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Valuation of gift.

This is in response to your letter dated April 20, 1995, and prior 
correspondence in which you requested rulings under §§ 671, 2036(a), 
2512, 2701 and 2702 of the Internal Revenue Code.

In 1992, A established an irrevocable trust ("Trust") for the benefit 
of his three children. Trust provided for a separate share for the 
benefit of each of three children, B, C, and D. Under the terms of the 
Trust the beneficiaries of each separate share include the named 
child, his or her spouse, or unmarried surviving spouse, descendants, 
spouses, and unmarried surviving spouses of descendants. A's wife and 
a bank are named trustees. The Trust establishes a "Protector" to 
review the performance of the trustees. A and his children can not 
serve as trustees or Protector.

A transferred assets to the three separate shares of Trust. Each child 
has also made transfers to his or her respective share. Pursuant to 
authority conferred upon the Trustees under Item Six of Trust, the 
trustees divided each share into two portions—one to hold assets 
transferred by A and one to hold assets transferred by the respective 
child. With respect to the second portion, the trustees have created a 
separate trust. Thus, each separate trust estate consists solely of 
assets contributed by the respective child.

Each child proposes to sell Stock to his or her respective separate 
trust (RST). In return for the stock each child will receive a 
promissory note from the RST. The trustees of the RST will pay 
interest for 20 years to each child. A balloon payment of principal 
will be paid at the end of 20 years. The notes will bear sufficient 
interest such that the loan will not be characterized as a below-
market loan under § 7872. The notes provide that payments of interest 
and principal may be paid in cash or property, but in no event shall 
any payments be made by promissory notes. The note issued by the RST 
will be secured by the stock transferred to the RST.

The trusts provide that the Trustees shall distribute to such of the 
beneficiaries of any such separate share thereof, as the Trustees 
shall designate, living on any distribution date, all or such amount 
or amounts of the net income and principal of such separate share as 
the Trustees shall from time to time determine to be appropriate for 
any reason whatsoever.

You have requested the following rulings on behalf of B, C and D:



1. The RST will be considered a grantor trust under §§ 675 and 677. 
Accordingly, the sale of stock to the RST by the child will not be 
recognized for income tax purposes by virtue of Rev. Rul. 85-13. 
Therefore, all items of RST income, deduction and credit will be 
included in the child's individual income tax returns. No capital gain 
arising from the sale will be recognized by the child. The trust will 
assume the child's basis in the Stock. The RST will not be entitled to 
a deduction for interest paid to the child and the child will not be 
required to include interest income from the notes in taxable income.

2. The fair market value of the notes issued in consideration for the 
purchase of stock by each RST will be, for purposes of Chapter 12 of 
the Internal Revenue Code, the face amount of the notes. The sale will 
not be considered a gift to the extent the fair market value of stock 
transferred to the RST in exchange for the note does not exceed the 
face amount of the note.

3. The note issued by the RST to the child will not constitute 
applicable retained interests under § 2701.

4. Section 2702 is not applicable to the proposed transaction.

---

Ruling Request 1

Section 671 of the Code provides that where the grantor or another 
person shall be treated as the owner of any portion of a trust, there 
shall then be included in computing the taxable income and credits of 
the grantor or the other person those items of income, deductions, and 
credits against tax of the trust which are attributable to that 
portion of the trust to the extent that such items would be taken into 
account under Chapter 1 of the Code in computing taxable income or 
credits against the tax of an individual.

Sections 673 through 677 of the Code specify the circumstances under 
which a grantor is treated as the owner of a portion of a trust.

Section 677(a) of the Code provides in part that a grantor shall be 
treated as the owner of any portion of a trust, whether or not he is 
treated as such under § 674, whose income without the approval or 
consent of any adverse party is or in the discretion of the grantor or 
a nonadverse party, or both, may be distributed to the grantor or the 
grantor's spouse or held or accumulated for future distribution to the 
grantor or the grantor's spouse.

