116 T.C. No. 12

UNI TED STATES TAX COURT

ESTATE OF PAUL C. GRI BAUSKAS, DECEASED
ROY L. GRI BAUSKAS AND CARCL BEAUPARLANT,
CO EXECUTCORS, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 3107-98. Filed March 8, 2001.

In late 1992, D and his forner spouse won a
Connecticut LOTTO prize payable in 20 annua
installnments. At the tinme of his death in 1994, D was
entitled to receive 18 further annual paynents of
$395, 182. 67 each.

Hel d: The lottery paynents nust be included in
D s gross estate and val ued for estate tax purposes
t hrough application of the actuarial tables prescribed
under sec. 7520, |I.R C

M chael J. Kopsick and WlliamJ. Dakin, for petitioner.

Carmno J. Santaniello, for respondent.




-2 -
OPI NI ON

NI MS, Judge: Respondent determ ned a Federal estate tax
deficiency in the anount of $403,167 for the estate of Paul C.
Gi bauskas (the estate). The sole issue for decision is whether
an interest held at his death by Paul C. Gibauskas (decedent),
in 18 annual installnments of a lottery prize, nust be valued for
estate tax purposes through application of the actuarial tables
prescribed under section 7520.

Unl ess otherw se indicated, all section references are to
sections of the Internal Revenue Code in effect as of the date of
decedent’ s death, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.

Backgr ound

This case was submtted fully stipulated pursuant to Rule
122, and the facts are so found. The stipulations of the
parties, with acconpanying exhibits, are incorporated herein by
this reference. Decedent was a resident of West Sinsbury,
Connecticut, when he died intestate in that State on June 4,
1994. His estate has since been adm ni stered by the probate
court for the District of Sinmsbury. Roy L. Gibauskas and Carol
Beaupar| ant, decedent’s siblings, are nanmed co-executors of his
estate. At the time the petition in this case was filed, Roy
Gi bauskas resided in Southington, Connecticut, and Carol

Beauparl ant resided in Berlin, Connecticut.



The Connecticut LOTTO

I n Septenber of 1983, the State of Connecticut (the State)
commenced running a biweekly “LOTTO" drawing. During al
rel evant periods, this lottery was adm ni stered by the State of
Connecti cut Revenue Services, Division of Special Revenue (the
Di vision), in accordance with regul ations pronul gated to govern
the game’s operation. Individuals participate in the lottery by
purchasing for $1.00 a ticket on which they select six nunbers.
| f the six nunbers so chosen nmatch those randomy selected at the
next LOTTO draw ng, the tickethol der becones entitled to a prize
of $1,000,000 minimum with a potentially greater award avail abl e
if ticket purchases have increased the size of the jackpot.
LOTTO pri zes in excess of $1,000,000 are paid in 20 equal annua
install ments, each nade by neans of a check fromthe State
payable to the prizew nner and drawn on funds in the custody of
the State Treasurer. Wnners are not entitled to el ect paynent
inthe formof a lunp sum As in effect during the year of
decedent’ s death, the follow ng adm nistrative regul ati ons
prohi bited a LOTTO prizew nner from assigning or accelerating
paynment of the install nents:

(d) Prizes non-assignable. A prize to which a
purchaser may becone entitled shall not be assignable.

(e) Paynents not accelerated. Under no circunstances,
including the death of a prize winner, shall installnent
paynments of prize noney be accelerated. 1In all cases such
paynments shall continue as specified in the official
procedures. The division shall make such paynents payabl e
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to the fiduciary of the decedent prize winners’'[sic] estate
upon recei pt of an appropriate probate court order
appoi nting such fiduciary. The division shall be relieved
of any further responsibility or liability upon paynent of
such install nment prize paynents to the fiduciary of the
estate of a deceased installnment prize winner or the heirs
or beneficiaries thereof named in an appropriate probate
court order. [Conn. Agencies Regs. sec. 12-568-5(d) and (e)
(1993).]
The Division was authorized to, and did, fund its LOTTO
obl i gations through the periodic purchase of conmerci al
annuities. The D vision was nanmed as owner of these contracts,
and all paynents nade thereunder were remtted to the State. No
specific prizewinner was either a party to or a naned beneficiary
of the annuity contracts. The record does not reflect the cost
of these contracts, presumably because the State typically
acquired a conbined annuity to provide for paynent of all LOITO
prizes won during a specified period of tinme. Additionally,
paynent of awards to lottery wi nners was not guaranteed by any
State agency. However, at no tinme through the subm ssion of this
case had the State ever defaulted on anounts due to the
approxi mately 2,000 persons who had won LOTTO j ackpots since the

gane’s inception in 1983.

Decedent’s LOITO Pri ze

In late 1992, decedent and his wife won a Connecticut LOTTO
prize in the anount of $15, 807,306.60. The award was payable in
20 annual installnments of $790, 365.34 each, commenci ng on

Decenber 3, 1992. After receipt of the first such install nent,
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decedent and his wife were divorced. In conjunction with the
ensui ng settlenent and division of the property rights of the
coupl e, each spouse was to receive one-half of the remaining
lottery install ment paynents. Accordingly, $395,182.67, |ess
appl i cabl e Federal and State w thhol ding taxes, was remtted to
each on Decenber 3, 1993. Thereafter, on June 4, 1994, decedent
di ed unexpectedly while still entitled to 18 further annual
paynments of $395,182.67 each. Since obtaining an appropriate
court order as required by the Connecticut LOITO regul ati ons,
these install nments have been remtted yearly to the estate.

The Estate Tax Return

A United States Estate (and Generati on-Ski ppi ng Transfer)
Tax Return, Form 706, was tinely filed with respect to decedent’s
estate on Septenber 11, 1995. Therein, the estate elected to
report the value of assets as of the Decenber 3, 1994, alternate
val uation date. Decedent’s interest in the lottery installnents
was characterized on the return as an “Unsecured debt obligation
due fromthe State of Connecticut arising fromw nning the
Connecticut Lottery” and was included in the gross estate at the
al | eged present value of $2,603,661.02. Respondent subsequently
determ ned that the present val ue of the paynents shoul d have
been reported as $3,528,058.22 in accordance with the annuity
t abl es prescribed under section 7520, resulting in the $403, 167

deficiency in estate tax that is the subject of this proceeding.
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Di scussi on

CGeneral Rul es

As a general rule, the Internal Revenue Code inposes a
Federal tax on “the transfer of the taxable estate of every
decedent who is a citizen or resident of the United States.”
Sec. 2001(a). Such taxable estate, in turn, is defined as the
“value of the gross estate”, |ess applicable deductions. Sec.
2051. Section 2031(a) then specifies that the gross estate
conprises “all property, real or personal, tangible or
i ntangi bl e, wherever situated’, to the extent provided in
sections 2033 through 2045.

