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HE SOARING renl-es-
tate prices of the past
fewe years are helplng
b feed the popularity
M A complex bax-say-
ings technlgue called & “privite
annulty tresi”

The strategy 15 beng poo-
moted a5 & way for investors o
defer hefty capitnl-giins laxes an
the sale of highlyv-appreciated as-
sels—eapecially real estate—and
save oh estale taxes, while also
generwling o siream of inoame,

The frusts are beimg whdely
markebed not just by tox lawyers
ardd accountanis, bul alsa by in-
vestment advisers and insuronce
agents—who may nlse stand o
guin big fees by managing iruast
investmenis—and real-estute bro-
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Popular Trusts Shield
Real-Estate Profits

Private Annuity Trusts Reduce Bite of Estate Tax
And Defer Capital Gains, but IRS Serutiny Grows

Smart Selling

Orwners of reald estain thal has
sharmply apprecisled hive o
numiber of opoices (0 educe
their tax ke whan By solt

w So-called peivate Bnnuity
inasts, siruciured sakes and
1031 sxchamges can dels
capital-galns taxes for o
kafif] s,

® Prrante annuity frusts can be
s 10 miove ssets eull of
one’s estale, lessening the
Lax Burdén on ohe's Reirs.

dier allvwabde tax ndes and nilgh
oot genernte all the tox benefits
soffe promeders clitlm, Soeme lax
lawvers have published articles
or creabed Web sites crilicizing
thee trusds, with tiile=s sueh &5 “Fri-
visle Annubly Trusts: The Num-
birs Dol Support the Hype.™

Moreaver, the [nternal Reve
me Service has been scrutipiz
ing n growing number of privide
annukly trust transactions, and
tharughs it has mol bainmed (e proc-
tiee, the agency sids 0 has seen
numerols cases that it feels do
Bl [uss muster,

Progoments of privile armaily
trusts, for their parl, say Lhe
tramsaction, when done cofrect |y,
is n perfectly ncoepiable thx-say-
ings techmigue thid can defer cap
Hal-gaims taxes for years and
minimdize estabe faoes. "I wou

kers, who hope thiad the sirvtegy might help clinch
property sales and aftract BHstings.

They are being pitched 10 sveryome Tnm own
ers of @ primury or secandary resldence thot has
risen dramatically in voloe e owners of memenows
investment properiies, The inass ane just one of 4
number of sirateghes that people are using n an
attempt (o trim taxes wmic the fevered real-estate
miarkel of Fecenl Veurs. (5 chart on page 3 {or
more detalls on these other options.)

The growing popalarity of privabe wnnmuily
trusts, however, has sparked heated debate
nmoig tax advisers, with skeplics saying that
SO Arrangemes might be oo agEressive un-

evitlanie i and =0 it up rghl and then operate i
approprinfely, o private annuity trasi ean be o
greid boal Do ke Tor estale Drindder, aseel preserva-
tion and tax deferral,” eays LCurt 'Wiall, o Palm
Desert, Calif., trust adviser, who monapes nearly
B00 milllen In priviale annuolly fres assets, hasl
ness generated in just thres years,

Wendy Phillips, a Landiers, Calif,, real-sstile
investor, set up a private annably trust after ot
tending o semdnar on capital-gnins stroteghes o
an aparimeni-vaners” rde show, Ms. Phillips
faced capitil-gnins tawxes of some $904,066) on the
sabe of s#vernl replal properiies near Palm
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Popular Trusts Shield Profits From Real-Estate

Conlimued Fram Prge [
Springs., and wonled 1o aveid payving
ihose taxes uplront. “[t seemed like @ lot
ol of sur pockeds af one tme,” says Ms,
Phitlips, who will turm &2 years old this
month. She and her hushand chose o
defer the privale anmuily payments wniil
they reach age 70, which means they can
delay the tax hil [or several years,

The National Associntien of Finencial

which s based in Sali Lake Cily.

