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Recent Tax Court Cases
Offer Guidance for Planners
When Structuring Private
Annuities and Self-Canceling
Installment Notes (SCINs)
By Daniel P. Johnson, Esq.
Jerome M. Hesch, Esq.
and Edward P. Wojnaroski, Jr., Esq., M.S. Tax, CFP1

A trilogy, consisting of two recently decided Tax
Court cases and a pending case docketed in the Tax
Court,2 regarding private annuities and self-canceling
installment notes (SCINs),3 offers guidance for plan-

ners.4 This article begins with an analysis of the statu-
tory framework of §2036,5 then shifts to a brief sum-
mary6 of these three recent Tax Court cases address-
ing private annuities and SCINs, and concludes by
offering a summary of selected planning guidance, in
abbreviated form, to counter attacks under §2036.7

SECTION 2036
Even though a decedent made an irrevocable trans-

fer of property, §2036 provides that a decedent’s gross
estate includes the value of the transferred property,8

if the decedent retained for his or her life (or any pe-
riod not ending before his or her death):

1 Daniel P. Johnson, Esq., and Edward P. Wojnaroski, Jr., Esq.,
M.S. Tax, CFP, both partners, Williams, Coulson, Johnson, Lloyd,
Parker and Tedesco, LLC, Pittsburgh, Pennsylvania; and Jerome
M. Hesch Esq., Of Counsel, Berger Singerman, Miami, Florida.

2 Estate of Kite v. Commissioner, T.C. Memo 2013-43; Estate
of Davidson v. Commissioner, Tax Court Docket No. 013748-13
(filed June 14, 2013); Estate of Trombetta v. Commissioner, T.C.
Memo 2013-234; and the docket entries of each case. Published
decisions rarely contain all of the facts and arguments that the tax-
payer and the IRS presented to the court. Readers may find more
facts and arguments reviewing the Tax Court docket for each case.

3 See 805 T.M., Private Annuities and Self-Canceling Install-
ment Notes (Estates, Gifts and Trusts Series) (for a detailed dis-
cussion of transactional planning opportunities with private annui-
ties and SCINs).

4 In this article, the term ‘‘planners’’ generally refers to any pro-
fessional participating in a client’s estate plan.

5 This article offers overall planning guidance to potentially re-
but §2036 arguments for inclusion in the decedent’s gross estate
without distinction between the application of §2036(a)(1) and
§2036(a)(2). See Gans & Blattmachr, ‘‘Private Annuities and In-
stallment Sales: Trombetta and Section 2036,’’ 120 J. Tax’n 227,
230 (May 2014) (for a brief discussion of §2036(a)(1) and
§2036(a)(2)). Unless otherwise specified in this article, all section
numbers refer to the Internal Revenue Code of 1986, as amended,
and the regulations thereunder.

6 A detailed recitation of the facts in these cases is beyond the
scope of this article.

7 Planners may also use the practical suggestions in this article
to rebut the characterization as a disguised gift without adequate
and full consideration as more fully described in §2511 and §2512
and Reg. §25.2512-8.

8 Section 2036(a) only includes an asset in the decedent’s gross
estate if the decedent made a transfer of that asset to another, such
as a trust, while alive. If the property is transferred to a trust, then
the property in the trust is included in the decedent’s gross estate
if the decedent transferred ownership of that property to the trust
and retained an interest in the trust.
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• the possession, enjoyment, or income from the
property; or

• the right to designate the persons who should pos-
sess or enjoy the property or the income from it.9

Section 2036 includes in a decedent’s gross estate
transfers of property with a retained interest that more
closely resemble a testamentary disposition (i.e., a
testamentary substitute). If the decedent retains cer-
tain lifetime benefits or certain incidents of owner-
ship, then the termination of those benefits or inci-
dents of ownership at death represents a testamentary
disposition of property that warrants the imposition of
federal estate tax.10

This is further clarified by Reg. §20.2036-
1(c)(2)(i), which provides:

If a decedent transferred property into such a
trust and retained or reserved the right to use
such property, or the right to an annuity, uni-
trust, or other interest in such trust with re-
spect to the property decedent so transferred
for decedent’s life, any period not ascertain-
able without reference to the decedent’s
death, or for a period that does not in fact
end before the decedent’s death, then the
decedent’s right to use the property or the
retained annuity, unitrust, or other interest
(whether payable from income and/or princi-
pal) constitutes the retention of the posses-
sion or enjoyment of, or the right to the in-
come from, the property for purposes of sec-
tion 2036.