Section 2033 broadly states that “The val ue of the gross
estate shall include the value of all property to the extent of
the interest therein of the decedent at the tine of his death.”
Sections 2034 through 2045 then explicitly mandate incl usion of
several nore narrowy defined classes of assets. Anong these
specific sections is section 2039, which reads as foll ows:

SEC. 2039. ANNUI TI ES.

(a) General.--The gross estate shall include the

val ue of an annuity or other paynent receivable by any

beneficiary by reason of surviving the decedent under

any formof contract or agreement entered into after

March 3, 1931 (other than as insurance under policies

on the |ife of the decedent), if, under such contract

or agreenent, an annuity or other paynent was payabl e

to the decedent, or the decedent possessed the right to

recei ve such annuity or paynent, either alone or in

conjunction with another for his life or for any period

not ascertainable without reference to his death or for
any period which does not in fact end before his death.
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(b) Anmount I ncludible.--Subsection (a) shall apply
to only such part of the value of the annuity or other
paynment receivabl e under such contract or agreenent as
is proportionate to that part of the purchase price
therefor contributed by the decedent. For purposes of
this section, any contribution by the decedent’s
enpl oyer or former enployer to the purchase price of
such contract or agreenent * * * shall be considered to
be contributed by the decedent if nmade by reason of his
enpl oynent .

An interest included in the gross estate pursuant to one of
t he above-referenced provisions nust then be valued. As to this
endeavor, the general rule is set forth in section 20.2031-1(b),
Estate Tax Regs.:

The val ue of every itemof property includible in a
decedent’ s gross estate under sections 2031 through
2044 [now 2045 due to addition and renunbering] is its
fair market value at the tinme of the decedents’ s death
except that if the executor elects the alternate

val uation nmethod under section 2032, it is the fair
mar ket val ue thereof at the date, and with the

adj ustnents, prescribed in that section. The fair

mar ket value is the price at which the property woul d
change hands between a willing buyer and a willing
seller, neither being under any conpul sion to buy or to
sell and both having reasonabl e know edge of rel evant
facts. * * *

However, section 7520, enacted as part of the Technical and
M scel | aneous Revenue Act of 1988, Pub. L. 100-647, sec. 5031(a),
102 Stat. 3342, 3668, provides a specific rule for val uing
enunerated forns of property interests, as foll ows:
SEC. 7520. VALUATI ON TABLES.
(a) General Rule.--For purposes of this title, the
val ue of any annuity, any interest for life or a term

of years, or any renmi nder or reversionary interest
shal | be determ ned- -
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(1) under tables prescribed by the Secretary,
and

(2) by using an interest rate (rounded to the
nearest 2/10ths of 1 percent) equal to 120 percent
of the Federal mdtermrate in effect under
section 1274(d) (1) for the nonth in which the
valuation date falls. * * *
(b) Section Not To Apply for Certain Purposes.--
This section shall not apply for purposes of part | of
subchapter D of chapter 1 [relating to qualified plans
for deferred conpensation] or any other provision
specified in regul ations.
For transfer tax purposes, regul ations pronul gated under
section 7520 provide that the relevant actuarial tables for
val uing interests covered by the statute are contained in section
20. 2031-7, Estate Tax Regs. See sec. 20.7520-1(a)(1), Estate Tax
Regs.; sec. 25.7520-1(a)(1), Gft Tax Regs.; see al so sec.
20. 2031-7T(d)(5), Exanple (4), Tenporary Estate Tax Regs., 64
Fed. Reg. 23187, 23214 (Apr. 30, 1999) (with effective date My
1, 1999, but illustrating the calculation for valuing an annuity
of $10, 000 per year payable to a decedent or the decedent’s
estate).
The regul ati ons al so delineate exceptions to the mandatory
use of the tables. 1In the estate tax context, paragraph (a) of
section 20.7520-3, Estate Tax Regs., lists exceptions effective

as of May 1, 1989, while paragraph (b) gives additional

limtations effective with respect to estates of decedents dying
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after Decenber 13, 1995. See sec. 20.7520-3(c), Estate Tax Regs.
These exceptions, where pertinent, will be discussed in greater
detail bel ow

II. Contentions of the Parties

The fundanental di sagreenent between the parties concerns
whet her the streamof lottery paynents constitutes an annuity
whi ch nust be val ued pursuant to the actuarial tables prescribed
under section 7520.

The estate concedes that the prize's value is properly
included in calculating decedent’s gross estate under the general
rul e of section 2033, as “an unsecured debt obligation” in which
decedent had an interest at death. However, the estate denies
that the paynents are simlarly includible as an annuity under
section 2039. According to the estate, the lottery prize fails
to meet the specific requirenents set forth in section 2039(a)
for classification as an annuity under that section. Moreover,
even if such criteria were deened satisfied, the estate maintains
that operation of section 2039(b) would result in including only
that portion of the asset equal to the $1.00 purchase price, a de
m nims anount.

From t hese propositions, and to a significant degree
apparently equating the term®“annuity” in section 2039 with use
of the word in section 7520, the estate argues that the LOTTO

paynments need not be val ued under the prescribed actuari al



- 10 -

tables. Rather, it is the estate’ s position that the broader
w I ling-buyer, wlling-seller standard should control, with
factors such as lack of marketability taken into account in
di scounting the prize to present val ue.

In the alternative, the estate contends that even if the
lottery award is held includible in decedent’s gross estate as an
annuity under section 2039, deviation fromthe prescribed tables
is warranted in this case. The estate clains that the tables my
be di sregarded when their use would produce an unreasonabl e
result and that, due to restrictions on the asset in question,
such a situation is present here.

