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I. Introduction

Chapter 14 of the Code,1 consisting of Code Secs. 2701 through 2704, was en-
acted in 1990 in an effort to prevent certain estate freeze techniques that Congress 
and the IRS viewed as abusive. Code Sec. 2701 provides special valuation rules 
for transfers of interests in closely-held entities. Code Sec. 2702 provides special 
valuation rules for transfers of interests in trust and for transfers and joint purchase 
of term interests. Code Sec. 2703 provides special rules for disregarding certain 
rights or restrictions on the ability to acquire or use property. Code Sec. 2704 
provides special rules with respect to certain lapsing rights and restrictions. Part 
I of this article analyzes Code Sec. 2701 and Code Sec. 2702 in detail. Part II of 
this article will analyze Code Sec. 2703 and Code Sec. 2704 in detail.

II. Code Sec. 2701
Generally, Code Sec. 2701 applies any time an individual “transfers” an equity 
interest in a privately-held entity to a “member of the transferor’s family,” if, im-
mediately after such transfer, the transferor or one or more “applicable family 
members” holds an equity interest in the entity that is classified as an “applicable 
retained interest.”2

If Code Sec. 2701 applies, the transfer tax value of the transferred equity inter-
est is determined under the so-called “subtraction method.”3 In its simplest form, 
the subtraction method determines the value of the transferred equity interest 
by subtracting the aggregate value of all equity interests in the entity held by the 
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transferor (and applicable family members) immediately 
after the transfer from the aggregate value of all equity 
interests in the entity held by the transferor (and applicable 
family members) immediately before the transfer.

If the retained equity interest is classified as an applicable 
retained interest, its value for purposes of applying the 
subtraction method is zero.4 This is commonly referred 
to as the “zero value rule.” The result of the zero value 
rule is that, for gift tax purposes, the transferor is treated 
as transferring not only the actual gifted interest, but all 
applicable retained interests as well. This can result is a 
significant, unexpected transfer tax liability.

A. Getting into the Details

Code Sec. 2701 is one of the most technical transfer tax 
provisions. It is riddled with defined terms that must 
be fully understood before one can properly determine 
whether the section may apply to a particular transfer. 
What follows is a summary of some of the more important 
of those terms.
i. Transfer—Code Sec. 2701 applies only if there has 

been a “transfer” of an equity interest in an entity. 
“Transfer” for purposes of Code Sec. 2701 is broadly 
defined and includes easily-identifiable transfers, 
such as gifts and sales, as well as certain “deemed” 
transfers, such as capital contributions to a new or 
existing entity, recapitalizations and changes in the 
capital structure of an entity.5 These deemed transfers 
are discussed in more detail below.

ii. Member of the Transferor’s Family—Code Sec. 2701 
applies only if the equity interest is transferred to an 
individual who falls within a limited defined group, 
referred to as a “member of the transferor’s family.” 
A member of the transferor’s family includes (a) the 
transferor’s spouse, (b) a lineal descendant of the 
transferor or the transferor’s spouse and (c) the spouse 
of any lineal descendant of the transferor or his or 
her spouse.6Generally speaking, a “member of the 
transferor’s family” is a spouse or junior generation 
family member.

iii. Applicable Family Member—Code Sec. 2701 applies 
only if after the transfer of an equity interest to a 
member of the transferor’s family, the transferor or an 
“applicable family member” holds an equity interest 
in the entity that constitutes an applicable retained 
interest. An applicable family member includes (a) 
the transferor’s spouse, (b) an ancestor of the trans-
feror or of the transferor’s spouse and (c) the spouse 
of any ancestor of the transferor or of the transferor’s 
spouse.7Generally speaking, an “applicable family 

member” is the transferor’s spouse or a senior genera-
tion family member.

iv. Applicable Retained Interest—Code Sec. 2701 ap-
plies only if the equity interest held by the transfer 
or applicable family member immediately after the 
transfer is classified as an “applicable retained interest.” 
An equity interest will be classified as an applicable 
retained interest if it confers upon its holder either 
an “extraordinary payment right” or a “distribution 
right” in a controlled entity.8

  An extraordinary payment right is any liquida-
tion, put, call or conversion right, or any similar 
right, the exercise or nonexercise of which affects the 
value of the transferred interest.9 A call right includes 
any warrant, option or other right to acquire one or 
more equity interests.10 Extraordinary payment rights 
do not include any right that must be exercised at a 
specific time and at a specific amount.11 Thus, a liq-
uidation, put, call or conversion right will generally 
only be an extraordinary payment right when the 
holder of such right has discretion as to whether (or 
when) to exercise it. Extraordinary payment rights do 
not include certain nonlapsing rights to convert to a 
fixed number or percentage of units or shares of the 
same class as the transferred interest (or which would 
be of the same class but for nonlapsing differences in 
voting power).12