Section 2036 and Reg. §20.2036-1 combine to for-
mulate the following test to determine whether the
property sold for a private annuity or SCIN forms the
practical equivalent of the retention of the possession
or enjoyment of, or the right to, income from the
trust’s property:

• whether the transferor11 or seller transferred prop-
erty into a trust;

• whether the transferor or seller retain or reserve
the right to use trust property or the right to the
income or an annuity; and

• whether the transfer qualified as a bona fide sale
for an adequate and full consideration in money
or money’s worth.12

SUMMARY OF KITE, DAVIDSON, AND
TROMBETTA

Kite
The first Tax Court case, Estate of Kite v. Commis-

sioner,13 involved a private annuity sale with a de-
ferred annuity starting date. On March 30, 2001, the
Virginia V. Kite Revocable Trust14 sold its entire in-
terest in a Texas general partnership directly to Vir-
ginia V. Kite’s three children in exchange for three
separate, deferred private annuity obligations with the
first annuity payment due in 10 years, in 2011.15 Mrs.
Kite died on April 28, 2004, slightly more than three
years after the transaction. Thus, since the purchasers’
obligation to make any annuity payments terminated,
Virginia V. Kite never received any private annuity
payments.16

9 §2036.
10 See United States v. Estate of Grace, 395 U.S. 316, 320

(1969) (explanation of purpose of 1939 Code §811 (former
§2036)).

11 The term ‘‘transferor’’ refers to the individual exchanging
property for the transferee’s promise to make future periodic pay-
ments. In this article, the terms ‘‘transferor,’’ ‘‘seller,’’ and ‘‘an-
nuitant’’ will be used interchangeably with similar import. If an
individual sells an asset to a trust, and the trust, acting as a pur-
chaser, gives the seller its deferred payment obligation, then that
deferred payment obligation can take one of three different forms.
The seller-provided financing can be a fixed payment installment
note providing for interest on the unpaid principal balance (all
payments must be made under the note terms even if the seller
dies while the installment note is outstanding) and principal pay-
ments being made at periodic intervals or upon maturity of note.

If the trust provides consideration for the purchase price in the
form of periodic annuity payments, the seller’s right to annuity
payments terminates upon the seller’s death. Typically, the mea-
suring life for the private annuity sale is that of the transferor. If a
SCIN is given as consideration, then the deferred payment obliga-
tion provides for installment payments of principal that end upon
the maturity of the note, plus interest payments on outstanding
principal, with a cancellation of all future principal payments if
the measuring life (typically the seller’s) dies with future princi-
pal payments outstanding.

12 See §2036(a) (parenthetical); §2043(a). See also Wheeler v.
United States, 116 F.3d 749 (5th Cir. 1997); Estate of Hurford v.
Commissioner, T.C. Memo 2008-278. See Gerzog, Hurford: Fam-
ily Limited Partnership Practice Pointers, 122 Tax Notes 799
(Feb. 9, 2009); Madden, Hayes & Baldino, Estate Plan Meltdown:
FLP Assets Included in Decedent’s Estate, Estate of Hurford,
TCM 2008-278, 36 Est. Plan. 35 (May 2009) (for a discussion of
bona fide sales).

13 T.C. Memo 2013-43.
14 The Bank of Oklahoma, N.A., served as the trustee of the

Virginia V. Kite Revocable Trust at the time of the private annu-
ity sale. See Exhibit 40-J, Deferred Payment Life Annuity Agree-
ment to the Stipulation of Facts in Kite, T.C. Memo 2013-43 (No.
6772-08 and No. 6773-08).

15 The Tax Court issued a Memorandum Findings of Fact and
Opinion (T.C. Memo 2013-43) on Feb. 7, 2013. The Tax Court, in
Kite, incorporated the Stipulation of Facts and exhibits attached
thereto into the Findings of Fact portion of its opinion. Exhibit
40-J of the Stipulation of Facts contains a copy of the Deferred
Payment Life Annuity Agreement entered into between the Vir-
ginia V. Kite Revocable Trust and one of her children.

16 Since the purchasers were individuals, and not grantor trusts,
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The Tax Court, in a memorandum opinion,17 re-
jected the Commissioner’s argument that Mrs. Kite,
age 74,18 made a disguised gift subject to the gift tax
and characterized the private annuity sale as a bona
fide transfer for full and adequate consideration. The
Tax Court also held that Mrs. Kite retained no indi-
rect interest in the Texas general partnership sufficient
to trigger inclusion in her gross estate under §2036.

Davidson
The docketed Tax Court case in Estate of Davidson

v. Commissioner19 involved a number of SCIN trans-
actions. Until his death, Mr. Davidson served as the
president, chairman, and chief executive officer of
Guardian Industries Corporation (‘‘Guardian’’) and
owned 78% of the outstanding common stock of
Guardian before the SCIN transactions.