Conversely, respondent asserts that decedent’s right to 18
fi xed annual paynents constitutes an annuity which nust be val ued
pursuant to section 7520. Wth respect to section 2039,
respondent maintains that the lottery installnents satisfy al
el ements for inclusion in the gross estate under subsection (a)
and that no grounds are provided in subsection (b) for limting
such inclusion. However, regardl ess of the specific
applicability of section 2039, it is respondent’s position that
the LOTTO prize is an interest to which section 7520 appli es.
Respondent avers that the statute cited for inclusion in the
gross estate is not dispositive of whether tabular valuation is
mandated. Rather, it is the nature of the paynment stream at

i ssue that controls, and respondent contends that the periodic
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install ments here exhibit characteristics consistent with rights
properly val ued under the section 7520 tables. Moreover,
respondent alleges that neither any general regul atory exceptions
nor particular features such as lack of marketability permt
departure fromthe tables in the circunstances of this case.

Hence, in essence the parties agree that the value of the
lottery installments is to be included in decedent’s gross estate
and that the appropriate nethodol ogy for ascertaining such val ue
is to discount the stream of paynents to present value. They
advance opposing theories, however, for arriving at the rel evant
di scount rate. Section 7520 mandates use of a 9. 4-percent
di scount rate for annuities valued as of Decenber 3, 1994, and
respondent contends that this statute is applicable to the facts
before us. In contrast, the estate argues that the discount rate
shoul d be determ ned by consideration of what a willing buyer
would pay a willing seller for the asset at issue and, further,
apparently finds that a discount rate of approximtely 15
percent, adjusting for risk, inalienability, illiquidity, and
| ack of marketability, is proper here. Lastly, we note that for
pur poses of disposing of the legal issues raised by this
proceedi ng, the parties have stipulated that if the Court

determ nes departure fromthe annuity tables is warranted, the
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value of the lottery installnent paynents as of the alternate
val uation date will be deened to be the $2,603,661. 02 clained in
the estate tax return.

[11. Analysis

A. Rel evance of Section 2039

As a threshold matter, this case presents a prelimnary
question regarding the relationship anong sections 2033, 2039,
and 7520. Specifically, is finding that an interest fails to
meet the criteria for inclusion in the gross estate as an annuity
under section 2039, and is so included only under section 2033,
determ native of whether the interest is an annuity within the
meani ng of section 7520? W answer this inquiry in the negative
for the reasons detail ed bel ow

The purpose of section 2039, by its ternms, is to effect
inclusion in the gross estate of annuity or paynent rights
meeting certain enunerated criteria. At the sane tine,
regul ati ons promul gated under the statute indicate that section
2039 does not provide the exclusive definition of interests which
may be considered an annuity for purposes of the Internal Revenue
Code. Section 20.2039-1(a), Estate Tax Regs., recites the
follow ng: “The fact that an annuity or other paynent is not
includible in a decedent’s gross estate under section 2039(a) and
(b) does not nean that it is not includible under sone other

section of part Il of subchapter A of chapter 11 [conprising
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sections 2031 through 2046].” The inference to be drawn from
this statenment is that certain interests properly characteri zed
as an “annuity” within the nmeaning of the estate tax | aws may not
fall within the purview of section 2039.

This inference is further supported by consideration of the
rational e underlying enactnment of section 2039. It has been
recogni zed that “Congress intended to include in the gross estate
of a decedent for estate tax purposes the value of interests
whi ch under traditional common | aw concepts were never part of

the ‘“estate.’”” Gay v. United States, 410 F.2d 1094, 1097 (3d

Cir. 1969). Yet an annuity payable to a decedent’s estate would
have been considered an estate asset and subject to probate.
Addi tionally, exanples contained in both the |legislative history
and the current regul ations reveal a focus on nonprobate assets
such as annuities payable to a designated surviving beneficiary,
joint and survivor annuities, and enpl oyer-provided retirenent
annuities payable to a naned beneficiary. See S. Rept. 1622, 83d
Cong., 2d Sess. (1954); H Rept. 1337, 83d Cong., 2d Sess.
(1954); sec. 20.2039-1, Estate Tax Regs. It therefore would seem
reasonabl e to conclude that section 2039 did not and does not
purport to cover the universe of potential annuities that may be
subject to inclusion and valuation for estate tax purposes.

Case | aw al so conports with this interpretation. For

instance, in Arrington v. United States, 34 Fed. d. 144, 145-146
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(1995), affd. wi thout published opinion 108 F.3d 1393 (Fed. Cr
1997), the court described the interest at issue in that case, a
stream of paynents to be received by the decedent’s estate under
a lawsuit settlenent agreenent, as follows:

This settlenment agreenent al so provided for the
funding of an annuity “for the sole use and benefit of
W LLI AM ARRI NGTON. " Specifically, the annuity woul d be
for

the sum of Two Thousand Twenty Seven and 86/ 100

(%2, 027.86) Dollars per nmonth begi nning on January

7, 1990 for the remainder of WLLIAM ARRI NGTON' s

life, guaranteed for a m ni numof three hundred

and sixty (360) nonths. In the event of WLLIAM

ARRI NGTON' s death prior to the expiration of three

hundred and sixty (360) nonths, the remaining

nmont hly paynments in the guaranteed period shal

continue to be paid as they fall due on a nonthly

basis to the estate of WLLI AM ARRI NGTON and not
ina lunp sum

The court then went on to hold the installnments includible in the
decedent’ s gross estate under section 2033 on the grounds that
t he decedent was “the beneficial owner of the annuity”. 1d. at

147-148, 150. Arrington v. United States, supra, thus

illustrates that an annuity classification and a section 2033
i nclusion are not nmutual ly excl usive concepts.

Consequent |y, based on the foregoing authorities, we are
satisfied that the particular section under which an interest
m ght be included in the gross estate is not dispositive of the
interest’s status as an annuity which potentially nust be val ued
under section 7520. Since the estate has conceded, and we

concur, that the subject lottery paynents are includible under
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section 2033, we find it unnecessary to probe whether the
install ments would al so satisfy all of the specific criteria for
i ncl usi on under section 2039. Because an interest need not neet
each of the particular requirenments of that section to be
considered an annuity, the only argunents made in connection with
section 2039 that are directly relevant to the dispositive
section 7520 issue are those concerning the neaning of “annuity”
as a stand-alone term Accordingly, we proceed to anal ysis of
t hese contentions, and we do so in the context of section 7520 s
use of the word.

