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BODY:

AN explanation of how to apply IRC @ 7520 to determine the actuarid vaue of the donor's life estate
for gift tax purposes when transferring aremainder interest in the family home and retaining alife etate,
was discussed in aprevious article. nl

n1 "Trandfering the Family Home and Retaining aLife Estate” NYLJ, April, 24, 1997, page 1, column
1.

But |eft open was the question of the application of IRC @ 2702, which would make the value of the
retained interest zero under certain circumstances, thus making the whole vaue of the gift taxable for gift
tax purposes.

Assume that a mother, perhaps as an asset protection measure, plansto gift her remainder interest in
her primary residence to her child and has retained a life edate.

The intent of the Specia Vauation Statutes found in the IRC @@ 2701-2704 is to correct certain
abuses percaived by the IRS resulting from partially completed transfers among family members which
atificidly depress the vaue of the gift, while, in fact, the donor retains substantia control.

The statute at issue here, @ 2702(a), provides asfollows:

() In Generd -- Soldly for purposes of determining -- whether atransfer of an interest in trust to (or
for the benefit of) amember of the transferor's family is a gift (and the vaue of such trandfer), the value
of any interest in such trust retained by the transferor or any applicable family member [as defined in @
2701(e)(2)] shall be determined as provided in paragraph (2).

(2) Vduation of Retained Interest --



(A) In Generd -- The value of any retained interest shall be treated as being zero.

(B) Vdueation of Qudified Interest -- The vaue of any retained interest which isaqudified interest shdl
be determined under @ 7520.

The trandfer of an interest in property with respect to which there is one or more term interests shall be
treated as a "trandfer of an interest inatrust.” [IRC @ 2702(c)(1)] A "term interest” isdefined as"(A) a
life interest in property, or (B) an interest in property for aterm of years." [IRC @ 2702(c) (3)]. Thus,
transfer of aremainder interest in red etate, while retaining alife estate, is encompassed in the Statute.
The atutes focus is on vauing the retained interest and then determining the vaue of the interest
transferred.

The gtatute only appliesto transfersto a"member of the family." The term member of the family means,
with respect to any individud "(A) such individua's spouse; (B) any ancestor or lineal descendant of
such individud or such individud's spouse; (C) any brother or sigter of the individud, and (D) any
spouse of any individua described in subparagraph (B) or (C)." [IRC @ 2704(c)(2)] For example,
transfers to one's child, parent, sbling or the spouse of any of these individuas, are included. A transfer
to one's nephew is excluded.

The satute only appliesif the interest retained is retained by the donor or by an "gpplicable family
member," defined as"(A) the transferor's spouse; (B) an ancestor of the transferor or the transferor's
spouse and (C) the spouse of any such ancestor.” [IRC @ 2701(e)(2)]

Incomplete Transfers

The statute, however, does not apply to transfers which are "incomplete” for gift tax purposes. Section
2702(3)(B) provides: (B) "Incomplete Gift. -- For purposes of subparagraph (A), the term "incomplete
gift" means any transfer which would not be trested as a gift whether or not consideration was received
for such transfer.”

The fact that atransfer may be incomplete because of certain retained interests, such as aretained
power of gppointment or aretained life estate, does not mean that the gift isincomplete for gift tax
purposes. When one transfers aremainder interest and retains alife estate, a complete gift has been
made and the statute is potentialy applicable.

Transfer of Remainder

Regulation @ 25.2702-2(d) illustrates. "Example 4. A transfers property to an irrevocable trust, under
which the incomeisto be paid to A for life. Upon termination of the trugt, the trust corpusisto be
digtributed to A's child. A aso retains certain powers over principa that cause the transfer to be wholly
incomplete for federd gift tax purposes. Section 2702 does not apply because no portion of the transfer
would be treated as acomplete gift.”



Transfer of Remainder

Do not be confused by the above example, which spesks of a"trust.” Since a conveyance of an interest
in property with respect to which there is one or more term interests shal be treated as atransfer of an
interest in atrugt, a conveyance of aremander etate in red property with aretained interest, in which
the donor retains certain powers of appointment with respect to the remainder, e.g. to appoint the
remainder to other than the present grantee, is clearly within the purview of the example.

Thereis an additiona exception to the statute: "This subsection shal not gpply to any transfer -- if such
trandfer involves the trandfer of aninterest in trust al the property in which consists of aresidence to be
used as a persond residence by persons holding termsinterestsin such trust . . " [IRC @
2702(3)(A)(i1)]

Life interest in property may be a"term interest.” In setting forth its "persond residence’ exception, the
datute gppears to exclude from its purview atransfer of aremainder interest in the primary resdence. It
cregtes this exception by referring back, somewhat awkwardly, to its own definition of a conveyance
intoa"trugt."

In short, the statute appears to provide that the transfer of aremainder interest in a personal resdence
to proscribed family members alows the grantor to vaue the retained interest in accordance with IRC
@ 7520, the actuaria valution statute.