In 2008, as part of revisions to his estate plan, Mr.
Davidson established multiple grantor trusts for the
benefit of family members (the ‘‘Trusts’’). In January
2009, Mr. Davidson transferred common and pre-
ferred shares of Guardian stock to the Trusts. In ex-
change, Mr. Davidson received several SCINs, each
with a five-year term, which was slightly less than his
life expectancy.20 The SCINs required a balloon pay-
ment of all principal at the end of the term. In its pe-

tition in Tax Court, the estate averred that each buyer
held more trust assets than the value of stock ex-
changed for the SCINs.21 Mr. Davidson was diag-
nosed with an unspecified condition and died less than
two months after the transactions, on March 13, 2009,
at the age of 86 before receiving any payments under
the SCINs. He owned a portion of the Guardian In-
dustries common stock on the date of his death.22 In
the Notice of Deficiency issued by the IRS to the Co-
Personal Representatives of the Estate of William M.
Davidson (the ‘‘Notice of Deficiency’’), the IRS de-
termined that the SCIN transactions were not bona
fide sales, but taxable gifts. Further, the IRS alleged a
value in excess of the appraised value reported on the
federal gift return.23 In effect, the IRS is arguing that,
based on all of the facts and circumstances, it was not
expected that any principal payments would ever be
made under the SCINs so that the entire value of the
stock was a gift. In the alternative, the IRS asserted in
the Notice of Deficiency that, because the fair market
value of the stock exceeds the fair market value of the
SCINs received in exchange, that excess represents a
gift. This case is now pending in Tax Court.

Trombetta
The final Tax Court case, Estate of Trombetta v.

Commissioner,24 decided against the taxpayer, im-
parts instructive lessons in planning to minimize the
IRS argument of a retained interest under §2036
rather than a bona fide sale in exchange for a private
annuity. In Trombetta, the Tax Court disregarded the
private annuity sale and applied §2036 to include, in
the taxpayer’s gross estate, two rental properties trans-
ferred to an annuity trust. The Tax Court decided that
the transfers to the trust failed to constitute bona fide
sales for adequate and full consideration and con-
cluded that the transferor retained during her lifetime
an interest in the transferred properties.

In rejecting the taxpayer’s argument for a bona fide
sale, the Tax Court relied upon the following facts to

there was a sale for federal income tax purposes, and the seller
realized a gain on the sale. However, under the IRS’s position as
existed at the date of the sale, the seller was able to postpone the
reporting of the realized gain until future annuity payments were
received. See Rev. Rul. 69-74, 1969-1 C.B. 43. Had the private
annuity sale been to a grantor trust, there would have been no in-
come tax sale.

17 Although memorandum decisions do not bind the Tax Court
or any of its judges, the opinions serve as persuasive authority.
See Roszkos v. Commissioner, 87 T.C. 1255, 1264, fn. 12 (1986),
vac’d and rem’d, 850 F.2d 514 (9th Cir. 1988); Nico v. Commis-
sioner, 67 T.C. 647, 654 (1977), aff’d in part and rev’d in part on
other issues, 565 F.2d 1234 (2d Cir. 1977). In addition, the Tax
Court often cites memoranda opinions and looks to them for guid-
ance. See 100 T.M., U.S. Federal Tax Research (U.S. Income Se-
ries) (for a discussion of memorandum opinions).

18 Mrs. Kite was born on Apr. 8, 1926. At the time of the trans-
action, the number of years nearest to her actual age within six
months was 75. In the Deferred Payment Life Annuity Agreement,
the parties used age 75 for Mrs. Kite to calculate the annual pri-
vate annuity payment. Mrs. Kite had a life expectancy under Table
V of Reg. §1.72-9 of 12.5 years for a person age 75 at the time of
the private annuity transaction. See Reg. §20.2031-7(d)(5) Ex. 3
(for an example of the calculation of a private annuity for life for
a person age 45 years and seven months using the nearest age of
46).

19 Tax Court Docket No. 013748-13 (filed June 14, 2013).
20 Mr. Davidson’s advisors used a 5.8-year life expectancy un-

der Table 90CM, a mortality table based on the 1990 census.
Table 90CM was the underlying table containing mortality com-
ponents used in determining the present value of annuities, life es-
tates, remainders, and reversions for measuring lives when the

valuation date was after Apr. 30, 1999 and before May 1, 2009.
Table 90CM is provided in Reg. §20.2031-7A(f)(4). See also IRS
Pub. 1457, Actuarial Values, Book Aleph (7-1999). For valuation
dates after Apr. 30, 2009, Table 90CM is now revised as Table
2000CM, found in Reg. §20.2031-7(d)(7). See also IRS Pub.
1457, Actuarial Valuations Version 3A (5-2009). See petition in
Tax Court filed by the petitioner estate at ¶7(nnnn) and ¶7(oooo)
on June 14, 2013.

