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On August 2, 2016, the IRS issued regulation  REG-163113-02, the long expected 
proposed regulations designed to prohibit the use of discounts (minority interest and 
marketability discounts) in connection with family owned business gifting.   
 
Family-controlled corporations and partnerships are often utilized as part of a family 
wealth transfer plan as vehicles for managing and controlling family assets, especially 
in the context of succession planning for family businesses. Family -controlled entities 
are attractive, in part, because of the ability to make gifts or bequests of interests in the 
entity to family members at a reduced tax cost using valuation discounts. The value of 
the interests transferred to family members is often subject to valuation discounts 
because of various restrictions imposed on the recipient’s ability to participate in 
management, force a distribution or liquidation and/or sell or transfer the interests. 
With the release on August 2, 2016 of proposed regulations under § 2704 of the 
Internal Revenue Code (IRS Code), the Treasury Department (Treasury) signaled its 
intent to curtail the opportunity to use such valuation discounts. As the expression 
goes, “the times they are a-changing.” 
 
The proposed regulations reduce the availability of valuation discounts used in 
valuing transfers between family members of interests in family -controlled entities 
where the interests are subject to restrictions on liquidation. The proposed regulations 
also expand the circumstances in which the lapse of certain voting and liquidation 
rights attached to an interest in a family -controlled entity will be treated as a taxable 
gift or bequest.  
 
For anyone considering transferring a family business or other wealth using valuation 
discount techniques, you officially are on the clock so to speak. While the proposed 
regulations run well over 50 pages, the target is clear and they may well have hit the 
mark this time.  
 
The good news is that these regulations will not be applicable until they become final-
which will not be any time before December 1, 2016 following a comment period and 
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a public hearing.  

Is “Discounting” the Right Estate Tax Planning Strategy for You? 

Between now and December 1, 2016, we are contacting as many business owners 
about ways that a they can transfer their interests in a family owned business on to the 
next generation at the lowest possible estate and gift tax burden. 
This is a pretty hot topic as more and more baby boomers are looking for a strategy to 
help eventually exit the business but also takes care to make sure that the owner has 
enough money to last through retirement while protecting their legacy to dealing with 
federal and state tax implications. 
Your estate will have to pay state and federal estate taxes if its net value when you die 
is more than the exempt amount set by a state legislature or Congress at that time. 
Currently the federal exemption is $5,340,000, and the top tax rate on estates of any 
amount over the exemption is 40%.  
What this means is that if the size of your estate falls below the thresholds, you will 
not have an estate tax issue and the need for estate tax planning.  However, if you 
anticipate business growth be sure to give some thought into future valuations. 
On the other hand, if the value of your assets exceeds the thresholds – which may very 
well happen when you add in the value of your family business into the equation –
using strategies for lowering the value of the business can be a prudent course of 
action. 
Using Discounting as an Estate Tax Planning Strategy 

One of the strategies that we look at quite carefully in situations where a family 
business is involved and where assets are above the exemption thresholds is the use of 
“discounting,” which has the effect of lowering the value of partial interests in the 
business that have been gifted to family members. By applying discounts, you can 
transfer a greater percentage of the business, which can lower the potential estate tax 
burden upon the parent’s passing. 

There are two types of discounts: 

• Discounts for lack of marketability (DLOM) recognize that the value of 
closely-held shares (as compared to shares trading on an active market) are less 
valuable due to the difficulty of selling those shares and converting them to 
cash.  
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• Discounts for lack of control (DLOC) recognize that a minority interest is less 
valuable than a controlling interest due to the inability generally of the minority 
holder to affect the cash return on their shares held.  

In either case, the value of these discounts can vary depending on the facts and 
circumstance of each situation, but can range from 30.0%-40.0% for combined 
discounts. A key note: discounting must be based on a credible valuation of the 
business. 

Case Study: Discounting at Work with the Old Strategy 

Say for example, that you have a business valued at $10 million, and have an estate 
plan that calls for you to transfer each year starting at age 55 to two of your children in 
the business an amount equal to the maximum annual gift tax exclusion ($56,000 for 
joint gift per recipient) over a period of 25 years.    

Assume the combined justifiable discounts are 50.0%. Without discounting the 
maximum tax free-gifts per year would equate to a 1.12% ownership transfer 
($112,000/$10M) or only 28% (or $2.8M) over the 25-year period. By applying the 
discounts, you could transfer 50.0% ($5.6M) of the business out of the estate, saving 
$1.12M in federal estate taxes alone assuming a rate of 40% ($2.8M lower estate x 
40%).    

Tread Carefully and Get Expert Advice 

Although using discounts appears at first blush to be a sound tax minimization 
strategy for estate planning, deploying this strategy depends on a number of 
considerations, from size of the estate to methods used to value the family business to 
determination of the appropriate (and defensible) levels of discounts for control and 
marketability. 

Because courts and the IRS scrutinize the way discounts are developed and applied, 
it’s prudent to engage the assistance of a qualified, certified and appropriately 
credentialed valuation/appraisal firm that can do both the valuation and determinations 
and support of justifiable discounts. 

If you need a highly qualified, accredited and certified valuation specialist call Ron 
Adams, CPA, CVA, ABV, CBA, BCA, CFF, CGMA, FVS at (508) 878-8390,  
or e-mail him at adams.r@foxboro-consulting.com.  
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We’ll present valuation approaches and methodologies to help you minimize your 
family’s tax burden including discounts for marketability, lack of control, and limited 
v. general partnership ownership interest discounts. We should talk soon; because 
December 1, 2016 will be here before you know it. If you have any questions you can 
contact me at (774) 719-2236, or on my mobile phone at (508) 878-8390. 
 

Very truly yours, 

        
Ronald J. Adams, CPA, CVA, ABV, 
CBA, BCA, CFF, FVS, CGMA 
Managing Director - Valuation 
Services 
Certified Public Accountant (CPA) 
Certified Valuation Analyst (CVA) 
Accredited in Business Valuation 
(ABV) 
Certified Business Appraiser (CBA) 
Business Certified Appraiser (BCA) 
Certified in Financial Forensics (CFF) 
Certified in Forensic & Valuation 
Services (FVS) 
Chartered Global Management 
Accountant (CGMA) 
Foxboro Consulting Group, Inc. 

       Foxboro, MA 
 
 
 
 
 
 
 
 
 
 
 
 
 
IRS Proposes Rules to Curb Estate Valuation Discounts 
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From Daily Tax Report  
By Allyson Versprille  

Aug. 2 — Proposed IRS rules to rein in estate valuation discounts add a new category of restrictions 
that would be disregarded in valuing transfers of family interests.  

Estate, gift and generation-skipping transfer taxes apply to the transfer of assets from one person to 
another either by gift during a decedent's lifetime or by inheritance at death.  

By using aggressive planning tactics to lower the taxable value of transferred assets, certain 
taxpayers or their estates that hold closely held businesses can end up paying less than they should in 
taxes, said Mark Mazur, assistant secretary for tax policy at the Treasury Department, in a blog post.  

The proposed regulations (REG-163113-02, RIN:1545-BB71), released Aug. 2, will “close a tax 
loophole that certain taxpayers have long used to understate the fair market value of their assets for 
estate and gift tax purposes,” he said.  

Ron Aucutt, a partner at McGuireWoods LLP that advises clients on such matters said he welcomes 
the regulations. While they will significantly reduce the benefit of using entities like family-owned 
corporations and partnerships to lower the value of assets subject to estate and gift taxes, generally if 
finalized the rules will provide more clarity and efficiency, he told Bloomberg BNA Aug. 2.  

‘Disregarded Restrictions.' 

The proposed regulations address restrictions on the liquidation or redemption of interests in family-
controlled entities under tax code Section 2704. They add a new class of “disregarded restrictions” 
that will be ignored if, after the transfer, the restriction will lapse or may be removed—without 
regard to certain interests held by nonfamily members—by the transferor or the transferor's family.  

A “disregarded restriction” as defined by the new rules includes one that: “(a) limits the ability of the 
holder of the interest to liquidate the interest; (b) limits the liquidation proceeds to an amount that is 
less than a minimum value; (c) defers the payment of the liquidation proceeds for more than six 
months; or (d) permits the payment of the liquidation proceeds in any manner other than in cash or 
other property, other than certain notes,” the Internal Revenue Service said.  

The agency defines “minimum value” as the interest's share of the net value of the entity on the date 
of liquidation or redemption.  

Dennis Belcher, also a partner at McGuire Woods, said the provisions on disregarded restrictions is 
“where you're going to hear a lot of people scream.”  

“In the past, Congress was not able to tax a right that you didn't have or an interest that you didn't 
have, and state law would govern how much interest you had and what to do with that,” he said. 
“Now we're going to disregard state law, so that's a pretty big step.”  

Aucutt, however, noted that the only state law that would be disregarded is such that could be 
changed or overridden in a family-owned entity's governing documents. He also noted that there are 
exceptions in the rules in connection to certain federal and state laws.  

Relief Provided 
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Aucutt said there were several provisions that he was glad were included in the proposed regulations.  

One of them is the aforementioned exception that says restrictions required by mandatory federal or 
state law are still going to be given effect in valuation, and will not be disregarded, he said.  

“There will be people who see it a little differently because restrictions imposed by state law are 
specifically addressed by these regulations, but what they do is limit the effect on estate law” to 
statutes that are truly mandatory and can't be avoided by either choosing to refer to a different statute 
or making changes to an entity's governing documents, he said.  

The rules also provide relief to operating businesses, Aucutt said. 

For purposes of determining minimum value, the only outstanding obligations of the entity that may 
be taken into account are those that would be allowable—if paid—as deductions under Section 2053 
if those obligations instead were claims against an estate, the proposed rules say. “For example, and 
subject to the foregoing limitation on outstanding obligations, if the entity holds an operating 
business, the rules of §20.2031-2(f)(2) or 20.2031-3 apply in the case of a testamentary transfer and 
the rules of §25.2512-2(f)(2) or 25.2512-3 apply in the case of an inter vivos transfer,” the IRS said.  

This nod to operating businesses is important, Aucutt said. “Maybe they could have gone or should 
have gone farther. But they’ve at least acknowledged the greater legitimacy that operating businesses 
have and why it’s more important to respect the restrictions that apply to an operating business,” he 
said. Belcher also agreed with that change.  

Aucutt said he was glad to see the regulations included a clarification that the same rules are going to 
apply for determining the amount of a marital deduction or a charitable deduction as for determining 
the initial amount of the transfer.  

Surprises 

The rules not only apply to a limitation on redeeming or liquidating an interest altogether, but also 
on a limitation on the manner in which the redemption or liquidation proceeds can be paid, which 
Aucutt said he found surprising.  

“A disregarded restriction includes limitations on the time and manner of payment of the liquidation 
proceeds,” the IRS said in the proposed rules. “Such limitations include provisions permitting 
deferral of full payment beyond six months or permitting payment in any manner other than in cash 
or property.”  

“In other words, a person can take their partnership interest and withdraw from the partnership and 
ask the partnership to redeem” the interest, he said. “Let’s say it’s a 10 percent interest and the 
partnership is worth $1 million, then these rules say that they need to be able to liquidate and redeem 
their interest for $100,000, not less. And that they must be paid within six months. And that they 
can’t be paid in just a promissory note that is within the family,” Aucutt said.  

