodology is used to deter-
mine the amount of the gift when sec-
tion 2701 applies. 

(1) Step 1—Valuation of family-held in-
terest—(i) In general. Except as provided 
in paragraph (b)(1)(ii) of this section 
determine the fair market value of all 
family-held equity interests in the en-
tity immediately after the transfer. 
The fair market value is determined by 
assuming that the interests are held by 
one individual, using a consistent set 
of assumptions. 

(ii) Special rule for contributions to 
capital. In the case of a contribution to 
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capital, determine the fair market 
value of the contribution. 

(2) Step 2—Subtract the value of senior 
equity interests—(i) In general. If the 
amount determined in Step 1 of para-
graph (b)(1) of this section is not deter-
mined under the special rule for con-
tributions to capital, from that value 
subtract the following amounts: 

(A) An amount equal to the sum of 
the fair market value of all family-held 
senior equity interests, (other than ap-
plicable retained interests held by the 
transferor or applicable family mem-
bers) and the fair market value of any 
family-held equity interests of the 
same class or a subordinate class to the 
transferred interests held by persons 
other than the transferor, members of 
the transferor’s family, and applicable 
family members of the transferor. The 
fair market value of an interest is its 
pro rata share of the fair market value 
of all family-held senior equity inter-
ests of the same class (determined, im-
mediately after the transfer, as is all 
family-held senior equity interests 
were held by one individual); and 

(B) The value of all applicable re-
tained interests held by the transferor 
or applicable family members (other 
than an interest received as consider-
ation for the transfer) determined 
under § 25.2701–2, taking into account 
the adjustment described in paragraph 
(b)(5) of this section. 

(ii) Special rule for contributions to 
capital. If the value determined in Step 
1 of paragraph (b)(1) of this section is 
determined under the special rule for 
contributions to capital, subtract the 
value of any applicable retained inter-
est received in exchange for the con-
tribution to capital determined under 
§ 25.2701–2. 

(2) Step 2—Subtract the value of senior 
equity interests. From the value deter-
mined in Step 1, subtract the following 
amounts: 

(i) An amount equal to the fair mar-
ket value of all family-held senior eq-
uity interests, other than applicable 
retained interests held by the trans-
feror or applicable family members. 
The fair market value of an interest is 
its pro rata share of the fair market 
value of all family-held senior equity 
interests of the same class (determined 
as if all family-held senior equity in-

terests were held by one individual); 
and 

(ii) The value of all applicable re-
tained interests held by the transferor 
or applicable family members deter-
mined under § 25.2701–2, taking into ac-
count the adjustment described in 
paragraph (b)(5) of this section. 

(3) Step 3—Allocate the remaining value 
among the transferred interests and other 
family-held subordinate equity interests. 
The value remaining after Step 2 is al-
located among the transferred inter-
ests and other subordinate equity in-
terests held by the transferor, applica-
ble family members, and members of 
the transferor’s family. If more than 
one class of family-held subordinate 
equity interest exists, the value re-
maining after Step 2 is allocated, be-
ginning with the most senior class of 
subordinate equity interest, in the 
manner that would most fairly approx-
imate their value if all rights valued 
under section 2701 at zero did not exist 
(or would be exercised in a manner con-
sistent with the assumptions of the 
rule of § 25.2702–2(a)(4), if applicable). If 
there is no clearly appropriate method 
of allocating the remaining value pur-
suant to the preceding sentence, the re-
maining value (or the portion remain-
ing after any partial allocation pursu-
ant to the preceding sentence) is allo-
cated to the interests in proportion to 
their fair market values determined 
without regard to section 2701. 

(4) Step 4—Determine the amount of the 
gift—(i) In general. The amount allo-
cated to the transferred interests in 
Step 3 is reduced by the amounts deter-
mined under this paragraph (b)(4). 

(ii) Reduction for minority or similar 
discounts. Except as provided in 
§ 25.2701–3(c), if the value of the trans-
ferred interest (determined without re-
gard to section 2701) would be deter-
mined after application of a minority 
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 rata portion of the fair 
market value of the family-held inter-
ests of the same class (determined as if 
all voting rights conferred by family- 
held equity interests were held by one 
person who had no interest in the enti-
ty other than the family-held interests 
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of the same class, but otherwise with-
out regard to section 2701), over 

(B) The value of the transferred in-
terest (without regard to section 2701). 

(iii) Adjustment for transfers with a re-
tained interest. If the value of the trans-
feror’s gift (determined without regard 
to section 2701) would be reduced under 
section 2702 to reflect the value of a re-
tained interest, the value determined 
under section 2701 is reduced by the 
same amount. 

(iv) Reduction for consideration. The 
amount of the transfer (determined 
under section 2701) is reduced by the 
amount of consideration in money or 
money’s worth received by the trans-
feror, but not in excess of the amount 
of the gift (determined without regard 
to section 2701). The value of consider-
ation received by the transferor in the 
form of an applicable retained interest 
in the entity is determined under sec-
tion 2701 except that, in the case of a 
contribution to capital, the Step 4 
value of such an interest is zero. 

(5) Adjustment in Step 2—(i) In general. 
For purposes of paragraph (b)(2) of this 
section, if the percentage of any class 
of applicable retained interest held by 
the transferor and by applicable family 
members (including any interest re-
ceived as consideration for the trans-
fer) exceeds the family interest per-
centage, the excess is treated as a fam-
ily-held interest that is not held by the 
transferor or an applicable family 
member. 

(ii) Family interest percentage. The 
family interest percentage is the high-
est ownership percentage (determined 
on the basis of relative fair market val-
ues) of family-held interests in— 

(A) Any class of subordinate equity 
interest; or 

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

(c) Minimum value rule—(1) In general. 
If section 2701 applies to the transfer of 
an interest in an entity, the value of a 
junior equity interest is not less than 
its pro-rata portion of 10 percent of the 
sum of— 

(i) The total value of all equity inter-
ests in the entity, and 

(ii) The total amount of any indebt-
edness of the entity owed to the trans-
feror and applicable family members. 

(2) Junior equity interest. For purposes 
of paragraph (c)(1) of this section, jun-
ior equity interest means common 
stock or, in the case of a partnership, 
any partnership interest under which 
the rights to income and capital are 
junior to the rights of all other classes 
of partnership interests. Common 
stock means the class or classes of 
stock that, under the facts and cir-
cumstances, are entitled to share in 
the reasonably anticipated residual 
growth in the entity. 

(3) Indebtedness—(i) In general. For 
purposes of paragraph (c)(1) of this sec-
tion, indebtedness owed to the trans-
feror (or an applicable family member) 
does not include— 

(A) Short-term indebtedness incurred 
with respect to the current conduct of 
the entity’s trade or business (such as 
amounts payable for current services); 

(B) Indebtedness owed to a third 
party solely because it is guaranteed 
by the transferor or an applicable fam-
ily member; or 

(C) Amounts permanently set aside 
in a qualified deferred compensation 
arrangement, to the extent the 
amounts are unavailable for use by the 
entity. 

(ii) Leases. A lease of property is not 
indebtedness, without regard to the 
length of the lease term, if the lease 
payments represent full and adequate 
consideration for use of the property. 
Lease payments are considered full and 
adequate consideration if a good faith 
effort is made to determine the fair 
rental value under the lease and the 
terms of the lease conform to the value 
so determined. Arrearages with respect 
to a lease are indebtedness. 

(d) Examples. The application of the 
subtraction method described in this 
section is illustrated by the following 
Examples: 

Example 1. Corporation X has outstanding 
1,000 shares of $1,000 par value voting pre-
ferred stock, each share of which carries a 
cumulative annual dividend of 8 percent and 
a right to put the stock to X for its par value 
at any time. In addition, there are out-
standing 1,000 shares of non-voting common 
stock. A holds 600 shares of the preferred 
stock and 750 shares of the common stock. 
The balance of the preferred and common 
stock is held by B, a person unrelated to A. 
Because the preferred stock confers both a 
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qualified payment right and an extraor-
dinary payment right, A’s rights are valued 
under the ‘‘lower of’’ rule of § 25.2701–2(a)(3). 
Assume that A’s rights in the preferred 
stock are valued at $800 per share under the 
‘‘lower of’’ rule (taking account of A’s voting 
rights). A transfers all of A’s common stock 
to A’s child. The method for determining the 
amount of A’s gift is as follows— 

Step l: Assume the fair market value of all 
the family-held interests in X, taking ac-
count of A’s control of the corporation, is de-
termined to be $1 million. 

Step 2: From the amount determined under 
Step l, subtract $480,000 (600 shares × $800 (the 
section 2701 value of A’s preferred stock, 
computed under the ‘‘lower of’’ rule of 
§ 25.2701–2(a)(3))). 

Step 3: The result of Step 2 is a balance of 
$520,000. This amount is fully allocated to 
the 750 shares of family-held common stock. 

3Step 4: Because no consideration was fur-
nished for the transfer, the adjustment under 
Step 4 is limited to the amount of any appro-
priate minority or similar discount. Before 
the application of Step 4 the amount of A’s 
gift is $520,000. 

Example 2. The facts are the same as in Ex-
ample 1, except that prior to the transfer A 
holds only 50 percent of the common stock 
and B holds the remaining 50 percent. As-
sume that the fair market value of A’s 600 
shares of preferred stock is $600,000. 

Step 1: Assume that the result of this step 
(determining the value of the family-held in-
terest) is $980,000. 

Step 2: From the amount determined under 
Step 1, subtract $500,000 ($400,000, the value of 
500 shares of A’s preferred stock determined 
without regard to section 2701 pursuant to 
the valuation adjustment determined under 
paragraph (b)(5) of this section). The adjust-
ment in step 2 applies in this example be-
cause A’s percentage ownership of the pre-
ferred stock (60 percent) exceeds the family 
interest percentage of the common stock (50 
percent). Therefore, 100 shares of A’s pre-
ferred stock are valued at fair market value, 
or $100,000 (100 × $1,000). The balance of A’s 
preferred stock is valued under section 2701 
at $400,000 (500 shares × $800). The value of A’s 
preferred stock for purposes of section 2701 
equals $500,000 ($100,000 plus $400,000). 

Step 3: The result of Step 2 is $480,000 
($980,000 minus $500,000) which is allocated to 
the family-held common stock. Because A 
transferred all of the family-held subordi-
nate equity interests, all of the value deter-
mined under Step 2 is allocated to the trans-
ferred shares. Step 4: The adjustment under 
Step 4 is the same as in Example 1.Thus, the 
amount of the gift is $480,000. 

Example 3. Corporation X has outstanding 
1,000 shares of $1,000 par value non-voting 
preferred stock, each share of which carries 
a cumulative annual dividend of 8 percent 
and a right to put the stock to X for its par 

value at any time. In addition, there are out-
standing 1,000 shares of voting common 
stock. A holds 600 shares of the preferred 
stock and 750 shares of the common stock. 
The balance of the preferred and common 
stock is held by B, a person unrelated to A. 
Assume further that steps one through three, 
as in Example 1, result in $520,000 being allo-
cated to the family-held common stock and 
that A transfers only 75 shares of A’s com-
mon stock. The transfer fragments A’s vot-
ing interest. Under Step 4, an adjustment is 
appropriate to reflect the fragmentation of 
A’s voting rights. The amount of the adjust-
ment is the difference between 10 percent (75/ 
750) of the fair market value of A’s common 
shares and the fair market value of the 
transferred shares, each determined as if the 
holder thereof had no other interest in the 
corporation. 

Example 4. On December 31, 1990, the cap-
ital structure of Y corporation consists of 
1,000 shares of voting common stock held 
three-fourths by A and one-fourth by A’s 
child, B. On January 15, 1991, A transfers 250 
shares of common stock to Y in exchange for 
300 shares of nonvoting, noncumulative 8% 
preferred stock with a section 2701 value of 
zero. Assume that the fair market value of Y 
is $1,000,000 at the time of the exchange and 
that the exchange by A is for full and ade-
quate consideration in moneys’ worth. How-
ever, for purposes of section 2701, if a subor-
dinate equity interest is transferred in ex-
change for an applicable retained interest, 
consideration in the exchange is determined 
with reference to the section 2701 value of 
the senior interest. Thus, A is treated as 
transferring the common stock to the cor-
poration for no consideration. Immediately 
after the transfer, B is treated as holding 
one-third (250/750) of the common stock and 
A is treated as holding two-thirds (500/750). 
The amount of the gift is determined as fol-
lows: 

Step 1. Because Y is held exclusively by A 
and B, the Step 1 value is $1,000,000. 

Step 2. The result of Step 2 is $1,000,000 
($1,000,000 ¥ 0). 

Step 3. The amount allocated to the trans-
ferred common stock is $250,000 (250/1,000 × 
$1,000,000). That amount is further allocated 
in proportion to the respective holdings of A 
and B in the common stock ($166,667 and 
$83,333, respectively). 

Step 4. There is no Step 4 adjustment be-
cause the section 2701 value of the consider-
ation received by A was zero and no minority 
discount would have been involved in the ex-
change. Thus, the amount of the gift is 
$83,333. If the section 2701 value of the appli-
cable retained interested were $100,000, the 
Step 4 adjustment would have been a $33,333 
reduction for consideration received ((250/750) 
× $100,000). 

Example 5. The facts are the same as in Ex-
ample 4, except that on January 6, 1992, when 
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the fair market value of Y is still $1,000,000, 
A transfers A’s remaining 500 shares of com-
mon stock to Y in exchange for 2500 shares of 
preferred stock. The second transfer is also 
for full and adequate consideration in money 
or money’s worth. The result of Step 2 is the 
same—$1,000,000. 

Step 3. The amount allocated to the trans-
ferred common stock is $666,667 (500/750 × 
$1,000,000). Since A holds no common stock 
immediately after the transfer, A is treated 
as transferring the entire interest to the 
other shareholder (B). Thus, $666,667 is fully 
allocated to the shares held by B. 

Step 4. There is no Step 4 adjustment be-
cause the section 2701 value of the consider-
ation received by A was zero and no minority 
discount would have been involved in the ex-
change. Thus, the amount of the gift is 
$666,667. 

[T.D. 8395, 57 FR 4259, Feb. 4, 1992; T.D. 8395, 
57 FR 11264, Apr. 2, 1992] 

§ 25.2701–4 Accumulated qualified pay-
ments. 

(a) In general. If a taxable event oc-
curs with respect to any applicable re-
tained interest conferring a distribu-
tion right that was previously valued 
as a qualified payment right (a ‘‘quali-
fied payment interest’’), the taxable es-
tate or taxable gifts of the individual 
holding the interest are increased by 
the amount determined under para-
graph (c) of this section. 

(b) Taxable event—(1) In general. Ex-
cept as otherwise provided in this sec-
tion, taxable event means the transfer 
of a qualified payment interest, either 
during life or at death, by the indi-
vidual in whose hands the interest was 
originally valued under section 2701 
(the ‘‘interest holder’’) or by any indi-
vidual treated pursuant to paragraph 
(b)(3) of this section in the same man-
ner as the interest holder. Except as 
provided in paragraph (a)(2) of this sec-
tion, any termination of an individ-
ual’s rights with respect to a qualified 
payment interest is a taxable event. 
Thus, for example, if an individual is 
treated as indirectly holding a quali-
fied payment interest held by a trust, a 
taxable event occurs on the earlier of— 

(i) The termination of the individ-
ual’s interest in the trust (whether by 
death or otherwise), or 

(ii) The termination of the trust’s in-
terest in the qualified payment inter-
est (whether by disposition or other-
wise). 

(2) Exception. If, at the time of a ter-
mination of an individual’s rights with 
respect to a qualified payment interest, 
the value of the property would be in-
cludible in the individual’s gross estate 
for Federal estate tax purposes if the 
individual died immediately after the 
termination, a taxable transfer does 
not occur until the earlier of— 

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

(ii) The death of the individual. 
(3) Individual treated as interest hold-

er—(i) In general. If a taxable event in-
volves the transfer of a qualified pay-
ment interest by the interest holder (or 
an individual treated as the interest 
holder) to an applicable family member 
of the individual who made the transfer 
to which section 2701 applied (other 
than the spouse of the individual trans-
ferring the qualified payment interest), 
the transferee applicable family mem-
ber is treated in the same manner as 
the interest holder with respect to late 
or unpaid qualified payments first due 
after the taxable event. Thus, for ex-
ample, if an interest holder transfers 
during life a qualified payment interest 
to an applicable family member, that 
transfer is a taxable event with respect 
to the interest holder whose taxable 
gifts are increased for the year of the 
transfer as provided in paragraph (c) of 
this section. The transferee is treated 
thereafter in the same manner as the 
interest holder with respect to late or 
unpaid qualified payments first due 
after the taxable event. 

(ii) Transfers to spouse—(A) In general. 
If an interest holder (or an individual 
treated as the interest holder) trans-
fers a qualified payment interest, the 
transfer is not a taxable event to the 
extent a marital deduction is allowed 
with respect to the transfer under sec-
tions 2056, 2106(a)(3), or 2523 or, in the 
case of a transfer during the individ-
ual’s lifetime, to the extent the spouse 
furnishes consideration for the trans-
fer. If this exception applies, the trans-
feree spouse is treated as if he or she 
were the holder of the interest from 
the date the transferor spouse acquired 
the interest. If the deduction for a 
transfer to a spouse is allowable under 
section 2056(b)(8) or 2523(g) (relating to 
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charitable remainder trusts), the trans-
feree spouse is treated as the holder of 
the entire interest passing to the trust. 

(B) Marital bequests. If the selection 
of property with which a marital be-
quest is funded is discretionary, a 
transfer of a qualified payment interest 
will not be considered a transfer to the 
surviving spouse unless— 

(1) The marital bequest is funded 
with the qualified payment interest be-
fore the due date for filing the dece-
dent’s Federal estate tax return (in-
cluding extensions actually granted) 
(the ‘‘due date’’), or 

(2) The executor— 
(i) Files a statement with the return 

indicating the extent to which the 
marital bequest will be funded with the 
qualified payment interest, and 

(ii) Before the date that is one year 
prior to the expiration of the period of 
limitations on assessment of the Fed-
eral estate tax, notifies the District Di-
rector having jurisdiction over the re-
turn of the extent to which the bequest 
was funded with the qualified payment 
interest (or the extent to which the 
qualified payment interest has been 
permanently set aside for that pur-
pose). 

(C) Purchase by the surviving spouse. 
For purposes of this section, the pur-
chase (before the date prescribed for 
filing the decedent’s estate tax return, 
including extensions actually granted) 
by the surviving spouse (or a trust de-
scribed in section 2056(b)(7)) of a quali-
fied payment interest held (directly or 
indirectly) by the decedent imme-
diately before death is considered a 
transfer with respect to which a deduc-
tion is allowable under section 2056 or 
section 2106(a)(3), but only to the ex-
tent that the deduction is allowed to 
the estate. For example, assume that A 
bequeaths $50,000 to A’s surviving 
spouse, B, in a manner that qualifies 
for deduction under section 2056, and 
that subsequent to A’s death B pur-
chases a qualified payment interest 
from A’s estate for $200,000, its fair 
market value. The economic effect of 
the transaction is the equivalent of a 
bequest by A to B of the qualified pay-
ment interest, one-fourth of which 
qualifies for the marital deduction. 
Therefore, for purposes of this section, 
one-fourth of the qualified payment in-

terest purchased by B ($50,000 ÷ $200,000) 
is considered a transfer of an interest 
with respect to which a deduction is al-
lowed under 2056. If the purchase by the 
surviving spouse is not made before the 
due date of the decedent’s return, the 
purchase of the qualified payment in-
terest will not be considered a bequest 
for which a marital deduction is al-
lowed unless the executor— 

(1) Files a statement with the return 
indicating the qualified payment inter-
ests to be purchased by the surviving 
spouse (or a trust described in section 
2056(b)(7)), and 

(2) Before the date that is one year 
prior to the expiration of the period of 
limitations on assessment of the Fed-
eral estate tax, notifies the District Di-
rector having jurisdiction over the re-
turn that the purchase 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 increase—(1) In general. 
Except as limited by paragraph (c)(6) of 
this section, the amount of the in-
crease to an individual’s taxable estate 
or taxable gifts is the excess, if any, 
of— 

(i) The sum of— 
(A) The amount of qualified pay-

ments payable during the period begin-
ning on the date of the transfer to 
which section 2701 applied (or, in the 
case of an individual treated as the in-
terest holder, on the date 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 as if each 
payment were paid on its due date and 
reinvested as of that date at a yield 
equal to the appropriate discount rate 
(as defined below); over 

(ii) The sum of— 
(A) The amount of the qualified pay-

ments actually paid during the same 
period; 

(B) The earnings on those payments, 
determined hypothetically as if each 
payment were reinvested as of the date 
actually paid at a yield equal to the ap-
propriate discount rate; and 
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(C) To the extent required to prevent 
double inclusion, by an amount equal 
to the sum of— 

(1) The portion of the fair market 
value of the qualified payment interest 
solely attributable to any right to re-
ceive unpaid qualified payments deter-
mined as of the date of the taxable 
event; 

(2) The fair market value of any eq-
uity interest in the entity received by 
the individual in lieu of qualified pay-
ments and held by the individual at the 
taxable event, and 

(3) The amount by which the individ-
ual’s aggregate taxable gifts were in-
creased by reason of the failure of the 
individual to enforce the right to re-
ceive qualified payments. 