21 See petition in Tax Court filed by the estate at ¶7(xx),
¶7(kkk), and ¶7(sss).

22 See petition in Tax Court filed by the estate at ¶7(g).
23 See Notice of Deficiency.
24 T.C. Memo 2013-234. See Gans & Blattmachr, Private An-

nuities and Installment Sales: Trombetta and Section 2036, 120 J.
Tax’n 227 (May 2014) (for a detailed discussion of Trombetta).
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disregard the form of private annuity sale and tax the
substance:

• the decedent held the power to reduce the term;25

• the trust agreement provided for distributions to
the decedent as a beneficiary;

• the decedent reported the excess of the fair mar-
ket value of the property transferred over the pres-
ent value of the annuity payments as a gift on her
tax return;

• the decedent’s estate planning attorney prepared
the annuity trust agreement without any meaning-
ful negotiation or bargaining with the other co-
trustees or future beneficiaries;

• the decedent and the estate planning attorney
alone determined the structure and operation of
the annuity trust and selected the properties that
would be contributed to the trust; and

• the decedent stood on both sides of the transac-
tion as the sole transferor and the sole beneficiary
of the trust and also held 50% of the trust voting
rights. In the authors’ view, this may have been
the primary factor that influenced the trier-of-fact
to disregard the sale. Because the seller was the
only trust beneficiary eligible for current distribu-
tions at the date of death, it was difficult for the
Tax Court to accept the argument that the seller
intended to benefit others.

SELECTED PLANNING GUIDANCE
Planners should consider the following guidance in

transactions using SCINs and private annuities, espe-
cially with trusts as transferees or buyers:26

1. Planners should first attempt to structure a pri-
vate annuity or SCIN transaction with an ‘‘old and

cold’’ funded transferee, including an existing irrevo-
cable trust,27 with sufficient net worth to allay con-
cerns that a thinly capitalized trust signals a bargain
sale or a retained interest under §2036. The financial
ability to pay the trust’s deferred payment obligation
represents a central element of recognizing the obli-
gation as a valid, bona fide debt instrument. For pri-
vate annuity transactions, having ownership of funds
other than the asset purchased, helps to rebut the ar-
gument that the annuity payment depends entirely on
the income from and the property sold as articulated
in Fidelity-Philadelphia Trust Co. v. Smith.28

2. Clients should not retain any voting interests, es-
pecially controlling interests, in the transferred prop-
erty. Clients should consider selling or gifting all vot-
ing or controlling interests in a closely held business
to an irrevocable trust or an individual prior to, or
contemporaneous with, private annuity and SCIN
sales of minority interests, such as limited partnership
interests, non-voting membership interests in a limited
liability company, or non-voting stock in a corpora-
tion.

3. Planners should consider advising clients to
make gifts of ‘‘seed capital’’ to irrevocable trusts be-
fore consummating a private annuity or SCIN sale,
perhaps in a different tax year, in a separate and dis-
tinct transaction. In Trombetta, a part-sale, part-gift
contemporaneous transaction failed to persuade the
Tax Court that a sale ensued. The Tax Court disre-
garded the sale and characterized the transaction as a

25 Before the end of the trust term, the decedent was diagnosed
with cancer and she concluded she would not live until the end of
the trust term. Therefore, she exercised the power granted to her
pursuant to the trust agreement to amend the term of the trust to
156 months.

26 See 805 T.M., Private Annuities and Self-Canceling Install-
ment Notes (Estates, Gifts and Trusts Series) (for a list of plan-
ning guidelines). Given the IRS’s issuance of proposed regula-
tions in 2006 (REG-141901-05, 71 Fed. Reg. 61441 (Oct. 18,
2006)) that would provide that all gain must be reported immedi-
ately upon a private annuity sale to a nongrantor trust or to an in-
dividual, the cautious planner should only use a grantor trust as
the purchaser in a private annuity sale. See Prop. Reg. §1.72-6(e),
§1.1001-1(j) (which would require the transferor to immediately
recognize gain on any appreciated property exchanged for a pri-
vate annuity, regardless of when the transferee makes the pay-
ments). However, Prop. Reg. §1.72-6(e), §1.1001-1(j) do not ap-
pear to apply to a sale from a grantor to a grantor trust with de-
ferred payments. Because SCINs are governed by the installment
sale rules under §453, the purchaser can be an individual, a
grantor trust, or a nongrantor trust.

27 Using an existing trust can mitigate the IRS’s argument that
the almost simultaneous creating of the trust and the subsequent
deferred payment sale formed part of a step-transaction.

