This portion of our suggestions responds to the request for recommendations that relate to regulations potentially described in Section 2(a) of Executive Order 14219 (90 FR 10583), specifically those regulations that are based on anything other than the best reading of the underlying statutory authority or prohibition.  
We recommend that Treasury and the Service revise the regulations promulgated under section 2702 dealing with retained qualified interest and retained interests in residence trusts and qualified residence trusts that are inconsistent with the best reading of the section and that create unnecessary burdens and uncertainty for taxpayers who transfer interests in trusts to family members.  Those regulations that we believe should be revised are identified and discussed below.
Qualified Interests
Section 2702(a) provides that a transferor who transfers an interest in trust to or for the benefit of a family member and retains an interest in that trust will be treated for gift tax purposes (subject to certain exceptions) as having retained an interest with a zero value unless the retained interest in is the form of a qualified interest.  Section 2702(b) provides its own definition of qualified interest. A qualified interest is:
(1) any interest which consists of the right to receive fixed amounts payable not less frequently than annually,
(2) any interest which consists of the right to receive amounts which are payable not less frequently than annually and are a fixed percentage of the fair market value of the property in the trust (determined annually), and 
(3) any noncontingent remainder interest if all of the other interests in the trust consist of interests described in paragraph (1) or (2).
Qualified interests are excepted from the zero valuation rule because Congress determined that they were easily valued.[footnoteRef:2]   Unlike the express delegation authority given to the Service in section 2704, which was enacted at the same time as section 2702, nothing in section 2702 delegates to Treasury the authority to add any additional requirements to the statute’s simple definition.  Nor is there any ambiguity in the statutory definition that would justify any such additional requirements.  [2:  136 Cong Rec. 30,485, 30538.] 

The legislative history of section 2702 makes it clear that Congress intended that retained interests that “take an easily valued form – as an annuity or unitrust interest” would not be subject to the zero valuation rule.[footnoteRef:3]  The right to receive a fixed amounts payable not less frequently than annually is an easily valued right.  Section 2702 provides that the value of any qualified interest is to be determined under section 7520.  Section 7520 provides that the value of any annuity is to be determined under tables prescribed by Treasury using an interest rate equal to 120% of the federal midterm rate in effect under section 1274 for the month in which the value of the retained interest is determined (the “section 7520 rate”).  The regulations described below add additional requirements that make no meaningful contribution to the Congressional objective of imposing the zero valuation rule of section 2702(a) on difficult to value retained interests and are, therefore, inconsistent with the best reading of the statute. [3:  136 Cong Rec. 30,485, 30538.] 

1. Prohibition Against Use of Withdrawal Rights.  Treas. Reg. §25.2702-3(b)(1)(i) provides that the right to receive a fixed amount does not include a right of withdrawal of a fixed amount despite the fact that the present value of both types of rights would be easily determined under section 7520 by this formula:

Annual Amount  x 1- (1+r)-n
		r
In this formula “r” equals the section 7520 rate and “n” equals the number of years that the right exists.  The fact that the taxpayer might fail to exercise a withdrawal right would not compromise the objective of section 2702. The failure would be treated for gift tax purposes as an additional taxable gift to the trust if the right lapsed and until the right lapsed, as a below market rate loan to the trust under section 7872.

2. Prohibition Against Use of Notes to Satisfy Payment Obligations. Treas. Reg. §25.2702-3(b)(1)(i) and (d)(6), which was added to the regulations more than seven years after the final regulations under section 2702 were adopted, requires that the governing instrument of the trust prohibit the issuance of a note, other debt instrument, option, or other similar financial arrangement to satisfy the right to receive a fixed amount.  Treasury and the Service justified this prohibition in the preamble to the proposed regulations by stating that:

Delaying payment by the use of a note to satisfy the annual payment obligation alters the true value of the transferor’s retained interest, contrary to Congressional intent in requiring provisions ensuring an accurate valuation of the interest.[footnoteRef:4]  [4:  Notice of Proposed Rule Making – Definition of a Qualified Interest in a Grantor Retained annuity Trust and a Grantor Retained Unitrust,  64 Fed. Reg. Vol. 64, 3325 (June 22, 1999).] 


This statement in the preamble is inconsistent with the reality of the financial markets. Accepting a note in payment of a payment obligation does not alter the true value of the transferor’s retained interest if the debt instrument has a value equal to the amount of the payment obligation.   A debt instrument, like any other form of property, has a value that is easily determinable based on factors such as the credit worthiness of the obligor and the interest rate.  If a note issued by a trust in satisfaction of an annuity right has a value equal to the amount of the annuity there is no basis in the statute or its legislative history for prohibiting its use to satisfy the annuity obligation.  If there is a concern that the trust might fail to make the payments required under the debt instrument, the regulations could remind the reader that failure to enforce the terms of a debt instrument would likely result in a taxable gift.