(2) Due date of qualified payments. 
With respect to any qualified payment, 
the ‘‘due date’’ is that date specified in 
the governing instrument as the date 
on which payment is to be made. If no 
date is specified in the governing in-
strument, the due date is the last day 
of each calendar year. 

(3) Appropriate discount rate. The ap-
propriate discount rate is the discount 
rate that was applied in determining 
the value of the qualified payment 
right at the time of the transfer to 
which section 2701 applied. 

(4) Application of payments. For pur-
poses of this section, any payment of 
an unpaid qualified payment is applied 
in satisfaction of unpaid qualified pay-
ments beginning with the earliest un-
paid qualified payment. Any payment 
in excess of the total of all unpaid 
qualified payments is treated as a pre-
payment of future qualified payments. 

(5) Payment. For purposes of this 
paragraph (c), the transfer of a debt ob-
ligation bearing compound interest 
from the due date of the payment at a 
rate not less than the appropriate dis-
count rate is a qualified payment if the 
term of the obligation (including ex-
tensions) does not exceed four years 
from the date issued. A payment in the 
form of an equity interest in the entity 
is not a qualified payment. Any pay-
ment of a qualified payment made (or 
treated as made) either before or dur-
ing the four-year period beginning on 
the due date of the payment but before 
the date of the taxable event is treated 
as having been made on the due date. 

(6) Limitation—(i) In general. The 
amount of the increase to an individ-
ual’s taxable estate or taxable gifts is 
limited to the applicable percentage of 
the excess, if any, of— 

(A) The sum of— 
(1) The fair market value of all out-

standing equity interests in the entity 
that are subordinate to the applicable 
retained interest, determined as of the 
date of the taxable event without re-
gard to any accrued liability attrib-
utable to unpaid qualified payments; 
and 

(2) Any amounts expended by the en-
tity to redeem or otherwise acquire 
any such subordinate interest during 
the period beginning on the date of the 
transfer to which section 2701 applied 
(or, in the case of an individual treated 
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 inter-
est during the same period); over 

(B) The fair market value of all out-
standing equity interests in the entity 
that are subordinate to the applicable 
retained interest, determined as of the 
date of the transfer to which section 
2701 applied (or, in the case of an indi-
vidual treated as an interest holder, on 
the date the interest of the prior inter-
est holder terminated). 

(ii) Computation of limitation. For pur-
poses of computing the limitation ap-
plicable under this paragraph (c)(6), the 
aggregate fair market value of the sub-
ordinate interests in the entity are de-
termined without regard to § 25.2701– 
3(c). 

(iii) Applicable percentage. The appli-
cable percentage is determined by di-
viding the number of shares or units of 
the applicable retained interest held by 
the interest holder (or an individual 
treated as the interest holder) on the 
date of the taxable event by the total 
number of such shares or units out-
standing on the same date. If an indi-
vidual holds applicable retained inter-
ests in two or more classes of interests, 
the applicable percentage is equal to 
the largest applicable percentage de-
termined with respect to any class. For 
example, if T retains 40 percent of the 
class A preferred and 60 percent of the 
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class B preferred in a corporation, the 
applicable percentage with respect to 
T’s holdings is 60 percent. 

(d) Taxpayer election—(1) In general. 
An interest holder (or individual treat-
ed as an interest holder) may elect to 
treat as a taxable event the payment of 
an unpaid qualified payment occurring 
more than four years after its due date. 
Under this election, the increase under 
paragraph (c) of this section is deter-
mined only with respect to that pay-
ment and all previous payments for 
which an election was available but not 
made. Payments for which an election 
applies are treated as having been paid 
on their due dates for purposes of sub-
sequent taxable events. The election is 
revocable only with the consent of the 
Commissioner. 

(2) Limitation not applicable. If a tax-
able event occurs by reason of an elec-
tion described in paragraph (d)(1) of 
this section, the limitation described 
in paragraph (c)(6) of this section does 
not apply. 

(3) Time and manner of election—(i) 
Timely-filed returns. The election may 
be made by attaching a statement to a 
Form 709, Federal Gift Tax Return, 
filed by the recipient of the qualified 
payment on a timely basis for the year 
in which the qualified payment is re-
ceived. In that case, the taxable event 
is deemed to occur on the date the 
qualified payment is received. 

(ii) Election on late returns. The elec-
tion may be made by attaching a state-
ment to a Form 709, Federal Gift Tax 
Return, filed by the recipient of the 
qualified payment other than on a 
timely basis for the year in which the 
qualified payment is received. In that 
case, the taxable event is deemed to 
occur on the first day of the month im-
mediately preceding the month in 
which the return is filed. If an election, 
other than an election on a timely re-
turn, is made after the death of the in-
terest holder, the taxable event with 
respect to the decedent is deemed to 
occur on the later of— 

(A) The date of the recipient’s death, 
or 

(B) The first day of the month imme-
diately preceding the month in which 
the return is filed. 

(iii) Requirements of statement. The 
statement must— 

(A) Provide the name, address, and 
taxpayer identification number of the 
electing individual and the interest 
holder, if different; 

(B) Indicate that a taxable event 
election is being made under paragraph 
(d) of this section; 

(C) Disclose the nature of the quali-
fied payment right to which the elec-
tion applies, including the due dates of 
the payments, the dates the payments 
were made, and the amounts of the 
payments; 

(D) State the name of the transferor, 
the date of the transfer to which sec-
tion 2701 applied, and the discount rate 
used in valuing the qualified payment 
right; and 

(E) State the resulting amount of in-
crease in taxable gifts. 

(4) Example. The following example il-
lustrates the rules of this paragraph 
(d). 

Example. A holds cumulative preferred 
stock that A retained in a transfer to which 
section 2701 applied. No dividends were paid 
in years 1 through 5 following the transfer. 
In year 6, A received a qualified payment 
that, pursuant to paragraph (c)(3) of this sec-
tion, is considered to be in satisfaction of the 
unpaid qualified payment for year 1. No elec-
tion was made to treat that payment as a 
taxable event. In year 7, A receives a quali-
fied payment that, pursuant to paragraph 
(c)(4) of this section, is considered to be in 
satisfaction of the unpaid qualified payment 
for year 2. A elects to treat the payment in 
year 7 as a taxable event. The election in-
creases A’s taxable gifts in year 7 by the 
amount computed under paragraph (c) of this 
section with respect to the payments due in 
both year l and year 2. For purposes of any 
future taxable events, the payments with re-
spect to years 1 and 2 are treated as having 
been made on their due dates. 

[T.D. 8395, 57 FR 4261, Feb. 4, 1992] 

§ 25.2701–5 Adjustments to mitigate 
double taxation. 

(a) Reduction of transfer tax base—(1) 
In general. This section provides rules 
under which an individual (the initial 
transferor) making a transfer subject 
to section 2701 (the initial transfer) is 
entitled to reduce his or her taxable 
gifts or adjusted taxable gifts (the re-
duction). The amount of the reduction 
is determined under paragraph (b) of 
this section. See paragraph (e) of this 
section if section 2513 (split gifts) ap-
plied to the initial transfer. 
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(2) Federal gift tax modification. If, 
during the lifetime of the initial trans-
feror, the holder of a section 2701 inter-
est (as defined in paragraph (a)(4) of 
this section) transfers the interest to 
or for the benefit of an individual other 
than the initial transferor or an appli-
cable family member of the initial 
transferor in a transfer subject to Fed-
eral estate or gift tax, the initial trans-
feror may reduce the amount on which 
the initial transferor’s tentative tax is 
computed under section 2502(a). The re-
duction is first applied on any gift tax 
return required to be filed for the cal-
endar year in which the section 2701 in-
terest is transferred; any excess reduc-
tion is carried forward and applied in 
each succeeding calendar year until the 
reduction is exhausted. The amount of 
the reduction that is used in a calendar 
year is the amount of the initial trans-
feror’s taxable gifts for that year. Any 
excess reduction remaining at the 
death of the initial transferor may be 
applied by the executor of the initial 
transferor’s estate as provided under 
paragraph (a)(3) of this section. See 
paragraph (a)(4) of this section for the 
definition of a section 2701 interest. See 
§ 25.2701–6 for rules relating to indirect 
ownership of equity interests trans-
ferred to trusts and other entities. 

(3) Federal estate tax modification. Ex-
cept as otherwise provided in this para-
graph (a)(3), in determining the Fed-
eral estate tax with respect to an ini-
tial transferor, the executor of the ini-
tial transferor’s estate may reduce the 
amount on which the decedent’s ten-
tative tax is computed under section 
2001(b) (or section 2101(b)) by the 
amount of the reduction (including any 
excess reduction carried forward under 
paragraph (a)(2) of this section). The 
amount of the reduction under this 
paragraph (a)(3) is limited to the 
amount that results in zero Federal es-
tate tax with respect to the estate of 
the initial transferor. 

(4) Section 2701 interest. A section 2701 
interest is an applicable retained inter-
est that was valued using the special 
valuation rules of section 2701 at the 
time of the initial transfer. However, 
an interest is a section 2701 interest 
only to the extent the transfer of that 
interest effectively reduces the aggre-
gate ownership of such class of interest 

by the initial transferor and applicable 
family members of the initial trans-
feror below that held by such persons 
at the time of the initial transfer (or 
the remaining portion thereof). 

(b) Amount of reduction. Except as 
otherwise provided in paragraphs 
(c)(3)(iv) (pertaining to transfers of 
partial interests) and (e) (pertaining to 
initial split gifts) of this section, the 
amount of the reduction is the lesser 
of— 

(1) The amount by which the initial 
transferor’s taxable gifts were in-
creased as a result of the application of 
section 2701 to the initial transfer; or 

(2) The amount (determined under 
paragraph (c) of this section) dupli-
cated in the transfer tax base at the 
time of the transfer of the section 2701 
interest (the duplicated amount). 

(c) Duplicated amount—(1) In general. 
The duplicated amount is the amount 
by which the transfer tax value of the 
section 2701 interest at the time of the 
subsequent transfer exceeds the value 
of that interest determined under sec-
tion 2701 at the time of the initial 
transfer. If, at the time of the initial 
transfer, the amount allocated to the 
transferred interest under § 25.2701– 
3(b)(3) (Step 3 of the valuation method-
ology) is less than the entire amount 
available for allocation at that time, 
the duplicated amount is a fraction of 
the amount described in the preceding 
sentence. The numerator of the frac-
tion is the amount allocated to the 
transferred interest at the time of the 
initial transfer (pursuant to § 25.2701– 
3(b)(3)) and the denominator of the 
fraction is the amount available for al-
location at the time of the initial 
transfer (determined after application 
of § 25.2701–3(b)(2)). 

(2) Transfer tax value—in general. Ex-
cept as provided in paragraph (c)(3) of 
this section, for purposes of paragraph 
(c)(1) of this section the transfer tax 
value of a section 2701 interest is the 
value of that interest as finally deter-
mined for Federal transfer tax purposes 
under chapter 11 or chapter 12, as the 
case may be (including the right to re-
ceive any distributions thereon (other 
than qualified payments)), reduced by 
the amount of any deduction allowed 
with respect to the section 2701 inter-
est to the extent that the deduction 
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would not have been allowed if the sec-
tion 2701 interest were not included in 
the transferor’s total amount of gifts 
for the calendar year or the trans-
feror’s gross estate, as the case may be. 
Rules similar to the rules of section 
691(c)(2)(C) are applicable to determine 
the extent that a deduction would not 
be allowed if the section 2701 interest 
were not so included. 

(3) Special transfer tax value rules—(i) 
Transfers for consideration. Except as 
provided in paragraph (c)(3)(iii) of this 
section, if, during the life of the initial 
transferor, a section 2701 interest is 
transferred to or for the benefit of an 
individual other than the initial trans-
feror or an applicable family member 
of the initial transferor for consider-
ation in money or money’s worth, or in 
a transfer that is treated as a transfer 
for consideration in money or money’s 
worth, the transfer of the section 2701 
interest is deemed to occur at the 
death of the initial transferor. In this 
case, the estate of the initial transferor 
is entitled to a reduction in the same 
manner as if the initial transferor’s 
gross estate included a section 2701 in-
terest having a chapter 11 value equal 
to the amount of consideration in 
money or money’s worth received in 
the exchange (determined as of the 
time of the exchange). 

(ii) Interests held by applicable family 
members at date of initial transferor’s 
death. If a section 2701 interest in exist-
ence on the date of the initial trans-
feror’s death is held by an applicable 
family member and, therefore, is not 
included in the gross estate of the ini-
tial transferor, the section 2701 interest 
is deemed to be transferred at the 
death of the initial transferor to or for 
the benefit of an individual other than 
the initial transferor or an applicable 
family member of the initial trans-
feror. In this case, the transfer tax 
value of that interest is the value that 
the executor of the initial transferor’s 
estate can demonstrate would be deter-
mined under chapter 12 if the interest 
were transferred immediately prior to 
the death of the initial transferor. 

(iii) Nonrecognition transactions. If an 
individual exchanges a section 2701 in-
terest in a nonrecognition transaction 
(within the meaning of section 
7701(a)(45)), the exchange is not treated 

as a transfer of a section 2701 interest 
and the transfer tax value of that in-
terest is determined as if the interest 
received in exchange is the section 2701 
interest. 

(iv) Transfer of less than the entire sec-
tion 2701 interest. If a transfer is a 
transfer of less than the entire section 
2701 interest, the amount of the reduc-
tion under paragraph (a)(2) or (a)(3) of 
this section is reduced proportionately. 

(v) Multiple classes of section 2701 inter-
est. For purposes of paragraph (b) of 
this section, if more than one class of 
section 2701 interest exists, the amount 
of the reduction is determined sepa-
rately with respect to each such class. 

(vi) Multiple initial transfers. If an ini-
tial transferor has made more than one 
initial transfer, the amount of the re-
duction with respect to any section 
2701 interest is the sum of the reduc-
tions computed under paragraph (b) of 
this section with respect to each such 
initial transfer. 

(d) Examples. The following examples 
illustrate the provisions of paragraphs 
(a) through (c) of this section. 

Facts—(1) In general. (i) P, an individual, 
holds 1,500 shares of $1,000 par value pre-
ferred stock of X corporation (bearing an an-
nual noncumulative dividend of $100 per 
share that may be put to X at any time for 
par value) and 1,000 shares of voting common 
stock of X. There is no other outstanding 
common stock of X. 

(ii) On January 15, 1991, when the aggre-
gate fair market value of the preferred stock 
is $1,500,000 and the aggregate fair market 
value of the common stock is $500,000, P 
transfers common stock to P’s child. The 
fair market value of P’s interest in X (com-
mon and preferred) immediately prior to the 
transfer is $2,000,000, and the section 2701 
value of the preferred stock (the section 2701 
interest) is zero. Neither P nor P’s spouse, S, 
made gifts prior to 1991. 

(2) Additional facts applicable to Examples 1 
through 3. P’s transfer consists of all 1,000 
shares of P’s common stock. With respect to 
the initial transfer, the amount remaining 
after Step 2 of the subtraction method of 
§ 25.2701–3 is $2,000,000 ($2,000,000 minus zero), 
all of which is allocated to the transferred 
stock. P’s aggregate taxable gifts for 1991 
(including the section 2701 transfer) equal 
$2,500,000. 

(3) Additional facts applicable to Examples 4 
and 5. P’s initial transfer consists of one-half 
of P’s common stock. With respect to the 
initial transfer in this case, only $1,000,000 
(one-half of the amount remaining after Step 
2 of the subtraction method of § 25.2701–3) is 
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allocated to the transferred stock. P’s aggre-
gate taxable gifts for 1991 (the section 2701 
transfer and P’s other transfers) equal 
$2,500,000. 

Example 1. Inter vivos transfer of entire sec-
tion 2701 interest, (i) On October 1, 1994, at a 
time when the value of P’s preferred stock is 
$1,400,000, P transfers all of the preferred 
stock to P’s child. In computing P’s 1994 gift 
tax, P, as the initial transferor, is entitled to 
reduce the amount on which P’s tentative 
tax is computed under section 2502(a) by 
$1,400,000. 

(ii) The amount of the reduction computed 
under paragraph (b) of this section is the 
lesser of $1,500,000 (the amount by which the 
initial transferor’s taxable gifts were in-
creased as a result of the application of sec-
tion 2701 to the initial transfer) or $1,400,000 
(the duplicated amount). The duplicated 
amount is 100 percent (the portion of the sec-
tion 2701 interest subsequently transferred) 
times $1,400,000 (the amount by which the 
gift tax value of the preferred stock 
($1,400,000 at the time of the subsequent 
transfer) exceeds zero (the section 2701 value 
of the preferred stock at the time of the ini-
tial transfer)). 

(iii) The result would be the same if the 
preferred stock had been held by P’s parent, 
GM, and GM had, on October 1, 1994, trans-
ferred the preferred stock to or for the ben-
efit of an individual other than P or an appli-
cable family member of P. In that case, in 
computing the tax on P’s 1994 and subse-
quent transfers, P would be entitled to re-
duce the amount on which P’s tentative tax 
is computed under section 2502(a) by 
$1,400,000. If the value of P’s 1994 gifts is less 
than $1,400,000, P is entitled to claim the ex-
cess adjustment in computing the tax with 
respect to P’s subsequent transfers. 

Example 2. Transfer of section 2701 interest at 
death of initial transferor, (i) P continues to 
hold the preferred stock until P’s death. The 
chapter 11 value of the preferred stock at the 
date of P’s death is the same as the fair mar-
ket value of the preferred stock at the time 
of the initial transfer. In computing the Fed-
eral estate tax with respect to P’s estate, P’s 
executor is entitled to a reduction of 
$1,500,000 under paragraph (a)(3) of this sec-
tion. 

(ii) The result would be the same if P had 
sold the preferred stock to any individual 
other than an applicable family member at a 
time when the value of the preferred stock 
was $1,500,000. In that case, the amount of 
the reduction is computed as if the preferred 
stock were included in P’s gross estate at a 
fair market value equal to the sales price. If 
the value of P’s taxable estate is less than 
$1,500,000, the amount of the adjustment 
available to P’s executor is limited to the ac-
tual value of P’s taxable estate. 

(iii) The result would also be the same if 
the preferred stock had been held by P’s par-

ent, GM, and at the time of P’s death, GM 
had not transferred the preferred stock. 

Example 3. Transfer of after-acquired pre-
ferred stock, On September 1, 1992, P pur-
chases 100 shares of X preferred stock from 
an unrelated party. On October 1, 1994, P 
transfers 100 shares of X preferred stock to 
P’s child. In computing P’s 1994 gift tax, P is 
not entitled to reduce the amount on which 
P’s tentative tax is computed under section 
2502(a) because the 1994 transfer does not re-
duce P’s preferred stock holding below that 
held at the time of the initial transfer. See 
paragraph (a)(4) of this section. 

Example 4. Inter vivos transfer of entire sec-
tion 2701 interest, (i) On October 1, 1994, at a 
time when the value of P’s preferred stock is 
$1,400,000, P transfers all of the preferred 
stock to P’s child. In computing P’s 1994 gift 
tax, P, as the initial transferor, is entitled to 
reduce the amount on which P’s tentative 
tax is computed under section 2502(a) by 
$700,000. 

(ii) The amount of the reduction computed 
under paragraph (b) of this section is the 
lesser of $750,000 (($1,500,000 × .5 ($1,000,000 
over $2,000,000)) the amount by which the ini-
tial transferor’s taxable gifts were increased 
as a result of the application of section 2701 
to the initial transfer) or $700,000 (($1,400,000 
× .5) the duplicated amount). The duplicated 
amount is 100 percent (the portion of the sec-
tion 2701 interest subsequently transferred) 
times $700,000; e.g., one-half (the fraction 
representing the portion of the common 
stock transferred in the initial transfer 
($1,000,000/$2,000,000)) of the amount by which 
the gift tax value of the preferred stock at 
the time of the subsequent transfer 
($1,400,000) exceeds zero (the section 2701 
value of the preferred stock at the time of 
the initial transfer). 

Example 5. Subsequent transfer of less than 
the entire section 2701 interest, On October 1, 
1994, at a time when the value of P’s pre-
ferred stock is $1,400,000, P transfers only 250 
of P’s 1,000 shares of preferred stock to P’s 
child. In this case, the amount of the reduc-
tion computed under paragraph (b) is $175,000 
(one-fourth (250/1,000) of the amount of the 
reduction available if P had transferred all 
1,000 shares of preferred stock). 

(e) Computation of reduction if initial 
transfer is split under section 2513—(1) In 
general. If section 2513 applies to the 
initial transfer (a split initial trans-
fer), the special rules of this paragraph 
(e) apply. 

