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Definition of a Qualified Interest
in a Grantor Retained Annuity
Trust and a Grantor Retained
Unitrust

ACTION: Final regulations. is not a qualified interest under section

, . 2702, unless the trust instrument ex:
S.UMMARY: This dpcument con'ta.u'ns pressly prohibits the use of notes, othe
final regulations relating to the definition ebt instruments, options, or similar fi-
of a qualified interest under section 2702 _ _ ..., arrangeménts ’
of the I'nternal Revenue Code. T.he final Commentators suggested that the regul:
regulations apply to a grantor retained a jons should permit the use of short-tern
nuity trust (GRAT) and a grantor retaine

. GRUT) in d L heth otes or notes that bear interest at the se
unltrugt ( : ) in . etermln!ng W etherion 7520 rate. This suggestion was no
a retained interest is a qualified interes

) : S Tadopted. Anote issued by the trust, regarc
These final regulations affect |nd|V|duaI§eSS of the term or the interest rate. effec
who make a transfer in trust to a famil '

AGENCY: Internal Revenue Service ytively defers the required payment. Thus

(IRS), Treasury.

membef and retain. an intergst in the 'UShe issuance of a note is not the current pa:
These final regulations clarify t'hat a trusf ot of the annuity or unitrust amount nof
thaF uses a npte, 'Other'debt Instrumeng, o frequently than annually as required b
optloq, or similar financial arranggmgntthe statute. Under these provisions, it
to satisfy the annual payment Obllgatlorbrder to satisfy the annuity or unitrust pay-

ggg; EOt meet the requirements of sectiqfient obligation under section 2702(b), the
(0. annuity or unitrust amount must be paic

DATES: Effective Date These regula- With either cash or other assets held by th
tions are effective September 5, 2000.  trust.

Commentators also questioned whethe

FOR FURTHER INFORMATION CON- {ne prohibition on the use of notes to make

TACT: James F. Hogan, (202)622-309Qne annuity or unitrust payment applies if

(not a toll-free number). the trustee borrows the required funds fron

SUPPLEMENTARY INFORMATION: an unrelated party. The Treasury Depart

ment and the IRS acknowledge that ¢

Background trustee may borrow from an unrelated part

) to make the payment. However, the ste|
On June 22, 1999, the IRS published ig5nsaction doctrine will be applied where ¢

the Federal Register(64 F.R. 33235), @ series of transactions is used to achieve
notice of proposed rulemaking egit that is inconsistent with the regula
(REG-108287-98, 1999-28 I.R.B. 27)iong For example, suppose that the truste

relating to the definition of gualified in- 5 -ows cash from a bank to make the re

terestunder section 2702. The IRS reqireq annuity payment and then borrow:
ceived comments on the notice of pro

cash from the grantor to repay the bank

posed rulemaking; however, no reques§imijarly, suppose the grantor requests the
for a public hearing was received SO Ng pank make a loan to the trust, but as a pr
public hearing was held. This documenfeqisite for making the loan, the bank re:
adopts _fmal regulations with respect tc?quires the grantor to deposit with the banl
the notice of prOpPS?d rulemaking. Ay amount equal to the loan. There is n
summary of the principal comments reghstantive difference between these seri
ceived IS Pro"'ded 'below. ) _of transactions and the situation in which ¢

In addition, the final regulations clarify y,gtee issues a note for the annuity amou
the regulatory rule regarding the paymenjjrecily to the grantor. The final regula-

period of the annuity or unitrust amountions have added the words “directly or in-
and the proration of payments for pe”Odﬁirectly”

to clarify this point.
of less than 12 months.

In response to a comment, the final regu
lations clarify that a trust instrument provi-
sion expressly prohibiting the use of note:
to satisfy the annual payments is not re

Under the proposed regulations, the usguired for trusts established before Septen
of a note, other debt instrument, option, doer 20, 1999. However, as provided in the
similar financial arrangement does notegulations, a retained interest in a trust e
constitute a payment of the annuity otablished before September 20, 1999, wil
unitrust amount to the grantor as requiredot be treated as a qualified interest if note
by section 2702. Further, the proposedre used after September 20, 1999, to se
regulations provide that a retained interessfy the payment obligation, or any notes is