CCH's explanation to the Regulations @ 25.2702-7, prior to arecent amendment, Aug. 20, 1996,
Pub. L. No. 104-188, 110 Stat. 1755, squarely supported this interpretation: "Trusts and term interests
-- Code @ 2702 provides rules to determine whether and in what amount the transfer of an interest in
trust to a member of the transferor's family condtitutes a gift. Generaly, under these rules the retained or
income interest is valued at zero unlessthe interest congsts of the right to receive fixed payments or a
fixed percentage of the trust property, payable at least annudly . . . However, it should be noted that
these vauation rules do not apply with respect to an incomplete transfer nor to atransfer of an interest
in apersond residence that is inhabited by the holder of the term interest.” (CCH Explanation to
Regulations @ 2702-7)

Qudlified Interedts

The Regulations, which generdly are designed to implement and expound, give an example of an
incomplete gift, but do not address the personal residence exception otherwise. Reg. 25.2702-5
provides that the statute considers a conveyance into a Persona Residence Trust and a Qualified
Persond Residence Trugt, as a conveyance of aqudified interest.

The former isatrue trust for aterm of years which holds as its mgor asset the grantor's persona
resdence. The latter isatrue trust for aterm of years which may hold the principa resdence; one other
resdence or an individud interest in either and some gppurtenant structures and adjacent land not in
excess of that which is reasonably appropriate for residential purposes.



IRC @ 7520 is applicable to determining the vaue of the gift of these "qudlified interests™ The grantor
who outlives the term has irrevocably parted with his retained interest. The date of desth market value
of the whole property need not be reported on the estate tax return as part of the of the taxable estate,
asthereisno retained interest.

The date of the gift vaue, determined in accordance with IRC @ 7520, is reported as a completed gift
on the edtate tax return and gift tax paid is gpplied as a credit to the enhanced edtate tax resulting from
the indluson of the gift in the edtate.

The grantor who dies before the expiration of the term is back in the same position asif he had not
created the trust and the date of death value of the gift is reported on schedule "G", pursuant to IRC @
2036(a).

Of course, the concern here does not involve the application of @ 2036(a). It is understood that
section gpplies and the vaue of the fee interest is pulled back into the estate for estate tax purposes
whenever thereis aretained interest. Regrettably, the Regulations do not give an example which sgarely
fitsthe smple facts Mother transfers aremainder interest in the family home to her child and retainslife
estate.

Oddly, authority for either position, (i.e. the statute does not apply to gratutitous transfers of a
remainder interest in one's primary residence, or the exception only appliesto aqudified trandfer in
accordance with the Regulations) is scarce. Nor can guidance be found in the legidative history.

On June 19, 1997, the U.S. Court of Appedsfor the Fifth Circuit, decided Wheeler v. United Sates,
(116 F3d 749). The executor of the estate had not included any portion of the vaue of the decedent's
ranch in his estate, because decedent had sold, some years prior to his death, the remainder interest in
the ranch to his adopted sons for the actuarid market value of the remainder interest a the time of sale,
The decedent had taken back a mortgage and actua payments had been made on the mortgage.

The Internal Revenue Service determined that, pursuant to IRC @ 2036 (a), the gross estate included
the difference between the date of desth vaue of the fee interest in the ranch and the consideration paid
by the sons. The didtrict court agreed with the IRS and the circuit court reversed. The issue was
whether the sdle of the actuarid vaue of the remainder interest determined in accordance with IRC @
2512, condtituted "adequate and full consideration” pursuant to @ 2036(a).

Inits opinion, the circuit panel touched upon @ 2702, stating, in afootnote: " Although the Specid
Vauation rules do not gpply where the holder of alife or term interest uses the property as his persond
resdence, IRC @ 2702(a)(3)(A)(ii), the Treasury Regulations provide that the persona residence
exception applies only where the resdenceis placed in an irrevocable trust, 26 CFR @ 25.2702-5(b)
1996. (116 F3d 749, 1996, supra).

The pand commented that the Regulation was "strengthened” by anew clause added to @ 2702, on



Aug. 20, 1996 (Small Business Job Protection Act of 1996, Pub. L. No. 104-188, 110 Stat. 1755).

The additiona clause provides that the statute shal not gpply . . . to the extent that regulations provide
that such transfer is not inconsistent with the purposes of this section.” Section 2702(a)(3)(A)(iii).

In short, the Whedler court did not consider a gift transfer of aterm remainder interest in a persona
residence to proscribed family members, as excluded from the Specid Vauation statute, unless such
trandfer was "qudified" pursuant to the Regulations.

Interestingly, CCH has changed its commentary and now provides. "Persona residence exception. A
second important exception is made for the persond residence of the grantor.” [Code @
2702(38)(3)(A)(iii) and Reg. @ 25.2702-5]. This exception gives rise to a planning tool caled a
qudified persond residence trust (QPRT).

It would seem that caution now requires the application of @ 2702 to determine the vaue of the
retained interest when the donor makes a gift of the remainder interest to proscribed family membersin
his primary resdence and retains alife estate. Underpayment may have expens ve consequences.

In view of the excluson for up to $ 250,000 available on the New Y ork State estate tax return, an
excluson not available on the gift tax return, the gpplication of IRC @ 2702 may be a deterrent for the
client with modest resources, who wishes to make a gift of aremainder interest in his primary residence.