(2) Transfers during joint lives. If there 
is a split initial transfer and the cor-
responding section 2701 interest is 
transferred during the joint lives of the 
donor and the consenting spouse, for 
purposes of determining the reduction 
under paragraph (a)(2) of this section 
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each spouse is treated as if the spouse 
was the initial transferor of one-half of 
the split initial transfer. 

(3) Transfers at or after death of either 
spouse—(i) In general. If there is a split 
initial transfer and the corresponding 
section 2701 interest is transferred at 
or after the death of the first spouse to 
die, the reduction under paragraph 
(a)(2) or (a)(3) of this section is deter-
mined as if the donor spouse was the 
initial transferor of the entire initial 
transfer. 

(ii) Death of donor spouse. Except as 
provided in paragraph (e)(3)(iv) of this 
section, the executor of the estate of 
the donor spouse in a split initial 
transfer is entitled to compute the re-
duction as if the donor spouse was the 
initial transferor of the section 2701 in-
terest otherwise attributable to the 
consenting spouse. In this case, if the 
consenting spouse survives the donor 
spouse— 

(A) The consenting spouse’s aggre-
gate sum of taxable gifts used in com-
puting each tentative tax under section 
2502(a) (and, therefore, adjusted taxable 
gifts under section 2001(b)(1)(B) (or sec-
tion 2101(b)(1)(B)) and the tax payable 
on the consenting spouse’s prior tax-
able gifts under section 2001(b)(2) (or 
section 2101(b)(2))) is reduced to elimi-
nate the remaining effect of the sec-
tion 2701 interest; and 

(B) Except with respect to any excess 
reduction carried forward under para-
graph (a)(2) of this section, the con-
senting spouse ceases to be treated as 
the initial transferor of the section 2701 
interest. 

(iii) Death of consenting spouse. If the 
consenting spouse predeceases the 
donor spouse, except for any excess re-
duction carried forward under para-
graph (a)(2) of this section, the reduc-
tion with respect to any section 2701 
interest in the split initial transfer is 
not available to the estate of the con-
senting spouse (regardless of whether 
the interest is included in the con-
senting spouse’s gross estate). Simi-
larly, if the consenting spouse 
predeceases the donor spouse, no reduc-
tion is available to the consenting 
spouse’s adjusted taxable gifts under 
section 2001(b)(1)(B) (or section 
2101(b)(1)(B)) or to the consenting 
spouse’s gift tax payable under section 

2001(b)(2) (or section 2101(b)(2)). See 
paragraph (a)(2) of this section for 
rules involving transfers by an applica-
ble family member during the life of 
the initial transferor. 

(iv) Additional limitation on reduction. 
If the donor spouse (or the estate of the 
donor spouse) is treated under this 
paragraph (e) as the initial transferor 
of the section 2701 interest otherwise 
attributable to the consenting spouse, 
the amount of additional reduction de-
termined under paragraph (b) of this 
section is the amount determined 
under that paragraph with respect to 
the consenting spouse. If a reduction 
was previously available to the con-
senting spouse under this paragraph 
(e), the amount determined under this 
paragraph (e)(3)(iv) with respect to the 
consenting spouse is determined as if 
the consenting spouse’s taxable gifts in 
the split initial transfer had been in-
creased only by that portion of the in-
crease that corresponds to the remain-
ing portion of the section 2701 interest. 
The amount of the additional reduction 
(i.e., the amount determined with re-
spect to the consenting spouse) is lim-
ited to the amount that results in a re-
duction in the donor spouse’s Federal 
transfer tax no greater than the 
amount of the increase in the con-
senting spouse’s gift tax incurred by 
reason of the section 2701 interest (or 
the remaining portion thereof). 

(f) Examples. The following examples 
illustrate the provisions of paragraph 
(e) of this section. The examples as-
sume the facts set out in this para-
graph (f). 

Facts. (1) In each example assume that P, 
an individual, holds 1,500 shares of $1,000 par 
value preferred stock of X corporation (bear-
ing an annual noncumulative dividend of $100 
per share that may be put to X at any time 
for par value) and 1,000 shares of voting com-
mon stock of X. There is no other out-
standing stock of X. The annual exclusion 
under section 2503 is not allowable with re-
spect to any gift. 

(2) On January 15, 1991, when the aggregate 
fair market value of the preferred stock is 
$1,500,000 and the aggregate fair market 
value of the common stock is $500,000, P 
transfers all 1,000 shares of the common 
stock to P’s child. Section 2701 applies to the 
initial transfer because P transferred an eq-
uity interest (the common stock) to a mem-
ber of P’s family and immediately thereafter 
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held an applicable retained interest (the pre-
ferred stock). The fair market value of P’s 
interest in X immediately prior to the trans-
fer is $2,000,000 and the section 2701 value of 
the preferred stock (the section 2701 interest) 
is zero. With respect to the initial transfer, 
the amount remaining after Step 2 of the 
subtraction method of § 25.2701–3 was 
$2,000,000 ($2,000,000 minus zero), all of which 
is allocated to the transferred stock. P had 
made no gifts prior to 1991. The sum of P’s 
aggregate taxable gifts for the calendar year 
1991 (including the section 2701 transfer) is 
$2,500,000. P’s spouse, S, made no gifts prior 
to 1991. 

(3) P and S elected pursuant to section 2513 
to treat one- half of their 1991 gifts as having 
been made by each spouse. Without the ap-
plication of section 2701, P and S’s aggregate 
gifts would have been $500,000 and each 
spouse would have paid no gift tax because of 
the application of the unified credit under 
section 2505. However, because of the applica-
tion of section 2701, both P and S are each 
treated as the initial transferor of aggregate 
taxable gifts in the amount of $1,250,000 and, 
after the application of the unified credit 
under section 2505, each paid $255,500 in gift 
tax with respect to their 1991 transfers. On 
October 1, 1994, at a time when the value of 
the preferred stock is the same as at the 
time of the initial transfer, P transfers the 
preferred stock (the section 2701 interest) to 
P’s child. 

Example 1. Inter vivos transfer of entire sec-
tion 2701 interest, P transfers all of the pre-
ferred stock to P’s child. P and S are each 
entitled to a reduction of $750,000 in com-
puting their 1994 gift tax. P is entitled to the 
reduction because P subsequently trans-
ferred the one-half share of the section 2701 
interest as to which P was the initial trans-
feror to an individual who was not an appli-
cable family member of P. S is entitled to 
the reduction because P, an applicable fam-
ily member with respect to S, transferred 
the one-half share of the section 2701 interest 
as to which S was the initial transferor to an 
individual other than S or an applicable fam-
ily member of S. S may claim the reduction 
against S’s 1994 gifts. If S’s 1994 taxable gifts 
are less than $750,000, S may claim the re-
maining amount of the reduction against S’s 
next succeeding lifetime transfers. 

Example 2. Inter vivos transfer of portion of 
section 2701 interest, P transfers one-fourth of 
the preferred stock to P’s child. In this case, 
P and S are each entitled to a reduction of 
$187,500, the corresponding portion of the re-
duction otherwise available to each spouse 
(one-fourth of $750,000). 

Example 3. Transfer at death of donor spouse, 
P, the donor spouse in the section 2513 elec-
tion, dies on October 1, 1994, while holding 
all of the preferred stock. The executor of 
P’s estate is entitled to a reduction in the 
computation of the tentative tax under sec-

tion 2001(b). Since no reduction had been pre-
viously available with respect to the section 
2701 interest, P’s estate is entitled to a full 
reduction of $750,000 with respect to the one- 
half share of the preferred stock as to which 
P was the initial transferor. In addition, P’s 
estate is entitled to an additional reduction 
of up to $750,000 for the remaining section 
2701 interest as to which S was the initial 
transferor. The reduction for the consenting 
spouse’s remaining section 2701 interest is 
limited to that amount that will produce a 
tax saving in P’s Federal estate tax of 
$255,500, the amount of gift tax incurred by S 
by reason of the application of section 2701 
to the split initial transfer. 

Example 4. Transfer after death of donor 
spouse, The facts are the same as in Example 
3, except that S acquires the preferred stock 
from P’s estate and subsequently transfers 
the preferred stock to S’s child. S is not enti-
tled to a reduction because S ceased to be an 
initial transferor upon P’s death (and S’s 
prior taxable gifts were automatically ad-
justed at that time to the level that would 
have existed had the split initial transfer not 
been subject to section 2701). 

Example 5. Death of donor spouse after inter 
vivos transfer, (i) P transfers one-fourth of 
the preferred stock to P’s child. In this case, 
P and S are each entitled to a reduction of 
$187,500, the corresponding portion of the re-
duction otherwise available to each spouse 
(one-fourth of $750,000). S may claim the re-
duction against S’s 1994 or subsequent trans-
fers. P dies on November 1, 1994. 

(ii) P’s executor is entitled to include, in 
computing the reduction available to P’s es-
tate, the remaining reduction to which P is 
entitled and an additional amount of up to 
$562,500 ($750,000 minus $187,500, the amount 
of the remaining reduction attributable to 
the consenting spouse determined imme-
diately prior to P’s death). The amount of 
additional reduction available to P’s estate 
cannot exceed the amount that will reduce 
P’s estate tax by $178,625, the amount that 
S’s 1991 gift tax would have been increased if 
the application of section 2701 had increased 
S’s taxable gifts by only $562,500 ($750,000 ¥ 

$187,500). 

(g) Double taxation otherwise avoided. 
No reduction is available under this 
section if— 

(1) Double taxation is otherwise 
avoided in the computation of the es-
tate tax under section 2001 (or section 
2101); or 

(2) A reduction was previously taken 
under the provisions of section 
2701(e)(6) with respect to the same sec-
tion 2701 interest and the same initial 
transfer. 
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(h) Effective date. This section is ef-
fective for transfers of section 2701 in-
terests after May 4, 1994. If the transfer 
of a section 2701 interest occurred on or 
before May 4, 1994, the initial trans-
feror may rely on either this section, 
project PS–30–91 (1991–2 C.B. 1118, and 
1992–1 C.B. 1239 (see § 601.601(d)(2)(ii)(b) 
of this chapter)) or any other reason-
able interpretation of the statute. 

[T.D. 8536, 59 FR 23154, May 5, 1994] 

§ 25.2701–6 Indirect holding of inter-
ests. 

(a) In general—(1) Attribution to indi-
viduals. For purposes of section 2701, an 
individual is treated as holding an eq-
uity interest to the extent the interest 
is held indirectly through a corpora-
tion, partnership, estate, trust, or 
other entity. If an equity interest is 
treated as held by a particular indi-
vidual in more than one capacity, the 
interest is treated as held by the indi-
vidual in the manner that attributes 
the largest total ownership of the eq-
uity interest. An equity interest held 
by a lower-tier entity is attributed to 
higher-tier entities in accordance with 
the rules of this section. For example, 
if an individual is a 50-percent bene-
ficiary of a trust that holds 50 percent 
of the preferred stock of a corporation, 
25 percent of the preferred stock is con-
sidered held by the individual under 
these rules. 

(2) Corporations. A person is consid-
ered to hold an equity interest held by 
or for a corporation in the proportion 
that the fair market value of the stock 
the person holds bears to the fair mar-
ket value of all the stock in the cor-
poration (determined as if each class of 
stock were held separately by one indi-
vidual). This paragraph applies to any 
entity classified as a corporation or as 
an association taxable as a corporation 
for federal income tax purposes. 

(3) Partnerships. A person is consid-
ered to hold an equity interest held by 
or for a partnership in the proportion 
that the fair market value of the larger 
of the person’s profits interest or cap-
ital interest in the partnership bears to 
the total fair market value of the cor-
responding profits interests or capital 
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 classi-
fied as a partnership for federal income 
tax purposes. 

(4) Estates, trusts and other entities—(i) 
In general. A person is considered to 
hold an equity interest held by or for 
an estate or trust to the extent the per-
son’s beneficial interest therein may be 
satisfied by the equity interest held by 
the estate or trust, or the income or 
proceeds thereof, assuming the max-
imum exercise of discretion in favor of 
the person. A beneficiary of an estate 
or trust who cannot receive any dis-
tribution with respect to an equity in-
terest held by the estate or trust, in-
cluding the income therefrom or the 
proceeds from the disposition thereof, 
is not considered the holder of the eq-
uity interest. Thus, if stock held by a 
decedent’s estate has been specifically 
bequeathed to one beneficiary and the 
residue of the estate has been be-
queathed to other beneficiaries, the 
stock is considered held only by the 
beneficiary to whom it was specifically 
bequeathed. However, any person who 
may receive distributions from a trust 
is considered to hold an equity interest 
held by the trust if the distributions 
may be made from current or accumu-
lated income from or the proceeds from 
the disposition of the equity interest, 
even though under the terms of the 
trust the interest can never be distrib-
uted to that person. This paragraph ap-
plies to any entity that is not classi-
fied as a corporation, an association 
taxable as a corporation, or a partner-
ship for federal income tax purposes. 

(ii) Special rules—(A) Property is held 
by a decedent’s estate if the property is 
subject to claims against the estate 
and expenses of administration. 

(B) A person holds a beneficial inter-
est in a trust or an estate so long as 
the person may receive distributions 
from the trust or the estate other than 
payments for full and adequate consid-
eration. 

(C) An individual holds an equity in-
terest held by or for a trust if the indi-
vidual is considered an owner of the 
trust (a ‘‘grantor trust’’) under subpart 
E, part 1, subchapter J of the Internal 
Revenue Code (relating to grantors and 
others treated as substantial owners). 
However, if an individual is treated as 
the owner of only a fractional share of 
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a grantor trust because there are mul-
tiple grantors, the individual holds 
each equity interest held by the trust, 
except to the extent that the fair mar-
ket value of the interest exceeds the 
fair market value of the fractional 
share. 

(5) Multiple attribution—(i) Applicable 
retained interests. If this section at-
tributes an applicable retained interest 
to more than one individual in a class 
consisting of the transferor and one or 
more applicable family members, the 
interest is attributed within that class 
in the following order— 

(A) If the interest is held in a grantor 
trust, to the individual treated as the 
holder thereof; 

(B) To the transferor; 
(C) To the transferor’s spouse; or 
(D) To each applicable family mem-

ber on a pro rata basis. 
(ii) Subordinate equity interests. If this 

section attributes a subordinate equity 
interest to more than one individual in 
a class consisting of the transferor, ap-
plicable family members, and members 
of the transferor’s family, the interest 
is attributed within that class in the 
following order— 

(A) To the transferee; 
(B) To each member of the trans-

feror’s family on a pro rata basis; 
(C) If the interest is held in a grantor 

trust, to the individual treated as the 
holder thereof; 

(D) To the transferor; 
(E) To the transferor’s spouse; or 
(F) To each applicable family mem-

ber on a pro rata basis. 
(b) Examples. The following examples 

illustrate the provisions of this sec-
tion: 

Example 1. A, an individual, holds 25 per-
cent by value of each class of stock of Y Cor-
poration. Persons unrelated to A hold the re-
maining stock. Y holds 50 percent of the 
stock of Corporation X. Under paragraph 
(a)(2) of this section, Y’s interests in X are 
attributed proportionately to the share-
holders of Y. Accordingly, A is considered to 
hold a 12.5 percent (25 percent × 50 percent) 
interest in X. 

Example 2. Z Bank’s authorized capital con-
sists of 100 shares of common stock and 100 
shares of preferred stock. A holds 60 shares 
of each (common and preferred) and A’s 
child, B, holds 40 shares of common stock. Z 
holds the balance of its own preferred stock, 
30 shares as part of a common trust fund it 
maintains and 10 shares permanently set 

aside to satisfy a deferred obligation. For 
purposes of section 2701, A holds 60 shares of 
common stock and 66 shares of preferred 
stock in Z, 60 shares of each class directly 
and 6 shares of preferred stock indirectly (60 
percent of the 10 shares set aside to fund the 
deferred obligation). 

Example 3. An irrevocable trust holds a 10- 
percent general partnership interest in Part-
nership Q. One-half of the trust income is re-
quired to be distributed to O Charity. The 
other one-half of the income is to be distrib-
uted to D during D’s life and thereafter to E 
for such time as E survives D. D holds one- 
half of the trust’s interest in Q by reason of 
D’s present right to receive one-half of the 
trust’s income, and E holds one-half of the 
trust’s interest in Q by reason of E’s future 
right to receive one-half of the trust’s in-
come. Nevertheless, no family member is 
treated as holding more than one-half of the 
trust’s interest in Q because at no time will 
either D or E actually hold, in the aggregate, 
any right with respect to income or corpus 
greater than one-half. 

Example 4. An irrevocable trust holds a 10- 
percent general partnership interest in part-
nership M. One-half of the trust income is to 
be paid to D for D’s life. The remaining in-
come may, in the trustee’s discretion, be ac-
cumulated or paid to or for the benefit of a 
class that includes D’s child F, in such 
amounts as the trustee determines. On the 
death of the survivor of D and F, the trust 
corpus is required to be distributed to O 
Charity. The trust’s interest in M is held by 
the trust’s beneficiaries to the extent that 
present and future income or corpus may be 
distributed to them. Accordingly, D holds 
one-half of the trust’s interest in M because 
D is entitled to receive one-half of the trust 
income currently. F holds the entire value of 
the interest because F is a member of the 
class eligible to receive the entire trust in-
come for such time as F survives D. See 
paragraph (a)(5) of this section for rules ap-
plicable in the case of multiple attribution. 

Example 5. The facts are the same as in Ex-
ample 4, except that all the income is re-
quired to be paid to O Charity for the trust’s 
initial year. The result is the same as in Ex-
ample 4. 

[T.D. 8395, 57 FR 4263, Feb. 4, 1992] 

§ 25.2701–7 Separate interests. 
The Secretary may, by regulation, 

revenue ruling, notice, or other docu-
ment of general application, prescribe 
rules under which an applicable re-
tained interest is treated as two or 
more separate interests for purposes of 
section 2701. In addition, the Commis-
sioner may, by ruling issued to a tax-
payer upon request, treat any applica-
ble retained interest as two or more 
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separate interests as may be necessary 
and appropriate to carry out the pur-
poses of section 2701. 

[T.D. 8395, 57 FR 4264, Feb. 4, 1992] 

§ 25.2701–8 Effective dates. 
Sections 25.2701–1 through 25.2701–4 

and §§ 25.2701–6 and 25.2701–7 are effec-
tive as of January 28, 1992. For trans-
fers made prior to January 28, 1992, tax-
payers may rely on any reasonable in-
terpretation of the statutory provi-
sions. For these purposes, the provi-
sions of the proposed regulations and 
the final regulations are considered a 
reasonable interpretation of the statu-
tory provisions. 

[T.D. 8395, 57 FR 4264, Feb. 4, 1992] 

§ 25.2702–0 Table of contents. 
This section lists the major para-

graphs contained in §§ 25.2702–1 through 
25.2702–7. 

§ 25.2702–1 Special valuation rules in the case 
of transfers of interests in trust. 

(a) Scope of section 2702. 
(b) Effect of section 2702. 
(c) Exceptions to section 2702. 
(1) Incomplete gift. 
(2) Personal residence trust. 
(3) Charitable remainder trust. 
(4) Pooled income fund. 
(5) Charitable lead trust. 
(6) Certain assignments of remainder inter-

ests. 
(7) Certain property settlements. 

§ 25.2702–2 Definitions and valuation rules. 

(a) Definitions. 
(1) Member of the family. 
(2) Transfer in trust. 
(3) Retained. 
(4) Interest. 
(5) Holder. 
(6) Qualified interest. 
(7) Qualified annuity interest. 
(8) Qualified unitrust interest. 
(9) Qualified remainder interest. 
(10) Governing instrument. 
(b) Valuation of retained interests. 
(1) In general. 
(2) Qualified interest. 
(c) Valuation of a term interest in certain 

tangible property. 
(1) In general. 
(2) Tangible property subject to rule. 
(3) Evidence of value of property. 
(4) Conversion of property. 
(5) Additions or improvements to property. 
(d) Examples. 

§ 25.2702–3 Qualified interests. 

(a) In general. 
(b) Special rules for qualified annuity in-

terests. 
(1) Payment of annuity amount. 
(2) Incorrect valuations of trust property. 
(3) Computation of annuity amount in cer-

tain circumstances. 
(4) Additional contributions prohibited. 
(c) Special rules for qualified unitrust in-

terests. 
(1) Payment of unitrust amount. 
(2) Incorrect valuations of trust property. 
(3) Computation of unitrust amount in cer-

tain circumstances. 
(d) Requirements applicable to qualified 

annuity interests and qualified unitrust in-
terests. 

(1) In general. 
(2) Contingencies. 
(3) Amounts payable to other persons. 
(4) Term of the annuity or unitrust inter-

est. 
(5) Commutation. 
(6) Use of debt obligations to satisfy the 

annuity or unitrust payment obligation. 
(e) Examples. 
(f) Qualified remainder interest. 
(1) Requirements. 
(2) Remainder interest. 
(3) Examples. 

§ 25.2702–4 Certain property treated as held in 
trust. 

(a) In general. 
(b) Leases. 
(c) Joint purchases. 
(d) Examples. 

§ 25.2702–5 Personal residence trusts. 