28 356 U.S. 274 (1958), 1958-1 C.B. 557 (1958). In Fidelity-
Philadelphia Trust, the Supreme Court examined whether the de-
cedent’s gross estate included the proceeds of life insurance held
in trust under 1939 Code §811(c)(1)(B), the predecessor to current
§2036. The Court held that proceeds of single premium life insur-
ance policies issued only in conjunction with life annuity con-
tracts escaped taxation in the insured’s gross estate as transfers
with a retained life interest. The Court recognized the irrevocable
assignment of all of her rights in the life policies for the benefit of
her children. In footnote 8, the Court stated:

Where a decedent . . . has transferred property to an-
other in return for a promise to make periodic pay-
ments to the transferor for his lifetime, it has been held
that these payments are not income from the trans-
ferred property so as to include the property in the
estate of the decedent (citations omitted). In these
cases the promise is a personal obligation of the trans-
feree, the obligation is usually not chargeable to the
transferred property, and the size of the payments is
not determined by the size of the actual income from
the transferred property at the time the payments are
made.
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retained interest by the seller as contemplated by
§2036.29

4. The Tax Court, in Trombetta, noted that the tax-
payer continued to play an integral role in the man-
agement decisions after the transfer. In response, the
seller should resign as an officer, director, or manager
of the closely held business at or before a private an-
nuity or SCIN transaction. The seller should also re-
linquish all direct and indirect decision-making au-
thority with respect to the trust to counter arguments
of de facto control over transferred property.

5. Planners and clients should consider naming an
independent trustee or independent co-trustee and
give a spouse or a trust protector the right to remove
the independent trustee or independent co-trustee. The
trustees should retain separate counsel (Trombetta).

6. To minimize claims of terminal illness, planners
should obtain a doctor’s prognosis of life expectancy
for the transferor/seller or a statement that the
transferor/seller has at least a 50% chance of surviv-
ing for 12 months or more,30 will reach his or her life
expectancy, or will live out the term of a SCIN. The
prognosis should be based upon a contemporaneous
physical examination of the transferor/seller and a re-
view of his or her medical records (Kite and David-
son).31

7. Planners must consider the ‘‘exhaustion test’’32

for private annuities. The regulations assume that, for
purposes of valuing an annuity, every annuitant will

live to age 110.33 The exhaustion regulations contain
a safe harbor and a detailed mechanical procedure to
determine whether trusts lack sufficient funds to sus-
tain the annuity payments until the transferor reaches
age 110.34 Because failing the exhaustion test can re-
sult in potential gift tax exposure, the trust should
have other funds, access to other funds or personal
guarantees so that the private annuity sale will not be
disregarded. In addition, satisfying the exhaustion test
also presumptively satisfies the test enunciated in
Fidelity-Philadelphia Trust.

8. For SCINs and private annuities, consider the
use of personal guarantees35 by trust beneficiaries or
others with adequate financial wherewithal to make
good on their guarantee.36 In the event of the trust
beneficiaries’ death before the transferor/seller, con-
sider an assignment of life insurance on the benefi-
ciary as the insured. If necessary to sustain the pay-
ments, the guarantor may meet the obligations under
a private annuity or SCIN.37 Each guarantor, includ-
ing a trust guarantor, may hire separate counsel
(Trombetta). The concern underlying the exhaustion
test is that the asset purchased by issuing a private an-
nuity, and the earnings thereon at the §7520 rate, will
exhaust by the time the annuitant/measuring life
reaches his or her life expectancy age. Because there
is a 50% probability the annuitant will still be living
by the time he or she reaches his or her life expec-
tancy age, the trust should have sufficient reserves
(seed capital) to continue to make the annuity pay-

29 See the discussion of the ‘‘exhaustion test’’ for private annui-
ties at item 7, below.

30 The regulations under §7520 limit the use of the valuation
tables if the transferor suffers from a terminal illness. See Reg.
§1.7520-3(b)(3); §20.7520-3(b)(3)(i); §25.7520-3(b)(3). See also
Reg. §1.7520-3(b)(4) Ex. 2; §20.7520-3(b)(4) Ex. 1; §25.7520-
3(b)(4) (for examples of terminal illness). For these purposes, the
phrase ‘‘terminal illness’’ means an incurable illness or other de-
teriorating physical condition such that the transferor has at least
a 50% probability of dying within one year from the date of the
transaction. These regulations contain a rebuttable presumption
against terminal illness if the transferor survives 18 months or
longer after the transfer. The IRS may rebut this presumption with
clear and convincing evidence of the transferor’s terminal illness.

31 If the seller dies within a relatively short period after the pri-
vate annuity or SCIN sale takes place, then the IRS will invari-
ably argue to disregard the sale. A safe-harbor is that the measur-
ing life survives for 18 months after the deferred payment sale
takes place. In Kite, the measuring life survived for three years,
but died before the deferred 10-year annuity starting date. Because
Mrs. Kite was able to show that she was not suffering from a ‘‘ter-
minal’’ illness at the time of sale, the Tax Court had no choice but
to follow the 18-month safe-harbor in the regulations. Reg.
§25.7520-3(b)(3) (discussed at footnote 30, above).