Rev. Rul. 85-13, 1985-1 C.B. 184, holds that, if a grantor is treated 
as the owner of an entire trust, the grantor is the owner of the 
trust's assets for federal income tax purposes. Therefore, a transfer 
of assets to the trust by the grantor who owns the entire trust is not 
recognized as a sale for federal income tax purposes.



Rev. Rul. 85-13, 1985-1 C.B. 184, holds that, if a grantor is treated 
as the owner of an entire trust, the grantor is the owner of the 
trust's assets for federal income tax purposes. Therefore, a transfer 
of assets to the trust by the grantor who owns the entire trust is not 
recognized as a sale for federal income tax purposes.

In the present case, each child will sell stock solely to his or her 
wholly owned trust (RST). Under section 677(a) of the Code, each child 
is the owner of the RST of which he or she is the grantor. Each child 
will be considered the owner of his or her respective RST for purposes 
of section 671 and shall include in computing his or her taxable 
income those items of income, deductions, and credits against tax 
which are attributable to his or her RST.

In accordance with the holding set forth in Rev. Rul. 85-13, we 
conclude that none of the children nor their RST will recognize any 
gain or loss as a result of the transfers of stock to their RST. Each 
RST will assume its respective child's basis in the stock transferred. 
Each RST will not be entitled to a deduction for interest paid to the 
respective child, and each child will not include interest income from 
the notes in his or her taxable income.

---

Ruling Request 2

Section 2501(a)(1) provides for the imposition of a gift tax on the 
transfer of property by gift. Section 2511(a) provides that the gift 
tax applies to a transfer by way of gift whether the transfer is in 
trust or otherwise, whether the gift is direct or indirect, and 
whether the property is real or personal, tangible or intangible.

Section 2512(a) provides that, if a gift is made in property, the 
value thereof at the date of the gift shall be considered the amount 
of the gift. Section 2512(b) provides that, where property is 
transferred for less than an adequate and full consideration in money 
or money's worth, the amount by which the value of the property 
exceeded the value of the consideration shall be deemed a gift.

Section 1274(d)(1) provides that the applicable federal rate for a 
debt instrument with a term of over nine years is the federal long-
term rate.

Section 7520 provides that the valuation of annuities, interests for 
life, terms of years, and remainder and reversionary interests is to 
be determined under tables published by the Internal Revenue Service 
and based on a discount rate (rounded to the nearest two tenths of one 
percent) equal to 120 percent of the applicable federal mid-term rate 
in effect under § 1274(d)(1) for the month in which the valuation date 
falls.

Section 7872 is applicable to term loans made after June 6, 1984, and 
to demand loans outstanding after that date. The section applies to 
"below-market" loans. A "below-market" loan, in the case of a term 
loan (as defined in § 7872(f)(6)), is a loan where the amount loaned 
exceeds the present value of all payments due under the loan. Under § 
7872(d)(2), a "gift loan" that is a below-market loan is 
recharacterized for gift tax purpose as a transaction in which the 
lender is treated as transferring to the borrower on the date the loan 
is made the excess of the amount loaned over the present value of all 
payments required to be made under the terms of the loan. A "gift 
loan" is a loan where the foregone interest is in the nature of a 
gift. Section 7872(f)(3).



Section 7872 is applicable to term loans made after June 6, 1984, and 
to demand loans outstanding after that date. The section applies to 
"below-market" loans. A "below-market" loan, in the case of a term 
loan (as defined in § 7872(f)(6)), is a loan where the amount loaned 
exceeds the present value of all payments due under the loan. Under § 
7872(d)(2), a "gift loan" that is a below-market loan is 
recharacterized for gift tax purpose as a transaction in which the 
lender is treated as transferring to the borrower on the date the loan 
is made the excess of the amount loaned over the present value of all 
payments required to be made under the terms of the loan. A "gift 
loan" is a loan where the foregone interest is in the nature of a 
gift. Section 7872(f)(3).

