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ABSTRACT 

This study is designed to analyze and compare the 

private annuity and installment sale transaction from an 

estate planning perspective. This comparison is to be made 

in the environment of gifting and other likely assumptions. 

The research is broken into three separate parts. The first 

portion is a careful examination of the tax aspects of both 

transactions. The second portion is the discussion and 

documentation of the models themselves. The third portion 

is a discussion of the output, its implications and a com

parison of both techniques . 

. The 1976 Tax Reform Act caused definite changes in 

the areas of estate planning; these changes required plan

ners to look at other techniques to accomplish what had 

once been done with gifting. This study looks at the 

private annuity and installment sale transaction in that 

light. 

A private annuity is a sale, generally between 

family members, of property in return for a fixed payment 

for the remainder of the life of the transferor. An 

installment sale is now the method used for reporting gain 

on a sale where the payment extends further than the current 

vii 



tax year. Both of these methods may be used to transf8r 

property prior to death as estate planning techniques. 

viii 

A comparison of both alternatives shows that gener

ally the private annuity is more favorable for a younger 

transferor or one with a shorter expected life. The 

installment sale is generally more favorable for an older 

transferor with a longer expected life. All the planning 

methods were more favorable than doing nothing and the 

model shows an optimal point for gifting dependent upon 

the unified credit. 

The study shows promise for quantification in the 

area of taxation. The research would have been impossible 

if the large data base could not have been generated through 

use of computer simulation of the transactions. As the 

technology becomes more available the use of quantification 

techniques similar to those utilized in this study will 

increase. 



CHAPTER 1 

INTRODUCTION 

The Tax Reform Act of 1976 provided for major 

changes in many areas of taxation. One of the major 

components of these changes was in the estate and gift 

tax area. The Joint Committee on Taxation stated in the 

General Explanation of the Tax Reform Act of 1976: 

The estate and gift tax provisions provide 
a comprehensive revision of these taxes. In this 
area, the act provides substantial relief for 
moderate sized estates, farms and other closely
held businesses, alleviates the liquidity problem 
for estates comprised largely of farms and other 
closely-held businesses, while at the same time 
it removes tax avoidance devices from the present 
system. 

The comprehensive revision to remove tax avoidance 

devices centered around equating the tax burden for all 

people who transfered an equal amount of wealth. To 

accomplish this reform the Congress choose to unify the 

estate and gift tax rate sch8dules, eliminate separate 

estate and gift tax exemptions and substitute a unified 

credit, tax generation skipping trusts and provide for a 

carry-over basis to property acquired at death. 

Of all of the above changes the unification of the 

estate and gift tax rates had the greatest impact. An 

1 
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estate tax is imposed on transfers at death and a gift tax 

is imposed on transfers during life. Under the law prior 

to the Reform Act separate rate schedules and exemptions 

were maintained for each tax. 

The gift tax rate schedule was three-fourths of the 

estate tax rate schedule for corresponding brackets. The 

tax was progressive and ranged from 2 1/2 percent to 57 3/4 

percent on taxable gifts by a donor. The tax was based 

upon the fair market value of the gifts made by a donor 

reduced by the $3,000 per donee annual exclusion, any por

tion of the $30,000 specific gift tax exemption not used for 

previous gifts and any allowable marital deduction or 

deduction for charitable contributions. 

The estate tax rates were also progressive and 

ranged from 3 percent to 77 percent. The tax base or 

taxable estate was based on the gross estate less allowable 

deductions including estate administration and funeral 

expenses, claims against the estate, casualty and theft 

losses allowed for the estate, charitable and marital 

deductions and a specific estate tax exemption of $60,000. 

Under prior law the gross estate was determined 

primarily by transfers made at death, disregarding the 

cumulative value of lifetime transfers or any gift tax 

paid upon those transfers. Only if the decedent had 
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retained rights, interest or powers or had made the lifetime 

transfer in contemplation of death were the value of these 

gifts brought back into the estate for taxation. 

The more favorable treatment given lifetime trans

fers, with a more favorable tax rate, caused one of the most 

often used estate planning techniques to be lifetime 

gifting. In the 1976 Reform Act Congress attempted to 

equalize the tax between transfers made during life and at 

death. They succeeded through the use of unified rates if 

appreciation of the property is not taken into account. 

This success caused a shifting in the estate 

planning area from lifetime gifting to other methods. One 

method which received attention was the private annuity 

transaction. There was interest expressed in the trans

action prior to this time (Weinberg 1972). The term 

private annuity refers to a transfer of property in return 

for a fixed payment for the remainder of the transferor's 

life. The private annuity transaction is a complicated one 

with problem areas which have developed over time. 

These uncertainties with the private annuity caused 

some estate planning to substitute an installment sale 

transfer. The installment sale is a more clearly defined 

sale transaction and may be used in place of a private 

annuity. Such a transposition has advantages and dis

advantages depending upon the fact circumstances of each 
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case. Presently decisions of this sort are made using only 

huristic judgement. There is a planning need for a quanti

tative method to determine where a private annuity is 

superior, equal or inferior to the installment sale. 

further it would be useful to understand more clearly what 

effects separate variables have upon the results of such a 

transaction. 

The law relating to estate and gift taxation has 

been volatile over the years since 1976. The carryover 

basis provision was repealed with the passage of the wind

fall profits tax. The Installment Sale Revision Act of 

1980 radically changed the application of installment 

reporting. In 1981 Congress passed and the president signed 

into law the Economic Recovery Tax Act (ERTA). This act 

made subsitive changes in the estate and gift tax area. 

ERTA increases the unifie.d credit step.-wise through 1987, 

reduced the maximum estate and gift tax rate from 70% to 

50% by 1985, introduces an unlimited gift and estate 

marital deduction and generally ~emoves both the apprecia

tion and value of gifts made within three years of the date 

of gift from the gross estate. These changes along with 

others are important; however, they do not change the major 

estate planning objectives. 

These objectives still require the proper technique 

and to choose that proper planning option requires 
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qunatification. The better understanding of all variables 

and options can only lead to an improved decision making 

process. The purpose of this study is to develop a model 

which may then be used to throw light upon the private 

annuity transaction and the relationship between the private 

annuity, no-planning, gifting and the installment sale. 

The Purpose and Importance of the Study 

This study is designed to research and quantify the 

choice between the private annuity and the installment sale 

transactions. It is important from an estate planning 

perspective to make the proper choice betweeen various 

techniques. The transactions themselves must first be 

completely understood. This understanding is a major pur-

pose of this study. The research undertaken here also will 

attempt to quantify these transactions to further differen-

tiate between them. The preparation of a model provides 

this quantification and allows for evaluation of the 

private annuity and installment sale transaction. 

Brief Look at the Methodology 
of the Study 

This study will look in depth at the private 

annuity transaction and subsequently related areas of 

installment reporting. The study consists of two parts. 

The first portion will be an examination of the tax 
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consequences of the private annuity and installment sale 

transactions. The second portion is the preparation of a 

model to quantify and understand the relationship of these 

transactions. 

The tax research portion will be undertaken along 

existing methods of tax research. This will include a 

comprehensive look at all related areas of the law, pro-

mulgations of the Treasury Department and the body of 

judicial findings. Once this base has been established the 

study will proceed to the second stage. 

The second stage will be the construction of a quan-

titative method to evaluate the transactions. This will 

involve the preparation of a computer model capable of simu-

lating these transactions and outputting relevant informa-

tion. The model will be applied under a varying set of 

facts to determine both the favorable and unfavorable 

aspects of these transactions. 

The Structure of the Remainder 
of this Dissertation 

The remainder of this study will be structured into 

three portions. Portion one deals with the study of the 

private annuity transaction and will be subdivided into 

three chapters. The first chapter (Chapter Two) will 

cover the tax aspects of the transaction from the view of 
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both the transferor and transferee. Chapter Three is a 

discussion and documentation of the private annuity model. 

The fourth chapter will examine and present the experimental 

results for the private annuity. 

Portion two consists of two chapters which analyze 

the installment sale transaction. Chapter Five will discuss 

the tax aspects of this transaction and the model used to 

evaluate it. The comparison of the two models will be 

accomplished in Chapter Six. 

Portion three (Chapter Seven) summarizes the study 

and sets forth the conclusions. 



CHAPTER 2 

THE PRIVATE ANNUITY TRANSACTION 

This chapter discusses various aspects of the pri-

vate annuity transaction. The main emphasis of this chapter 

will be focused upon the federal taxes affecting the pri-

vate annuity transaction. This chapter is divided into five 

portions; the first four portions are directed toward the 

transferor. The are specifically: 

1) The definition and nature of a private annuity. 

2) The historical evolution of the transaction up 

to Rev. Rul. 69-74. 

3) An in depth analysis of Rev. Rul. 69-74. 

4) A discussion of the specialized areas of the 

transaction, such as deductability of 

interest, basis, and the transfer to trust. 

5) The last portion will consider the transaction 

from the standpoint of the transferee. 

Definition and Nature 
of Private Annuities 

The transfer of property from one person to another 

either during life or upon death has been an area where 

8 
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many problems have arisen. These problems have been further 

complicated by the enactment of legislation taxing such 

transactions. To maximize the value of property transmitted 

many planning options have been developed. One such option 

is the private annuity transaction. 

The term 'private annuity' is not a statutory one. 

Both the term and the transaction are the product of a unique 

evolutionary process involving individuals, courts, and the 

Treasury Department. 

A private annuity transaction is the sale by a trans

feror of cash or other property to a transferee. In ex

change the transferor receives an unsecu~ed promise of 

annuity payments for the remainder of his/her life. The 

transferee must not be engaged in the business of writing 

annuity contracts (Rev. Rul. 55-119). The annuity payment 

may be annual or other than annual and may be based upon a 

single life or a joint and/or survivor life. 

There are both private and commercial annuities, and 

the Treasury Department has determined that it is important 

to be able to differentiate between them. There are 

several differences between private annuities and commercial 

annuities. Commercial annuities are generally purchased 

from financial institutions for cash, while private 

annuities usually involve non-cash transfers of appreciated 

property. 
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The payments of commercial annuities are determined by 

actuarial tables, while the payments of private annuities 

are developed by negotiations. The transferee in a private 

annuity is not in the business of selling annuities and is 

not subject to the same governmental regulations as a com

mercial transferee. The commercial transferee is also in 

a position to reduce the actuarial risk by issuing enough 

annuity contracts, while the private transferee is not. 

All of these factors have caused the Treasury Department to 

look upon the private annuity transaction as having dif

ferent tax consequences than the commercial an'nui ty trans

action. 

The motivations behind the private annuity transfer 

are many, and it is important to look at these reasons in 

some detail. The properly executed private annuity trans

action has the advantage of removing the transferred 

property from the transferor's gross estate. Since this 

is a true sale, this reduction in the transferor's gross 

estate may be accomplished with no gift tax consequences. 

From an estate planning standpoint this is a powerful 

transaction which still remains after other popular tech

niques have suffered reduced, effectiveness, through 

legislation, for example, like that regarding gifting 

passed in 1976. 
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Positive and Negative Points 

Certainly, there are both positive and negative 

points to be considered in this as in any tax planning 

technique. To assess the value of a private annuity trans

action in anyone factual situation these points must be 

taken into account. The factual situation may appear to 

favor the private annuity at first; however, a thorough 

examination of all of the tax consequences to both the 

transferor and transferee as a unit could show a different 

result. There is a further problem. The future is unsure. 

An easy solution could be found if ail of the factors in

volved were known, but there are numerous unknowns, such 

as how long will the transferor live or whether the trans

feree will sell the property. Probabilities must be con

sidered in reaching a solution. A combination of these 

probabilities and the numerous positive and negative factors 

serve to make the private annuity decision an extremely 

complex one. 

To have the ability to make a better decision to 

fulfill planning objectives, both the positive and negative 

points must be considered. The list of positive factors 

should begin with the reduction of the gross estate of 

the transferor by the transferred property. If properly 

executed this transaction could substantially lower the 

amount of estate tax to which the transferor's estatw would 
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have been subjected. This benefit may be progressively 

reduced over time if the transferor does not consume the 

payments he is receiving. This accumulation of wealth, 

depending upon how long the transferor lives and whether the 

accumulation is consumed, could eventually replace the value 

of the transferred property in the transferor's gross 

estate, yielding no estate tax savings. To maximize the 

estate tax reduction, the transferor would have to consume 

the payments made under the arrangement. 

A private annuity arrangement, unlike some other 

methods used to reduce the gross estate, allows ~he trans

feror to retain a stream of income from the property trans

ferred. A gift made to reduce the gross estate would not 

leave the transferor an income and further could involve a 

gift tax. The transferor could gift property and retain 

for life a portion of the property. Such a transaction is 

termed a gift with a retained life estate. A gift with a 

retained life estate, which would involve an income for 

the transferor's life, would require at least a portion of 

the property to be included in the gross estate (Esther 

LaFargue vs Comm.) and also a gift tax on the remaining 

portion of property. This leaves the private annuity in a 

strong position for estate tax reduction with income for the 

life of the transferor. 
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Many individuals entering into a private annuity 

arrangement give little consideration to the income tax 

consequence of the payments to the transferor. The tax 

treatment of the private annuity payment falls under Rev. 

Rul. 69-74. This ruling is rarely a determent and in many 

cases beneficial. The payment made under this arrangement 

compared to the income from the property if retained by 

transferor has a more favorable income tax treatment. 

Instead of an ordinary income tax treatment the private 

annuity payment is broken down into return of basis, capital 

gains (if applicable), and ordinary income. In many cases 

this will constitute a very real savings to the taxpayer 

while reducing the estate. 

Gifts given after December 31, 1976 and prior to 

January 1, 1982 within three years of the date of death 

were brought back into the gross estate along with any gift 

tax paid. For 1982 and later only the gift tax paid is 

generally brought back into the gross estate (I.R.C. 2035 

(d)). This was a statutory rule, enacted in the 1976 

Reform Act and applied to any gift for which a return was 

required to be filed. The Economic Recovery Tax Act of 

1981 also added I.R.C. Section 1014 (e) which causes ap

preciated property acquired by gift .after December 31, 

1981, within one year of death, to have a basis the same 

as in the hands of the decedent. Neither of these provi

sions apply to sales for full and adequate consideration. 
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A private annuity properly executed is a sale for full and 

adequate consideration and therefore is not a gift given 

within three years of the date of death or a gift of ap

preciated property. This gives an advantage to a private 

annuity over a gift if death of transferor occurs within 

one to three years. However, if the expected life of the 

transferor is known to be less than the table used under 

Treas. Reg. 20.203l-l0l(F), then a shorter life must be 

used for computation of private annuity payment. 

To accomplish estate planning for individuals the 

reduction of the gross estate is a major objective. The 

advantages of this reduction in many cases is offset by 

an immediate gift tax. However, if there is no donative 

intent, a properly structured private annuity accomplishes 

the estate reduction with no gift tax consequences. 

For many estates the planning options to reduce the 

size of the estate and therefore the estate tax and still 

accomplish other goals such as proper succession planning 

are limited. A large gift tax might ~rove as devastating 

a blow to many estates as a large estate tax. If the goal 

is to pass an asset such as a family business, the private 

annuity may offer a unique opportunity to avoid the large 

and potentially devastating gift or estate tax. In 

addition, a successor in a cash short position can still 

acquire the family assets through this method. 
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If the goal of the transferor is to convert property 

into a stream of income for life, then a private annuity 

may serve as the best alternative. The recognition of gain 

upon the sale of assets to obtain cash for the purchase of 

a commercial annuity could be prohibitive. 

The transaction has many points to be considered by 

the planner. Some of the disadvantages must also be taken 

into account such as basis. The basis to the transferee 

of property transferred by private annuity after the death 

of the transferor is the amount of payments actually made 

(Rev. Rul. 55-119). If the transferor dies early, the basis 

for depreciation may be extremely low. Also, a gain might 

have to be recognized upon the transferor's death is the 

property were sold at a gain while the transferor were 

alive (Rev. RuI. 55-119). 

If the iransferor outlives his expected life then 

the transferee might have to make payments for property 

greater than it would have otherwise cost him. This 

disadvantage might be offset by a greater basis and the 

security provided the transferor by income for life no 

matter how long. It is important, as discussed later, to 

plant for all contingencies under a private annuity 

contract before the transaction is cosumated. 

Although there is an element of each payment that 

is actually interest, the service has maintained and 
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courts have upheld that no portion of the payments made by 

the transferee is interest and therefore no interest de

duction is available to the transferee. 

The income tax treatment to the transferor of pay

ments received are generally more favorable than if it 

were given ordinary income treatment. However, if you look 

at the overall tax burden of the transferor-transferee the 

advantage becomes less clear. The transferor is taxed upon 

income which is again taxed when received by the transferee. 

If the property is depreciable, then the burden of taxation 

as a unit is decreased as depreciation is taken by the 

transferee. It is one of the purposes bf this research to 

attempt to quantify some of these questions. 

Property which passes through the estate receives 

a basis of fair market value at either the date of death 

or the alternate valuation date (I.R.C. §1014(a)). If the 

property is soon to be disposed of by heir~ then an increase 

in basis may be an important consideration. 

The Treasury Department is always interested in 

valuation of property which is being transferred. As with 

any estate tax situation it is important to substantiate the 

value of property being transferred, at the time of transfer. 

This would cause the future position by the Treasury 

Department, that the fair market value of property 
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transferred was greater than the value of the annuity pro

mised to be a very difficult point to carry in court. 

To obtain the favorable tax treatment allowed for a 

private annuity it is important that the transferor retain 

no security interest in the property being transferred. The 

retention of a security interest in the property transferred 

could hurt any open transaction and might help to cause the 

inclusion of the property in the gross estate. This means 

that the transferor is running a substantial risk of non

payment. This would be most important if the transferor 

is heavily dependent upon the payments. This is a major 

reason that the private annuity transactions are generally 

intrafamily. It is important that the consequences of a 

payment being made over an extended period of time by the 

transferee be considered from a realistic standpoint. 

Historical Evolution 

In the past when the purchaser's obligation received 

by the seller as consideration on a sale had no ascertain

able fair market value at the time of the receipt, the 

seller could treat payments as they were received, as return 

of capital, and only report income on payments received in 

excess of his basis (Wingate E. and Mattie R. Underhill, 

48TC 489 (1966)). This open transactions rule was origi

nally developed in Burnet vs. Logan, where the Supreme 
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Court held that because of uncertainty at the time of sale, 

the transferor may first recover the adjusted basis before 

reporting any gain. The Logan case did not directly discuss 

whether the receipts, once basis was recovered, would be 

treated as from the sale of the asset to allow for capital 

gain treatment. Subsequent cases have concluded that, under 

the rationale of the Logan case, that there is no closed 

transaction, payments received in excess of basis will give 

rise to a capital gain if the asset sold was a capital asset 

(Susan J. Carter, 9 TC 364 (1947) acp. 1958-2 CB 7. The 

service in Rev. Rul. 58-402 has accepted this position in 

the case of no ascertainable fair market value for property 

received upon the sale of a capital asset. It would be 

reasonable to caution that the commissioner has indicated 

that only in rare and estraordinary cases will property be 

considered as having no ascertainable value (Rev. Rul. 

