SALE TECHNIQUES: ESTATE PLANNING WITH

SELF-CANCELLING INSTALLMENT NOTES AND

PRIVATE ANNUITIES
I.  INTRODUCTION


Estate planners may utilize a self-canceling installment note (SCIN) or a private annuity when transferring a family business from one generation to another, e.g., from a parent to his
 children.  Both of these arrangements involve the transfer of property, often the family business, by the seller of the business to the buyer, in exchange for an obligation to pay the seller.  As with any other estate planning techniques, both the SCIN and the private annuity offer advantages and disadvantages that must be weighed carefully by planners and their clients.  Specifically, although the SCIN offers more flexibility, that flexibility comes with a price: potential challenges by the Internal Revenue Service.  On the other hand, although private annuity rules are more complicated, those rules are well defined and more conventional than SCINs.

II.  THE SELF-CANCELLING INSTALLMENT NOTE (SCIN) AND THE PRIVATE ANNUITY: A COMPARISON

A private annuity is a legally binding agreement between two parties, neither of whom is in the business of selling annuities, whereby one party transfers property to another party in exchange for a promise to make periodic payments in fixed amounts for the transferor’s life.  A SCIN is an obligation that results from an installment sale where the terms include a provision that, upon the death of the transferor or seller of the property, cancels all future amounts due.  The transaction is also known as a self-canceling installment sale (SCIS).

A.  Estate Tax Consequences

If the private annuity is set up properly, none of the value of the transferred property will be included in the estate of the transferor.  The transferor possesses only the right to receive payments for the rest of his life.  Since his incidents of ownership end at death, nothing remains to include in his estate.

The same result is accomplished with a SCIN.  In Estate of Moss,
 the Tax Court established that, since the decedent has no interest in such a note after his death, the note is not includible in his gross estate.  Later, in General Counsel Memorandum (G.C.M.) 39503,
 the Service clearly embraced this position.  Consequently, both a private annuity and a SCIN result in shielding property and the resulting obligation from estate taxes.

B.  Purchase Price


A private annuity’s purchase price is the present value of the annuity payments over the actuarial life expectancy of the transferor.  This should equal the fair market value of the property transferred.  In contrast, with a SCIN, the transferor is compensated for the possibility that he may not receive all of the payments by a “risk premium.”  The risk premium is built into the transaction.  This can be accomplished three ways: (1) increasing the purchase price and the corresponding principal of the note; (2) using a higher than normal interest rate; or (3) combining both methods.

C.  Gift Tax Consequences


With a private annuity, a gift element is avoided by structuring the transfer so that the fair market value of the property sold equals the present value of the annuity payments over the life expectancy of the transferor.
  Present value factors and actuarially determined life expectancy tables are provided by regulations, so the only subjectivity involves valuing the property.


In structuring a SCIN, on the other hand, an estate planner should assure that the bargained-for consideration includes the fair market value of the property and the risk premium.
  The determination of the total price is rather subjective, since it includes a consideration of the actual life expectancy of the transferor, including his current health, rather than the actuarial life expectancy.
  However, in G.C.M. 39503, the Service has indicated that a gift tax will not be imposed on a SCIN if the sales price and length of payments are reasonable in light of the facts and circumstances of the case, considering the value of the property.  As a result, the SCIN is more flexible, but does carry a risk of being challenged by the Service.

D.  Income Tax Consequences


The income tax consequences of a SCIN and a private annuity are similar in that they both allow deferral of gain on the sale of property.  The income tax treatment of the transferor in a private annuity is covered in Revenue Ruling 69-74,
 which applies Internal Revenue Code section 72 to the transaction.  Each annuity payment is allocated among three elements: (1) an excluded portion that allows the transferor to recover his investment in the property; (2) the gain, which is realized ratably over the transferor’s life expectancy; and (3) the annuity amount, analogous to interest income received from any annuity, which is taxed as ordinary income.


An interesting twist arises with regard to private annuities.  Gain is recognized and basis recovered, over the period of the life expectancy of the annuitant, at the time of the transfer.  Yet, most likely, there will be either more or fewer payments than anticipated because the annuitant will probably not live exactly as long as his life expectancy.  When the transferor attains his life expectancy, the capital gain portion of each payment is converted to ordinary income.


Additionally, the Tax Reform Act of 1986,
 in amending Code section 72, provided guidance on the issue of recovery of basis.  If the annuitant dies early, the remaining basis not yet recovered is allowed as a deduction on his final individual tax return.
  If the annuitant outlives his life expectancy, then the amount of each payment formerly excluded as a return of basis is thereafter taxed as ordinary income.