Comments on Notice of Proposed
Rulemaking



sued to satisfy the annual payment oblig&zhief Counsel, IRS. Other personnepayable to the grantor is a period of less
tion on or prior to September 20, 1999, ar'om the IRS and Treasury Departmenthan 12 months. If the payment is made
not paid in full by December 31, 1999.  participated in their development. based on the taxable year, proration of th

*ok ok ok ok annuity amount is required for each shor
taxable year of the trust during the
grantor’s term. The prorated amount is
the annual annuity amount multiplied by a
fraction, the numerator of which is the

Proration of First Year's Payment

Adoption of Amendments to the
In response to comments, the regu"”Regulations

tions clarify the rules covering the period
on which the annual payment must be Accordingly, 26 CFR part 25 is

based and the proration of the annuity cxmended as follows: number of days in the short period and the
unitrust amount in the case of short peri- denominator of which is 365 (366 if Feb-
ods. The final regulations make it cleaPART 25—GIFT TAX; GIFTS MADE ruary 29 is a day included in the numera-

that the annuity or unitrust amount nee@F TER DECEMBER 31, 1954 tor).

not be payable based on the taxable yearp,; 1. The authority citation for partce(i)aﬁ]ayé? recnutn?fsgtgﬁcaensnxlr:y ;rr]nnouui?t "
of the trust. ‘Rather, the annuity of Unixs continues to read in part as follows: ,oint pavable based on the annive}r/sar
trust amount may be payable annually or aythority: 26 U.S.C. 7805 ** * date of tF;\eycreation of the trust must be
more frequently, (for example, monthly, par 5 gSection 25.2702-3 is amend id by th : date. A it
quarterly, or semi-annually) based on thgq tqj1ows: y Ih€ anniversary date. An annuly

; ; amount payable based on the taxable ye:
anniversary date of th? .creat|on of the 1. Paragraph (b)(1)() is amended bY)f the trlIJDstymay be paid after the Closeyo1
trust. Thus, a trust providing for an aMNUzeyising the second and fourth Sentencef,e taxable vear brovided the bavment i
ity interest created on May'heed not re- year, p payl §

and removing the last sentence. ;
uire that the trustee make pavments ) i made no later than the date by which the
N bay 2. Paragraph (b)(3) is revised. trustee is required to file the Federal in-

based on the taxable year of the trust. In- 3 Paragraph (b)(4) is redesignated ag,me tax return of the trust for the taxable
stead, the entire annual payment may g ragraph (b)(s). year (without regard to extensions). If the
made by April 36" of each succeeding 4 Anew paragraph (b)(4) is added. i ;stee reports for the taxable year pur:
year of the.trust term. If payment is based g Paragraph (¢)(1)(i) is amended by res, ¢ (o §p1 671-4(b) of this chz)a/ o pthe
on the anniversary date of the trust, prorgzsing the third and fifth sentences and r€nnuity bavment must be madepno late
tion of the annuity or unitrust amount will ;ying the last sentence. e tr?epdz;lte by which the trastes wodle
be required only if the last period during g, Paragraph (c)(3) is revised. have been re uxi/red to file the Federal in-
which such amount is payable to the 7, Paragraphs (c)(4) and (d)(5) argome tax retu?n of the trust for the taxable
grantor is a short period. On the otheyqgeg, ear (without regard to extensions) had

hand, if payment is based on the taxable 1 reyisions and additions read as fo
year of the trust, proration is required foyy,c- he trustee reported pursuant to
each short taxable year of the trust during §1.671-4(a) of this chapter.

the grantor’s term. §25.2702-3 Quialified interests. rrmEn
(C) * k% %
Special Analyses *okok ok k (1) * ** (i) * * * The unitrust amount
b) * * * must be payable to (or for the benefit of)

It has been determined that this Tréa- (1) « « » (j) * * * The annuity amount the holder of the unitrust interest at leasf
sury decision is not a significant regula-

i ! . ! must be payable to (or for the benefit ofannually. * * * Issuance of a note, other
tory action as defined in Executive Ordefhg ho|der of the annuity interest at leaglebt instrument, option, or other similar
12866. Therefore, a regulatory assesgpp a|ly. * * * |ssuance of a note, otheffinancial arrangement, directly or indi-
ment is not required. It has also been deppt instrument, option, or other similarectly, in satisfaction of the unitrust
termined that section 553(b) of the Adtinancial arrangement, directly or indi-amount does not constitute payment o
ministrative Procedure Act (5 U.S.C..qct)y in satisfaction of the annuitythe unitrust amount.