  A distribution right is the right to receive discre-
tionary distributions with respect to an equity interest 
in an entity that is “controlled” by the transferor or 
applicable family members.13 A distribution right does 
not include (a) a right to receive distributions in an 
entity that is junior to the rights of the transferred 
interest, (b) a liquidation, put, call, or conversion 
right, or (c) any right to receive a guaranteed payment 
described in Code Sec. 707(c) of a fixed amount.14

v. Qualified Payment Rights—A “qualified payment 
right” is a different type of exception under Code Sec. 
2701. It is a type of distribution right and so, with 
respect to an equity interest in a controlled entity, it 
would be an applicable retained interest. However, a 
qualified payment right is not subject to Code Sec. 
2701’s zero value rule. Rather, a qualified payment 
right is valued under traditional valuation principles 
for purposes of Code Sec. 2701, unless it is combined 
with one or more extraordinary payment rights, in 
which case, the lower of rule applies.

  A qualified payment right is a right to receive 
“qualified payments.”15 A “qualified payment” 
is a distribution that is (a) any dividend payable 
on a periodic basis (at least annually) under any 
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cumulative preferred stock, to the extent such di-
vided is determined at a fixed rate16; (b) any other 
cumulative distribution payable on a periodic basis 
(at least annually) with respect to an equity 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 to treat such distribution 
right as a qualified payment.17

  An individual holding an equity interest which 
confers upon the holder a qualified payment right 
may elect to treat the qualified payment right as a 
distribution right that is not a qualified payment 
right18 and an individual holding an equity interest 
which confers upon the holder a distribution right 
that is not otherwise classified as a qualified payment 
right may elect to treat such distribution right as a 
qualified payment right.19 If the qualified payment 
right is held by an applicable family member, a 
special election must be made to treat the payment 
right as a qualified payment right, even if it otherwise 
qualifies as such.20

  An election assumes for purposes of Code Sec. 
2701 that a fixed annual payment will be made to the 
holder of the interest (regardless of whether or not the 
partnership or corporation has adequate cash-flow) 
on a specified date. Failure to make the payments in 
accordance with the assumptions used in valuing the 
qualified payment right will trigger increases to the 
holder’s taxable gifts (upon a subsequent transfer of 
the interest conferring the qualified payment right) 
or taxable estate (upon the death of the holder of the 
interest conferring the qualified payment right).

  A qualified payment is due on the date specified 
in the governing instrument as the due date for such 
payment.21 If the governing instrument is silent, the 
qualified payment is due on the last day of each cal-
endar year.22 Any qualified payment made within four 
years of such payment’s due date is deemed to have 
been paid on the due date. The qualified payment 
may be satisfied with a debt obligation, provided that 
the debt obligation bears compound interest from the 
original due date at an appropriate discount rate and 
the term of the debt obligation does not exceed four 
years.23 This effectively allows the qualified payment to 
be deferred for up to eight years without any adverse 
transfer tax consequences.

vi. The Control Requirement—As noted above, a right to 
receive distributions with respect to an equity interest 
is a distribution right for purposes of Code Sec. 2701 
only if the transferor or applicable family members 
control the entity immediately prior to the transfer.24 

For purposes of determining whether an entity is con-
trolled, the attribution rules of Code Sec. 2701(e)(3) 
and Reg. Sec. 25.2701-6, discussed below, apply.25

  Control, in the case of a corporation, is defined as 
holding at least 50 percent of the total voting power 
or 50 percent of the fair market value of the equity 
interests in a corporation.26 For this purpose, voting 
rights do not include the right to vote on a limited 
group of matters, such as liquidation, merger and 
similar events, or the right to vote upon the occur-
rence of a contingency that has not occurred (other 

than a contingency within the control of the holder 
of the right).27 Control, in the case of a partnership, 
is defined as holding at least 50 percent of either the 
capital interest or the profits interest (without regard 
to any right to a guaranteed payment of a fixed 
amount under Code Sec. 707(c)).28 Control, in the 
case of a limited partnership, means holding any inter-
est in the limited partnership “as a general partner.”29 
The specific phrasing of this rule raises the question 
of whether an interest “in the general partner” of the 
limited partnership (e.g., a membership interest in a 
limited liability company that is the general partner 
of the limited partnership) is the same as an inter-
est “as a general partner” of the limited partnership. 
Many practitioners take the conservative position that 
an individual will be treated as controlling a limited 
partnership if he or she owns any equity interest in the 
general partner of the limited partnership.30 Code Sec. 
2701 and the current regulations thereunder do not 
contain a control test for limited liability companies. 
However, Proposed Reg. §25.2701-2(b)(5) would 
clarify that, in the case of a limited liability company, 
control means the holding of at least 50 percent of 
the capital or profits interest in the limited liability 
company or the holding of an equity interest with the 
ability to cause the liquidation of the entity in whole 
or in part.

