
estate tax.  See Commissioner v. Wemyss,
324 U.S. 303, 307 (1945), 1945 C.B. 416,
(“The section taxing as gifts transfers that
are not made for `adequate and full
[money] consideration’ aims to reach
those transfers which are withdrawn from
the donor’s estate.”)  

A companion case to Commissioner v.
Wemyss, Merrill v. Fahs, 324 U.S. 308
(1945), 1945 C.B. 418, and the cases that
preceded it, involved situations where A,
an individual, transferred property to B,
A’s spouse (or future spouse), in exchange
for B’s relinquishment of marital rights in
A’s property.  The Court held that B’s re-
linquishment of the marital rights did not
constitute adequate and full consideration
for A’s transfer because the assets subject
to the marital rights were already includi-
ble in A’s taxable estate.  The property
subject to dower and marital rights is
clearly included in the gross estate of the
property owner.  Thus, to conclude that
the relinquishment of dower and marital
rights by the spouse of the property
owner constituted adequate and full con-
sideration for a transfer by the property
owner for gift tax purposes would effec-
tively subvert the legislative intent and
statutory scheme of the gift tax provi-
sions.  Merrill v. Fahs, at 311–312.  See
also, Commissioner v. Bristol, 121 F.2d
129, 136 (1st Cir. 1941).

Likewise, in the present situation, prop-
erty subject to the QTIP election was in-
tended to be subject to either gift or estate
tax.  S’s receipt of the remainder interest
does not increase the value of S’s taxable
estate because that property is already
subject to inclusion in S’s taxable estate
under § 2044.  Rather, S’s issuance of the
note results in a depletion of S’s taxable
estate that is not offset by S’s receipt of
the remainder interest.  Thus, for estate
and gift tax purposes, S’s receipt of the re-
mainder interest cannot constitute ade-
quate and full consideration under 
§ 2512 for the promissory note transferred
by S to C.  As was the case in Merrill v.
Fahs, any other result would subvert the
legislative intent and statutory scheme un-
derlying § 2056(b)(7).  Therefore, under 
§ 2511, S has made a gift to C equal to the
value of the promissory note S gave to C.

In addition, a gift tax would be im-
posed under the above alternative ratio-
nales even if S acquired only a portion of

C’s remainder interest; e.g., S acquired 60
percent of C’s remainder interest.  If,
under applicable state law, such a transac-
tion results in a partial termination of the
trust, S would be treated as disposing of
part of S’s income interest in the trust, and
the commutation analysis would apply.
See, e.g., Restatement (Second) of Trusts
§ 340(2) (1959).  See also, § 25.2519–
1(g), Example 4, (illustrating the estate
and gift tax consequences of the disposi-
tion of a portion of the spouse’s income
interest).  If the trust does not terminate, S
would nonetheless be treated as making a
transfer under §§ 2511 and 2512 for less
than adequate and full consideration to
the extent of the value of the property or
cash S transfers in exchange for the partial
remainder interest.

Further, the conclusion of this revenue
ruling would be the same if S transferred
to C property or cash rather than the
promissory note.  The economic effect of
the transaction is identical, regardless
whether S uses S’s own funds to finance
the transaction or gives a promissory note
and discharges the note using some of the
QTIP Trust assets received in the transac-
tion.  Thus, the result is the same for
transfer tax purposes.

HOLDING

If a surviving spouse acquires the re-
mainder interest in a trust subject to a
QTIP election under § 2056(b)(7) in con-
nection with the transfer by the surviving
spouse of property or cash to the holder of
the remainder interest, the surviving
spouse makes a gift both under § 2519
and under §§ 2511 and 2512.  The amount
of the gift is equal to the greater of (i) the
value of the remainder interest (pursuant
to § 2519), or (ii) the value of the property
or cash transferred to the holder of the re-
mainder interest (pursuant to §§ 2511 and
2512).

DRAFTING INFORMATION

The principal author of this revenue
ruling is Deborah Ryan of the office of
Assistant Chief Counsel (Passthroughs
and Special Industries.  For further infor-
mation regarding this revenue ruling con-
tact Ms. Ryan on (202) 622-3090 (not a
toll-free call). 

Section 2702.—Special
Valuation Rules in Case of
Transfers of Interest in Trusts

26 CFR 25.2702–5: Personal residence trusts.

T.D. 8743

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 25 and 602

Sale of Residence From
Qualified Personal Residence
Trust 
AGENCY:  Internal Revenue Service
(IRS), Treasury.

