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Sales: [rombetta
and Section 2036

BY MITCHELL M. GANS AND JONATHAN G. BLATTMACHR

1es

The Tax Court’s reasoning in a recent case calls for a new look at the
Supreme Court’s 1958 holding in Fidelity-Philadelphia interpreting Section
2036. The authors suggest that Fidelity-Philadelphia also must be taken
into account in determining the applicability of Section 2702 in the con-
text of installment sales and annuity transactions.

In Estate of Trombelta, TCM 2013-234,
the Tax Court held that Section 2036
applied to a private annuity transac-
tion between the decedent and her
grantor trust. As a result, the trust's as-
sets were incluclable in the decedenl's
gross estate. While the ultimate out-
come may be defensible, the court’s
reasoning is in some respects problem-
atic. The court's treatment of Fidelity-
Philadelphia Trust Co. v. Smith, 356 U.S,
274, 1 AFTR2d 2151 (1958), a land-
mark Seclion 2036 case, raises larger
questions about the estate tax (real-
ment of private annuity transactions,
as well as installment sales to grantor
trusts, at least where a guarantee is
used as an alternative to seed money.

TROMBETTA—BASICFACTS
The decedent, as part of larger estate
plan entered into a private annuity

transaction with her grantor trust2 In
exchange for rental real estate prop-
erties she contributed to the trust, she
received the right to reccive periodic
payments from the trust over a pe-
riod of 180 months. The present value
of the right to receive the periodic
payments was less than the FMV of
the property transferred to the trust.
The decedent reported the excess as a
taxable gift on her gift tax return for
the year in which the transaction was
consummated (i.e, she reported as a
gift the excess of the value of the
transferred property over the present
value of the right to receive the peri-
odic annuity payments).

The form of the transaction, ac-
cording to the Tax Court, was a trans-
fer with a retained interest, not a sale.
In its findings of fact, the court states
the trust agreement “provided that
decedent intended her retained inter-
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est in the properties to qualify as a
qualified interest under section 2702
(b)(1)"3 This provision was obviously
included in the instrument out of con-
cern that failure to salisfy the quali-
fied-interest exception in Section 2702
wouldl lrigger the gift tax zero-value
rules

Presumably driven by the same
concern, another provision prohib-
ited the trustee from accepting addi-
lional contributions of property3 Both
of these provisions are consistent with
a “transfer with retained interest” form.
In addition, in the course of discussing

antee. The trust, however, always had
sulficient funds on hand to make the
required paymentss

The trust instrument provided that,
il the trust's income was greater than
the annuity amount, the excess could
be accumulated or distributed in the
discretion of the trustees (the decedent
and her three children) to the dece-
dent. Under a state (California) statute,
the trustee's discretion was limited by
the decedent's needs for her health,
education, maintenance, and support?
though the decedent’s co-trustees
could, acting without the decedenl’s

« Whether the bona fide exceplion

to the section applied.s

Ruling for the IRS on all three is-
sues, the courl held that the trusts were
includable under Section 2036(a)(1).

The courl’s conclusion that the
decedent had relained the requisite in-
terest was based on its underlying
finding that there was an implied
agreement between the decedent and
her co-(rustees that she would con-
linue to enjoy the transferred prop-
erty after she conveyed it to the trust.
The court based this finding, in turn,
on three independent grounds.

the form of the transaction, the courl
emphasized that the transaction was
done with the decedent's grantor. trusl
and that the decedent had reported a
taxable gift in connection with the
funding of the trust.

The decedent, along with three of her
children, were designated as the trustees
of the trust. The three children person-
ally guaranteed the trust's annuity ob-
ligation, agreeing that “they would be
jointly and severally liable for any pe-
riodic paymentin the event that the an-
nuity trust lacked sufficient funds...”

During the trust’s operation, pay-
ments of the annuity were not always
made in accordance with the agree-
ment. On some occasions, the dece-
dent received less than the annuity
amount, and on other occasions she
received more to compensate for a
prior deficiency.

When the payment was less than
the annuity amount, the children did
not contribute money to the trust or
otherwise [urnish any funds. Indeed,
during the entire period of the trust's
existence, the three children did not
make any payments under their guar-

participation, make a discretionary
determination to distribute the excess
income to her free of the statutory
constraint.

The final fact relevant to the court's
analysis of Section 2036 relates to
mortgages encumbering the property
that the decedent had conveyed to the
trust. At the time of the consumma-
tion of the annuity transaction, the
decedent was personally liable on
these mortgages. The trustees ook
"subject 0" these mortgage and then
made interest and principal payments
on the mortgages.

THE TAX COURT’S REASONING
In concluding that Section 2036 ap-
plied, the court considered three sub-
sidiary issues:

+ Whether the decedent had re-
tained an interest within the
meaning of Section 2036(a)(1).

+ Whether the Supreme Court deci-
sion in Fidelity-Philadelphia and its
progeny in the controlling circuit
required the conclusion that no
such interest was retained.

MITCHELL M. GANS is a professor at Hofstra University School of Law in Hempstead, New York, an
adjunct professor at NYU School of Law, and Academic Editor of the ACTEC Journal JONATHAN G
BLATTMACHR is the author of five books and over 500 articles on estate planning and taxation. Both
have frequently written for THE JournaL. Copyright © 2014, Mitchell M. Gans and Jonathan G.

Blattmachr.
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First, the court pointed out that the
decedent played an important role in
management decisions regarding the
properly after it was transferred (o the
trust, finding that “the cotrustees gen-
erally acted on decedent's recommen-
dation! Based on this, the court con-
cluded that the decedent “retained de
facto control over the properties’

Second, the court made reference
to the provision in the trust instru-
ment authorizing the trustees to make
discretionary distributions of the
trust’s excess income (o the decedent.
Under this provision, the decedent as
trustee had a 50% vole, with her co-
trustees sharing the remaining vote.
Thus, while the decedent could not
unilaterally take a distribution, she
could decide o do so in conjunction
with one or more of her co-trustees.
In a cryplic passage, the courl appears
lo conclude that the state statute cited
by the estate—under which the dece-
denl's authority to participate in de-
ciding about distributions to hersell
was limited to her neceds for her
health, education, maintenance, and
support—was not relevant in the con~
text of Section 2036(a)(1).

Third, the court determined that,
because the property was conveyed
to the trustees "subject to” mortgages
on which the decedent was person-
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ally liable and because the trustees
made payments on the mortgages, the
trust's resulting discharge of the dece-
dent’s obligation was equivalent to the
decedent’s having retained an interest
in the trust.

Having decided that the decedent
had retained an interest under an
implied-agreement theory, the court
turned to the estate’s argument based
on Fidelity-Philadelphia (and the cases
applying it in the Ninth Circuit, the
circuit to which an appeal would lie).
The Tax Court rejected this argu-
ment, finding the children’s guaran-
tee irrelevant because they were
never called on to make payments
and because the decedent had in-
tended that the trust's income would
constitute the sole source for the an~
nuity payments.

Finally, the court had no difficulty
in resolving the bona fide consider-
ation issue. Relying on the fact that
the value of the property conveyed
to the trust exceeded the present
value of the right to receive the an-
nuity payments—evidence of which
was found in the decedent's gift tax
return, which reported the excess as
a gift—the court concluded that the
estate could not invoke the bona fide
exception in that the decedent failed
to receive adequate consideration.
The court found, moreover, that the
transaction was not done on an
arm’s-length basis given that it was
consummated without meaningful

negoliation and was a component in
the decedenl’s estate planning.