In this respect, the rules were broader than anticipated, he said, adding that even so, it was a 
reasonable inclusion.  

Unwelcome Changes 
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While being overall pleased with the rules, Belcher said, there were two provisions that he 
questioned.  

The proposed regulations narrow an exception within the definition of a lapse of a liquidation right 
to transfers occurring three years or more before the transferor’s death. Current rules only require 
that the lapse occur before death in order to be excepted from Section 2704, Belcher said.  

“I know that having a three-year rule is a bright-line test, but I was hoping we’d get away from 
arbitrary time periods,” he said. “Congress has done a great job of moving away from that and now 
we’re moving back to it.”  

He was also wary of the clause that says in a family-controlled entity, any restriction on an owner's 
right to liquidate his or her interest will be disregarded if the transferor or the transferor's family 
removes the restriction.  

Always going back to family attribution is somewhat worrisome, he said. “The Treasury's tried to 
get family attribution in, and this is a step toward family attribution by assuming all family members 
act as one,” Belcher said. But “that's not what happens in the real world,” he added.  

Greenbook Proposal 

In November 2015, an IRS official told practitioners at an American Institute of CPAs meeting that 
the guidance would not be based on previous Obama administration Greenbook budget proposals, 
though advisers were skeptical (08 DTR S-13, 1/13/16).  

Aucutt said, unsurprisingly, the proposed regulations “follow the Greenbook pretty closely.”  

The Greenbook said that restrictions would be measured against standards prescribed in regulations, 
not against default state law, and that is included in the rules, Aucutt said.  

The proposed regulations also include a provision that says in determining whether a restriction may 
be removed by family members, certain interests held by charities or others who aren't family would 
be deemed to be held by the family, he said.  

Another common provision is the clarification on marital and charitable deductions, Aucutt said.  

Estate Planning Community 

The proposed regulations are scheduled to be published in the Federal Register Aug. 4. The IRS has 
scheduled a Dec. 1 public hearing on the proposal; comments and outlines of topics to be discussed 
at the hearing are due by Nov. 2, 2016.  

Aucutt said although he is mostly favorable toward the rules, other wealth planners might not be so 
welcoming.  

“The estate planning community was expecting to get proposed regulations that they would have a 
hard time accepting and agreeing with,” and that rhetoric will be reflected in comments and at the 
public hearing, he said.  

Some points will be valid, but in looking back at criticism heard in anticipation of the rules, much of 
that “has been overstated,” Aucutt said.  
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Belcher said overall he was also pleased with the regulations. He was especially glad to see that the 
IRS and Treasury gave practitioners effective dates starting after the final regulations are published 
in the Federal Register.  

“It will give all of us an opportunity to go through the plans that we’ve done in the past and see 
where we need to make any adjustments or whether we need to take advantage of the current rules 
before these become the existing rules,” Belcher said.  
 
https://www.regulations.gov/document?D=IRS-2016-0022-0001 
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Summary 
This document contains proposed regulations concerning the valuation of interests in corporations 
and partnerships for estate, gift, and generation-skipping transfer (GST) tax purposes. Specifically, 
these proposed regulations concern the treatment of certain lapsing rights and restrictions on 
liquidation in determining the value of the transferred interests. These proposed regulations affect 
certain transferors of interests in corporations and partnerships and are necessary to prevent the 
undervaluation of such transferred interests. 

Dates 
Written and electronic comments must be received by November 2, 2016. Outlines of topics to be 
discussed at the public hearing scheduled for December 1, 2016, must be received by November 2, 
2016. 

Addresses 
Send submissions to: CC:PA:LPD:PR (REG-163113-02), Room 5203, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Washington, DC 20044. Submissions also may be hand delivered 
Monday through Friday between the hours of 8 a.m. and 5 p.m. to: CC:PA:LPD:PR (REG-163113-
02), Courier's Desk, Internal Revenue Service, 1111 Constitution Avenue NW., Washington, DC 
20224, or sent electronically via the Federal rulemaking portal at www.regulations.gov (IRS REG-
163113-02). The public hearing will be held in the Auditorium, Internal Revenue Service Building, 
1111 Constitution Avenue NW., Washington, DC 20224. 

For Further Information Contact 
Concerning the proposed regulations, John D. MacEachen, (202) 317-6859; concerning submissions 
of comments, the hearing, and/or to be placed on the building access list to attend the hearing, 
Regina L. Johnson at (202) 317-6901 (not toll-free numbers). 

Supplementary Information 
Background 

Section 2704 of the Internal Revenue Code provides special valuation rules for purposes of subtitle 
B (relating to estate, gift, and GST taxes) for valuing intra-family transfers of interests in 
corporations and partnerships subject to lapsing voting or liquidation rights and restrictions on 
liquidation. Lapses of voting or liquidation rights are treated as a transfer of the excess of the fair 
market value of all interests held by the transferor, determined as if the voting or liquidation rights 
were non-lapsing, over the fair market value of such interests after the lapse. Certain restrictions on 
liquidation are disregarded in determining the fair market value of the transferred interest. The 
legislative history of section 2704 states that the provision is intended, in part, to prevent results 
similar to that in Estate of Harrison v. Commissioner, T.C. Memo. 1987-8. Informal S. Rep. on S. 
3209, 136 Cong. Rec. S15629-4 (October 18, 1990); H.R. Conf. Rep. No. 101-964, 2374, 2842 
(October 27, 1990). 
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In Harrison, the decedent and two of his children each held a general partner interest in a partnership 
immediately before the decedent's death. The decedent also held all of the limited partner interests in 
the partnership. Because any general partner could liquidate the partnership during life, each general 
partner could cause all partners to obtain the full value of such partner's partnership interests. A 
general partner's right to liquidate the partnership lapsed on the death of that partner. In determining 
the estate tax value of the decedent's limited partner interest, the court concluded that the right of the 
decedent to liquidate the partnership (and thus readily obtain the full value of the limited partner 
interest) could not be taken into account because that right lapsed at death. As a result, the Court 
determined the value for transfer tax purposes of the limited partner interest to be less than its value 
either in the hands of the decedent immediately before death or in the hands of his family (the other 
general partners) immediately after death. 

Section 2704(a)(1) provides generally that, if there is a lapse of any voting or liquidation right in a 
corporation or a partnership and the individual holding such right immediately before the lapse and 
members of such individual's family hold, both before and after the lapse, control of the entity, such 
lapse shall be treated as a transfer by such individual by gift, or a transfer which is includible in the 
gross estate, whichever is applicable. The amount of the transfer is the fair market value of all 
interests held by the individual immediately before the lapse (determined as if the voting and 
liquidation rights were no lapsing) over the fair market value of such interests after the lapse. 

Section 25.2704-1(a)(2)(v) of the current Gift Tax Regulations defines a liquidation right as the right 
or ability, including by reason of aggregate voting power, to compel the entity to acquire all or a 
portion of the holder's equity interest in the entity, whether or not its exercise would result in the 
complete liquidation of the entity. 

Section 25.2704-1(c)(1) provides a rule that a lapse of a liquidation right occurs at the time a 
presently exercisable liquidation right is restricted or eliminated. However, under §  25.2704-1(c)(1), 
a transfer of an interest that results in the lapse of a liquidation right generally is not subject to this 
rule if the rights with respect to the transferred interest are not restricted or eliminated. The effect of 
this exception is that the inter vivos transfer of a minority interest by the holder of an interest with 
the aggregate voting power to compel the entity to acquire the holder's interest is not treated as a 
lapse even though the transfer results in the loss of the transferor's presently exercisable liquidation 
right. 

The Treasury Department and the IRS, however, believe that this exception should not apply when 
the inter vivos transfer that results in the loss of the power to liquidate occurs on the decedent's 
deathbed. Cf. Estate of Murphy v. Commissioner, T.C. Memo. 1990-472 (rejecting “attempts to 
avoid taxation of the control value of stock holdings through bifurcation of the blocks”). Such 
transfers generally have minimal economic effects, but result in a transfer tax value that is less than 
the value of the interest either in the hands of the decedent prior to death or in the hands of the 
decedent's family immediately after death. See Harrison, supra. The enactment of section 2704 was 
intended to prevent this result. See Informal S. Rep. on S. 3209, supra; H.R. Conf. Rep. No. 101-
964, supra. See also section 2704(a)(3) (conferring on the Secretary broad regulatory authority to 
apply section 2704(a) to the lapse of rights similar to voting and liquidation rights). The Treasury 
Department and the IRS have concluded that the regulatory exception created in §  25.2704-1(c)(1) 
should apply only to transfers occurring more than three years before death, where the loss of control 
over liquidation is likely to have a more substantive effect. A bright-line test will avoid the fact-
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intensive inquiry underlying a determination of a donor's subjective motive which is administratively 
burdensome for both taxpayers and the IRS. Cf. section 2035(a) (replacing the contemplation of 
death presumption of prior law with a bright-line, three-year test). Accordingly, the proposed 
regulations treat transfers occurring within three years of death that result in the lapse of a 
liquidation right as transfers occurring at death for purposes of section 2704(a). 

Section 2704(b)(1) provides generally that, if a transferor transfers an interest in a corporation or 
partnership to (or for the benefit of) a member of the transferor's family, and the transferor and 
members of the transferor's family hold, immediately before the transfer, control of the entity, any 
“applicable restriction” is disregarded in valuing the transferred interest. Under section 2704(b)(2), 
an applicable restriction is defined as a restriction that effectively limits the ability of the entity to 
liquidate, but which, after the transfer, either in whole or in part, will lapse or may be removed by 
the transferor or the transferor's family, either alone or collectively. Section 2704(b)(3)(B) excepts 
from the definition of an applicable restriction any restriction “imposed, or required to be imposed, 
by any Federal or State law.” 

Section 2704(b)(4) provides that the Secretary may by regulations provide that other restrictions 
shall be disregarded in determining the value of any interest in a corporation or a partnership 
transferred to a member of the transferor's family if the restriction has the effect of reducing the 
value of the transferred interest for transfer tax purposes but does not ultimately reduce the value of 
the interest to the transferee. 

Section 25.2704-2(b) provides, in part, that an applicable restriction “is a limitation on the ability to 
liquidate the entity (in whole or in part) that is more restrictive than the limitations that would apply 
under the State law generally applicable to the entity in the absence of the restriction.” 

The Treasury Department and the IRS have determined that the current regulations have been 
rendered substantially ineffective in implementing the purpose and intent of the statute by changes in 
state laws and by other subsequent developments. First, courts have concluded that, under the current 
regulations, section 2704(b) applies only to restrictions on the ability to liquidate an entire entity, and 
not to restrictions on the ability to liquidate a transferred interest in that entity. Kerr v. 
Commissioner, 113 T.C. 449, 473 (1999), aff'd, 292 F.3rd 490 (5th Cir. 2002). Thus, a restriction on 
the ability to liquidate an individual interest is not an applicable restriction under the current 
regulations. 