ACTION:  Final regulations 

SUMMARY:  This document contains
final regulations permitting the reforma-
tion of a personal residence trust or a
qualified personal residence trust in order
to comply with the applicable require-
ments for such trusts.  The final regula-
tions also provide that the governing in-
struments of such trusts must prohibit the
sale of a residence held in the trust to the
grantor of the trust, the grantor’s spouse,
or an entity controlled by the grantor or
the grantor’s spouse.    

DATES:  The regulations are effective
December 23, 1997.   

FOR FURTHER INFORMATION CON-
TACT:  Lane Damazo (202) 622-3090
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information con-
tained in these final regulations has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act (44
U.S.C. 3507) under control number 1545-
1485.  Responses to this collection of in-
formation are required in order to ensure
the proper collection of the gift tax.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
control number.
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The estimated annual burden per re-
spondent/recordkeeper varies from 3
hours to 3.25 hours, depending on indi-
vidual circumstances, with an estimated
average of 3.1 hours. 

Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent to the
Internal Revenue Service, Attn: IRS Re-
ports Clearance Officer T:FP, Washing-
ton, DC 20224, and to the Office of Man-
agement and Budget, Attention: Desk
Officer for the Department of the Trea-
sury, Office of Information and Regula-
tory Affairs, Washington, DC 20503. 

Books or records relating to this collec-
tion of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law.  Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

Background 

On April 16, 1996, the IRS published in
the Federal Register a notice of proposed
rulemaking (formerly PS–004–96) at 61
FR 16623.  The IRS received written and
oral comments on the proposed regula-
tions and held a public hearing on July 24,
1996.  This document adopts final regula-
tions with respect to this notice of pro-
posed rulemaking.

Comments with respect to §25.2702–
5(a)(2) indicated that the procedure per-
mitting reformation of trust instruments
will be helpful to taxpayers and practi-
tioners.  It was suggested that an addi-
tional reformation period be made avail-
able for trusts for which the gift tax return
due date had passed before the regulations
became effective.  Accordingly, under the
final regulations, the trustees of trusts cre-
ated before January 1, 1997, are granted a
90-day period after these regulations be-
come final in which to reform the trust.  

Some of the comments concerning the
amendments to §25.2702–5(b) and (c)
agreed that the restrictions in the pro-
posed regulations on the sale of the per-
sonal residence after the termination of
the grantor’s retained interest in a per-
sonal residence trust or a qualified per-
sonal residence trust further the intent of
Congress in enacting section 2702(a)-
(3)(A)(ii).  Other comments stated that
the restrictions were not supported by the
statute.  Treasury and the IRS continue to

believe that these regulations are consis-
tent with the intent of Congress and carry
out the purpose of the personal residence
exception to section 2702.  

Other comments suggested that the
final regulations should contain an excep-
tion permitting the sale of the residence to
the grantor if the need arises.  Treasury
and the IRS believe, however, that a rule
of this nature is not necessary, since a
grantor may lease the residence after the
retained term from a trust or individual to
which the residence passes after the expi-
ration of the initial term.  The right to
lease the residence may be expressly set
forth in the trust document creating the
personal residence trust.  If the residence
is leased for its fair market value rental,
the grantor will not retain the economic
benefit of the property for purposes of
section 2036(a), since the grantor will be
paying adequate consideration for the use
of the property.  However, if the residence
is leased from a trust that is a grantor trust
with respect to the grantor, the IRS under
some circumstances may contend that the
grantor has retained the economic benefit
of the property. 

Commentators raised a concern that be-
cause the regulations prohibit the transfer
of the residence to the grantor, or the
grantor’s spouse, etc., the trust could not
provide for a reversionary interest or a tes-
tamentary power of disposition, taking ef-
fect at the grantor’s death prior to the expi-
ration of the trust term, nor could the trust
provide for a remainder interest in fee for
the grantor’s spouse (e.g., remainder out-
right to spouse, or remainder to child, but
if child predeceases termination of the
trust, then to spouse.)  The final regula-
tions permit dispositions to the spouse.

Finally,  commentators objected to the
statement in the preamble to the proposed
regulations to the effect that if the IRS
finds a pre-effective date trust to be in-
consistent with the purposes of section
2702, the IRS, by established legal doc-
trines, may treat the trust as non-qualify-
ing.  Treasury and the IRS wish to clarify
that the IRS will apply these regulations
only to post-effective date trusts.  Never-
theless, Treasury and the IRS have the au-
thority to apply established legal doc-
trines to disqualify a pre-effective date
trust in cases where the statutory purpose
has clearly been violated.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required.  It has also been determined that
section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
apply to these regulations, and, because
these regulations do not impose on small
entities, a collection of information re-
quirement, the Regulatory Flexibility Act
(5 U.S.C. chapter 6), does not apply.
Therefore, a Regulatory Flexibility
Analysis is not required.  Pursuant to sec-
tion 7805(f) of the Internal Revenue
Code, the Notice of Proposed Rulemak-
ing preceding these regulations was sub-
mitted to the Small Business Administra-
tion for comment on their impact on small
business.