(a) In general. 
(b) Personal residence trust. 
(1) In general. 
(2) Personal residence. 
(3) Qualified proceeds. 
(c) Qualified personal residence trust. 
(1) In genera1. 
(2) Personal residence. 
(3) Income of the trust. 
(4) Distributions from the trust to other 

persons. 
(5) Assets of the trust. 
(6) Commutation. 
(7) Cessation of use as a personal residence. 
(8) Disposition of trust assets on cessation 

as qualified personal residence trust. 
(d) Examples. 

§ 25.2702–6 Reduction in taxable gifts. 

(a) Transfers of retained interests in trust. 
(1) Inter vivos transfers. 
(2) Testamentary transfers. 
(3) Gift splitting. 
(b) Amount of reduction. 
(1) In general. 
(2) Treatment of annual exclusion. 
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(3) Overlap with section 2001. 
(c) Examples. 

§ 25.2702–7 Effective dates. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 9181, 
70 FR 9223, Feb. 25, 2005] 

§ 25.2702–1 Special valuation rules in 
the case of transfers of interests in 
trust. 

(a) Scope of section 2702. Section 2702 
provides special rules to determine the 
amount of the gift when an individual 
makes a transfer in trust to (or for the 
benefit of) a member of the individual’s 
family and the individual or an appli-
cable family member retains an inter-
est in the trust. Section 25.2702–4 treats 
certain transfers of property as trans-
fers in trust. Certain transfers, includ-
ing transfers to a personal residence 
trust, are not subject to section 2702. 
See paragraph (c) of this section. Mem-
ber of the family is defined in § 25.2702– 
2(a)(1). Applicable family member is de-
fined in § 25.2701–1(d)(2). 

(b) Effect of section 2702. If section 2702 
applies to a transfer, the value of any 
interest in the trust retained by the 
transferor or any applicable family 
member is determined under § 25.2702– 
2(b). The amount of the gift, if any, is 
then determined by subtracting the 
value of the interests retained by the 
transferor or any applicable family 
member from the value of the trans-
ferred property. If the retained interest 
is not a qualified interest (as defined in 
§ 25.2702–3), the retained interest is gen-
erally valued at zero, and the amount 
of the gift is the entire value of the 
property. 

(c) Exceptions to section 2702. Section 
2702 does not apply to the following 
transfers. 

(1) Incomplete gift. A transfer no por-
tion of which would be treated as a 
completed gift without regard to any 
consideration received by the trans-
feror. If a transfer is wholly incomplete 
as to an undivided fractional share of 
the property transferred (without re-
gard to any consideration received by 
the transferor), for purposes of this 
paragraph the transfer is treated as in-
complete as to that share. 

(2) Personal residence trust. A transfer 
in trust that meets the requirements of 
§ 25.2702–5. 

(3) Charitable remainder trust. (i) For 
transfers made on or after May 19, 1997, 
a transfer to a pooled income fund de-
scribed in section 642(c)(5); a transfer 
to a charitable remainder annuity 
trust described in section 664(d)(1); a 
transfer to a charitable remainder 
unitrust described in section 664(d)(2) if 
under the terms of the governing in-
strument the unitrust amount can be 
computed only under section 
664(d)(2)(A); and a transfer to a chari-
table remainder unitrust if under the 
terms of the governing instrument the 
unitrust amount can be computed 
under section 664(d)(2) and (3) and ei-
ther there are only two consecutive 
noncharitable beneficial interests and 
the transferor holds the second of the 
two interests, or the only permissible 
recipients of the unitrust amount are 
the transferor, the transferor’s U.S. 
citizen spouse, or both the transferor 
and the transferor’s U.S. citizen 
spouse. 

(ii) For transfers made before May 19, 
1997, a transfer in trust if the remain-
der interest in the trust qualifies for a 
deduction under section 2522. 

(4) Pooled income fund. A transfer of 
property to a pooled income fund (as 
defined in section 642(c)(5)). 

(5) Charitable lead trust. A transfer in 
trust if the only interest in the trust, 
other than the remainder interest or a 
qualified annuity or unitrust interest, 
is an interest that qualifies for deduc-
tion under section 2522. 

(6) Certain assignments of remainder in-
terests. The assignment of a remainder 
interest if the only retained interest of 
the transferor or an applicable family 
member is as the permissible recipient 
of distributions of income in the sole 
discretion of an independent trustee (as 
defined in section 674(c)). 

(7) Certain property settlements. A 
transfer in trust if the transfer of an 
interest to a spouse is deemed to be for 
full and adequate consideration by rea-
son of section 2516 (relating to certain 
property settlements) and the remain-
ing interests in the trust are retained 
by the other spouse. 
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(8) Transfer or assignment to a Quali-
fied Domestic Trust. A transfer or as-
signment (as described in section 
2056(d)(2)(B)) by a noncitizen surviving 
spouse of property to a Qualified Do-
mestic Trust under the circumstances 
described in § 20.2056A–4(b) of this chap-
ter, where the surviving spouse retains 
an interest in the transferred property 
that is not a qualified interest and the 
transfer is not described in sections 
2702(a)(3)(A)(ii) or 2702(c)(4). 

[T.D. 8395, 57 FR 4265, Feb. 4, 1992, as amend-
ed by T.D. 8612, 60 FR 43554, Aug. 22, 1995; 
T.D. 8791, 63 FR 68194, Dec. 10, 1998] 

§ 25.2702–2 Definitions and valuation 
rules. 

(a) Definitions. The following defini-
tions apply for purposes of section 2702 
and the regulations thereunder. 

(1) Member of the family. With respect 
to any individual, member of the fam-
ily means the individual’s spouse, any 
ancestor or lineal descendant of the in-
dividual or the individual’s spouse, any 
brother or sister of the individual, and 
any spouse of the foregoing. 

(2) Transfer in trust. A transfer in 
trust includes a transfer to a new or 
existing trust and an assignment of an 
interest in an existing trust. Transfer 
in trust does not include— 

(i) The exercise, release or lapse of a 
power of appointment over trust prop-
erty that is not a transfer under chap-
ter 12; or 

(ii) The execution of a qualified dis-
claimer (as defined in section 2518). 

(3) Retained. Retained means held by 
the same individual both before and 
after the transfer in trust. In the case 
of the creation of a term interest, any 
interest in the property held by the 
transferor immediately after the trans-
fer is treated as held both before and 
after the transfer. 

(4) Interest. An interest in trust in-
cludes a power with respect to a trust 
if the existence of the power would 
cause any portion of a transfer to be 
treated as an incomplete gift under 
chapter 12. 

(5) Holder. The holder is the person to 
whom the annuity or unitrust interest 
is payable during the fixed term of that 
interest. References to holder shall 
also include the estate of that person. 

(6) Qualified interest. Qualified inter-
est means a qualified annuity interest, 
a qualified unitrust interest, or a quali-
fied remainder interest. If a transferor 
retains a power to revoke a qualified 
annuity interest or qualified unitrust 
interest of the transferor’s spouse, then 
the revocable qualified annuity or 
unitrust interest of the transferor’s 
spouse is treated as a retained qualified 
interest of the transferor. In order for 
the transferor to be treated as having 
retained a qualified interest under the 
preceding sentence, the interest of the 
transferor’s spouse (the successor hold-
er) must be an interest that meets the 
requirements of a qualified annuity in-
terest in accordance with § 25.2702–3(b) 
and (d), or a qualified unitrust interest 
in accordance with § 25.2702–3(c) and (d), 
but for the transferor’s retained power 
to revoke the interest. 

(7) Qualified annuity interest. Quali-
fied annuity interest means an interest 
that meets all the requirements of 
§ 25.2702–3(b) and (d). 

(8) Qualified unitrust interest. Quali-
fied unitrust interest means an inter-
est that meets all the requirements of 
§ 25.2702–3(c) and (d). 

(9) Qualified remainder interest. Quali-
fied remainder interest means an inter-
est that meets all the requirements of 
§ 25.2702–3(f). 

(10) Governing instrument. Governing 
instrument means the instrument or 
instruments creating and governing 
the operation of the trust arrange-
ment. 

(b) Valuation of retained interests—(1) 
In general. Except as provided in para-
graphs (b)(2) and (c) of this section, the 
value of any interest retained by the 
transferor or an applicable family 
member is zero. 

(2) Qualified interest. The value of a 
qualified annuity interest and a quali-
fied remainder interest following a 
qualified annuity interest are deter-
mined under section 7520. The value of 
a qualified unitrust interest and a 
qualified remainder interest following 
a qualified unitrust interest are deter-
mined as if they were interests de-
scribed in section 664. 

(c) Valuation of a term interest in cer-
tain tangible property—(1) In general. If 
section 2702 applies to a transfer in 
trust of tangible property described in 
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paragraph (c)(2) of this section (‘‘tan-
gible property’’), the value of a re-
tained term interest (other than a 
qualified interest) is not determined 
under section 7520 but is the amount 
the transferor establishes as the 
amount a willing buyer would pay a 
willing seller for the interest, each 
having reasonable knowledge of the 
relevant facts and neither being under 
any compulsion to buy or sell. If the 
transferor cannot reasonably establish 
the value of the term interest pursuant 
to this paragraph (c)(1), the interest is 
valued at zero. 

(2) Tangible property subject to rule—(i) 
In general. Except as provided in para-
graph (c)(2)(ii) of this section, para-
graph (c)(1) of this section applies only 
to tangible property— 

(A) For which no deduction for depre-
ciation or depletion would be allowable 
if the property were used in a trade or 
business or held for the production of 
income; and 

(B) As to which the failure to exer-
cise any rights under the term interest 
would not increase the value of the 
property passing at the end of the term 
interest. 

(ii) Exception for de minimis amounts of 
depreciable property. In determining 
whether property meets the require-
ments of this paragraph (c)(2) at the 
time of the transfer in trust, improve-
ments that would otherwise cause the 
property not to qualify are ignored if 
the fair market value of the improve-
ments, in the aggregate, do not exceed 
5 percent of the fair market value of 
the entire property. 

(3) Evidence of value of property. The 
best evidence of the value of any term 
interest to which this paragraph (c) ap-
plies is actual sales or rentals that are 
comparable both as to the nature and 
character of the property and the dura-
tion of the term interest. Little weight 
is accorded appraisals in the absence of 
such evidence. Amounts determined 
under section 7520 are not evidence of 
what a willing buyer would pay a will-
ing seller for the interest. 

(4) Conversion of property—(i) In gen-
eral. Except as provided in paragraph 
(c)(4)(iii) of this section, if a term in-
terest in property is valued under para-
graph (c)(1) of this section, and during 
the term the property is converted into 

property a term interest in which 
would not qualify for valuation under 
paragraph (c)(1) of this section, the 
conversion is treated as a transfer for 
no consideration for purposes of chap-
ter 12 of the value of the unexpired por-
tion of the term interest. 

(ii) Value of unexpired portion of term 
interest. For purposes of paragraph 
(c)(4)(i) of this section, the value of the 
unexpired portion of a term interest is 
the amount that bears the same rela-
tion to the value of the term interest 
as of the date of conversion (deter-
mined under section 7520 using the rate 
in effect under section 7520 on the date 
of the original transfer and the fair 
market value of the property as of the 
date of the original transfer) as the 
value of the term interest as of the 
date of the original transfer (deter-
mined under paragraph (c)(1) of this 
section) bears to the value of the term 
interest as of the date of the original 
transfer (determined under section 
7520). 

(iii) Conversion to qualified annuity in-
terest. The conversion of tangible prop-
erty previously valued under paragraph 
(c)(1) of this section into property a 
term interest in which would not qual-
ify for valuation under paragraph (c)(1) 
of this section is not a transfer of the 
value of the unexpired portion of the 
term interest if the interest thereafter 
meets the requirements of a qualified 
annuity interest. The rules of § 25.2702– 
5(d)(8) (including governing instrument 
requirements) apply for purposes of de-
termining the amount of the annuity 
payment required to be made and the 
determination of whether the interest 
meets the requirements of a qualified 
annuity interest. 

(5) Additions or improvements to prop-
erty—(i) Additions or improvements sub-
stantially affecting nature of property. If 
an addition or improvement is made to 
property a term interest in which was 
valued under paragraph (c)(1) of this 
section, and the addition or improve-
ment affects the nature of the property 
to such an extent that the property 
would not be treated as property meet-
ing the requirements of paragraph 
(c)(2) of this section if the property had 
included the addition or improvement 
at the time it was transferred, the en-
tire property is deemed, for purposes of 
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paragraph (c)(4) of this section, to con-
vert (effective as of the date the addi-
tion or improvement is commenced) 
into property a term interest in which 
would not qualify for valuation under 
paragraph (c)(1) of this section. 

(ii) Other additions or improvements. If 
an addition or improvement is made to 
property, a term interest in which was 
valued under paragraph (c)(1) of this 
section, and the addition or improve-
ment does not affect the nature of the 
property to such an extent that the 
property would not be treated as prop-
erty meeting the requirements of para-
graph (c)(2) of this section if the prop-
erty had included the addition or im-
provement at the time it was trans-
ferred, the addition or improvement is 
treated as an additional transfer (effec-
tive as of the date the addition or im-
provement is commenced) subject to 
§ 25.2702–2(b)(1). 

(d) Examples. (1) The following exam-
ples illustrate the rules of § 25.2702–1 
and § 25.2702–2. Each example assumes 
that all applicable requirements of 
those sections not specifically de-
scribed in the example are met. 

Example 1. A transfers property to an irrev-
ocable trust, retaining the right to receive 
the income of the trust for 10 years. On the 
expiration of the 10-year term, the trust is to 
terminate and the trust corpus is to be paid 
to A’s child. However, if A dies during the 10- 
year term, the entire trust corpus is to be 
paid to A’s estate. Each retained interest is 
valued at zero because it is not a qualified 
interest. Thus, the amount of A’s gift is the 
fair market value of the property transferred 
to the trust. 

Example 2. A transfers property to an irrev-
ocable trust, retaining a 10-year annuity in-
terest that meets the requirements set forth 
in § 25.2702–3 for a qualified annuity interest. 
Upon expiration of the 10-year term, the 
trust is to terminate and the trust corpus is 
to be paid to A’s child. The amount of A’s 
gift is the fair market value of the property 
transferred to the trust less the value of the 
retained qualified annuity interest deter-
mined under section 7520. 

Example 3. D transfers property to an irrev-
ocable trust under which the income is pay-
able to D’s spouse for life. Upon the death of 
D’s spouse, the trust is to terminate and the 
trust corpus is to be paid to D’s child. D re-
tains no interest in the trust. Although the 
spouse is an applicable family member of D 
under section 2702, the spouse has not re-
tained an interest in the trust because the 
spouse did not hold the interest both before 

and after the transfer. Section 2702 does not 
apply because neither the transferor nor an 
applicable family member has retained an 
interest in the trust. The result is the same 
whether or not D elects to treat the transfer 
as a transfer of qualified terminable interest 
property under section 2056(b)(7). 

Example 4. A transfers property to an irrev-
ocable trust, under which the income is to be 
paid to A for life. Upon termination of the 
trust, the trust corpus is to be distributed to 
A’s child. A also retains certain powers over 
principal that cause the transfer to be whol-
ly incomplete for federal gift tax purposes. 
Section 2702 does not apply because no por-
tion of the transfer would be treated as a 
completed gift. 

Example 5. The facts are the same as in Ex-
ample 4, except that the trust is divided into 
separate fractional shares and A’s retained 
powers apply to only one of the shares. Sec-
tion 2702 applies except with respect to the 
share of the trust as to which A’s retained 
powers cause the transfer to be an incom-
plete gift. 

(2) The following facts apply for Ex-
amples 6 through 8 (examples illus-
trating § 25.2702–2(c)—tangible property 
exception): 

Facts. A transfers a painting having a fair 
market value of $2,000,000 to A’s child, B, re-
taining the use of the painting for 10 years. 
The painting does not possess an ascertain-
able useful life. Assume that the painting 
would not be depreciable if it were used in a 
trade or business or held for the production 
of income. Assume that the value of A’s term 
interest, determined under section 7520, is 
$1,220,000, and that A establishes that a will-
ing buyer of A’s interest would pay $500,000 
for the interest. 

Example 6. A’s term interest is not a quali-
fied interest under § 25.2702–3. However, be-
cause of the nature of the property, A’s fail-
ure to exercise A’s rights with regard to the 
painting would not be expected to cause the 
value of the painting to be higher than it 
would otherwise be at the time it passes to 
B. Accordingly, A’s interest is valued under 
§ 25.2702–2(c)(1) at $500,000. The amount of A’s 
gift is $1,500,000, the difference between the 
fair market value of the painting and the 
amount determined under § 25.2702–2(c)(1). 

Example 7. Assume that the only evidence 
produced by A to establish the value of A’s 
10-year term interest is the amount paid by 
a museum for the right to use a comparable 
painting for 1 year. A asserts that the value 
of the 10-year term is 10 times the value of 
the 1-year term. A has not established the 
value of the 10-year term interest because a 
series of short-term rentals the aggregate 
duration of which equals the duration of the 
actual term interest does not establish what 
a willing buyer would pay a willing seller for 
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the 10-year term interest. However, the value 
of the 10-year term interest is not less than 
the value of the 1-year term because it can 
be assumed that a willing buyer would pay 
no less for a 10-year term interest than a 1- 
year term interest. 

Example 8. Assume that after 24 months A 
and B sell the painting for $2,000,000 and in-
vest the proceeds in a portfolio of securities. 
A continues to hold an income interest in 
the securities for the duration of the 10-year 
term. Under § 25.2702–2(c)(4) the conversion of 
the painting into a type of property a term 
interest in which would not qualify for valu-
ation under § 25.2702–2(c)(1) is treated as a 
transfer by A of the value of the unexpired 
portion of A’s original term interest, unless 
the property is thereafter held in a trust 
meeting the requirements of a qualified an-
nuity interest. Assume that the value of A’s 
remaining term interest in $2,000,000 (deter-
mined under section 7520 using the section 
7520 rate in effect on the date of the original 
transfer) is $1,060,000. The value of the unex-
pired portion of A’s interest is $434,426, the 
amount that bears the same relation to 
$1,060,000 as $500,000 (the value of A’s interest 
as of the date of the original transfer deter-
mined under paragraph (c)(1) of this section) 
bears to $1,220,000 (the value of A’s interest 
as of the date of the original transfer deter-
mined under section 7520). 

[T.D. 8395, 57 FR 4265, Feb. 4, 1992, as amend-
ed by T.D. 9181, 70 FR 9223, Feb. 25, 2005] 

§ 25.2702–3 Qualified interests. 

(a) In general. This section provides 
rules for determining if an interest is a 
qualified annuity interest, a qualified 
unitrust interest, or a qualified re-
mainder interest. 

(b) Special rules for qualified annuity 
interests. An interest is a qualified an-
nuity interest only if it meets the re-
quirements of this paragraph and para-
graph (d) of this section. 

(1) Payment of annuity amount—(i) In 
general. A qualified annuity interest is 
an irrevocable right to receive a fixed 
amount. The annuity amount must be 
payable to (or for the benefit of) the 
holder of the annuity interest at least 
annually. A right of withdrawal, 
whether or not cumulative, is not a 
qualified annuity interest. Issuance of 
a note, other debt instrument, option, 
or other similar financial arrangement, 
directly or indirectly, in satisfaction of 
the annuity amount does not con-
stitute payment of the annuity 
amount. 

(ii) Fixed amount. A fixed amount 
means— 

(A) A stated dollar amount payable 
periodically, but not less frequently 
than annually, but only to the extent 
the amount does not exceed 120 percent 
of the stated dollar amount payable in 
the preceding year; or 

(B) A fixed fraction or percentage of 
the initial fair market value of the 
property transferred to the trust, as fi-
nally determined for federal tax pur-
poses, 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 year. 

(iii) Income in excess of the annuity 
amount. An annuity interest does not 
fail to be a qualified annuity interest 
merely because the trust permits in-
come in excess of the amount required 
to pay the annuity amount to be paid 
to or for the benefit of the holder of the 
qualified annuity interest. Neverthe-
less, the right to receive the excess in-
come is not a qualified interest and is 
not taken into account in valuing the 
qualified annuity interest. 

(2) Incorrect valuations of trust prop-
erty. If the annuity is stated in terms 
of a fraction or percentage of the ini-
tial fair market value of the trust 
property, the governing instrument 
must contain provisions meeting the 
requirements of § 1.664–2(a)(1)(iii) of 
this chapter (relating to adjustments 
for any incorrect determination of the 
fair market value of the property in 
the trust). 

(3) Period for payment of annuity 
amount. The annuity amount may be 
payable based on either the anniver-
sary date of the creation of the trust or 
the taxable year of the trust. In either 
situation, the annuity amount may be 
paid annually or more frequently, such 
as semi-annually, quarterly, or month-
ly. If the payment is made based on the 
anniversary date, proration of the an-
nuity amount is required only if the 
last period during which the annuity is 
payable to the grantor is a period of 
less than 12 months. If the payment is 
made based on the taxable year, prora-
tion of the annuity amount is required 
for each short taxable year of the trust 
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during the grantor’s term. The pro-
rated amount is the annual annuity 
amount multiplied by a fraction, the 
numerator of which is the number of 
days in the short period and the de-
nominator of which is 365 (366 if Feb-
ruary 29 is a day included in the nu-
merator). 

