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If an installment obligation is
sold or exchanged, gain or loss on
the sale or exchange is measured
by the difference between (1) the
amount realized for the obligation,
and (2) the basis of the sold or
exchanged obligation. In the case
of a disposition of an installment
obligation in a transaction other
than a sale or exchange (such as a
gift or cancellation), gain or loss
on the disposition is the differ-
ence between (1) the fair market
value of the obligation at its dis-
position, and (2) the basis of the
obligation. If the seller and buyer
are related persons, the fair mar-
ket value of the obligation cannot
be less than its face value as of the
date of disposition.?

The basis of an installment obli-
gation is determined by multiplying
the unpaid balance on the obliga-
tion by the gross profit percentage
and subtracting that amount from
the unpaid balance.” For example,
assume that a taxpayer sold prop-
erty several years ago in an arm’s-
length transaction on the installment
method. Assume further that the
gross profit percentage (cost basis
of property sold / sale amount) in
the original transaction was 60%.
If the buyer still owed the taxpay-
er $1 million of the sales price under
the obligation at the time of a gift
or cancellation of the obligation,
the taxpayer’s basis would be
$400,000, resulting in the recog-
nition of $600,000 in gain. Any
gain or loss on its sale or disposi-
tion would be the same character
(i.e., capital gain or ordinary in-
come) as was produced by the sale
of the property on account of which
it was received.?”

If the note is given away as a gift,
rather than cancelled, the carryover
basis in the hands of the recipi-
ent/donee would be effectively
“stepped up” to fair market value as
a result of the gain recognition by the
original seller/donor on the disposi-

tion.” Any subsequent disposition
by the recipient/done could, there-
fore, avoid capital gain recognition.

Gift of installment note to grantor
trust. Because the disposition of an
installment obligation generally
causes the deferred capital gain to
be accelerated under Section 453B,
the lender/donor may find it unde-
sirable to give or cancel the obli-
gation. One potential solution to
this problem is for the lender/donor
to transfer the note to an irrevo-
cable grantor trust of which he or
she is treated as the owner for income
tax purposes.” The gift of the note
to the trust would be an effective
transfer for federal transfer tax pur-
poses, but would be ignored for fed-
eral income tax purposes.s
Furthermore, when the donor
dies, a “transmission at death” ex-
ception to the installment sale rules
is available so that the installment
method is available until all pay-
ments have been received by the
trust.8' One further planning pos-
sibility is to fractionalize the own-
ership of the obligation between
the donor and a grantor trust and
take advantage of potential dis-
counts for lack of marketability.s2

General clean-up

Over time, some originally good
estate plans have backfired or
become unnecessary. Gifts that
were intended to treat children
equally may have failed to do so
because the assets given have per-
formed in dramatically different
ways. The increased exemption
may provide a way to “re-equal-
ize” the beneficiaries.

Planning to use both spouse’s
exemption amounts regardless of
who died first, especially in rela-
tively smaller estates, may have
caused titling of assets in a way that
is no longer necessary and may even
have detrimental nontax results. For
example, real estate ownership may

have been changed from tenancy by
the entirety to tenants in common.
If that is no longer important in
order to make sure that both cred-
its are used, the asset protection
benefits of tenancy by the entirety
have been given up for no good tax
purpose. Financial assets may have
been divided between spouses in
such a way that increased fees or
limited investment opportunities.

FLPs and LLCs may have been
created with a view towards even-
tually gifting all of the interests to
the next generation. Such plans are
not always carried out by the donor
after he or she has left the attor-
ney’s office, and the increased
exemption may provide an oppor-
tunity to reinstate the planning
strategy without tax cost or start
statutes of limitation running on
discounted gifts.

Gonclusion

Although the 2010 Tax Act has left
long-term estate planning in the
same uncertain state it was for the
past decade, it has created a two-
year window of opportunity for gift
planning with the increased exemp-
tion. For clients able to make large
lifetime transfers, there are many
effective ways to make gifts in trust.
Further, some techniques that were
not attractive with the lower gift
tax exemption may now be tax-effi-
cient, and for many clients the two-
year window may provide a chance
to take a look at existing plans
and clean up problems without
incurring a tax cost. l
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