vii. Certain Rights that are Not Extraordinary Payment 
Rights or Distribution Rights—Certain rights may 
be retained by the transferor or an applicable fam-
ily member in connection with preferred interests, 
which do not fall within the definition of an extraor-
dinary payment right or a distribution right, and, 

The winding nature of Code Secs. 
2701 and 2702 demands that 
practitioners remain on alert. 
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therefore, are not “applicable retained interests” that 
trigger the application of Code Sec. 2701. These 
rights include mandatory payment rights, liquida-
tion participation rights, guaranteed payment rights 
and nonlapsing conversion rights. A mandatory pay-
ment right is a right to receive a payment required 
to be made at a specific time for a specific amount 
(e.g., mandatory redemption required at certain 
date at certain value).31 A liquidation participation 
right is a right to participate (in contrast to a right 
to compel) in a liquidating distribution.32 A guar-
anteed payment right is a right to a guaranteed fixed 
amount payment, without contingencies, under 
Code Sec. 707(c).33 A nonlapsing conversion right 
is a nonlapsing right to convert an equity interest 
into a specific number or percentage of shares (if the 
entity is a corporation), or into a specified interest 
(if the entity is a partnership).34

B. The Attribution Rules Under  
Code Sec. 2701
Code Sec. 2701 applies whether the interest is held directly 
or indirectly.35 Indirect holdings are determined under 
Reg. Sec. 25.2701-6.
i. Attribution to Individuals—An individual is treated as 

holding an equity interest to the extent the interest 
is held indirectly through a corporation, partnership, 
estate, trust or other entity.36 If an equity interest is 
treated as held by an individual in more than one ca-
pacity, then it is treated as being held by the individual 
in the manner that attributes to the individual the 
largest total ownership of the equity interest.37 If an 
entity holds an equity interest in another entity, the 
attributions rules apply a tiered attribution approach. 
For example, if an individual owns 50 percent of the 
preferred stock of corporation X, which in turn owns 
50 percent of the preferred stock of corporation Y, 
25 percent of the preferred stock of corporation Y is 
considered held by the individual under these rules.38

ii. Interests Held by Corporations—A person (as opposed 
to an individual) is considered to hold an equity in-
terest held by or for a corporation in the proportion 
that the fair market value of the stock the person holds 
bears to the fair market value of all the stock in the 
corporation (determined as if each class of stock were 
held separately by one individual).39 The Regulations 
imply that the proportion of equity attributable to 
an interest in a corporation is determined without 
regard to minority discounts and without regard to 
the special valuation rules of Chapter 14.40

iii. Interests Held by Partnerships—A person (as opposed 
to an individual) is considered to hold an equity inter-
est held by or for a partnership or an entity classified 
as a partnership for federal income tax purposes in 
proportion that the fair market value of the larger of 
the person’s profits interest or capital interest in the 
partnership bears to the total fair market value of the 
corresponding profits interests or capital interests in 
the partnership, as the case may be (determined as if 
each class were held by one individual).41

iv. Interests Held by Estates and Trusts—A person is 
considered to hold an equity interest held by or for 
an estate or trust to the extent the person’s benefi-
cial interest therein may be satisfied by the equity 
interest held by the estate or trust, or the income or 
proceeds thereof, assuming the maximum exercise 
of discretion in favor of the person.42 If an equity 
interest is specifically bequeathed to one beneficiary, 
it will not be attributed to the residuary beneficia-
ries. A beneficiary of an estate or trust who cannot 
receive any distribution with respect to an equity 
interest held by the estate or trust is not considered 
the holder of the equity interest.43 Nonetheless, 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 accumulated 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 distributed to that person.44 Thus, even a person 
who has an income interest only may be deemed to 
own a share of the corpus of the trust.45 In addition, 
these rules do not distinguish between a present and 
a future interest. As a result, even an individual who 
does not have a present right to distributions may be 
deemed to indirectly hold a share of the underlying 
equity interest.46

  If the trust at issue is a “grantor trust” for income 
tax purposes under Code Secs. 671–679, an individual 
will be treated as holding an equity interest held by 
or for a trust if the individual is considered an owner 
of the trust for income tax purposes (i.e., the trust is 
a grantor trust with respect to the individual).47 If an 
individual is treated as the owner of only a fractional 
share of a grantor trust because there are multiple 
grantors, the individual holds each equity interest held 
by the trust, except to the extent that the fair market 
value of the interest exceeds the fair market value of 
the fractional share.48

  The grantor of an irrevocable grantor trust is 
often not a discretionary beneficiary of the trust 
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and, therefore, would not be attributed ownership of 
any portion of the equity interest held by such trust 
under the basic trust attribution rules. However, 
under an alternative reading of the Regulations, this 
special grantor trust attribution rule may broaden 
the attribution of equity interests to include those 
treated as grantors for income tax purposes—even 
if they are not permissible beneficiaries of the trust. 
This may result in both the trust beneficiaries and 
the grantor of the trust being attributed ownership 
of a particular interest.