3. Treatment of Amounts That Exceed Amounts Payable in the Immediately Preceding Year by More Than 120%. Treas. Reg. §25.2702-3(b)(ii)(A) limits the value of the right to receive fixed amounts to the extent that the payments in one year exceed the payments in the previous year by more than 120% despite the fact that the present value of  increasing amounts can be easily determined under section 2702 no matter how great the annual percentage growth rate  by using this formula: 


In this formula, “pmt” equals the initial amount, “r” equals the section 7520 rate, “n” equals the number of years over which payments are to be made,  and “g” equals the rate of annual increase.
It is similarly easy to determine the present value of any stream of different annual payments by simply dividing each payment by this formula:
 (1-r) n
In this formula, “r” has the same meaning as in the previous formula and “n” equals the number of years between the date of the transfer to the trust and the year at the end of which the payment is to be made.
The legislative history of section 2702 suggests that Congress intended Treasury to draw upon the rules that govern the valuation of split interests in property for purposes of the charitable deduction.[footnoteRef:5]  No similar limitation exists in the regulations that define a guaranteed annuity for purposes of the gift tax charitable deduction under section 2522.[footnoteRef:6] [5:  136 Cong Rec. 30,485, 30538.]  [6:  Treas. Reg. §25.2522(c)-3(c)(2)(vi).] 

4. Prohibition Against Additional Contributions. Treas. Reg. §25.2702-3(b)(5) requires that the governing instrument of the trust prohibit additional contributions to the trust.  The possibility that the taxpayer or another person might make additional contributions to the trust after the initial contribution with respect to which the qualified interest was retained cannot possibly have a negative impact on the value of the taxpayer’s retained interest in the trust at the time of the initial contribution.  It can only enhance the value of that interest.

Treasury and the Service justified this prohibition in the preamble to the final regulations issued under section 2702 on February 4, 1992 by pointing out that “without this prohibition, additional contributions would arguably pass to the remainder beneficiary under certain circumstances without appropriate transfer taxes being paid.”[footnoteRef:7]  This concern is without basis.  Any additional contribution would either enhance the value of the taxpayer’s retained interest in the trust, if, for example, the value of the trust property was no longer sufficient to make the required payments, or would be treated as an additional taxable gift. [7:  T.D. 8395 (Feb. 4,1992).] 


5. Limitations Imposed on the Duration of the Trust. Treas. Reg. §25.2702-3(d)(4) requires the governing instrument of the trust to fix the term of the annuity payment for a term of years, for the life of the holder of the annuity interest, or for the shorter of  the two.  It prohibits a term measured by the longer of the life of annuity holder and a term of years.  It is no more difficult to determine the value of an annuity payable for the longer of a term of years and the life of an individual or the shorter of a term of years and the life of an individual.

6. Prohibition Against Commutation. Treas. Reg. §25.2702-3(d)(5) requires the governing instrument of the trust to prohibit commutation (prepayment) of the interest of the term holder despite the fact that the statute simply states that interest must be payable at least annually.  This provision in the statute suggests that payment cannot be deferred but says nothing about prepayment. The fact that the trustee of a trust required to make the annual payments to the taxpayer may decide to prepay those amounts would not cause the value of those future payments to have a lower value at the time of the taxpayer’s transfer.   If the amount of the prepayment at the time the prepayment was less than the value of the remaining payments, the taxpayer would have made an additional taxable gift.
Treasury and the Service justified this prohibition in the preamble to the final regulations issued under section 2702 on February 4, 1992 by pointing out that “[c]ommutation (i.e., the prepayment of the term holder’s interest) shifts the risk of a decline in interest rates from the remainder beneficiaries to the term holder.[footnoteRef:8]  The concern here seems to be that if the section 7520 rate increased after the taxpayer’s initial transfer to the trust, the trustee could prepay the taxpayer’s interest with an amount that was less than the present value of the remaining amounts if determined using the initial 7520 rate.  To the extent that this is a legitimate concern, the regulation could have simply required that any prepayment amount be calculated using the initial section 7520 rate or the current section 7520 rate, whichever is lower. [8:  T.D. 8395 (Feb. 4,1992).] 