ANALYSIS

For practitioners who advise about
private annuity transactions and in-
stallment sales to grantor trusts, the
most important aspect of the Tax
Court’s decision in Trombella is its
treatment of Fidelity-Philadelphia. This
is particularly true for those who use
a guarantee, rather than seed money,
in order to navigate around the Sec-
tion 2036 risk. Fidelity-Philadelphia is
also important in ascertaining the
scope of Section 2702 as applied (o in-
stallment sales and annuity (ransac-
tions. Although there was no issue
concerning Section 2702 before the
court, the issue is one of concern to
practitioners who do these kinds of
transactions. In our opinion, Section
2702 should be understood to em-
body the same contours that the
Supreme Court embedded in Section
2036 in Fidelity-Philadelphia.

But before turning to Fidelily-
Philadelphia and the Section 2702 im-
plications, we first consider the other
issues specific to the Trombella trans-
action that the court found signifi-
cant.

Bona fide exception. First, the court
correctly determined that the dece-
dent's failure to receive adequate con-
sideration precluded the estate from
invoking the bona fide exception.®

This, of course, confirms the impor-
tance, from a planning perspective, of
making sure that full consideration is
received if it is anticipated that the es-
tate will need to invoke the bona fide
exception in order o negale Section
2036 inclusion.

This is not to say, however, that
failure to receive adequate considera-
lion is necessarily fatal. To the con-
trary, as long as the decedent did not
refain an interest in the transferred
property and as long as the annuity is
not deemed lo constitute such an in-
terest, Section 2036 should not apply
regardless of the adequacy of the con-
sideration the decedent received. Thus,
where the decedent received inade-
quate consideration, the estate will
need to persuade the court that, un-
der the contours of Fidelily-Philadelphia,
no interest was retained—which the
Trombetta estate failed to do.

Non-tax purposes. Second, in reject-
ing the estate’'s argument that the
transaction qualified for the bona fide
exception, the court refused to em-
brace the notion developed in family
limited partnership cases that the ex-
ception applies if the estate can de-
monslrate an appropriate non-tax
reason for forming the partnership.
After refusing to extend the partner-
ship line of cases, the court went on to
indicate that, in any event, the estate
could not eslablish a sufficient non-
tax reason given the tax-driven na-
ture of the transaction.

T = = e BEeS— ———— s ]

1 Among other things, the decedent created a quali-
fied personal residence trust described in Reg
25.2702-5

2 Use of a grantor trust is important from an income
tax perspective, Under Prop. Regs 110011() and 172-
6(e), any gain inherent in property transferred in ex-
change for the annuity must be recognized at the
time the transaction is consummated If, however,
the annuity transaction is done (as in Trombetta)
with a grantor trust, no gain should be recognized
See Rev. Rul. 8513, 19851 CB 184 (a transaction be-
tween the grantor and her grantor trust is ignored
for income tax purposes). Therefore, Mrs. Trom-
betta's use of a grantor trust made good planning
sense Nevertheless, from an estate tax perspective
the use of a trust creates the risk of Section 2036 in-
clusion in the decedent's gross estate, a fate suffered
by the Trombelta estate Had Mrs. Trombetta done
the annuity transaction with her children inslead,
the Section 2036 argument would not have been a
plausible one under Fidelily-Philadelphia, at least not
if the chitdren had sufficient resources to carry out
the annuity obligation

ESTATES, TRUSTS, & GIFTS

3 The RS sought a finding that the decedent did not ex-
ecute a contract of sale with the trust The estate, in
turn, argued that the contract was simply not pro-
duced in response to an RS subpoena. The court does
not address the question whether a contract of sale
had been executed. See IRS Proposed Finding of Fact
No, 57 in its opening brief ('Decedent did not execute
a sale docurment for the transfer of the Annuity Trust
Properties to the Annuity Trust Trans 170:4-77) Initsre-
ply brief, the estate objected to this proposed finding:
“The cited transcript reference simply states that the
contract for sale of Tierra Plaza or Black Walnut Square
was not included among the documents produced in
response to a subpoena isstied by Respondent.”

Under Section 2702(a), the value of a gift of a successor
interest (eg. a remainder) in a trust or similar arrange-
ment is determined by subtracting the value of the in-
terest the transferor has retained from the total value of
the property transferied. As a general rule, where the
section applies, the value of the interest retained is
deemed to be zero, causing the gift to be the entire
value of the property transferred. Under Section
2702(b). however, value is given for the retention of a
“‘qualified interesl” such as an annuity described in Reg
2527033)

IS
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5 See Reg, 2527023

6 In the Proposed Findings of Fact in its opening brief,
the IRS indicated that the estate had admitted that
this was the case

See Cal Prob Code section 16081(c}

Section 2036 does not apply to a transfer “in the case
of a bona fide sale for an adeguate and fuli consider-
ation in money or money’s worth”

@ ~

©v

An interesting question about the scope of the
bona fide exception in Section 2036 could arise if
the decedent had received inadequate consider-
ation in an arm's-length transaction that proved
lo be a had bargain. Compare Estate of Magnin,
184 F.3d 1074, 84 AFTR2d 99-5227 (CA-9,1999) (re-
fusing Lo apply the gift tax "ordinary course of
business” exception for purposes of the bona fide
exception in Section 2036) with Wheeler, 116 F.3d
749, 80 AFTR2d 97-5075 (CA-5,1997) (indicating
that. given that the gift tax and eslate tax are to be
construed in pari materia, the bona fide exception
should be available if the requirements of the gift
tax "ordinary course of business” exception are
satisfied)

|



To the extent that the court's
analysis implies that a transaction
could qualify for the exception based
on a showing of a non-tax reason
even if the decedent did not reccive
adequate consideration, it would ap-
pear to be wrong. Indeed, even in the
partnership cases, the presence of a
non-tax reason is insufficient if the
decedent did not receive adequate
consideration o

The courl’s analysis of the bona
fide issue is problemalic on another
ground. The opinion can be read as
suggesting that a lack of meaningful
negotiation or a finding that the trans-
action was tax-driven renders the ex-
ception unavailable. But if in fact the
decedent did receive full considera-
tion—even if there was no negotia-
tion—it would make no sense as a
policy matter to require inclusion un-
der Section 2036. To do so would re-
sult in a double inclusion: the value of
the consideration received by the
decedent would be included in the es-
tate along with the value of the asset
transferred by the decedent.

Section 2036(a)(1) vs.2036(a)(2). Third,
in analyzing the Section 2036 impli-
cations of the trustees' discretion (o
distribute excess income to the dece-
dent, the court conflated Section
2036(a)(1) with Section 2036(a}(2). The
Tax Court based its holding entirely
on Section 2036(a)(1), yet used Sec-
tion 2036(a)(2) principles in the
course of its analysis. While Section
2036(a)(1) can be invoked on the ba-
sis of an implied understanding that

JOTES
10 See, eq, Estate of Bongard, 124 TC 95 (2005) (ex-

plaining the need for a non-tax reason and the re-

quirement that the transferor receive "partnership in-
terests proportionate to the value of the property

transferred” in order to satisfy the adequate-consid-
eration prong of the analysis)

M it See also Reg 20 2036-1(c)()
12 5ee Byrum, 408 US. 125, 30 AFTR2d 72-581 (1972)

13 See eg, Jennings v. Smith, 161 F.2d 74,35 AFTR 1203
(CA-2.1947); Rev. Rul, 73143,19731 CB 407.

14 \wWhere a trust authorizes discretionary distributions to
the grantor and the grantor is one of the co-trustees,
it would seem that Seclion 2036(a)(2) couldt apply on
the theory that the grantor had the right, in conjunc-
tion with the co-trustees, to determine the identity of
the person who enjoys the trust's income. But, as in-
dicated in text, inclusion would be inappropriate if the
trustees’ discretion were circumscribed by an ascer-
tainable standard

15 Seealso Rev. Rul 2004-64, 2004-2 CB 7.¢f Rev. Rul. 76+
103.1976-1 CB 293
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is not legally enforceable,” Section
2036(a)(2) can be invoked only where
the decedent had retained a legally
enforceable right®2 Finding only an
implied understanding, not a legally
enforceable right, the courl’s options
were limited: Section 2036(a)(1) was
the only available provision. The
court nonetheless used Section 2036
(a)(2) principles.