(4) Payment of the annuity amount in 
certain circumstances. An annuity 
amount payable based on the anniver-
sary date of the creation of the trust 
must be paid no later than 105 days 
after the anniversary date. An annuity 
amount payable based on the taxable 
year of the trust may be paid after the 
close of the taxable year, provided the 
payment is made no later than the date 
by which the trustee is required to file 
the Federal income tax return of the 
trust for the taxable year (without re-
gard to extensions). If the trustee re-
ports for the taxable year pursuant to 
§ 1.671–4(b) of this chapter, the annuity 
payment must be made no later than 
the date by which the trustee would 
have been required to file the Federal 
income tax return of the trust for the 
taxable year (without regard to exten-
sions) had the trustee reported pursu-
ant to § 1.671–4(a) of this chapter. 

(5) Additional contributions prohibited. 
The governing instrument must pro-
hibit additional contributions to the 
trust. 

(c) Special rules for qualified unitrust 
interests. An interest is a qualified 
unitrust interest only if it meets the 
requirements of this paragraph and 
paragraph (d) of this section. 

(1) Payment of unitrust amount—(i) In 
general. A qualified unitrust interest is 
an irrevocable right to receive pay-
ment periodically, but not less fre-
quently than annually, of a fixed per-
centage of the net fair market value of 
the trust assets, determined annually. 
For rules relating to computation of 
the net fair market value of the trust 
assets see § 25.2522(c)–3(c)(2)(vii). The 
unitrust amount must be payable to 
(or for the benefit of) the holder of the 
unitrust interest at least annually. A 
right of withdrawal, whether or not cu-
mulative, is not a qualified unitrust in-
terest. Issuance of a note, other debt 
instrument, option, or other similar fi-
nancial arrangement, directly or indi-
rectly, in satisfaction of the unitrust 

amount does not constitute payment of 
the unitrust amount. 

(ii) Fixed percentage. A fixed percent-
age is a fraction or percentage of the 
net fair market value of the trust as-
sets, determined annually, payable pe-
riodically 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 per-
centage payable in the preceding year. 

(iii) Income in excess of unitrust 
amount. A unitrust interest does not 
fail to be a qualified unitrust interest 
merely because the trust permits in-
come in excess of the amount required 
to pay the unitrust amount to be paid 
to or for the benefit of the holder of the 
qualified unitrust interest. Neverthe-
less, the right to receive the excess in-
come is not a qualified interest and is 
not taken into account in valuing the 
qualified unitrust interest. 

(2) Incorrect valuations of trust prop-
erty. The governing instrument must 
contain provisions meeting the require-
ments of § 1.664–3(a)(1)(iii) of this chap-
ter (relating to the incorrect deter-
mination of the fair market value of 
the property in the trust). 

(3) Period for payment of unitrust 
amount. The unitrust amount may be 
payable based on either the anniver-
sary date of the creation of the trust or 
the taxable year of the trust. In either 
situation, the unitrust amount may be 
paid annually or more frequently, such 
as semi-annually, quarterly, or month-
ly. If the payment is made based on the 
anniversary date, proration of the 
unitrust amount is required only if the 
last period during which the annuity is 
payable to the grantor is a period of 
less than 12 months. If the payment is 
made based on the taxable year, prora-
tion of the unitrust amount is required 
for each short taxable year of the trust 
during the grantor’s term. The pro-
rated amount is the annual unitrust 
amount multiplied by a fraction, the 
numerator of which is the number of 
days in the short period and the de-
nominator of which is 365 (366 if Feb-
ruary 29 is a day included in the nu-
merator). 

(4) Payment of the unitrust amount in 
certain circumstances. A unitrust 
amount payable based on the anniver-
sary date of the creation of the trust 
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must be paid no later than 105 days 
after the anniversary date. A unitrust 
amount payable based on the taxable 
year of the trust may be paid after the 
close of the taxable year, provided the 
payment is made no later than the date 
by which the trustee is required to file 
the Federal income tax return of the 
trust for the taxable year (without re-
gard to extensions). If the trustee re-
ports for the taxable year pursuant to 
§ 1.671–4(b) of this chapter, the unitrust 
payment must be made no later than 
the date by which the trustee would 
have been required to file the Federal 
income tax return of the trust for the 
taxable year (without regard to exten-
sions) had the trustee reported pursu-
ant to § 1.671–4(a) of this chapter. 

(d) Requirements applicable to qualified 
annuity interests and qualified unitrust 
interests—(1) In general. To be a quali-
fied annuity or unitrust interest, an in-
terest must be a qualified annuity in-
terest in every respect or a qualified 
unitrust interest in every respect. For 
example, if the interest consists of the 
right to receive each year a payment 
equal to the lesser of a fixed amount of 
the initial trust assets or a fixed per-
centage of the annual value of the 
trust assets, the interest is not a quali-
fied interest. If, however, the interest 
consists of the right to receive each 
year a payment equal to the greater of 
a stated dollar amount or a fixed per-
centage of the initial trust assets or a 
fixed percentage of the annual value of 
the trust assets, the interest is a quali-
fied interest that is valued at the 
greater of the two values. To be a 
qualified interest, the interest must 
meet the definition of and function ex-
clusively as a qualified interest from 
the creation of the trust. 

(2) Contingencies. A holder’s qualified 
interest must be payable in any event 
to or for the benefit of the holder for 
the fixed term of that interest. Thus, 
payment of the interest cannot be sub-
ject to any contingency other than ei-
ther the survival of the holder until 
the commencement, or throughout the 
term, of that holder’s interest, or, in 
the case of a revocable interest de-
scribed in § 25.2702–2(a)(6), the trans-
feror’s right to revoke the qualified in-
terest of that transferor’s spouse. 

(3) Amounts payable to other persons. 
The governing instrument must pro-
hibit distributions from the trust to or 
for the benefit of any person other than 
the holder of the qualified annuity or 
unitrust interest during the term of 
the qualified interest. 

(4) Term of the annuity or unitrust in-
terest. The governing instrument must 
fix the term of the annuity or unitrust 
and the term of the interest must be 
fixed and ascertainable at the creation 
of the trust. The term must be for the 
life of the 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 
same term interest. 

(5) Commutation. The governing in-
strument must prohibit commutation 
(prepayment) of the interest of the 
holder. 

(6) Use of debt obligations to satisfy the 
annuity or unitrust payment obligation— 
(i) In general. In the case of a trust cre-
ated on or after September 20, 1999, the 
trust instrument must prohibit the 
trustee from issuing a note, other debt 
instrument, option, or other similar fi-
nancial arrangement in satisfaction of 
the annuity or unitrust payment obli-
gation. 

(ii) Special rule in the case of a trust 
created prior to September 20, 1999. In the 
case of a trust created prior to Sep-
tember 20, 1999, the interest will be 
treated as a qualified interest under 
section 2702(b) if— 

(A) Notes, other debt instruments, 
options, or similar financial arrange-
ments are not issued after September 
20, 1999, to satisfy the annuity or 
unitrust payment obligation; and 

(B) Any notes or any other debt in-
struments that were issued to satisfy 
the annual payment obligation on or 
prior to September 20, 1999, are paid in 
full by December 31, 1999, and any op-
tion or similar financial arrangement 
issued to satisfy the annual payment 
obligation is terminated by December 
31, 1999, such that the grantor receives 
cash or other trust assets in satisfac-
tion of the payment obligation. For 
purposes of the preceding sentence, an 
option will be considered terminated 
only if the grantor receives cash or 
other trust assets equal in value to the 
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greater of the required annuity or 
unitrust payment plus interest com-
puted under section 7520 of the Internal 
Revenue Code, or the fair market value 
of the option. 

(e) Examples. The following examples 
illustrate the rules of paragraphs (b), 
(c), and (d) of this section. Each exam-
ple assumes that all applicable require-
ments for a qualified interest are met 
unless otherwise specifically stated. 

Example 1. A transfers property to an irrev-
ocable trust, retaining the right to receive 
the greater of $10,000 or the trust income in 
each year for a term of 10-years. Upon expi-
ration of the 10-year term, the trust is to ter-
minate and the entire trust corpus is to be 
paid to A’s child, provided that if A dies 
within the 10-year term the trust corpus is to 
be paid to A’s estate. A’s annual payment 
right is a qualified annuity interest to the 
extent of the right to receive $10,000 per year 
for 10 years or until A’s prior death, and is 
valued under section 7520 without regard to 
the right to receive any income in excess of 
$10,000 per year. The contingent reversion is 
valued at zero. The amount of A’s gift is the 
fair market value of the property transferred 
to the trust less the value of the qualified 
annuity interest. 

Example 2. U transfers property to an irrev-
ocable trust, retaining the right to receive 
$10,000 in each of years 1 through 3, $12,000 in 
each of years 4 through 6, and $15,000 in each 
of years 7 through 10. The interest is a quali-
fied annuity interest to the extent of U’s 
right to receive $10,000 per year in years 1 
through 3, $12,000 in years 4 through 6, $14,400 
in year 7, and $15,000 in years 8 through 10, 
because those amounts represent the lower 
of the amount actually payable each year or 
an amount that does not exceed 120 percent 
of the stated dollar amount for the preceding 
year. 

Example 3. S transfers property to an irrev-
ocable trust, retaining the right to receive 
$50,000 in each of years 1 through 3 and 
$10,000 in each of years 4 through 10. S’s en-
tire retained interest is a qualified annuity 
interest. 

Example 4. R transfers property to an irrev-
ocable trust retaining the right to receive 
annually an amount equal to the lesser of 8 
percent of the initial fair market value of 
the trust property or the trust income for 
the year. R’s annual payment right is not a 
qualified annuity interest to any extent be-
cause R does not have the irrevocable right 
to receive a fixed amount for each year of 
the term. 

Example 5. A transfers property to an irrev-
ocable trust, retaining the right to receive 5 
percent of the net fair market value of the 
trust property, valued annually, for 10 years. 
The interest of A (and A’s estate) to receive 

the unitrust amount for the specified term of 
10 years in all events is a qualified unitrust 
interest for a term of 10 years. 

Example 6. The facts are the same as in Ex-
ample 5, except that if A dies within the 10- 
year term the unitrust amount will be paid 
to A’s estate for an additional 35 years. As in 
Example 5, the interest of A (and A’s estate) 
to receive the unitrust amount for a speci-
fied term of 10 years in all events is a quali-
fied unitrust interest for a term of 10 years. 
However, the right of A’s estate to continue 
to receive the unitrust amount after the ex-
piration of the 10-year term if A dies within 
that 10-year period is not fixed and ascer-
tainable at the creation of the interest and is 
not a qualified unitrust interest. 

Example 7. B transfers property to an irrev-
ocable trust retaining the right to receive 
annually an amount equal to 8 percent of the 
initial fair market value of the trust prop-
erty for 10 years. Upon expiration of the 10- 
year term, the trust is to terminate and the 
entire trust corpus is to be paid to B’s child. 
The governing instrument provides that in-
come in excess of the annuity amount may 
be paid to B’s child in the trustee’s discre-
tion. B’s interest is not a qualified annuity 
interest to any extent because a person other 
than the individual holding the term interest 
may receive distributions from the trust dur-
ing the term. 

Example 8. A transfers property to an irrev-
ocable trust, retaining the right to receive 
an annuity equal to 6 percent of the initial 
net fair market value of the trust property 
for 10 years, or until A’s prior death. At the 
expiration of the 10-year term, or on A’s 
death prior to the expiration of the 10-year 
term, the annuity is to be paid to B, A’s 
spouse, if then living, for 10 years or until 
B’s prior death. A retains an inter vivos and 
testamentary power to revoke B’s interest 
during the initial 10-year term. If not exer-
cised by A during the initial 10-year term 
(whether during A’s life or on A’s death), A’s 
right to revoke B’s interest will lapse upon 
either A’s death during the 10-year term, or 
the expiration of A’s 10-year term (assuming 
A survives the term). Upon expiration of B’s 
interest (or on the expiration of A’s interest 
if A revokes B’s interest or if B predeceases 
A), the trust terminates and the trust corpus 
is payable to A’s child. Because A has made 
a completed gift of the remainder interest, 
the transfer of property to the trust is not 
incomplete as to all interests in the property 
and section 2702 applies. A’s annuity interest 
(A’s right to receive the annuity for 10 years, 
or until A’s prior death) is a retained inter-
est that is a qualified annuity interest under 
paragraphs (b) and (d) of this section. In ad-
dition, because A has retained the power to 
revoke B’s interest, B’s interest is treated as 
an interest retained by A for purposes of sec-
tion 2702. B’s successive annuity interest 
otherwise satisfies the requirements for a 
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qualified interest contained in paragraph (d) 
of this section, but for A’s power to revoke. 
The term of B’s interest is specified in the 
governing instrument and is fixed and ascer-
tainable at the creation of the trust, and B’s 
right to receive the annuity is contingent 
only on B’s survival, and A’s power to re-
voke. Following the expiration of A’s inter-
est, the annuity is to be paid for a 10-year 
term or for B’s (the successor holder’s) life, 
whichever is shorter. Accordingly, A is treat-
ed as retaining B’s revocable qualified annu-
ity interest pursuant to § 25.2702–2(a)(6). Be-
cause both A’s interest and B’s interest are 
treated as qualified interests retained by A, 
the value of the gift is the value of the prop-
erty transferred to the trust less the value of 
both A’s qualified interest and B’s qualified 
interest (subject to A’s power to revoke), 
each valued as a single-life annuity. If A sur-
vives the 10-year term without having re-
voked B’s interest, then A’s power to revoke 
lapses and A will make a completed gift to B 
at that time. Further, if A revokes B’s inter-
est prior to the commencement of that inter-
est, A is treated as making an additional 
completed gift at that time to A’s child. In 
either case, the amount of the gift would be 
the present value of B’s interest determined 
under section 7520 and the applicable regula-
tions, as of the date the revocation power 
lapses or the interest is revoked. See 
§ 25.2511–2(f). 

Example 9. (i) A transfers property to an ir-
revocable trust, retaining the right to re-
ceive 6 percent of the initial net fair market 
value of the trust property for 10 years, or 
until A’s prior death. If A survives the 10- 
year term, the trust terminates and the 
trust corpus is payable to A’s child. If A dies 
prior to the expiration of the 10-year term, 
the annuity is payable to B, A’s spouse, if 
then living, for the balance of the 10-year 
term, or until B’s prior death. A retains the 
right to revoke B’s interest. Upon expiration 
of B’s interest (or upon A’s death if A re-
vokes B’s interest or if B predeceases A), the 
trust terminates and the trust corpus is pay-
able to A’s child. As is the case in Example 8, 
A’s retained annuity interest (A’s right to 
receive the annuity for 10 years, or until A’s 
prior death) is a qualified annuity interest 
under paragraphs (b) and (d) of this section. 
However, B’s interest does not meet the re-
quirements of paragraph (d) of this section. 
The term of B’s annuity is not fixed and as-
certainable at the creation of the trust, be-
cause it is not payable for the life of B, a 
specified term of years, or for the shorter of 
those periods. Rather, B’s annuity is payable 
for an unspecified period that will depend 
upon the number of years left in the original 
term after A’s death. Further, B’s annuity is 
payable only if A dies prior to the expiration 
of the 10-year term. Thus, payment of B’s an-
nuity is not dependent solely on B’s survival, 

but rather is dependent on A’s failure to sur-
vive. 

(ii) Accordingly, the amount of the gift is 
the fair market value of the property trans-
ferred to the trust reduced by the value of 
A’s qualified interest (A’s right to receive 
the stated annuity for 10 years or until A’s 
prior death). B’s interest is not a qualified 
interest and is thus valued at zero under sec-
tion 2702. 

(f) Qualified remainder interest—(1) Re-
quirements. An interest is a qualified re-
mainder interest only if it meets all of 
the following requirements: 

(i) It is a qualified remainder interest 
in every respect. 

(ii) It meets the definition of and 
functions exclusively as a qualified in-
terest from the creation of the inter-
est. 

(iii) It is non-contingent. For this 
purpose, an interest is non-contingent 
only if it is payable to the beneficiary 
or the beneficiary’s estate in all 
events. 

(iv) All interests in the trust, other 
than non-contingent remainder inter-
ests, are qualified annuity interests or 
qualified unitrust interests. Thus, an 
interest is a qualified remainder inter-
est only if the governing instrument 
does not permit payment of income in 
excess of the annuity or unitrust 
amount to the holder of the qualified 
annuity or unitrust interest. 

(2) Remainder interest. Remainder in-
terest is the right to receive all or a 
fractional share of the trust property 
on termination of all or a 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 not a re-
mainder interest. Thus, the right to re-
ceive the original value of the trust 
corpus (or a fractional share) is not a 
remainder interest. 

(3) Examples. The following examples 
illustrate rules of this paragraph (f). 
Each example assumes that all applica-
ble requirements of a qualified interest 
are met unless otherwise specifically 
stated. 

Example 1. A transfers property to an irrev-
ocable trust. The income of the trust is pay-
able to A’s child for life. On the death of A’s 
child, the trust is to terminate and the trust 
corpus is to be paid to A. A’s remainder in-
terest is not a qualified remainder interest 
because the interest of A’s child is neither a 
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qualified annuity interest nor a qualified 
unitrust interest. 

Example 2. The facts are the same as in Ex-
ample 1, except that 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 a qualified remainder interest because 
the right of A’s child to receive income in ex-
cess of the annuity amount is not a qualified 
interest. 

Example 3. A transfers property to an irrev-
ocable trust. The trust provides a qualified 
annuity interest to A’s child for 12 years. An 
amount equal to the initial value of the 
trust corpus is to be paid to A at the end of 
that period and the balance is to be paid to 
A’s grandchild. A’s interest is not a qualified 
remainder interest because the amount A is 
to receive is not a fractional share of the 
trust property. 

Example 4. U transfers property to an irrev-
ocable trust. The trust provides a qualified 
unitrust interest to U’s child for 15 years, at 
which time the trust terminates and the 
trust corpus is paid to U or, if U is not then 
living, to U’s child. Because U’s remainder 
interest is contingent, it is not a qualified 
remainder interest. 

[T.D. 8395, 57 FR 4267, Feb. 4, 1992, as amend-
ed by T.D. 8536, 59 FR 23157, May 5, 1994; T.D. 
8633, 60 FR 66090, Dec. 21, 1995; T.D. 8899, 65 
FR 53588, Sept. 5, 2000; 65 FR 70792, Nov. 28, 
2000; T.D. 9181, 70 FR 9224, Feb. 25, 2005] 

§ 25.2702–4 Certain property treated as 
held in trust. 

(a) In general. For purposes of section 
2702, a transfer of an interest in prop-
erty with respect to which there are 
one or more term interests is treated 
as a transfer in trust. A term interest 
is one of a series of successive (as con-
trasted with concurrent) interests. 
Thus, a life interest in property or an 
interest in property for a term of years 
is a term interest. However, a term in-
terest does not include a fee interest in 
property merely because it is held as a 
tenant in common, a tenant by the 
entireties, or a joint tenant with right 
of survivorship. 

(b) Leases. A leasehold interest in 
property is not a term interest to the 
extent the lease is for full and adequate 
consideration (without regard to sec-
tion 2702). A lease will be considered for 
full and adequate consideration if, 
under all the facts and circumstances 
as of the time the lease is entered into 
or extended, a good faith effort is made 
to determine the fair rental value of 

the property and the terms of the lease 
conform to the value so determined. 

(c) Joint purchases. Solely for pur-
poses of section 2702, if an individual 
acquires a term interest in property 
and, in the same transaction or series 
of transactions, one or more members 
of the individual’s family acquire an 
interest in the same property, the indi-
vidual acquiring the term interest is 
treated as acquiring the entire prop-
erty so acquired, and transferring to 
each of those family members the in-
terests acquired by that family mem-
ber in exchange for any consideration 
paid by that family member. For pur-
poses of this paragraph (c), the amount 
of the individual’s gift will not exceed 
the amount of consideration furnished 
by that individual for all interests in 
the property. 

(d) Examples. The following examples 
illustrate rules of this section: 

Example 1. A purchases a 20-year term in-
terest in an apartment building and A’s child 
purchases the remainder interest in the 
property. A and A’s child each provide the 
portion of the purchase price equal to the 
value of their respective interests in the 
property determined under section 7520. 
Solely for purposes of section 2702, A is 
treated as acquiring the entire property and 
transferring the remainder interest to A’s 
child in exchange for the portion of the pur-
chase price provided by A’s child. In deter-
mining the amount of A’s gift, A’s retained 
interest is valued at zero because it is not a 
qualified interest. 

