
Self-Canceling Installment Note 10/19/2022

Transfer Date: 10/2022
Discount Rate: 4.00%
FMV of Property: $3,500,000
Cost Basis: $1,200,000
Recapture (§1245 or §1250): $600,000
Initial Down Payment: $250,000
Age(s): 60
Term of Note: 10
Type of Note: Level Principal
Annuity Valuation: Complete
No-Risk-Premium Market Interest Rate: 4.00%
Payment Period: Annual
Amortization or Principal-Recovery Period: 20
Balloon Payment?: Yes
Mortality Table: 2010CM

Risk Premium Risk Premium
Principal Interest

Mortality Risk Premium (Principal): $252,900.29 N/A
Total Sale Price: $3,752,900.29 $3,500,000.00
Principal Amount of Note: $3,502,900.29 $3,250,000.00
Mortality Risk Premium (Interest): N/A 1.1770%
Total Interest Rate: 4.0000% 5.1770%

Annual Principal Payments: $175,145.01 $162,500.00
Annual Interest Payments: Varies Varies
Total Annual Payments: Varies Varies
Balloon Payment at the End of Note: $1,751,450.15 $1,625,000.00
Total Interest to be Paid: $1,085,899.09 $1,303,956.88
Total Capital Gain: $1,952,900.29 $1,700,000.00
Profit Percentage (Capital Gain / Sale Price): 52.04% 48.57%
Capital Gain Recognized in Year of Sale: $130,092.74 $121,428.57
Basis Recovery in Year of Sale: $119,907.26 $128,571.43
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Self-Canceling Installment Note 10/19/2022

Repayment Schedule for Level-Principal SCIN with Principal Risk Premium

Actual Periodic Interest Rate: 4.0000%

Balance Principal Principal Principal Total Principal
Year of Note Interest Gain Basis Total and Interest

1 $3,502,900 $140,116 $91,140 $84,005 $175,145 $315,261
2 $3,327,755 $133,110 $91,140 $84,005 $175,145 $308,255
3 $3,152,610 $126,104 $91,140 $84,005 $175,145 $301,249
4 $2,977,465 $119,099 $91,140 $84,005 $175,145 $294,244
5 $2,802,320 $112,093 $91,140 $84,005 $175,145 $287,238
6 $2,627,175 $105,087 $91,140 $84,005 $175,145 $280,232
7 $2,452,030 $98,081 $91,140 $84,005 $175,145 $273,226
8 $2,276,885 $91,075 $91,140 $84,005 $175,145 $266,220
9 $2,101,740 $84,070 $91,140 $84,005 $175,145 $259,215
10 $1,926,595 $77,064 $1,002,544 $924,051 $1,926,595 $2,003,659

Totals: $1,085,899 $1,822,808 $1,680,093 $3,502,900 $4,588,799
Balance: $0

Repayment Schedule for Level-Principal SCIN with Interest Risk Premium

Actual Periodic Interest Rate: 5.1770%

Balance Principal Principal Principal Total Principal
Year of Note Interest Gain Basis Total and Interest

1 $3,250,000 $168,253 $78,929 $83,571 $162,500 $330,753
2 $3,087,500 $159,840 $78,929 $83,571 $162,500 $322,340
3 $2,925,000 $151,427 $78,929 $83,571 $162,500 $313,927
4 $2,762,500 $143,015 $78,929 $83,571 $162,500 $305,515
5 $2,600,000 $134,602 $78,929 $83,571 $162,500 $297,102
6 $2,437,500 $126,189 $78,929 $83,571 $162,500 $288,689
7 $2,275,000 $117,777 $78,929 $83,571 $162,500 $280,277
8 $2,112,500 $109,364 $78,929 $83,571 $162,500 $271,864
9 $1,950,000 $100,952 $78,929 $83,571 $162,500 $263,452
10 $1,787,500 $92,539 $868,214 $919,286 $1,787,500 $1,880,039

Totals: $1,303,957 $1,578,571 $1,671,429 $3,250,000 $4,553,957
Balance: $0
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Self-Canceling Installment Note (SCIN)

An installment note is a promissory note (evidence of debt) usually issued in conjunction with the sale of property where at
least one payment is to be received by the seller after the close of the taxable year in which the sale occurs. A
self-canceling installment note is an installment note that contains a provision under which the buyer's obligation to pay
automatically ceases in the event a specified person, called the measuring or reference life (usually the seller), dies before
the end of the term of the note.