Second, as noted above, the current regulations except from the definition of an applicable restriction 
a restriction on liquidation that is no more restrictive than that of the state law that would apply in 
the absence of the restriction. The Tax Court viewed this as a regulatory expansion of the statutory 
exception to the application of section 2704(b) contained in section 2704(b)(3)(B) that excepts “any 
restriction imposed, or required to be imposed, by any Federal or State law.” Kerr, 113 T.C. at 472. 
Since the promulgation of the current regulations, many state statutes governing limited partnerships 
have been revised to allow liquidation of the entity only on the unanimous vote of all owners (unless 
provided otherwise in the partnership agreement), and to eliminate the statutory default provision 
that had allowed a limited partner to liquidate his or her limited partner interest. Instead, statutes in 
these jurisdictions typically now provide that a limited partner may not withdraw from the 
partnership unless the partnership agreement provides otherwise. See, e.g., Tex. Bus. Orgs. Ann. 
§  153.110 (West 2016) (limited partner may withdraw as specified in the partnership agreement); 
Uniform Limited Partnership Act (2001) §  601(a), 6A U.L.A. 348, 448 (Supp. 2015) (limited partner 
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has no right to withdraw before completion of the winding up of the partnership). Further, other state 
statutes have been revised to create elective restrictions on liquidation. See, e.g., Nev. Rev. Stat. 
§  87A.427 (2016) (limited partnership electing to be restricted limited partnership may not make any 
distributions for a 10-year period). Each of these statutes is designed to be at least as restrictive as 
the maximum restriction on liquidation that could be imposed in a partnership agreement. The result 
is that the provisions of a partnership agreement restricting liquidation generally fall within the 
regulatory exception for restrictions that are no more restrictive than those under state law, and thus 
do not constitute applicable restrictions under the current regulations. 

Third, taxpayers have attempted to avoid the application of section 2704(b) through the transfer of a 
partnership interest to an assignee rather than to a partner. Again, relying on the regulatory exception 
for restrictions that are no more restrictive than those under state law, and the fact that an assignee is 
allocated partnership income, gain, loss, etc., but does not have (and thus may not exercise) the 
rights or powers of a partner, taxpayers argue that an assignee's inability to cause the partnership to 
liquidate his or her partnership interest is no greater a restriction than that imposed upon assignees 
under state law. Kerr, 113 T.C. at 463-64; Estate of Jones v. Commissioner, 116 T.C. 121, 129-30 
(2001). Taxpayers thus argue that the assignee status of the transferred interest is not an applicable 
restriction. 

Finally, taxpayers have avoided the application of section 2704(b) through the transfer of a nominal 
partnership interest to a nonfamily member, such as a charity or an employee, to ensure that the 
family alone does not have the power to remove a restriction. Kerr, 292 F.3rd at 494. 

As the Tax Court noted in Kerr, Congress granted the Secretary broad discretion in section 
2704(b)(4) to promulgate regulations identifying restrictions not covered by section 2704(b) that 
nevertheless should be disregarded for transfer tax valuation purposes. 113 T.C. at 474. The 
Treasury Department and the IRS have concluded that, as was recognized by Congress when 
enacting section 2704(b), there are additional restrictions that may affect adversely the transfer tax 
value of an interest but that do not reduce the value of the interest to the family-member transferee, 
and thus should be disregarded for transfer tax valuation purposes. H.R. Conf. Rep. No. 101-964, 
supra, at 1138. The Treasury Department and the IRS have determined that such restrictions include: 
(a) A restriction on the ability to liquidate the transferred interest; and (b) any restrictions attendant 
upon the nature or extent of the property to be received in exchange for the liquidated interest, or the 
timing of the payment of that property. 

Further, the Treasury Department and the IRS have concluded that the grant of an insubstantial 
interest in the entity to a nonfamily member should not preclude the application of section 2704(b) 
because, in reality, such nonfamily member interest generally does not constrain the family's ability 
to remove a restriction on the liquidation of an individual interest. Cf. Kerr, 292 F.3rd at 494 (noting 
that a charity receiving a partnership interest would “convert its interests into cash as soon as 
possible, so long as it believed the transaction to be in its best interest and that it would receive fair 
market value for its interest”). The interest of such nonfamily members does not affect the family's 
control of the entity, but rather, when combined with a requirement that all holders approve 
liquidation, is designed to reduce the transfer tax value of the family-held interests while not 
ultimately reducing the value of those interests to the family member transferees. The enactment of 
section 2704 was intended to prevent this result. See section 2704(b)(4) (conferring on the Secretary 
broad regulatory authority to apply section 2704(b) to other restrictions if the restriction has the 
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effect of reducing the value of the transferred interest for transfer tax purposes but does not 
ultimately reduce the value of the interest to the transferee). The Treasury Department and the IRS 
have concluded that the presence of a nonfamily-member interest should be recognized only where 
the interest is an economically substantial and longstanding one that is likely to have a more 
substantive effect. A bright-line test will avoid the fact-intensive inquiry underlying a determination 
of whether the interest of the nonfamily member effectively constrains the family's ability to 
liquidate the entity. Accordingly, the proposed regulations disregard the interest held by a nonfamily 
member that has been held less than three years before the date of the transfer, that constitutes less 
than 10 percent of the value of all of the equity interests, that when combined with the interests of 
other nonfamily members constitutes less than 20 percent of the value of all of the equity interests, 
or that lacks a right to put the interest to the entity and receive a minimum value. 

Finally, since the promulgation of §§  301.7701-1 through 301.7701-3 of the Procedure and 
Administration Regulations (the check-the-box regulations), an entity's classification for federal tax 
purposes may differ substantially from the entity's structure or form under local law. In addition, 
many taxpayers now utilize a limited liability company (LLC) as the preferred entity to hold family 
assets or business interests. The Treasury Department and the IRS have concluded that the 
regulations under section 2704 should be updated to reflect these significant developments. 

Explanation of Provisions 

The proposed regulations would amend §  25.2701-2 to address what constitutes control of an LLC or 
other entity or arrangement that is not a corporation, partnership, or limited partnership. The 
proposed regulations would amend §  25.2704-1 to address deathbed transfers that result in the lapse 
of a liquidation right and to clarify the treatment of a transfer that results in the creation of an 
assignee interest. The proposed regulations would amend §  25.2704-2 to refine the definition of the 
term “applicable restriction” by eliminating the comparison to the liquidation limitations of state 
law. Further, the proposed regulations would add a new section, §  25.2704-3, to address restrictions 
on the liquidation of an individual interest in an entity and the effect of insubstantial interests held by 
persons who are not members of the family. 

Covered Entities 

The proposed regulations would clarify, in §§  25.2704-1 through 25.2704-3, that section 2704 
applies to corporations, partnerships, LLC's, and other entities and arrangements that are business 
entities within the meaning of §  301.7701-2(a), regardless of whether the entity or arrangement is 
domestic or foreign, regardless of how the entity or arrangement is classified for other federal tax 
purposes, and regardless of whether the entity or arrangement is disregarded as an entity separate 
from its owner for other federal tax purposes. 

Classification of the Entity 

Section 2704 speaks in terms of corporations and partnerships. Under the proposed regulations, a 
corporation is any business entity described in §  301.7701-2(b)(1), (3), (4), (5), (6), (7), or (8), an S 
corporation within the meaning of section 1361(a)(1), and a qualified subchapter S subsidiary within 
the meaning of section 1361(b)(3)(B). For this purpose, a qualified subchapter S subsidiary is treated 
as a corporation that is separate from its parent owner. For most purposes under the proposed 
regulations, a partnership would be any other business entity within the meaning of §  301.7701-1(a), 
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regardless of how the entity is classified for federal tax purposes. 

However, these proposed regulations address two situations in which it is necessary to go beyond 
this division of entities into only the two categories of corporation and partnership. These situations 
(specifically, the test to determine control of an entity, and the test to determine whether a restriction 
is imposed under state law) require consideration of the differences among various types of business 
entities under the local law under which those entities are created and governed. As a result, for 
purposes of the test to determine control of an entity and to determine whether a restriction is 
imposed under state law, the proposed regulations would provide that in the case of any business 
entity or arrangement that is not a corporation, the form of the entity or arrangement would be 
determined under local law, regardless of how it is classified for other federal tax purposes, and 
regardless of whether it is disregarded as an entity separate from its owner for other federal tax 
purposes. For this purpose, local law is the law of the jurisdiction, whether domestic or foreign, 
under which the entity or arrangement is created or organized. Thus, in applying these two tests, 
there would be three types of entities: Corporations, partnerships (including limited partnerships), 
and other business entities (which would include LLCs that are not S corporations) as determined 
under local law. 

Control of the Entity 

Section 2704(c)(1) incorporates the definition of control found in section 2701(b)(2). Control of a 
corporation, partnership, or limited partnership is defined in sections 2701(b)(2)(A) and (B). The 
proposed regulations would clarify, in §  25.2701-2, that control of an LLC or of any other entity or 
arrangement that is not a corporation, partnership, or limited partnership would constitute the 
holding of at least 50 percent of either the capital or profits interests of the entity or arrangement, or 
the holding of any equity interest with the ability to cause the full or partial liquidation of the entity 
or arrangement. Cf. section 2701(b)(2)(B)(ii) (defining control of a limited partnership as including 
the holding of any interest as a general partner). Further, for purposes of determining control, under 
the attribution rules of existing §  25.2701-6, an individual, the individual's estate, and members of 
the individual's family are treated as holding interests held indirectly through a corporation, 
partnership, trust, or other entity. 

Lapses Under Section 2704(a) 

The proposed regulations would amend §  25.2704-1(a) to confirm that a transfer that results in the 
restriction or elimination of any of the rights or powers associated with the transferred interest (an 
assignee interest) is treated as a lapse within the meaning of section 2704(a). This is the case 
regardless of whether the right or power is exercisable by the transferor after the transfer because the 
statute is concerned with the lapse of rights associated with the transferred interest. Whether the 
lapse is of a voting or liquidation right is determined under the general rules of section 25.2704-1. 

The proposed regulations also would amend §  25.2704-1(c)(1) to narrow the exception in the 
definition of a lapse of a liquidation right to transfers occurring three years or more before the 
transferor's death that do not restrict or eliminate the rights associated with the ownership of the 
transferred interest. In addition, the proposed regulations would amend §  25.2704-1(c)(2)(i)(B) to 
conform the existing provision for testing the family's ability to liquidate an interest with the 
proposed elimination of the comparison with local law, to clarify that the manner in which 
liquidation may be achieved is irrelevant, and to conform with the proposed provision for 
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disregarding certain nonfamily-member interests in testing the family's ability to remove a restriction 
in proposed §  25.2704-3 regarding disregarded restrictions. 

Applicable Restrictions Under Section 2704(b) 

The proposed regulations would remove the exception in §  25.2704-2(b) that limits the definition of 
applicable restriction to limitations that are more restrictive than the limitations that would apply in 
the absence of the restriction under the local law generally applicable to the entity. As noted above, 
this exception is not consistent with section 2704(b) to the extent that the transferor and family 
members have the power to avoid any statutory rule. The proposed regulations also would revise 
§  25.2704-2(b) to provide that an applicable restriction does include a restriction that is imposed 
under the terms of the governing documents, as well as a restriction that is imposed under a local law 
regardless of whether that restriction may be superseded by or pursuant to the governing documents 
or otherwise. In applying this particular exception to the definition of an applicable restriction, this 
proposed rule is intended to ensure that a restriction that is not imposed or required to be imposed by 
federal or state law is disregarded without regard to its source. 