58-402). 

This open transaction theory is the one followed by 

the courts, .in early cases of private annuities. In these 

cases the courts found that the promised future payments 

had no fair market value and that the first of these 

payments should be treated as recovery of basis (J. Darsie 

Lloyd, 33 BTA 903 (1936)). 

It is onto this background, in 1953, that the com

missioner promulgated Rev. Rul. 239 (Rev. Rul. 239, 1953-2 
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CB). This Revenue Ruling combines the open transaction 

theory followed by the courts and 1939 Internal Revenue 

Code Section 22 (b)(2), which allowed for an included and 

excluded portion of an annuity. This, as shall be seen, 

breaks the payment received by the transferor into two 

separate elements. Section 22 (b)(2) of the 1939 code 

states in part: 

Annuities, etc .... Amounts received as 
an annuity under an annuity or endowment contract 
shall be included in gross income; except that there 
shall be excluded from gross income the excess of 
the amount received in the taxable year over an 
amount equal to 3 per centum of the aggregate 
premiums or consideration paid for such an 
annuity (whether or not paid during such year), 
until the aggregate amount excluded from gross 
income under this chapter or prior income tax 
laws in respect of such annuity equals the aggregate 
premiums or consideration paid for such annuity ... 

'The stated purpose for the issuance of Rev. Rul. 

239 was to provide advice on the income tax treatment of 

payments received from a private annuity transaction. 

It would seem clear from a perusal of these cases (see 

above) what the income tax, treatment of the payments 

received from a private annuity transaction would be. That 

is, following the open transaction theory, the first pay-

ments are applied to recovery of basis, and gain is 

recognized on payments made in excess of basis. In fact, 

Rev. Rul. 239 recognizes these cases and acquiesces to one 
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of them, (J. Darsie Lloyd, 58 F Supp. 164, 33 AFTR 479 DC 

N.J.). However, it also brings up the treatment of 

amounts received in gain of annuity payments in Estate of 

C. V. Hill vs. Maloney. This case held that amounts re-

ceived after the down payment were subject to tax pursuant 

to section 22 (b)(2) of the 1939 Internal Revenue Code. 

The court took the position that the private annuity was 

equivalent to selling the property for cash and using the 

proceeds to purchase an annuity contract. 

The income tax treatment of the payments received 

by the taxpayer under a private annuIty contract outlined 

in Rev. Rul. 239 first breaks the payment into two portions. 

The first portion, equal to 3 percent l of the fair market 

value of the property transferred, is included as ordinary 

income. The fair market value is evidently used as invest-

ment in the contract. The second portion (excluded portion) 

was everything paid that hear in excess of the 3 percent. 

This portion, the excess over 3 percent, was given the 

open transaction treatment. That is, the first amounts 

of the excluded portion were given to recovery of basis, 

and then once basis was recovered this portion was treated 

as capital gain. Once both the basis and capital gain 

IThere is reason to believe that this 3 percent comes 
from commercial annuity contracts (see Comm vs. Estate of 
Hann, 174 F 2d 357 (3rd Cir., 1949)). 



portions were fully recovered the exlcuded portion was 

given ordinary income treatment. This was the treatment 

until the revision of the Internal Revenue Code in 1954. 
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In 1954 the Internal Revenue Code was thoroughly 

revised. This revision included replacing section 22 (b) 

(2) of the 1939 Code, which deals with the income taxation 

of annuities (mainly commercial), with section 72 of the 

1954 Code which also deals mainly with commercial annuities. 

In connection with the 1954 code the service sought legis

lation (§1241 of H. R. 8300, 83rd Cong., 2nd Sess. 1954) 

which would have changed the income tax treatment of private 

annuity payments from that provided under Rev. Rul. 239. 

This legislation sought to reject the open transaction 

theory of various courts including Burnet vs. Logan (283 

US 404 (1931)), and subsequently this proposal failed 

(H. Rept. 1337 83rd Congo 2d Sess. at A267 (1954)). This 

failure left Rev. Rul. 239 and the new Internal Revenue 

Code section 72. 

The new code section also divided the annuity pay

ment into two portions, one included and one excluded. 

However, there were differences in the outcome from the 

standpoint of Rev. RU1. 239. Under section 72 the income 

tax consequences to transferor were substantially more 

favorable than they had been under the 1939 code. 
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Section 72(b) provides that gross income does not 

include that portion of any amount received as an annuity 

which bears the same ratio to such amounts as the invest

ment in the contract bears to the expected return under 

the contract. This exclusion ratio multiplied by the 

payment provides for the amount to be excluded from income 

under section 72. The remaining portion of each annuity 

payment is the annuity portion. This portion was taxed as 

ordinary income under section 72 for the remainder of 

transferor's life. 

Of the 'two elements required to determine the exclu

sion ratio, the transferor's "investment in the contract" 

and "expected return under the contract", the expected 

return is relatively simple to calculate. The transferor's 

life expectancy is obtained from tables provided in the 

regulation (Reg. 1.72-9 Table 1) and multiplied by the 

annual annuity payment. The product is the expected return. 

The "investment in the contract" is more difficult to 

determine. Rev. Rul 239 describes the "investment in the 

contract" in a private annuity transaction as the fair 

market value of the property at the time of transfer, if 

no portion of the property represents a gift. This is 

supported by several court cases (Maud Gillespie, 43 BTA 

399 (1941)). However, there were other court decisions 

which differed (Anna L. Raymond, 40 BTA 244 (1939)). It 
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must be pointed out that the thrust of the cases using fair 

market value was to increase the ordinary income portion of 

each payment as under code section 22 (b) (2) of the 1939 

Code, as three percent was considered the annuity portion. 

In Maud Gillespie the Board of Tax Appeals chose 

cost of annuity for tax computations. The service was 

left with a body of court cases, which sought to use rela

tively large values for the investment in the contract, 

and the newer legislation of section 72, which uses that 

investment as the numerator to increase the exclusion ratio. 

This excluded portion of the annuity received the open 

transaction treatment as under Rev. RuI. 239 but with a 

new twist. The first excluded portion of the payments was 

to be tax free as return of basis; then, as that portion of 

payments made equaled the basis, gain would be recognized. 

When the excluded portion of the payments exceeded the fair 

market value of the property transferred, the entire exclu

ded portion of all later payments would not be subject to 

tax (I.R.C. §72(b)). Thus, the tax treatment under the 

combination of Rev. RuI. 239 and Internal Code Section 

72 is far more satisfying to the transferor. 

Rev. Rul. 69-74 

The service, in conjunction with the failure of 

legislative efforts, attempted to restrict the number of 
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taxpayers that could take advantage of this favorable 

situation through the issuance of several unfavorable 

rulings. Finally, in 1969 they issued Rev. RuI. 69-74 

which adopted the closed transaction theory that was not 

forthcoming through legislative efforts. This use of a 

revenue ruling to accomplish most of what had not been 

obtainable through either the courts of Congress has cast 

doubt upon the validity of this revenue ruling. As of now, 

the courts have not ruled directly on this point. However, 

as ha~ been shown there is good reason to believe such an 

argument could prove successful. 

The promulgation of Rev. Rul. 69-74 replaced the 

treatment under Rev. Rul. 239. Rev. Rul. 69-74 continued 

to follow the division of the private annuity payment made 

to the transferor into two elements, a capital portion and 

one representing ordinary income, the annuity element. 

While the calculation of an exclusion ratio is still used, 

the ratio itself is changed. For "investment in the contract" 

the service chose not fair market value of the property 

transferred, but instead the transferor's adjusted basis of 

the property transferred. The effect of this in cases of 

appreciated property is to lower the exclusion ratio and 

increase the ordinary income element of each private 

annuity payment. Further, the new ruling sought to change 

the taxation of each payment. It did away with the open 
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transaction theory. Now each payment would be composed of 

three elements: 1) a portion to be exluded as return of 

basis for the remainder of the transferor's life, 2) a 

capital gain portion to be given ordinary income treatment 

after the aggregate of capital gain payments is equal to 

the difference between the adjusted basis and fair market 

value of the property transferred, and 3) an ordinary 

income annuity portion for the remainder of the transferor's 

life. 

Under Rev. Rul. 69-74 the first calculation is the 

exclusion ratio under section 72 (b). "This is then multi

plied by the amount received annually by the transferor. 

This product represents return of basis and is excluded 

from income for the remainder of the transferor's life. 

The aggregate amount excludable depends only upon the trans

feror's actual life and for purposes of Rev. Rul. 69-74 the 

transaction is closed. The exclusion ratio is the invest

ment in the contract the annuitant used his adjusted basis 

in the property transferred. His expected return is the 

product of the annual payment promised and his expected 

life taken from mortality tables in regulations (Reg. 

§1.72-9). 

The next calculation after the excluded portion of 

each payment is the pro rata capital gain portion. Rev. 

Rul. 69-74 states that gain realized is determined by 
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comparing the transferor's basis in the property with the 

present value of the annuity (Reg. § 20.203l-l0(f)). The 

gain realized will be capital gain if the property trans

ferred constitutes a capital asset (Rev. Rul. 69-74). The 

capital gain portion is the amount of capital gain over 

the expected life of the transferor. This portion is given 

favorable long term capital gain. treatment, if qualified, 

for the remainder of the expected life of the transferor. 

Amounts received of the capital gain portion after the 

annuitant's expected life are given ordinary income treat

ment. 

The final calculation is that of the annuity portion. 

This is done by subtracting both the excluded portion and 

the capital gain portion from the annuity payment. The 

remaining amount is the annuity portion and this amount is 

treated as ordinary income for the remainder of the trans

feror's life. 

Rev. Rul. 69-74 defines the excess of the fair market 

value of the property transferred over the present value of 

the annuity acquired as a gift for federal gift tax purposes 

if not an ordinary business transaction. Therefore, to 

avoid gift tax consequences the fair market value of the 

property transferred must equal the present value of the 

annuity as calculated under current gift and estate tax 

regulations (Rev. Rul. 69-74). 



From the earliest court cases the question of 

whether a portion of the payments made by the transferee 

constituted interest an if that interest was deductible 
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has been argued. It would seem clear that the difference 

between the transferor's expected return under the contract 

and the present value of the payments constitutes interest. 

The transferor is required to pick up this "annuity portion" 

as ordinary income. However, with very few exceptions 

(e.g., Moore vs. Comm. 15 BTA 1140 (1929)), the service has 

contended and the courts have held that no portion of the 

payments made under a private annuity arrangement is deduc

tible as interest (Dix vs. Comm., Gillespie & Sons Co. vs. 

Comm., Rebecca Bell vs. Comm., Kaufman's Inc. vs. Comm., 

Reliable Incubator & Breeder Co., Klein vs. Comm.). This 

position is supported by U. S. Court of Appeals (Fourth 

Circuit) in Dix vs. Comm., where the court in part points 

out that there is no code section providing legislative 

grace for the deduction. Since Internal Revenue Code 

section 163 provides for a deduction on "all interest 

paid or accrued within the taxable year on indebtedness", 

therefore section 163 cannot be used to support an interest 

deduction, as an annuity in exchange for property does not 

create an indebtedness within the meaning of section 163. 

Further evidence to support the idea that all payments by 

an obligor constitute capital expenditures may pe found 
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in the determination of basis in Rev. Rul. 55-119, where 

all payments are treated as capital and no allowance for 

an interest is made. 

In the recent case of Rebecca Bell the interest 

deduction was the sole issue. The court followed the 

earlier decision of Dix vs. Comm. that each payment consti-

tuted a portion of the purchase price of the property, a 

capital expenditure, and that no portion was deductible as 

interest under section 163. The court further stated that 

the fact that the parties in their agreement deem certain 

portions of the payment as interest does not establish the 

deductibility of these payments. 

It seems reasonable to assume that, in the future, 

the deductibility of a portion of the private annuity 

payment as interest is in doubt. The closed transaction 

theory of Rev. Rul. 69-79 has not caught up with this 

deduction. Courts have continued to stress the uncertain 

future of payments made to the transferor to show that they 

must be capital in nature. This places a burden of unde-

ductable interest upon the transferee that must be taken 

into account before entering into a private annuity trans-

action. 

Specialized Areas of 
the Transaction 

The transferor in a private .annuity transaction may 

wish to transfer a portion of the property by gift. This 
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may be true where the transferee is a relative or charity. 

The fact that the value of the property transferred exceeds 

the present value of the annuity is not conclusive evi

dence of a partial gift (Ann L. Raymond, 40 BTA 244 (1939)). 

However, evidence of a gift, such as gift tax return filed 

for the excess of fair market value over the present value 

of the annuity or donative intent or the price of an 

annuity purchased from an insurance company being substan

tially less than the fair market value of property, (Ann L. 

Raymond, 40 BTA 244 (1939)), may show the transferor's 

intention of making a partial gift. 

Rev. Rul. 55-119 requires that if there is an 

element of a gift involved with a private annuity trans

action, that fact must be considered by transferee in 

determining basis for depreciation and for gain and loss 

upon subsequent disposition of the property. Rev. Rul. 

55-119 was promulgated under the Internal Revenue Code 

of 1939, which used a basis for gain and a basis for loss 

on property acquired by gift similar to today's law. The 

ruling requires that the basis for gain, loss, or depre

ciation would be the summation of the basis on that 

portion acquired by exchange for an annuity contract. Then 

the ruling goes on to state: 
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. . . In determining the basis for gain, loss 
or depreciation which is attributable to the portion 
of the property transferred as a gift, the donor's 
basis or the fair market value of the total property 
transferred as the case may be, is reduced by the 
value of the prospective annuity payments to be 
made . . . 

There is some question as to the applicability of 

this portion of the revenue ruling. Under the revised 

Internal Revenue Code of 1954 in a transaction which in-

volves a part sale and part gift, basis of the property 

transferred is the greater of amount paid or the trans-

feror's basis (Rev. RuI. 62-130). 

Prior to the issuance of Rev. Rul. 69-74 the Service 

issued several rulings, adverse to the taxpayer, that sought 

to limit the use of private annuities. Rev. Rul. 62-136 

provided that the current method for taxing private annu-

ities would not be applicable when the transferee was an 

organization such as a trust, corporation, fund, or foun-

dation, which from time to time issued annuity contracts 

providing for a fixed annuity and paying a guaranteed 

annual payment for the remainder of the transferor's life. 

This ruling sought to use commercial annuity factors to 

compute the present value of the annuity and to the extent 

that value exceeded the adjusted basis of the transferor 

to tax any gain in the year property was transferred. 

Tables were provided in Rev. Rul. 62-137, issued simul-

taneously with Rev. RuI. 62-136. 



While Rev. Rul. 62-136 does away with any open 

transaction theory the key seems to be the guaranteed 
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annual payment. A careful perusal of Rev. Rul. 62-137 

shows that is also applies to organizations such as a trust, 

corporation, fund, or foundation who from time to time 

enters into private annuity agreements. However, it does 

not mention the guaranteed payment. Therefore, the tables 

representing th~ rates charged by leading commercial in

surance companies are required to be used for both rulings 

for valuation purposes. Rev. Rul. 62-137 also allows the 

use of the values prescribed to apply for the purpose of 

determining the aggregate amount of consideration paid for 

the contract. The use of this value allows for a much 

larger exclusion ratio and subsequently less taxable income 

for each payment. This would seem reasonable as the trans

feror under Rev. Rul. 62-136 has recognized gain on the 

difference between his adjusted basis and the value of 

the annuity promised. 

Both Rev. Rul. 62-136 and Rev. RU1. 62-137 apply to 

organizations which issue annuity contracts "from time to 

time". Neither of these rulings give a definition of the 

term. In Dix vs. Comm. the taxpayer wished to rely upon 

Rev. Rul. 62-137 and the valuation of a commercial annuity. 

The court believed that "from time to time" was only meant 

to embrace "those organizations which write enough 
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annuity contracts to obtain a good spread of the acturial 

risk" (Dix vs. Comm., 21 AFTR 2d 1067, 392 F 2d 313, USCA 

4, 1968). This definition would appear to place most 

organization outside the range of these two revenue rUlings. 

The Service and courts have treated the sale of pro

perty to a trust in exchange for a payment from that trust 

as in substance a give with a reservation by the grantor of 

income from the property transferred for life. In Rev. 

Rul. 68-183 the service ruled that the sale of stock to a 

trust by the grantor of that trust was in substance a gift 

with retention of a life estate. Inter nal Revenue Code 

section 677 (a) provides that the grantor shall be treated 

as the owner of a portion of trust income which may be 

(1) distributed to grantor, or (2) held or accumulated for 

future distribution to the grantor, without the approval of 

an adverse party. The ruling relies upon the doctrine of 

substance over form. That is, while the form of the trans

action was a sale to trust using a private annuity, the 

substance was a gift with retention of income for life. 

The income from the trust would therefore be taxed to the 

grantor as owner of that income under section 671 of the 

Code. 

The courts upheld this position of the service in 

Simon M. Lazarus vs. Comm., 35 AFTR 2d 75-1191, 35 AFTR 2d 

75-1640, 513 F 2d 824 USCA 9, 1975. The sale via private 
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annuity was treated in substance as a transfer of property 

to the trust of children, with the grantor retaining the 

right of income for life. The expected tax benefit was 

lost, resulting in gift tax and income tax in payments to 

the grantor. Also a portion of the property would pass 

through the grantor's estate at his death. This case is 

an excellent example of the courts collapsing a multi-step 

transaction into its ultimate result and assessing the 

tax consequences of that result upon the taxpayer. 

The court also stated that the same rule could apply 

to a sale directly to a family member in exchange for a 

private annuity, if the arrangement was essentially a trust. 

The court listed several factors which influenced its 

decision: 

(1) The trust was initially funded with only 
$1,000, therefore the only source for 
payment of the annuity was the property 
transferred to the trust. This was seen 
as an arrangement more characteristic 
of a trust than a bonifide arms-length 
sale. 

(2) The only income to the trust was from an 
interest only note, and that income was 
exactly equal to the annuity payment to 
be made . 

. (3) The terms of the transfer required the 
corpus of the transfer to remain intact 
"in precisely the same way as if the 
petitioners had fortrightly cast the 
transaction in the form of a transfer 
in trust subject to a reservation of 
trust income". 



(4) There was no down payment, interest on the 
deferred purchase price, or security for 
payment as a normal sale transaction sale 
would have required. 

(5) The sales price was less than the fair 
market value of assets transferred. 
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The decision points out in part some of the problems 

faced in the area of tax planning. While there is some 

question as to the motives behind this transaction, the 

court chose to use such points as no interest on deferred 

purchase price and no security to show that it was not a 

sale, hence not a private annuity transaction. Yet these 

aspcets of a sale were later specifically not allowed to 

be part of a private annuity sale. (See Estate of Lloyd G. 