chapter 5) and the Regulatory Flexibility, ,ount does not constitute payment of* * * *

Act (5 U.S.C: chapter 6) do not apply tq,q annuity amount. (3) Payment of unitrust amountThe
these regulations, and therefore, a Regulax « x » unitrust amount may be payable based o
tory Flexibility Analysis is not required. 3y payment of annuity amountThe either the anniversary date of the creatior
Pursuant to section 7805(f) of the Internalyn ity amount may be payable based @f the trust or the taxable year of the trust
Revenue Code, the notice of proposegither the anniversary date of the creatiom either situation, the unitrust amount
rulemaking preceding these regulationgs e tryst or the taxable year of the trustay be paid annually or more frequently,
was submitted to the Small Business Ady, ejther situation, the annuity amounsuch as semi-annually, quarterly, or
ministration for comment on its iMpact 0Ny, he paid annually or more frequentlymonthly. If the payment is made based or
small business. such as semi-annually, quarterly, othe anniversary date, proration of the uni-
monthly. If the payment is made based otrust amount is required only if the last
the anniversary date, proration of the arperiod during which the annuity is
The principal author of these regulanuity amount is required only if the lastpayable to the grantor is a period of les:s
tions is James F. Hogan, Office of the@eriod during which the annuity isthan 12 months. If the payment is made

Drafting Information



based on the taxable year, proration of thdne trustee reported pursuant teatisfy the annual payment obligation is
unitrust amount is required for each sho81.671-4(a) of this chapter. terminated by December 31, 1999, sucl
taxable year of the trust during the (d)*** that the grantor receives cash or othe
grantor’s term. The prorated amount is (5) Use of debt obligations to satisfytrust assets in satisfaction of the paymer
the annual unitrust amount multiplied bythe annuity or unitrust payment obliga-obligation. For purposes of the preceding
a fraction, the numerator of which is thdion—(i) In general In the case of a trust sentence, an option will be considered ter
number of days in the short period and thereated on or after September 20, 199&jinated only if the grantor receives cast
denominator of which is 365 (366 if Feb-the trust instrument must prohibit theor other trust assets equal in value to th
ruary 29 is a day included in the numeratrustee from issuing a note, other debt irgreater of the required annuity or unitrus
tor). strument, option, or other similar finan-payment plus interest computed unde
(4) Payment of the unitrust amount incial arrangement in satisfaction of the ansection 7520 of the Internal Revenue
certain circumstancedA unitrust amount nuity or unitrust payment obligation. Code, or the fair market value of the op-
payable based on the anniversary date of (i) Special rule in the case of a trustion.
the creation of the trust must be paid bgreated prior to September 20, 1998. *****
the anniversary date. A unitrust amounthe case of a trust created prior to Septem-
payable based on the taxable year of thmer 20, 1999, the interest will be treated as
trust may be paid after the close of tha qualified interest under section 2702(b)
taxable year, provided the payment i§—
made no later f[han the_ date by which _the_ (A) Note_s, _othe_r deb'F instruments, OPapproved August 10, 2000.
trustee is required to file the Federal intions, or similar financial arrangements

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue.

come tax return of the trust for the taxablare not issued after September 20, 1999, Jonathan Talisman,
year (without regard to extensions). If theo satisfy the annuity or unitrust payment Acting Assistant Secretary
trustee reports for the taxable year pumbligation; and of the Treasury.

suant to 81.671-4(b) of this chapter, the (B) Any notes or any other debt instru- _ _

unitrust payment must be made no latements that were issued to satisfy the afFiled by the Office of the Federal Register on Sep

than the date by which the trustee wouldual payment obligation on or prior totember 1, 2000, 8:45 a.m., and published in the isst
Y . . pay 9 . _p of the Federal Register for September 5, 2000, 6!

have been required to file the Federal infSeptember 20, 1999, are paid in full by r 53587)

come tax return of the trust for the taxabl®ecember 31, 1999, and any option or

year (without regard to extensions) hadgimilar financial arrangement issued to