In doing so, the Tax Court not only
erred in applying these principles in
the context of its Section 2036(a)(1)
analysis but also failed to acknowl-
edge an important case-law exception
under Section 2036(a)(2). In holding
that Section 2036(a)(1) applied by rea-
son of the trustees’ discretion with re-
spect lo excess income, the court em-
phasized that the decedent was a
co-trustee and could control distri-
butions to herself in conjunction with
the other trustees. While Section
2036(a)(2) does indeed contain an "in
conjunction with” principle—trigger-
ing application of the section where
the decedent retained the right to ex-
ercise control in conjunction with
others—there is no such principle in
Section 2036(a)(1).

Moreover, under the court-created
ascertainable standard exceplion, Sec-
tion 2036(a)(2) does not apply if the
instrument subjects the trustee’s dis-
crelion to a standard enforceable un-
der state law—an exception that is ir-
relevant in the context of Section
2036(a)(1).12 Even assuming Section
2036(a)(2) principles were relevant, the
state statute that circumscribed the

16 See L. Rul 200944002 (‘the truslee’s discretionary
authority to distribute income and/or principal to
Grantor, does not, by itself, cause the Trust corpus to
be includible in Grantor's gross estate under § 2036
We are specifically not ruling on whether Trustee’s
discretion to distribute income and principal of Trust
to Grantor combined with other facts (such as, but
not limited to, an understanding or pre-existing
arrangement between Grantor and trustee regard-
ing the exercise of this discretion) may cause inclusion
of Trust's assets in Grantor's gross estale for federal es-
late tax purposes under § 2036").

17 The courts have used a similar analysis in applying
Section 2036 in the family limited partnership cases
See, e.g. Estate of Thompson, 382 F.3d 367, 94
AFTR2d 2004-5764 (CA-3, 2004) (emphasizing, in
finding an implied understanding, that the decedent
had not retained sufficient assets to cover the cost of
living and the facl that distributions had been made
to the decedent when needed)

18 | Estate of Fabric, 83 TC 932(1984), there was a sim-
ilar failure to consistently make the required annuity

lrustees' discretion by an ascertainable

standard would have rendered that

provision inapplicable

Implied understanding. This is not to
say, however, that the trustees' discre-
tion with respect to excess income is
entirely irrelevant for Section 2036
(a)(1) purposes. Properly analyzed,
the trustees’ discretion certainly could
serve as a basis for finding an im-
plied understanding that distributions
would be made to the decedent. The
ascertainable standard imposed by
the statute does not preclude such a
finding—as indicated, there is no as-
certainable-standard exception under
Section 2036(a)(1).

But, in inferring the existence of an
implied agreement, the Tax Court
failed to point to the kind of evidence
typically cited by courts in support of
such an inference. The courl's infer-
ence, therefore, is of questionable va-
lidity. Andl it is particularly problem-
atic given the courl's conclusion that
the 1RS had proven the inference by
a preponderance of the evidence.

As indicated by the opinion in
Estate of Paxton, 86 TC 785 (1986), a trust
where the grantor is a permissible
(discretionary) beneficiary is subject
to inclusion under Section 2036(a)(1)
under one of two theories:

1. The decedent had an implied un-
derstanding that she would receive
distributions, or

2. Under state law, the decedent could
relegate her creditors to the trust®
Hence, if as a malter of stale law

the grantor's creditors cannot reach

payments Nonelheless, apphying Ninth Circuit prece-
dent, the Tax Court rejected the Service's Section
2036 argument. The court concluded that the dece-
dent had received full and adequate consideration,
obviating the need for it Lo reach the question
whether the decedent had retained a "string " In Trom-
betta, in conlrasl, the decedent reported Lhe trans-
aclion as part sale/part gift, enabling the court to con-
clude that the decedent had not recerved full
consideration and to then reach the string question

19 See Bigelow, TCM 2005-65, affd 503 F3d 955, 100
AFTR2d 2007-6016 (CAG, 2007)

See Rev. Rul 54-516,1954-2 CB 54

fFor the treatment of a wraparound mortgage in lhe
income tax conlext, see Hunt, 80 TC 126 (1983)

22 Tpe Regulations that seek to implement Crane do not
address the question whether a transferor who is per-
sonally lable on a mortgage must include the amount
of the underlying debt in amount realized where the
transferee takes subject to the mortgage. See Reg
11001-2

2

Q

2
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the trust's assels, inclusion under Sec-
tion 2036(a)(1) would be inappropri-
ate in the absence of an implied un-
derstanding.®

In Trombetta, the court did not con-
sider the question whether, under
state law, the decedent’s creditors
could have reached the (rust's assets.
As a result, the only basis for inclu-
sion on account of the trustee's dis-
cretion to make excess distributions
to the decedent would be an implied
understanding that such distributions
would be made.

In Paxton, in addition to concluding
that the grantor/decedent could have

annuity transaction will, perhaps, be-
come clear in future cases.

Impact of the encumbrance. Fourth,
the court’s conclusion that Section
2036(a)(1) applied by reason of the
mortgage encumbering the property
conveyed to the trust, while consistent
with other authorities and perhaps
correct, raises interesting questions.

As indicated, the decedent was
personally liable on the mortgage.
The trust took the property subject to
the mortgage and then made interest
and principal payments. In a prior
decision, the Tax Court had held, in
an opinion affirmed by the Ninth Cir-

discharging the parent's mortgage and
the child's securing his own morlgage
is a mere matter of form and therefore
not a compelling basis for distin-
guishing the two transactions,
Similarly, consider the conse-
quences if the child were to give the
parent a wraparound mortgage, rather
than taking subject to the parent's
mortgage, i.e, if the child gave the par-
ent a note in the amount of $100,000
along with a mortgage securing the
note, which “wrapped around” the
mortgage on which the parent re-
mained liable. In that event, it would
seem difficult for a court to conclude

relegated creditors to the trust, the
court found that there was an implied
understanding based on two factors.
First, actual distributions had been
made (o the decedent, and second, the
decedent had not retained sufficient
assets outside of the trust to cover the
cost of living. And in Skinner’s Lslale,
316 F2d 517, 11 AFTR2d 1855 (CA-3,
1963), another self-settled trust case,
the court concluded that there was an
implied understanding based on the
fact that trust income was regularly
distributed to the decedent.”

It would seem that the only un-
derlying facts in Trombetia that could
supporl a finding of an implied un-
derstanding—occasional distributions
in excess of the annuity amount®—
are not nearly as compelling as those
found sufficient for inferring an im-
plied understanding in Paxton or Skin-
ner. Moreover, unlike Trombetta, neither
Paxion nor Skinner was based on an
assumed premise that the IRS bore
the burden of establishing the implied
understanding by a preponderance of
the evidence.

Whether Trombetia should be read
as reflecting the court's greater willing-
ness to find an implied understanding
or whether, instead, the court’s finding
was influenced by its reaction to the

ESTATES. TRUSTS, & GIFTS

cuit, that the discharge of a decedent’s
obligation on a mortgage justified a
finding of a Section 2036(a)(1) re-
tained interest.®

Indeed, Reg. 20.2036-1(b)(2) pro-
vides that a decedent is deemed to
have retained such a string where in-
come or enjoyment of the transferred
property “is to be applied toward the
discharge” of the decedent’s obliga-
tions. Analogously, there is authority
lo the effect that, under Section 677,
the trust's discharge of the grantor's
obligation on such a mortgage trig-
gers granlor-trust status.2

But the question remains whether
this approach clevates the form of the
transaction over ils substance. Con-
sider, for example, a parent who
makes an outright gift to a child of
real estate having a value of $1 million
subject to a $100,000 mortgage. Has
the parent retained a Section 2036(a)
(1) string on account of the mortgage?
If the parent first paid off the mort-
gage and sold the property to the
child for $100,000 in cash, which the
child borrowed by placing his own
mortgage on the property, would the
result be different? It is difficult to
imagine how Section 2036(a)(1) could
apply in the latter case. And, yet, the
only difference between the child's

that the parent had retained the right
to have her debt discharged by the
trust® Yet the difference between the
child’s taking subject to the parent’s
mortgage or, instead, supplying his
own wraparound mortgage is again a
mere matter of form that, ideally,
should not affect the outcome.