Bell, 60 T. C. 469 (1973.)) The tax court held that a 

secured private annuity transaction caused immediate recog-

nition of gain in year of sale. (See also 212 Corp. vs. 

Comm., 70 T. C. 788 (1978) followed Bell.)) Legal 

arrangements for the transfer were handled by Harry Margolis 

who with his brother Ben Margolis and others represented 

the petitioners in this case. 

At about t-his same time, Harry Margolis helped 

Esther Moire LaFargue to create a trust, initially funded 

with one hundred dollars, and two days later (February 12, 

1971) she conveyed assets having a fair market value of 

$335,000 in return for an annual payment of $16,502. This 

transaction was questioned and in 1979 the court in 
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Esther LaFargue vs. Comm., following the Lazarus vs. Comm. 

desicion, ruled that substance rather than the form of a 

transaction determines the tax consequences. The transfer 

was treated as a transfer with a retained life estate. The 

court went on to point out: 

In so holding, we are not concluding that 
there may never be an arrangement between 
a transferor and a trust established by 
him which would qualify as a bonafide 
transfer of property for an annuity. 
Resolution of this issue will inevitably 
depend, as it has herein, upon an analysis 
of the totality of the circumstances of the 
particular situation, including such 
elements as the availability of othe~ trust" 
assets as a source of payment of the so-called 
annuity ... and upon the degree of clarity 
of the underlying documentation and of the 
care with which the arrangements were imple
mented. We note, however, that we have 
serious doubts whether section 72 rather 
than grantor trust provisions of section 671 
through 677 would apply to any situation 
where the assets transferred to the trust are 
the engine designed to fuel the so-called 
annuity payments. 

Rev. Rul. 76-491 allocates a fair market value of 

zero to a promise to pay from a trust, where the donor must 

rely only upon the trust assets and the trust instrument 

allows the distribution at any time, by power of appoint-

ment of the beneficiary. Accordingly, the entire value 

of property transferred would be treated as a gift for 

gift tax purposes. 
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In Rev. Rul. 77-454 the value of the annuity is 

lowered to the present value o~ a payment for life of 

transferor or until funds in the trust are executed, 

whichever is the lesser time. This ruling assumed the 

trust assets could only earn at a six percent rate over 

the next nineteen years up to 1996, perhaps a poor assump

tion. 

The transfer of property or cash in return for the 

promise to pay for the remainder of the annuitant's life 

is still an attractive one. The reasons for this vary. 

However, the use of an independent trustee and a trust 

instrument, written under the influence of the grantor, 

gives a semblance of security to the payments the transferor 

is expecting. These fac·tors continue to give transferors 

the incentive to set up the private annuity transaction 

with a trust. 

The sale of depreciable property by a transferor in 

exchange for an annuity promise can naturally trigger 

recapture as can most other dispositions (I.R.C. §1245 

(a)(2)). There are two primary questions to answer: the 

first, what amount should be recaptured, and the second, 

when that amount should be recaptured. While the Service 

has issued no regulations or rulings in this area and there 

are no specific cases it seems certain the Service would 

follow the position of Rev. Rul. 69-74. 
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The amount subject to recapture should be determined 

by section 1245 (personal property) and to section 1250 

(real property). Section 1245 recapture is limited to the 

lesser of the recomputed basis or the amount realized in 

excess of the adjusted basis of the property transferred. 

Recomputed basis is defined as the adjusted basis of the 

property increased by any depreciation or recovered cost 

taken after 12/31/61 (I.R.C. §1250 (a)). Section 1250 

recapture is limited to depreciation taken in excess of 

straight line with forgiveness of a percentage of excess 

depreciation depending upon holding periods (Treas. Reg. 

§1.72-9). 

Unfortunately, the amount realized ultimately in a 

private annuity transaction depends upon the actual life of 

the annuitant and cannot be accurately deteTmined at trans

fer. However,- since the service took a clear stand as to 

the capital gain portion in Rev. Rul. 69-74 it is likely 

they would use a similar amount, present value of the 

annuity promised in excess of adjusted basis, as the amount 

realized. 

As to timing, there is again no method presented by 

the Service. A pro-rata amount of the capital gain portion 

could be recaptured as ordinary income. This portion could 

be determined by dividing the amount of recapture by the 



38 

transferor's expected life (Reg. §§1.11245-(D), 

1.1250-1(c) (6». This is consistent with the calculation 

of the capital gain portion under Rev. Rul. 69-74. 

An alternate possibility would be to apply the 

entire capital gain portion toward the recapture until the 

amount of capital gain portion so applied exceeded the amount 

to be recaptured. This method is consistent to the install

ment reporting regulations (Rev. Ru1. 71-492). Although it 

is apparent that the recapture provisions would apply to a 

private annuity transaction, it is somewhat less apparent 

as to just how this would apply. 

With respect to recapture of investment tax credit 

on early disposition of section 38 property, the private 

annuity transaction seems to meet the requirements. 

Recapture of investment tax credit is triggered by a shorter 

holding period than originally estimated and the recapture 

is an ordinary tax liability. 

If the fair market value of the property being trans

ferred is less than the adjusted basis and the present 

value of the annuity promised is less than or equal to the 

fair market value, then the transferor has a loss realized 

on the transaction. Whether or not the loss is recognized 

depends upon other sections of the Internal Revenue Code 

(I.R.C. §165). When the deductible loss would be recognized 

is an open question. Rev. Ru1. 69-74 allows for the 
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recognition of gain pro-rata over the expected life of the 

transferor, so pro-rata would seem logical. On the other 

hand, since the tax treatment under Rev. Rul. 69-74 cou~d 

be described as a quasi-installment reporting method and 

under section 453 (b) (1), losses may not be reported on 

the installment method, perhaps pro-rata might not be 

proper. 

Immediate deductibility of the loss also seems logi

cal as some courts (Industrial Trust Co. vs. Broderick, 94, 

F2d 927, 20 AFTR 1021 USCA 1) have looked upon a private 

annuity transaction as two separate steps, a sale for cash 

and a purchase of an annuity. The same treatment could be 

accomplished by an actual sale and purchase of annuity 

contract. However, this would rarely be possible under 

restrictions of an inter-family transaction. 

The last treatment and the least plausable is by 

following Rev. RU1. 69-79 to the letter, that is, by using 

the exclusion ratio. The calculation involves dividing 

the investment in the contract by the expected return under 

the contract. If the loss is significant this ratio may 

become larger than 1, and by strictly following the revenue 

rule this would yield a larger'exclusion than payment for 

the rest of the actual life of the transferor. In the long 

run this might be more favorable than either of the other 
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two methods. No matter what method is used it should be 

remembered that the payments could still cause a tax 

problem. If an immediate loss is recognized, what invest

ment in the contract should be used? Logically the present 

value of the payments promised would be reduced by the 

loss recognized. This treatment could yield ordinary income 

for the transferor for each payment. 

Due to the use of a 6% factor in discounting the 

present value of payments and a longer life in calculating 

expected return, the expected return will always exceed the 

present value of the annuity payment promised. Therefore, 

even if the property is sold, the fair market value and the 

present value of the annuity are both equal to the 

adjusted basis, and no gain is recognized, there is an 

annuity portion taxed as ordinary income in each payment. 

The actual payment received by the transferor may 

be less than the present value of the annuity. This repre

sents another situation where the transferor or his estate 

could recognize a loss on the transaction. There are two 

possibilities. The first occurs in the case of an early 

death of the transferor when the actual payments received 

are less than the present value of the annuity promised 

originally. This could allow the estate of the transferor 

to seek a loss equal to the difference between the present 

value of annuity promised and the actual payments made. 



In this situation it has been held that the transferor 

purchased and received a lifetime annuity and therefore, 

no deduction is allowed. 
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The second situation could arise from the require

ment of an unsecured (Rev. Rul. 55-119) promise to pay. 

The transferee for one reason or another does not make the 

payment promised; the transferor has a loss. The deduc

tibility of this loss would depend upon the allowance by 

law. Due to the nature of the private annuity transaction, 

many involve transfers between related parties, and as such 

any loss could be disallowed under Section 267. 

Transferee 

The private annuity transaction can always be con

sidered as a planning technique for both the transferor 

and transferee as a unit. The major area for income tax 

confusion to the transferee is the basis of the property 

received. Ths problem can become prominent immediately 

through depreciation or an early sale. 

Prior to 1955 and the issuance of Rev. Rul. 55-119 

there was some question (see Citizens' National Bank of 

Kirksville, MO. vs. Comm., 122 F 2d 1011, 28 AFTR 13, 

USCA 8, 1941) also Comm. vs. Moore Corp. (42 Fd 186 8 

AFTR 11080, USCA 2, 1930) as to the proper computation to 

use for basis to transferee. This Revenue Rule was very 

specific as to basis and follows t~e open transaction 
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theory in favor of a closed transaction treatment relates 

only to the taxation of payments received by transferor. 

The basis, prior to any depreciation taken by 

transferee, of the property acquired in a private annuity 

transaction before the death of the transferor is the present 

value of the annuity payments promised (Rev. Ru1. 55-119) 

until such time as the payments equal the present value of 

the annuity contract on the original date of the transaction. 

Then payments in excess of the present value of the payments 

promised on the date of transfer serve to increase the basis 

for depreciation. 

Upon the death of the transferor the basis, before 

depreciation, to be used in computing depreciation becomes 

the total of the annuity payments made under the contract. 

In the event that both depreciable and non-depreciable 

property is purchased, the basis for depreciation must be 

made by allocation of the respective fair market values of 

the properties transferred at the date acquired (Rev. Rul. 

55-119). 

Rev. Rul. 55-119, still using the open transaction 

theory, discusses the basis for gain and loss of property 

transferred via a private annuity. Disposition of the 

property by the transferee after the death of the trans

feror fixes the basis for gain or loss at the total of 

the annuity payments made under the contract, less any 

depreciation previosuly taken. 
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Disposition of the property by the transferee prior 

to the death of the transferor yields two bases, before 

depreciation, one for gain and one for loss. The basis 

for gain is the total of the annuity payments, made under 

the contract to the date of disposition, plus the value 

of the prospective payments remaining to be paid at the 

date of disposition. The value of the prospective payments 

is computed in accordance with standard annuity tables 

with reference to the life expectancy of the annuitant as 

of the date of disposition of the property (Rev. Rul. 55-

119). 

The basis for loss, before depreciation, is the 

total of the annuity payments actually made at the date of 

disposition. The case may arise where the selling price 

falls between the basis for gain and basis for loss. In 

this case neither gain nor loss would be .recognized at the 

time of the sale (Rev. Rul. 55-119). 

When the disposition of the property occurs prior to 

the death of the transferor, the transferee may recognize 

a gain or loss due to events occuring subsequent to the 

disposition. These events are further payments to the 

annuitant and death of the annuitant. When the total of 

annuity payments made under the contract, both before and 

after disposition of the property, exceed the basis (before 

depreciation) used for determining the gain or loss, such 
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excess ia a loss in the year paid. In the case of a gain 

this point will occur later as payments are made after the 

sale. In the case of a loss this will include all payments 

made after the disposition of the property. When neither 

gain nor loss was recognized upon the disposition, once 

payments made reduced by depreciation actually exceed the 

selling price, then the excess will be treated as a loss 

in the year paid. 

In the case of a recognized gain upon disposition by 

transferee of the property, prior to the death of the 

annuitant, if the total payments actually made both before 

and after the disposition up to the death of the annuitant 

are less than the basis, before depreciation, for computing 

gain, the difference will constitute income to the trans

feree in the year the transferor dies. In the case of a 

loss upon disposition by the transferee there is no gain 

at the annuitant's death. In the case of neither gain or 

loss upon disposition of the property by transferee, if 

the total annuity payments made, before and after dispo

sition, (decreased by depreciation)' is less than the 

selling price, the excess represents income to the trans

feree in the year the annuitant dies. 

For determining the nature of gain or loss, whether 

capital or ordinary, recognized either upon further pay

ments or death of the annuitant Rev. Rul. 55-119 refers to 
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Arrowsmith vs. Comm. (193 F 2d 734, 41 AFTR 646, USCA 2), 

a supreme court decision holding that the character of 

losses, which arose subsequent to the original transaction, 

depends upon the nature of the original transaction. By 

applying the decision of Arrowsmith to income or losses to 

the transferee arising out of further payments or death of 

the annuitant, the treatment would be that of capital gains 

and losses. This would be true if the properties trans

ferred are capital assets. 

The coverage of tax treatment given the private 

annuity transaction presented in this chapter should, along 

with the other material, provide an idea of the complexity 

of decision making in this area. There are opportunities 

present and also problems to be overcome. The decision 

making processs in this as well as many other areas of 

taxation has been heuristic. The trend, however, is 

toward more quantification of these problems. This research 

is in part the formulation of a model to quantify and to 

better understand this transaction. 



CHAPTER 3 

DESCRIPTION OF THE 
PRIVATE ANNUITY MODEL 

The bulk of this chapter will be devoted to a 

description of the model involved. The development of the 

model followed the taxation of the private annuity ·trans-

action. The complexity of that transaction required the 

use of several assumptions and these are discussed at the 

beginning of this chapter. 

The entire area of taxation is a complex one. In 

the past the decision making process has been more intuitive 

than anything else. The current trend is toward the 

quantification of these problems. This research is in 

part the formulation of a model to quantify and therefore 

to increase understanding of this area. Certainly the 

model itself is an important portion of this research. 

Description of the Transaction 

The tax consequences to the transferor are deter-

mined for the model under Rev. Rul. 69-74 (for more detail 

refer to Chapter 2). Under that ruling the first step is 

to compute the exclusion ratio. This ratio of the adjusted 

basis divided by the expected return under the contract is 
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then multiplied by the payment. This amount will be 

excluded from the income of the transferor for life and 

it is stored in an array. 

The capital gain portion of each payment is the 

capital gain divided by the expected life of the trans

feror. This amount will receive long term capital gain 

treatment ta the end of the transferor's expected life 

then the amount will revert to ordinary income. 
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The final step is to subtract the excluded portion 

and the long term capital gain portion from the payment. 

This yields the ordinary income portion which is stored 

along with the others. Thus the model has the material 

to produce along with the specified variables the year 

by year changes in wealth for the transferor. These 

variables such as real growth, income, inflation, 

depreciation for the transferor, the tax bracket transferor 

are used in conjunction with computed expenses like the 

gift tax, estate tax and the income tax. 

On the other side the model accounts for these same 

things for the transferee. The model produces some spe

cialized data just for the transferee such as depreciation, 

any gain or loss on a resale of the property, the treatment 

of the payment and any gain in the year of death of the 

transferor. Again the information is stored in arrays year 

by year so that the Ghanges in wealth may be computed. The 



simulation of this transaction using a computer entails 

the use of various assumptions. 
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The purpose of this model is to simulate various 

aspects of a private annuity transaction. To accomplish 

this the model is based upon assumptions v:hich allow the 

simulation to function without needless cogulications. 

These assumptions permit the model to produce data that 

may be examined in light of the simplification, to produce 

viable results with" respect to the complicated private 

annuity transaction. 

These assumptions allow the transferor to transfer 

property only twice, once upon death and at cne time during 

his/her life. The transfer during life may be made for any 

amount of his present wealth and may be divided between a 

gift or private annuity as desired. The year of the trans

action may be chosen. The transferor has an initial amount 

of wealth which grows by real growth, income and inflation, 

and is reduced by his consumption. The wealth is made of 

an investment which may be divided up in any portion without 

losing any of its growth or earnings potential. The model 

may be given a different earning potential and growth rate 

for property retained by the transferor and property trans

ferred. 

The transferee is assumed by the model to have no 

wealth of his own. Consumption is based upon any transfer. 
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This assumes that the transferee has income equal to con

sumption and that calculation is not considered as part of 

the model. The only other wealth the transferee can obtain 

is from the transferor or income and growth on that transfer. 

The transferee may be thought of as either one or more 

transferees combined. 

The model is designed to look at the consequences of 

any of the actions taken, or no action, to the transferor, 

the transferee and both combined. The tax consequences 

considered are income tax, estate tax and gift tax. No 

attempt is made to look at the variations possible in any 

of the states. The model keeps track of the changes in 

wealth and the present value of these changes in wealth. 

It runs for a fixed number of years which may be determined 

by the operator. 

During the operation of the model, variables are 

assumed to be correctly determined by simplified methods. 

Examples of these variables are consumption and administra

tion and funeral expenses. Consumption is assumed to be a 

fixed amount plus a percentage of initial wealth compounded 

annually by the rate of inflation and administration and 

funeral expenses are assumed to be five percent of the 

gross estate. 
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Documentation of the Model 

Main Routine 

The main program (see Figures 1-4) is designed to 

both read data and call upon the subroutines to calculate 

all of the data needed to examine the private annuity 

transaction from year one to a in time when the significance 

of further examination is relatively low. The main program 

eXruffiines each year, and the various transfers that take 

place are responded to by calling subroutines to produce 

the correct data. The data is stored and used to simulate 

a private annuity transaction on a year-by-year basis. 

Incorporated into the main program are also several DO 

loops which are designed to vary the input so that many 

cases may be examined without further effort from the 

operator. 

The program reads in data from a data file in order: 

NSTOP: 

IYRD: 
IYPA: 

IYSL: 
IAGTR: 
TORB: 
PMT: 
EMVPT: 

ABPT: 

USLF: 
PRSL: 

the number of years the program will 
examine 
year of death of the transferor 
year of the private annuity 
transaction 
year of sale by the transferee 
initial age of transferor 
initial wealth of transferor 
amount of payment 
fair market value of property 
transferred 
adjusted basis of property 
transferred 
useful life of property 
sales price of sale by the transferee 



calcYlllt" 
eatate ta~ due 
UJ)Of't death of 
transsfcrw 

Read 
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Program foads NSTOP. IVRO. IVPA. 
IVSL. IAGTR. TORa. PMT. FMUPT. 
AS". USLF. PRS9. CONS. DEPTOR. 
PERCT. DISA. RGPR. RGPT. ZINF. 
RiNeR" RRNCT. TSTOR. TBTEE • 
oatat0 a gift tox raIse. private 
annuity factors 11 Gctumrlml factore 
for tranaferor-s lifo. 

MAIN" contalna do-loopa which vary 
data presented to model a transiem 
ccmtroI to various cubroutlnea 

Return from 
either STAT 

or GYRD 

called tor yoar of 
tr8na'er (IYPA ) &. 
c~ee effect 
!!pan both transferor 
" trensferee under 
this case 

called eech yeQr trans1eror Ia altve 
10 update fm.nclal slafuB of model 

Fig. 1. Subroutine MAIN Private Annuity. 
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examines transaction & transferG r---l---_I 
control to other subroutines 

Fig. 2. 

