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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
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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.

(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.
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(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 lig-
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.

26 CFR Ch. | (4-1-13 Edition)

(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
(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)
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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 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 3V
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 lig-
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

§25.2704-1

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 liqg-
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
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
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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 lig-
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

26 CFR Ch. | (4-1-13 Edition)

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.

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 lig-
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
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