For income tax purposes, it makes
no difference whether the transferee
discharges the transferor's mortgage
or instead pays the transferor with
borrowed funds obtained by mort-
gaging the property. Reflecting sub-
stance rather than form, the Regula-
tions, following the Supreme Court
decision in Crane, 331 US. 1, 35 AFTR
776 (1947), make clear that the trans-
feror is deemed to have the same
amount realized and therefore the
same amount of gain in both situa-
tions. In other words, whether the
transferee discharges the transferor’s
$100,000 morlgage or instead pays
cash by securing his own morlgage,
the transaction would be treated as a
part sale/part gift and the transferor
would be required to include the
$100,000 in amount realized 22

If substance were similarly empha-
sized in the analysis of Section 2036,
what would be the result? While a sale
for less than full consideration could

MAY 2014 @ JOURNAL OF TAXATION @
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not qualify for the bona fide exception,
Section 2036 could possibly be negated
nonetheless on the ground that, under
Fidelity-Philadelphia, the transferor
should not be treated as having re-
tained an interest in the transferred
property. As will be discussed, how-
ever, it is not entirely clear whether Fi-
delily-Philadelphia has any application in
the case of a part sale/part gift. We now
turn our focus to Fidelily-Philadelphia
and how, in our view, the Trombella
court failed to apply it properly.

Applying Section 2036
to an Annuity or Sale
In an annuity transaclion, Section
2036, on its face, does not make clear
whether it has any application. At first
blush, it would seem that the retention
of the right to receive a fixed sum over
time should not be treated as the re-
tention of the right to the income of
the transferred property or its posses-
sion or enjoyment within the mean-
ing of Section 2036(a)(1). After all,
while the income generated by the
transferred property will necessarily
fluctuate from year to year, a fixed an-
nuity payment does not depend on
the income generated or the perform-
ance of the transferred asset and does
not fluctuate over time.

On the other hand, one might con-
tend that, as a matter of substance

over form, a person who makes a
transfer of $20 while retaining the right
to receive $1 per year for a designated
period of years where it is anticipated
that the asset will generate a return of
5% ($1 per year) should be treated as
having retained something that is
roughly equivalent (o the income to
be generated by the $20 during the
designated period. The difficulty, how-
ever, with the substance over form ap-
proach is that, if not limited, it could
make any sale in exchange for a series
of future payments potentially subject
to Section 2036(a)(1).

For example, if an individual sold
an asset to his daughter, or to a trust
for her benefit, in exchange for an in-
stallment note and then died before
the note was fully discharged, such a
broad application of Section
2036(a)(1) could result in disregard-
ing the sale and the asset's inclusion in
the decedent's gross estate (assuming
the requirements of the bona fide ex-
ception were not satisfied), even if the
daughter or the trust had substantial
independent resources with which to
make payment on the note.

The Fidelity-Philadelphia principle. [n
Fidelity-Philadelphia, the Supreme Court
sought o create a principle that could
be used in distinguishing between a
sale (or exchange), on the one hand,
and a transfer where the transferor re-

23 The Court stated in fn. 8 "Where a decedenL, not in
contermplation of death, has transferred property to
another 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 es-
(ate of the decedent [Citing Eslate of Bergan, 1 TC 543
(1943), acq. Security Trust & Savings Bank, Trustee, 11
BTA 833 (1928); Johnson, 10 BTA 411 (1928); Hirsh, 35
F2d982,8 AFTR 9812 (Ct C1,1929); cf Welch v. Hall, 134
F.2d 366,30 AFTR 1134 (CA1,1943)] In these cases the
promise is a personal obligation of the transferee, the
obligation is usually not chargeable to the transferred
praperty, and the size of the payments is not deter-
mined by the size of the actualincome from the trans-
ferred property at the time the payments are made”
Rev. Rul. 77193,1977-1 CB 273

See Hatcher and Manigault, “Using Beneficiary Guar-
antees in Defective Grantor Trusts,” 92 JTAX 152
(March 2000)

The applicability of Lhe Fidelity-Philadelphia principle
in the context of a sale to a trust, as opposed to an in-
dividual, has not been cuestioned The Trombetta court
unhesitatingly assumed its pertinence See also Ray,
762 F.2d 1361,56 AFTR2d 85-6496 (CA-9,1985); Estate
of Becklenberg, 273 F.2d 297.5 AFTR2d 1821 (CA7,1959)
As noted in the text, above, the courl concluded the
bona fide exception to Section 2036 did not apply be-
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cause the decedent lransferred greater value to the
trust than the value of the annuity, If. however, the
transfer to the trust actually was two transfers (one for
annulity streams and equal to the value of that stream,
and a second, separate transfer as a gift to provide
the seed capital), then perhaps the bona fide excep-
tion should apply.

See TD 9414, 7/14/08 (indicating that, in order to
constitute a sale as opposed to a transfer with a re-
tained interest, there must be a transaction “be-
tween two parties, each of whom is the owner of a
property interest before the sale”) See generally
Blattmachr, Gans, and Zeydel, “Final Regulations on
Estate Tax Inclusion for GRATs and Similar Arrange-
ments Leave Open Issues,” 109 JTAX 217 (Oclober
2008)

29 See Halcher and Manigault, supra note 25
3

3
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See Eslale of Fabric, supra note 18

The court apparently found troubling the trust's failure
to make the annuily payments to the decedent as re-
quired under the agreement. Although the court
made no reference to it, in the context of a charitable
remainder trust, a similar failure enabled the IRS to
successfully challenge the original treatment of the
transaction (ie, a charitable deduction for the value of
the remaincler was denied) See Estate of Atkinson,
115 TC 26 (2000), affd 309 F.3d 1290, 90 AFTR2d
2002-6845 (CAN, 2002),

tains the right to receive fixed pay-
ments that in substance is equivalent
to the retention of the right to receive
income, on the other. The Court indi-
cated that, if three conditions are sal-
isfied, the transaction should be
viewed as a sale and the decedent
should not be treated as having re-
tained a Section 2036(a)(1) string:

1. The obligation to make payments
to the decedent is not chargeable
to the transferred property.

2. The obligation is the transferee’s
personal obligation.
The amount of the payments (o be
made to the decedent is not de-
pendent on the actual amount of
income generated by the trans-
ferred property.2s
IFany of these conditions is not sat-
isfied, however, the implication is that
the decedent should be treated as hav-
ing retained a Section 2036(a)(1) inter-
esl, leading to inclusion of the trans-
ferred asset in the gross estate unless
the bona fide exceplion is available, Tt
is worth noting that while the Supreme
Court formulated this principle in the
context of discussing an annuity trans-
action, the IRS has indicated that it ap-
plies to installment sales as well Con-
sequently, in an installment sale, as
long as the Fidelity-Philadelphia criteria
are satisfied, Section 2036 should not
apply, even if the decedent died before
the note was fully discharged and even
if the bona fide exception could not be
satisfied (because for example, the es-
tate could not demonstrate that the
decedent had received full and ade-
quate consiceration).