B. Meani ng of Annuity as Used in Section 7520

We are now faced squarely with the question of what is neant
by the term*“annuity” in section 7520. The statute itself
contains no definition beyond the phrase “any annuity, any
interest for life or a termof years, or any remnai nder or
reversionary interest”. Sec. 7520(a). The regul ations under
section 7520, as in effect on Decenber 3, 1994, are equally
devoid of explicit guidance. Furthernore, we are aware of no
cases offering a definition of the word in the context of section

7520’ s use thereof. In such circunstances, the general rule is
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that “a statutory termshould be given its normal and custonmary

meaning.” Ashland G 1l, Inc. v. Comm ssioner, 95 T.C 348, 356

(1990) .

Black’s Law Dictionary 88 (7th ed. 1999) defines annuity as
“An obligation to pay a stated sum usu. nonthly or annually, to
a stated recipient” and as “A fixed sum of noney payabl e
periodically”. Wbster’s Third New International Dictionary 88
(1976) provides that an annuity is “an anount payable yearly or
at other regular intervals (as quarterly) for a certain or

uncertain period”. W likew se pointed out in Estate of Shapiro

v. Comm ssioner, T.C Meno. 1993-483, that “An ‘annuity’ is

commonly defined as a fixed, periodic paynent, either for life or
a termof years.” Additionally, although not directly applicable
here due to the Decenber 14, 1995, effective date, we note that
section 20.7520-3(b)(1)(i)(A), Estate Tax Regs., now contains the
anal ogous statenent that “An ordinary annuity interest is the
right to receive a fixed dollar amount at the end of each year
during one or nore neasuring lives or for sone other defined
period.”

In the instant case, the estate acknow edges that the LOTTO
install ments are consistent wwth these definitions. However, the
estate further maintains that such definitions, standing al one,

are overinclusive, in that they focus solely on the paynent
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stream wi t hout taking into account the nature of the underlying
corpus or asset giving rise to the right to paynents. According
to the estate:

An annuity is generally defined as a right to receive

fixed, periodic paynents, either for life or a term of

years, but an annuity exists only by virtue of a corpus
invested to produce an incone streamfor a specified

term pursuant to a contract or other agreenent.

Contrary to the suggestion nade by the Comm ssi oner

that the Stipulation of Facts regarding the source and

reason for the paynents is immterial, any

determ nation of the nature of this asset requires an

anal ysis of the underlying characteristics and factors

that create the right to those paynents. * * *

The estate proceeds to offer a litany of features which
woul d characterize what, in the estate’s estinmation, would
customarily be understood as an annuity. As described by the
estate, an annuity is purchased for a prem um substantially
greater than $1. The annual installnents are then derived from
this corpus invested by or for the recipient, such that an
annuity contract provides for the liquidation of an asset. The
anmount of the installnents, in turn, is a function not only of
the invested contribution but also typically of the annuitant’s
age, gender, health, and the type of annuity contract purchased.
Wth respect to contract type, options available to the
purchaser, each with a consequent inpact on benefit |evel,
include an imedi ate or a deferred benefit, a single or an annual

premum a fixed or a variable paynent, and a term nation of

benefits on death or a guaranteed m ni nrum nunber of install nents.
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In addition, an annuity contract will usually provide the owner
with specific rights during the period the agreenent remains in
force. The contract can generally be alienated and assi gned, and
the owner can elect to nane a beneficiary of the contract.

In contrast, the estate enphasizes that a LOTTO prize is the
result of a $1 wager, not a substantial invested premum The
annual installnents are derived fromthe incone and investnents
of the State, not fromthe corpus supplied by the purchaser. The
W nner’'s age, gender, or health play no role in determ ning the
benefit level. Additionally, the wnner |lacks any ability to
make choi ces regardi ng paynent commencenent, anount, duration, or
term nation, and cannot assign the installnents or elect a
beneficiary to receive installnments upon the wi nner’s death.

Having thus attenpted to denonstrate that the lottery prize
does not resenble a typical annuity valued under actuari al
tables, the estate then goes on to cite a variety of assets
yi el di ng paynent streans which, according to the estate, are
val ued not under section 7520 but rather by taking into account
t he uni que characteristics of and restrictions on the asset. The
inplicit invitation is that we determne that the installnments
here are nore anal ogous to these alternatives and that sim|lar,
itemspecific fair market principles should be used in the

prize’'s val uation
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The estate discusses notes receivable, |easehold paynents,
patents, and royalties. W recount features of these assets and
their valuation as stipulated by the parties, w thout opining as
to the validity thereof, for purposes of framng the parties’
respective positions. A note receivable represents the prom se
of the maker to pay the holder a definite sumof noney. Notes
recei vabl e, although exhibiting a wide array of discrete terns
and conditions, generally are the product of an agreenent that
provides for a series of paynents over a period not necessarily
determ ned by reference to the holder’s life. Pursuant to
section 20.2031-4, Estate Tax Regs., the fair market value of a
note is presuned to be its unpaid principal anmount plus accrued
interest. However, this presunption can be refuted by evidence
that the interest rate, maturity date, collection risk, maker
sol vency, collateral sufficiency, or other causes warrant a
| esser val ue.

A |l easehold interest is the product of an agreenent
providing for a | essor to receive paynent for a | essee’s use of
property. Valuation of the resultant paynment streamtypically
relies upon an incone capitalization approach to discount the
rental installnents to present value. Factors considered in
cal culating an appropriate capitalization rate include the nature

of the property, the positive and negative physical attributes of
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the property, the termof the |lease, the market rate of rent for
simlar properties, and any risk factors that could affect
recei pt of paynents.

A patent is an exclusive right to nmake, use, and sell a
patented item As in the case of a | easehold, the paynent stream
avai l able to the holder of a patent is valued by quantifying a
variety of factors to reach an appropriate di scount or
capitalization rate. Such elenents include the age of the
patent, its economc and legal life, the incone it generates, the
products with which the underlying itemconpetes, the risks of
the relevant industry, and the status of the econony.