OEPRE 

LSPMT 

GYRO 

makes specific cllliculationa for 
tax consequences to transferor 

calculateo amount of depreciation 
to be taken by transfereo 

calculates gain to be rec:ognlzed 
by transferee upon a resale 

determines a.ny IOS8 which may be 
recognized by troncferee after 

. a salo of property transferred 

calculateD any gain to be 
recognized by transferee in yell' 
of death of transferor 

Subroutine SPA Private Annuity. 



Fig. 3. 

STAT 

Write 

8 

updatos financial status of 
transferor if he/she has 
not died 

update. financial statu8 of 
transferee 8thtr property is 
transferred 
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koeps track of annual changes in 
net worth for both transferor & 
tranaferee & converts the data to 
present valuoform 

Program stores data in arrays 
throughout. Write function is 
carried out at end of total 
Simulation run. 

Once entire simulation has run 
program stopa 

Subroutine TOR Private Annuity. 



calculates fedoral eat ate 
tax upon death of transferor 

determines gift tax 
consequences upon 
transf.r Ii makes basis 
calculations 

ESTAX 

ETAX 

SGIFT 
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provides proper bracket 8. tax to 
either ESTAX or SGIFT 

Fig. 4. Subroutine ESTAX Private Annuity .. 



55 

GONS: initial fixed portion of consumption 
of transferor 

DEPTOR: 

PERCT: 

DISR: 

RGPR: 

RGPT: 

ZINF: 
RUlCR: 

RINCT: 

TBTOR: 
TBTEE: 

annual depreciation taken by 
transferor 
percent of property transferred to 
transferee 
discount rate used in,present value 
calculations 
rate of growth of property retained 
by transferor 
rate of growth of property transferred 
by transferor 
inflation rate 
rate of income earned upon property 
retained 
rate of income earned upon property 
transferred 
tax bracket transferor 
tax bracket transferee 

B(IY), TBASE(IY), TR(IY) are vectored variables 

of federal estate and gift tax regulations. ITAG(IY), 

FPV(IY), AMULT(IY) are vectored variables for the present 

value and expected life multiple from the federal estate 

and gift tax regulations. IGZ(IY), ILF(IY) are vectored 

variables for the expected life of the transferor taken 

from the Statistical Abstract of the United States (1978). 

After reading in this information, the program 

allows-the operator to select either the short form or 

long form output, interactively. The long form prints 

out year-by-year three pages of numbers for each case. 

The short form outputs only one line of compressed data 

and is used for running a large number of cases. The 

operator may then select either no gift portion of the 
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transfer or a gift portion, and the percentage of this gift 

portion may be varied as desired. 

The gift DO loop is the first of six that cause 

variables to vary to output many cases. The second DO 

loop varies the year of the private annuity transaction. 

The third varies the percent of fair market value transferred. 

The fourth varies the initial wealth of the transferor. The 

fifth varies the age of the transferor and the sixth 

varies the expected life of the transferor by searching a 

table of expected lives and then bracketing several expected 

lives around the table.value. 

The heart of the program then begins with the DO 

loop which runs from year one to NSTOP Clast year of the 

program). If the program has reached the year of death 

CIYRD) then the ESTAX subroutine is called and the federal 

estate tax is calculated. The subroutine SPA is called if 

the program year CIY) has reached the year of the private 

annuity transaction (IYPA). In this subroutine a gift 

portion, if any, is determined and the subroutine SGIFT is 

called if needed to determine a gift tax. Subroutines 

Z6974, DEPRE, GLSAL, LSPMT and GYRD along with Reg-IOF are 

all called out of the SPA subroutine. Once the program has 

reached this point all of the specialized data have been 

accumulated and stored. It then runs through subroutine 

STOR, TEE and STAT. TOR calculates on a year-by-year basis 

the effects of the data upon the transferor. TEE does the 
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same thing for the transferee and the STAT subroutine cal

culates year-by-year the changes in wealth for the trans

feror and transferee both separately and together. It also 

calculates the present value of these numbers and sums 

them for output. 

The main program then calls either the short form 

output (WSHORT) or the long form output (WTLONG). Through

out the main routine there are steps taken to allow the 

proper values to be placed in the proper storage areas. 

The subrouti~e ZINIT helps to accomplish this by setting 

many values back to zero so new amounts may be accumulated 

in the next case to be run. 

Subroutine ESTAX 

This subroutine is designed to calculate the federal 

estate tax upon death of the transferor. This subroutine 

has been adjusted for the 1981 Economic Recovery Tax Act. 

The gross estate is calculated by summing the wealth of the 

transferor in the year of death and any tax paid upon 

gifts. Adjusted gross estate is then the gross estate 

less administration costs. This amount is increased by 

adding adjusted taxable gift (post 1976) to arrive at 

tentative tax base (TTBAS). This amount is transferred to 

the ETAX subroutine for the calculation of the estate tax. 

The estate tax before credit (ETBC) is reduced by tax paid 
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on gifts included in the gross estate. ETBC is then 

reduced by the unified credit applicable for the current 

year. This credit has been reduced by any credit used 

upon previous gifts made. Once the subroutine has calcu

lated estate tax payable (ETXP) it goes on to calculate 

the basis of property received by the transferee, trans

fers the property from the transferor to the transferee, 

and reduces the transferor's estate to zero. 

Subroutine SPA 

The subroutine SPA is a control subroutine which 

looks at the transaction and then calls various other 

subroutines to make more specific calculations. SPA first 

calls subroutine Reg lOF and returns with a present value 

factor and expected life for the age of the transferor. 

If the operator wishes a fair market value of property 

transferred (FMVPT) it may be input as zero. The program 

now calculates the FMVPT from the value of property held 

by the transferor and the percent of property to be trans

ferred (PERCT). The payment is calculated using the factor 

from subroutine Reg lOF and FMVPT. The payment calculated 

is exactly the correct payment for the value of property 

transferred. If a gift portion is desired the operator 

may have inserted this in the main program. If a gift is 

desired the payment is reduced to match the reduced portion 
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of property transferred via private annuity. The payment 

being known now, the present value of the annuity promise 

is determined using the payment (PMT) and the factor (FAC). 

If there was gift portion, SPA calls Z6974 to calculate 

the tax consequences to the transferor of the annual pay

ments; DEPRE to calculate the depreciation deductions 

for the transferee; GLSAL to determine any loss which might 

be recognized after a sale by the transferee; and GTRD to 

calculate any gain which may have to be recognized upon 

the death of the transferor after a sale by the transferee. 

SPA then returns to the main program. 

Subroutine SGIFT 

SGIFT is designed to determine the gift tax payable 

on any gift portion of the transfer and the basis of any 

gift portion. The amount of the gift is determined when 

items reduced by the annual exclusion then the subroutine 

ETAX is called to determine the gift tax before credit. 

The unified credit is used to reduce this amount and the 

gift tax payable is calculated. Basis of the gift portion 

is determined by adding the portion of gift tax paid to 

net appreciation and control is returned to SPA. 

Subroutine Z6974 

The subroutine Z6974 determines the tax consequences 

of the annual payment to the transferor. First the 
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exclution ratio (EXRTO) is calculated; then the excluded 

portion of each payment, the long term capital gain portion, 

and the ordinary income portion are derived. The exclusion 

ratio (EXRTO) is determined by dividing the adjusted basis 

of the property transferred (ABPT) by the expected return 

under the contract. The expected return is equal to the 

payment multiplied by the expected life. The excluded 

portion (EXPRO) is determined by multiplying the EXRTO by 

the payment. The long term capital gain portion is the 

present value of the annuity payment (PVAP) reduced by 

the ABPT and divided by the expected life (IEL). The 

ordinary income portion is the payment reduced by the 

excluded portion and the long term capital gain portion. 

ZG974 then fills an array from year 1 to NSTOP 

with the proper numbers for each year. As the year of 

the transaction (IYPA) and the year of death (IYRD) are 

known the array may be filled with zero's where required, 

also if the transferor's actual life exceeds his expected 

life the long term capital gain portion is added to the 

ordinary income portion and ZG974 returns to SPA. 

Subroutine DEPRE 

DEPRE is designed to calculate the correct amount of 

depreciation to be used each year by the transferee. It 

calculates the payments made to the current year (PTMD) 
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and then looks to make sure the transferee has tne property. 

That is, before the transfer and after any sale by the 

transferee depreciation (dep.) would be zero. If the trans

feree has held the property longer than its useful life, 

then depreciation is equal to the PTMD, reduced by depre

ciation taken in prior years (DEPTKS) divided by remaining 

useful life. 

The depreciation, if the transferor is alive and 

the present value of the annuity payment (PVAP) is still 

less than actual payments made, is the PVAP divided by 

the useful life. Once the actual payments made exceed 

the PVAP then depreciation becomes the PVAP reduced by 

DEPTKS plus payments made after the date when actual pay

ments exceeded the present value of the annuity promise 

divided by the remaining actual life. 

Subroutine GLSAL 

Subroutine GLSAL calculates any prospective gain to 

the transferee upon a sale of the property purchased by 

him from the transferor by a private annuity. The routine 

limits the years to only the year of sale. If the trans

feror has died, then the basis to the transferee is the 

payments made reduced by depreciation taken. If the 

transferor is alive and payments are still being made, 

then there is a basis for gain and a basis for loss. 



The basis for gain is the present value of the annuity 

promised at the data of sale (BPVAP) plus payments made 

reduced by depreciation taken. Basis for loss is PTMD 

62 

less DEPTKS. For a sale that falls between the basis for 

gain and basis for loss, no gain or loss is recognized. If 

basis for gain is used GLSAL is the sale price less the 

basis for gain. There is a loss recognized equal to basis 

for loss (BLOSS) reduced by the selling price if the basis 

for loss is used. 

Subroutine LSPMT 

If the transferee has" sold the property transferred 

and payments are still being made, then each payment will 

effect his basis used for the sale. There is the possi

bility that as each payment is made a loss may be recog

nized in that amount, if these sp"ecifications are met. 

LSPMT, therefore, uses the basis for gain and basis for 

loss calculated in GLSAL. If BLOSS was used then any 

payment made will yield a loss to the transferor. If the 

basis for gain was used for the sale the transferee was 

given credit for payments he had not yet made. Therefore, 

payment made must exceed the present value of the annuity 

promised at the time of the sale by the transferor to 

yield a loss on payments made. If neither gain or loss 

was recognized upon the sale, then a loss would be 
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recognized when the payments made (PTMD) reduced by DEPTKS 

exceed the sales price. The subroutine stores these values 

in an array and returns to SPA. 

Subroutine GYRD 

If the transferee has sold the property transferred, 

he/she may have recognized a gain based upon an estimated 

life of the transferor. When the transferor dies the 

transferee may have a gain based upon the difference 

between the basis used for the sale and the actual payments. 

If a resale is made by the transferee subroutine GYRD cal

culates any gain upon the death of the transferor. 

Subroutine TOR 

Subroutine TOR is meant to account on a year-by-year 

basis for the transferor. If it is the year of the private 

annuity transaction then the net worth of the transferor 

(TORB) is reduced by the FMVPT and TXPAY. The property 

owned by the transferor is split into two portions, a 

portion that is transferred (TORBT) and a portion that is 

retained until death (TORBR). If the private annuity 

transaction has taken place TORBT equals zero. Next, both 

portions, TORBR and TORBT are increased by the real growth 

rate and the inflation rate (ZINF). There is a separate 

real growth rate for property transferred (RGPT) and 

property retained (RGPR), and different values may be input 

for each. 
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The income earned upon assets (ZINC) is then cal

culated including the tax effect by multiplying ZINC by 

(l-TBTOR). TORB is reformed by the summation of TORBR, 

TORBT, and ZINC. TORB is then increased for the net of 

tax effects of the private annuity payment. The excluded 

portion is added entirely; the long term capital gain por

tion is broken into the 60 percent excluded portion which 

is added in and the 40 percent portion added net of tax; 

the ordinaty income portion is added net of tax. 

Consumption is set in year 1 as a fixed amount 

plus a percentage of the transferor's initial wealth 

each year the consumption is compounded for inflation 

(ZINF). The transferor's wealth is then reduced by con

sumption (CONS) and increased by the after tax effect of 

depreciation. Both income (ZINCS) and the wealth of the 

transferor (TORB) are arrayed. 

Subroutine TEE 

Subroutine TEE does the year-by-year accounting for 

the transferee. After property is transferred, the trans

fer8e's wealth is split into two portions, wealth re

ceived by transferred property via private annuity (TEEBT) 

and wealth received from the estate of the transferor 

(TEEBE). Each portion is increased by real growth, RGPR 

and RGPT respectively, and by inflation after tax. Income 



is calculated for each portion and then added into them. 

If the transferor is still alive TEEBT is reduced by the 

annuity payment and adjusted for the after tax effect of 

depreciation. TEEBT is also adjusted for the after tax 

effect of any gain or loss on the sale of property and 

any loss on payments made. If the transferor has died 

the after tax effect of any gain upon that occurance is 

subtracted from TEEBT. Both the transferee's net wealth 

(TEEBS) and income (TINeS) are stored in an array. 

Subroutine STAT 
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STAT keeps track of the annual changes in net wealth 

of the transferor, transferee, and both as a unit. It 

merely subtracts last year's wealth from the current year's 

wealth. In year 1 it uses the initial wealth as last 

year's. Then, each of these three amounts, AMTl, AMT2, 

and AMT3, are the subject of present value calculations. 

A counter is inserted to keep track of how many years the 

transferor has a negative change in wealth. The three 

present value figures PV, PV2, and PV3 are stored in an 

array, as well as the total present value. 

Subroutine ETAX 

Subroutine ETAX is designed to calculate the correct 

tax on either an estate or gift transaction. It is adjusted 

for the 1981 Economic Recovery Act by limiting the brackets 



to 65 percent in 1982, 60 percent in 1983, 55 percent in 

1984, and 50 percent in 1985. ETAX then compares the 

amount (AMT) on which tax is to be computed until it 
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finds AMT is greater than the beginning bracket increment. 

Dropping back one bracket it computes the -tax as a base 

amount (TBASE) plus a rate multiplied the excess of AMT 

one the beginning bracket increment ((B(IC)). Once the 

tax is found, control is returned to either ESTAX or SGIFT, 

depending upon which subroutine it passed control to ETAX. 

Subroutine REG 10F 

This subroutine is merely a "look-up" sub~outine. 

When called it responds with the expected life (IEL) and 

present value factor (FAC) from the estate and gift tax 

regulations. 

Subroutine ZINIT 

ZINIT is in place to set locations of memory to 

zero so the program can be run many times to produce 

many different cases. 

Limitations of the Model . 

The final model took the form of three separate 

programs. Each was designed to produce data from dif

ferent areas of the transaction and to facilitate the 

use of that data. The combination of all three programs 

provided a broad spectrum of output which made the 
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understanding of the process much easier. However, as in 

all models and especially one which uses computer simu

lation, the ability to change the output drastically by 

merely changing one variable was present. This ability, 

while it allows the operator the luxury of sensitivity, 

analysis must be balanced with the use of relevant 

assumptions in preparation of that model. Care was 

exercised in this study to use the best assumptions pos

sible. The results of the study determined by using these 

programs proved an especially interesting data base. The 

discussion of the output of the private annuity model 

follows in Chapter Four. 



CHAPTER 4 

PRIVATE ANNUITY MODEL: 
EXPERBlENTAL RESULTS AND CONCLUSIONS 

Chapter four is separated into three parts. Part 

one discusses the model and the results of the study. Part 

two covers all of the variables involved in the study and 

their specific effect upon the model. Part three evaluates 

the study separately for both the transferee and the trans-

feror. The large number of variables which affect the out-

put of this model and the complex intereaction of those 

variables requires an extended look at all of these variables. 

The ability of the model to produce a great deal of 

data also causes some problems, however, these problems 

tend to resolve themselves as familiarity is gained with the 

model, the output and the transaction. With the ability, 

inherent in the model, to draw upon almost any aspect of 

the output great care must be exercised in choosing a method 

of evaluation the data. It is important to combine the 

transferor and the transferee as a unit for evaluation, 

however, they must also both be considered separately, as 

is done in part three of this chapter. 

68 
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Results of the Study 

The model considers various expenses which must be 

met during the life of the transferor and transferee. 

Evaluation of the private annuity transaction could be 

based upon minimization of these expenses such as income 

tax, gift tax or estate tax. However it appears a far 

better method of evaluation would be the maximization of 

wealth. It is apparent from the model that to minimize the 

tax consequences is not always the same as the maximization 

of wealth. 

The measure used to evaluate the various models is 

a combination of several, all using the maximization of 

wealth as a basis. First the wealth of both the transferor 

and transferee are used both in combination and separately. 

Then these values are brought to their present value through 

discounting. This gives a clear measure of the assumption 

on both the transferor and transferee and the combination 

of the two. 

The model, using these measures, produces a mixed 

bag of results. Some were expected and some were not, 

a complete year-by-year evaluation discloses information 

which was difficult to see prior to this study. 

One important feature of this model is the complex 

interaction of many variables, this interaction produces 

at times results which seem to be abnormal. However, 
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these results invariably fit into the overall theory and 

are easily explained once a complete examination is made. 

An evaluation of the model's output had yielded the 

following, each point will be discussed in detail in this 

chapter: 

1. As the percent transferred via the private 

annuity transaction increases the present value 

of the combined annual changes in wealth (CPVACW) 

also increases. (See Figures 5 and 6). 

2. The private annuity yields more favorable 

results than doing nothing for all age groups 

considered. That is surprising, even for 

younger transferors or very old transferors 

the model shows a higher present value for 

combined wealth. (See Figures 7 and 8). 

3. As the age of the transferor increases the 

use of a private annuity becomes less favorable 

with a relatively equal expected life. 

(See Table 1). 

4. The postponement of the private annuity 

transaction decreases the combined present 

value of wealth. (See Table 1). 
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Table I. CPVACW for Year 1, 6 and II. 

Initial Wealth $750,000 90% Transfer 

Age and Life of 
the Transferor Yr=l Yr=6 Yr=ll 

40-31 6,579,265 6,039,753 5,320,640 

50-32 6,446,525 5,847,960 5,064,155 

60-33 6,321,186 5,616,380 4,582,221 

70-27 5,794,455 4,843,711 3,433,023 

Initial Wealth $4 2 250 2 °00 90% Transfer 

Age and Life of 
the Transferor Yr=l Yr=6 yr=ll 

40-31 36,557,440 29,184,096 23,733,824 

50-32 35,826,624 28,267,936 22,592,768 

60-33 35,132,896 27,169,120 20,435,232 

70-27 31,961,168 23,219,344 15,149,944 

5. As the gift portion of the transaction 

increases the combined present value ,of 

wealth decreases in contrast to a higher 

percentage devoted to a private annuity. 