Seed money under Fidelity-Philadel-
phia. Although practitioners may not
fully appreciate it, the notion that seed
money is necessary in the event of an
installment salez (o a trust in order to
avoid inclusion under Section 2036
stems from the Fidelily-Philadelphia
principle. In other words, if the trust
has sufficient seed money, the princi-
ple’s three conditions are satisfied:

1. The installment obligation is not
chargeable solely to the transferred
property but to the seed money as
well; '

2. The obligation can be viewed as
the personal obligation of the trust

W
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in the sense that it can be paid

from the trust's other assels; and
3. Because the amount of the install-

ment obligation is fixed and the
seed money can be used in dis-
charging the obligation, it is not
dependent, or at least not entirely
dependent, on the amount of in-
come actually generated by the as-
set sold (o the trust.

Hence, it seems that, by reason ol
Fidelity-Philadelphia, if the trust has ad-
equate additional property, no estate
tax inclusion should occur on ac-
count of an annuity or installment
obligation owed to the decedent2s But
what if the additional property is con-
tributed to the trust in conjunction
with the consummation of the annu-
ity or installment sale transaction?

question, effectively concduding that
the gift portion of a part sale/part gift
transaction cannot be treated as cre-
ating the requisite seed money,

The Service had taken the same
view on the seed money question in
a technical advice memorandum. In
TAM 9251004, the donor transferred
stock to a trust in exchange for an in-
stallment note. The value of the stock
being in excess of the amount of the
nole, the transaction constituted a part
sale/part gift. The TAM reasoned thal,
because the trust had no other assets,
it would have to use dividends to be
earned on the stock in order to make
payments on the note. It concluded
that the decedent had retained a Sec-
tion 2036(a)(1) string, implicitly find-
ing that the portion of the stock con-

ity payments.?® In fact, as indicated,
the annuity transaction in Trombella
was structured in that fashion. The
personal-guarantee approach also
stems from Fidelity-Philadelphia. Indeed,
in Securily Trust & Savings Bank, Truslee,
L1 BTA 833 (1928), one of the cases
citecl by the Supreme Court in Fidelity-
Philadelphia in support of the criteria it
articulated, a guarantee was used.
The apparent rationale is that, with
a guarantee, the obligation is not
chargeable solely to the transferred
property but can be enforced against
the guarantor; the guarantor has a
personal obligation; and the pay-
ments are not a function of the actual
income generated by the transferred
asset in the sense that they will be
made, withoul regard to the actual in-

For example, in Trombelta the dece-
dent had contributed property (o the
trust having a value in excess of the
present value of the annuity obliga-
tion undertaken by the trust in the ex-
change. In effect, the (ransaction was
a part sale/part giftz The question is
whether the gift portion can be reated
as seed money in order to establish
compliance with the Fidelity-Philadel-
phia criteria.

Or is it, perhaps, more appropri-
ate to require that the seed money be
contribuled to the trust in an unre-
lated, earlier transaction? Similarly, in
the case of a conveyance (o a trust
where the (rust takes property subject
to a mortgage on which the decedent
is personally liable and where the
value of the property is greater than
the mortgage, the resulting part
sale/part gilt raises the same seed-
money question.

Unfortunately, the Fidelity-Philadel-
phia Court did not address this ques-
tion. It would appear that Trombella
has now supplied an answer to this
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stituting a gift to the trust could not
serve as seed moncy.

As a result, the TAM, as well as
Trombeila, appears to conclude that the
gift portion of a part sale/part gift
transaction does not establish seed
money for purposes of Fidelity-Philadel-
phia—though neither the TAM nor
Trombetia explicitly analyzes the issue
in these terms.

Given the TAM and, now, Trombella,
practitioners who rely on seed moncy
in order to negate the Section 2036
risk, when doing an installment sale
or annuity transaction, need to make
sure that the money is contributed to
the trust prior to consummaling the
transaction. And, of course, in order to
avoid an IRS argument based on the
step transaction doctrine, the money
should not be contributed to the trust
on the eve of the transaction.2s

Personal guarantees under Fidelity-
Philadelphia. As an allernalive to seed
money, some practitioners use a per-
sonal guarantee of the trust's obliga-
tion to make the installment or annu-
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come, by the guarantor if necessary. In
short, the guarantee lends credence o
the view that the transaction consli-
tutes a sale as a malter of substance.

Compliance with the Fidelity-
Philadelphia criteria should certainly
require that the guarantee be bona
fide. Therefore, if the guarantor does
not have the economic wherewithal
with which to salisfy the guarantee, it
might be ignored.2e But if the guaran-
tor has the ability to discharge the ob-
ligation and intends to honor the
guarantee, it should be sufficient to
preclude a finding that the annuity or
installment note conslitules a retained
string that could trigger estate tax in-
clusion under Section 2036(a)(1).

In Trombetiu, the Tax Court ap-
peared to ignore this aspect of Fidelity-
Philadelphia. It concdluded that, because
the decedent’s children who provided
the guarantee did not in fact make
payments on the obligation, the guar-
antee should not be taken into ac-
count. This makes no sense under the
facts of the case.




To be sure, had the trust failed to
make annuily payments because it
had insufficient assets and had the
guarantors nevertheless failed to
make payments on their obligation,
disregarding the guarantee on the
ground that it lacked substance might
well have been the correct outcome.
But, as the IRS conceded, the trust al-
ways had sufficient resources on
hand with which to make payment
of the annuity® As a result, there was
no practical need for the guarantors to
make payment. If the Trombetta court's

suggested, it is not clear whether the
gift portion in such a transaction can
serve as seed money for Fidelity-
Philadelphia purposes. Assuming it
cannot, the question remains whether
the presence of a guarantee can
nonetheless eliminate the Section
2036(a)(1) string.

To illustrate, assume that the dece-
dent had sold an asset with a value
of $100 to the trust in exchange for a
note for $60. If it is assumed that the
$40 gift portion cannot serve as seed
money and that there is no other seed

The court also indicated that the
substance of the transaction in Ray
was consistent with the chosen form
in that the amount of the annuity
closely approximated the trust’s antic-
ipated income. In the course of distin-
guishing its decision in LaFargue, 689
F2d 845, 50 AFTR2d 82-5944 (CA-9,
1982), a case involving Section 677 (an
income tax provision), the court inti-
mated that the grantor’s continuing
control over the transferred asset was
more consistent with a retained-inter-
est transfer than with a sale,

analysis of the guarantee is correct, no
guarantee will ever be effective in
negating Section 2036 where the trust
makes the required payments on a
timely basis and the guarantor’s obli-
gation is therefore not triggered—a re-
sult that cannot be squared with Fi-
delity-Philadelphia.

In short, the Trombetla court fails to
appreciate that Fidelity-Philadelphia fo-
cuses on the transaction at inception.
It does not require, or permit, a post-
death retroactive inquiry into the ac-
tual operation of the transaction. For
example, if the guarantor had sub-
stantial resources al inception but
then suffered an unanticipated eco-
nomic loss and was, therefore, unable
lo make payments on the guarantee,
this should not lead to the conclusion
that the decedent had retained an in-
terest. Indeed, if the court's approach
were correct, every annuily transac-
tion or installment sale would be vul-
nerable to an IRS string argument if,
as in most instances, the primary
obligor makes the payments and there
is no need for the guarantor to dis-
charge the obligation.

Finally, Trombetia presented an in-
teresting fact pattern in that it in-
volved a part sale/part gift in con-
junction with a guarantee. As

money in the trust, it would seem that
the Fidelity-Philadelphia criteria could
nonetheless be satisfied by a guaran-
tee of the note. Concededly, Fidelily-
Philadelphia does not explicitly address
the effect of a guarantee in the context
of a part sale/part gift. But, given the
Court's logic, it would seem that the
effectiveness of a guarantee should
not be undermined merely because
the price at which the asset was sold
was less than its value

The Ninth Circuit Approach

Perhaps because Trombella is appeal-
able to the Ninth Circuil, the Tax
Court focused on precedent in that
circuit, in particular on Ray, 762 F2d
1361, 56 AFTR2d 85-6496 (CA-9,
1985).