When Is It Used?
An installment note is useful when a client owns a highly appreciated asset he would like to sell and wants to spread the
recognition of and taxation on the gain over a term of years. (However, any gain attributable to excess depreciation that is
subject to recapture under IRS §1245 or §1250 is fully recognized in the year of sale. Also, under installment sale rules, all
gain is recognized in the year of sale, even if payments on the note extend over several years, if the subject of the note is
publicly traded stock.) Installment notes with a self-canceling provision are especially useful when one family members,
typically a parent or grandparent, wishes to transfer property to another family member, typically a child or grandchild, with
minimal gift and estate tax consequences.

What Are the Estate and Gift Tax Consequences?
In general, the fair market value of any unpaid installment obligation on the date of death is included in the estate of the
seller. However, if the note contains a properly designed self-cancellation provision, the buyer is under no obligation to
make any further payments after the seller's premature death, which leaves no unpaid balance to be included in the seller's
estate. The self-canceling feature can be an effective means of transferring property to family members without estate or
gift tax consequences in the event of the death of the seller-transferor before the last potential payment has been made
under the terms of the installment note.

How Should a SCIN Be Structured?
A SCIN will avoid adverse gift and estate tax treatment only if the self-cancellation provision is properly designed. The
courts have held that:

· The cancellation provision must be bargained for as part of the consideration for the sale. 
· The purchase price must reflect this bargain either with a principal risk premium (above market sales

price) or an interest rate premium (above market interest rate). 
· The seller may not retain any control over the property being sold after the sale.

If the self-cancellation provision is not properly designed, the seller may be deemed to have made a part-sale part-gift. If
any of the transfer of the remainder interest (the canceled payments) is considered a gift, the entire value of the property
sold, less the consideration actually paid, will be included in the decedent's gross estate. This problem can be avoided by
structuring the note as much like a market note as possible, except for the principal or interest rate premium. Although not
all issues of valuation and proper design have been resolved by regulation or by the courts, most authorities feel the debt
instrument and the sales contract should both include the self-cancellation clause. To avoid retained controls, the sales
contract and/or note cannot place any restrictions on the use of the property by the buyer, including any restrictions on
subsequent sales. (In general, a subsequent sale of the property by the buyer within 2 years of the original sale will trigger
recognition of any remaining deferred gain by the original seller, even if the note has not been fully repaid.) Furthermore, it
is advisable to avoid using the property sold as collateral for the note so the seller has no right to reacquire the property
sold under any circumstances.

What Interest Rate or Discount Rate Should be Used in a SCIN?
Selecting the appropriate market rate of interest is perhaps the most difficult step in the process of designing and
implementing a SCIN.

For income tax purposes, self-canceling installment notes are subject to the installment sale rules. Although these rules
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are complex, the general rule is that the interest rate on an installment sale note must at least equal the appropriate
applicable federal rate (AFR) with semiannual compounding. Failure to follow these rules may result in reapportionment of
interest and principal of scheduled payments and imputation of interest income to the seller, even in periods in which he or
she may not have received payments.

The choice of whether to reflect the risk premium as an increase in the sales price (principal risk premium) or as an
increase in the interest rate (interest rate risk premium), depends on the relative tax situations of the buyer and seller. If the
risk premium is reflected in the sales price (principal risk premium), the seller will report more of each payment as capital
gain and less as interest income. The buyer will pay less interest (which is deductible if the interest is investment or trade
or business interest and not personal interest), but his or her basis will be higher. If the property is depreciable and the
buyer and seller are in similar tax brackets, the principal risk premium may be preferred to give the buyer a larger
depreciable base.

However, if the property is not depreciable, the buyer may prefer the interest rate premium where the basis is lower but
deductible interest payments are higher. 

Theoretically, some appropriately weighted combination of principal risk premium and interest risk premium would be
acceptable. A weighted combination risk premium may be determined using the program in a two-step fashion.

· Compute the principal risk premium and interest rate risk premium using the appropriate market rate of
interest.

· Choose an interest rate risk somewhere between the market rate and the risk-premium-adjusted interest
rate computed in the first pass and enter it as the market rate of interest in the data input section (leave
the §7520 as it is). The resulting principal risk premium will be lower than that computed originally using
the market rate of interest. The summary statement and repayment schedule for the installment note with
principal risk premium will now reflect the combined risk premiums. The interest rate premium is equal to
the difference between the market rate and the second (higher) rate entered. The revised and lower
principal risk premium is reflected on the summary statement. The repayment schedule will show the
effects of each risk premium the allocation of interest, gains and basis recovery.
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