v. The Multiple Attribution Rules under Code Sec. 2701—
If the attribution rules result in an equity interest 
being attributed to more than one person, ordering 
rules determine to whom ownership is attributable for 
purposes of applying Code Sec. 2701. The ordering 
rules differ depending on whether the equity inter-
est in question is an applicable retained interest or a 
subordinate equity interest.49

If ownership of an applicable retained interest is attrib-
uted to more than one of the transferor and applicable 
family members, it 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 owner of the trust assets 
under the grantor trust rules; (b) to the transferor; (c) to 
the transferor’s spouse or (d) to each applicable family 
member on a pro rata basis.50

If ownership of a subordinate equity interest is attrib-
uted to more than one individual in a class consisting of 
the transferor, applicable 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 transferor’s family on a pro rata 
basis; (c) if the interest is held in a grantor trust, to the 
individual treated as the owner of the trust assets under 
the grantor trust rules; (d) to the transferor; (e) to the 
transferor’s spouse or (f ) to each applicable family member 
on a pro rata basis.51

The existence of separate ordering rules appears to be 
motivated by two goals: (a) maximizing the chance that 
ownership of an applicable retained interest will be at-
tributed to the transferor or an applicable family member 
and (b) maximizing the chance that ownership of a sub-
ordinate equity interest will be attributed to a member of 
the transferor’s family.

It is important to note that the multiple attribution 
rules do not create attribution where there otherwise was 
none. In other words, the multiple attribution rules only 
apply if ownership of an equity interest is attributed to 
multiple persons under Reg. §25.2701-6(a).

C. Deemed and Indirect Transfers

As noted above, Code Sec. 2701 applies not only to tra-
ditional gifts, but to all transfers. For purposes of Code 
Sec. 2701, a transfer includes the following transactions:
i. Sale for Full and Adequate Consideration—Code Sec. 

2701 applies to a transfer that would not otherwise 
be a gift under general gift tax principles because it 
was a transfer for full and adequate consideration.52

ii. Capital Contribution—A contribution to the capital 
of a new or existing entity.53

iii. Capital Structure Transaction—A redemption, 
recapitalization or other change in the capital struc-
ture of an entity (a “capital structure transaction”), 
if—(a) the transferor or an applicable family mem-
ber receives an applicable retained interest in the 
capital structure transaction; (b) the transferor or 
an applicable family member holding an applicable 
retained interest before the capital structure trans-
action surrenders an equity interest in the entity 
that is junior to the applicable retained interest and 
receives property other than an applicable retained 
interest; or (c) the transferor or an applicable fam-
ily member holding an applicable retained interest 
before the capital structure transaction surrenders 
an equity interest in the entity (other than a subor-
dinate equity interest) and the fair market value of 
the applicable retained interest is increased.54

iv. Termination of Indirect Holding—The termination 
of an indirect holding in an entity (or a contribu-
tion to the capital of an entity to the extent an 
individual indirectly holds an interest in the entity) 
if (a) the property is held in a trust as to which the 
indirect holder is treated as the owner under the 
grantor trust rules of Code Secs. 671–67955 or, if 
the termination (or contribution) is not treated as 
a transfer under the preceding provision, to the 
extent that the value of the indirectly held inter-
est 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 termination.56

Because of the broad reach of Code 
Sec. 2701, even non-gift transfers 
for full and adequate consideration 
could potentially trigger a tax. 
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Certain transactions, however, are explicitly excluded 
from the definition of “transfer” for purposes of Code 
Sec. 2701. A capital structure transaction is not a transfer 
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.57 A shift of rights occurring upon 
the execution of a qualified disclaimer under Code Sec. 
2518 is not a transfer.58 Finally, a shift of rights occur-
ring upon the release, exercise or lapse of a nongeneral 
power of appointment is not a transfer, except to the 
extent that it would otherwise be a transfer (a taxable 
gift) under chapter 12.59

D. The Valuation Rules of Code Sec. 2701

If Code Sec. 2701 applies, the gift tax value of the 
transferred interest is determined under the so-called 
subtraction method. Generally speaking, the subtraction 
method determines the gift tax value of the transferred 
interest by subtracting the aggregate value of all equity 
interests in the entity held by the transferor immediately 
after the transfer from the aggregate value of all equity 
interests in the entity held by the transferor immediately 
before the transfer.

If the retained equity interest is an applicable retained 
interest, the zero value rule applies and assigns a zero value 
to any applicable retained interest.60 The result of the zero 
value rule is that, for gift tax purposes, the transferor is 
treated as transferring not only the actual gifted interest 
but also all applicable retained interests as well.