Example 2. K holds rental real estate valued 
at $100,000. K sells a remainder interest in 
the property to K’s child, retaining the right 
to receive the income from the property for 
20 years. Assume the purchase price paid by 
K’s child for the remainder interest is equal 
to the value of the interest determined under 
section 7520. K’s retained interest is not a 
qualified interest and is therefore valued at 
zero. K has made a gift in the amount of 
$100,000 less the consideration received from 
K’s child. 

Example 3. G and G’s child each acquire a 50 
percent undivided interest as tenants in 
common in an office building. The interests 
of G and G’s child are not term interests to 
which section 2702 applies. 

Example 4. B purchases a life estate in 
property from R, B’s grandparent, for $100 
and B’s child purchases the remainder inter-
est for $50. Assume that the value of the 
property is $300, the value of the life estate 
determined under section 7520 is $250 and the 
value of the remainder interest is $50. B is 
treated as acquiring the entire property and 
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transferring the remainder interest to B’s 
child. However, the amount of B’s gift is 
$100, the amount of consideration ($100) fur-
nished by B for B’s interest. 

Example 5. H and W enter into a written 
agreement relative to their marital and 
property rights that requires W to transfer 
property to an irrevocable trust, the terms 
of which provide that the income of the trust 
will be paid to H for 10 years. On the expira-
tion of the 10-year term, the trust is to ter-
minate and the trust corpus is to be paid to 
W. H and W divorce within two years after 
the agreement is entered into. Pursuant to 
section 2516, the transfer to H would other-
wise be deemed to be for full and adequate 
consideration. Section 2702 does not apply to 
the acquisition of the term interest by H be-
cause no member of H’s family acquired an 
interest in the property in the same trans-
action or series of transactions. The result 
would not be the same if, on the termination 
of H’s interest in the trust, the trust corpus 
were distributable to the children of H and W 
rather than W. 

[T.D. 8395, 57 FR 4269, Feb. 4, 1992] 

§ 25.2702–5 Personal residence trusts. 
(a)(1) In general. Section 2702 does not 

apply to a transfer in trust meeting the 
requirements of this section. A transfer 
in trust meets the requirements of this 
section only if the trust is a personal 
residence trust (as defined in paragraph 
(b) of this section). A trust meeting the 
requirements of a qualified personal 
residence trust (as defined in paragraph 
(c) of this section) is treated as a per-
sonal residence trust. A trust of which 
the term holder is the grantor that 
otherwise meets the requirements of a 
personal residence trust (or a qualified 
personal residence trust) is not a per-
sonal residence trust (or a qualified 
personal residence trust) if, at the time 
of transfer, the term holder of the trust 
already holds term interests in two 
trusts that are personal residence 
trusts (or qualified personal residence 
trusts) of which the term holder was 
the grantor. For this purpose, trusts 
holding fractional interests in the 
same residence are treated as one 
trust. 

(2) Modification of trust. A trust that 
does not comply with one or more of 
the regulatory requirements under 
paragraph (b) or (c) of this section will, 
nonetheless, be treated as satisfying 
these requirements if the trust is modi-
fied, by judicial reformation (or non-
judicial reformation if effective under 

state law), to comply with the require-
ments. In the case of a trust created 
after December 31, 1996, the reforma-
tion must be commenced within 90 
days after the due date (including ex-
tensions) for the filing of the gift tax 
return reporting the transfer of the 
residence under section 6075 and must 
be completed within a reasonable time 
after commencement. If the reforma-
tion is not completed by the due date 
(including extensions) for filing the 
gift tax return, the grantor or 
grantor’s spouse must attach a state-
ment to the gift tax return stating that 
the reformation has been commenced 
or will be commenced within the 90-day 
period. In the case of a trust created 
before January 1, 1997, the reformation 
must be commenced within 90 days 
after December 23, 1997 and must be 
completed within a reasonable time 
after commencement. 

(b) Personal residence trust—(1) In gen-
eral. A personal residence trust is a 
trust the governing instrument of 
which prohibits the trust from holding, 
for the original duration of the term 
interest, any asset other than one resi-
dence to be used or held for use as a 
personal residence of the term holder 
and qualified proceeds (as defined in 
paragraph (b)(3) of this section). A resi-
dence is held for use as a personal resi-
dence of the term holder so long as the 
residence is not occupied by any other 
person (other than the spouse or a de-
pendent of the term holder) and is 
available at all times for use by the 
term holder as a personal residence. A 
trust does not meet the requirements 
of this section if, during the original 
duration of the term interest, the resi-
dence may be sold or otherwise trans-
ferred by the trust or may be used for 
a purpose other than as a personal resi-
dence of the term holder. In addition, 
the trust does not meet the require-
ments of this section unless the gov-
erning instrument prohibits the trust 
from selling or transferring the resi-
dence, directly or indirectly, to the 
grantor, the grantor’s spouse, or an en-
tity controlled by the grantor or the 
grantor’s spouse, at any time after the 
original duration of the term interest 
during which the trust is a grantor 
trust. For purposes of the preceding 
sentence, a sale or transfer to another 
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grantor trust of the grantor or the 
grantor’s spouse is considered a sale or 
transfer to the grantor or the grantor’s 
spouse; however, a distribution (for no 
consideration) upon or after the expira-
tion of the original duration of the 
term interest to another grantor trust 
of the grantor or the grantor’s spouse 
pursuant to the express terms of the 
trust will not be considered a sale or 
transfer to the grantor or the grantor’s 
spouse if such other grantor trust pro-
hibits the sale or transfer of the prop-
erty to the grantor, the grantor’s 
spouse, or an entity controlled by the 
grantor or the grantor’s spouse. In the 
event the grantor dies prior to the ex-
piration of the original duration of the 
term interest, this paragraph (b)(1) 
does not apply to the distribution (for 
no consideration) of the residence to 
any person (including the grantor’s es-
tate) pursuant to the express terms of 
the trust or pursuant to the exercise of 
a power retained by the grantor under 
the terms of the trust. Further, this 
paragraph (b)(1) does not apply to any 
outright distribution (for no consider-
ation) of the residence to the grantor’s 
spouse after the expiration of the origi-
nal duration of the term interest pur-
suant to the express terms of the trust. 
For purposes of this paragraph (b)(1), a 
grantor trust is a trust treated as owned 
in whole or in part by the grantor or 
the grantor’s spouse pursuant to sec-
tions 671 through 678, and control is de-
fined in § 25.2701–2(b)(5)(ii) and (iii). Ex-
penses of the trust whether or not at-
tributable to trust principal may be 
paid directly by the term holder of the 
trust. 

(2) Personal residence—(i) In general. 
For purposes of this paragraph (b), a 
personal residence of a term holder is 
either— 

(A) The principal residence of the 
term holder (within the meaning of 
section 1034); 

(B) One other residence of the term 
holder (within the meaning of section 
280A(d)(1) but without regard to section 
280A(d)(2)); or 

(C) An undivided fractional interest 
in either. 

(ii) Additional 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 reason-
ably appropriate for residential pur-
poses (taking into account the resi-
dence’s size and location). The fact 
that a residence is subject to a mort-
gage does not affect its status as a per-
sonal residence. The term personal res-
idence does not include any personal 
property (e.g., household furnishings). 

(iii) Use of residence. A residence is a 
personal residence only if its primary 
use is as a residence of the term holder 
when occupied by the term holder. The 
principal residence of the term holder 
will not fail to meet the requirements 
of the preceding sentence merely be-
cause a portion of the residence is used 
in an activity meeting the require-
ments of section 280A(c) (1) or (4) (re-
lating to deductibility of expenses re-
lated to certain uses), provided that 
such use is secondary to use of the resi-
dence as a residence. A residence is not 
used primarily as a residence if it is 
used to provide transient lodging and 
substantial services are provided in 
connection with the provision of lodg-
ing (e.g. a hotel or a bed and breakfast). 
A residence is not a personal residence 
if, during any period not occupied by 
the term holder, its primary use is 
other than as a residence. 

(iv) Interests of spouses in the same res-
idence. If spouses hold interests in the 
same residence (including community 
property interests), the spouses may 
transfer their interests in the residence 
(or a fractional portion of their inter-
ests in the residence) to the same per-
sonal residence trust, provided that the 
governing instrument prohibits any 
person other than one of the spouses 
from holding a term interest in the 
trust concurrently with the other 
spouse. 

(3) Qualified proceeds. Qualified pro-
ceeds means the proceeds payable as a 
result of damage to, or destruction or 
involuntary conversion (within the 
meaning of section 1033) of, the resi-
dence held by a personal residence 
trust, provided that the governing in-
strument requires that the proceeds 
(including any income thereon) be rein-
vested in a personal residence within 
two years from the date on which the 
proceeds are received. 

VerDate Sep<11>2014 17:12 Apr 27, 2017 Jkt 241104 PO 00000 Frm 00714 Fmt 8010 Sfmt 8010 Q:\26\26V16.TXT 31lp
ow

el
l o

n 
D

S
K

54
D

X
V

N
1O

F
R

 w
ith

 $
$_

JO
B



705 

Internal Revenue Service, Treasury § 25.2702–5 

(c) Qualified personal residence trust— 
(1) In general. A qualified personal resi-
dence trust is a trust meeting all the 
requirements of this paragraph (c). 
These requirements must be met by 
provisions in the governing instru-
ment, and these governing instrument 
provisions must by their terms con-
tinue in effect during the existence of 
any term interest in the trust. 

(2) Personal residence—(i) In general. 
For purposes of this paragraph (c), a 
personal residence of a term holder is 
either— 

(A) The principal residence of the 
term holder (within the meaning of 
section 1034); 

(B) One other residence of the term 
holder (within the meaning of section 
280A(d)(1) but without regard to section 
280A(d)(2)); or 

(C) An undivided fractional interest 
in either. 

(ii) Additional 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 reason-
ably appropriate for residential pur-
poses (taking into account the resi-
dence’s size and location). The fact 
that a residence is subject to a mort-
gage does not affect its status as a per-
sonal residence. The term personal res-
idence does not include any personal 
property (e.g., household furnishings). 

(iii) Use of residence. A residence is a 
personal residence only if its primary 
use is as a residence of the term holder 
when occupied by the term holder. The 
principal residence of the term holder 
will not fail to meet the requirements 
of the preceding sentence merely be-
cause a portion of the residence is used 
in an activity meeting the require-
ments of section 280A(c) (1) or (4) (re-
lating to deductibility of expenses re-
lated to certain uses), provided that 
such use is secondary to use of the resi-
dence as a residence. A residence is not 
used primarily as a residence if it is 
used to provide transient lodging and 
substantial services are provided in 
connection with the provision of lodg-
ing (e.g., a hotel or a bed and break-
fast). A residence is not a personal resi-
dence if, during any period not occu-
pied by the term holder, its primary 
use is other than as a residence. A resi-

dence is not a personal residence if, 
during any period not occupied by the 
term holder, its primary use is other 
than as a residence. 

(iv) Interests of spouses in the same res-
idence. If spouses hold interests in the 
same residence (including community 
property interests), the spouses may 
transfer their interests in the residence 
(or a fractional portion of their inter-
ests in the residence) to the same 
qualified personal residence trust, pro-
vided that the governing instrument 
prohibits any person other than one of 
the spouses from holding a term inter-
est in the trust concurrently with the 
other spouse. 

(3) Income of the trust. The governing 
instrument must require that any in-
come of the trust be distributed to the 
term holder not less frequently than 
annually. 

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

(5) Assets of the trust—(i) In general. 
Except as otherwise provided in para-
graphs (c)(5)(ii) and (c)(8) of this sec-
tion, 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’’). 

(ii) Assets other than personal resi-
dence. Except as otherwise provided, 
the governing instrument may permit 
a qualified personal residence trust to 
hold the following assets (in addition 
to the residence) in the amounts and in 
the manner described in this paragraph 
(c)(5)(ii): 

(A) Additions of cash for payment of ex-
penses, etc.—(1) Additions. The gov-
erning instrument may permit addi-
tions of cash to the trust, and may per-
mit the trust to hold additions of cash 
in a separate account, in an amount 
which, when added to the cash already 
held in the account for such purposes, 
does not exceed the amount required: 

(i) For payment of trust expenses (in-
cluding mortgage payments) already 
incurred or reasonably expected to be 
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paid by the trust within six months 
from the date the addition is made; 

(ii) For improvements to the resi-
dence to be paid by the trust within six 
months from the date the addition is 
made; and 

(iii) For purchase by the trust of the 
initial residence, within three months 
of the date the trust is created, pro-
vided that no addition may be made for 
this purpose, and the trust may not 
hold any such addition, unless the 
trustee has previously entered into a 
contract to purchase that residence; 
and 

(iv) For purchase by the trust of a 
residence to replace another residence, 
within three months of the date the ad-
dition is made, provided that no addi-
tion may be made for this purpose, and 
the trust may not hold any such addi-
tion, unless the trustee has previously 
entered into a contract to purchase 
that residence. 

(2) Distributions of excess cash. If the 
governing instrument permits addi-
tions of cash to the trust pursuant to 
paragraph (c)(5)(ii)(A)(1) of this sec-
tion, the governing instrument must 
require that the trustee determine, not 
less frequently than quarterly, the 
amounts held by the trust for payment 
of expenses in excess of the amounts 
permitted by that paragraph and must 
require that those amounts be distrib-
uted immediately thereafter to the 
term holder. In addition, the governing 
instrument must require, upon termi-
nation of the term holder’s interest in 
the trust, any amounts held by the 
trust for the purposes permitted by 
paragraph (c)(5)(ii)(A)(1) of this section 
that are not used to pay trust expenses 
due and payable on the date of termi-
nation (including expenses directly re-
lated to termination) be distributed 
outright to the term holder within 30 
days of termination. 

(B) Improvements. The governing in-
strument may permit improvements to 
the residence to be added to the trust 
and may permit the trust to hold such 
improvements, provided that the resi-
dence, as improved, meets the require-
ments of a personal residence. 

(C) Sale proceeds. The governing in-
strument may permit the sale of the 
residence (except as set forth in para-
graph (c)(9) of this section) 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 permit 
the trust to hold one or more policies 
of insurance on the residence. In addi-
tion, the governing instrument may 
permit the trust to hold, in a separate 
account, proceeds of insurance payable 
to the trust as a result of damage to or 
destruction of the residence. For pur-
poses of this paragraph, amounts 
(other than insurance proceeds payable 
to the trust as a result of damage to or 
destruction of the residence) received 
as a result of the involuntary conver-
sion (within the meaning of section 
1033) of the residence are treated as 
proceeds of insurance. 

(6) Commutation. The governing in-
strument must prohibit commutation 
(prepayment) of the term holder’s in-
terest. 

(7) Cessation of use as a personal resi-
dence—(i) In general. The governing in-
strument must provide that a trust 
ceases to be a qualified personal resi-
dence trust if the residence ceases to be 
used or held for use as a personal resi-
dence of the term holder. A residence is 
held for use as a personal residence of 
the term holder so long as the resi-
dence is not occupied by any other per-
son (other than the spouse or a depend-
ent of the term holder) and is available 
at all times for use by the term holder 
as a personal residence. See § 25.2702– 
5(c)(8) for rules governing disposition 
of assets of a trust as to which the 
trust has ceased to be a qualified per-
sonal residence trust. 

(ii) Sale of personal residence. The gov-
erning instrument must provide that 
the trust ceases to be a qualified per-
sonal residence trust upon sale of the 
residence if the governing instrument 
does not permit the trust to hold pro-
ceeds of sale of the residence pursuant 
to paragraph (c)(5)(ii)(C) of this sec-
tion. If the governing instrument per-
mits the trust to hold proceeds of sale 
pursuant to that paragraph, the gov-
erning instrument must provide that 
the trust ceases to be a qualified per-
sonal residence trust with respect to 
all proceeds of sale held by the trust 
not later than the earlier of— 
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(A) The date that is two years after 
the date of sale; 

(B) The termination of the term hold-
er’s interest in the trust; or 

(C) The date on which a new resi-
dence is acquired by the trust. 

(iii) Damage to or destruction of per-
sonal residence—(A) In general. The gov-
erning instrument must provide that, 
if damage or destruction renders the 
residence unusable as a residence, the 
trust ceases to be a qualified personal 
residence trust on the date that is two 
years after the date of damage or de-
struction (or the date of termination of 
the term holder’s interest in the trust, 
if earlier) unless, prior to such date— 

(1) Replacement of or repairs to the 
residence are completed; or 

(2) A new residence is acquired by the 
trust. 

(B) Insurance proceeds. For purposes 
of this paragraph (C)(7)(iii), if the gov-
erning instrument permits the trust to 
hold proceeds of insurance received as 
a result of damage to or destruction of 
the residence pursuant to paragraph 
(c)(5)(ii)(D) of this section, the gov-
erning instrument must contain provi-
sions similar to those required by para-
graph (c)(7)(ii) of this section. 

(8) Disposition of trust assets on ces-
sation as personal residence trust—(i) In 
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 with respect to certain assets, ei-
ther— 

(A) The assets be distributed outright 
to the term holder; 

(B) The assets be converted to and 
held for the balance of the term hold-
er’s term in a separate share of the 
trust meeting the requirements of a 
qualified annuity interest; or 

(C) In the trustee’s sole discretion, 
the trustee may elect to comply with 
either paragraph (c)(8)(i) (A) or (B) of 
this section pursuant to their terms. 

(ii) Requirements for conversion to a 
qualified annuity interest—(A) Governing 
instrument requirements. For assets sub-
ject to this paragraph (c)(8) to be con-
verted to and held as a qualified annu-
ity interest, the governing instrument 
must contain all provisions required by 
§ 25.2702–3 with respect to a qualified 
annuity interest. 

(B) Effective date of annuity. The gov-
erning instrument must provide that 
the right of the term holder to receive 
the annuity amount begins on the date 
of sale of the residence, the date of 
damage to or destruction of the resi-
dence, or the date on which the resi-
dence ceases to be used or held for use 
as a personal residence, as the case 
may be (‘‘the cessation date’’). Not-
withstanding the preceding sentence, 
the governing instrument may provide 
that the trustee may defer payment of 
any annuity amount otherwise payable 
after the cessation date until the date 
that is 30 days after the assets are con-
verted to a qualified annuity interest 
under paragraph (c)(8)(i)(B) of this sec-
tion (‘‘the conversion date’’); provided 
that any deferred payment must bear 
interest from the cessation date at a 
rate not less than the section 7520 rate 
in effect on the cessation date. The 
governing instrument may permit the 
trustee to reduce aggregate deferred 
annuity payments by the amount of in-
come actually distributed by the trust 
to the term holder during the deferral 
period. 

(C) Determination of annuity amount— 
(1) In general. The governing instru-
ment must require that the annuity 
amount be no less than the amount de-
termined under this paragraph (C). 

(2) Entire trust ceases to be a qualified 
personal residence trust. If, on the con-
version date, the assets of the trust do 
not include a residence used or held for 
use as a personal residence, the annu-
ity may not be less than an amount de-
termined by dividing the lesser of the 
value of all interests retained by the 
term holder (as of the date of the origi-
nal transfer or transfers) or the value 
of all the trust assets (as of the conver-
sion date) by an annuity factor deter-
mined— 

(i) For the original term of the term 
holder’s interest; and 

(ii) At the rate used in valuing the re-
tained interest at the time of the origi-
nal transfer. 

(3) Portion of trust continues as quali-
fied personal residence trust. If, on the 
conversion date, the assets of the trust 
include a residence used or held for use 
as a personal residence, the annuity 
must not be less than the amount de-
termined under paragraph 
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(c)(8)(ii)(C)(2) of this section multiplied 
by a fraction. The numerator of the 
fraction is the excess of the fair mar-
ket value of the trust assets on the 
conversion date over the fair market 
value of the assets as to which the 
trust continues as a qualified personal 
residence trust, and the denominator of 
the fraction is the fair market value of 
the trust assets on the conversion date. 

(9) Sale of residence to grantor, 
grantor’s spouse, or entity controlled by 
grantor or grantor’s spouse. The gov-
erning instrument must prohibit the 
trust from selling or transferring the 
residence, directly or indirectly, to the 
grantor, the grantor’s spouse, or an en-
tity controlled by the grantor or the 
grantor’s spouse during the retained 
term interest of the trust, or at any 
time after the retained term interest 
that the trust is a grantor trust. For 
purposes of the preceding sentence, a 
sale or transfer to another grantor 
trust of the grantor or the grantor’s 
spouse is considered a sale or transfer 
to the grantor or the grantor’s spouse; 
however, a distribution (for no consid-
eration) upon or after the expiration of 
the retained term interest to another 
grantor trust of the grantor or the 
grantor’s spouse pursuant to the ex-
press terms of the trust will not be 
considered a sale or transfer to the 
grantor or the grantor’s spouse if such 
other grantor trust prohibits the sale 
or transfer of the property to the 
grantor, the grantor’s spouse, or an en-
tity controlled by the grantor or the 
grantor’s spouse. In the event the 
grantor dies prior to the expiration of 
the retained term interest, this para-
graph (c)(9) does not apply to the dis-
tribution (for no consideration) of the 
residence to any person (including the 
grantor’s estate) pursuant to the ex-
press terms of the trust or pursuant to 
the exercise of a power retained by the 
grantor under the terms of the trust. 
Further, this paragraph (c)(9) does not 
apply to an outright distribution (for 
no consideration) of the residence to 
the grantor’s spouse after the expira-
tion of the retained trust term pursu-
ant to the express terms of the trust. 
For purposes of this paragraph (c)(9), a 
grantor trust is a trust treated as owned 
in whole or in part by the grantor or 
the grantor’s spouse pursuant to sec-

tions 671 through 678, and control is de-
fined in § 25.2701–2(b)(5)(ii) and (iii). 

