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New Wave of Flexible Annuities for Income Planning 
John Alan Cohan 

As previously discussed in this column, living trusts 
and related estate planning procedures have been on the 
upsurge among prudent livestock industry planners and 
Wall Street executives alike. One highly flexible area that 
rarely gets mentioned, however, pertains to private an- 
nuities. 

As explained below, one of main benefits of a private 
annuity is that it provides you with a lifetime income 
while, at the same time, removes certain items of property 
from the jurisdiction of the IRS when it comes time to 
computing estate taxes on your death. Estate taxes, an 
unpleasant but important subject, are assessed on each 
person's property at the time of death, at the minimum 
rate of 37% and, this goes up to 55%. It is assessed on all 
property above the initial $600,000 exemption permitted 
by law. 

A private annuity is therefore a valuable tax shelter. 
What is a private annuity? It is essentially a contract in 
which you, the annuitant or transferor, transfer, property 
(whether stock, partnership interests, realty, livestock or 
income-producing property of any kind), to another fam- 
ily member or another third party, in exchange for that 
person (the "obligor") promising to make specific, perio- 
dic payments to you for the duration of your life. The 
transferred property is called the "annuity property." The 
main purpose of this structure is to transfer wealth from 
one generation to the next while reducing estate taxes 
and keeping control over the annuity property. 

Another principal advantage of the annuity procedure 
is that the property transferred is protected against claims 
of your creditors as long as the plan is set up in accor- 
dance with proper legal guidelines. If not, it is possible for 
creditors or the IRS to dispute the validity of the annuity 
and thereby enforce claims or taxes against the annuity 
property. There has been considerable litigation on this 
very subject. 

The amount of the lifetime annuity payments must 
coincide with the fair market value of the annuity prop- 
erty. In many cases it is very difficult to valuate the prop- 
erty, as with sub-chapter S corporation stock, family 
partnership interests, livestock, or other property. In such 
cases IRS regulations have been implemented to give 
guidelines on how to place a value for annuity purposes. 

A formal appraisal is normally a requisite. Once the 
proper value is attained, the specific annuity amount can 
then be set, using IRS actuarial tables. 

Another advantage of a private annuity is that the 
income from the annuity property goes to the family 
member or other person who is the "obligor," and thereby 
helps pay all or a portion of the annuity income to you. 

An annuity can later be revoked or terminated if both 
the annuitant and the obligor enter into a mutual recis- 
sion. 

Certain optimal controls may be attained by a special 
procedure of a private annuity trust in which the annuity 
property is held by a separately established family trust. 
Various legal challenges have been interposed by the IRS 
to this procedure, but a major victory for the taxpayer was 
achieved several years ago in the Ninth Circuit Court of 
Appeals, approving this unique procedure. 

Apart from the significant estate tax benefits, the annui- 
tant also has income tax benefits. Receipt of the annuity 
payments is partially taxable and partially tax free under 
the annuity rules of the Internal Revenue Code. The 
annuitant realizes no gain at the time of the transfer, and 
no tax is then payable. Income tax is assessed only as the 
annuity payments are received, and a part of each pay- 
ment is excluded from taxable income. 

Finally, the private annuity transaction results in a new 
income tax basis in the hands of the purchaser or obligor. 

A private annuity must be distinguished from the var- 
ious types of commercial annuities sold through brokers 
and insurance agents. There are many such commercial 
annuities available, such as variable annuities, fixed-rate 
annuities, deferral annuities, and finite-term annuities. 
These can be used to supplement retirement income and 
are low-risk, prudent investments. However, they are 
completely different, from the private annuity situation 
discussed above, in which assets you may own can be 
transferred over. As aways with sophisticated estate 
planning procedures, it is important to obtain qualified 
legal expertise to insure proper compliance with the 
complexities involved. 

John Alan Cohan is an attorney in Los Angeles. He can be reached at: (213) 
557-9900. 