In Ray, the decedent transferred
property (o a lrust and retained the
right to receive an annuity. The court
held that the decedent had retained
an interest sufficient to result in Sec-
tion 2036 inclusion. In reaching that
conclusion, the Ninth Circuit em-
phasized that the decedent had cho-
sen the form of a transfer with a re-
tained interest, rather than a sale:
"Nothing in the record indicates that
the parties intended a sale in ex-
change for an annuity!
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After concluding that Ninth Circuit
precedent suggested that the decedent
should be viewed as having retained
a Section 2036(a)(1) interest, the Ray
court turned to the estate’s argument
that the Fidelily-Philadelphia principle
should preclude this outcome. The
court rejected the estate's argument on
the ground that the obligation to
make payments to the decedent was
chargeable solely to the transferred
property. Although the court does not
elaborate, it would seem that the
Ninth Circuit would have reached a
different conclusion had the trust
been funded with adequate seed
money or had the trust’s obligation
been guaranteed s

Given the Ray estate’s inability to
bring itself within the Fidelity-Philadel-
phia criteria, the court did not need to
further consider the estate’s argument.
It nonetheless went on to reiterate in
this context that the annuity amount
was designed to approximate the
trust's expected income, a fact that in
the court's view cut against the estate’s
argument.

The Trombetta court's analysis is
problematic in three respects. First,
Trombella fails to clarify sufficiently the
relationship between the Fidelity-
Philadelphia criteria and the various
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factors ciled by the Ray court. For ex~
ample, Trombella fails (o make clear
whether compliance with the Fidelity-
Philadelphia contours can negate Sec-
tion 2036 inclusion even where the
annuity amount is equal to the trust’s
anticipated income—or, conversely,
whether inclusion can be avoided be-
cause the annuity amount bears no
relationship to anticipated income
even if the Fidelity-Philadelphia criteria
are not satisfied. This failing is not,
however, of the Trombelta court's own
making; Ray itself was not entirely
clear on this issue. Nevertheless, given
the structure of the Trombelta opinion,
as well as the structure of the Ray
opinion itself, it would seem that both
courts contemplate that an estate can
defeat a linding of a retained Section
2036(a)(1) string if either it satisfies the
Fidelity-Philadelphia criteria or there is
no relationship between the annuity
amount and anticipated income.
Second, in focusing on the rela-

tionship between the annuity amount,

and anticipated income, Trombella, as
well as Ray, gives relevance—although,
as indicated, how much relevance is
not clear—to an artificial factor that s
at odds with the Fidelity-Philadelphia
criteria. If, for example, there is no
seed money in the trust and no guar-
antee provided, Fidelily-Philadelphia
contemplates that, based on its sub-
stance, the transaction should be

treated as a transfer with a retained
interest rather than a sale. But if a tax-
payer can defeat Section 2036 inclu-
sion in these circumstances through
the simple expedient of fixing the
annuity amount so that it bears no
relationship to expected income, the
criteria established in Fidelily-Philadel-
phia for making the distinction on the
basis of substance becomes vulnera-
ble to a manipulation of the transac-
tion’s form.24

Third, the Trombetta court's empha-
sis on the decedent's continuing role
in the management of the property
after the consummation of the annu-
ity transaction—a [actor also cited by
the Ray courts—is inconsistent with
Byrum, 408 U.S. 125, 30 AFTR2d 72~
5811 (1972). In Byrum, the Supreme
Court rejected the Service's argument
that Section 2036 should apply on the
basis of the decedenl’s ability to' con-
trol management-type decisions3s As
a result, to whatever extent a role in
management may be relevant for in-
come tax purposes under Section 677,
as suggested by Trombetta as well as
Ray, it should play no role in the Sec-
tion 2036 context.

Section 2036 Regulations

and Annuity Transactions

In 2008, the Regulations under Sec-
tion 2036 were amended to provide
guidance on the section’s application

where the grantor of a grantor re-
tained annuity trust (GRAT) dies dur-
ing the term of the annuity3” The Pre-
amble to TD 9414, 7/14/08, sceks Lo
distinguish between a sale, on the one
hand, and a transfer with a retained
interest, on the other—or, in the words
of the Preamble, between a "bona fide
sale” and "the retention of an annuity
interest in property transferred! Echo-
ing the Fidelity-Philadelphia criteria, but
withoul citing to it, the Preamble sug-
gests that the hallmark of a sale is an
agreement between two parties where
each brings his or her own property
to the negotiating table.

Clearly, in a GRAT, only the grantor
supplies property. The trust has no
resources other than the property
contributed by the grantor. Under
the Regulations, therefore, a GRAT
is treated as a transfer with a retained
interest, not a sale, and Section 2036
applies where the grantor dies during
the annuity term. In sharp contrast,
in an installment sale or an annuity
transaction where the trust has suffi-
cient seed money or someone pro-
vides a guarantee of the trust’s obliga-
tion, the transaction should be viewed
as a sale and therefore not subject to
Section 2036, whether examined from
the vantage point of the Preamble or
Fidelity-Philadelphia.

The Preamble does not seek to
overrule Fidelity-Philadelphia. To the

32 Therealsois a seed-money issue under Reg, 257520+
3 The Regulation requires, for an annuity transaction
with a trust, that the trust have sufficient assets to pay
the annuity until the annuitant reaches the age of 110.
If the trust does not have sufficient resources to meet
this requirement, the value of the annuity is reduced
to reflect the trusl’s impaired creditworthiness, re-
sulting in a taxable gift. Two alternatives are available
in order to prevent a taxable gift from occurring at
the time the annuity transaction is consummated: (1)
make the sale Lo a trust thal has other resources, per-
haps based on a contribution previously made toit; or
(2) have the trust’s annuity obligation guaranteed by
the trusts's beneficiaries or some other third party
with sufficient economic wherewithal to make the
payments if necessary. Either one of these alterna-
tives should, in addition to preventing a taxable gift,
satisfy the Fidelity-Philadelphia criteria The extent to
which using a guarantee in lieu of "seed capital” may
increase Lhe risk of adverse estate, gift, or generation-
skipping transfer tax consequences seems undevel-
oped and. therefore, uncertain

Under a third alternative, a contribution of additional
resources could be made to the trust at the time the
annuity transaction is consummated. While this al-
ternative will satisfy Lhe sufficient-resources reguire-
ment irt the Regulation, it may, after Trombetta, be in-
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sufficient to satisfy the Fidelity-Philadelphia criteria
And, of course, the contribution of the additional re-
sources would constitute a taxable gift

Bul see Reg 257520-3(b)2)(0), discussed in note 32,
supra

In Fidelity-Philadelphia, the Supreme Court indicated
that if the payments to the decedent are determined
by the trust's actual income, the decedent should be
viewed as having retained a Section 2036(aX1) string
So, for example, if the annuity payment is to be made
only if the asset transferred to the purchaser gener-
ates sufficient income, the Fidelity-Philadelphia crite-
ria cannot be satisfied. See Estate of Hurford, TCM
2008-278 (applying Section 2036 to a private annu-
ity where the estate conceded that the purchasers of
family limited partnership units did not have the eco-
nomic ability to make the annuity payments and that
it was intended that money would be withdrawn from
the partnership Lo enable them to pay the annuity
amounl) But if the purchaser has the economic
wherewithal to make the payments irrespective of
the income generated—as where the trust's obliga-
tion is guaranteed or the trust has sufficient seed
money—the amount of anticipated income to be
earned by the trust and its relationship to the amount
of the annuity should be irrelevant

3.

w
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What if there is insufficient seed money and no guar-
antee, making it impossible for the estate to satisfy
the Fidelity-Philadelphia criteria? Is it possible for the
estate to nonetheless argue against a Section
2036(a)(1) string by showing that there was no math-
ematical relationship between the anticipaled income
and the amount of the annuity? As suggested in the
texl, the Ray court appeared witling to accept such
an argument, But it is valuable to distinguish this ar-
gument from the Fidelity-Philadelphia Courl’s point
about the relationship between income and annuity.
Whereas Fidelity-Philadelphia focused on the rela-
tionship between the annuity and actual income, the
Ray court’s focus is on the relationship between the
annuity and anticipated income.

