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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 

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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