Section 7872(f)(1) provides that the present value of any payment is 
determined by using a discount rate equal to the applicable federal 
rate as of the date of the loan. In the case of term loans, the 
applicable federal rate is the applicable federal rate in effect under 
§ 1274(d), compounded semiannually, as of the date the loan is made. 
Section 7872(f)(2)(A). Following the amendment of § 1274(d) by § 
101(b)(1) of the 1985 Imputed Interest Simplification Act, Pub. L. No. 
99-121, 1985-2 C.B. 367, the Commissioner prescribes equivalent rates 
based on compounding periods other than semiannual compounding (for 
example, annual compounding, quarterly compounding, and monthly 
compounding), to facilitate application of § 7872 to loans other than 
those involving semiannual payments or compounding. See Rev. Rul. 
86-17, 1986-1 C.B. 377. Section 7872 generally does not apply to any 
loan to which section 483 or 1274 applies. Section 7872(f)(8).

In Frazee v. Commissioner, 98 T.C. 554 (1992) [CCH Dec. 48,195], the 
Tax Court addressed the issue of whether, for gift tax purposes, the 
fair market value of a promissory note issued by children to their 
parents in exchange for real property must be determined by use of a 
discount rate prescribed under § 7872, or the safe harbor rates 
provided under § 483(e). The court also considered the application of 
the rates prescribed under § 1274. The court concluded that § 7872 
applied in determining the gift tax treatment of below-market loans 
regardless of whether the transaction involved a sale of property or a 
cash loan. The court reaffirmed its earlier position in Krabbenhoft v. 
Commissioner, 94 T.C. 887 (1990) [CCH Dec. 46,659], aff'd 939 F.2d 529 
(8th Cir. 1991) [91-2 USTC 60,080], that § 483 does not apply for gift 
tax purposes. In concluding that § 1274 was not applicable in valuing 
the note for gift tax purposes, the court stated that § 1274 
characterizes installment payments as principal or interest and where 
stated interest is inadequate, it imputes interest. On the other hand, 
the court noted § 7872 was enacted specifically to address the gift 
tax treatment of below-market loans. Thus, the court concluded that 
the application of § 7872 is not limited to loans of cash. Rather, the 
term "loan" under § 7872 is broadly interpreted to include any 
extension of credit.

As noted above for term loans, in determining whether a loan is a 
below-market loan, § 7872(f)(1) and (2) requires use of a discount 
rate equal to the applicable federal rate in effect under § 1274(d) on 
the date the loan was executed. Section 1274(d)(1)(A) uses the 
applicable federal long-term rate for debt instruments with a term of 
over nine years. Thus, in general, under § 7872 a promissory note for 
a term longer than nine years is not treated as a below-market loan if 
the interest rate on the note is equal to or higher than the 
applicable federal long-term rate, compounded semiannually.



As noted above for term loans, in determining whether a loan is a 
below-market loan, § 7872(f)(1) and (2) requires use of a discount 
rate equal to the applicable federal rate in effect under § 1274(d) on 
the date the loan was executed. Section 1274(d)(1)(A) uses the 
applicable federal long-term rate for debt instruments with a term of 
over nine years. Thus, in general, under § 7872 a promissory note for 
a term longer than nine years is not treated as a below-market loan if 
the interest rate on the note is equal to or higher than the 
applicable federal long-term rate, compounded semiannually.

In the present case, the stated interest rate on the notes will equal 
the rate prescribed by § 7872. Thus, we conclude that, if the fair 
market value of the stock transferred to the RST equals the principal 
amount of the note, the sale of stock to the RST will not result in a 
gift subject to gift tax. This ruling is conditioned on satisfaction 
of both of the following assumptions: (i) No facts are presented that 
would indicate that the notes will not be paid according to their 
terms, and (ii) the RST's ability to pay the notes is not otherwise in 
doubt.