Drafting Information

The principal author of these regula-
tions is Dale Carlton, Office of the Chief
Counsel, IRS.  Other personnel from the
IRS and Treasury Department partici-
pated in their development. 

*  *  *  *  *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 25 is
amended as follows:

PART 25—GIFT TAX; GIFTS MADE
AFTER DECEMBER 31, 1954

Paragraph 1.  The authority citation for
part 25 continues to read in part as fol-
lows:

Authority: 26 U.S.C. 7805  * * * 
Par. 2. Section 25.2702-5 is amended

as follows:  
1. Paragraph (a) heading and text are

redesignated as paragraph (a)(1) heading
and text and paragraph (a)(2) is added.

2. In paragraph (b)(1), five sentences
are added after the third sentence.  

3. Paragraph (c)(5)(ii)(C) is revised.    
4. Paragraph (c)(9) is added.  
The additions and revisions read as fol-

lows: 

§25.2702–5  Personal residence trusts.  

(a) * * *  
(2) Modification of trust. A trust that

does not comply with one or more of the
regulatory requirements under paragraph
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(b) or (c) of this section will, nonetheless,
be treated as satisfying these requirements
if the trust is modified, by judicial refor-
mation (or nonjudicial reformation if ef-
fective under state law), to comply with
the requirements.  In the case of a trust
created after December 31, 1996, the re-
formation must be commenced within 90
days after the due date (including exten-
sions) for the filing of the gift tax return
reporting the transfer of the residence
under section 6075 and must be completed
within a reasonable time after commence-
ment.  If the reformation is not completed
by the due date (including extensions) for
filing the gift tax return, the grantor or
grantor’s spouse must attach a statement
to the gift tax return stating that the refor-
mation has been commenced or will be
commenced within the 90-day period.  In
the case of a trust created before January
1, 1997, the reformation must be com-
menced within 90 days after December
23, 1997, and must be completed within a
reasonable time after commencement.  

(b) * * * (1) * * * In addition, the trust
does not meet the requirements of this
section unless the governing instrument
prohibits the trust from selling or transfer-
ring the residence, directly or indirectly,
to the grantor, the grantor’s spouse, or an
entity controlled by the grantor or the
grantor’s spouse, at any time after the
original duration of the term interest dur-
ing which the trust is a grantor trust.  For
purposes of the preceding sentence, a sale
or transfer to another grantor trust of the
grantor or the grantor’s spouse is consid-
ered a sale or transfer to the grantor or the
grantor’s spouse; however, a distribution
(for no consideration) upon or after the
expiration of the original duration of the
term interest to another grantor trust of
the grantor or the grantor’s spouse pur-
suant to the express terms of the trust will
not be considered a sale or transfer to the
grantor or the grantor’s spouse if such
other grantor trust prohibits the sale or
transfer of the property to the grantor, the
grantor’s spouse, or an entity controlled
by the grantor or the grantor’s spouse.  In
the event the grantor dies prior to the ex-
piration of the original duration of the
term interest, this paragraph (b)(1) does
not apply to the distribution (for no con-
sideration) of the residence to any person
(including the grantor’s estate) pursuant

to the express terms of the trust or pur-
suant to the exercise of a power retained
by the grantor under the terms of the trust.
Further, this paragraph (b)(1) does not
apply to any outright distribution (for no
consideration) of the residence to the
grantor’s spouse after the expiration of
the original duration of the term interest
pursuant to the express terms of the trust.
For purposes of this paragraph (b)(1), a
grantor trust is a trust treated as owned in
whole or in part by the grantor or the
grantor’s spouse pursuant to sections 671
through 678, and control is defined in
§25.2701–2(b)(5)(ii) and (iii). * * *   

*  *  *  *  *

(c) * * * 
(5) * * * 
(ii) * * *
(C) Sale proceeds. The governing in-

strument may permit the sale of the resi-
dence (except as set forth in paragraph
(c)(9) of this section) and may permit the
trust to hold proceeds from the sale of the
residence, in a separate account.