35 See also Estate of Hurford, supra note 34 (citing the
decedent’s continuing role in management in con-
cluding that Section 2036 applied in the context of a
private annuity)

36 See Byrum, supra note 12 (‘At the outset we observe
that this Court has never held that trust property must
be included in a settlor's gross estate solely becadse
the settlor retained the power to manage trust as-
sels”); see also Rev. Rul 81115, 19811 CB 457.

37 See note 28, supra

~
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conlrary, as suggested, it adopts, in
essence, the same framework. Thus,
having found that the estate failed to
satisfy the Fidelily-Philadelphia criteria,
the Trombetla court's conclusion would
not have been altered had it consid-
ered the Preamble.

Section 2702 and Section 2036
Section 2702 provides that, in the
case of cerlain transfers to a family
member, any retained interest is
deemed as a general rule to have a
value of zero. The section was de-
signed, in large part, to prevent a
transferor from claiming that the re-
tention of an income interest resulted
in the reduction in the amount of the
taxable gift—a reduction that was at
the core of the pre-Section 2702
grantor retained income trust (GRIT)
strategy .2

Under an important exception for
what is referred to as a "qualified in-
terest a transferor who retains the

duce the amount of the taxable gift by
the present value of the annuity?

While neither the text of Section
2702 nor the Regulations address this
question, it would seem that Congress
intended the section to have a limited
scope: largeting transfers with a re-
tained interest like a GRIT but not
sales in exchange for a private annu-
ity. Prior to the enactment of Section
2702, as discussed, the Supreme Court
in Fidelity-Philadelphia had considered
the same question—whether such a
sale should be treated in the same
fashion as a transfer with a retained
interesl—for purposes of Section 2036.
As indicated, the Court concluded
that, if certain criteria are satisfied, the
transaction should be treated as a
sale, not as a transfer with a retained
interest, and therefore not subject to
Section 2036.

In enacting Section 2702, Congress
used the same concepts of “transfer”
and "retention” that are employed in

Moreover, if the distinction made
by the Court in Fidelily-Philadelphia
were ignored in the context of Section
2702, the section would have an ex-
pansive and therefore problematlic
scope. It potentially could apply to
any installment sale—just as Section
2036 would be applicable to install-
ment sales in the absence of the Fi-
delity-Philadelphia distinction 4 The sec-
tion, therefore, should be read as
incorporating the distinction.

Nonetheless, as a matter of cau-
tious drafting, it would seem prudent
to assume that a sale in exchange for
a private annuity may be within the
scope of Section 2702. After all, if the
IRS were to argue successfully that the
Fidelity-Philadelphia distinction did not
apply in this context, a failure to in-
clude in the trust instrument provi-

“sions making it compliant with the

Regulations under Section 2702 could
resull in severe gift tax consequences:
the annuity would be deemed to have

right (o receive an annuity can reduce
the amount of the taxable gift by the
present value of the annuity provided
certain special rules contained in the
Regulations are satisfied. The Code
section, as well as the Regulations,
contemplate that it will apply where
an interest is retained in connection
with a transfer, as with a GRIT.

But what if the transaction is struc-
tured as a sale in exchange for a pri-
vale annuity? Does Section 2702 ap-
ply? Put differently, must the special
rules in the Regulations be satisfied in
the case of such a sale in order fo re-

o7
38 See Gans, "GRITs, GRATs and GRUTs: Planning and

Policy” 11 Va. Tax Rev. 761 (1992)

39 Gee Merrill Lynch, Pierce, Fenner & Smith Inc. v Dabit,
547 US. 71(2006) (And when judicial interpretations
have settled the meaning of an existing statutory pro-
vision, repetition of the same language in a new
statute indicates, as a general matter, the intent to in-
corporateits . . judicial interpretations as well” (inter-
nal quotation marks omitted))

Section 2036, Given that Congress
enacted Section 2702 against the
backdrop of Fidelity-Philadelphia and
used the same key concepts, the sec-
tion should be read in a similar fa-
shion: no application if the criteria
established by the Fidelity-Philadelphia
Courl for treating a lransaction as a
sale in exchange for an annuity are
satisfied. For where Congress uses
language or concepts in an amend-
ment that have a well-ingrained
meaning, Congress is to be under-
stood as intending the amendment
to incorporate that meaning3®

40 See Rev. Rul 77193, supra note 24 (applying Fidelity-
Philaclelphia in concluding that Section 2036 does
not apply to an installment sale)

M See note 23, supra (Fidelity-Philadelphia, fn. 8, citing
with approval Security Trust & Savings Bank, Trustee,
in which the transaction was (ound to be a sale, not a
retained annuity, based on a guarantee)

42 See Regs. 25 2702-3(bX5) and -3(dX5)

236 @® JOURNAL OF TAXATION ® MAY 2014

a value of zero. Consequently, as will
be discussed, it would make sense to
include, as the drafter did in Trombeita,
prohibitions designed to make the
trust compliant with the Section 2702
Regulations. But, in using the retained
annuity form, the question becomes
whether the drafter in Trombella may
have erred in terms of increasing the
risk of Section 2036 inclusion, a sub-
ject to which we now turn.

Reconsidering Section 2036

and Fidelity-Philadelphia:

Does Form Matter?

In Trombetia, as suggested, the decedent
designed the transaction as a transfer
with a retained annuity rather than as
a sale in exchange for the annuity. The
trust instrument affirmatjvely pro-
vided that the decedent retained the
annuity within the meaning of Section
2702. The drafter apparently chose this

ESTATES, TRUSTS, & GIFTS




form based on a concern about trig-
gering the Seclion 2702 zero-value
rule—structured as a retained interest,
the annuity was within the scope of
the section, but the zero-value rule
was negaled by including necessary
provisions in the trust instrument that,
in accordance with the underlying
Regulations, produce this effect.

While the drafter's decision to use
the retained annuity form in Trombelta
is understandable given the concern
aboul Section 2702, it may not have
been necessary. Even more problem-
atic, the usc of this form may have the
effect of increasing the risk of Section
2036 inclusion of the trust's assets in
the decedent's gross estate.

In terms of increasing Section 2036
risk where the retained annuity form
is used, consider again Ray. In Ray, the
decedent transferred assets to a trust
while retaining the right to reccive an
annuity. [n holding that Section 2036
applied, the court pointed to the fact
that the decedent had chosen this
form, as opposed (o selling the asselts
to the trust in exchange for the annu-
ity. Although the court did not indi-
cate that the taxpayer's chosen form
was dispositive, the court’s willingness
to give some weight to this factor is
not surprising,

After all, as a general matter, a fax-
payer who chooses a form that leads
lo an adverse tax result is not permil-
ted to argue that the form should be
disregarded in favor of the substance of
the transaction. Under the Supreme
Court's decision in National Alfalfa De-
hydrating & Milling Co,, 417 U.S. 134, 33
AFTR2d 74-1347 (1974), only the IRS is
permitted to make a substance over
form argument. Although the Ray
court did not cite it, the court’s unwill-
ingness to allow the estate to disavow
the form chosen by the decedent is cer-
tainly consistent with Nafional Alfalfa.