Further, with regard to the exception for restrictions “imposed, or required to be imposed, by any 
Federal or State law,” in section 2704(b)(3)(B), the proposed regulations would clarify that the terms 
“federal” and “state” refer only to the United States or any state (including the District of Columbia 
(see section 7701(a)(10)), but do not include any other jurisdiction. 

A restriction is imposed or required to be imposed by law if the restriction cannot be removed or 
overridden and it is mandated by the applicable law, is required to be included in the governing 
documents, or otherwise is made mandatory. In addition, a restriction imposed by a state law, even if 
that restriction may not be removed or overridden directly or indirectly, nevertheless would 
constitute an applicable restriction in two situations. In each situation, although the statute itself is 
mandatory and cannot be overridden, another statute is available to be used for the entity's governing 
law that does not require the mandatory restriction, thus in effect making the purportedly mandatory 
provision elective. The first situation is that in which the state law is limited in its application to 
certain narrow classes of entities, particularly those types of entities most likely to be subject to 
transfers described in section 2704, that is, family-controlled entities. The second situation is that in 
which, although the state law under which the entity was created imposed a mandatory restriction 
that could not be removed or overridden, either at the time the entity was organized or at some 
subsequent time, that state's law also provided an optional provision or an alternative statute for the 
creation and governance of that same type of entity that did not mandate the restriction. Thus, an 
optional provision is one for the same category of entity that did not include the restriction or that 
allowed it to be removed or overridden, or that made the restriction optional, or permitted the 
restriction to be superseded, whether by the entity's governing documents or otherwise. For purposes 
of determining whether a restriction is imposed on an entity under state law, there would be only 
three types of entities, specifically, the three categories of entities described in §  25.2701-2(b)(5) of 
the proposed regulations: Corporations; partnerships (including limited partnerships); and other 
business entities. A similar proposed rule applies to the additional restrictions discussed later in this 
preamble. 

If an applicable restriction is disregarded, the fair market value of the transferred interest is 
determined under generally applicable valuation principles as if the restriction does not exist (that is, 
as if the governing documents and the local law are silent on the question), and thus, there is deemed 
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to be no such restriction on liquidation of the entity. 

Disregarded Restrictions 

A new class of restrictions is described in the proposed regulations that would be disregarded, 
described as “disregarded restrictions.” This class of restrictions is identified pursuant to the 
authority contained in section 2704(b)(4). Note that, although it may appear that sections 2703 and 
2704(b) overlap, they do not. While section 2703 and the corresponding regulations currently 
address restrictions on the sale or use of individual interests in family-controlled entities, the 
proposed regulations would address restrictions on the liquidation or redemption of such interests. 

Under §  25.2704-3 of the proposed regulations, in the case of a family-controlled entity, any 
restriction described below on a shareholder's, partner's, member's, or other owner's right to liquidate 
his or her interest in the entity will be disregarded if the restriction will lapse at any time after the 
transfer, or if the transferor, or the transferor and family members, without regard to certain interests 
held by nonfamily members, may remove or override the restriction. Under the proposed regulations, 
such a disregarded restriction includes one that: (a) Limits the ability of the holder of the interest to 
liquidate the interest; (b) limits the liquidation proceeds to an amount that is less than a minimum 
value; (c) defers the payment of the liquidation proceeds for more than six months; or (d) permits the 
payment of the liquidation proceeds in any manner other than in cash or other property, other than 
certain notes. 

“Minimum value” is the interest's share of the net value of the entity on the date of liquidation or 
redemption. The net value of the entity is the fair market value, as determined under section 2031 or 
2512 and the applicable regulations, of the property held by the entity, reduced by the outstanding 
obligations of the entity. Solely for purposes of determining minimum value, the only outstanding 
obligations of the entity that may be taken into account are those that would be allowable (if paid) as 
deductions under section 2053 if those obligations instead were claims against an estate. For 
example, and subject to the foregoing limitation on outstanding obligations, if the entity holds an 
operating business, the rules of §  20.2031-2(f)(2) or 20.2031-3 apply in the case of a testamentary 
transfer and the rules of §  25.2512-2(f)(2) or 25.2512-3 apply in the case of an inter vivos transfer. 
The minimum value of the interest is the net value of the entity multiplied by the interest's share of 
the entity. For this purpose, the interest's share is determined by taking into account any capital, 
profits, and other rights inherent in the interest in the entity. 

A disregarded restriction includes limitations on the time and manner of payment of the liquidation 
proceeds. Such limitations include provisions permitting deferral of full payment beyond six months 
or permitting payment in any manner other than in cash or property. For this purpose, the term 
“property” does not include a note or other obligation issued directly or indirectly by the entity, other 
holders of an interest in the entity, or persons related to either. An exception is made for the note of 
an entity engaged in an active trade or business to the extent that (a) the liquidation proceeds are not 
attributable to passive assets within the meaning of section 6166(b)(9)(B), and (b) the note is 
adequately secured, requires periodic payments on a non-deferred basis, is issued at market interest 
rates, and has a fair market value (when discounted to present value) equal to the liquidation 
proceeds. A fair market value determination assumes a cash sale. See Section 2 of Rev. Rul. 59-60, 
1959-1 C.B. 237 (defining fair market value and stating that “court decisions frequently state in 
addition that the hypothetical buyer and seller are assumed to be able, as well as willing to trade . . 
.”). Thus, in the absence of immediate payment of the liquidation proceeds, the fair market value of 
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any note falling within this exception must equal the fair market value of the liquidation proceeds on 
the date of liquidation or redemption. 

Exceptions that apply to applicable restrictions under the current and these proposed regulations also 
apply to this new class of disregarded restrictions. One of the exceptions applicable to the definition 
of a disregarded restriction applies if (a) each holder of an interest in the entity has an enforceable 
“put” right to receive, on liquidation or redemption of the holder's interest, cash and/or other 
property with a value that is at least equal to the minimum value previously described, (b) the full 
amount of such cash and other property must be paid within six months after the holder gives notice 
to the entity of the holder's intent to liquidate any part or all of the holder's interest and/or withdraw 
from the entity, and (c) such other property does not include a note or other obligation issued directly 
or indirectly by the entity, by one or more holders of interests in the entity, or by a person related 
either to the entity or to any holder of an interest in the entity. However, in the case of an entity 
engaged in an active trade or business, at least 60 percent of whose value consists of the non-passive 
assets of that trade or business, and to the extent that the liquidation proceeds are not attributable to 
passive assets within the meaning of section 6166(b)(9)(B), such proceeds may include a note or 
other obligation if such note is adequately secured, requires periodic payments on a non-deferred 
basis, is issued at market interest rates, and has a fair market value on the date of the liquidation or 
redemption equal to the liquidation proceeds. A similar exception is made to the definition of an 
applicable restriction in proposed §  25.2704-2(b)(4). 

In determining whether the transferor and/or the transferor's family has the ability to remove a 
restriction included in this new class of disregarded restrictions, any interest in the entity held by a 
person who is not a member of the transferor's family is disregarded if, at the time of the transfer, the 
interest: (a) Has been held by such person for less than three years; (b) constitutes less than 10 
percent of the value of all of the equity interests in a corporation, or constitutes less than 10 percent 
of the capital and profits interests in a business entity described in §  301.7701-2(a) other than a 
corporation (for example, less than a 10-percent interest in the capital and profits of a partnership); 
(c) when combined with the interests of all other persons who are not members of the transferor's 
family, constitutes less than 20 percent of the value of all of the equity interests in a corporation, or 
constitutes less than 20 percent of the capital and profits interests in a business entity other than a 
corporation (for example, less than a 20-percent interest in the capital and profits of a partnership); 
or (d) any such person, as the owner of an interest, does not have an enforceable right to receive in 
exchange for such interest, on no more than six months' prior notice, the minimum value referred to 
in the definition of a disregarded restriction. If an interest is disregarded, the determination of 
whether the family has the ability to remove the restriction will be made assuming that the remaining 
interests are the sole interests in the entity. 

Finally, if a restriction is disregarded under proposed §  25.2704-3, the fair market value of the 
interest in the entity is determined assuming that the disregarded restriction did not exist, either in 
the governing documents or applicable law. Fair market value is determined under generally 
accepted valuation principles, including any appropriate discounts or premiums, subject to the 
assumptions described in this paragraph. 

 

Coordination with Marital and Charitable Deductions 
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Section 2704(b) applies to intra-family transfers for all purposes of subtitle B relating to estate, gift 
and GST taxes. Therefore, to the extent that an interest qualifies for the gift or estate tax marital 
deduction and must be valued by taking into account the special valuation assumptions of section 
2704(b), the same value generally will apply in computing the marital deduction attributable to that 
interest. The value of the estate tax marital deduction may be further affected, however, by other 
factors justifying a different value, such as the application of a control premium. See, e.g., Estate of 
Chenoweth v. Commissioner, 88 T.C. 1577 (1987). 

Section 2704(b) does not apply to transfers to nonfamily members and thus has no application in 
valuing an interest passing to charity or to a person other than a family member. If part of an entity 
interest includible in the gross estate passes to family members and part of that interest passes to 
nonfamily members, and if (taking into account the proposed rules regarding the treatment of certain 
interests held by nonfamily members) the part passing to the decedent's family members is valued 
under section 2704(b), then the proposed regulations provide that the part passing to the family 
members is treated as a property interest separate from the part passing to nonfamily members. The 
fair market value of the part passing to the family members is determined taking into account the 
special valuation assumptions of section 2704(b), as well as any other relevant factors, such as those 
supporting a control premium. The fair market value of the part passing to the nonfamily member(s) 
is determined in a similar manner, but without the special valuation assumptions of section 2704(b). 
Thus, if the sole nonfamily member receiving an interest is a charity, the interest generally will have 
the same value for both estate tax inclusion and deduction purposes. If the interest passing to 
nonfamily members, however, is divided between charities and other nonfamily members, additional 
considerations (not prescribed by section 2704) may apply, resulting in a different value for 
charitable deduction purposes. See, e.g., Ahmanson Foundation v. United States, 674 F.2d 761 (9th 
Cir. 1981). 

Effective Dates 

The amendments to §  25.2701-2 are proposed to be effective on and after the date of publication of a 
Treasury decision adopting these rules as final regulations in the Federal Register. The amendments 
to §  25.2704-1 are proposed to apply to lapses of rights created after October 8, 1990, occurring on 
or after the date these regulations are published as final regulations in the Federal Register. The 
amendments to §  25.2704-2 are proposed to apply to transfers of property subject to restrictions 
created after October 8, 1990, occurring on or after the date these regulations are published as final 
regulations in the Federal Register. Section 25.2704-3 is proposed to apply to transfers of property 
subject to restrictions created after October 8, 1990, occurring 30 or more days after the date these 
regulations are published as final regulations in the Federal Register. 