(See Figure 9). The gift option is still 

superior to the no-plan case. 
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Fig. 9. Percent Gifted vs. CPVACW $4,250,000. 



6. The interaction of other variables such as 

gifting and the gift tax levied upon that 

gift may have a significant impact upon the 

results. (See Figure 10). 
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The implication for planning which may be derived 

from the output of the model are varied. The first result 

discussed, the greater present value of wealth with an 

increased portion of the transfer devoted to the private 

annuity transaction may be confirmed by examination of 

Figures 5 and 6. Figure 5 for an initial wealth of $750,000 

and Figure 6 for an initial wealth of $4,250,000 all show 

an increase in CPVACW as the percent transferred is increased. 

This increase in the CPVACW is the result of several inter

esting aspects of the transaction. The first is a lower 

estate tax upon the death of the transferor. The early 

reduction of the size of the transferor's estate combined 

with consumption causes a lower estate tax when compared 

with the estate if nothing is done. Therefore the more 

property transfered via a private annuity transaction the 

lower the estate tax for the transferor. 

The second factor which tends to increase the com

bined present value is a year-by-year advantage in cash 

flow for both the transferor and transferee. The trans

feror through the sale converts what would have been 

ordinary income from the property to a payment which is 
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broken down Into an excluded portion, a portion given long 

term capital gain treatment and an ordinary income portion. 

This conversion causes a steady year-by-year increase in 

the transferor's net wealth yielding a higher present value 

for changes in wealth. The transferee's advantage comes 

from the general stepping up in basis for the asset trans

fered. This advantage also takes the form of a year-by-year 

increase in cash flow for the transferee the combination of 

the advantages for the transferor and transferee and the 

reduction of the estate tax allows the combined present 

value of net wealth for the private annuity transaction to 

be greater than the no-plan case or a lower percentage 

transfered case. 

The positive result of the model from the use of the 

private annuity transaction for all age groups is one of 

the most interesting aspects of the transaction. Figures 

7 and 8 show the superiority of the private annuity trans

action over the no-plan case for initial wealths of 

$750,000 and $4,250,000, respectively. Ages 40, 50, 60 

and 70 are all included in these figures which also show 

slight advantage in CPVACW as the age increases, however 

not as much as the no-plan case. For a younger transferor, 

for example a 40 year old with a relatively long expected 

life, it would have been expected that the payments made 

the transferor will build up a larger estate and therefore 
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a lower present value for the transaction. The model 

shows that for a younger transferor the other advantages 

to the cash flow of the transferor and transferee produce 

a early higher net wealth which affects a larger estate 

tax paid later on. The use of present value techniques 

tend to discount events which occur later in the life of 

the model. The longer expected life of the transferor 

works to increase the size of the estate after the private 

annuity transaction and to decrease the impact upon the 

present value of net wealth. 

For an older transferor, perhaps 70 years old, it 

was thought that the large payments which must be made due 

to the relative short expected life would quickly build up 

a large estate and cause the private annuity treansaction 

to be less favorable. The model shows that even for an 

older transferor the private annuity is still more favorable 

than either the gifting or the no-plan case. By looking 'at 

Figures 7 and 8 it is clear that the combined present value 

does remain more favorable as the transferor's age is 

increased holding expected life equal. Two factors are 

primarily responsible for this, the first is the reduction 

of the estate tax through the use of the private annuity 

transaction. Even though there are larger payments made 

to the transferor, there is still a sUbstantial reduction 

in the estate tax. This is due to the initial reduction in 
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the transferor's estate. The second factor is the increase 

in cash flow to the transferor and transferee discussed 

previously. The combination of the lower estate tax and 

increase to cash flows gives the older transferor-transferee 

net-wealth combination a higher present value. 

This advantage over either gifting or lack of plan

ning still holds true for a longer actual life for the older 

transferor. The initial advantage given the transferor 

and transferee with regard to cash flow still holds. The 

advantage of a lower estate tax remains as the growth was 

on~y available to increase the much reduced estate of the 

transferor. 

The postponement of the private annuity transaction 

decreases the combined present value derived from the model. 

Table 1 shows that as the same transfer is postponed from 

Year 1 to Year 6 to Year 11, the CPVACW decreases across the 

table from left to right. This table holds the life of 

the transferor approximately equal. The decrease in CPVACW 

occurs for both the initial wealth of $750,000 and 

$4,250,000. Since the advantages of the private annuity 

transaction have been shown bv the model to occur early in 

the transaction, then the earlier they accru the more 

favorable the results. The increase in cash flow for the 

transferor and the transferee trying to build up a larger 

combined present value immediately so the earlier the 
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transaction the more favorable the results. The reduction 

of the estate tax due to the lowering of the size of the 

estate of the transferor to be most effective must occur 

as early as possible. The size of the estate upon the 

death of the transferor is a result of the initial size of 

that estate increased year-by-year by three factors; real 

growth, income earned, and inflation. For purposes of 

this model a single taxpayer can not vary his real growth, 

or income earned, or inflation. The only factor which may 

be controlled is the initial size of the estate. The 

earlier and the greater the reduction in wealth the smaller 

the estate and hence the estate tax payable upon the death 

of the transferor. 

These factors both combine to explain the favorable 

results of an early private annuity transaction for trans

ferors of all ages, if the maximization of the present 

value of the changes in net wealth for both the transferor 

and transferee is important. The postponed transaction is 

still more valuable than no-planning at all or a postponed 

gifting program. 

The model shows that as the gifted portion of the 

transfer is increased in relation to the private annuity 

portion the combined present value decreases. This effect 

can be seen in Figure 9 for ages 40, 50, 60 and 70. The 

decrease in the combined present value can be seen as the 
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percent gifted is increased for all age groups. Initially 

gifting shows great promise. The model assumes a gifting 

program of annual gifts of $10,000 per donee will be used 

if such a tool is required. Gifts beyond that amount are 

taxable, however, the unified credit may be used to off

set that gift tax liability. The result of this offset 

is a shifting from the estate of the transferor to the 

transferee with no cost, this puts the growth in value 

of the gift outside the transferor's estate upon death. 

So gifting initially yields a lower estate tax at no cost. 

After the unified credit is expended there is gift tax 

due, this is an up front cost and tends to lower the 

combined present value. The combination of these two 

factors gives an initial increase in the combined present 

value for gifts until the unified credit is expended and 

then a decrease as the amount of the gift yields a gift 

tax in excess of the unified credit. 

This gifting pattern combined wtih the favorable 

aspects of the private annuity transaction shows an optimum 

result for a combined present value, of small portion gifted 

and the balance up to a point to be transfered via a 

private annuity. In Figure 10 the 50% transfer shows an 

unexpected bulge for an initial wealth of $750,000. The 

maximum in CPVACW occurs around an 80 nercent gift, that is 

a gift of about $300,000. For a 70% transfer the increase 
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through gifting in CPVACW occurs around 60 percent gift or 

about $315,000. In both cases further gifting brings a 

normal decrease in CPVACW. This bulge is due to the 

positive effect of gifting up to the amount covered by 

the unified credit for that year. For the year involved 

the unified credit is $62,800 yielding an exemption equi

valent of about $225,000. 

The point not to be exceeded in the transfer is 

dependent upon the consumption of the transferor and the 

actual life. If too much is transfered then the transferor 

will not be able to pay for consumption and could end up with 

a negative present value for changes in wealth. From Table 2 

this reduction of the transferor's wealth may be seen to 

increase as the life of the transferor is extended. Table 

2 also provides the number of negative years of cash flow, 

the CPVACW, the present value for the transferor and the 

present value for the transferee. The CPVACW and the present 

value for the transferor (PVTOR) and the present value for 

the transferee (PVTEE) are all computed separately. 

Theoretically CPVACW should equal the sum of PVTOR and PVTEE. 

However, in the model the FMVPT is treated differently in 

the combined vlue than in PVTEE. For PVTEE the FMVPT is 

subtracted out for year one, for the CPVACW the FMVPT is not 

subtracted out. This assumption causes the combination of 

PVTOR and PVTEE to differ from CPVACW. The transfer must 



85 

Table 2. Effect of High Gifting and Transfer; 40 Year Old 
Transferor -- 90% Transfer -- Initial Wealth 
$4,250,000. 

Life Estate Neg. CPVACW PVTOR PVTEE Year 

31 -54,330,720 29 31,620,288 -6,785,712 35,047,056 

36 -113,708,640 34 31,510,944 -7,401,730 35,571,760 

41 -237,489,640 39 31,425,600 -8,056,303 36,141,008 

46 -495,139,320 44 31,344,752 -8,750,524 36,754,400 

51 -1,030,909,400 49 31,265,808 --9,485,674 37,410,624 

be made for the maximum amount which will allow the transferor 

to continue a lifestyle with no complications and still reduce 

the estate by as much as possible. 

The use of gifting as a planning tool compared with 

no planning at all depends upon the amount transfered and the 

actual life of the transferor. If the amount is set with 

the unified credit in mind the results can be most favorable 

in all cases, however if the amount is greater and the actual 

life ~s short, then no planning can be superior. 

The model shows that the private annuity transaction 

is an advantageous one if the measure you choose is the 

maximization of both the transferor and the transferee's 

present value of wealth. It shows that this tool is 

favorable over both no planning and gifting over a wider 
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range of ages than suspected. This advantage is due for 

the most part to a reduction of the estate tax liability 

and an increase in cash flow annually to both the trans

feror and transferee. The advantages of gifting the proper 

amount in combination with a private annuity are also 

revealed. 

In this study the model has a large group of inde

pendent variables. One of the purposes of the model is to 

ascertain the effect of those variables upon the private 

annuity transaction. This group of independent variables 

may be further broken down into 'separate subdivisions, 

depending upon the real life ease of varying them. A vari

able such as initial age or wealth may be changed as desired 

in the model, however, in real life one can not. A variable 

such as the percent to be gifted of the transfer could easily 

be changed both in the model and in real life. 

The year of the transaction (IYPA), the year of sale 

by transferee (YSL) th~ amount of property transfered 

(PERCT), the percent of property transfered which is gifted 

(GPER), and the consumption of transferor (CONS) are all 

variables which the transferee and transferor have control 

over. The year of death (IYRD), and the age of the trans

feror, (TORB), the adjusted basis of property transfered 

(ABTP), the useful life of the property (USLF), the resale 

price of the property transfered (PRSL), the amount of 
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depreciation taken by transferor (DEPTOR), the discount 

rate (DISR), the real growth rate (RGPR) (RGPT), the rate 

of inflation (ZONF), the income earned on the property 

(RINCR) (RINCT) and the tax bracket of the transferor and 

transferee (TBTOR) (TBTEE) are all variables over which the 

transferor or transferee may exert little if any influence. 

The variable NSTOP, the years the model examines during a 

simulation, after some experimentation was set at 55 years. 

A modei life of 55 years was longer than required. As the 

life is extended the use of present value techniques reduce 

the effect of latter years upon the output. Further the 

results of the model have been shown in the first few years 

and the use of an exceptionally long life does not provide 

a significant amount of information. 

Variables 

Each of these variables affect the output of the 

model, some more than others. The study~s findings indicate 

the following for each variable: 

IYPA. The year of the private annuity transaction, 

was discussed previously. As the transaction is postponed 

the combined present value of annual changes in wealth 

(CPVACW) decrease. The decreased value is still superior 

to the no plan case. This decrease in CPVACW can be seen 

from left to right in Table 3 for an initial wealth of 

$750,000 and $4,250,000. 
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Table 3. Effect of the Year of Transaction CIYPA); 40 Year 
Old Transferor, 31 Year Life, Initial Wealth 
$750,000 

Percent Yr=l Yr=6 Yr=ll No Plan 

10 3,849,665 3,789,743 3,709,844 3,508,092 

30 4,532,081 4,352,243 4,112,541 3,508,092 

50 5,214,500 4,914,765 4,515,236 3,508,092 

70 5,896,872 5,477,223 4,917,934 3,508,092 

90 6,579,265 6,039,753 5,320,640 3,508,092 

40 Year Old Transferor; 31 Year Life, Initial 
Wealth $4,250,000 

Percent Yr=l Yr=6 Yr=ll No Plan 

10 16,746,479 15,927,189 15,321,762 15,269,800 

30 21,699,088 19,241,328 17,424,624 14,269,800 

50 26,651,792 22,555,680 19,527,744 14,269,800 

70 31,604,576 25,869,904 21,630,784 14,269,800 

90 36,557,440 29,184,096 23,733,824 14,269,800 

IYSL. This is the year of resale' of the property 

tarnsfered. The resale may be made at the discretion of the 

transferee. This resale has a deleterious effect upon the 

CPVACW. This is due to the loss of the depreciation 

shelter for income by the transferee. This loss triggers 
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a larger income tax liability for the transferee. This 

result is partially due to the assumption by the model 

that the proceeds from the sale are not reinvested in an 

asset that would supply the transferee with tax shelter. 

This result would be offset by the deductability of a loss 

on payments made after the resale of the property (see 

the discussion of taxation in Chapter 2). 

PERCT. The percentage of the wealth of the transferor 

to be transfered. Any portion of this amount may be desig

nated as a gift. As the percent of w~alth is increased 

the size of the private annuity transaction and a gift is 

increased. This increase tends to amplify any effect shown 

by the model. If the size of the estate is being reduced 

then the larger the percent transfered the larger the 

reduction. Figure 3 shows the effect of an increase in 

percentage from 10 percent to 90 percent. The increase in 

CPVACW for each increase in percent transferred can be 

seen from the top on down. If the size of the transfer is 

large the effect of an increase could give the transferor 

a negative present value. 

GPER. The portion of the property being transfered 

which is to be gifted, The model has demonstrated that 

there is an optimal amount to be gifted (see Figure 10) to 



take advantage of the unified credit. The model has the 

ability to operate over the range of 0 percent to 100 

percent gifted. 

90 

CONS. Consumption by the transferor must be 

balanced with the wealth and income factors. If CONS is 

too large the transferors may expend all of their capital. 

The size of the transfer is dependent upon consumption and 

income, the amount of the transfer must be reduced if the 

transferor's consumption is large relative to income. 

Alternately if income is large then a greater transfer 

might be made without bankrupting the transferor. Table 2 

reflects the effect of consumption upon the transferor's 

wealth. As the life is increased the negative size of the 

remaining estate is increased. 

IYRD. The year of death of the transferor is most 

important in a private annuity transaction. The expected 

life of the transferor determines the size and tax 

characteristics of the payment. The actual year of death 

determines how many payments will be made and the basis of 

the property in the hands of the transferee. If the year 

of death is relatively low in the model the number of 

payments are fewer, and any increase in the transferor's 

estate ftom those payments is small. The use of present 
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value techniques in the model tends to discount the effect 

of a later death. If IYRD is large then the greater number 

of payments increase the size of the estate, however, the 

estate tax is still less than the No Plan Case. 

·The greatest effect on the model from IYRD may be 

the depreciation to be taken by the transferee. When the 

transferor dies the payments made fix the basis for depre

ciation for the transferee, the larger the life of the trans

feror the higher the base to the transferee. This affects 

the cash flow of the transferee. 

IAGTR. The age of the transferor on the date of a 

transfer is used to determine both a factor and an ex

pected life from regulation (Reg. 20.203l-10(f)). The 

factor is presently based upon a six percent discount 

rate and an expected life for the transferor. The older 

the transferor the smaller the factor. This means that 

larger payments must be made to transfer the same value 

property via a private annuity transaction for an older 

transferor. It is impossible to entirely separate the age 

from the expected life. As the transferor becomes older 

his expected life relative to a younger transferor 

decreases. In the model as the age of the transferor in

creases and expected life is held constant the total 
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combined present values decrease slightly, for an initial 

wealth of $4,250,000 there is a slight decrease. (See 

Figure 7). 

TORB. The initial wealth of the transferor, gen

erally as the wealth is larger the estate tax problems 

grow proportionately. There is a level under which the 

wealth may be transfered tax free through use of the unified 

credit. Also a level above which the estate tax rate 

remains at 50% following the full implementation of the 

Economic Recovery Tax Act of 1981. This yields an effect 

of no estate tax liability through approximately $600,000 of 

gross estate, then progressive rates through $2,500,000, 

followed by a flat rate of 50% in excess of that figure. 

Unless the transferor has an extremely short life and if 

estate planning meas~res are not taken the estate may be 

very large upon death. Large enough so that there would 

be very little difference as far as the estate tax liabi

lity is concerned, if there were only a flat 50% rate. 

Therefore estate tax savings as well as increased cash 

flow for the transferor and transferee may be increased 

in much the same way for a larger initial wealth. Compare 

the results of $750,000 and $4,250,000 in Figures 5 and 6. 

They show similar but magnified results for all ages 

considered. 
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ABPT. The adjusted basis of the property transfered. 

ABPT is important in the model in determining two amounts. 

The first is the excluded portion of the private annuity 

payment. The transferor receives this portion of the 

payment tax free for life. The larger the adjusted basis 

the larger the excluded portion of the payment. This is an 

important part of the conversion of what would have been 

ordinary income to the transferor to non-taxable income. 

The second amount determined through use of ABPT is the basis 

of property received by gift by the transferee. The model 

assumes that the fair market value on the date of gift is 

greater than the ABPT for the gifted portion of property 

transfered. ABPT has an important influence upon the posi

tive cash flow for the transferor and to a lesser extent 

the transferee. In the model the difference may be shown 

in the case of a 40 year old transferor, making a 90 

percent transfer. In this case a 20 percent ABPT the CPVACW 

was $35,495,690 for an 80% ABPT the amount was $36,481,920. 

This difference was due to the two factors mentioned above. 

USLF. The·useful life of property transfered is 

important as it determines the time over which the cost 

of the asset may be recovered. The shorter the useful 

life the greater the depreciation or accelerated cost 

recovery will be in earlier years for the transferee. 
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The greater the depreciation the larger shelter for income 

from taxes and therefore the larger the positive cash 

flow for the transferee. 

PRSL. The resale price of property transfered is 

important if the transferee subsequently sells the property 

as determined by IYSL. The gain or loss recognized by the 

transferee inthe year of sale is determined by comparison 

of the transferee's basis to the resale price. There is 

no separate effect upon the transferor, or a resale by the 

transfer.ee. 

DEPTOR. The depreciation to be taken by the trans

feror on the property has been determined by the transferor, 

prior to the transfer under existing law. This amount is 

fixed as long as the transferor retains the property or a 

portion of the property. A portion of the positive effect 

of a private annuity transaction is stepping up the basis 

of the property from DEPTOR to a new value for the trans

feree. This stepped up basis allows for more sheltered 

income and a higher positive cash flow for the transferee. 

