Pityo v. Commissioner, 70 T. C. 225 (1978)

A taxpayer may report gains on the installment method when selling appreciated
assets to an independent trust, provided the taxpayer does not control the trust or
its proceeds.

Summary

William Pityo sold appreciated Arvin stock to irrevocable trusts he created for his
family, receiving installment notes in return. The trusts subsequently sold part of the
stock and invested in mutual funds to fund the notes. The IRS argued Pityo should
recognize the gain immediately due to constructive receipt of the sale proceeds. The
Tax Court, however, upheld Pityo’s right to report the gain on the installment
method, finding the trusts were independent entities and Pityo had relinquished
control over the stock and its proceeds.

Facts

William Pityo owned significant Arvin stock, which he acquired through a corporate
reorganization. After leaving his job due to injury, he faced financial difficulties. In
1972, Pityo created five irrevocable trusts for his family, with the Flagship Bank as
trustee. He gifted some Arvin shares to the trusts and sold more shares to three of
the trusts in exchange for installment notes totaling $1,032,000. The trusts sold a
portion of the Arvin stock and invested the proceeds in mutual funds to make the
installment payments to Pityo. Pityo reported the gain from the sale to the trusts on
the installment method, which the IRS challenged.

Procedural History

The IRS determined a deficiency in Pityo’s 1972 tax return, disallowing the
installment sale treatment and requiring immediate recognition of the gain from the
trusts’ resale of the stock. Pityo petitioned the U. S. Tax Court, which held that the
sale to the trusts was a bona fide installment sale, allowing Pityo to report the gain
on the installment method.

Issue(s)

1. Whether Pityo is entitled to report the gain from the sale of Arvin stock to the
trusts on the installment method under Section 453 of the Internal Revenue Code.

Holding

1. Yes, because the trusts were independent entities, and Pityo did not retain control
over the stock or its proceeds after the sale.

Court’s Reasoning
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The Tax Court applied the test from Rushing v. Commissioner, which requires that
the seller not have direct or indirect control over the proceeds or possess economic
benefit from them. The court found that the trusts were not controlled by Pityo; they
were managed by an independent trustee with fiduciary duties to the beneficiaries.
The trusts had the potential to benefit from the transaction through investment in
mutual funds, and their assets were at risk if the mutual fund investments did not
cover the note payments. The court distinguished this case from others where
intermediate entities were mere conduits, emphasizing that the trusts were not
precommitted to resell the stock. Key quotes include: “a taxpayer certainly may not
receive the benefits of the installment sales provisions if, through his machinations,
he achieves in reality the same result as if he had immediately collected the full
sales price,” and “in order to receive the installment sale benefits the seller may not
directly or indirectly have control over the proceeds or possess the economic benefit
therefrom. “

Practical Implications

This decision clarifies that a taxpayer can use the installment method for sales to
independent trusts, provided there is no retained control over the trust or its assets.
[t impacts estate planning and tax strategies by allowing for the spread of capital
gains tax over time. Practitioners should ensure that trusts are truly independent
and not mere conduits for the seller’s benefit. The case has been cited in subsequent
decisions, such as Nye v. United States, to uphold installment sales between related
parties acting independently. It also underscores the importance of structuring
transactions to reflect economic reality, as evidenced by the court’s rejection of the
IRS’s attempt to restructure the transaction as a direct sale by Pityo.
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