(d) Examples. The following examples 
illustrate rules of this section. Each 
example assumes that all applicable re-
quirements of a personal residence 
trust (or qualified personal residence 
trust) are met unless otherwise stated. 

Example 1. C maintains C’s principal place 
of business in one room of C’s principal resi-
dence. The room meets the requirements of 
section 280A(c)(1) for deductibility of ex-
penses related to such use. The residence is 
a personal residence. 

Example 2. L owns a vacation condominium 
that L rents out for six months of the year, 
but which is treated as L’s residence under 
section 280A(d)(1) because L occupies it for at 
least 18 days per year. L provides no substan-
tial services in connection with the rental of 
the condominium. L transfers the condo-
minium to an irrevocable trust, the terms of 
which meet the requirements of a qualified 
personal residence trust. L retains the right 
to use the condominium during L’s lifetime. 
The trust is a qualified personal residence 
trust. 

Example 3. W owns a 200-acre farm. The 
farm includes a house, barns, equipment 
buildings, a silo, and enclosures for confine-
ment of farm animals. W transfers the farm 
to an irrevocable trust, retaining the use of 
the farm for 20 years, with the remainder to 
W’s child. The trust is not a personal resi-
dence trust because the farm includes assets 
not meeting the requirements of a personal 
residence. 

Example 4. A transfers A’s principal resi-
dence to an irrevocable trust, retaining the 
right to use the residence for a 20-year term. 
The governing instrument of the trust does 
not prohibit the trust from holding personal 
property. The trust is not a qualified per-
sonal residence trust. 

Example 5. T transfers a personal residence 
to a trust that meets the requirements of a 
qualified personal residence trust, retaining 
a term interest in the trust for 10 years. Dur-
ing the period of T’s retained term interest, 
T is forced for health reasons to move to a 
nursing home. T’s spouse continues to oc-
cupy the residence. If the residence is avail-
able at all times for T’s use as a residence 
during the term (without regard to T’s abil-
ity to actually use the residence), the resi-
dence continues to be held for T’s use and 
the trust does not cease to be a qualified per-
sonal residence trust. The residence would 
cease to be held for use as a personal resi-
dence of T if the trustee rented the residence 
to an unrelated party, because the residence 
would no longer be available for T’s use at 
all times. 

Example 6. T transfers T’s personal resi-
dence to a trust that meets the requirements 
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of a qualified personal residence trust, re-
taining the right to use the residence for 12 
years. On the date the residence is trans-
ferred to the trust, the fair market value of 
the residence is $100,000. After 6 years, the 
trustee sells the residence, receiving net pro-
ceeds of $250,000, and invests the proceeds of 
sale in common stock. After an additional 
eighteen months, the common stock has paid 
$15,000 in dividends and has a fair market 
value of $260,000. On that date, the trustee 
purchases a new residence for $200,000. On the 
purchase of the new residence, the trust 
ceases to be a qualified personal residence 
trust with respect to any amount not rein-
vested in the new residence. The governing 
instrument of the trust provides that the 
trustee, in the trustee’s sole discretion, may 
elect either to distribute the excess proceeds 
or to convert the proceeds into a qualified 
annuity interest. The trustee elects the lat-
ter option. The amount of the annuity is the 
amount of the annuity that would be payable 
if no portion of the sale proceeds had been 
reinvested in a personal residence multiplied 
by a fraction. The numerator of the fraction 
is $60,000 (the amount remaining after rein-
vestment) and the denominator of the frac-
tion is $260,000 (the fair market value of the 
trust assets on the conversion date). The ob-
ligation to pay the annuity commences on 
the date of sale, but payment of the annuity 
that otherwise would have been payable dur-
ing the period between the date of sale and 
the date on which the trust ceased to be a 
qualified personal residence trust with re-
spect to the excess proceeds may be deferred 
until 30 days after the date on which the new 
residence is purchased. Any amount deferred 
must bear compound interest from the date 
the annuity is payable at the section 7520 
rate in effect on the date of sale. The $15,000 
of income distributed to the term holder dur-
ing that period may be used to reduce the 
annuity amount payable with respect to that 
period if the governing instrument so pro-
vides and thus reduce the amount on which 
compound interest is computed. 

[T.D. 8395, 57 FR 4269, Feb. 4, 1992; T.D. 8395, 
57 FR 11265, Apr. 2, 1992, as amended by T.D. 
8743, 62 FR 66988, Dec. 23, 1997] 

§ 25.2702–6 Reduction in taxable gifts. 
(a) Transfers of retained interests in 

trust—(1) Inter vivos transfers. If an indi-
vidual subsequently transfers by gift 
an interest in trust previously valued 
(when held by that individual) under 
§ 25.2702–2 (b)(1) or (c), the individual is 
entitled to a reduction in aggregate 
taxable gifts. The amount of the reduc-
tion is determined under paragraph (b) 
of this section. Thus, for example, if an 
individual transferred property to an 

irrevocable trust, retaining an interest 
in the trust that was valued at zero 
under § 25.2702–2(b)(1), and the indi-
vidual later transfers the retained in-
terest by gift, the individual is entitled 
to a reduction in aggregate taxable 
gifts on the subsequent transfer. For 
purposes of this section, aggregate tax-
able gifts means the aggregate sum of 
the individual’s taxable gifts for the 
calendar year determined under section 
2502(a)(1). 

(2) Testamentary transfers. If either— 
(i) A term interest in trust is in-

cluded 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) under 
§ 25.2702–2(b)(1) or (c), the individual’s 
estate is entitled to a reduction in the 
individual’s adjusted taxable gifts in 
computing the Federal estate tax pay-
able under section 2001. The amount of 
the reduction is determined under 
paragraph (b) of this section. 

(3) Gift splitting on subsequent transfer. 
If an individual who is entitled to a re-
duction in aggregate taxable gifts (or 
adjusted taxable gifts) subsequently 
transfers the interest in a transfer 
treated as made one-half by the indi-
vidual’s spouse under section 2513, the 
individual may assign one-half of the 
amount of the reduction to the con-
senting spouse. The assignment must 
be attached to the Form 709 on which 
the consenting spouse reports the split 
gift. 

(b) Amount of reduction—(1) In general. 
The amount of the reduction in aggre-
gate taxable gifts (or adjusted taxable 
gifts) is the lesser of— 

(i) The increase in the individual’s 
taxable gifts resulting from the inter-
est being valued at the time of the ini-
tial transfer under § 25.2702–2(b)(1) or 
(c); or 

(ii) The increase in the individual’s 
taxable gifts (or gross estate) resulting 
from the subsequent transfer of the in-
terest. 

(2) Treatment of annual exclusion. For 
purposes of determining the amount 
under paragraph (b)(1)(ii) of this sec-
tion, the exclusion under section 
2503(b) applies first to transfers in that 
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year other than the transfer of the in-
terest previously valued under § 25.2702– 
2(b)(1) or (c). 

(3) Overlap with section 2001. Notwith-
standing paragraph (b)(1) of this sec-
tion, the amount of the reduction is re-
duced to the extent section 2001 would 
apply to reduce the amount of an indi-
vidual’s adjusted taxable gifts with re-
spect to the same interest to which 
paragraph (b)(1) of this section would 
otherwise apply. 

(c) Examples. The rules of this section 
are illustrated by the following exam-
ples. The following facts apply for Ex-
amples 1–4: 

Facts. In 1992, X transferred property to an 
irrevocable trust retaining the right to re-
ceive the trust income for life. On the death 
of X, the trust is to terminate and the trust 
corpus is to be paid to X’s child, C. X’s in-
come interest had a value under section 7520 
of $40,000 at the time of the transfer; how-
ever, because X’s retained interest was not a 
qualified interest, it was valued at zero 
under § 25.2702–2(b)(1) for purposes of deter-
mining the amount of X’s gift. X’s taxable 
gifts in 1992 were therefore increased by 
$40,000. In 1993, X transfers the income inter-
est to C for no consideration. 

Example 1. Assume that the value under 
section 7520 of the income interest on the 
subsequent transfer to C is $30,000. If X 
makes no other gifts to C in 1993, X is enti-
tled to a reduction in aggregate taxable gifts 
of $20,000, the lesser of the amount by which 
X’s taxable gifts were increased as a result of 
the income interest being valued at zero on 
the initial transfer ($40,000) or the amount by 
which X’s taxable gifts are increased as a re-
sult of the subsequent transfer of the income 
interest ($30,000 minus $10,000 annual exclu-
sion). 

Example 2. Assume that in 1993, 4 months 
after X transferred the income interest to C, 
X transferred $5,000 cash to C. In deter-
mining the increase in taxable gifts occur-
ring on the subsequent transfer, the annual 
exclusion under section 2503(b) is first ap-
plied to the cash gift. X is entitled to a re-
duction in aggregate taxable gifts of $25,000, 
the lesser of the amount by which X’s tax-
able gifts were increased as a result of the 
income interest being valued at zero on the 
initial transfer ($40,000) or the amount by 
which X’s taxable gifts are increased as a re-
sult of the subsequent transfer of the income 
interest ($25,000 (($30,000 + $5,000)¥$10,000 an-
nual exclusion). 

Example 3. Assume that the value under 
section 7520 of the income interest on the 
subsequent transfer to C is $55,000. X is enti-
tled to reduce aggregate taxable gifts by 
$40,000, the lesser of the amount by which X’s 

taxable gifts were increased as a result of the 
income interest being valued at zero on the 
initial transfer ($40,000) or the amount by 
which X’s taxable gifts are increased as a re-
sult of the subsequent transfer of the income 
interest ($55,000 minus $10,000 annual exclu-
sion = $45,000). 

Example 4. Assume that X and X’s spouse, 
S, split the subsequent gift to C. X is enti-
tled to assign one-half the reduction to S. If 
the assignment is made, each is entitled to 
reduce aggregate taxable gifts by $17,500, the 
lesser of their portion of the increase in tax-
able gifts on the initial transfer by reason of 
the application of section 2702 ($20,000) and 
their portion of the increase in taxable gifts 
on the subsequent transfer of the retained 
interest ($27,500¥$10,000 annual exclusion). 

Example 5. In 1992, A transfers property to 
an irrevocable trust, retaining the right to 
receive the trust income for 10 years. On the 
expiration of the 10-year term, the trust is to 
terminate and the trust corpus is to be paid 
to A’s child, B. Assume that A’s term inter-
est has a value under section 7520 of $20,000 
at the time of the transfer; however, because 
A’s retained interest was not a qualified in-
terest, it was valued at zero under § 25.2702– 
2(b)(1) for purposes of determining the 
amount of A’s gift. Assume also that A and 
A’s spouse, S, split the gift of the remainder 
interest under section 2513. In 1993, A trans-
fers A’s term interest to D, A’s other child, 
for no consideration. A is entitled to reduce 
A’s aggregate taxable gifts on the transfer. 
Assume that A and S also split the subse-
quent gift to D, and that A dies one month 
after making the subsequent transfer of the 
term interest and S dies six months later. 
The gift of the term interest is included in 
A’s gross estate under section 2035(d)(2). To 
the extent S’s taxable gifts are reduced pur-
suant to section 2001(e), S is entitled to no 
reduction in aggregate or adjusted taxable 
gifts under this section. 

Example 6. T transfers property to an irrev-
ocable trust retaining the power to direct 
the distribution of trust income for 10 years 
among T’s descendants in whatever shares T 
deems appropriate. On the expiration of the 
10-year period, the trust corpus is to be paid 
in equal shares to T’s children. T’s transfer 
of the remainder interest is a completed gift. 
Because T’s retained interest is not a quali-
fied interest, it is valued at zero under 
§ 25.2702–2(b)(1) and the amount of T’s gift is 
the fair market value of the property trans-
ferred to the trust. The distribution of in-
come each year is not a transfer of a re-
tained interest in trust. Therefore, T is not 
entitled to reduce aggregate taxable gifts as 
a result of the distributions of income from 
the trust. 

Example 7. The facts are the same as in Ex-
ample 6, except that after 3 years T exercises 
the right to direct the distribution of trust 
income by assigning the right to the income 
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for the balance of the term to T’s child, C. 
The exercise is a transfer of a retained inter-
est in trust for purposes of this section. T is 
entitled to reduce aggregate taxable gifts by 
the lesser of the increase in taxable gifts re-
sulting from the application of section 2702 
to the initial transfer or the increase in tax-
able gifts resulting from the transfer of the 
retained interest in trust. 

Example 8. In 1992, V purchases an income 
interest for 10 years in property in the same 
transaction or series of transactions in 
which G, V’s child, purchases the remainder 
interest in the same property. V dies in 1997 
still holding the term interest, the value of 
which is includible in V’s gross estate under 
section 2033. V’s estate would be entitled to 
a reduction in adjusted taxable gifts in the 
amount determined under paragraph (b) of 
this section. 

[T.D. 8395, 57 FR 4272, Feb. 4, 1992] 

§ 25.2702–7 Effective dates. 
Except as provided in this section, 

§§ 25.2702–1 through 25.2702–6 apply as of 
January 28, 1992. With respect to trans-
fers to which section 2702 applied made 
prior to January 28, 1992, taxpayers 
may rely on any reasonable interpreta-
tion of the statutory provisions. For 
these purposes, the provisions of the 
proposed regulations and the final reg-
ulations are considered a reasonable in-
terpretation of the statutory provi-
sions. The fourth through eighth sen-
tences of § 25.2702–5(b)(1) and § 25.2702– 
5(c)(9) apply with respect to trusts cre-
ated after May 16, 1996. Section 25.2702– 
2(a)(5), the second and third sentences 
of § 25.2702–2(a)(6), § 25.2702–3(d)(2), the 
first two sentences of § 25.2702–3(d)(4), 
the last sentence of § 25.2702–3(e), Exam-
ple 5, the last two sentences of § 25.2702– 
3(e), Example 6, and § 25.2702–3(e), Exam-
ples 8 and 9, apply for trusts created on 
or after July 26, 2004. However, the In-
ternal Revenue Service will not chal-
lenge any prior application of the 
changes to Examples 5 and 6 in § 25.2702– 
3(e). 

[T.D. 8395, 57 FR 4273, Feb. 4, 1992, as amend-
ed by T.D. 8743, 62 FR 66989, Dec. 23, 1997; 
T.D. 9181, 70 FR 9224, Feb. 25, 2005] 

§ 25.2703–1 Property subject to restric-
tive arrangements. 

(a) Disregard of rights or restrictions— 
(1) In general. For purposes of subtitle 
B (relating to estate, gift, and genera-
tion-skipping transfer taxes), the value 
of any property is determined without 

regard to any right or restriction relat-
ing to the property. 

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

(i) Any option, agreement, or other 
right to acquire or use the property at 
a price less than fair market value (de-
termined without regard to the option, 
agreement, or right); or 

(ii) Any restriction on the right to 
sell or use the property. 

(3) Agreements, etc. containing rights or 
restrictions. A right or restriction may 
be contained in a partnership agree-
ment, articles of incorporation, cor-
porate bylaws, a shareholders’ agree-
ment, or any other agreement. A right 
or restriction may be implicit in the 
capital structure of an entity. 

(4) Qualified easements. A perpetual 
restriction on the use of real property 
that qualified for a charitable deduc-
tion under either section 2522(d) or sec-
tion 2055(f) of the Internal Revenue 
Code is not treated as a right or re-
striction. 

(b) Exceptions—(1) In general. This 
section does not apply to any right or 
restriction satisfying the following 
three requirements— 

(i) The right or restriction is a bona 
fide business arrangement; 

(ii) The right or restriction is not a 
device to transfer property to the nat-
ural objects of the transferor’s bounty 
for less than full and adequate consid-
eration in money or money’s worth; 
and 

(iii) At the time the right or restric-
tion is created, the terms of the right 
or restriction are comparable to simi-
lar arrangements entered into by per-
sons in an arm’s length transaction. 

(2) Separate requirements. Each of the 
three requirements described in para-
graph (b)(1) of this section must be 
independently satisfied for a right or 
restriction to meet this exception. 
Thus, for example, the mere showing 
that a right or restriction is a bona 
fide business arrangement is not suffi-
cient to establish that the right or re-
striction is not a device to transfer 
property for less than full and adequate 
consideration. 
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(3) Exception for certain rights or re-
strictions. A right or restriction is con-
sidered to meet each of the three re-
quirements described in paragraph 
(b)(1) of this section if more than 50 
percent by value of the property sub-
ject to the right or restriction is owned 
directly or indirectly (within the 
meaning of § 25.2701–6) by individuals 
who are not members of the trans-
feror’s family. In order to meet this ex-
ception, the property owned by those 
individuals must be subject to the 
right or restriction to the same extent 
as the property owned by the trans-
feror. For purposes of this section, 
members of the transferor’s family in-
clude the persons described in § 25.2701– 
2(b)(5) and any other individual who is 
a natural object of the transferor’s 
bounty. Any property held by a mem-
ber of the transferor’s family under the 
rules of § 25.2701–6 (without regard to 
§ 25.2701–6(a)(5)) is treated as held only 
by a member of the transferor’s family. 

(4) Similar arrangement—(i) In general. 
A right or restriction is treated as 
comparable to similar arrangements 
entered into by persons in an arm’s 
length transaction if the right or re-
striction is one that could have been 
obtained in a fair bargain among unre-
lated parties in the same business deal-
ing with each other at arm’s length. A 
right or restriction is considered a fair 
bargain among unrelated parties in the 
same business if it conforms with the 
general practice of unrelated parties 
under negotiated agreements in the 
same business. This determination gen-
erally will entail consideration of such 
factors as the expected term of the 
agreement, the current fair market 
value of the property, anticipated 
changes in value during the term of the 
arrangement, and the adequacy of any 
consideration given in exchange for the 
rights granted. 

(ii) Evidence of general business prac-
tice. Evidence of general business prac-
tice is not met by showing isolated 
comparables. If more than one valu-
ation method is commonly used in a 
business, a right or restriction does not 
fail to evidence general business prac-
tice merely because it uses only one of 
the recognized methods. It is not nec-
essary that the terms of a right or re-
striction parallel the terms of any par-

ticular agreement. If comparables are 
difficult to find because the business is 
unique, comparables from similar busi-
nesses may be used. 

(5) Multiple rights or restrictions. If 
property is subject to more than one 
right or restriction described in para-
graph (a)(2) of this section, the failure 
of a right or restriction to satisfy the 
requirements of paragraph (b)(1) of this 
section does not cause any other right 
or restriction to fail to satisfy those 
requirements if the right or restriction 
otherwise meets those requirements. 
Whether separate provisions are sepa-
rate rights or restrictions, or are inte-
gral parts of a single right or restric-
tion, depends on all the facts and cir-
cumstances. 

(c) Substantial modification of a right 
or restriction—(1) In general. A right or 
restriction that is substantially modi-
fied is treated as a right or restriction 
created on the date of the modifica-
tion. Any discretionary modification of 
a right or restriction, whether or not 
authorized by the terms of the agree-
ment, that results in other than a de 
minimis change to the quality, value, or 
timing of the rights of any party with 
respect to property that is subject to 
the right or restriction is a substantial 
modification. If the terms of the right 
or restriction require periodic updat-
ing, the failure to update is presumed 
to substantially modify the right or re-
striction unless it can be shown that 
updating would not have resulted in a 
substantial modification. The addition 
of any family member as a party to a 
right or restriction (including by rea-
son of a transfer of property that sub-
jects the transferee family member to 
a right or restriction with respect to 
the transferred property) is considered 
a substantial modification unless the 
addition is mandatory under the terms 
of the right or restriction or the added 
family member is assigned to a genera-
tion (determined under the rules of sec-
tion 2651 of the Internal Revenue Code) 
no lower than the lowest generation 
occupied by individuals already party 
to the right or restriction). 

(2) Exceptions. A substantial modi-
fication does not include— 

(i) A modification required by the 
terms of a right or restriction; 
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(ii) A discretionary modification of 
an agreement conferring a right or re-
striction if the modification does not 
change the right or restriction; 

(iii) A modification of a capitaliza-
tion rate used with respect to a right 
or restriction if the rate is modified in 
a manner that bears a fixed relation-
ship to a specified market interest 
rate; and 

(iv) A modification that results in an 
option price that more closely approxi-
mates fair market value. 

(d) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. T dies in 1992 owning title to 
Blackacre. In 1991, T and T’s child entered 
into a lease with respect to Blackacre. At 
the time the lease was entered into, the 
terms of the lease were not comparable to 
leases of similar property entered into 
among unrelated parties. The lease is a re-
striction on the use of the property that is 
disregarded in valuing the property for Fed-
eral estate tax purposes. 