*  *  *  *  *

(9) Sale of residence to grantor,
grantor’s spouse, or entity controlled by
grantor or grantor’s spouse. The govern-
ing instrument must prohibit the trust
from selling or transferring the residence,
directly or indirectly, to the grantor, the
grantor’s spouse, or an entity controlled
by the grantor or the grantor’s spouse dur-
ing the retained term interest of the trust,
or at any time after the retained term in-
terest that the trust is a grantor trust.  For
purposes of the preceding sentence, a sale
or transfer to another grantor trust of the
grantor or the grantor’s spouse is consid-
ered a sale or transfer to the grantor or the
grantor’s spouse; however, a distribution
(for no consideration) upon or after the
expiration of the retained term interest to
another grantor trust of the grantor or the
grantor’s spouse pursuant to the express
terms of the trust will not be considered a
sale or transfer to the grantor or the
grantor’s spouse if such other grantor
trust prohibits the sale or transfer of the
property to the grantor, the grantor’s
spouse, or an entity controlled by the
grantor or the grantor’s spouse.  In the
event the grantor dies prior to the expira-
tion of the retained term interest, this
paragraph (c)(9) does not apply to the dis-

tribution (for no consideration) of the res-
idence to any person (including the
grantor’s estate) pursuant to the express
terms of the trust or pursuant to the exer-
cise of a power retained by the grantor
under the terms of the trust.  Further, this
paragraph (c)(9) does not apply to an out-
right distribution (for no consideration) of
the residence to the grantor’s spouse after
the expiration of the retained trust term
pursuant to the express terms of the trust.
For purposes of this paragraph (c)(9), a
grantor trust is a trust treated as owned in
whole or in part by the grantor or the
grantor’s spouse pursuant to sections 671
through 678, and control is defined in
§25.2701–2(b)(5)(ii) and (iii).

*  *  *  *  *

Par. 3. Section 25.2702–7 is amended
as follows:  

1. The first sentence is revised.  
2. A sentence is added at the end of the

section.
The revision and addition read as fol-

lows:  

§25.2702–7 Effective dates.

Except as provided in this section,
§§25.2702–1 through 25.2702–6 apply as
of January 28, 1992.  * * * The fourth
through eighth sentences of §25.2702-
5(b)(1) and §25.2702–5(c)(9) apply with
respect to trusts created after May 16,
1996.

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 4.  The authority citation for part
602 continues to read as follows:

Authority: 26 U.S.C. 7805.
Par. 5.  In §602.101, paragraph (c) is

amended by adding an entry in numerical
order to the table to read as follows:

§602.101  OMB Control numbers.

*  *  *  *  *

(c)  * * *

CFR part or section Current OMB
where identified control No.
and described

*  *  *  *  *
25.2702–5  . . . . . . . . . . . . . . .1545–1485

*  *  *  *  *
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Michael P. Dolan,
Acting Commissioner of 

Internal Revenue.

Approved December 4, 1997.

Donald C. Lubick,
Acting Assistant Secretary of 

the Treasury.

(Filed by the Office of the Federal Register on
December 22, 1997, 8:45 a.m., and published in the
issue of the Federal Register for December 23, 1997,
62 F.R. 66987)

Section 6033.—Returns by
Exempt Organizations

This revenue procedure provides guidance to or-
ganizations exempt from taxation under § 501(a) of
the Internal Revenue Code of 1986 on the applica-

tion of amendments made to §§ 162(e) and 6033(e)
by § 13222 of the Omnibus Budget Reconciliation
Act of 1993. The revenue procedure identifies cer-
tain tax-exempt organizations that will be treated as
satisfying the requirements of § 6033(e)(3). Those
organizations will not be subject to the reporting and
notice requirements of § 6033(e)(1) or the tax im-
posed by § 6033(e)(2). Procedures for other exempt
organizations to establish that they satisfy the re-
quirements of § 6033(e)(3) are also provided. Rev.
Proc. 95–35, 1995–2 C.B. 391, and Rev. Proc.
95–35A, 1995–2 C.B. 392, are superseded. See Rev.
Proc. 98–19, page 30.

Section 6045.—Returns of
Brokers
26 CFR 1.6045–4: Information reporting on real
estate transactions with dates of closing on or after
January 1, 1991.

Guidance is provided on the acceptable form of
written assurances (certification) that a real estate

reporting person must obtain from the seller of a
principal residence to except such sale or exchange
from the information reporting requirements for real
estate transactions under section 6045(e)(5). See
Rev. Proc. 98–20, page 32.
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