32 See Reg. §1.7520-3(b)(2)(i); §25.7520-3(b)(2)(i); §20.7520-
3(b)(2)(i). Query whether the Treasury ostensibly embraced and
quantified the Fidelity-Philadelphia Trust test for annuities in the
form of a regulation commonly referred to as the exhaustion test
promulgated under §2036 as Reg. §1.7520-3(b)(2)(i), §25.7520-
3(b)(2)(i), and §20.7520-3(b)(2)(i).

33 See Reg. §1.7520-3(b)(2)(i); §25.7520-3(b)(2)(i); §20.7520-
3(b)(2)(i). These regulations, in essence, formalize the position of
the IRS as expressed in Rev. Rul. 77-454, 1977-2 C.B. 351.

34 A detailed discussion of the exhaustion regulations is beyond
the scope of this article. See Wojnaroski, Private Annuities for
Healthy Individuals and How to Deal with the Exhaustion Test,
37th Annual Notre Dame Tax & Estate Planning Institute at ¶11
(2011) (for a discussion of the ‘‘exhaustion test’’ as described in
Reg. §1.7520-3(b)(2)(i), §25.7520-3(b)(2)(i), and §20.7520-
3(b)(2)(i)).

35 See Hatcher & Manigault, ‘‘Using Beneficiary Guarantees in
Defective Grantor Trusts,’’ 92 J. Tax’n 152 (Mar. 2000). The au-
thors suggest that cautious planners may employ a bona fide guar-
antee by person having a beneficial interest in the trust. The guar-
antors should have sufficient net worth to satisfy their obligation
under the guarantee. A reasonable guarantee fee may add addi-
tional safeguards. See also Shenkman, ‘‘Role of Guarantees and
Seed Gifts in Family Installment Sales,’’ 37 Est. Plan. 3 (Nov.
2010); Mulligan, ‘‘Fifteen Years of Sales to IDITS — Where Are
We Now?’’ 35 ACTEC J. 227 (Winter 2009).

36 The exhaustion regulations, promulgated under §7520, do
not discuss the effect of ‘‘seed capital,’’ personal guarantees, gifts
in trust, actual cash flow from the transferred property and any
appreciation thereon. See Reg. §1.7520-3(b)(2)(i); §25.7520-
3(b)(2)(i); §20.7520-3(b)(2)(i).

37 Conversely, if the transferee actually made all required cur-
rent payments under a SCIN or a private annuity (to at least his or
her life expectancy), then planners may argue anecdotally that the
trust or fund held sufficient capital at the time of the transaction.
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ments. Because the trust issuing the private annuity is
acting similar to an insurance company, the trust may
want to consider reinsuring its risk that the asset pur-
chased will exhaust. If financially practical, the trust
should consider the purchase of a commercial annuity
if that cost is less than the value of the private annu-
ity.38

9. Clients should retain sufficient net worth and
cash flow to support and continue their lifestyle after
the transaction (Kite). Planners should document the
transferor’s or seller’s financial position (both net
worth and income statement) independent of private
annuity and SCIN installment payments (Kite and
Trombetta).

10. Planners should revise and date the transferor’s
or seller’s curriculum vitae or resume to show his or
her sophisticated business and investment acumen at
the time of the transaction (Kite).

11. Planners should include a provision in the sales
document that the parties intend to create a legally en-
forceable agreement under state law (Kite).

12. Planners should ensure that the parties follow
the strict form of the transaction to mitigate the argu-
ment that the lack of form (or perfect form) rises to
the level of substance (Trombetta).39 At the outset of
the client engagement, planners may use a planning
checklist as an implementation tool to follow the
form.

13. Planners should consider grantor retained annu-
ity trusts (GRATs) (Davidson) and life insurance, in-
cluding split-dollar, in conjunction with private annui-
ties and SCINs, as additional planning techniques.

14. The IRS may attack leveraged transfers of busi-
ness or investment interests using a private annuity or
a SCIN, characterizing the transaction as a testamen-
tary device without economic substance. In order to
rebut this characterization that the transaction lacked
economic substance, transferors should define and
memorialize the business purpose. The business pur-
pose may include one or more of the following:40

• the ability to conduct business as co-owners with-
out an entity-level income tax;

• the ability to separate management control from
the bulk of equity ownership;

• the ability to help protect the business assets from
the unrelated liabilities of the owners;

• the ability to limit the liability of owners to no
more than their capital contributions;

• the ability to decide whether certain assignees of
a business interest will be admitted with full own-
ership rights, and thereby to select the individuals
and/or entities with whom the existing owners
will be in business;

• the ability to obtain for the owners as the manag-
ers of the business the benefits and burdens of the
‘‘business judgment rule’’ as the basic criterion of
management accountability;

• the ability to discourage frivolous disputes among
the co-owners by allowing for the payment of
costs to be shifted to the non-prevailing party;

• the ability to consolidate the property for the
more efficient management and cost savings
thereof;

• creditor protection, including tort, contract, and
divorce;

• liquidity needs;