DISR. The discount rate used to determine the 

present value of the model. The higher DISR the less 

effect similar values in latter years have upon the present 

value figures and the lower those figures are overall. 
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RGPR & RGPT. The rate of real growth of the property 

affect the model in a positive way. Along with RINCR & 

RINCT, the income earned on the property, and ZINF, the 

inflation rate, RGPR & RGPT account for the growth of 

property. The growth and income factors may be broken 

into property retained by the transferee and property 

transfered. The model ~equires some growth and some income 

to meet the cash requirements such as taxes and consumption. 

If income and growth fall below consumption then the trans

feror will experience negative cash flow and once the trend 

develops if the transferor lives long enough all wealth 

will be expended. It is an important task to balance the 

transfer to allow for future consumption of the transferor. 

TBTOR & TBTEE. The tax bracket of the transferor 

and transferee respectively are important to the outcome of 

the model. This is the tax bracket for Federal Income Tax 

and represents an annual cash outflow for both the trans

feror and transferee. The lower either tax bracket the 

less cash cost to either and the higher the present value 

of changes in net worth. It is important here not to use 

unrealistic values for those tax brackets as erroneous 

results might occur. The higher the bracket the lower 

the combined present value of changes in net worth is also 

computed separately for both the transferor and transferee, 
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either could be made to appear better by use of an unreal

istically low tax bracket. 

Transferor and Transferee 

The reliance of the model upon the combined present 

value of annual changes in wealth is reasonable if this 

combination is what is desired to be maximized. However 

it is not clear that ~n real life the transferor and trans

feree would wish to be combined. So it is important, 

therefore to look at the present value of changes in net 

worth separately. This view should then be compared with 

their results of the combined value and differences noted. 

This portion of the chapter is the result of such a 

comparison. It has been shown by the model that there are 

several cases where the separate results differ from the 

combined results. One example of this may be examined in 

Table 2 where the amount transfered contained a propro

tionately larger gift, here the transferor had a negative 

present value and the transferee has a positive present 

value. The separate results generally follow the CPVACW, 

however, some cases show a different separate result. 

This is to be expected when one considers that the 

combined value of changes in wealth is adversely affected 

by the variables the other present value receives benefi

cial treatment. The cases where the separate present value 

is low the reason is easily determined. 
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For the transferor there are two instances where the 

separate present value may be adversely affected. The 

first is an early death by the transferor and the second is 

a relatively early large transfer via gift and private 

annuity from the transferor to 'transferee. For example a 

70 year old transferor making a 90 percent transfer with an 

initial wealth of $750,000 and a year of death of 7, the 

combined present value of changes in wealth is $7,353,572. 

This is the best CPVACW for this age group, however the 

separate present value "for the transferor is -$450,634 

showing the effect of a large transfer and a relatively 

early death. This negative figure generally means the trans

feror made a too large transfer and his/her consumption over 

time eroded the remaining estate. In all cases the model 

assumes that upon death the transferor's estate is absorbed 

by the transferee's. It does not matter if the estate is 

positive or negative the transfer is made. This completes 

the combined present value figure even in the case of a 

negative transfer. 

In the first case, that of an early death, the removal 

of the estate and the estate tax from the net wealth of the 

transferor cause a large negative year for the transferor. 

If there are large positive years early to offset this out

flow then the effect will be small. However, if the death 

is early then the effect will be large and can cause the 
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separate present value figure to be negative. This effect 

is reinforced through the use of pres~nt value technique~, 

the later in the model lifean event occurs, the lesser the 

effect upon the total present value figure. From the 

standpoint of the combined present value the transfer 

reduces the transferor's present value, however it increases 

the transferee's present value yielding overall no effect. 

This case is generally produced by the model itslef and 

would not be of much concern in a real life situation. 

The second case, that of a large transfer from the 

transferor to the transferee, is more important to the real 

life situation. Here the transferor transfers a too large 

portion of wealth to the transferee. This transfer causes 

a large reduction in income and an annual negative cash flow 

for the transferor. A too large transfer may well maximize 

the benefits for the combination of the transferor and 

transferee, however from the standpoint of the transferor 

this situation could give rise to a negative separate 

present value figure. This is an excellent example of the 

practical use of such a quantitative model where the exact 

amount of transfer may be calculated to both maximize the 

combined present value and balance the cash flow for the 

transferor to avoid bankrupcy. The model again compensates 

for the combined present value figure by transfering the 
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negative estate to the transferor which offsets an attempt 

to maximize the beneficial effects of a private annuity 

through too large a transfer. 

From the standpoint of the transferee the earlier 

and the greater the transfer the higher the separate present 

value. If the case calls for a small late transfer a low 

present value will result. This will generally lead to a 

lower combined present value for the reasons previously 

discussed in this chapter. 

The results of this study of the private annuity 

transfer show a strong case for the transaction. The pri

vate annuity transfer is one of many estate planning tech

niques. It is complex and has been subjected to some harsh 

treatment from the Treasury Department, however there is 

great promise for one who would brave all of the obstacles 

and use the private annuity for planning purposes. 



CHAPTER 5 

INSTALLMENT REPORTING: 
THE TRANSACTION AND MODEL 

This chapter will deal with the tax aspects of 

installment reporting and installment sale model. These 

two portions are interconnected as the first portion 

describes the transaction and the second portion attempts 

to simulate 'it. Installment reporting has been recognized 

in one form or another for many years and is an important 

part of many transactions. 

Installment reporting is in essence a relief pro-

vision allowing the taxpayer to recognize the tax burden 

from a sale pro-rata with receipt of the cash. This pro-

vision makes it possible for the seller of a large property 

to provide financial aid to the buyer in the form of an 

installment note. That is possible in the sense that the 

seller could not afford to provide that financial assistance 

if he/she were forced to recognize the entire tax burden 

in the year or sale. This relief was not always available 

to taxpayers and has evolved over time since it was first 

discussed. 

100 
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The Installment Sale Transaction 

Installment reporting was mentioned in Article 117 

of Regulation 33 promulgated January 2, 1918. This was 

followed by Regulation 45, Article 42, published on April 

17, 1919, which defined a rule to measure income under 

installment sales as b~ing "that proportion of each install

ment payment which the gross profit to be realized when the 

property is paid for bears to the gross contract price". 

The regulation by providing how such income may be ascer

tained, included in the total receipts for the taxable 

year "payments received on account of sales effected in 

earlier years". Thus, this regulation both defined the 

estimation of income and provided for the inclusion under 

installment reporting. 

In 1925 the Board of Tax Appeals ruled upon the 

question of validity of ascertaining income in accordance 

with an installment basis (B. B. Todd, Inc. 1 BTA 762). 

The outcome of this case was a change in the law promul

gated under the Revenue Act of 1926. Section 212(d) 

provided that persons regularly dealin~ in, selling, or 

disposing of personal property on an installment basis must 

recognize "that proportion of the installment payments 

actually received in that year which the total profit 

realized or to be realized when the.payment is completed, 

bears to the total contract price, and, as to certain 
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casual sales provided they might be returned on the basis 

and in the manner above prescribed" (B. B. Todd, 1 BTA 762). 

Section 212 (d) thus settled the question of using install

ment reporting for ascertaining income. 

In 1928 Congress legislated a repeat of the 1926 

Act which eliminated some of the problems of that legisla

tion. This was the model of Section 453 which was revised 

in 1980 into three code Sections 453, 453A, and 453B by 

the Installment Sales Revision Act of 1980. 

Any gain from the sale of real property or the 

casual sale of personal property, with one payment due in 

a year following the year of sale must automatically be 

reported using the installment method,unless otherwise 

elected (I.R.C. § 453(a». This applies to gains not losses 

and is generally applicable to sales after 10/19/80 (I.R.C. 

§453 (a». Gain is to be reported pro rata as each year's 

payment is received. The ratio of profit divided by the 

contract price will determine the proportion of each year's 

payment to be treated as gain. 

The profit is the difference between the selling 

price and the adjusted basis. The selling price is the. 

full cost of the property to the buyer. It includes cash, 

any notes and mortgages or seller liabilities the buyer 

pays, assumes or takes the property subject to. It also 

includes the fair market value of notes and other property 
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conveyed to the buyer. The contract price is the amount 

the seller will actually receive, not reduced by selling 

expenses of the seller, if no debts are involved the con

tract price will equal the selling price. Mortgages are 

included in the contract price only to the extent they 

exceed the basis of the property being transfered. 

The amount of gain recognized is dependent upon the 

payments received in that year. For installment reporting 

payments received include the down payment, any cash or 

fair market value of property received, and evidence of 

indebtedness which is payable on demand or readily tradeable. 

Third party guarantees are not treated as payment received. 

Under Treasury Regulation §1.453-l (b) (1) payments in year 

of sale include liabilities assumed in excess of basis. 

Commissions and selling expenses in an installment 

sale for a non-dealer in property do not reduce the 

selling price or contract price (Treas. Reg. §1.453-l(c) 

See also S. Rept. No. 46-1000). See also Kirschenmann, 

Bertha Estate of V. Comm., 33 AFTR 2d 74-343, 488 F 2d 

270, USCA 9, 1973, which held selling expenses increase 

basis and to not reduce the amount realized. See also Rev. 

RuI. 74-384 where the Service has announced that it will 

not follow the Kirschenmann decision.), however, they do 

reduce the profit. 
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I.R.C. Section 483 causes interest to be imputed 

upon deferred payment sales if the interest portion of the 

contract was not stated at specific level. The seller is 

likely to desire to overstate the favorably treated long 

term capital gain portion of the sale and understate the 

ordinary income interest portion. To prevent this Section 

433 causes a protion of each payment to be treated as 

imputed interest. The amount so imputed is used to reduce 

the stated sales price or the total contract price (Treas. 

Reg. §1.453-l(b)). 

The imputed interest computation uses the present value 

concept for payments deferred for more than six months. The 

sum of payments deferred for more than six months is compared 

with the present value of those same payments. The differ

ence is imputed interest and is deductable pro rata with 

each payment. It should be noted that stated interest is 

deductable on a remaining balance concept. If the interest 

is stated at nine percent in the contract, interest will 

not be imputed at the present level of ten percent. 

The fair market value of an installment note held 

by the decedent upon death will be included in the gross 

estate. (I.R.C. Section 203l(a), however, for related 

material see discussion of the Estate of John A. Moss, 

74 TC 91 (1980) later in this chapter). This inclusion 



will not cause the general rules for adjustment to basis 

and I.R.C. Section 1014 to apply. The recipient of the 

note and hence the income will not benefit from an in

crease or decrease in basis as a result of inclusion in 
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the gross estate of the decedent. However, the recipient 

of the income in respect of a decedent can benefit from a 

deduction for that portion of federal estate tax attribu

table to the inclusion of the installment note in the gross 

estate of the decedent. 

An installment payment received by the estate will 

be reported in the same amount and character as it would 

have been reported by the decedent had he lived. If the 

estate disposes of the obligation by sale or exchange or 

in discharge of indebtedness of the decedent, the estate 

would recognize income to the extent of the different 

between the amount received and the basis of the obligation. 

The beneficiary who is distributed an installment 

note, with the exception of a pecuniary bequest, would 

recognize payments received in the same amount and character 

as would have been recognized by the decedent had he lived 

and collected the obligation. This concept of income in 

respect of a decedent was created to account for the cash 

basis taxpayer who had accrued income during his or her 

lifetime and could escape income taxation on that income 

through a step up in basis. I.R.C. Section 619 deals with 
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this. problem, the fair market value of the note is included 

in the gross estate and does not receive an adjustment to 

basis. The recipient of the obligation recognizes the 

income in res~ect of a decedent in the same manner as the 

decedent would have. The statute under I.R.C. Section 

691 (c) allows for a deduction for income tax purposes by 

the recipient. This deduction is equal to the amount of 

jederal estate tax paid on the margin on the fair market 

value of the insta1iment obligation included in the gross 

estate. 

This deduction is computed on the net value for 

estate tax purposes of all the items of income in respect 

of a decedent and items brought into the netting process 

(I.R.C. §691 (d) (1». 

This figure .is netted against deductions in respect 

of a decedent. The net value must be used to determine the 

estate tax attributable to it (I.R.C. §691 (c) (2) (c». 

This deduction then may be used by the recipient of income 

in respect of a decedent as a deduction on his or her 

income tax return for the year of receipt (Rev. Rul. 78-

203). 

The Installment Sales Revision Act of 1980 intro

duces a number of new tax factors to be taken into account 

in planning and structuring an installment sale of appre

ciated property to a family member. Subject to the 
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statutory limitations, the structure of the agreement will 

depend upon the present and projected objectives of all 

parties to the transaction. 

The bill promulgated special rules for situations 

involving installment sales to certain related parties. 

Under prior law the gain from the sale of depreciable pro

perty between certain related parties received ordinary 

income treatment (I.R.C. §1239). The definition 'related 

parties' has been expanded from that of a husband and wife, 

an individual and an 80 percent controlled corporation or 

two 80 percent controlled corporations, to also include sales 

to partnerships where the taxpayer controls 80 percent or 

more of the capital or profit interest. 

The attributation rules under Section 318 have been 

restricted for purposes of Section 1239 to include only the 

taxpayer and their spouses. The Senate Finance Committee 

also sought to include the assets of a grantor trust as 

ownership by the grantor and also sales between controlled 

corporations and controlled partnerships. 

For years the service has sought to restrain the 

use of installment sales to step up the basis for subse

quent resale by the transferee. Congress in the new legis

lation allowed the sales and installment reporting, however 

they built in an acceleration of gain to the transferor 

upon a resale by the transferee (I.R.C. §453 (e) (1». 
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The amount treated as received by the original seller is 

the lesser of the amount realized upon the resale or the 

selling price (original sale) less any payments received 

by the end of the transferor's taxable year. Any gain so 

recognized will reduce the gain ordinarily recognized by 

the transferor upon receipt of payments. 

The acceleration of gain depends upon the property 

transferred. If the property is marketable securities, 

then the resale at any time will cause any remaining gain 

to be recognized. If the property is other property (other 

than marketable securities), then the sale must occur within 

two years of the original transfer to cause the recognition. 

There are exceptions to this new provision, one dealing with 

nonliquidating sale of stock (I.R.C. §453 (e) (2) (B)) and 

a second if the property is sold after the death of either 

party (I.R.C. §453 (e) (6) (C)). A third exception is 

community property after the death of either spouse (Senate 

Committee reports Rept. No. 1000) and the fourth, an 

involuntary conversion if there was no threat or imminence 

before the first transfer (I.R.C. §453 (e) (6) (C)). There 

is also the overall exception to these related party rules 

if the dispositions did not have as a principle purpose the 

avoidance of federal income tax. 

The definition of related persons for purposes of 

§453 (e) is bro~der than those under §1239 and includes 
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the taxpayer's spouse, children, grandchildren and parents 

but does not encompass brothers or sisters of the taxpayer. 

The rules of attribution under §318 apply causing corpora-

tions, trusts, partnerships and estates to be related to 

the taxpayer by reason of stock owned by family members. 

The new law also treats the sale of depreciable 

property between certain related taxpayers more restrictively 

than-before. The Revision Act requires, in addition to 

the rules under §1239, that the seller of depreciable 
, 

property hetween related parties account for the sale using 

the accrual method (I.R.C. §453 (g)). This causes the 

seller to recognize all of the gain in the year of sale. 

For purposes of this provision related parties are cons~-

dered to be the taxpayer and his spouse, the taxpayer and 

an 80 percent controlled corporation or partnership and a 

corporation's of partnership's 80 percent controlled by 

the taxpayer or spouse. Transactions which do not have as 

a principle purpose the avoidance of federal income taxes 

are also exempted. 

The Revision Act further ~ttempts to make clear that 

the cancellation of an installment obligation is treated 

as a disposition of the obligation by the holder of the 

obligation and that these rules cannot be circumvented by 

the bequest of the obligation to the obliger. In prior 

cases the service had challenged the extinguishing of the 
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unpaid balance of an installment note upon death of the 

transferor. An installment sale with extinguishment of the 

unpaid balance upon death of the transferor is the best of 

both worlds. It could have the advantage of a private 

annuity with few of the drawbacks. 

The question in this area which the courts have 

emphasized relates to the difference between a testamentary 

cancellation of the legal obligation and an extinguishment 

of the legal obligation which arises from contractual nego

tiation. The testamentary cancellation is deemed to merely 

be a disposition by the transferor with the inclusion in the 

gross estate of the fair market value of the obligation and 

income tax gain recognized upon disposition. The con

tractural negotiated extinguishment has been treated as a 

life estate which ceases to exist upon the death of the 

transferor, hence, no inclusion in the gross estate and no 

adverse income tax consequences (See Estate of John Moss 

74 TC 91 (1980); acquiescence 1981-9 IRB 5). 

The Installment Sales Revision Act does not seem 

to have addressed this particular case. Prior to the Act 

it was possible to make a gratutious cancellation of the 

entire obligation during life or upon death (Miller vs. 

Usry) and avoid the income tax consequences of a dispo

sition. The committee reports of the Act (I.R.C. §453 

B (f) (1) & §691 (a) (5)) state that the District Court's 
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ruling in Miller vs. Usry were to be reversed by these 

provisions. However, the changes do not relate to the case 

of an extinguishment through contractural negotiations. It 

would seem that under the circumstances that the tax court 

decision in the Estate of Moss would still hold (See also 

Ruby Cain 37 TC 185 (1961 acq. 1962-2 CB 4)). 

Description of the 
Installment Sale Model 

The installment sale transaction, from a standpoint 

of taxation, has a much clearer history, both judicial and 

legislative. This makes the modeling of the ttansaction an 

easier process. Further the modeling of the private annuity 

transaction first created a framework from which an 

installment sale model flows more easily. This ease of 

modeling compared to the private annuity is still dependent 

upon the assumption making process in planning the model. 

The installment sale model was designed to simulate 

the installment sale transaction and to operate with input 

and output similar to the private annuity model. This as 

in the first case required the use of three separate pro~ 

grams. Each program was used to control separate output. 

The purpose was to gain as deep an understanding as possible 

of the transaction. 

The transferor is able under the second model (for 

installment sales) to transfer property only twice. Once 
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upon death and at any time during his/her life. The trans-

fer during life may be made for any amount of the present 

wealth and may be divided between a gift or installment 

sale as desired. The year of the lifetime transfer may be 

chosen. The transferor has an initial amount of wealth 

which grows by real growth, income and inflation, and is 

reduced by his consumption. It is assumed that the wealth 

is comprised of an investment which may be divided into any 

portion without losing any of its growth or earning pot en-

tial. The model may be given different growth and earning 

potential for property retained or property transfered. 

The transferee is assumed to have no initial wealth 

affecting the model, and no consumption. That is if the 

transferee' has wealth, earnings balance consumption. The 
, 

only additional wealth the transferee can obtain is.·from 

the transferor or income and growth on that transfer. The 

transferee may be considered as being one or.more trans-

feree's combined. 