After dispensing with the estate's
argument that the chosen form
should be disregarded, the Ninth Cir-
cuit went on to address the eslate’s ar-
gument based on Fidelity-Philadelphia,
It also found this argument wanting,
concluding that the annuity obliga-
tion was in fact chargeable solely to
the asscts the decedent had transferred
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PRACTICE NOTES

As a matter of cautious drafting, it would seem prudent to assume that a sale in ex-
change for a private annuity may be within the scope of Section 2702. After all, if the
IRS were to argue successfully that the Fidelity-Philadelphia distinction did not apply
in this context, a failure to include in the trust instrument provisions making it com-
pliant with the Regulations under Section 2702 could result in severe gift tax conse-
quences: the annuity would be deemed to have a value of zero. Consequently, it would
make sense to include, as the drafter did in Trombetta, prohibitions designed to make
the trust compliant with the Section 2702 Regulations. In using the retained-annuity
form, however, the question becomes whether the drafter in Trombetta may have
erred in terms of increasing the risk of Section 2036 inclusion.

to the trust. The trust contained only
the assets that the decedent had con-
tributed to it at the time the annuity
transaction was consummated, and
no one had guaranteed the payment
of the annuity to the decedent.

Having rejected the Fidelity-Philadel-
phia argument, the Ninth Circuit in
Ray had no need to examine more
carefully the relationship between the
use of the retained annuity form and
Fidelity-Philadelphia. That is, the court
did not need to consider whether Sec-
tion 2036 inclusion could be negated
by satisfying the criteria in Fidelily-
Philadelphia in circumstances in which
the decedent had used the retained
annuity form.

Consider whether the court in Ray
might have come to a different con-
clusion if, as in Trontbetla, the trust's
annuily obligation had been guaran-
teed by a third party. It would seem
that, notwithstanding the use of the
retained annuity form, Section 2036
should not apply in such a case. For,
in accordance with Fidelity-Philadelphia,
the use of a guarantee establishes that,
in substance, the transaction is in the
nature of a sale4

This conclusion should not be al-
tered merely because the decedent had
used the retained annuity structure
rather than a sale format if, as a mat-
ter of substance, under the Fidelity-
Philadelphia criteria the transaction is a
sale. Indeed, in establishing the criteria
for distinguishing a sale from a re-
tained annuity, the Fidelity-Philadelphia
Court sought to dlarify the substan-
tive differences between the two and
could not have contemplated that the
use of the retained annuity structure
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would be determinative even if the
substantive criteria articulated by the
Court for treating the arrangement as
a sale were otherwise satisfied. None-
theless, given the lack of clarity about
how to resolve the possible tension
between Fidelily-Philadelphia and Na-
lional Alfalfu, using the sale form would
appear (o be the safer approach.

If the sale approach is used, how-
ever, whal about the risk of triggering
the Section 2702 zero-value rule, a risk
that obviously drove the drafter in
Trombetla to use the retained annuity
form? It would seem that, if the trust
instrument contains the necessary
provisions to make it compliant with
the Regulations under Section 2702,
the zero-value rule should be inap-
plicable even if the sale form is used.
So, for example, the instrument
should prohibit additional contribu-
tions and commutation.42 With the
necessary prohibitions included in the
instrument, there should be no risk of
triggering the zero-value rule simply
because the sale format is used.

Simply put, there is no requirement
in the Section 2702 Regulations that
the retained annuity form be used in
order to negate the zero-value rule.
Therefore, the use of the retained an-
nuity form in Trombetta would appear
to have been an error, having in-
creased the risk of Section 2036 inclu-
sion out of a concern about a nonex-
Istent Section 2702 risk.

CONCLUSION .

Whether or not the Trombella courl's
reasoning or ultimate conclusion is
correct, the decision offers some cau-
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tionary lessons for praclitioners who
do private annuity or installment sales
transactions.

First, as the cstate planning com-
munity is well aware, where a trust is
used as the purchasing vehicle, the
risk of Seclion 2036 inclusion of the
assels held by the trust must be con-
sidered. A common approach used in
order to defeat a retained-string ar-
gument is to fund the trust with seed
money. Trombelia can be read (o sug-
gest that where seed money is used, it
should not be contributed to the trust
in connection with the sale, bul rather
in an earlicr, unrelated transaction.

Another approach involves the use
ol a guarantee. While this is an al-
tractive alternative—enabling planners
to sidestep the question ol how much
sced money is necessary and whether
it was limely contributed—the Troni-
betta court's hostility is of concern, Af-
ter all, in most cases the guarantor is
never called on to make payment. If,
as Trombella suggests, this serves as a
basis for finding the retention of a
Section 2036(a)(1) string, few lransac-
tions using a guarantee will be up-
held. The courl's reasoning in terms
of this issue is difficult to reconcile
with Fidelity-Philadelphia, but its hostil-
ity may deter some praclitioners from
using the guarantee approach.

Second, whether the transaction is
casl as a sale or as a transfer with a re-
tained interest should not be determi-
native as long as it complies with the
Fidelity-Philadelphia criteria. For exam-
ple, even if the ransfer with a retained
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interest form is used, the presence of
a guarantee should preclude a find-
ing of a retained string. But given the
Trombetla courl's inclinalion to focus
on the form of the transaction, il
would be prudent to use the sale for-
mal instead. And, given the Trombelia
court's concern about the lack of
meaningful negotiation, it perhaps
would be helpful [or each party to the
transaction to have separale counsel,
although that would appear unnec-
essary when the value is dictated by
statute (as il is under Section 7520 for
an annuity).

Parenthetically, married couples
may be able to avoid a retained-
string argument without having to
use either seed money or a guaran-
tee. Consider, for example, an install-
ment sale in which both spouses
play a role: The wife lends cash to a
trust at the applicable federal rate
(AFR) and the trust, in turn, uses the
cash to buy assets [rom the husband.
The RS would not be able to arguc
that the husband had retained a
string given the absence of his enti-
tlement to payments once the sale is
consummaled. Nor would the [RS be
able to asscrt a retained-string argu-
ment in the wife's estate inasmuch as
she did nothing more than make an
AFR loan to the trust.

Variations on this approach might
include the use of a marital trust. For
example, the husband could fund a
general power trust for the bencefit of
the wife, and this trust could then Joan
cash lo a descendants’ trust in order to

enable it to make a cash purchase
from the husband. Again, the Service
would not appear to be able to make
a relained-string argument in either
estate. For those using such an ap-
proach, Trombella’s constricted inter-
pretation of Fidelity-Philadelphia would
not be a threat.

Third, the risk that the Section
2702 zero-value rule will apply can-
not be overlooked. The decedent in
Tronbelia carefully included in the
trust instrument prohibitions de-
signed to comply with the Section
2702 Regulations. But there was no
need to provide that the decedent
had retained the annuity. The zero-
value rule can be avoided withoul
such a provision, and, as indicated, it
appears o create more Section 2036
risk than the sale format.

" Finally, given Trombelta, it makes no
sense to authorize the trustees to make
distributions to the grantor/decedent
in excess of the annuity amount. While
the existence of such authority does
nol in and of itself create a predicale
for finding a Section 2036 implied un-
derstanding—and, indeed, such au-
thority is explicitly allowed under the
Section 2702 Regulations—it must be
conceded that the Trombetta court
pointed to this authority in finding
a retained interest. Also, given the
courl's emphasis on the decedent's
continuing role in management and
the trust's discharge of the decedent's
morlgage liability, prudent planners
will lake appropriale measures {0
avoid IRS arguments of this ilk. @

ESTATES. TRUSTS, & GIFTS




	Maurice A. Deane School of Law at Hofstra University
	Scholarly Commons at Hofstra Law
	2014

	Private Annuities and Installment Sales: Trombetta and Section 2036
	Mitchell M. Gans
	Jonathan G. Blattmachr
	Recommended Citation


	tmp.1444232432.pdf.owDaM