---

Ruling Requests 3 & 4

Section 2701(a) provides that, solely for purposes of determining 
whether a transfer of an interest in a corporation or partnership to 
(or for the benefit of) a member of the transferor's family is a gift 
(and the value of the transfer), the value of any right—(A) that is 
described in § 2701(b)(1)(A) or (B); and (B) that is with respect to 
any applicable retained interest that is held by the transferor, or an 
applicable family member immediately after the transfer, shall be 
determined under § 2701(a)(3).

Section 2701(b)(1) provides that the term "applicable retained 
interest" means any interest in an entity with respect to which there 
is—(A) a distribution right, but only if, immediately before the 
transfer described in § 2701(a)(1), the transferor and applicable 
family members hold control of the entity or (B) a liquidation, put, 
call, or conversion right.

Section 25.2701-2(b)(1) of the Gift Tax Regulations provides that an 
applicable retained interest is an equity interest in a corporation or 
partnership that is either an extraordinary payment right or a 
distribution right.

Section 25.2701-2(b)(3) provides that a distribution right is the 
right to receive distributions with respect to an equity interest.

Section 2702(a) provides that, for purposes of determining whether a 
transfer of an interest in trust to (or for the benefit of) a family 
member of the transferor's family is a gift (and the value of the 
transfer), the value of any interest in the trust retained by the 
transferor or any applicable family member (as defined in § 2702(e)
(2)) shall be determined as provided in § 2702(a)(2).



Section 2702(a) provides that, for purposes of determining whether a 
transfer of an interest in trust to (or for the benefit of) a family 
member of the transferor's family is a gift (and the value of the 
transfer), the value of any interest in the trust retained by the 
transferor or any applicable family member (as defined in § 2702(e)
(2)) shall be determined as provided in § 2702(a)(2).

Under § 2702(c)(1) the transfer of an interest in property with 
respect to which there is one or more "term interests" shall be 
treated as a transfer of an interest in trust.

Section 2702(c)(3) provides that the term "term interest" means—(A) a 
life interest in property, or (B) an interest in property for a term 
of years. See also § 25.2702-4(a).

Section 25.2702-2(a)(3) provides that the term "retained" means held 
by the same individual both before and after the transfer in trust. In 
the case of the creation of a term interest, any interest in the 
property held by the transferor immediately after the transfer is 
treated as held both before and after the transfer.

In this case, B, C, and D will sell Stock to their RST, and, 
immediately afterwards, will hold debt. A debt instrument is not an 
applicable retained interest that is subject to the provisions of § 
2701. Therefore, we conclude that § 2701 does not apply to these 
transactions.

In this case, B, C, and D will sell Stock to their RST. In exchange, 
they will receive debt. Under the facts presented here, the debt 
instrument involved is not a "term interest" within the meaning of § 
2702(c)(3) and the applicable regulations. Therefore, we conclude that 
the valuation rules provided in § 2702 do not apply to these 
transactions.

The above rulings (2-4) will be considered void if the promissory 
notes are subsequently determined to be equity or not debt. We express 
no opinion about whether the notes are debt or equity because that 
determination is primarily one of fact (section 4.02(1) of Rev. Proc. 
95-3, 1995-1 I.R.B. 85, 94). Nor do we express any opinion as to the 
collectibility of the notes.

Except as we have specifically ruled herein, we express no opinion 
about the federal tax consequences of the transaction under the cited 
provisions or under any other provisions of the Code. Specifically, we 
are expressing no opinion regarding the application of §§ 2511 or 2702 
to any other transfers to the RSTs. See, e.g., Rev. Rul. 77-378, 
1977-2 C.B. 348. Additionally, we are expressing no opinion regarding 
the application of § 2036 to the transaction.

This ruling is directed only to the taxpayers who requested it. 
Section 6110(j)(3) provides that it may not be used or cited as 
precedent.

Sincerely,
Assistant Chief Counsel (Passthrough and Special Industries)



George Masnik, Chief, Branch 4