Special Analyses 

Certain IRS regulations, including this one, are exempt from the requirements of Executive Order 
12866, as supplemented and reaffirmed by Executive Order 13563. Therefore, a regulatory impact 
assessment is not required. Pursuant to the Regulatory Flexibility Act (5 U.S.C. chapter 6), it is 
hereby certified that this regulation will not have a significant economic impact on a substantial 
number of small entities. The proposed regulations affect the transfer tax liability of individuals who 
transfer an interest in certain closely held entities and not the entities themselves. The proposed 
regulations do not affect the structure of such entities, but only the assumptions under which they are 
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valued for federal transfer tax purposes. In addition, any economic impact on entities affected by 
section 2704, large or small, is derived from the operation of the statute, or its intended application, 
and not from the proposed regulations in this notice of proposed rulemaking. Accordingly, a 
regulatory flexibility analysis is not required. Pursuant to section 7805(f) of the Internal Revenue 
Code, this regulation has been submitted to the Chief Counsel for Advocacy of the Small Business 
Administration for comment on its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are adopted as final regulations, consideration will be given to any 
written (a signed original and eight (8) copies) or electronic comments that are submitted timely (in 
the manner described in ADDRESSES) to the IRS. The Treasury Department and the IRS request 
comments on all aspects of the proposed regulations. All comments will be available at 
www.regulations.gov, or upon request. 

A public hearing on these proposed regulations has been scheduled for December 1, 2016, beginning 
at 10 a.m. in the Auditorium, Internal Revenue Building, 1111 Constitution Avenue NW., 
Washington, DC 20224. Due to building security procedures, visitors must enter at the Constitution 
Avenue entrance. In addition, all visitors must present photo identification to enter the building. 
Because of access restrictions, visitors will not be admitted beyond the immediate entrance area 
more than 30 minutes before the hearing starts. For information about having your name placed on 
the building access list to attend the hearing, see the FOR FURTHER INFORMATION CONTACT 
section of this preamble. 

The rules of 26 CFR 601.601(a)(3) apply to the hearing. Persons who wish to present oral comments 
at the hearing must submit comments by November 2, 2016, and submit an outline of the topics to be 
discussed and the time to be devoted to each topic (signed original and eight (8) copies) by 
November 2, 2016. 

A period of 10 minutes will be allotted to each person for making comments. Copies of the agenda 
will be available free of charge at the hearing. 

Drafting Information 

The principal author of these proposed regulations is John D. MacEachen, Office of the Associate 
Chief Counsel (Passthroughs and Special Industries). Other personnel from the Treasury Department 
and the IRS participated in their development. 

List of Subjects in 26 CFR Part 25 
Gift taxes, Reporting and recordkeeping requirements. 

Proposed Amendments to the Regulations 

Accordingly, 26 CFR part 25 is proposed to be amended as follows: 

Part 25 Gift Tax Gifts Made After December 31 1954 
Paragraph 1. The authority citation for part 25 is amended by adding entries in numerical order to 
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read in part as follows: 

Authority 
26 U.S.C. 7805. * * * 

Section 25.2701-2 also issued under 26 U.S.C. 2701(e). 

Section 25.2704-1 also issued under 26 U.S.C. 2704(a). 

Sections 25.2704-2 and 25.2704-3 also issued under 26 U.S.C. 2704(b). 

* * * * * 

Par. 2. Section 25.2701-2 is amended as follows: 

1. In paragraph (b)(5)(i), the first sentence is revised and five sentences are added before the last 
sentence. 

2. Paragraph (b)(5)(iv) is added. 

 

The revision and additions read as follows: 
§  25.2701-2  
Special valuation rules for applicable retained interests. 
* * * * * 

(b) * * * 

(5) * * * 

(i) * * * For purposes of section 2701, a controlled entity is a corporation, partnership, or any other 
entity or arrangement that is a business entity within the meaning of §  301.7701-2(a) of this chapter 
controlled, immediately before a transfer, by the transferor, applicable family members, and/or any 
lineal descendants of the parents of the transferor or the transferor's spouse. The form of the entity 
determines the applicable test for control. For purposes of determining the form of the entity, any 
business entity described in §  301.7701-2(b)(1), (3), (4), (5), (6), (7), or (8) of this chapter, an S 
corporation within the meaning of section 1361(a)(1), and a qualified subchapter S subsidiary within 
the meaning of section 1361(b)(3)(B) is a corporation. For this purpose, a qualified subchapter S 
subsidiary is treated as a corporation separate from its parent corporation. In the case of any business 
entity that is not a corporation under these provisions, the form of the entity is determined under 
local law, regardless of how the entity is classified for federal tax purposes or whether it is 
disregarded as an entity separate from its owner for federal tax purposes. For this purpose, local law 
is the law of the jurisdiction, whether domestic or foreign, under whose laws the entity is created or 
organized. * * * 

* * * * * 

(iv) Other business entities. In the case of any entity or arrangement that is not a corporation, 
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partnership, or limited partnership, control means the holding of at least 50 percent of either the 
capital interests or the profits interests in the entity or arrangement. In addition, control means the 
holding of any equity interest with the ability to cause the liquidation of the entity or arrangement in 
whole or in part. 

* * * * * 

Par. 3. Section 25.2701-8 is amended as follows: 

1. The existing text is designated as paragraph (a). 

2. The first sentence of newly designated paragraph (a) is revised and paragraph (b) is added. 

The revision and addition reads as follows: 
§  25.2701-8  
Effective dates. 

(a) Except as provided in paragraph (b) of this section, §§  25.2701-1 through 25.2701-4 and 
§§  25.2701-6 and 25.2701-7 are effective as of January 28, 1992. * * * 

 

(b) The first six sentences of §  25.2701-2(b)(5)(i) and (iv) are effective on the date these regulations 
are published as final regulations in the Federal Register. 

Par. 4. Section 25.2704-1 is amended as follows: 

1. In paragraph (a)(1), the first two sentences are revised and four sentences are added before the 
third sentence. 

2. In paragraph (a)(2)(i), a sentence is added at the end. 

3. Paragraph (a)(2)(iii) is removed. 

4. Paragraphs (a)(2)(iv) through (vi) are re-designated as paragraphs (a)(2)(iii) through (v), 
respectively. 

5. In newly designated paragraph (a)(2)(iii), a sentence is added before the third sentence. 

6. Paragraph (a)(4) is revised. 

7. Paragraph (a)(5) is added. 

8. In paragraph (c)(1), the second sentence is revised and a sentence is added at the end. 

9. Paragraph (c)(2)(i)(B) is revised. 

10. In paragraph (f) Example 4, the third and fourth sentences are revised and a sentence is added at 
the end. 

11. In paragraph (f) Example 6, the third sentence is removed. 
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12. In paragraph (f) Example 7, the third and fourth sentences are revised and a sentence is added at 
the end. 

The revisions and additions read as follows: 
§  25.2704-1  
Lapse of certain rights. 
(a) * * * 

(1) * * * For purposes of subtitle B (relating to estate, gift, and generation-skipping transfer taxes), 
the lapse of a voting or a liquidation right in a corporation or a partnership (an entity), whether 
domestic or foreign, 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/or members of the 
holder's family immediately before and after the lapse. For purposes of this section, a corporation is 
any business entity described in §  301.7701-2(b)(1), (3), (4), (5), (6), (7), or (8) of this chapter, an S 
corporation within the meaning of section 1361(a)(1), and a qualified subchapter S subsidiary within 
the meaning of section 1361(b)(3)(B). For this purpose, a qualified subchapter S subsidiary is treated 
as a corporation separate from its parent corporation. A partnership is any other business entity 
within the meaning of §  301.7701-2(a) of this chapter regardless of how that entity is classified for 
federal tax purposes. Thus, for example, the term partnership includes a limited liability company 
that is not an S corporation, whether or not it is disregarded as an entity separate from its owner for 
federal tax purposes. * * * 

(2) * * * 

(i) * * * For purposes of determining whether the group consisting of the holder, the holder's estate 
and members of the holder's family control the entity, a member of the group is also treated as 
holding any interest held indirectly by such member through a corporation, partnership, trust, or 
other entity under the rules contained in §  25.2701-6. 

* * * * * 

(iii) * * * In the case of a limited liability company, the right of a member to participate in company 
management is a voting right. * * * 

* * * * * 

(4) Source of right or lapse. A voting right or a liquidation right may be conferred by or lapse by 
reason of local law, the governing documents, an agreement, or otherwise. For this purpose, local 
law is the law of the jurisdiction, whether domestic or foreign, that governs voting or liquidation 
rights. 

(5) Assignee interests. A transfer that results in the restriction or elimination of the transferee's 
ability to exercise the voting or liquidation rights that were associated with the interest while held by 
the transferor is a lapse of those rights. For example, the transfer of a partnership interest to an 
assignee that neither has nor may exercise the voting or liquidation rights of a partner is a lapse of 
the voting and liquidation rights associated with the transferred interest. 
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(c) * * * 

(1) * * * Except as otherwise provided, a transfer of an interest occurring more than three years 
before the transferor's death that results in the lapse of a voting or liquidation right is not subject to 
this section if the rights with respect to the transferred interest are not restricted or eliminated. * * * 
The lapse of a voting or liquidation right as a result of the transfer of an interest within three years of 
the transferor's death is treated as a lapse occurring on the transferor's date of death, includible in the 
gross estate pursuant to section 2704(a). 

(2) * * * 

(i) * * * 

(B) Ability to liquidate. Whether an interest can be liquidated immediately after the lapse is 
determined under the local law generally applicable to the entity, as modified by the governing 
documents of the entity, but without regard to any restriction (in the governing documents, 
applicable local law, or otherwise) described in section 2704(b) and the regulations thereunder. The 
manner in which the interest may be liquidated is irrelevant for this purpose, whether by voting, 
taking other action authorized by the governing documents or applicable local law, revising the 
governing documents, merging the entity with an entity whose governing documents permit 
liquidation of the interest, terminating the entity, or otherwise. For purposes of making this 
determination, an interest held by a person other than a member of the holder's family (a nonfamily-
member interest) may be disregarded. Whether a nonfamily-member interest is disregarded is 
determined under §  25.2704-3(b)(4), applying that section as if, by its terms, it also applies to the 
question of whether the holder (or the holder's estate) and members of the holder's family may 
liquidate an interest immediately after the lapse. 

* * * * * 

(f) * * * 

* * * More than three years before D's death, D transfers one-half of D's stock in equal shares to D's 
three children (14 percent 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 transferred shares are not restricted or eliminated by 
reason of the transfer, and the transfer occurs more than three years before D's death. However, had 
the transfers occurred within three years of D's death, the transfers would have been treated as the 
lapse of D's liquidation right occurring at D's death. 

* * * * * 

* * * More than three years before D's death, 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, and the transfer 
occurs more than three years before D's death. * * * However, had the transfer occurred within three 
years of D's death, the transfer would have been treated as the lapse of D's liquidation right with 
respect to the common stock occurring at D's death. 

Par. 5. Section 25.2704-2 is amended as follows: 
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1. Paragraphs (a) and (b) are revised. 