The income tax treatment of SCINs, governed by Code section 453 for installment sales, is similar to the treatment of private annuities with regard to the transferor.  Again, three elements exist: (1) an excluded portion representing return of basis, (2) a gain portion, and (3) an interest charge taxable as ordinary income.  G.C.M. 39503 confirms that a SCIN should be treated as a contingent installment sale, with the assumption initially that the maximum stated price will be received.


With regard to the purchaser, SCINs and private annuities are treated differently.  With the SCIN, the interest portion of each payment is deductible as interest,
 while with the private annuity, the interest portion is not currently deductible but is capitalized as part of the cost of the property.
  With the advent of the Tax Reform Act of 1986,
 interest must be of a certain character to be deductible, including business interest, investment interest, and qualified home mortgage interest.
  If interest is unstated or inadequate in a SCIN arrangement, Code sections 483 and 1274 (for original issue discount) apply for the purpose of imputing interest.

E.  Basis


With a private annuity, the purchaser is subjected to an ever-changing basis as set forth in Revenue Ruling 55-119.
  For depreciation purposes, initially the basis is the present value of the annuity.  However, this is subject to increase if the payments eventually exceed this amount or to decrease if the annuitant dies earlier than expected.  Likewise, the basis in the event of a sale of the annuity is even more complicated and varies depending on whether the sale takes place before or after the death of the annuitant and if the sale results in a gain or a loss.


The purchaser’s basis in a SCIN is straightforward.  According to G.C.M. 39503, the basis equals the agreed-upon purchase price, including the full face value of the note.  The Service is willing to allow this step-up in basis because it also takes the view that if the seller dies before recognizing the entire gain, the rest will be recognized as income by the estate.
  The same logic was applied by the Eighth Circuit Court of Appeals in Estate of Frane.

F.  Advantages of a SCIN


Several tax advantages are associated with a SCIN.  As mentioned, the SCIN provides a stepped-up basis (to the value at the time of the sale) for the purchaser, even if all payments may never be made.  In contrast, the basis in a private annuity situation ultimately depends on the amount actually paid.  A SCIN also allows the purchaser to deduct the interest payments to the transferor.


Non-tax benefits also exist when using a SCIN.  A SCIN can be secured without adverse tax consequences.  If a private annuity is secured, the gain on the sale may be taxed immediately rather than deferred.
  Under Code section 453, on the other hand, which governs the deferral of gain on installment sales, a note may be secured without loss of the deferral of gain.


Also, with a SCIN, the purchaser knows the maximum he will ultimately be required to pay, as the payments end after a specified time period or at the transferor’s death, if sooner.  With a private annuity, on the other hand, the payments will continue for as long as the transferor lives.  This significant uncertainty means that if the transferor lives a long time past his projected life expectancy, the amount included in his estate may in fact be larger than if he had not made the transfer.  In addition, options such as prepayments are allowed for a SCIN, as with any installment sale.  A SCIN may also be used for a sale of property to an underfunded trust without adverse tax consequences;
 the same is not true for a private annuity, with the risks that the gain will be taxed immediately and that the property will be includible in the transferor’s gross estate.

G.  Advantages of a Private Annuity


The primary advantage of a private annuity is the well-established rule that the deferred gain will not have to be recognized if the transferor dies before his projected life expectancy.  With the SCIN, this has been an issue of controversy.  As mentioned, in Estate of Frane,
 the Eighth Circuit Court of Appeals ruled that such deferred gain must be included in the income tax return of the estate.


Planners should consider a private annuity over a SCIN in two distinct cases.  First, a private annuity should be used where the transferor is in poor health and, therefore, his life expectancy is significantly shorter than his actuarial life expectancy.  If the transferor were to die shortly after payments began, the property could be passed to the intended beneficiary for a small amount while escaping all estate and gift taxes.  Note, however, that this technique will not work if the transferor is suffering from a terminal illness and is expected to die in less than a year.  In such a case, the Service can require the use of the actual life expectancy rather than the tables.


Second, a private annuity may be better than a SCIN in certain transfers between related parties.  Section 453(e) provides that in installment sales between related persons, a subsequent sale by the purchaser within two years of the initial transfer will require the transferor to recognize the deferred gain immediately.  In contrast, with a private annuity, the transferee is free to do as he wishes with the property, including sell it, without affecting the taxes of the transferor.

