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Summary of Proposed Regulations Under Section 2704 

 

In August 2016, the IRS issued long-awaited proposed regulations under section 
2704 that would dramatically reduce the ability of taxpayers to apply valuation discounts to 

intra-family transfers of interests in corporations, limited partnerships, or LLCs. A public 
hearing on the proposed regulations has been scheduled for December 1, 2016, and the new 

rules will not take effect until 30 days after the regulations have been published in their 

final form. The most important features of the proposed regulations are as follows: 
 

1. A new rule would apply to certain transfers made within three years of 

death. Under the existing section 2704 regulations, an exception provides that a transfer 
that results in a loss of voting rights or liquidation rights does not constitute a lapsed right 

subject to section 2704(a) if the “rights with respect to the transferred interests are not 
restricted or eliminated.”  Treas. Reg. § 25.2704-1(c)(1).   Thus, for example, if an individual 

owns 90% of the stock of a family-controlled company that requires a 75% vote to liquidate, 

and if the individual gives 6% of the stock to each of his three children, leaving the 
individual with only 72% of the stock, section 2704(a) does not apply, because the voting 

rights with respect to the corporation have not been restricted or eliminated (they have 

simply been transferred from one owner to another). See Treas. Reg. § 25.2704-1(f) Ex. 4.  
Under the proposed regulations, any transfer within three years of death that results in the 

transferor losing a liquidation or voting right is treated as a deemed lapse of voting or 

liquidation rights even though the voting or liquidation rights have not actually lapsed. In 
other words, any transfer of an interest in a family-owned entity made within three years of 

death that results in a loss of the ability to force the liquidation of the entity will result in a 
deemed transfer of the value of the lapsed voting or liquidation right at the transferor’s 

death.  Prop. Reg. § 25.2704-1(c)(1), (f) Exs. 4 & 7. 

 
2.  Under the proposed regulations, restrictions that are disregarded under 

section 2704(b) in valuing an interest in an entity include restrictions imposed under the 

governing documents as well as default restrictions imposed under local law, if those 
default local law restrictions can be superseded by the governing documents. In other 

words, the proposed regulations would eliminate the current safe harbor for restrictions on 
voting or liquidation rights that are no more restrictive then the restrictions imposed by 

state law. Only restrictions under state law that are mandatory (i.e., not subject to change 

in the governing instrument) will be respected for valuation purposes. Moreover, even 
mandatory restrictions under state law are disregarded if they apply only to family-

controlled entities or if a state law provides an optional or alternative statute for the 

creation of the same type of entity that does not include the mandated restrictions.  Prop. 
Reg. §§ 25.2704-2(b)(2), (b)(4)(ii); 25.2704-3(b)(2), (b)(5)(iii). These new rules, if included in 

the final regulations, would eliminate the forum shopping that has occurred in the past 

with respect to the formation of entities that take advantage of favorable state limited 
partnership and LLC statutes, as discussed on page 454 of the textbook. 

 
3. Section 2704(b) refers to “applicable restrictions,” which are limitations on 

the ability to force liquidation of the entity. The proposed regulations create a new category 

of “disregarded restrictions,” which are limitations on the ability to force liquidation or 
redemption of an interest in the entity. (The Preamble to the proposed regulations states 
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that this new category has been created pursuant to the regulatory authority contained in 

section 2704(b)(4).)  The practical effect of the “disregarded restrictions” rules is to provide 
that entity transfers will be valued as if the transferred interest had a deemed put right to 

sell the interest to the entity at any time on six months’ notice.   More specifically, a 

“disregarded restriction” is a restriction that does one or more of the following things: 
 

(a)  limits the ability of the holder of the interest to liquidate the interest; 
 

(b)  limits liquidation proceeds to less than a “minimum value” (defined as a pro rata 

share of the “net value of the entity”; “net value” is the fair market value of the property 
held by the entity, reduced by the outstanding obligations of the entity); 

 

(c)  defers payment of the liquidation proceeds for more than six months; or 
 

(d)  permits payment of the liquidation proceeds in any manner other than in cash or 
other property (and, except for certain limited categories of notes,1 a note issued by the 

entity, by a holder of an interest in the entity, or by a person related to either the entity or 

any holder of an interest in the entity, is deemed not to constitute “property” for this 
purpose). 

 

Prop. Reg. § 25.2704-3(b)(1). 
 

 4. One of the statutory requirements for treating a liquidation restriction as an 

“applicable restriction” for purposes of section 2704(b) is that the restriction later lapses or 
that the family is able to remove the restriction. As discussed in the textbook at page 455, 

in Kerr v. Commissioner, the U.S. Court of Appeals for the Fifth Circuit reasoned that 
section 2704 did not apply to the partnership in that case because charities had small 

limited partnership interests and because all partners had to consent to removing 

restrictions. The Preamble to the proposed regulations cites Kerr in reasoning that 
taxpayers have avoided section 2704 by transferring a nominal partnership interest to a 

nonfamily member such as a charity “to ensure that the family alone does not have the 

power to remove a restriction.” According to the Preamble, under the proposed regulations 
non-family members will be recognized only if “the interest is an economically substantial 

and longstanding one that is likely to have . . . substantive effect.” Under the proposed 
regulations, in determining whether a transferor’s family can remove a restriction, an 

interest held by a nonfamily member will be disregarded if any of the following is true: 

 
 (a)   the interest has been held for less than three years; 

 

 (b)   the interest is less than 10% of the value of all equity interests; 
 

 (c)   all nonfamily members hold less than 20% of all equity interests; or 

 

                                                 
1 A note that constitutes “property” for this purpose is a note that is adequately secured, requires 

periodic payments on a non-deferred basis, is issued at market interest rates, and has a fair market 

value on the date of liquidation or redemption equal to the liquidation proceeds, but only in the case 

of an entity engaged in an active trade or business, at least 60% of whose value consists of non-

passive assets. 
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 (d)   the nonfamily member does not have a put right to receive “minimum value” on 

no more than six months’ notice (“minimum value” being essentially the net liquidation 
value of the interest held by the nonfamily member). 

 

Prop. Reg. § 25.2704-3(b)(4). 
 

 5. Under the proposed regulations, a liquidation restriction will not be an 
“applicable restriction” or a “disregarded restriction” if all of the following circumstances 

apply: 

 
 (a)  every owner has an enforceable put right to sell the interest to the entity or 

other owners for cash or other property at least equal to the “minimum value ,” as defined 

earlier in this summary; 
 

 (b)  the payment must be made within six months of exercise of the put right; and 
 

 (c)   payment is not the form of a note except for certain types of notes as described 

in the proposed regulations.2 
 

Moreover, commercially reasonable restrictions imposed by unrelated persons providing 

capital to the entity for its trade or business operations are not applicable restrictions or 
disregarded restrictions.  Prop. Reg. § 25.2704-2(b)(4); § 25.2704-3(b)(5). 

                                                 
2 See supra note 1. 