A royalty is the incone received fromanother for the
other’s use of property, and the termis usually enployed in
reference to mneral rights, copyrighted works, trademarks, and
franchise interests. The value of aright to royalty paynents is
agai n based upon the particular characteristics and risks
associated with the paynent stream taking into account the
annual incone produced, the length of the agreenent’s term the
paynment history, the possibility of sales or volune reduction
with respect to the underlying asset, any pertinent governnental
and industrial restrictions, and the nature of the underlying
asset (including the quantity and quality of reserves for m neral

and oil interests).
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Thus, we have been presented, on one hand, wth elenents the
estate believes characterize the type of asset that should be
considered an annuity subject to valuation under prescribed
tabl es and, on the other hand, with features exhibited by other
assets yielding paynent streans and used to derive an appropriate
fair market value apart fromnere reference to actuarial tables.
The estate’s position is that the LOITO prize invol ves a uni que
bundl e of rights and restrictions which, |ike those inherent in
notes, | easeholds, patents, and royalties, warrants an
i ndi vi dual i zed approach to valuation. Respondent, in contrast,
mai ntai ns that there exist no pertinent differences between the
| ottery paynents and ot her paynent streans val ued using the
st andar di zed t abul ar appr oach.

Taking into account the above body of information and the
parties’ contentions with respect thereto, we concl ude that
decedent’s lottery winnings constitute an annuity within the
meani ng of section 7520. |In reaching this decision, we first
consider the characteristics of an annuity, both as portrayed by
the estate and as reflected in case law. Second, we focus on
conparing these annuity features with those of assets which the
parties agree are valued other than as annuities. Third, we
exam ne how the lottery paynents fit wthin the franework so

devel oped.
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1. Analysis of Annuity Characteristics

We begin with a few comments on the rel evance of the
estate’ s subm ssions regarding the characteristics of a typical
annuity. Wiile we do not dispute that the features cited nay be
wi dely present in commercially purchased annuity contracts, we
point out that to the extent these el enents are not al so
representative of so-called private annuities, they offer little
insight into the nature of interests intended to be treated under
t he section 7520 tables.

Section 7520(b) states that the section shall not apply for
pur poses “specified in regulations.” Section 20.7520-1, Estate
Tax Regs., directs generally that annuities be valued in
accordance with section 20.2031-7, Estate Tax Regs., and the
tables therein. However, section 20.2031-7(b), Estate Tax Regs.,
expressly excepts commercial annuities fromits operation, as
follows: “The value of annuities issued by conpanies regularly
engaged in their sale * * * is determ ned under § 20.2031-8."
Section 20.2031-8(a)(1), Estate Tax Regs., in turn provides that
the value of such contracts “is established through the sale by
t hat conpany of conparable contracts.” Since the State of
Connecticut is not in the business of selling annuity contracts,
we clarify that the attributes of a comrercial annuity are
relevant here only in so far as they parallel what would be found

Wi th respect to a private annuity.
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Al t hough there are few cases applying section 7520 to such

private annuities, this Court in Estate of Cullison v.

Comm ssioner, T.C Meno. 1998-216, affd. w thout published

opinion 221 F. 3d 1347 (9th Cr. 2000), characterized an
arrangenent as a private annuity and required its valuation under
section 7520. The agreenent at issue there provided that the
decedent woul d convey all of her interest in certain farm and to
her grandchildren by warranty deed and that the grandchildren
woul d pay to her $311, 165 annually for the remai nder of her life.
See id. The agreenent further specified that the decedent woul d
have no further interest in the land after the date the agreenent
was signed and that the | and would not be security for the
annuity paynents. See id.

| n addressi ng whet her any portion of the |and transfer
constituted a gift, the estate argued that the annuity was
properly valued apart fromthe section 7520 tables, on the basis
of an interest rate supposedly reflecting that available on | and
sale contracts in the area. See id. W, however, pointed out
that “Unli ke a seller under a |land sale contract, decedent under
the private annuity would have only an unsecured right to receive
a specified annual paynent during her life.” 1d. (fn. ref.
omtted). W then held that such an interest was within the

scope of section 7520. See id.
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In addition, cases decided under | aw precedi ng section
7520’ s effective date offer a degree of guidance on the concept
of a private annuity for transfer tax purposes. Even prior to
t he enactnment of section 7520, estate and gift tax regul ations
had | ong contai ned actuarial tables for use in valuing private
annuities, life estates, and terns of years. See Sinpson v.

United States, 252 U S. 547, 549 (1920); Dix v. Conm ssioner, 46

T.C. 796, 800 (1966), affd. 392 F.2d 313 (4th Cir. 1968); Estate

of Cullison v. Conm ssioner, supra;, Estate of Shapiro v.

Conmi ssioner, T.C. Menp. 1993-483. Wile no statute mandat ed

their application, courts generally approved of and often

required their use. See D x v. Conmm ssioner, supra at 801;

Estate of Shapiro v. Conmni Ssioner, supra.

For instance, in D x v. Comm ssioner, supra at 798-801, we

concluded that the regulatory tables were to be used in valuing a
lifetime “private annuity” paid pursuant to an agreenent stating
as follows:

WHEREAS, THE transferor is willing to bargain,
sell, and transfer to the transferees all the
securities so listed in Schedule ‘A, provided however
that transferees, and each of them w1l agree to pay
the transferor a sumcertain annually, as hereinafter
set forth, regardless of the value of the securities so
transferred and regardl ess of the incone therefrom
received by transferees * * *

Simlarly, in Estate of Shapiro v. Conm ssioner, supra, the

w Il of the decedent’s predeceased wife had established a trust

and instructed the trustee “pay to ny husband or apply for his
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benefit an annuity of Three Hundred Thousand ($300, 000. 00)
Dol l ars per year fromny date of death during his life”. W held
that the bequest was “properly characterized as a lifetine
annui ty under section 20.2031-7(a)(2), Estate Tax Regs.”, and
properly valued by the tables prescribed thereunder. |[d.

G ven such cases, we are satisfied that the definition of
annuity for purposes of section 7520 is broader than the estate

suggests. Estate of Cullison v. Conm ssioner, supra, involved

nei ther a paynment stream derived froman invested corpus nor the

liquidation of an asset. The paynents in Dix v. Conmm SsSioner,

supra, were equally independent of any underlying corpus. The

bequest in Estate of Shapiro v. Conm ssioner, supra, bears little

resenbl ance to the contractual relationship described by the
estate--purchase prem uns, benefit options, beneficiary

el ections, etc., played no role in the annuity’'s genesis or
oper ati on.