• the ability to separate lines of business for liabil-
ity purposes;

• a mechanism to educate heirs;

• the ability to isolate assets with different risks;

• to provide a source of retirement income;

• the purpose of assuring continued family manage-
ment and control;

• to facilitate charitable giving;

• to achieve an existing or future business objec-
tive;

• to serve as a form of succession planning;

• continuity of management of family assets in the
event of death, disability, or advancing age;

• to accommodate different investment philoso-
phies and balance the financial needs of the own-
ers;

• the ability to use mandatory arbitration as the
mechanism for resolving any disputes among the
owners;

• to consolidate assets making it easier to diversify;

• to avoid probate, including ancillary probate and
the associated legal costs;

38 In one private annuity transaction, the trust purchased an as-
set valued at $4,000,000 by issuing its private annuity obligation.
The trust was able to purchase a commercial annuity paying the
same annual payment as the private annuity for $3,600,000. Thus,
the trust was able to reinsure its entire risk if the annuitant lived
to age 110. The trust used the excess $400,000 to purchase a life
insurance policy on the annuitant.

39 See 805 T.M., Private Annuities and Self-Canceling Install-
ment Notes (Estates, Gifts and Trusts Series) (for a checklist of
formalities).

40 See 805 T.M., Private Annuities and Self-Canceling Install-
ment Notes (Estates, Gifts and Trusts Series) (for a list of business
purposes). In CCA 201330033, the IRS emphasized business pur-
pose. CCA 201330033 is said to be based on the facts of the Da-
vidson case, discussed above.
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• to minimize estate administration costs;

• to save executor fees;

• to maintain and preserve confidentiality;

• to facilitate simple documentation assignment of
limited partnership interest or units in a limited li-
ability company as opposed to costly, compli-
cated, and required third party’s consent or in-
volvement; and

• to reduce operational costs through consolidation.
15. An important financial factor is to show that the

amount of the private annuity payment differs from
and is not in any way tied to the income from the pur-
chased property. To support this argument, planners
should document the income from the transferred
property, emanating from tax returns and income
statements, both before and after the private annuity
sale (Trombetta).

16. Do not integrate overall estate planning into a
private annuity or SCIN transaction. Planners should
consider an estate revision separate and apart from a
SCIN or private annuity transaction, perhaps with dif-
ferent counsel and at different times (Davidson).

17. Despite the taxpayer victory in Kite, planners
should consider structuring a private annuity with an
immediate annuity starting date. If a SCIN is used,
principal should be amortized instead of a SCIN in the
form of a balloon payment of all principal at the end
of the note term. The receipt of payments counters the
argument that the parties never expected repayment
(Davidson and Trombetta). As discussed above, the
IRS challenged the 10-year deferred annuity starting
date, perceiving a significant probability Mrs. Kite
would die before the annuity starting date.

18. As with a bank considering whether to lend to
a potential buyer, the grantor should perform the same
due diligence and obtain a financial analysis that the
grantor trust will have the financial ability to timely
make all payments as they become due. In determin-
ing that ability, one should consider not only the
trust’s other assets, but also whether there are guaran-
tees and determine whether the income generated by
the purchased asset can provide those funds.

As mentioned at the beginning of this article, an in-
dividual can also sell an asset to a grantor trust and
take back the grantor trust’s fixed payment installment
note in satisfaction of the entire purchase price. The
primary distinction between a fixed payment install-
ment note and a SCIN is that none of the payments on
the trust’s fixed payment obligation are canceled upon
the death of the seller.

In recently filed Tax Court companion cases regard-
ing the estates of Marion and Donald Woelbing,41 the
IRS took the position that the installment sale of
closely held, non-voting stock, appraised at about $59
million, should be disregarded in its entirety and that
the transaction should be viewed as the practical
equivalent of a trust substitute governed by §2036(a).
The IRS also challenged the discounted value that the
taxpayer used as the selling price.42

In both Notices of Deficiency, the IRS determined
that §270243 requires inclusion of the entire value of
the non-voting stock in Carma Laboratories, Inc., as
determined under §2512, as a gift at the time of the
sale in 2006 to the Woelbing 1999 Irrevocable Insur-
ance Trust in exchange for a note. In its petition, the
taxpayer countered that the IRS erroneously treated
the ‘‘2006 stock sale transaction’’ as a taxable gift un-
der §2702 and argued instead for treatment as a sale
for a promissory note bearing interest at the appli-
cable federal rate with a principal amount equal to the
appraised fair market value.44

The estate took the position, in the Woelbing com-
panion cases, that the grantor trust (as the purchaser)
had the financial capacity to repay its obligations
without considering the income-producing asset it
purchased from the grantor.45 The grantor trust owned
life insurance policies with significant cash values.46

In addition, two trust beneficiaries, the grantors’ sons,
executed personal guarantees to the trust for 10% of
the purchase price of the stock. It is interesting to note
that the petitioner estate alleges that the trust pur-
chaser had sufficient financial capability to repay the
note obligation without considering the stock sold and
that this financial wherewithal exceeded 10% of the
face value of the promissory note.