III.  SCINs: THE UNSETTLED ISSUE


Debate has continued for years with regard to the SCIN over whether deferred gain is recognized for income tax purposes when the self-cancellation provision becomes operative, i.e., at the death of the transferor.  And, if the answer is yes, should it be recognized on the decedent’s final income tax return or on the first income tax return of the estate?


These questions were resolved to some degree in Frane.
  The appellate court decision concluded that the income is taxable to the estate, but that conclusion is less favorable than the Tax Court’s reversed decision,
 which held that the income be reported on the individual’s final tax return.  Estates are exposed to a more compressed tax rate schedule than individuals.  Also, reporting the income on the individual’s final return would provide the advantages of (1) affording a deduction for the estate for the claim against the estate and (2) allowing the decedent to offset the gain by losses that might otherwise go unused.  However, this varies on a case-by-case basis, because the taxpayers in Frane preferred that income be taxed to the estate rather than to the decedent.  In any case, when a SCIN arrangement is contemplated for transferring greatly appreciated property, the income tax consequences that would result from the untimely death of the transferor should be seriously considered.

IV.  PLANNING CONSIDERATIONS

A.  Elements to Include in a SCIN

1.  According to G.C.M. 39503,
 the death-extinguishing provision should be included in the sales agreement as well as the installment note.

2.  In every case, the note must be in connection with a bona fide sale for full and adequate consideration which includes a risk premium for the terminating provision as part of the bargain.  In determining the risk premium to add, many factors should be considered, including the size of the down payment, the term of the note, and the life expectancy of the transferor.  The parties to the transaction should take into account the seller’s actual survival prospects, including a consideration as to whether his health is above or below average.

3.  The transferor must have no power to revoke the cancellation provision.

4.  The transferor should avoid retaining extensive control over the transferred property.

5.  To avoid imputed interest, the transaction should provide for a fair interest rate which meets the requirements of Code section 483.

6.  The term of the note should be no longer than the actuarial life expectancy of the transferor.  The Service has indicated in G.C.M. 39503
 that it would treat a transaction with a longer term of payments as a private annuity.

B.  Elements to Include in a Private Annuity

1.  The transaction should be carefully structured so that the transferor has no control over the property after it is transferred.  The transferee must be free to do anything he wishes with the property, including sell it.

2.  To assure that adequate consideration is given for the property, the present value of the annuity should equal the fair market value of the property transferred.  It is crucial to obtain proper valuation of the property, and the appraisal and the appraiser’s qualifications should be documented carefully.

3.  The value of the annuity is a function of the life expectancy of the annuitant and the prescribed interest rate.  The life expectancy to be used is published in Treasury Regulation section 1.72-9.  The interest is 120 percent of the federal midterm rate and is published monthly by the Service as required by Code section 7520.  Annuity factors reflecting these variables are published by the Service in Publication 1457.

4.  It is crucial that the transaction be unsecured.
  Also, a private annuity should not be used for transfer of property to an underfunded trust.

5.  Since the annuitant’s income is dependent on an unsecured agreement, the purchase of life and disability insurance on the transferee is advisable to provide peace of mind.  However, any insurance arrangements should be handled separately and not tied to, or even mentioned in, the private annuity agreement.

6.  A private annuity arrangement can be useful in an estate plan which utilizes a typical AB trust approach.  When property passes under the marital deduction from one spouse to the “A” trust, which gives the surviving spouse an income interest for life and a general power of appointment over the trust, the addition of this property to the surviving spouse’s estate may result in a sizeable increase in estate taxes.  A possible solution would be to transfer the property using a private annuity to the “B” trust, the beneficiaries of which are the children, or to transfer to family members.  This will effectively remove the value of the property from the surviving spouse’s estate so long as this spouse does not allow the annuity payments to accumulate.

V.  CONCLUSION


Both a SCIN and a private annuity can be used successfully in estate planning to remove transferred property from a person’s estate, as well as the future appreciation and income from the property.  A private annuity is a more conventional arrangement.  As seen from this outline, the rules governing private annuities are complicated but well-defined.  The SCIN, on the other hand, offers more possibilities for maneuvering.  However, this flexibility invites more challenge from the Service.


The analysis of whether to use a SCIN or a private annuity demonstrates that there are many factors, both tax and non-tax, that must be taken into account in estate planning.  From a tax standpoint, if an intra-family transfer is being contemplated, the effect on the family unit as a whole should be analyzed.  The private annuity is a time-honored arrangement that continues to be valuable when circumstances call for its use.  The SCIN as it has developed over the years, now has many attractive features.  Both techniques are excellent planning tools that deserve serious consideration.
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