The value of a qualified payment right is determined 
without regard to Code Sec. 2701 (i.e., it is valued un-
der traditional valuation principles), unless it is held in 
connection with an extraordinary payment right.61 If an 
applicable retained interest confers upon its holder both 
a qualified payment right (generally valued at fair mar-
ket value) and an extraordinary payment right (valued 
at zero), the value of the applicable retained interest is 
determined as if each extraordinary payment right were 
exercised in the manner resulting in the lowest possible 
value being determined for all such rights.62 This is com-
monly referred to as the “lower of rule.”

EXAMPLE: P, an individual, holds all 1,000 shares 
of X Corporation’s $1,000 par value preferred stock 
bearing an annual cumulative dividend of $100 per 
share and holds all 1,000 shares of X’s voting com-
mon 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 market value of P’s annual 
cumulative dividend right is $1 million. Because 
the preferred stock confers both an extraordinary 
payment right (the put right) and a qualified pay-
ment right (i.e., the right to receive cumulative 
dividends), the lower of rule applies and the value 
of these rights is determined as if the put right will 
be exercised in a manner 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).

If Code Sec. 2701 applies to the transfer of an interest 
in an entity, the value of a junior equity interest shall 
not be less than its pro rata portion of 10 percent of the 
sum of (i) the total value of all equity interests in the 
entity, and (ii) the total amount of any indebtedness of 
the entity owed to the transferor and applicable family 
members.63 For purposes of this 10-percent minimum 
value rule, junior 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.64

E. Avoiding Double Taxation

Code Sec. 2701 contains a set of detailed rules to prevent 
double taxation of a retained equity interest that was 
subject to taxation under Code Sec. 2701. Under these 
mitigation rules, an individual making a transfer subject 
to Code Sec. 2701 is entitled to reduce his or her taxable 
gifts or adjusted taxable gifts if he or she subsequently 
transfers the interest that was subject to taxation under 
Code Sec. 2701 in a transaction that is subject to Federal 
estate or gift tax.65 A detailed discussion of these rules is 
beyond the scope of this article.

F. Exceptions to Code Sec. 2701

Code Sec. 2701 is intended to prevent value from being 
ascribed to retained equity interests in situations where the 
rights associated with the retained interests are not manda-
tory or quantifiable at the time of the transfer. Code Sec. 
2701 does not apply in the following situation because 
the potential for the transferor and his or her family to 
manipulate values does not exist:
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i. Market Quotations Readily Available: Code Sec. 
2701 does not apply if market quotations are read-
ily available (as of the date of the transfer) for the 
transferred or retained interest on an established 
securities market.66

ii. Same Class: Code Sec. 2701 does not apply if the 
retained interest is of the same class as the transferred 
interest,67 meaning that the rights associated with 
the retained interest are identical (or proportional) 
to the rights associated with the transferred interests, 
except for nonlapsing differences in voting rights 
(or, for partnerships, nonlapsing differences with 
respect to management and limitations on liability). 
Nonlapsing provisions necessary to comply with 
partnership allocation requirements of the Code 
(e.g., Code Sec. 704(b)) are nonlapsing differences 
with respect to limitations on liability.68 An interest 
in a partnership is not an interest in the same class as 
the transferred interest if the transferor or applicable 
family members have the right to alter the liability 
of the transferee.69

iii. Proportionate Transfers: Also known as the “Vertical 
Slice” approach, Code Sec. 2701 does not apply 
where the transfer results in a proportionate reduc-
tion of each class of equity interest held by the 
transferor and applicable family members immedi-
ately before the transfer.70 For example, Code Sec. 
2701 does not apply if P owns 50 percent of each 
class of equity interest in a corporation and transfers 
a portion of each class to P’s child in a manner that 
reduces each interest held by P and any applicable 
family member, in the aggregate, by 10 percent even 
if the transfer does not proportionately reduce P’s 
interest in each class.71

III. Code Sec. 2702
Code Sec. 2702 may be the most familiar section of Chap-
ter 14 to practitioners, as it provides that statutory basis 
for grantor retained annuity trusts and qualified personal 
residence trusts. Code Sec. 2702 is similar in concept to 
Code Sec. 2701 in that it determines the value of a transfer 
by a subtraction method of valuation which utilizes a zero-
value rule. However, there is a fundamental difference in 
that Code Sec. 2702 is focused on the nature of the transfer 
itself and not on the nature of the assets transferred.