The Woelbing cases represent the first situations
(besides the settled-before-trial Karmazin v. Commis-

41 Estate of Woelbing v. Commissioner, Tax Court Docket No.
30260-13 (filed Dec. 26, 2013) (Marion Woelbing’s estate); Estate
of Woelbing v. Commissioner, Tax Court Docket No. 30261-13
(filed Dec. 26, 2013) (Donald Woelbing’s estate). Marion and
Donald Woelbing were wife and husband.

42 In the Notices of Deficiency, the IRS claimed that the non-
voting stock in Carma Laboratories, Inc., sold to the trust had a
value of $116.8 million on the date of sale, rather than the $59
million established as the purchase price in the sale transaction
documents.

43 Section 2702 reveals the method for valuing gifts in trust to
or for the benefit of a member of the seller’s family if the donor
or an applicable family member retains an interest in the trust. Un-
der §2702(a)(2)(A), the value of any retained interest, other than
a qualified interest, is treated as zero, thereby increasing the value
of the interest transferred as a taxable gift.

44 See petition in Tax Court filed by the estate at ¶5(a).
45 See petition in Tax Court filed by the estate at ¶6(f).
46 See petition in Tax Court filed by the estate at ¶6(g).
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sioner case),47 in which the debt-versus-equity issue
surfaces as the primary focus. In the debt-versus-
equity issue in analogous income tax cases, the fac-
tual question has always been ‘‘based on all of the
facts and circumstances, can it reasonably be expected
that the alleged purchaser will be able to pay all of its
obligations in a timely fashion as they become due?’’
In private letter rulings,48 the IRS has provided that it
would respect an intra-family sale if:

(i) no facts are presented that would indicate that
the notes would not be paid according to their
terms; and

(ii) the [trust’s] ability to pay the notes is not other-
wise in doubt.49

What is important about these pending Tax Court
cases, besides the valuation issue, is that the IRS is
treating the 2006 stock sale transaction as a ‘‘debt ver-
sus equity’’ issue. In effect, the IRS is arguing that be-
cause the economic realities of the arrangement do
not support a true sale, the installment note should be
ignored. The IRS further implies that because the sale
is not recognized as a ‘‘bona fide transaction,’’ a gift
in trust results with a retained interest and a zero
value under §2702.50 The IRS may raise §2702 to le-
verage a favorable settlement in future tax controver-

sies involving conventional installment sales, espe-
cially sales with interest-only payments and balloon
payments of principal with a note term longer than the
seller’s life expectancy rather than sales with level
amortizing payments over a fixed term that end within
the seller’s life expectancy.51 Planners should struc-
ture installment sales as bona fide debt transactions to
counter arguments by the IRS that sellers retained an
interest, other than a qualified interest,52 in trust and
treated as equity under §2702.

Planners may employ the guidance in this article as
part of the planning process in deferred payment
sales, including a private annuity, SCIN, and conven-
tional installment sale. A combination of planning fac-
tors enumerated above enhances the chance of success
during examination, IRS appeals, and litigation. Plan-
ners may also use the guidance above to gain lever-
age to achieve a favorable settlement during any stage
of tax controversy.

47 Tax Court Docket No. 2003-7941 (filed Feb. 10, 2003).
48 PLR 9535026; PLR 9408018.
49 See Miller v. Commissioner, T.C. Memo 1996-3 (listing a va-

riety of factors to consider in evaluating whether the intra-family
deferred payment obligation should be disregarded).

50 See LISI Est. Plan. Newsletter No. 1982 (June 27, 2012)
(http://www.leimbergservices.com) (Howard Zaritsky, Esq., con-
cludes that §2702 should not apply to a private split-dollar ar-
rangement to increase the value of taxable gifts).

51 Planners may also mitigate the mortality risk of estate and
gift tax consequences using a series of conventional installment
sales with staggered maturities that end within the seller’s life ex-
pectancy. If planners use an interest-only installment note, then
they should consider reducing risk by bifurcating into two de-
ferred payment sales. Planners may structure an interest-only in-
stallment note coupled with a separate self-amortizing installment
note or an installment note with annual payments of principal and
interest that increase by 20% each year. An installment note with
payments of interest and principal that increase by 20% each year
may qualify as a GRAT if the IRS is successful in disregarding
the sale. Counsel may also assert GRAT treatment as an alterna-
tive theory in tax controversy to obtain a favorable settlement.

52 Planners may consider recommending a GRAT as an alterna-
tive to a deferred payment sale. Properly structured, GRATs meet
the test under §2702 as a qualified interest.
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