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Estate tax magic: private annuities

Families are trying to take

Pruce Givoer iy partoprat advantage of the $5,120,000 gift

Givner & Kaye APC in Los on before it is tedused
Angeles. He can be reached at tax exclusion before it is reduce
bruce@givnerkaye.com. on Jan. 1, 2013, to $1,000,000.

On that same date the estate and
gift tax rate will increase from 35
to 55 percent. Will the tax laws
really change? There are (at
least) four possible outcomes:
$5,000,000 exclusion (Congress
will pass a law to keep it this
way); $3,500,000 (President
Barack Obama's view);
$1,000,000 (it will become
unless the law changes); and
zero (estate tax repeal). What are
each possibility's chances? This
is a pure guess: 50 percent it will
stay at $5,000,000 (Congress
will view a reduction to
$1,000,000 as an increase in the
hated "death tax"); 10 percent it
will drop to $3,500,000 (only President Obama supports this); 10 percent it will drop
to $1,000,000 as currently scheduled (again, viewed as a tax increase); and 30 percent
repeal of the estate and gift tax laws. The possibility of complete repeal increases with
the likelihood that Gov. Mitt Romney will become president (17.3 percent according to
FiveThirtyEight.com on Sept. 29).

Owen Kaye is a partner at Givner
& Kaye APC in Los Angeles. He
can be reached at
owen@givnerkaye.com.

Most families, though interested in saving their children estate tax, cannot "give"
significant assets. They need the assets - or at least the income - until the surviving
parent's death. Happily, there is a way for Mom and Dad to both (i) dramatically reduce
the ultimate estate tax and (ii) keep the income as long as either of them is alive.

A private annuity is a stream of payments made by a children's trust that continues
as long as either Mom or Dad is alive. (The children's trust will be drafted to be
"ignored" for income tax purposes.) Because payments stop at the surviving parent's
death, nothing is included in the surviving parent's estate. If Mom and Dad die
prematurely, a private annuity provides a terrific result: transfer of a valuable asset out
of the estate in return for one or a few very small payments.

Some people believe that a "private annuity” requires buying something from a
financial institution. Untrue. However, like a commercial annuity, the payments
essentially consist of two elements: interest and a mortality cost. The interest is a
special rate, the IRC Section 7520 rate, required by the Internal Revenue Service for
transactions involving annuities. Therefore, it is used for qualified personal residence
trusts (QPRTSs), grantor retained annuity trusts (GRATS) and charitable remainder
annuity trusts (CRATS). For October 2012, the rate is 1.2 percent. The mortality cost
increases with the parents' ages. It is approximately 3.4 percent for parents ages 65 and
60; 5.3 percent for parents age 75 and 70; 9.2 percent for parents ages 85 and 80; and
15.8 percent for a single parent age 85.

Mom and Dad have a debt-free apartment building which they believe is worth
$10,000,000. It generates distributable cash flow of only $200,000. They would like to
reduce whatever estate tax might apply on the survivor's death. However, they cannot
afford to give up the $200,000 per year. A "gift" of the apartment building, from which
they retain the $200,000, would be ignored due to Internal Revenue Code Section
2036, which includes in the estate any transfer if you retain the income from the
property or the right to designate who will enjoy the income from the property.

The $5,120,000 gift tax exclusion ... is reduced
on Jan. 1, 2013, to $1,000,000. On that same
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date the estate and gift tax rate will increase
from 35 to 55 percent.

If Mom and Dad are 65 and 60, the private annuity required is 4.6 percent (3.4 plus
1.2). However, the $200,000 of distributable cash flow is 4.6 percent of only
$4,340,000. So Mom and Dad can enter into a part-gift, part-sale transaction: they give
the children's trust of $5,660,000 ($10,000,000 minus $4,340,00); then they sell the
remaining $4,340,000 for a private annuity. Mom and Dad are assured of receiving the
$200,000 for as long as either of them is alive. They will never run out of money. On
the other hand, should they die prematurely, the children will realize a windfall:
nothing will be included in the surviving parent's estate.

If only Mom, age 85, is alive, the required annuity rate is a staggering 17 percent
(15.8 plus 1.2), and $200,000 is 17 percent of only $1,180,000. Therefore, a part-gift,
part-sale transaction as described above will not work since the required gift
(810,000,000 minus $1,180,000 equals $8,820,000) will exceed Mom's $5,120,000
gift exclusion. There are at least two ways to make this transaction work. First, what
Mom views as being worth $10,000,000 may not appraise at $10,000,000. In most
cases, the values clients give us are 10 to 30 percent higher than the appraised values.
Second, if Mom contributes the building to a family limited liability company and sells
membership interests to the children's trust, combined discounts for lack of control and
lack of marketability should reduce the value by another 20 to 30 percent. As a result of
these two steps the transaction may look like this: $10,000,000 times 84 percent (to
reflect the real estate appraiser's value) equals $8,400,000 times 75 percent (to reflect
the 25 percent entity level adjustments) equals $6,300,000 minus $1,180,000 (portion
that can be bought for the private annuity) equals $5,120,000, which equals Mom's
lifetime exclusion.

What if the building is, indeed, worth $10,000,000, and there are no valuation
discounts? The $1,180,000 private annuity portion and $5,120,000 gift portion leave
$3,700,000 with which we must deal. At Mom's age 85 we might have the children's
trust acquire the $3,700,000 for a nine year interest only installment note at the
current required interest rate of 0.93 percent, which will require annual payments of
$34,410. Assume Mom dies at age 90. There will be four years left on the note.
Depending upon the then prevailing interest rates, that note will be discounted in value
when included in Mom's estate.

Private annuities are not the right structure for every family situation. However,
when parents have compromised life expectancies and need the assurance that their
money will never stop, private annuities should be closely considered in trying to reach
an attractive estate tax result.
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