The model allows the transferor to either transfer 

wealth or not. Upon death the transferor's estate, net of 

tax and expenses, is passed to the transferee. The income, 

estate and gift tax consequences are considered. No con-

sideration is given to any state or local tax. The model 

tracks the changes in wealth and the present value of 
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changes in wealth. It may run for any amount of years as 

determined by the operator. 

The model is designed to make many assumptions during 

its operation. Variables may be determined by simplified 

methods. Examples of those variables would be consumption 

and administration and funeral expenses. Both of those 

variables are determined by assumptions relating to the 

final amount. 

Documentation of the 110del 

Main Routine 

The main program (see Figures 11-13) is designed to 

both ·read data and call upon various subroutines as required 

by the program.. The program operates on a year-by-year 

basis. The main routine examines each year and the various 

transfers that take place are responded to by calling sub

routines to produce the correct results. As the program 

runs it stores important data on a year-by-year basis and 

sums that data for later output. Incorporated over the 

main routine are several DO loops which are designated to 

vary the input so that many cases might be examined 

without further effort from the operator. 

The program reads in data from an input file as 

follows: 



caleulatee 
8stote tax for 
transferor 

Fig. 11. 

Prc;>gram reads Input dat~ 
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11 actuarial factors 

contains do-loops whleh 
~ r:ry data 11 transfer eonerol 
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, 
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celled for year of 
transfer (lV.S ) 11 
computes effect 
upon both transferor 
& transferee 

called each year to update 
financial status of model 

Subroutine MAIN Installment Sale. 



TOR 

TEE 

STAT 

Write 

8 

updateo financial stahm of 
ttannferor 

updateD financial status of 
transferee 

computes present value of 
changos in wealth for both 
transferor I! transferee 
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Program stores data In arrays 
. for future use. 

If last year Is reached, 
program stops. 

Fig. 12. Subroutine TOR Installment Sale. 



ca~atee foderal estate 
tax for transferor ESTAX 

ETAX 

SGIFT 

provides proper rates for 
both ESTAX 8. SGIFT 

Fig. 13. Subrou~ine,ESTAX Installment Sale. 
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NSTOP: 

IYRD: 
IYSI: 

IYR: 

IYSL: 
IAGTR: 
TORB: 
ABPT: 

USLF: 
PRSL: 
CONS: 
DEPTOR: 
PERCT: 
DISR: 

SLXP: 
FSTMOR: 
RGPR: 

RGPT: 

ZINF: 
RINCR: 

RINCT: 

TBTOR: 
TBTEE: 

the number of years the program 
will examine 
year of death of the transferor 
year of the installment sale trans
action 
term of the installment note in 
years 
year of sale by the transferee 
initial age of transferor 
initial wealth of transferor 
the adjusted basis of property 
transferred 
useful life of property 
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sales price of sale by the transferee 
initial fixed portion of consumption 
annual depreciation taken by transferor 
the percent of property transferred 
the discount rate used in present value 
calculations 
the selling expense 
the first mortgage on the property 
the rate of growth of property 
retained 
the rate of growth of property trans
ferred 
the inflation rate 
rate of income earned upon property 
retained 
rate of income earned upon property 
transfered 
the tax bracket transferor 
the tax bracket transferee 

B(IY), TBASE(IY), TR(IY) are vectored variables of 

federal estate and gift tax ra~es. IGZ(IY), ILF(IY) are 

vectored variables for the expected life of the transferor 

taken from the s~atistical abstract of the United States 

(1978) . 

The routine's first step is to read in this infor-

mation, then the operator may select the output form 

desired, either a long form print out or a shorter version 
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used to print out many cases together. The operator may 

then select the gift portion of the transfer; the percentage 

of the gift portion may be varied as desired. 

There are five DO loops that cause the input 

variables to change so that many cases may be examined 

without further attention from the operator. The first 

DO loop varies the year of the installment sale t~ansaction. 

The second changes the percent to be transfered. The third 

DO loop varies the initial wealth of the transferor. The 

fourth increases the age of the transferor from 40 to 70 in 

10 year stages. The fifth DO loop changes the expected life 

of the transferor by searching the tables of expected life 

and then bracketing five expected lives around the table 

amount. 

The heart of the program begins with a DO loop which 

operates the program from year 1 to year NSTOP. If the 

program reaches the year of death (IYRD) then the ESTAX 

subroutine is called and the federal estate tax is calcu

lated. Subroutine SIS is called if the year of the install

ment sale transaction (IYIS) is reached. In this subroutine 

SGIFT. Once the program has reached this point all of the 

specialized data has been accumulated and stored and it 

calls subroutines TOR, TEE and STAT. TOR calculates on a 

year-by-year basis the effects of the data calculated upon 

the transferor TEE does the same thing for the transferee 
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and STAT calculates the year-by-year changes in wealth for 

both the transferor and transferee. STAT also calculates 

the present value of these figures and sums them for out

put. 

The main subroutine then controls the output func

tion in accordance with the form (WSHORT) for the lonR form 

(WTLONG). Subroutine MAIN controls the storage of variables 

in the proper locations and, due to the reuse of the pro

gram via the DO loops subroutine, ZINIT is required to set 

values and clear storage areas. 

Subroutine ESTAX 

This subroutine is designed to calculate the federal 

estate tax upon death of the transferor. This subroutine 

has been adjusted for the 1981 Economic Recovery Tax Act. 

The gross estate is calculated by summing the wealth of the 

transferor in the year of death and any tax paid upon gifts 

plus the,remaining balance of the installment note. Adjusted 

gross estate is then the gross estate less administration 

costs. This amount is increased by adding adjusted taxable 

gift (post 1976) to arrive at tentative tax base (TTBAS). 

This amount is transfered to the ETAX subroutine for the 

calculation of the tstate tax. The estate tax he fore 

credit (ETBC) is reduced by tax paid on gifts included in 

the gross estate. ETBC is then reduced by the unified 

credit applicable for the current year. This credit has 
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been reduced by any credit used upon previous gifts made. 

Once the subroutine has calculated estate tax payable (EXTP) 

it goes on to calculate the basis of property received by 

the transferee, transfers the property from the transferor 

to the transferee and reduces the transferor's estate to 

zero. 

Subroutine SIS 

Subroutine SIS calculates the effect of an install

ment sale. First the amount of property transfered (FMVPT) 

is reduced by the gift percentage (GPER) to obtain the sell

ing price (SLPR). SLPR is reduced by the adjusted basis 

of the property (ABIS) and selling expenses (SLXP) to yield 

gross profit (GPR). The contract price (KPR) is SLPR less 

the first morgage (FSTMOR). The payment (PMT) is the SLPR 

divided by the term of the installment note (IYR). The 

ratio of GPR divided by KPR equals GRTO. GRTO times the 

payment yields the amount of gain to be recognized in the 

year of payment (AMREL). The new remaining balance is 

calculated along with the interest portion (ZINTP). These 

values are stored for later use, the subroutine SIS then 

returns control to the MAIN program. 

Subroutine SGIFT 

SGIFT is designed to determine the gift tax payable 

due on any gift portion of the transfer and the basis of 
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any gift portion. The amount of the gift is determined 

when reduced by the annual exclusion, then the subroutine 

ETAX is called to determine the gift tax before credit. 

The unified credit is used to reduce this amount and the 

gift tax payable is calculated. Basis of the gift portion 

is determined by adding the portion of gift tax paid due 

to net appreciation and control is returned to SPA. 

Subroutine TOR 

Subroutine TOR is meant to account on a year-by-year 

oasis for the transferor. If it is the year of the install

ment sale transaction, then the net worth of the transferor 

(TORB) is reduced by the EMVPT and TXPAY. The property 

owned by the tr.ansferor is split into two portions, a por

tion that is transfered (TORBT) and a portion that is re

tained until death (TORBR). If .the installment sale trans

action has taken place, TORBT equals zero. Next, both 

portions, TORBR and TORBT are increased by the real growth 

rate and the inflation rate (ZONF). There is a separate 

real growth rate for property transfered (RGPT) and pro

perty retained (RGPR) and different values may be input 

for each. 

The income earned upon assets (ZINC) is then cal

culated including tax effect by multiplying ZINC by 

(l-TBTOR). TORB is reformed by the summation of TORBR, 
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TORBT, and ZINC. TORB is then increased for the net of tax 

effects of the instalment sale payment. 

Consumption is set in year 1 as a fixed amount plus 

a percentage of the transferor's initial wealth, each year 

the consumption is compounded for inflation (ZINF). The 

transferor's wealth is then reduced by consumption (CONS) 

and increased by the after tax effect of depreciation. 

Both income (ZINCS) and the wealth of the transferor (TORB) 

are arrayed. 

Subroutine TEE 

Subroutine TEE does the year-by-year accounting ~or 

the transferee. After property is transfered, the trans

feree's wealth is split into two protions, wealth received 

by transfered property via private annuity (TEEBT) and 

wealth received from the estate of the transferor (TEEBE)." 

Each portion is increased by real growth, RGPR and RGPT, 

respectively, and by inflation. Income after tax is calcu

lated for each portion and then added into them. If the 

transferor is still alive, TEEBT is reduced by the 

installment payment and adjusted for the after tax effect of 

depreciation. If the transferor has died, the after tax 

effect of income in respect of a decedent is included. 

Both the transferee's net wealth (TEEBS) and income (TINCS) 

are stored in an array. 
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Subroutine STAT 

STAT keeps track of the annual changes in net wealth 

of the transferor, transferee, and both as a unit. It 

merely subtracts last year's wealth from the current year's 

wealth, in year 1 it uses the initial wealth as last year's. 

Then, each of these three amounts, AMTl, AMT2, and AMT3 are 

the subject of present value calculations. A counter is 

inserted to keep track of how many years the transferor has 

a negative change in wealth. The three present value Figures 

PV, PV2, and PV3 are stored in an array as well as the total 

present value. 

Subroutine ETAX 

Subroutine ETAX is designed to calculate the correct 

tax on either an estate or gift transaction. It is adjusted 

for the 1981 Economic Recovery Act by limiting the brackets 

to 65 percent in 1982, 60 percent in 1983, 55 percent in 

1984, and 50 percent in 1985. ETAX then compares the amount 

(AMT) on which tax is to be computed until it finds AMT is 

greater than the beginning bracket increment. Dropping 

back one bracket "it computes the tax as a base amount 

(TBASE) plus a rate multiplied the excess of AMT one the 

beginning bracket increment «B(IC)). Once the tax is found, 

control is returned to either ESTAX or SGIFT, depending upon 

where it came. 
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Subroutine ZINIT 

ZINIT is in place to set locations of memory to 

zero so the program can be run many times to produce many 

different cases. 

Limitations of the Model 

This installment reporting model has been produced 

to closely match the private annuity model. This matching 

was done so similar output could be considered from each 

transaction. The installment sale also used three programs. 

Each was designed to produce a different sort of data, 

while all used a similar program. The use of three pro'

grams allow for data to be drawn from the model as all 

models allowed for easy changes in the assumptions, which 

is the strength and weakness of computer simulation. The 

next chapter will compare the results of both models. 



CHAPTER 6 

COMPARISON OF MODELS 

The construction of both the private annuity model 

and the installment sale model is similar. This follows 

since the installment sale program was written after the 

private annuity program, which served as its model. The 

ability of both programs to simulate the complex rela

tionships could lead to a judgement of. the superiority 

of one technique over the other. These models, as with 

any model, are only as good as the assumptions entered 

into in their construction. The similarity of these models 

allows for a better conlparison as similar assumptions are 

made in each. Further, each model has been separately 

evaluated on a year-by-year basis. However, it is important 

to remember they are only a set of models and there are 

many other possible sets. 

Within these limitations, I feel ii is possible to 

evaluate both the estate planning techniques the models 

are based on and the separate variables the model operates 

upon. This is reasonable as long as the evaluation and 

judgement is tempered with an understanding of the limi

tations of the models. 

125 
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Results of the Study 

A comparison of the output of both models yields a 

further understanding of both transactions. An evaluation 

of the output shows the following results, each to be dis

cussed in detail later in this chapter: 

1) For a comparatively small transfer, an 

installment sale transaction is approxi

mately equal to a private annuity transaction. 

2) For a relatively large transfer the private 

annuity transfer is superior to the in

stallment sale for a younger transferor or 

any transferor with a relatively short 

expected life. 

3) For an older transferor with a relatively 

long expected life the private annuity is 

less favorable than the installment sale. 

4) For a transferor with a shorter life the post

ponement of the transaction to at least year 

eleven causes the installment sale to become 

an equal or superior planning tool over the 

private annuity. 

5) The optimal point for mixing gift with the 

transfer remains. 



The transfer via installment sale is in its own 

right a good estate planning technique. In all cases 

studied, this transfer is superior to the no-plan case. 

In this study the private annuity transaction was deter

mined to be superior in certain instances, however in a 
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real investment situation all aspects of the transaction 

must be considered. Further, the relative weight of each 

aspect may change from individual to individual. This means 

that the results shown here might vary as individuals vary. 

The first result noted in this comparison of the 

private annuity models output with the installment sale 

models output was the closeness of the CPVACW for a 10 per

cent transfer. The private annuity shows better results 

with a lower age for the transferor and a shorter expected 

life. In Tables 4, 5, 6, and 7 it is clear that for a 10% 

transfer and no gifting the results are very close. 

This closeness is due to the common starting point 

and the relatively small transfer. As the size of the 

transfer is increased (See Tables 4, 5, 6, and 7) the 

size of the difference in CPVACW changes. This change 

may be explained by two factors. The first is a lower 

estate tax upon the death of the transferor. The transfer 

of property via the private annuity may lower the size of 

the estate in comparison with the installment sale. The 

fair market value of the installment note must be brought 
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Table 4. CPVACW 40 Year Old Transferor. 

Initial Wealth $750,000 

Private Annuity 

Percent 
Trans. 40-31 40-36 40-41 40-46 40-51 

10% 3,849,665 4,030,619 4,247,997 4,490,448 4,752,478 

30% 4,532,081 4,692,808 4,888,096 5,106,555 5,342,826 

50% 5,214,500 5,355,006 5,528,199 5,722,667 5,933,174 

70% 5,896,872 6,017,156 6,168,251 6,338,724 6,523,472 

90% 6,579,265 6,679,321 6,808,322 6,954,800 7,113,789 

-----------------------------------------------------------
Installment Sale 

Percent 
Trans. 40-31 40-36 40-41 40-46 40-51 

10% 3,816,411 3,995,739 4,210,526 4,449,861 4,708,439 

30% 4,432,209 4,588,036 4,775,531 4,984,616 5,210,520 

50% 5,048,004 5,180,339 '5,340,539 5,519,380 5,712,607 

70% 5,663,790 5,772,628 5,905,534 6,054,129 6,214,679 

90% 6,279,581 6,364,925 6,470,538 6,588,883 6,716,757 
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Table 5. CPVACW 50 Year Old Transferor. 

--
Initial Wealth $750,000 

Private Annuity 

Percent 
Trans. 50-22 50-27 50-32 50-37 50-42 

10% 3,682,744 3,727,163 3,865,440 4,057,594 4,283,505 

30% 4,359,462 4,387,416 4,510,711 4,687,434 4,896,562 

50% 5,036,192 5,047,677 5,155,993 5,317,292 5,509,638 

70% 5,712,909 5,707,039 5,801,278 5,947,149 6,122,721 

90% 6,389!605 6,368,150 6,446,525 6,576,963 6,735,757 

-----------------------------------------------------------

Installment Sale 

Percent 
Trans. 50-22 50-27 50-32 50-37 50-42 

10% 3,666,469 3,712,628 3,848,609 4,036,323 4,256,657 

30% 4,310,529 4,343,655 4,460,065 4,623,432 4,815',827 

50% 4,954,591 4,974,685 5,071,517 5,210,546 5,375,002 

70% 5,598,638 5,605,701 5,682,965 5,797,649 5,934,163 

90% 6,242,288 6,236,728 6,294,413 6,384,758 6,493,333 
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Table 6. CPVACW 60 Year Old Transferor. 

Initial Wealth $750,000 

Private Annuity 

Percent 
Trans. 60-13 60-18 60-23 60-28 60-33 

10% 4,114,411 3,742,074 3,658,837 3,728,934 3,883,987 

30% 4,782,069 4,387,510 4,287,358 4,345,919 4,493,288 

50% 5,449,732 5,032,942 4,915,883 4,962,915 5,102,597 

70% 6,101,555 5,678,366 5,544,404 5,578,801 5,711,891 

90% 6,741,695 6,323,788 6,172,918 .6,196,873 6,321,186 

-----------------------------------------------------------

Installment Sale 

Percent 
Trans. 60-13 60-18 60-23 60-28 60-33 

10% 4,087,237 3,740,968 3,665,832 3,734,238 3,882,821 

30% 4,700,519 4,384,160 4,308,308 4,361,810 4,489,744 

50% 5,302,734 5,027,339 4,950,787 4,989,374 5,096,666 

70% 5,879,914 5,670,522 5,593,258 5,616,930 5,703,584 

90% 6,434,517 6,313,693 6,235,725 6,244,490 6,310,502 
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Table 7. CPVACW 70 Year Old Transferor. 

Initial Wealth $750,000 

Private Annuity 

Percent 
Trans. 70-7 70-12 70-17 70-22 70-27 

10% 5,078,122 4,198,334 3,739,773 3,612,644 3,663,441 

30% 5,660,355 4,779,695 4,294,311 4,149,142 4,196,205 

50% 6,234,164 5,361,039 4,848,853 4,685,629 4,728,961 

70% 6,799,874 5,930,287 5,403,393 5,222,122 5,261,710 

90% 7,353,577 6,497,052 5,957,912 5,758,588 5,794,455 

-----------------------------------------------------------

Installment Sale 

Percent 
Trans. 70-7 70:-12 70-17 70-22 70-27 

10% 4,990,205 4,208,046 3,782,781 3,666,469 3,712,628 

30% 5,386,722 4,804,738 4,423,279 4,310,529 4,343,655 

50% 5,796,672 5,376,868 5,063,7(j7 4,954,591 4,974,685 

70% 6,189,619 5,924,561 5,704,250 5,,598,638 5,605,701 

90% 6,569,510 6,459,971 6,338,228 6,242,688 6,236,728 
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back into gross estate and a subsequent increase in the 

estate tax is reflected. 

The second factor which tends to change the spread 

between the private annuity and the installment sale is the 

cash flow for both the transferor and the transferee. The 

positive cahs flow proves to be the most important factor 

for all cases except those with a short expected life. In 

fact the positive cash flow tends to offset the effective-

ness of point one, the reduced size of the estate. The in-

crease in the size of the estate due to the inclusion of 
, 

the installment obligation does not seem to be an extremely 

important point. In most cases run, the expected life was 

long enough so that the fair market value of the installment 

note was either very low or zero. This would mean for a 

younger transferor, if it were not for the increase in cash 

flow, the installment sale would be as valuable a choice. 

