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ding some not listed separately, except for the following: candy, food, liquor,

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

26 CFR 25.2702–3: Qualified interests.

The Internal Revenue Service will follow the Tax
Court’s decision in Walton v. Commissioner, 115 T.C.
589 (2000), holding that section 25.2702–3(e), Exam-
ple 5, of the Gift Tax Regulations is invalid. See No-
tice 2003-72, page 964.

6323(a) of the Code concludes that actual
notice or knowledge of the existence of a
section 6321 federal tax lien is irrelevant
for purposes of section 6323(a) lien prior-
ity.

Rev. Rul. 2003–108

ISSUE

When a notice of federal tax lien has
not been filed, does actual knowledge of a

gagee was protected against the statutory
tax lien even though the mortgagee had ac-
tual knowledge of a possible tax liability
because a notice of federal tax lien was not
filed.

In enacting the Federal Tax Lien Act
of 1966, Congress had the opportunity to
overrule Beaver Run Coal Co., or to oth-
erwise indicate that actual knowledge of a
statutory tax lien is relevant for purposes
of section 6323(a), but did not do so. See

Section 6694.—Understate-
ment of Taxpayer’s Liability by
Income Tax Return Preparer

Guidance is provided concerning when informa-
tion shown on a return in accordance with the appli-
cable forms and instructions will be adequate disclo-
sure under section 6694(a) for purposes of reducing
an understatement of income tax due to a return pre-
parer’s unrealistic position. See Rev. Proc. 2003-77,
page 964.
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Qualified Interests

Notice 2003–72

PURPOSE

This notice announces that the Inter-
nal Revenue Service will follow the Tax
Court’s decision in Walton v. Commis-
sioner, 115 T.C. 589 (2000), holding that
§ 25.2702–3(e), Example 5, of the Gift Tax
Regulations is invalid.

BACKGROUND

Section 2702 provides special rules for
valuing gifts in trust when the donor or an
applicable family member retains an inter-
est in the trust. If the retained interest is not
a qualified interest, the interest is valued at
zero, and the amount of the gift is the en-
tire value of the transferred property. If the
retained interest is a qualified interest, the
interest is valued under § 7520 using pre-
scribed actuarial tables and interest rates,
and the amount of the gift is the value of the
transferred property reduced by the value
of the retained interest. Under § 2702(b),
a qualified interest is: (1) an interest that
consists of a right to receive fixed amounts
payable not less frequently than annually
(a qualified annuity interest); (2) an inter-
est that consists of a right, payable at least
annually, to receive a fixed percentage of
the net fair market value of the trust corpus
determined annually (a qualified unitrust
interest); and (3) a right to receive a non-
contingent remainder interest if all other
interests in the trust are qualified annuity or
unitrust interests (a qualified remainder in-
terest). Under § 25.2702–3(d)(3), the qual-
ified annuity or unitrust interest must be
payable, “for the life of the term holder, for
a specified term of years, or for the shorter
(but not longer) of those periods.”

In Example 5 of § 25.2702–3(e), A
transfers property to an irrevocable trust,
retaining the right to receive a unitrust
amount for 10 years. If A dies within
the 10-year term, the unitrust amount is
to be paid to A’s estate for the balance
of the term. The example concludes that
A’s interest is a qualified unitrust interest
to the extent of the right to receive the
unitrust amount for 10 years or until A’s
prior death. However, the unitrust amount

payable to A’s estate if A dies within the
term of the trust is not a qualified interest.

In Walton v. Commissioner, the Tax
Court considered a situation similar to that
presented in Example 5. In Walton, the
grantor established a grantor retained an-
nuity trust, pursuant to which the grantor
was to receive an annuity for a term of 2
years. If the grantor died before the expira-
tion of the 2-year term, the annuity was to
be paid to the grantor’s estate for the bal-
ance of the term. Upon expiration of the
2-year term, the trust corpus was to be dis-
tributed to a designated remainder benefi-
ciary. After considering the legislative his-
tory and purpose of § 2702, the Court held
that Example 5 is an unreasonable inter-
pretation and invalid extension of § 2702.
The Court concluded that a retained annu-
ity payable for a specified term of years to
the grantor, or to the grantor’s estate if the
grantor dies prior to expiration of the term,
is a qualified interest under § 2702 for the
specified term of years.

IRS ACQUIESCENCE

The IRS acquiesces in the Tax Court’s
decision. Accordingly, in the fact situation
presented in § 25.2702–3(e), Example 5,
the Internal Revenue Service will treat the
retained unitrust interest payable to A or
A’s estate as a qualified interest payable
for a 10-year term. The regulations will be
revised to conform to this notice.

DRAFTING INFORMATION

The principal author of this notice is
Scott S. Landes of the Office of Associate
Chief Counsel (Passthroughs and Special
Industries). For further information re-
garding this notice, contact Mr. Landes at
(202) 622–3090 (not a toll-free call).
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