2. Paragraphs (c) and (d) are designated as paragraphs (e) and (g), respectively. 

3. New paragraphs (c), (d), and (f) are added. 

4. The first sentence of newly designated paragraph (e) is revised. 

5. The third sentences of newly designated paragraph (g) Example 1. and Example 3. are removed. 

6. The third sentence of newly designated paragraph (g) Example 5. is revised. 

The revisions and additions read as follows: 
§  25.2704-2  
Transfers subject to applicable restrictions. 
(a) In general. For purposes of subtitle B (relating to estate, gift, and generation-skipping transfer 
taxes), if an interest in a corporation or a partnership (an entity), whether domestic or foreign, is 
transferred to or for the benefit of a member of the transferor's family, and the transferor and/or 
members of the transferor's family control the entity immediately before the transfer, any applicable 
restriction is disregarded in valuing the transferred interest. For purposes of this section, a 
corporation is any business entity described in §  301.7701-2(b)(1), (3), (4), (5), (6), (7), or (8) of this 
chapter, an S corporation within the meaning of section 1361(a)(1), and a qualified subchapter S 
subsidiary within the meaning of section 1361(b)(3)(B). For this purpose, a qualified subchapter S 
subsidiary is treated as a corporation separate from its parent corporation. A partnership is any other 
business entity within the meaning of §  301.7701-2(a) of this chapter, regardless of how that entity is 
classified for federal tax purposes. Thus, for example, the term partnership includes a limited 
liability company that is not an S corporation, whether or not it is disregarded as an entity separate 
from its owner for federal tax purposes. 

(b) Applicable restriction defined—(1) In general. The term applicable restriction means a 
limitation on the ability to liquidate the entity, in whole or in part (as opposed to a particular holder's 
interest in the entity), if, after the transfer, that limitation either lapses or may be removed by the 
transferor, the transferor's estate, and/or any member of the transferor's family, either alone or 
collectively. See §  25.2704-3 for restrictions on the ability to liquidate a particular holder's interest in 
the entity. 

(2) Source of limitation. An applicable restriction includes a restriction that is imposed under the 
terms of the governing documents (for example, the corporation's by-laws, the partnership 
agreement, or other governing documents), a buy-sell agreement, a redemption agreement, or an 
assignment or deed of gift, or any other document, agreement, or arrangement; and a restriction 
imposed under local law regardless of whether that restriction may be superseded by or pursuant to 
the governing documents or otherwise. For this purpose, local law is the law of the jurisdiction, 
whether domestic or foreign, that governs the applicability of the restriction. For an exception for 
restrictions imposed or required to be imposed by federal or state law, see paragraph (b)(4)(ii) of this 
section. 

(3) Lapse or removal of limitation. A restriction 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 restriction may be 
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removed after the transfer by any one or more members, either alone or collectively, of the group 
consisting of the transferor, the transferor's estate, and members of the transferor's family. For 
purposes of determining whether the ability to remove the restriction is held by any member(s) of 
this group, members are treated as holding the interests attributed to them under the rules contained 
in §  25.2701-6, in addition to interests held directly. The manner in which the restriction may be 
removed is irrelevant for this purpose, whether by voting, taking other action authorized by the 
governing documents or applicable local law, removing the restriction from the governing 
documents, revising the governing documents to override the restriction prescribed under local law 
in the absence of a contrary provision in the governing documents, merging the entity with an entity 
whose governing documents do not contain the restriction, terminating the entity, or otherwise. 

(4) Exceptions. A restriction described in this paragraph (b)(4) is not an applicable restriction. 

(i) Commercially reasonable restriction. An applicable restriction does not include a commercially 
reasonable restriction on liquidation imposed by an unrelated person providing capital to the entity 
for the entity's trade or business operations, whether in the form of debt or equity. An unrelated 
person is any person whose relationship to the transferor, the transferee, or any member of the family 
of either is not described in section 267(b), provided that for purposes of this section the term 
fiduciary of a trust as used in section 267(b) does not include a bank as defined in section 581 that is 
publicly held. 

(ii) Imposed by federal or state law. An applicable restriction does not include a restriction imposed 
or required to be imposed by federal or state law. For this purpose, federal or state law means the 
laws of the United States, of any state thereof, or of the District of Columbia, but does not include 
the laws of any other jurisdiction. A provision of law that applies only in the absence of a contrary 
provision in the governing documents or that may be superseded with regard to a particular entity 
(whether by the shareholders, partners, members and/or managers of the entity or otherwise) is not a 
restriction that is imposed or required to be imposed by federal or state law. A law that is limited in 
its application to certain narrow classes of entities, particularly those types of entities (such as 
family-controlled entities) most likely to be subject to transfers described in section 2704, is not a 
restriction that is imposed or required to be imposed by federal or state law. For example, a law 
requiring a restriction that may not be removed or superseded and that applies only to family-
controlled entities that otherwise would be subject to the rules of section 2704 is an applicable 
restriction. In addition, a restriction is not imposed or required to be imposed by federal or state law 
if that law also provides (either at the time the entity was organized or at some subsequent time) an 
optional provision that does not include the restriction or that allows it to be removed or overridden, 
or that provides a different statute for the creation and governance of that same type of entity that 
does not mandate the restriction, makes the restriction optional, or permits the restriction to be 
superseded, whether by the entity's governing documents or otherwise. For purposes of determining 
the type of entity, there are only three types of entities, specifically, the three categories of entities 
described in §  25.2701-2(b)(5): Corporations; partnerships (including limited partnerships); and 
other business entities. 

(iii) Certain rights under section 2703. An option, right to use property, or agreement that is subject 
to section 2703 is not an applicable restriction. 

(iv) Put right of each holder. Any restriction that otherwise would constitute an applicable restriction 
under this section will not be considered an applicable restriction if each holder of an interest in the 
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entity has a put right as described in §  25.2704-3(b)(6). 

(c) Other definitions. For the definition of the term controlled entity, see §  25.2701-2(b)(5). For the 
definition of the term member of the family, see §  25.2702-2(a)(1). 

(d) Attribution. An individual, the individual's estate, and members of the individual's family are 
treated as also holding any interest held indirectly by such person through a corporation, partnership, 
trust, or other entity under the rules contained in §  25.2701-6. 

(e) * * * If an applicable restriction is disregarded under this section, the fair market value of the 
transferred interest is determined under generally applicable valuation principles as if the restriction 
(whether in the governing documents, applicable law, or both) does not exist. * * * 

(f) Certain transfers at death to multiple persons. Solely for purposes of section 2704(b), if part of a 
decedent's interest in an entity includible in the gross estate passes by reason of death to one or more 
members of the decedent's family and part of that includible interest passes to one or more persons 
who are not members of the decedent's family, and if the part passing to the members of the 
decedent's family is to be valued pursuant to paragraph (e) of this section, then that part is treated as 
a single, separate property interest. In that case, the part passing to one or more persons who are not 
members of the decedent's family is also treated as a single, separate property interest. See paragraph 
(g) Ex. 4 of §  25.2704-3. 

(g) * * * 

* * * The preferred stock carries a right to liquidate X that cannot be exercised until 1999. * * * 

* * * * * 
§  25.2704-3  
[Redesignated as §  25.2704-4] 
Par. 6. Section 25.2704-3 is redesignated as §  25.2704-4. 

Par. 7. New §  25.2704-3 is added to read as follows. 
§  25.2704-3  
 
Transfers subject to disregarded restrictions. 
(a) In general. For purposes of subtitle B (relating to estate, gift and generation-skipping transfer 
taxes), and notwithstanding any provision of §  25.2704-2, if an interest in a corporation or a 
partnership (an entity), whether domestic or foreign, is transferred to or for the benefit of a member 
of the transferor's family, and the transferor and/or members of the transferor's family control the 
entity immediately before the transfer, any restriction described in paragraph (b) of this section is 
disregarded, and the transferred interest is valued as provided in paragraph (f) of this section. For 
purposes of this section, a corporation is any business entity described in §  301.7701-2(b)(1), (3), 
(4), (5), (6), (7), or (8) of this chapter, an S corporation within the meaning of section 1361(a)(1), 
and a qualified subchapter S subsidiary within the meaning of section 1361(b)(3)(B). For this 
purpose, a qualified subchapter S subsidiary is treated as a corporation separate from its parent 
corporation. A partnership is any other business entity within the meaning of §  301.7701-2(a) of this 
chapter, regardless of how that entity is classified for federal tax purposes. Thus, for example, the 
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term partnership includes a limited liability company that is not an S corporation, whether or not it is 
disregarded as an entity separate from its owner for federal tax purposes. 

(b) Disregarded restrictions defined—(1) In general. The term disregarded restriction means a 
restriction that is a limitation on the ability to redeem or liquidate an interest in an entity that is 
described in any one or more of paragraphs (b)(1)(i) through (iv) of this section, if the restriction, in 
whole or in part, either lapses after the transfer or can be removed by the transferor or any member 
of the transferor's family (subject to paragraph (b)(4) of this section), either alone or collectively. 

(i) The provision limits or permits the limitation of the ability of the holder of the interest to compel 
liquidation or redemption of the interest. 

(ii) The provision limits or permits the limitation of the amount that may be received by the holder of 
the interest on liquidation or redemption of the interest to an amount that is less than a minimum 
value. The term minimum value means the interest's share of the net value of the entity determined 
on the date of liquidation or redemption. The net value of the entity is the fair market value, as 
determined under section 2031 or 2512 and the applicable regulations, of the property held by the 
entity, reduced by the outstanding obligations of the entity. Solely for purposes of determining 
minimum value, the only outstanding obligations of the entity that may be taken into account are 
those that would be allowable (if paid) as deductions under section 2053 if those obligations instead 
were claims against an estate. For example, and subject to the foregoing limitation on outstanding 
obligations, if the entity holds an operating business, the rules of §  20.2031-2(f)(2) or §  20.2031-3 of 
this chapter apply in the case of a testamentary transfer and the rules of §  25.2512-2(f)(2) or 
§  25.2512-3 apply in the case of an inter vivos transfer. The minimum value of the interest is the net 
value of the entity multiplied by the interest's share of the entity. For this purpose, the interest's share 
is determined by taking into account any capital, profits, and other rights inherent in the interest in 
the entity. If the property held by the entity directly or indirectly includes an interest in another 
entity, and if a transfer of an interest in that other entity by the same transferor (had that transferor 
owned the interest directly) would be subject to section 2704(b), then the entity will be treated as 
owning a share of the property held by the other entity, determined and valued in accordance with 
the provisions of section 2704(b) and the regulations thereunder. 

(iii) The provision defers or permits the deferral of the payment of the full amount of the liquidation 
or redemption proceeds for more than six months after the date the holder gives notice to the entity 
of the holder's intent to have the holder's interest liquidated or redeemed. 

(iv) The provision authorizes or permits the payment of any portion of the full amount of the 
liquidation or redemption proceeds in any manner other than in cash or property. Solely for this 
purpose, except as provided in the following sentence, a note or other obligation issued directly or 
indirectly by the entity, by one or more holders of interests in the entity, or by a person related to 
either the entity or any holder of an interest in the entity, is deemed not to be property. In the case of 
an entity engaged in an active trade or business, at least 60 percent of whose value consists of the 
non-passive assets of that trade or business, and to the extent that the liquidation proceeds are not 
attributable to passive assets within the meaning of section 6166(b)(9)(B), such proceeds may 
include such a note or other obligation if such note or other obligation is adequately secured, requires 
periodic payments on a non-deferred basis, is issued at market interest rates, and has a fair market 
value on the date of liquidation or redemption equal to the liquidation proceeds. See §  25.2512-8. 
For purposes of this paragraph (b)(1)(iv), a related person is any person whose relationship to the 
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entity or to any holder of an interest in the entity is described in section 267(b), provided that for this 
purpose the term fiduciary of a trust as used in section 267(b) does not include a bank as defined in 
section 581 that is publicly held. 