This would be due to the small affect upon the size of the 

estate from the inclusion of the installment note. However, 

the private annuity may allow the same size transfer to 

take place at less cost to both the t~ansferor and the trans-

feree. 

The private annuity allows the property to be trans-

fered with less friction due to taxes. This increase in 

friction is caused by the interest. portion of the payment 

with the installment sale. Currently the transferor and 
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transferee must state the rate of interest at 9 percent to 

avoid having interest imputed at 10 percent. The model 

used a 9 percent interest rate. For a 40 year old trans

feror ~ith a remaining life of 31 years who transfers 

$675,000 from an initial wealth of $750,000, the interest 

payment in year 1 is $60,750. This is a heavy burden to 

the transferee when compared with the total private annuity 

payment for the same transfer of $51,949. That is, the 

entire private annuity payment is less than the interest 

portion of the installment note. The ability to deduct this 

interest payment does not make up the difference in the 

amount of payment, so the installment sale transferee begins 

to fall behind the private annuity transferee (PA Transferee). 

Year by year the funds to be invested are larger for the PA 

Transferee, the income goes up faster and the payment is 

smaller. By the time the level of the installment sale 

payment falls, the difference is too large, however, when the 

installment sale stops and the private annuity payment goes 

on, the difference may be made up. 

The installment sale transferor (IS Transferor) has 

been picking up the large interest payment as ordinary in

come, and eVen though the total installment payment ·is 

larger than private annuity payment, the after tax effect 

is more positive cash flow from the PA Transfer. This 

causes the remaining estate of the PA Transferor to increase 
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in size faster than the IS Transferor. By the year of death, 

the 40 year old PA Transferor from above (now 71) has an 

estate of $21,373,690, while the IS Transferor's estate is 

only $17,394,270. Here the installment sale has actually 

yielded a smaller estate tax but at the price of a larger 

income tax burden over the 31 years. After the transfer at 

death, the PA Transferee is better off and at year 55 the 

CPVACW for the private annuity is $6,579,265 compared with 

the CPVACW for the installment sale $6,279,581. 

These two effects, the lower estate tax and positive 

cash flow intereact with a third factor. The third factor 

is from the Regulations for the computation of the size of 

the private annuity payment. For an older transferor the 

factor grows smaller, creating a larger payment required to 

cause the present value of the annuity payment to equal the 

fair market value of the property transfered. These three 

factors intereact to cause the results for a transferor and 

transferee to vary and the effect of each one should be con

sidered separately. 

The size of the payment and the tax aspects of the 

paym~nt adn receipt of that amount can cause variation 

between the two techniques. The installment note payment 

may be made over a wide range of years, however presently 

the interest rate is required to be 9%. The size of the 
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payment is naturally dependent upon the amount of property 

transfered. This is true for both transactions. The 

size of the private annuity payment also depends upon the 

factor obtained from the Regulations. This factor is 

determined by the transferor 1 s expected life and a 6 percent 

interest rate (see Chapter 2). The older the transferor, 

the lower the factor, the higher the payment for the same 

size transfer. 

For a 40 or 50 year old transferor over the range of 

the model the private annuity is always superior. For a 60 

year old transferor Table 6 shows that for a life of 13 

and 18 years the private annuity is still superior. But for 

a life of 23 or 28 years the installment sale is a better 

choice. And the private annuity is again slightly superior 

for a life of 33 years. For a 70 year old transferor, a 

lite of 7 and 12 favor the private annuity and a life of 

17, 22 and 27 the installment sale. (See Table 7). 

The general favorability of the private annuity for 

the lower age group is due to the large factor from the 

Regulations and hence the smaller payments and resulting 

more favorable cash flow than from an installment note. 

This factor, controlled by the age of the transferor, can 

cause positive cash flow for either the transferor or 

transferee. 



As the transferor's age is increased the factor 

becomes smaller and the size of the payment is larger. 

For a 60 year old transferor, making a 90 percent trans-

fer of $675,000, the private annuity payment amounts to 

$75,438. This is still less than the installment sale 

payment, however, the deduction for the interest by the 

transferee more than makes up the difference. Table 6 
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shows that as the life of the transferor is extended, the 

CPVACW for the private annuity changes place with the CPVACW 

for the installment sale. 

There are actually two changes. The first, between 

a 13 year life and a 23 year expected life and a change back 

between a 23 year expected life and a 33 year expected life. 

For a 13 year life the private annuity is more favorable 

than the instaJ.lment sale. The transferor receives the pay

ment with less tax associated with it. The ordinary income 

portion of the payment in year one for the installment note 

is $60,750 and the ordinary income portion of the private 

annuity payment in year one is $35,732. This means that, 

although the transferor is receiving less cash with the 

private annuity payment, his/her after-tax position is much 

better. Therefore, in the early years the transferor is 

better off. On the other side of the transaction the IS 

Transferee is making a slightly larger payment, however the 

after-tax cost is less due to the deductibility of the 

interest portion. 
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This means that the PA Transferor is better off 0nd 

the IS Transferee is better off, but the PA Transferor has 

a greater advantage. This causes the private annuity 

curve to be superior. At death in year 13 the PA Trans

feror has a larger estate and a larger estate tax of 

$544,233. The IS Transferor's estate tax is $333,517, 

however a larger transfer at death to the PA Transferee 

causes a greater wealth. All of these factors comb~ne to 

give the sixty year old transferor who lives thirteen years 

a higher CPVACW using the private annuity transaction. 

The shift takes place at a 23 year life. Here the 

installment sale is superior (see Table 6). Here the PA 

Transferor is still better off as is the IS Transferee, 

however at death in year 23 the estate tax expense for the 

PA Transferor is $4,325,106 and for the IS Transferor it is 

only $2,278,623. Even with this larger expense the PA 

Transfer at death is greater, however not enough to make 

up for the difference between the IS Transferee and the PA 

Transferee. Thus for a sixty year old transferor with a 

life of twenty three years the installment sale is 

superior. 

The shift back for a 60 year old transferor has 

taken place by a life of 33 years. Here the same situation 

still exists. The PA Transferor is better off and the IS 

Transferee is better off, however, here the transfer at death 
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takes place in year 33. This model used present value 

techniques to arrive at an amount used to judge the favora

bility of one planning tool over another. By year 33 the 

effect upon the present value will be small. At a seven 

percent discount rate, a dollar expense in year 33 has 

less than eleven cents effect on the present value. This 

effect means that although the PA Transferor's death 

triggers an estate tax of $20,538,016 while the IS Trans

feror's death produces an estate tax of $11,197,501, the 

diffe~ence in expense has very little effect upon the 

CPVACW. 

The use of present value techniques combines with 

the continued growth in the 60 year old PA Transferor's 

wealth to cause the private annuity transferor to be 

superior for a life of 33 years. Thp.se three lives are 

interesting in that they show the interrelationship of 

several factors which cause shifting in the CPVACW curves. 

It also points out the advantages of a quantitative method 

in determining which option to choose. 

For the seventy year old transferor the payment 

required to cause the present value of the annuity promised 

to equal the fair market value of the property transfered 

is large. This is due to the relatively short expected 

life of the transferor. Here for a life of seven years 

the private annuity is superior (see Table 7). For a 
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ninety percent transfer via a private annuity with an ini

tial wealth of $750,000 the estate tax is $74,033. The 

estate tax savings here is due to the transfer via private 

annuity reducing the size of the estate. The larger 

payment for the private annuity ($101,532) is compared to 

the first payment of $87,750, for the installment sale. 

The larger payment causes the PA Transferor's estate to 

build up faster than the IS Transferor. The same payment 

causes the PA Transferee's wealth to remain lower. For 

the seven year life the private annuity option is more 

favorable. This is due to the larger transfer at death, 

$850,022 vs. $408,412, plus the lower estate tax expense. 

The transferor whose abtual life is seventeen years 

finds the installment sale to be a better estate planning 

tool. The flow of payments remains the same. This flow 

causes the estate tax for the private annuity to be 

$2,082,126 much greater by now than the estate tax of 

the IS Transferor of $740,380. Also the larger transfer 

at death via the private annuity option can no longer make 

up the difference between the larger IS Transferee's 

wealth ($4,981,237) and the PA Transferee's wealth of 

$2,971,651. 

For a 27 expected year life, the seventy year old 

transferor is in the same situation, except more so. The 

installment sale is by now far superior. The seventy year 
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old transferor illustrates the two factors that must be con

sidered regarding the private annuity transfer. The first 

is the reduced size of the estate for a shorter actual life. 

The second is the older the transferor, the larger the 

payment must be and therefore the size of the estate is 

build back up more rapidly. These factors cause the 

private annuity transfer to be superior for a life of 

seven years and the installment sale to be preferable for 

a life of both seventeen and twenty seven years. 

The postponement of the transaction from year one to 

a later year has a deleterious effect upon the private 

annuity when contrasted with the installment sale. Table 

8 shows that for a 40 year old transferor with a 31 year 

life, the postponement of the transfer from year one to 

year eleven causes the installment sale to become the 

superior transaction. This table shows the results for 

both an initial wealth of $750,000, and $4,250,000. This 

loss of favorable results for a private annuity is due to 

two factors. The first is the increased age of the trans

feror. A 40 year old transferor who waits eleven years 

is 51 years old at the date of transfer. The increased 

age results in a smaller factor for the private annuity 

and hence a larger payment for an equal amount of wealth 

transferred. A larger payment causes the size of the PA 

Transferor's estate to become larger faster. This means 



Table 8. Combined Present Value of Annual Changes in 
Wealth for Year 11, 40 Year Transferor, 31 
Year Life. 

Initial Wealth $750,000 

Percent Private Annuity. Installment Sale 

10 $3,709,844 $3,733,136 

30 4,112,541 4,182,359 

50 4,515,236 4,631,586 

70 4,917,934 5,080,820 

90 5,320,640 5,530,045 

Initial Wealth $4,250,O00 

Percent Private Annuity Installment Sale 

10 $15,321,762 $15,425,205 

30 17,424,624 17,734,976 

50 19,527,744 20,044,864 

70 21,630,784 22,354,784 

90 23,733,824 24,664,608 

141 
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an increased estate tax. For example, the 40 year old PA 

Transferor with a life of 31 years who postpones the trans

fer to year 11 has an estate tax of $9,891,946. The 

equivalent IS Transferor has an estate tax of $7,433,727. 

The second factor is of less magnitude, however, 

every factor should be considered. This point is of lower 

importance to the model upon transactions which take place 

later in the life of the model. This lower importance is 

a result of the present value techniques used. In the case 

of this postponement both the private annuity and the install

ment sale are identical through year 10. In year eleven 

the PA Transferor's net wealth is better than that of the 

IS Transferor by $47,475. The IS Transferee's net wealth 

is better than the PA Transferee by $29,443. This pattern 

continues through the.year of death where the larger estate 

tax paid by the PA Transferor's estate causes the private 

annuity case to fall behind. The difference between the 

private annuity and the installment sale in Table 8 is 

relatively small. Perhaps more important is the shift from 

the superiority of the private annuity. 

The comparison of the private annuity and the 

installment sale also shows the advantage of a small amount 

of gifting. This advantage is to be expected and was shown 

in Chapter 4 to be due to the prudent use of the unified 

credit. Figure 14 shows this gifting advantage for a 50% 
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Fig. 14. Percent Gifted vs. CPVACW Unified Credit. 
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shows this gifting advantage for a 50% transfer. Both the 

private annuity and the installment sale show an increase 

in CPVACW as gifting approaches approximately $200,000 to 

$300,000. For the year of transfer the unified credit will 

be $62,800. This amount of credit yields an amount of 

property transfered of about $225,000. 

The comparison of these two models show some inter

esting results. This study attempts to quantify some of 

the variables that effect these transactions. This attempt 

can be of value in the choice between estate planning 

choices and perhaps of more value in the method of quantifi

cation. Chapter Seven will discuss the use of quantitative 

methods and broad implications of the study. 



CHAPTER 7 

CONCLUSIONS 

Estate planning enables individuals to marshall 

assets to meet both their lifetime financial objectives 

and those of their families after death. In all respects 

estate planning may also be described as financial plan

ning. Financial planning involves many variables and only 

a small portion of the process involves the tax conse

quences. It is when the planning objectives may be met 

in more than one way that the tax considerations become 

very important. This is the environment in which the 

study was conceived, i.e., the use of a quantitative 

technique to aid in the planning process. 

The research in this study demonstrates one method 

whereby these complicated issues may be quantified and 

used to make a more effective planning decision. The 

interplay of many variables makes the problem complex and 

in the past this decision makeing process was performed 

by using the simplest of assumptions. The process of 

interjecting a methodology for quantification into the 

tax planning area is a difficult one, however, as in 

other areas it will take place. 
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The study has shown that such a quantification has 

widespread application beyond the narrow area covered here. 

The application may be divided into two separate areas. The 

first and perhaps the most important is the ability of 

methods for quantification to be applied to other areas of 

taxation. The widespread use of computers coupled with 

expertise in a specific tax area makes this use inevitable, 

just as this practice has spread in other areas. A growth 

in the technology available in this area is already taking 

place. This growth must continue as the skills required 

become more prevalent. 

The second application may be found in an increased 

understanding of the issues involved. Any study of these 

planning areas lends to a real understanding of the funda

mental issues i?fluencing the outcome. This understanding 

will benefit not only those who carry out the research, but 

if promulgated, those who merely peruse it. 

This study has been designed relying upon a set 

of basic assumptions. The conclusions reached from these 

assumptions can not be applied to a different set of assump

tions. There are many possible techniques in the. estate 

planning area and this study does not presume to cover 

the field. It is a presentation of a methodology for 

modeling a trans'action in the area of taxation. 
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The private annuity transaction itself has limita

tions associated with it. One such limitation is the direct 

link between the transferor's age and the level payment to 

be made. There are many assumptions Which could be used to 

further the applicability of this model. The full use of 

discounting of the installment note in aTriving at fair 

market value could be implemented. This model modification 

may in fact result in an imporved position for the install

ment sales cases. This situation is merely one example 

of the fact that any model's results are applicable to the 

specific model itself. 

In the area of taxation, in general, as in most 

legal environments, the basis for research lies in the 

ultimate interpretation of fact situations by the judicial 

system. There are times when the decisions reached by various 

courts seem to fall outside the expected. It would be 

difficult to attempt to predict the decisions of courts in 

this area of taxation. In this study I have merely attempted 

to use a reasonable interpretation of how the courts would 

act. Clearly, the impact of alternate interpretations 

represents a fruitful area of continued research. 

Basic to study of the issues involved is the pre

paration of a model. Underlying the model is an under

standing of the issues. In this study Chapter Two is 

devoted to the research necessary to create a model of the 



private annuity transaction. In that chapter the aspects 

of the transaction are examined. The model is an outcome 

of that study. Chapter Three is comprised of an overview 

of the model and documentation of it. 
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Chapter Four examines the results of the output of 

the private annuity model. Those results and the implica

tions drawn from them are applicable to the private annuity 

transaction and show the favorable outcome from the use of 

that transaction. Chapter Five and Six apply to the in

stallment sale. The transaction is researched and the 

model viewed in Chapter Five. Chapter Six presents the 

implications of both the private annuity and the install

ment sale transaction. This comparison of the two tech

niques, taking into account gifting in both cases, shows 

where one transaction is more favorable than the other. 

Implications of the Study 

In Chapter One this study set out to research the 

private annuity and installment sale transaction and to 

separate those transactions into their various parts to 

better understand the whole. To accomplish this, each 

transaction was researched, broken down and then reas

sembled in the form of a model. The output from these 

models were to be analyzed and compared so that the trans

actions would be better understood. This analysis was 

completed in Chapters Four and Six. 
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In ~ broad sense, the study resulted in three impor

tant findings. The first was the advantage of planning 

and structuring the financial future of the transfer. Left 

alone, the No Plan Case was always less favorable than one 

of the planning techniques available in the model. 

Naturally each individual has different objectives. This 

model assumed that maximizing the present value of changes 

in wealth for the combination of the transferor and trans

feree was the proper objective. In this light, planning 

shQws the definite advantage mentioned. 

The second finding was the relationship between the 

two variables; age of the transferor and the actual life of 

the transferor and the favorability of either the private 

annuity and the installment sale. For a younger transferor 

the private annuity transaction was superior. As the age of 

the transferor was increased causing the private annuity pay

ment to become larger, the installment sale becomes more 

favorable for a longer life. This shifting from one alter

native to the other follows the two variables closely and 

those variables may be used to determine the most favorable 

technique. The study also provides information for those 

planning decisions where the two techniques are very close. 

In that case either of the alternatives provides favorable 

results and the decision could then be based upon other con

siderations. 
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A third finding relates to gifting and the optimal 

amount to use in a gifting program. It was expected that 

gifting as a portion of the transfer would be favorable. 

This is exactly what the model determined, that gifting with 

the transfer should be designed to use up the unified 

credit. This is advantageous to both techniques, but es-

pecially for the private annuity transaction where the trans-

fer is made to trust. In this case a gift to establish the 

trust as a viable entity is an important part of that trans-

fer which produces the optimal results. This optimal amount 

rem~ins for both the private ~nnuity and the installment sale 

transaction as well as gifting alone. 

Use of Quantification 
in Taxation 

. The use of a modeling technique in this study has 

allowed many cases with different variables to be included. 

~he ability of a simulation to recreate the transaction 

along.with the other important circumstance of the trans-

feror and transferee has allowed a large number of cases 

to be considered. This amount of data included in the 

study provides the basis for a wide Tanging look at the 

transactions. The number of variables combined with the 

variations allowed for a comprehensive look at these 

transactions along with a comparison. 
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This amount of data provided for this study allows 

a much clearer look at the transactions. Prior to the 

availability of these techniques, the most that could be 

done was to work up a few numerical examples for each 

individual. As quantitative methods evolve, they will 

allow the planner to choose much more accurately between 

various techniques. The technology has become available to 

make this step probable and only depends upon the spread 

of that technology to determine timing. 

The future of quantitative methods in taxation appears 

to be quite bright. There are two important factors in the 

area of taxation which make it likely. The first is the 

rapid changes which take place in the area. These changes 

lend themselves to the use of both the techniques and the 

equipment for quantification. The second factor is the 

extensiveness of Title 26 of the United States Code along 

with all of the supporting material. The amount of data 

involved requires the most advanced data processing tech

niques available. Both the amount of data and speed of 

change occuring in that data base will cause the use of 

faster, more efficient, more accurate techniques to evolve. 

It would appear that the best tool to accomplish 

the goals discussed is the computer. This tool will evolve 

and with innovative help from software will carry an even 

greater load in the future. As more and more material may 



be placed into a system with greater ease, the ability to 

use that information to simulate complex transactions 

will steadily increase. 
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This research has shown the advantages of simulation 

as a quantification technique. Without that method this 

study would have been impossible. With this method it 

was possible to draw upon a large data base to determine the 

superiority of one alternative over another. 
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