Code Sec. 2702 applies any time an individual makes 
a transfer “in trust” to or for the benefit of a “member 
of the transferor’s family”72 if the transferor or an “ap-
plicable family member”73 of the transferor “retains” 
an interest in the trust. If Code Sec. 2702 applies to a 

transfer, the amount of the gift, if any, is determined via 
a subtraction method of valuation similar to Code Sec. 
2701. The subtraction method determines the amount 
of the gift by subtracting the value of the retained 
interest from the value of the property transferred. If 
the retained interest is not a “qualified interest” (dis-
cussed below), the retained interest is valued at zero 
and the amount of the gift is equal to the entire value 
of the transferred property. If the retained interest is a 
qualified interest, its value is determined actuarially and 
subtracted from the value of the transferred interest to 
determine the amount of the gift.

A. Getting into the Details

Similar to Code Sec. 2701, Code Sec. 2702 is riddled with 
defined terms that must be fully understood before one can 
properly determine whether Code Sec. 2702 applies to a 
particular transfer. What follows is a summary of some of 
the more important defined terms within Code Sec. 2702.
i. Transfer “In Trust”—Code Sec. 2702 applies to trans-

fers of property “in trust,” whether an actual transfer 
in trust or a deemed transfer in trust. For this purpose, 
any transfer of an interest in property with respect to 
which there are one or more term interests is treated 
as a transfer in trust.74 A term interest is one of a series 
of successive interests.75 For example, a life interest in 
property or an interest for a term of years is a term 
interest. The deemed transfer in trust rule can be a 
trap for the unwary and is discussed in greater detail 
below in the context of joint purchases.

ii. Member of the Family—The term “member of the 
family” means, with respect to an individual trans-
feror, such transferor’s spouse, any ancestor or lineal 
descendant of the transferor or the transferor’s spouse, 
any brother or sister of the transferor, and any spouse 
of the foregoing.76

iii. Applicable Family Member—The term “Applicable 
Family Member” means, with respect to the individual 
transferor, the transferor’s spouse, and any ancestor of 
the transferor or the transferor’s spouse and the spouse 
of any such ancestor.77

iv. Retained—An interest in property will be treated as 
being “retained” if it is 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 transfer is treated as held both before and after 
the transfer.78

v. Qualified Interest—As discussed above, unless the 
retained interest is a qualified interest (or another 
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exception within Code Sec. 2701 applies), its value 
for purposes of determining the amount of the gift 
is zero. Accordingly, knowing what types of interests 
constitute qualified interests is imperative. There are 
three types of qualified interests—qualified annuity 
interests, qualified unitrust interests and qualified 
remainder interests.

A qualified annuity interest, which provides the 
statutory basis for grantor retained annuity trusts, is 
any interest which consists of the right to receive fixed 
amounts payable not less frequently than annually.79 For 
this purpose, a fixed amount means either (i) a stated 
dollar amount, payable periodically (at least annually), 

but only to the extent the dollar amount does not exceed 
120 percent of the stated dollar amount payable in the 
preceding year80 or (ii) a fixed fraction or percentage of the 
initial fair market value of the property transferred to the 
trust, payable periodically (at least annually), but only to 
the extent the fractional percentage does not exceed 120 
percent of the fixed fractional percentage payable in the 
preceding year.81 A qualified unitrust interest is any inter-
est which consists of the right to receive amounts which 
are payable not less frequently than annually and are a 
fixed percentage of the fair market value of the property 
in the trust determined annually.82 A qualified remainder 
interest is any noncontingent remainder interest if all 
other interests are annuity interests or unitrust interests.83

The annuity amount or unitrust amount may be pay-
able based on either the anniversary date of the creation 
of the trust or the tax year of the trust.84 If the annuity 
amount or the unitrust amount is payable based on 
the anniversary date of the creation of the trust, the 
annuity amount or the unitrust amount must be paid 
within 105 days following the anniversary date.85 If the 
annuity amount or unitrust amount is payable based on 
the tax year of the trust, the annuity amount or unitrust 
amount must be paid no later than the date by which 
the trust is required to file its federal income tax return 
for the tax year (without regard to extensions).86

The trust agreement conferring the qualified annuity or 
qualified unitrust must (1) fix the term of the annuity or 
unitrust, (2) prohibit distributions from the trust to or for the 

benefit of any person other than the transferor, (3) prohibit 
the commutation (i.e., prepayment) of the term interest and 
(4) prohibit the payment of the annuity or unitrust amount 
with a promissory note or other debt instrument.87

B. Valuation Rules

If Code Sec. 2702 applies, the amount of the gift is deter-
mined by subtracting the value of the retained interest from 
the value of the transferred property. If the retained interest 
is not a qualified interest, it is assigned a zero value and 
the amount of the gift is the entire value of the transferred 
property. If the retained interest is a qualified annuity interest 
or a qualified remainder interest following a qualified annu-
ity interest, the value of the retained interest is determined 
under Code Sec. 7520 and subtracted from the value of the 
transferred property.88 If the retained interest is a qualified 
unitrust interest or a qualified remainder interest following a 
qualified unitrust interest, the value of the qualified unitrust 
interest is determined under Code Sec. 664 and subtracted 
from the value of the transferred property.89

A special set of valuation rules apply if (a) the property 
transferred in trust is nondepreciable tangible personal 
property (TPP) and (b) the failure to exercise any rights 
under the term interest would not increase the value of 
the property passing at the end of the term interest (the 
“TPP exception”).90 If the TPP exception applies, the 
value of the retained interest is equal to the amount that 
the transferor establishes as the fair market value of the 
term interest.91 If the transferor is not able to reasonably 
establish the fair market value of the term interest, the 
interest is valued at zero.92

The TPP exception provides a planning opportunity for 
individuals who desire to transfer valuable TPP to younger 
generation family members, yet retain the right to use the 
property for a certain number of years.