Moreover, the authorities discussed above al so nmake cl ear
that a private annuity may be nothing nore or |less than an
unsecured debt obligation. Consequently, the estate’ s repeated
| abeling of the LOTTO prize as such in no way disqualifies it
fromannuity status. That said, we turn to those assets that the
parties have agreed are in fact not considered annuities for

val uati on purposes.
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2. Conparison of Nonannuity and Annuity Characteristics

In seeking to ascertain what m ght distinguish notes
recei vabl e, | easehold paynents, patent rights, and royalties from
the annuities previously exam ned, we | ook first at notes
receivable. Furthernore, our review thereof convinces us that
these assets differ fromannuities in a fundanmental respect. It
is the concept of interest which renders valuation of a note a
very different enterprise fromvaluation of an annuity. Because
an annuity involves a series of fixed paynents which bear no
interest, it is actuarially valued by discounting the streamto
present value. The purpose of doing so is to account for the
time value of noney. |In contrast, because the vast majority of
notes are interest-bearing, no such calculation is required. The
issue of time value is addressed by charging interest on the face
anount, such that the outstanding principal typically corresponds
to the present value without need for further manipulation. This
idea, in turn, provides the rationale which supports the rule set
forth in section 20.2031-4, Estate Tax Regs., presum ng a val ue
equal to the unpaid principal anbunt and listing the interest
rate (or, inplicitly, lack of a market rate of interest) as a
potential basis for deviation. A simlar approach presum ng a
val ue equal to the “face” dollar anmount of annuity installnents

coul d not reasonably be suggested.
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As regards | easehold, patent, and royalty paynents, each of
t hese assets, unlike an annuity, derives fromthe use of an
underlying itemof tangible or intangible property that exists
separate and apart fromthe agreenent to make a series of
remttances. Consequently, the anticipated paynment stream can be
affected by a wide variety of external market forces that operate
on and inpact the worth of the underlying asset. This injects
into the valuation of these paynent streans risks and
consi derations beyond sinply the tine val ue of noney.

Hence, our review of a sanple of nonannuity assets | eads us
to conclude that the common definition of an annuity is sound. A
prom se to make a series of fixed paynents, w thout nore, may
generally be classified as an annuity. Conversely, if the
agreenent is tied to sonething further, such as an i ndependent
underlying asset or an interest rate, a different
characterization may well be nore appropriate. Wth this
framework in mnd, we next focus specifically on decedent’s
lottery prize.

3. Examnation of Lottery Paynents

Based on the principles fornul ated above, we concl ude that
decedent’ s LOITO wi nnings are properly characterized for tax
purposes as an annuity. As the estate acknow edges, the asset at
i ssue here derives solely fromthe State’s prom se to nmake a

series of fixed paynents. The right to installnments is not



- 28 -

dependent on any particular underlying asset, is not subject to
alteration as a result of external market forces, and does not
bear interest. Accordingly, while we see features which
di stingui sh the paynent streans generated by each of the
nonannuity assets brought to our attention fromthe private
annuities reflected in case law, we find no such characteristics
wei ghi ng upon decedent’s right to the lottery install nents.

Moreover, in probing what attributes mght differentiate
sone other formof paynent froman annuity, we note a conspi cuous
absence. The cases di scussed above which decl are certain paynent
arrangenents to be a private annuity never address the
contractual options available to the payee for taking advantage
of his or her right to the installnents. Wether this right my
be transferred or assigned are elenents which fail to enter into
the courts’ calculus. Likew se, of the stipulated factors that
apparently render note, |easehold, patent, and royalty paynents
uni que and individually valued, none reflects any concern with
the payee’s ability to manipulate the right to receive
install nents. Additionally, because the estate so enphasizes the
concept of marketability, we observe as a parallel that the
parties provided by stipulation that notes cone in a wide variety
of types including, anong other things, nonassignable. Yet no
one could contend that |ack of assignability converts a note into

sone other form of asset. Hence, we are satisfied that such
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i ssues are largely subsidiary to determ ning the basic
characterization, in the first instance, of a paynent right.
Whet her these features affect the value in a particular case of
an asset so classified is a question which we shall take up
below. At this juncture, we first hold that decedent’s lottery
W nni ngs constitute an annuity for tax purposes and within the
meani ng of section 7520.

C. Valuation of Lottery Installnents Under Section 7520

Interests within the purview of section 7520 nust be val ued
in accordance with the prescribed actuarial tables unless they
can satisfy the requisites for an exception to the statute’s use.
As previously indicated, section 20.7520-3(a), Estate Tax Regs.,
provides a list of exceptions effective May 1, 1989, none of
whi ch has been cited as on point here, and section 20.7520-3(b),
Estate Tax Regs., enunerates additional exceptions effective
after Decenber 13, 1995. See sec. 20.7520-3(c), Estate Tax Regs.
While these latter limtations are not directly applicable to
1994, the preanble to T.D. 8630, 1996-1 C. B. 339, which adopted
par agraph (b) as an anmendnent to the final regul ations under
section 7520, addressed the relationship of the new provisions to
prior law as foll ows:

One comment at or suggested that the tables

prescribed by the regul ati ons nmust be used for val uing

all interests transferred between April 30, 1989 (the

ef fective date of section 7520) and Decenber 13, 1995

(the effective date of the regulations). However,
t hese regul ati ons generally adopt principles
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established in case | aw and published I RS positions.

* * * There is no indication that Congress intended to

supersede this well-established case | aw and

adm nistrative ruling position when it enacted section

7520. Consequently, in the case of transfers prior to

the effective date of these regul ations, the question

of whether a particular interest nmust be val ued based

on the tables will be resolved based on applicabl e case

| aw and revenue rulings.

Accordingly, the estate references both case | aw and section
20.7520-3(b)(1)(ii1), Estate Tax Regs., to establish that
decedent’s lottery winnings, even if considered an annuity under
section 7520, need not be valued by neans of the prescribed
t abl es.