Personal Residence Trusts
Section 2702(a)(3(A)(ii) provides that section 2702 does not apply to a transfer of an interest in trust  all the property in which consists of a residence to be used as a personal residence by persons holding term interests in the trust.  Despite the fact that the statutory exception says nothing about future additions to the trust or the possible future sale of the personal residence, Treasury and the Service read the exception narrowly and concluded that it would not apply to a trust that could hold even minimal amounts of cash or to a trust that could sell the residence and reinvest the sale proceeds in other assets. Because they recognized that a trust subject to such restrictions would have limited application, they decided to provide a safe harbor for trusts that could receive cash to provide for expenses and could sell the residence and reinvest the proceeds.  Section 2702(a)(3)(A)(iii) gives Treasury and the Service the right to provide in regulations that section 2702 shall not apply to transfers they determine are not inconsistent with the purposes of section 2702.  As a result, the regulations now define two types of personal residence trusts, one that can never hold anything other than a personal residence with a narrow exception for cash proceeds payable as a result of damage, destruction or involuntary conversion and one that permits additional assets and the sale of the property under certain narrow exceptions.  The first type of trust is referred to as a “personal residence trust” and the second, as a “qualified personal residence trust.” 
The regulations described below add additional requirements that make no meaningful contribution to the Congressional objective of providing an exception for the transfer of personal residences to trusts and seem inconsistent with the best reading of the statute.
1. Prohibition Against the Taxpayer Holding Interests in More Than Two Trusts That Are Personal Residence Trusts or Qualified Personal Residence Trusts. Treas. Reg. §25.2702-5(a) provides that a trust is a personal residence trust or a qualified personal residence trust only if the term holder, at the time of the transfer to the trust does not hold term interests in two other trusts that are either personal residence trusts or qualified personal residence trusts. Nothing in the statute suggests that Congress intended this limitation.  
Treasury and the Service justified this prohibition by stating in the preamble to the final section 2702 regulations issued on February 4, 1992  their belief that, because the transfer of a personal residence in trust “presents the same opportunity for valuation abuse that Congress sought to prevent by enactment of section 2702” Congress intended that the section be a narrow one  “to enable transferors to pass the family home . . . or a vacation home, to younger members of the family.”[footnoteRef:9]   They then looked to section 163(h) of the Code, which defines a “qualified residence” for purposes of the rule allowing the deduction of certain interest payments as the principal residence of the taxpayer and one other residence used by the taxpayer as a residence, and concluded that that section contains the most recent evidence of what Congress means when it refers to a personal residence of a taxpayer.  But the existence of the precise definition of a qualified personal residence for purposes of the interest deduction simply means that Congress knows how to impose limitations on a term when it intends to do so.  The fact that no such limitations appear in section 2702(a)(3(A)(ii) suggests that it had no intention to impose any such limitations. [9:  T.D. 8395 (Feb. 4,1992).] 

2. Prohibition Against Sale of the Residence to the Transferor or the Transferor’s Spouse. Treas. Reg. §25.2702-5(b) and (c)(9) require that the governing instrument of a personal residence trust or a qualified personal residence trust must prohibit the sale of the residence to the transferor or the transferor’s spouse either during the term of the trust or thereafter while the residence is held in a trust that is treated as owned by the transferor  under section 671.  This prohibition was not added to the regulations until 1997 and has no basis either in the statute or its legislative history.  
Treasury and the Service justified this prohibition in the preamble to the proposed regulations by once again opining that Congress’s intention in creating the personal residence trust exception was to “enable transferors to pass the family home to younger members of the family.”[footnoteRef:10] It then concluded that permitting a sale of the residence to the transferor or the transferor’s spouse was inconsistent with this intention.   But nothing in the statute suggests that a sale of the residence once it has been transferred to the trust should be prohibited.  The fact that Treasury and the Service limited the sale prohibition to sales to the transferor and the transferor’s spouse and permits sales to others suggests that the real purpose of the regulation was to limit sales of the residence to those transactions that would be recognition events for income tax purposes, a purpose that has nothing to do with Congress’s purpose in enacting section 2702. [10:  Notice of Proposed Rule Making - Sale of Residence From Qualified Personal Residence Trust, 61 Fed. Reg. 16623 (April 16, 1996).] 

3. Prohibition Against Commutation. Treas. Reg. §25.2702-5(c)(6) requires the governing instrument of a qualified personal residence trust, but not a personal residence trust,  to prohibit commutation (prepayment) of the interest of the term holder,  Nothing in the statute or the legislative history justifies requiring this prohibition.







6