EXAMPLE: A transfers a painting having a fair market 
value of $2,000,000 to A’s child, B, retaining the use 
of the painting for 10 years. The painting does not 
possess an ascertainable 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 Code Sec. 7520, is $1,220,000, and that A 
establishes that a willing buyer of A’s interest would 
pay $500,000 for the interest. A’s term interest is not 
a qualified interest under Reg. Sec. 25.2702-3. How-
ever, because of the nature of the property, A’s failure 
to exercise A’s rights with regard to the painting would 
not be expected to cause the value of the painting to 

Similarly, under Code Sec. 2702, the 
expansive definition of a transfer 
“in trust” may cover a number of 
purchase and joint interest situations.
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be higher than it would otherwise be at the time it 
passes to B. Accordingly, A’s interest is valued under 
Reg. Sec. 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 Reg. Sec. 25.2702-2(c)(1).93

If the transferor’s retained interest is valued under the 
TPP exception, and during the term the property is con-
verted into property a term interest in which would not 
qualify for valuation under the TPP exception (e.g., the 
TPP is sold and reinvested in marketable securities), the 
transferor is deemed to have made a transfer of property 
having a value equal to the value of the unexpired portion 
of the term interest unless the interest held by the trans-
feror after the conversion is a qualified annuity interest.94 
The value of the unexpired portion of the term interest is 
the amount that bears that same relation to the value of 
the term interest as of the date of conversion (determined 
under Code Sec. 7520 using the rate in effect under Code 
Sec. 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 bears to the value 
of the term interest as of the date of the original transfer 
(determined under Code Sec. 7520).95

C. Exceptions to Code Sec. 2702

Code Sec. 2702 does not apply in the following situ-
ations, regardless of whether the retained interest is a 
qualified interest:
i. Incomplete Gifts—A transfer that is an incomplete gift 

for federal gift tax purposes.96

ii. Personal Residence Trusts—A transfer to a trust that 
meets the requirements of a personal residence trust or 
a qualified personal residence trust (discussed below).97

iii. Charitable Remainder Annuity Trusts—A transfer to a 
charitable remainder annuity trust described in Code 
Sec. 664(d)(1).98

iv. Charitable Remainder Unitrusts –A transfer to a 
charitable remainder unitrust described in Code 
Sec. 664(d)(2) if under the terms of the governing 
instrument, the unitrust amount can be computed 
only under Code Sec. 664(d)(2)(A) or a transfer to 
a charitable remainder unitrust if under terms of 
the governing instrument the unitrust amount can 
be computed under Code Sec. 664(d)(2) or (3) and 
either 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 transferors spouse or both the transferor and the 
transferor’s spouse.99

v. Pooled Income Fund—A transfer of property to a pooled 
income fund as defined in Code Sec. 642(c)(5).100

vi. Charitable Lead Trusts—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 inter-
est that qualifies for the gift tax charitable deduction 
under Code Sec. 2522, such as a charitable lead an-
nuity trust or a charitable lead unitrust.101

vii. Assignment of Remainder Interest—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 Code Sec. 674(c).102

viii. 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 reason of Code Sec. 2516 
and the remaining interests in the trust are retained 
by the other spouse.103

D. Qualified Personal Residence Trusts

Even if the retained interest is not structured as a quali-
fied interest, Code Sec. 2702 may nonetheless be avoided 
if the trust to which the property is transferred meets 
the requirements of a qualified personal residence trust. 
Generally speaking, a qualified personal residence trust is 
an irrevocable trust to which an individual transfers his 
or her personal residence and retains the right to occupy 
the residence for a term of years. The trust agreement 
must prohibit the trust from owning any asset other than 
one residence to be used or held for the use as a personal 
residence during the entire term.104 A personal residence 
includes the transferor’s principal residence and one other 
residence of the transferor,105 provided that the primary use 
of such residence is as a residence of the transferor when 
occupied by the transferor.106