At the tinme section 7520 was enacted, this and other courts
had | ong accepted as a general rule that interests covered by
t hen-exi sting regulatory tables were to be val ued thereunder
““unless it is shown that the result is so unrealistic and
unreasonabl e that either sonme nodification in the prescribed
met hod should be made * * * or conplete departure fromthe nmethod
shoul d be taken, and a nore reasonable and realistic nmeans of

determning value is available.”” Vernon v. Conm ssioner, 66

T.C. 484, 489 (1976) (quoting Weller v. Comm ssioner, 38 T.C.

790, 803 (1962)); see also Berzon v. Conmi ssioner, 534 F.2d 528,

531-532 (2d Gr. 1976), affg. 63 T.C. 601 (1975); Continental

[Il. Natl. Bank & Trust Co. v. United States, 504 F.2d 586, 594

(7th CGr. 1974); Froh v. Comm ssioner, 100 T.C 1, 3-4 (1993),

affd. without published opinion 46 F.3d 1141 (9th Gr. 1995);



- 31 -
Estate of Christ v. Comm ssioner, 54 T.C 493, 535-537 (1970),

affd. 480 F.2d 171 (9th Gr. 1973). It was equally well
recogni zed that the burden of proving that this standard was net
rested on the party seeking to deviate fromthe tables. See Bank

of Calif. v. United States, 672 F.2d 758, 759 (9th G r. 1982);

Vernon v. Commi ssioner, supra at 489; Estate of Christ v.

Conmi ssi oner, supra at 535.

In the instant case, the estate maintains that the annuity
tables yield an unrealistic and unreasonable result for the
decedent’ s wi nnings on the grounds that “tabul ar valuation fails
to consider (1) the unsecured nature of the LOTTO prize
obligation, (2) the lack of a corpus fromwhich to draw upon, and
(3) the inability to assign, sell or transfer the interest.” The
estate asserts that the nearly $925, 000 di fference between an
apprai sed val ue which purportedly takes these features into
account and the section 7520 val ue shows failure by the tables to
produce a realistic result. Respondent’s position, on the other
hand, is that case |aw authorizes departure fromthe tables only
where one or nore of the “assunptions on which the tables are
based, nanely probability of survival of the neasuring life,
assunmed rate of return, or assunmed continuous availability of the

source of funds for paynent of the interest” differ significantly
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fromthe actual facts presented. Respondent further enphasizes
that a quantitative conparison of val ues obtained under different
approaches is no basis for deviation.
As a prelimnary matter in our assessnent of the parties’
contentions, we reiterate a point nade earlier. Precedent and
logic clearly establish that a private annuity, for purposes of

the tables, may be both unsecured and i ndependent of any

particular corpus. See D x v. Conm ssioner, 46 T.C. 796, 798,

800-801 (1966); Estate of Cullison v. Conm ssioner, T.C Meno.

1998-216. Hence, our analysis here will focus on whether the
third of the estate’s all eged reasons for departure fromthe
tables, the lack of marketability, supports such a deviation.

A review of the cases addressing attenpts to avoid use of
the tables reveals that those permtting departure have al nost
invariably, with an exception to be discussed below, required a
factual showi ng that renders unrealistic and unreasonable the
return or nortality assunptions underlying the tables. In
general, it has been recognized that expert actuarial testinony
establishing the Comm ssioner’s tables to be old or outnoded may

be cause for deviation. See Estate of Christ v. Conmni ssioner,

480 F.2d 171, 174 (9th Gir. 1973), affg. 54 T.C. 493 (1970);
Dunigan v. United States, 434 F.2d 892, 895-896 (5th G r. 1970);

Estate of Cullison v. Conm ssioner, supra. As specifically

regards return, rights to incone fromassets shown to be
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noni ncone produci ng, see Maryland Natl. Bank v. United States,

609 F.2d 1078, 1081 (4th Cr. 1979); Berzon v. Conm SSioner,

supra at 531-532; Stark v. United States, 477 F.2d 131, 132-133

(8th Cr. 1973), or to be subject to depletion prior to

expiration of the terminterest, see Froh v. Conm ssioner, supra

at 5, have been held properly valued apart fromthe tables. 1In
contrast, where known facts failed to establish a basis for
concluding that a previous average rate of return would remain
constant into the future, even a marked difference between past
experience and the prescribed rate has not justified an alternate

nmet hodol ogy. See Vernon v. Conm ssioner, supra at 490; Estate of

Christ v. Conmi ssioner, 54 T.C. at 537-542. Wth respect to

nortality, a known fatal condition | eading to i mm nent death has
been ruled to make use of actuarial tables unreasonable. See

Estate of Butler v. Comm ssioner, 18 T.C 914, 919-920 (1952);

Estate of Jennings v. Conm ssioner, 10 T.C 323, 327-328 (1948);

cf. Bank of Calif. v. United States, supra at 760; Continental

[Il. Natl. Bank & Trust Co. v. United States, supra at 593-594.

At the sane tinme, the courts repeatedly have enphasi zed the
limted nature of these exceptions and the inportant role played

by the actuarial tables. See Bank of Calif. v. United States,

supra at 760; Continental [Il. Natl. Bank & Trust Co. v. United

States, supra at 593-594. In the words of the Court of Appeals

for the Ninth Crcuit: “actuarial tables provide a needed degree
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of certainty and adm ni strative convenience in ascertaining
property val ues and prove accurate when applied in | arge nunbers
of cases, although discrepancies inevitably arise in individual

cases.” Bank of Calif. v. United States, supra at 760. There is

al so, in these cases specifically dealing with the standard for
departure, once again a salient absence of any consideration
regardi ng what rights the payee may have had to |iquidate or
di spose of his or her interest. |In fact, the incone right at

issue in Estate of Christ v. Conmmi ssioner, 54 T.C. at 499, 542,

whi ch was hel d subject to valuation under the tables of section
20. 2031-7, Estate Tax Regs., was expressly nade nonassi gnabl e.
The trust instrunment provided:

The beneficiaries of this trust are hereby

restrained fromselling, transferring, anticipating,

assi gni ng, hypothecating or otherw se di sposi ng of

their respective interests in the corpus of the said

trust, or any part thereof, and of their respective

interests in the incone to be derived and to accrue

therefrom or any part thereof, at any tine before the

said corpus or the said incone shall conme into their

possessi on under the ternms of said trust * * * []1d. at

499. ]

Yet no deviation was permtted. See id. at 537, 542.