Example 2. T and T’s child, C, each own 50 
percent of the outstanding stock of X cor-
poration. T and C enter into an agreement in 
1987 providing for the disposition of stock 
held by the first to die at the time of death. 
The agreement also provides certain restric-
tions with respect to lifetime transfers. In 
1992, as permitted (but not required) under 
the agreement, T transfers one-half of T’s 
stock to T’s spouse, S. S becomes a party to 
the agreement between T and C by reason of 
the transfer. The transfer is the addition of 
a family member to the right or restriction. 
However, it is not a substantial modification 
of the right or restriction because the added 
family member would be assigned to a gen-
eration under section 2651 of the Internal 
Revenue Code no lower than the generation 
occupied by C. 

Example 3. The facts are the same as in Ex-
ample 2. In 1993, the agreement is amended to 
reflect a change in the company’s name and 
a change of address for the company’s reg-
istered agent. These changes are not a sub-
stantial modification of the agreement con-
ferring the right or restriction because the 
right or restriction has not changed. 

[T.D. 8395, 57 FR 4273, Feb. 4, 1992] 

§ 25.2703–2 Effective date. 
Section 25.2703–1 applies to any right 

or restriction created or substantially 
modified after October 8, 1990, and is ef-
fective as of January 28, 1992. With re-
spect to transfers occurring prior to 
January 28, 1992, and for purposes of de-

termining whether an event occurring 
prior to January 28, 1992 constitutes a 
substantial modification, taxpayers 
may rely on any reasonable interpreta-
tion of the statutory provisions. For 
these purposes, the provisions of the 
proposed regulations and the final reg-
ulations are considered a reasonable in-
terpretation of the statutory provi-
sions. 

[T.D. 8395, 57 FR 4274, Feb. 4, 1992] 

§ 25.2704–1 Lapse of certain rights. 
(a) Lapse treated as transfer—(1) In 

general. The lapse of a voting right or a 
liquidation right in a corporation or 
partnership (an ‘‘entity’’) is a transfer 
by the individual directly or indirectly 
holding the right immediately prior to 
its lapse (the ‘‘holder’’) to the extent 
provided in paragraphs (b) and (c) of 
this section. This section applies only 
if the entity is controlled by the holder 
and members of the holder’s family im-
mediately before and after the lapse. 
The amount of the transfer is deter-
mined under paragraph (d) of this sec-
tion. If the lapse of a voting right or a 
liquidation right occurs during the 
holder’s lifetime, the lapse is a transfer 
by gift. If the lapse occurs at the hold-
er’s death, the lapse is a transfer in-
cludible in the holder’s gross estate. 

(2) Definitions. The following defini-
tions apply for purposes of this section. 

(i) Control. Control has the meaning 
given it in § 25.2701–2(b)(5). 

(ii) Member of the family. Member of 
the family has the meaning given it in 
§ 25.2702–2(a)(1). 

(iii) Directly or indirectly held. An in-
terest is directly or indirectly held 
only to the extent the value of the in-
terest would have been includible in 
the gross estate of the individual if the 
individual had died immediately prior 
to the lapse. 

(iv) Voting right. Voting 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 
partner to participate in partnership 
management is a voting right. The 
right to compel the entity to acquire 
all or a portion of the holder’s equity 
interest in the entity by reason of ag-
gregate voting power is treated as a 
liquidation right and is not treated as 
a voting right. 
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(v) Liquidation right. Liquidation 
right means a right or ability to com-
pel the entity to acquire all or a por-
tion of the holder’s equity interest in 
the entity, including by reason of ag-
gregate voting power, whether or not 
its exercise would result in the com-
plete liquidation of the entity. 

(vi) Subordinate. Subordinate has the 
meaning given it in § 25.2701–3(a)(2)(iii). 

(3) Certain temporary lapses. If a 
lapsed right may be restored only upon 
the occurrence of a future event not 
within the control of the holder or 
members of the holder’s family, the 
lapse is deemed to occur at the time 
the lapse becomes permanent with re-
spect to the holder, i.e. either by a 
transfer of the interest or otherwise. 

(4) Source of right or lapse. A voting 
right or a liquidation right may be con-
ferred by and may lapse by reason of a 
State law, the corporate charter or by-
laws, an agreement, or other means. 

(b) Lapse of voting right. A lapse of a 
voting right occurs at the time a pres-
ently exercisable voting right is re-
stricted or eliminated. 

(c) Lapse of liquidation right—(1) In 
general. A lapse of a liquidation right 
occurs at the time a presently exer-
cisable liquidation right is restricted 
or eliminated. Except as otherwise pro-
vided, a transfer of an interest that re-
sults in the lapse of a liquidation right 
is not subject to this section if the 
rights with respect to the transferred 
interest are not restricted or elimi-
nated. However, a transfer that results 
in the elimination of the transferor’s 
right or ability to compel the entity to 
acquire an interest retained by the 
transferor that is subordinate to the 
transferred interest is a lapse of a liq-
uidation right with respect to the sub-
ordinate interest. 

(2) Exceptions. Section 2704(a) does 
not apply to the lapse of a liquidation 
right under the following cir-
cumstances. 

(i) Family cannot obtain liquidation 
value—(A) In general. Section 2704(a) 
does not apply to the lapse of a liquida-
tion right to the extent the holder (or 
the holder’s estate) and members of the 
holder’s family cannot immediately 
after the lapse liquidate an interest 
that the holder held directly or indi-

rectly and could have liquidated prior 
to the lapse. 

(B) Ability to liquidate. Whether an in-
terest can be liquidated immediately 
after the lapse is determined under the 
State law generally applicable to the 
entity, as modified by the governing 
instruments of the entity, but without 
regard to any restriction described in 
section 2704(b). Thus, if, after any re-
striction described in section 2704(b) is 
disregarded, the remaining require-
ments for liquidation under the gov-
erning instruments are less restrictive 
than the State law that would apply in 
the absence of the governing instru-
ments, the ability to liquidate is deter-
mined by reference to the governing in-
struments. 

(ii) Rights valued under section 2701. 
Section 2704(a) does not apply to the 
lapse of a liquidation right previously 
valued under section 2701 to the extent 
necessary to prevent double taxation 
(taking into account any adjustment 
available under § 25.2701–5). 

(iii) Certain changes in State law. Sec-
tion 2704(a) does not apply to the lapse 
of a liquidation right that occurs solely 
by reason of a change in State law. For 
purposes of this paragraph, a change in 
the governing instrument of an entity 
is not a change in State law. 

(d) Amount of transfer. The amount of 
the transfer is the excess, if any, of— 

(1) The value of all interests in the 
entity owned by the holder imme-
diately before the lapse (determined 
immediately after the lapse as if the 
lapsed right was nonlapsing); over 

(2) The value of the interests de-
scribed in the preceding paragraph im-
mediately after the lapse (determined 
as if all such interests were held by one 
individual). 

(e) Application to similar rights. [Re-
served] 

(f) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. Prior to D’s death, D owned all 
the preferred stock of Corporation Y and D’s 
children owned all the common stock. At 
that time, the preferred stock had 60 percent 
of the total voting power and the common 
stock had 40 percent. Under the corporate 
by-laws, the voting rights of the preferred 
stock terminated on D’s death. The value of 
D’s interest immediately prior to D’s death 
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(determined as if the voting rights were non-
lapsing) was $100X. The value of that interest 
immediately after death would have been 
$90X if the voting rights had been non-
lapsing. The decrease in value reflects the 
loss in value resulting from the death of D 
(whose involvement in Y was a key factor in 
Y’s profitability). Section 2704(a) applies to 
the lapse of voting rights on D’s death. D’s 
gross estate includes an amount equal to the 
excess, if any, of $90X over the fair market 
value of the preferred stock determined after 
the lapse of the voting rights. 

Example 2. Prior to D’s death, D owned all 
the preferred stock of Corporation Y. The 
preferred stock and the common stock each 
carried 50 percent of the total voting power 
of Y. D’s children owned 40 percent of the 
common stock and unrelated parties own the 
remaining 60 percent. Under the corporate 
by-laws, the voting rights of the preferred 
stock terminate on D’s death. Section 2704(a) 
does not apply to the lapse of D’s voting 
rights because members of D’s family do not 
control Y after the lapse. 

Example 3. The by-laws of Corporation Y 
provide that the voting rights of any trans-
ferred shares of the single outstanding class 
of stock are reduced to 1⁄2 vote per share 
after the transfer but are fully restored to 
the transferred shares after 5 years. D owned 
60 percent of the shares prior to death and 
members of D’s family owned the balance. 
On D’s death, D’s shares pass to D’s children 
and the voting rights are reduced pursuant 
to the by-laws. Section 2704(a) applies to the 
lapse of D’s voting rights. D’s gross estate in-
cludes an amount equal to the excess, if any, 
of the fair market value of D’s stock (deter-
mined immediately after D’s death as though 
the voting rights had not been reduced and 
would not be reduced) over the stock’s fair 
market value immediately after D’s death. 

Example 4. D owns 84 percent of the single 
outstanding class of stock of Corporation Y. 
The by-laws require at least 70 percent of the 
vote to liquidate Y. D gives one-half of D’s 
stock in equal shares to D’s three children 
(14 percent to each). Section 2704(a) does not 
apply to the loss of D’s ability to liquidate 
Y, because the voting rights with respect to 
the corporation are not restricted or elimi-
nated by reason of the transfer. 

Example 5. D and D’s two children, A and B, 
are partners in Partnership X. Each has a 31⁄3 
percent general partnership interest and a 30 
percent limited partnership interest. Under 
State law, a general partner has the right to 
participate in partnership management. The 
partnership agreement provides that when a 
general partner withdraws or dies, X must 
redeem the general partnership interest for 
its liquidation value. Also, under the agree-
ment any general partner can liquidate the 
partnership. A limited partner cannot liq-
uidate the partnership and a limited part-
ner’s capital interest will be returned only 

when the partnership is liquidated. A de-
ceased limited partner’s interest continues 
as a limited partnership interest. D dies, 
leaving his limited partnership interest to 
D’s spouse. Because of a general partner’s 
right to dissolve the partnership, a limited 
partnership interest has a greater fair mar-
ket value when held in conjunction with a 
general partnership interest than when held 
alone. Section 2704(a) applies to the lapse of 
D’s liquidation right because after the lapse, 
members of D’s family could liquidate D’s 
limited partnership interest. D’s gross estate 
includes an amount equal to the excess of 
the value of all D’s interests in X imme-
diately before D’s death (determined imme-
diately after D’s death but as though the liq-
uidation right had not lapsed and would not 
lapse) over the fair market value of all D’s 
interests in X immediately after D’s death. 

Example 6. The facts are the same as in Ex-
ample 5, except that under the partnership 
agreement D is the only general partner who 
holds a unilateral liquidation right. Assume 
further that the partnership agreement con-
tains a restriction described in section 
2704(b) that prevents D’s family members 
from liquidating D’s limited partnership in-
terest immediately after D’s death. Under 
State law, in the absence of the restriction 
in the partnership agreement, D’s family 
members could liquidate the partnership. 
The restriction on the family’s ability to liq-
uidate is disregarded and the amount of D’s 
gross estate is increased by reason of the 
lapse of D’s liquidation right. 

Example 7. D owns all the stock of Corpora-
tion X, consisting of 100 shares of non-voting 
preferred stock and 100 shares of voting com-
mon stock. Under the by-laws, X can only be 
liquidated with the consent of at least 80 per-
cent of the voting shares. D transfers 30 
shares of common stock to D’s child. The 
transfer is not a lapse of a liquidation right 
with respect to the common stock because 
the voting rights that enabled D to liquidate 
prior to the transfer are not restricted or 
eliminated. The transfer is not a lapse of a 
liquidation right with respect to the retained 
preferred stock because the preferred stock 
is not subordinate to the transferred com-
mon stock. 

Example 8. D owns all of the single class of 
stock of Corporation Y. D recapitalizes Y, 
exchanging D’s common stock for voting 
common stock and non-voting, non-cumu-
lative preferred stock. The preferred stock 
carries a right to put the stock for its par 
value at any time during the next 10 years. 
D transfers the common stock to D’s grand-
child in a transfer subject to section 2701. In 
determining the amount of D’s gift under 
section 2701, D’s retained put right is valued 
at zero. D’s child, C, owns the preferred 
stock when the put right lapses. Section 
2704(a) applies to the lapse, without regard to 
the application of section 2701, because the 
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put right was not valued under section 2701 
in the hands of C. 

Example 9. A and A’s two children are equal 
general and limited partners in Partnership 
Y. Under the partnership agreement, each 
general partner has a right to liquidate the 
partnership at any time. Under State law 
that would apply in the absence of contrary 
provisions in the partnership agreement, the 
death or incompetency of a general partner 
terminates the partnership. However, the 
partnership agreement provides that the 
partnership does not terminate on the in-
competence or death of a general partner, 
but that an incompetent partner cannot ex-
ercise rights as a general partner during any 
period of incompetency. A partner’s full 
rights as general partner are restored if the 
partner regains competency. A becomes in-
competent. The lapse of A’s voting right on 
becoming incompetent is not subject to sec-
tion 2704(a) because it may be restored to A 
in the future. However, if A dies while in-
competent, a lapse subject to section 2704(a) 
is deemed to occur at that time because the 
lapsed right cannot thereafter be restored to 
A. 

[T.D. 8395, 57 FR 4274, Feb. 4, 1992] 

§ 25.2704–2 Transfers subject to appli-
cable restrictions. 

(a) In general. If an interest in a cor-
poration or partnership (an ‘‘entity’’) 
is transferred to or for the benefit of a 
member of the transferor’s family, any 
applicable restriction is disregarded in 
valuing the transferred interest. This 
section applies only if the transferor 
and members of the transferor’s family 
control the entity immediately before 
the transfer. For the definition of con-
trol, see § 25.2701–2(b)(5). For the defini-
tion of member of the family, see 
§ 25.2702–2(a)(1). 

(b) Applicable restriction defined. An 
applicable restriction is a limitation 
on the ability to liquidate the entity 
(in whole or in part) that is more re-
strictive than the limitations that 
would apply under the State law gen-
erally applicable to the entity in the 
absence of the restriction. A restric-
tion is an applicable restriction only to 
the extent that either the restriction 
by its terms will lapse at any time 
after the transfer, or the transferor (or 
the transferor’s estate) and any mem-
bers of the transferor’s family can re-
move the restriction immediately after 
the transfer. Ability to remove the re-
striction is determined by reference to 
the State law that would apply but for 

a more restrictive rule in the gov-
erning instruments of the entity. See 
§ 25.2704–1(c)(1)(B) for a discussion of 
the term ‘‘State law.’’ An applicable 
restriction does not include a commer-
cially reasonable restriction on liq-
uidation imposed by an unrelated per-
son providing capital to the entity for 
the entity’s trade or business oper-
ations whether in the form of debt or 
equity. An unrelated person is any per-
son whose relationship to the trans-
feror, the transferee, or any member of 
the family of either is not described in 
section 267(b) of the Internal Revenue 
Code, provided that for purposes of this 
section the term ‘‘fiduciary of a trust’’ 
as used in section 267(b) does not in-
clude a bank as defined in section 581 of 
the Internal Revenue Code. A restric-
tion imposed or required to be imposed 
by Federal or State law is not an appli-
cable restriction. An option, right to 
use property, or agreement that is sub-
ject to section 2703 is not an applicable 
restriction. 

(c) Effect of disregarding an applicable 
restriction. If an applicable restriction 
is disregarded under this section, the 
transferred interest is valued as if the 
restriction does not exist and as if the 
rights of the transferor are determined 
under the State law that would apply 
but for the restriction. For example, an 
applicable restriction with respect to 
preferred stock will be disregarded in 
determining the amount of a transfer 
of common stock under section 2701. 

(d) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. D owns a 76 percent interest and 
each of D’s children, A and B, owns a 12 per-
cent interest in General Partnership X. The 
partnership agreement requires the consent 
of all the partners to liquidate the partner-
ship. Under the State law that would apply 
in the absence of the restriction in the part-
nership agreement, the consent of partners 
owning 70 percent of the total partnership 
interests would be required to liquidate X. 
On D’s death, D’s partnership interest passes 
to D’s child, C. The requirement that all the 
partners consent to liquidation is an applica-
ble restriction. Because A, B and C (all mem-
bers of D’s family), acting together after the 
transfer, can remove the restriction on liq-
uidation, D’s interest is valued without re-
gard to the restriction; i.e., as though D’s in-
terest is sufficient to liquidate the partner-
ship. 
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Example 2. D owns all the preferred stock 
in Corporation X. The preferred stock carries 
a right to liquidate X that cannot be exer-
cised until 1999. D’s children, A and B, own 
all the common stock of X. The common 
stock is the only voting stock. In 1994, D 
transfers the preferred stock to D’s child, A. 
The restriction on D’s right to liquidate is 
an applicable restriction that is disregarded. 
Therefore, the preferred stock is valued as 
though the right to liquidate were presently 
exercisable. 

Example 3. D owns 60 percent of the stock 
of Corporation X. The corporate by-laws pro-
vide that the corporation cannot be liq-
uidated for 10 years after which time liquida-
tion requires approval by 60 percent of the 
voting interests. In the absence of the provi-
sion in the by-laws, State law would require 
approval by 80 percent of the voting interests 
to liquidate X. D transfers the stock to a 
trust for the benefit of D’s child, A, during 
the 10-year period. The 10-year restriction is 
an applicable restriction and is disregarded. 
Therefore, the value of the stock is deter-
mined as if the transferred block could cur-
rently liquidate X. 

Example 4. D and D’s children, A and B, are 
partners in Limited Partnership Y. Each has 
a 3.33 percent general partnership interest 
and a 30 percent limited partnership interest. 
Any general partner has the right to liq-
uidate the partnership at any time. As part 
of a loan agreement with a lender who is re-
lated to D, each of the partners agree that 
the partnership may not be liquidated with-
out the lender’s consent while any portion of 
the loan remains outstanding. During the 
term of the loan agreement, D transfers one- 
half of both D’s partnership interests to each 
of A and B. Because the lender is a related 
party, the requirement that the lender con-
sent to liquidation is an applicable restric-
tion and the transfers of D’s interests are 
valued as if such consent were not required. 

Example 5. D owns 60 percent of the pre-
ferred and 70 percent of the common stock in 
Corporation X. The remaining stock is 
owned by individuals unrelated to D. The 
preferred stock carries a put right that can-
not be exercised until 1999. In 1995, D trans-
fers the common stock to D’s child in a 
transfer that is subject to section 2701. The 
restriction on D’s right to liquidate is an ap-
plicable restriction that is disregarded in de-
termining the amount of the gift under sec-
tion 2701. 

[T.D. 8395, 57 FR 4276, Feb. 4, 1992; T.D. 8395, 
57 FR 11265, Apr. 2, 1992] 

§ 25.2704–3 Effective date. 
Section 25.2704–1 applies to lapses oc-

curring after January 28, 1992, of rights 
created after October 8, 1990. Section 
25.2704–2 applies to transfers occurring 

after January 28, 1992, of property sub-
ject to applicable restrictions created 
after October 8, 1990. In determining 
whether a voting right or a liquidation 
right has lapsed prior to that date, and 
for purposes of determining whether 
the lapse is subject to section 2704(a), 
taxpayers may rely on any reasonable 
interpretation of the statutory provi-
sions. For transfers of interests occur-
ring before January 28, 1992, taxpayers 
may rely on any reasonable interpreta-
tion of the statutory provisions in 
detemining whether a restriction is an 
applicable restriction that must be dis-
regarded in determining the value of 
the transferred interest. For these pur-
poses, the provisions of the proposed 
regulations and the final regulations 
are considered a reasonable interpreta-
tion of the statutory provisions. 

[T.D. 8395, 57 FR 4277, Feb. 4, 1992; T.D. 8395, 
57 FR 11265, Apr. 2, 1992] 

PROCEDURE AND ADMINISTRATION 

§ 25.6001–1 Records required to be 
kept. 

(a) In general. Every person subject to 
taxation under Chapter 12 of the Inter-
nal Revenue Code of 1954 shall for the 
purpose of determining the total 
amount of his gifts, keep such perma-
nent books of account or records as are 
necessary to establish the amount of 
his total gifts (limited as provided by 
section 2503(b)), together with the de-
ductions allowable in determining the 
amount of his taxable gifts, and the 
other information required to be shown 
in a gift tax return. All documents and 
vouchers used in preparing the gift tax 
return (see § 25.6019–1) shall be retained 
by the donor so as to be available for 
inspection whenever required. 

(b) Supplemental data. In order that 
the Internal Revenue Service may de-
termine the correct tax the donor shall 
furnish such supplemental data as may 
be deemed necessary by the Internal 
Revenue Service. It is, therefore, the 
duty of the donor to furnish, upon re-
quest, copies of all documents relating 
to his gift or gifts, appraisal lists of 
any items included in the total amount 
of gifts, copies of balance sheets or 
other financial statements obtainable 
by him relating to the value of stock 
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