(2) Source of limitation. A disregarded restriction includes a restriction that is imposed under the 
terms of the governing documents (for example, the corporation's by-laws, the partnership 
agreement, or other governing documents), a buy-sell agreement, a redemption agreement, or an 
assignment or deed of gift, or any other document, agreement, or arrangement; and a restriction 
imposed under local law regardless of whether that restriction may be superseded by or pursuant to 
the governing documents or otherwise. For this purpose, local law is the law of the jurisdiction, 
whether domestic or foreign, which governs the applicability of the restriction. For an exception for 
restrictions imposed or required to be imposed by federal or state law, see paragraph (b)(5)(iii) of 
this section. 

(3) Lapse or removal of limitation. A restriction is a disregarded restriction only to the extent that the 
restriction either will lapse by its terms at any time after the transfer or may be removed after the 
transfer by any one or more members, either alone or collectively, of the group consisting of the 
transferor, the transferor's estate, and members of the transferor's family. For purposes of 
determining whether the ability to remove the restriction is held by any one or more members of this 
group, members are treated as holding interests attributed to them under the rules contained in 
§  25.2701-6, in addition to interests held directly. See also paragraph (b)(4) of this section. The 
manner in which the restriction may be removed is irrelevant for this purpose, whether by voting, 
taking other action authorized by the governing documents or applicable local law, removing the 
restriction from the governing documents, revising the governing documents to override the 
restriction prescribed under local law in the absence of a contrary provision in the governing 
documents, merging the entity with an entity whose governing documents do not contain the 
restriction, terminating the entity, or otherwise. 

(4) Certain interests held by nonfamily members disregarded—(i) In general. In the case of a 
transfer to or for the benefit of a member of the transferor's family, for purposes of determining 
whether the transferor (or the transferor's estate) or any member of the transferor's family, either 
alone or collectively, may remove a restriction within the meaning of this paragraph (b), an interest 
held by a person other than a member of the transferor's family (a nonfamily-member interest) is 
disregarded unless all of the following are satisfied: 

(A) The interest has been held by the nonfamily member for at least three years immediately before 
the transfer; 

(B) On the date of the transfer, in the case of a corporation, the interest constitutes at least 10 percent 
of the value of all of the equity interests in the corporation, and, in the case of a business entity 
within the meaning of §  301.7701-2(a) of this chapter other than a corporation, the interest 
constitutes at least a 10-percent interest in the business entity, for example, a 10-percent interest in 
the capital and profits of a partnership; 

(C) On the date of the transfer, in the case of a corporation, the total of the equity interests in the 
corporation held by shareholders who are not members of the transferor's family constitutes at least 
20 percent of the value of all of the equity interests in the corporation, and, in the case of a business 
entity within the meaning of §  301.7701-2(a) of this chapter other than a corporation, the total 
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interests in the entity held by owners who are not members of the transferor's family is at least 20 
percent of all the interests in the entity, for example, a 20-percent interest in the capital and profits of 
a partnership; and 

(D) Each nonfamily member, as owner, has a put right as described in paragraph (b)(6) of this 
section. 

(ii) Effect of disregarding a nonfamily-member interest. If a nonfamily-member interest is 
disregarded under this section, the rules of this section are applied as if all interests other than 
disregarded nonfamily-member interests constitute all of the interests in the entity. 

(iii) Attribution. In applying the 10-percent and 20-percent tests when the property held by the 
corporation or other business entity is, in whole or in part, an interest in another entity, the 
attribution rules of paragraph (d) of this section apply both in determining the interest held by a 
nonfamily member, and in measuring the interests owned through other entities. 

(5) Exceptions. A restriction described in this paragraph (b)(5) is not a disregarded restriction. 

(i) Applicable restriction. A disregarded restriction does not include an applicable restriction on the 
liquidation of the entity as defined in and governed by §  25.2704-2. 

(ii) Commercially reasonable restriction. A disregarded restriction does not include a commercially 
reasonable restriction on liquidation imposed by an unrelated person providing capital to the entity 
for the entity's trade or business operations whether in the form of debt or equity. An unrelated 
person is any person whose relationship to the transferor, the transferee, or any member of the family 
of either is not described in section 267(b), provided that for purposes of this section the term 
fiduciary of a trust as used in section 267(b) does not include a bank as defined in section 581 that is 
publicly held. 

(iii) Requirement of federal or state law. A disregarded restriction does not include a restriction 
imposed or required to be imposed by federal or state law. For this purpose, federal or state law 
means the laws of the United States, of any state thereof, or of the District of Columbia, but does not 
include the laws of any other jurisdiction. A provision of law that applies only in the absence of a 
contrary provision in the governing documents or that may be superseded with regard to a particular 
entity (whether by the shareholders, partners, members and/or managers of the entity or otherwise) is 
not a restriction that is imposed or required to be imposed by federal or state law. A law that is 
limited in its application to certain narrow classes of entities, particularly those types of entities 
(such as family-controlled entities) most likely to be subject to transfers described in section 2704, is 
not a restriction that is imposed or required to be imposed by federal or state law. For example, a law 
requiring a restriction that may not be removed or superseded and that applies only to family-
controlled entities that otherwise would be subject to the rules of section 2704 is a disregarded 
restriction. In addition, a restriction is not imposed or required to be imposed by federal or state law 
if that law also provides (either at the time the entity was organized or at some subsequent time) an 
optional provision that does not include the restriction or that allows it to be removed or overridden, 
or that provides a different statute for the creation and governance of that same type of entity that 
does not mandate the restriction, makes the restriction optional, or permits the restriction to be 
superseded, whether by the entity's governing documents or otherwise. For purposes of determining 
the type of entity, there are only three types of entities, specifically, the three categories of entities 
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described in §  25.2701-2(b)(5): Corporations; partnerships (including limited partnerships); and 
other business entities. 

(iv) Certain rights described in section 2703. An option, right to use property, or agreement that is 
subject to section 2703 is not a restriction for purposes of this paragraph (b). 

(v) Right to put interest to entity. Any restriction that otherwise would constitute a disregarded 
restriction under this section will not be considered a disregarded restriction if each holder of an 
interest in the entity has a put right as described in paragraph (b)(6) of this section. 

(6) Put right. The term put right means a right, enforceable under applicable local law, to receive 
from the entity or from one or more other holders, on liquidation or redemption of the holder's 
interest, within six months after the date the holder gives notice of the holder's intent to withdraw, 
cash and/or other property with a value that is at least equal to the minimum value of the interest 
determined as of the date of the liquidation or redemption. For this purpose, local law is the law of 
the jurisdiction, whether domestic or foreign, that governs liquidation or redemption rights with 
regard to interests in the entity. For purposes of this paragraph (b)(6), the term other property does 
not include a note or other obligation issued directly or indirectly by the entity, by one or more 
holders of interests in the entity, or by one or more persons related either to the entity or to any 
holder of an interest in the entity. However, in the case of an entity engaged in an active trade or 
business, at least 60 percent of whose value consists of the non-passive assets of that trade or 
business, and to the extent that the liquidation proceeds are not attributable to passive assets within 
the meaning of section 6166(b)(9)(B), the term other property does include a note or other obligation 
if such note or other obligation is adequately secured, requires periodic payments on a non-deferred 
basis, is issued at market interest rates, and has a fair market value on the date of liquidation or 
redemption equal to the liquidation proceeds. See §  25.2512-8. The minimum value of the interest is 
the interest's share of the net value of the entity, as defined in paragraph (b)(1)(ii) of this section. 

(c) Other definitions. For the definition of the term controlled entity, see §  25.2701-2(b)(5). For the 
definition of the term member of the family, see §  25.2702-2(a)(1). 

(d) Attribution. An individual, the individual's estate, and members of the individual's family, as well 
as any other person, also are treated as holding any interest held indirectly by such person through a 
corporation, partnership, trust, or other entity under the rules contained in §  25.2701-6. 

(e) Certain transfers at death to multiple persons. Solely for purposes of section 2704(b), if part of a 
decedent's interest in an entity includible in the gross estate passes by reason of death to one or more 
members of the decedent's family and part of that includible interest passes to one or more persons 
who are nonfamily members of the decedent, and if the part passing to the members of the decedent's 
family is to be valued pursuant to paragraph (f) of this section, then that part is treated as a single, 
separate property interest. In that case, the part passing to one or more persons who are not members 
of the decedent's family is also treated as a single, separate property interest. See paragraph (g) 
Example 4 of this section. 

(f) Effect of disregarding a restriction. If a restriction is disregarded under this section, the fair 
market value of the transferred interest is determined under generally applicable valuation principles 
as if the disregarded restriction does not exist in the governing documents, local law, or otherwise. 
For this purpose, local law is the law of the jurisdiction, whether domestic or foreign, under which 
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the entity is created or organized. 

(g) Examples. The following examples illustrate the provisions of this section. 

(i) D and D's children, A and B, are partners in Limited Partnership X that was created on July 1, 
2016. D owns a 98 percent limited partner interest, and A and B each own a 1 percent general 
partner interest. The partnership agreement provides that the partnership will dissolve and liquidate 
on June 30, 2066, or by the earlier agreement of all the partners, but otherwise prohibits the 
withdrawal of a limited partner. Under applicable local law, a limited partner may withdraw from a 
limited partnership at the time, or on the occurrence of events, specified in the partnership 
agreement. Under the partnership agreement, the approval of all partners is required to amend the 
agreement. None of these provisions is mandated by local law. D transfers a 33 percent limited 
partner interest to A and a 33 percent limited partner interest to B. 

(ii) By prohibiting the withdrawal of a limited partner, the partnership agreement imposes a 
restriction on the ability of a partner to liquidate the partner's interest in the partnership that is not 
required to be imposed by law and that may be removed by the transferor and members of the 
transferor's family, acting collectively, by agreeing to amend the partnership agreement. Therefore, 
under section 2704(b) and paragraph (a) of this section, the restriction on a limited partner's ability to 
liquidate that partner's interest is disregarded in determining the value of each transferred interest. 
Accordingly, the amount of each transfer is the fair market value of the 33 percent limited partner 
interest determined under generally applicable valuation principles taking into account all relevant 
factors affecting value including the rights determined under the governing documents and local law 
and assuming that the disregarded restriction does not exist in the governing documents, local law, or 
otherwise. See paragraphs (b)(1)(i) and (f) of this section. 

 

Example 2. 
The facts are the same as in Example 1, except that, both before and after the transfer, A's 
partnership interests are held in an irrevocable trust of which A is the sole income beneficiary. The 
trustee is a publicly-held bank. A is treated as holding the interests held by the trust under the rules 
contained in §  25.2701-6. The result is the same as in Example 1.  