Moreover, it is noteworthy that other fornms of annuity which
lack liquidity are expressly required by statutes and regul ati ons
to be val ued under the Comm ssioner’s prescribed tables. For
instance, in the context of a grantor-retained annuity trust,
section 2702(a)(2)(B) mandates valuation of a qualified retained

annuity interest under section 7520. Nonetheless, in order to
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create such a qualified interest, the trust instrunment nust
prohibit both (1) distributions fromthe trust to or for the
benefit of any person other than the annuitant during the term of
the interest and (2) conmutation (prepaynent) of the annuity
interest. See sec. 25.2702-3(d)(2), (4), Gft Tax Regs.
Simlarly, the present value of the annuity portion of a
charitabl e remai nder annuity trust is conputed under section
20.2031-7(d), Estate Tax Regs., notw thstanding that the trust
may not be altered to provide for paynent to or for the benefit
of any noncharitabl e beneficiary other than the person or persons
named in the governing instrunent. See sec. 1.664-2(a)(1)(i),
(a)(4), (c), Inconme Tax Regs. Hence, we find statutory and
regul atory support for the prem se that lack of liquidity or
mar ketability is not taken into account in determ ning whether
tabul ar valuation is appropriate.

G ven the foregoing precedent, we are convinced that there
exi sts no authority for the anomal ous position taken by the U S
District Court for the Eastern District of California in Estate

of Shackleford v. United States, 84 AFTR 2d 99-5902, 99-2 USTC

par. 60,356 (E.D. Cal. 1999). Estate of Shackleford v. United

States, supra, involved facts nearly identical to those now

before this Court. M. Shackleford won a California lottery
prize to be paid in 20 nonassi gnabl e annual installnments and then

died after receiving only three paynents. See id. at 99-5902 to
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99-5903. On the issue of valuing these paynents for estate tax
purposes, the District Court accepted with little explanation
that the prize was an annuity within the purview of section 7520.
See id. at 99-5905 to 99-5906. However, the court concl uded that
departure fromthe actuarial tables was warranted because failure
“to take into account the absolute lack of liquidity of the
prize” rendered tabular val uation unreasonable. [d. at 99-5906.

We cannot agree with the District Court for several reasons.
First, as indicated above, case |aw offers no support for
considering marketability in valuing annuities. (The only other

case cited by the estate for this proposition, Banberqg, Executor

under the WIl of McGrath v. Commi ssioner of Revenue, No. 132709,

1985 WL 15773 (Mass. App. Tax. Bd. Sept. 20, 1985), is a State
tax case that affords no cogent analysis of the issue for Federal
tax purposes.)

Second, the enactnent of a statutory nmandate in section 7520
reflects a strong policy in favor of standardized actuari al
val uation of these interests which would be largely vitiated by
the estate’s advocated approach. A necessity to probe in each
i nstance the nuances of a payee’s contractual rights, when those
rights neither alter or jeopardize the essential entitlenment to a

stream of fixed paynents, would unjustifiably weaken the | aw.
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Third, as a practical matter, we observe that an annuity,
the value of which consists solely in a prom sed stream of fixed
paynments, is distinct in nature fromthose interests to which a
marketability discount is typically applied. As the estate
acknow edges, discounts for |lack of marketability are nost
preval ent in valuation of closely held stock or fractional
interests in property. Such is appropriate in that capital
appreci ati on, which can usually be accessed only through
di sposition, is a significant conponent of value. The value of
an annuity, in contrast, exists solely in the anticipated
paynents, and inability to prematurely |iquidate those
install ments does not | essen the value of an enforceable right to
$X annually for X nunmber of years.

In connection with the foregoing, we further note that any
attenpted conparison to the “small market of those willing to
pur chase unassi gnable lottery w nnings”, which the parties
stipulated to exist, would be inapposite. Decedent died owning
an enforceable right to a series of paynents. Yet any purchaser
buys only an unenforceable right and so is necessarily valuing a
different species of interest. Wat a LOITO prize m ght be worth
to such a speculator hardly reflects its value in the hands of a
legitimate owner. Hence, because there is no market for the
precise interest held by decedent, the need for a standardized

approach becones even nore apparent.
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Lastly, we coment that section 20.7520-3(b)(1)(ii), Estate
Tax Regs., cited by the estate, does not cause us to reach a
different conclusion. Section 20.7520-3(b)(1)(ii), Estate Tax
Regs., deals with an exception to section 7520 for certain
restricted beneficial interests and states:

A restricted beneficial interest is an annuity, incone,

remai nder, or reversionary interest that is subject to

any contingency, power, or other restriction, whether

the restriction is provided for by the terns of the

trust, wll, or other governing instrument or is caused

by other circunstances. In general, a standard section

7520 annuity, incone, or remainder factor may not be

used to value a restricted beneficial interest. * * *

The regul ation then goes on to cite two exanples where its

provi sions woul d be applicable, one of which involves a power to
i nvade corpus that could dimnish the incone interest to be

val ued and the other of which addresses an annuity paynent
measured by the life of one with a termnal illness. See id.;
sec. 20.7520-3(b)(2)(v), Exanple (4), Estate Tax Regs.; sec.

20. 7520-3(b) (4), Exanple (1), Estate Tax Regs.

In Iight of the exanples given and the previously quoted
preanble of T.D. 8630, 1996-1 C.B. 339, we are satisfied that the
intent of this provision was to formalize the existing case | aw
regarding the validity of the tabular assunptions in situations
where facts show a clear risk that the payee will not receive the
anticipated return. Thus, a restriction within the neaning of

the regulation is one which jeopardi zes recei pt of the paynent

stream not one which nerely inpacts on the ability of the payee



- 39 -

to di spose of his or her right thereto. W cannot realistically
accede to the view that an agreenent for fixed paynents backed by
the full faith and credit of a State governnent raises any such
concerns. Accordingly, even if applicable, this regulation would
not aid the estate.

We therefore hold that lottery paynent installnents at issue
here nmust be val ued through application of the actuarial tables
prescri bed under section 7520. Additional argunents by the
parties, to the extent not specifically addressed herein, have
been carefully considered but found unconvincing, irrelevant, or
noot .

To reflect the foregoing, and to take into account any

further all owabl e deducti on under section 2053,

Deci sion will be entered

under Rul e 155.