Similar to the rules that apply with respect to qualified 
interests, the trust agreement must prohibit distributions to 
any person other than the transferor during the term and 
prohibit commutation of the term interest.107 Additionally, 
the trust agreement must provide that the trust ceases to be 
a qualified personal residence trust if the residence ceases to 
be used or held for use as a personal residence of the term 
holder; provided, however, if the personal residence ceases 
to be used as a personal residence of the term holder as a 
result of the sale of the residence, the trust ceases to be a 
qualified personal residence trust only after two years from 
the date of the sale and only to the extent that the net sale 



Taxes The Tax Magazine® FEBRUARY 201752

UNPACKING THE MYTHS AND MYSTERIES OF CHAPTER 14

proceeds are not reinvested in a new personal residence.108 
In the event that the trust ceases to qualify as a qualified 
personal residence trust, the trust agreement must provide 
that, within 30 days of the date on which the trust ceases 
to so qualify, either (1) the asset be distributed to the term 
holder or (2) the assets be converted into a qualified annuity 
interest for the balance of the term.109

E. Certain Property Interests Treated as 
Held in Trust Under Code Sec. 2702(c)
Code Sec. 2702(c) treats certain property interests as being 
held in trust, which will be subject to the zero value rule 
unless such property interests are structured as qualified 
interests. Specifically, Code Sec. 2702(c) can apply to joint 
purchases in which a family member retains a term inter-
est, which, although not actually a transfer in trust, may 
be treated as a transfer in trust under Code Sec. 2702(c).

Solely for purposes of Code Sec. 2702, if an individual 
acquires a term interest in property and, in the same trans-
action or series of transactions, one or more members of the 
individual’s family acquire an interest in the same property, 
the individual acquiring the term interest is treated as ac-
quiring the entire property so acquired, and transferring 
to each of those family members the interests acquired by 
that family member in exchange for any consideration paid 
by that family member. The amount of the individual’s gift 
will not exceed the amount of consideration furnished by 
that individual for all interests in the property.110

EXAMPLE: A purchases a 20-year interest in an apart-
ment 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 
actuarially under Code Sec. 7520. Solely for purposes 
of Code Sec. 2702, A is treated as buying the entire 
property and transferring the remainder interest to his 
child in exchange for the portion of the purchase price 
provided by A’s child. To determine the amount of A’s 
gift, A’s retained interest is valued at zero because it is 
not a qualified interest.111

In this example, if the entire value of the property 
is $10 million, and A’s child paid consideration of 
$3,000,000, because A’s retained interest is valued 
at zero, A would be deemed to have made a gift of 
$7,000,000 to her child ($10,000,000 − $3,000,000).

EXAMPLE: 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 
Code Sec. 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.112

F. Mitigation of Double Taxation

If an individual subsequently transfers an interest in trust 
previously valued under Code Sec. 2702, or if such interest 
is included in an individual’s gross estate, , the individual is 
entitled to a reduction in his or her aggregate taxable gifts or 
adjustable taxable gifts, as the case may be.113 The amount 
of the reduction is equal to the lesser of (1) the increase in 
the individual’s taxable gifts resulting from the interest being 
valued at the time of the initial transfer under Code Sec. 2702 
or (2) the increase in the individual’s taxable gifts (or gross 
estate) resulting from the subsequent transfer of the interest.114

EXAMPLE: In 2015, X transferred property to an ir-
revocable trust retaining the right to receive the trust 
income for life. On the death of X, the trust is to termi-
nate and the trust corpus is to be paid to X’s child, C. 
X’s income interest had a value under Code Sec. 7520 
of $40,000 at the time of the transfer; however, because 
X’s retained interest was not a qualified interest, it was 
valued at zero under Code Sec. 2702 for purposes of 
determining the amount of X’s gift. X’s taxable gifts in 
2015 were therefore increased by $40,000.

In 2016, X transfers the income interest to C for no 
consideration. Assume that the value under Code Sec. 
7520 of the income interest on the subsequent transfer 
to C is $30,000. If X makes no other gifts to C in 2016, 
X is entitled to a reduction in aggregate taxable gifts of 
$16,000, 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 result of the subsequent transfer of the income 
interest ($30,000 minus $14,000 annual exclusion).115

IV. Conclusion
The winding nature of Code Secs. 2701 and 2702 
demands that practitioners remain on alert. Because 
of the broad reach of Code Sec. 2701, even nongift 
transfers for full and adequate consideration could 



FEBRUARY 2017 53

potentially trigger a tax. Similarly, under Code Sec. 
2702, the expansive definition of a transfer “in trust” 
may cover a number of purchase and joint interest 
situations. In the next part of this article, we will ex-
amine Code Secs. 2703 and 2704, both of which take 
a slightly different turn. Rather than focusing merely 

on whether a transfer has occurred, the latter two sec-
tions focus on the presence, absence or lapse of certain 
rights and restrictions. When taken together, the four 
sections comprising Chapter 14 of the Code provide a 
comprehensive-valuation system to combat potentially 
abusive intra-family transactions.
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