 

Example 3. 
The facts are the same as in Example 1, except that, on D's subsequent death, D's remaining 32 
percent limited partner interest passes outright to D's surviving spouse, S, who is a U.S. citizen. In 
valuing the 32 percent interest for purposes of determining both the amount includible in the gross 
estate and the amount allowable as a marital deduction, the analysis and result are as described in 
Example 1.  

Example 4. 
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(i) The facts are the same as in Example 1, except that D made no gifts and, on D's subsequent death 
pursuant to D's will, a 53 percent limited partner interest passes to D's surviving spouse who is a 
U.S. citizen, a 25 percent limited partner interest passes to C, an unrelated individual, and a 20 
percent limited partner interest passes to E, a charity. The restriction on a limited partner's ability to 
liquidate that partner's interest is a disregarded restriction. In determining whether D's estate and/or 
D's family may remove the disregarded restriction after the transfer occurring on D's death, the 
interests of C and E are disregarded because these interests were not held by C and E for at least 
three years prior to D's death, nor do C and E have the right to withdraw on six months' notice and 
receive their respective interest's share of the minimum value of X. Thus, the 53 percent interest 
passing to D's surviving spouse is subject to section 2704(b). D's gross estate will be deemed to 
include two separate assets: A 53 percent limited partner interest subject to section 2704(b), and a 45 
percent limited partner interest not subject to section 2704. 

(ii) The fair market value of the 53 percent interest is determined for both inclusion and deduction 
purposes under generally applicable valuation principles taking into account all relevant factors 
affecting value, including the rights determined under the governing documents and local law, and 
assuming that the disregarded restriction does not exist in the governing documents, local law, or 
otherwise. The 45 percent interest passing to nonfamily members is not subject to section 2704(b), 
and will be valued as a single interest for inclusion purposes under generally applicable valuation 
principles, taking into account all relevant factors affecting value including the rights determined 
under the governing documents and local law as well as the restriction on a limited partner's ability 
to liquidate that partner's interest. The 20 percent passing to charity will be valued in a similar 
manner for purposes of determining the allowable charitable deduction. Assuming that, under the 
facts and circumstances, the 45 percent interest and the 20 percent interest are subject to the same 
discount factor, the charitable deduction will equal four-ninths of the value of the 45 percent interest. 

Example 5. 
(i) D and D's children, A and B, are partners in Limited Partnership Y. D owns a 98 percent limited 
partner interest, and A and B each own a 1 percent general partner interest. The partnership 
agreement provides that a limited partner may withdraw from the partnership at any time by giving 
six months' notice to the general partner. On withdrawal, the partner is entitled to receive the fair 
market value of his or her partnership interest payable over a five-year period. Under the partnership 
agreement, the approval of all partners is required to amend the agreement. None of these provisions 
are mandated by local law. D transfers a 33 percent limited partner interest to A and a 33 percent 
limited partner interest to B. Under paragraph (b)(1)(iii) of this section, the provision requiring that a 
withdrawing partner give at least six months' notice before withdrawing provides a reasonable 
waiting period and does not cause the restriction to be disregarded in valuing the transferred 
interests. However, the provision limiting the amount the partner may receive on withdrawal to the 
fair market value of the partnership interest, and permitting that amount to be paid over a five-year 
period, may limit the amount the partner may receive on withdrawal to less than the minimum value 
described in paragraph (b)(1)(ii) of this section and allows the delay of payment beyond the period 
described in paragraph (b)(1)(iii) of this section. The partnership agreement imposes a restriction on 
the ability of a partner to liquidate the partner's interest in the partnership that is not required to be 
imposed by law and that may be removed by the transferor and members of the transferor's family, 
acting collectively, by agreeing to amend the partnership agreement. 
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(ii) Under section 2704(b) and paragraph (a) of this section, the restriction on a limited partner's 
ability to liquidate that partner's interest is disregarded in determining the value of the transferred 
interests. Accordingly, the amount of each transfer is the fair market value of the 33 percent limited 
partner interest, determined under generally applicable valuation principles taking into account all 
relevant factors affecting value, including the rights determined under the governing documents and 
local law, and assuming that the disregarded restriction does not exist in the governing documents, 
local law, or otherwise. See paragraph (f) of this section. 

Example 6. 
The facts are the same as in Example 5, except that D sells a 33 percent limited partner interest to A 
and a 33 percent limited partner interest to B for fair market value (but without taking into account 
the special valuation assumptions of section 2704(b)). Because section 2704(b) also is relevant in 
determining whether a gift has been made, D has made a gift to each child of the excess of the value 
of the transfer to each child as determined in Example 5 over the consideration received by D from 
that child. 

Example 7. 
The facts are the same as in Example 5, except, in a transaction unrelated to D's prior transfers to A 
and B, D withdraws from the partnership and immediately receives the fair market value (but 
without taking into account the special valuation assumptions of section 2704(b)) of D's remaining 
32 percent limited partner interest. Because a gift to a partnership is deemed to be a gift to the other 
partners, D has made a gift to each child of one-half of the excess of the value of the 32 percent 
limited partner interest as determined in Example 5 over the consideration received by D from the 
partnership. 

Example 8. 
D and D's children, A and B, organize Limited Liability Company X under the laws of State Y. D, 
A, and B each contribute cash to X. Under the operating agreement, X maintains a capital account 
for each member. The capital accounts are adjusted to reflect each member's contributions to and 
distributions from X and each member's share of profits and losses of X. On liquidation, capital 
account balances control distributions. Profits and losses are allocated on the basis of units issued to 
each member, which are not in proportion to capital. D holds 98 units, A and B each hold 1 unit. D is 
designated in the operating agreement as the manager of X with the ability to cause the liquidation of 
X. X is not a corporation. Under the laws of State Y, X is neither a partnership nor a limited 
partnership. D and D's family have control of X because they hold at least 50 percent of the profits 
interests (or capital interests) of X. Further, D and D's family have control of X because D holds an 
interest with the ability to cause the liquidation of X. 

Example 9. 
The facts are the same as in Example 8, except that, under the operating agreement, all distributions 
are made to members based on the units held, which in turn is based on contributions to capital. 
Further, X elects to be treated as a corporation for federal tax purposes. Under §  25.2701-2(b)(5), D 
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and D's family have control of X (which is not a corporation and, under local law, is not a 
partnership or limited partnership) because they hold at least 50 percent of the capital interests in X. 
Further, D and D's family have control of X because D holds an interest with the ability to cause the 
liquidation of X. 

Example 10. 
D owns a 1 percent general partner interest and a 74 percent limited partner interest in Limited 
Partnership X, which in turn holds a 50 percent limited partner interest in Limited Partnership Y and 
a 50 percent limited partner interest in Limited Partnership Z. D owns the remaining interests in 
partnerships Y and Z. A, an unrelated individual, has owned a 25 percent limited partner interest in 
partnership X for more than 3 years. The governing documents of all three partnerships permit 
liquidation of the entity on the agreement of the owners of 90 percent of the interests but, with the 
exception of A's interest, prohibit the withdrawal of a limited partner. A may withdraw on 6-months' 
notice and receive A's interest's share of the minimum value of partnership X as defined in paragraph 
(b)(1)(ii) of this section, which share includes a share of the minimum value of partnership Y and of 
partnership Z. Under the governing documents of all three partnerships, the approval of all partners 
is required to amend the documents. D transfers a 40 percent limited partner interest in partnership Y 
to D's children. For purposes of determining whether D and/or D's family members have the ability 
to remove a restriction after the transfer, A is treated as owning a 12.5 percent (.25 x.50) interest in 
partnership Y, thus more than a 10 percent interest, but less than a 20 percent interest, in partnership 
Y. Accordingly, under paragraph (b)(4)(i)(C) of this section, A's interest is disregarded for purposes 
of determining whether D and D's family hold the right to remove a restriction after the transfer 
(resulting in D and D's children being deemed to own 100 percent of Y for this purpose). However, 
if D instead had transferred a 40 percent limited partner interest in partnership X to D's children, A's 
ownership of a 25 percent interest in partnership X would not have been disregarded, with the result 
that D and D's family would not have had the ability to remove a restriction after the transfer. 

Example 11. 
(i) D owns 85 of the outstanding shares of X, a corporation, and A, an unrelated individual, owns the 
remaining 15 shares. Under X's governing documents, the approval of the shareholders holding 75 
percent of the outstanding stock is required to liquidate X. With the exception of nonfamily 
members, a shareholder may not withdraw from X. Nonfamily members may withdraw on six 
months' notice and receive their interest's share of the minimum value of X as defined in paragraph 
(b)(1)(ii) of this section. D transfers 10 shares to C, a charity. Four years later, D dies. D bequeaths 
10 shares to B, an unrelated individual, and the remaining 65 shares to trusts for the benefit of D's 
family. 

(ii) The prohibition on withdrawal is a restriction described in paragraph (b)(1)(i) of this section. In 
determining whether D's estate and/or D's family may remove the restriction after the transfer 
occurring on D's death, the interest of B is disregarded because it was not held by B for at least three 
years prior to D's death. The interests of A and C, however, are not disregarded, because each held 
an interest of at least 10 percent for at least three years prior to D's death, the total of those interests 
represents at least 20 percent of X, and each had the right to withdraw on six months' notice and 
receive their interest's share of the minimum value of X. As a result, D and D's family hold 65 of the 
deemed total of 90 shares in X, or 72 percent, which is less than the 75 percent needed to liquidate 
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X. Thus, D and D's family do not have the ability to remove the restriction after the transfer, and 
section 2704(b) does not apply in valuing D's interest in X for federal estate tax purposes. 

Par. 8. Newly designated §  25.2704-4 is amended as follows: 

1. The undesignated text is designated as paragraph (a). 

2. In the first and second sentences of newly designated paragraph (a), the language “Section” is 
removed and the language “Except as provided in paragraph (b) of this section, §  ” is added in its 
place. 

3. Paragraph (b) is added. 

The addition reads as follows: 
§  25.2704-4  
 
Effective date. 
* * * * * 

(b)(1) With respect to §  25.2704-1, the first six sentences of paragraph (a)(1), the last sentence of 
paragraph (a)(2)(i), the third sentence of paragraph (a)(2)(iii), the first and last sentences of 
paragraph (a)(4), paragraph (a)(5), the second and last sentences of paragraph (c)(1), paragraph 
(c)(2)(i)(B), and Examples 4, 6 and 7 of paragraph (f), apply to lapses of rights created after October 
8, 1990, occurring on or after the date these regulations are published as final regulations in the 
Federal Register. 

(2) With respect to §  25.2704-2, paragraphs (a), (b), (c), (d), and (f), the first sentence of paragraph 
(e), and Examples 1, 3 and 5 of paragraph (g) apply to transfers of property subject to restrictions 
created after October 8, 1990, occurring on or after the date these regulations are published as final 
regulations in the Federal Register. 

(3) Section 25.2704-3 applies to transfers of property subject to restrictions created after October 8, 
1990, occurring 30 or more days after the date these regulations are published as final regulations in 
the Federal Register. 
John Dalrymple, 
Deputy Commissioner for Services and Enforcement. 
[FR Doc. 2016-18370 Filed 8-2-16; 11:15 am] 
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