Privile annuity trasts can cost any-
where from aboui 3,000 (o well over
00,000 £ sef 1, plus addithonal adminds-
tration and fsvestmont fees that can rin
ugwards al 1% of trust assels, Becawos of
these costs, Mr. Barker says the strnlegy
meakes thie most sense for peopbe who have
il beast 5200,000 of capital gains to deler,
as well &5 people who might b= subject 1o
he cstate tax, (The current federl estate-
fmx exemptbon is 52 million per person or
§ milion per married oouple. |

Private annbly (nsts ane complicaled,

lods of comvohsted steps and tax
rules. In a tipleal armngemend. you sell
ialed asseds — resbdomtin or comumer-
clil real estale, arfwork, securities, even
closely held basinesses—to o tnmst, In ex-
chanye for @ series of fised annuity pay-
ments that last for the rest of your Bfe, The
trust then goes ahesd and sells the approd-
aled assed o an end bigyer, The cash pro-
ceeds are nvested by the trusi, amd are
used o fumd your annaity payments.

By selling the property in exchange for
an annoify, you avoid payving the upfrom
eapiial gains thal vou would have owed i
vl had simply sold the asset outright.

Insteqd, you are taxed on e annully pay-
menls whes they come ol of the trost,
which spreads oul the taxes over & knges
period of tme. Whal's more, you oan de-
fer receiving the mnnuity payments for
yers — st advisers recommend Saring
them no later than age 70— thereby fur-
ther postponing your tax payments,

The sirilegy alwn ks estale-planning
benelits. When you die, the annuity pay-
ments stop amd whidever is left over in
ihe frest b5 considered out of your estale
and isnt subject W estale laxes, The
annalty payments you receive during
yuur Hietime, however, are considered
part of your cstile onless you spend
down thie money.

Be awire, however, that the strstegy
is an the IRS's radar sereen. The kgency
doesn’t like arrangements in which sell-
ors conitnue to conirol frust assels oF
properties thal were purportedly sobil
Thee IRS i5 also eoncernad that, before the
trusl is even sel up, & bayer has abremdy
copiraciually agreed o take twe property.
B that case. the government could ulti-
mtedy view e IRst as an |mproper tax
shedter, designed chiefly (o avold fmmedi-
ate capital-gains laxes mther than provid:
Ing real ecopombe subsiance.

The anmuity 1s termed a “privade an-
mily™ because it s a special payment
contract between you and the trust, as
oppased bo & commercial anpully Bsned
by an insurance . The nmsound of
ihe pnnuity payments slays fxed over
your lifetime nnd |5 determined by a for-
mili thid’s sed by the TRS, based on fae-
foirs that Inelsde your ige, e progery’s
sale price and an IRS-determined inter-
el rale, The older you are—or the longer
you defer the annuliy-ihe bigger the
paymens will be.

Jefl Reed, a Lake Forest, Calil., In-
vestmend adviser, says he regularty gives
seminars (o hundreds of real-eslate nves-
tors amd hrokers about private annuitly

trusts and other tax-cifbcionl ways o sl
property. Private anmidty trusts, in his
expErience, “are one of e fastes-grow.
ing exit strategies, " The Notkonal Private
Anmuity Trust, anolther private anmity
company, says the number of trusis |
manages has more than doubled (rom
last year, while the Mational Association
for Privile Anmuity Trusis, of NAPAT,
based in Irvine, Calif.. says that it has
groEn more than 1605 a year |n ithe past
three years, "It has jusl exploded,” says
RAPAT president Eevin McHarmon.

One renson for the boom: seflers wish-
ing 1o cash o of feal estale kn hof mar
kets, such as Soathern Californls, while
locking i big profits. Even though federal
long-term capilal-gains Gaxes ame af & ko
15% rate for most assets, many sellers are
redisctant (o pay o tax uplroat when they
can |nstead defor It for years. [n adiition
to private annully tnests, ficms are mar-
keting & host of olher strategles o deler
taxes on realesiale sales, Dicluding 100
oychonges amd a4 mew instaliment-pay-
menl lechnigie called o structimed sale.

Critics—and even some promoters—
say that the privabe anmuty trst sird-
egy hos dovwnsilbes ani lso'l lor every-
ape, “Contrary to the claims of promaot-
ers, |1 ks a very risky trinsaction and in
any eveni it will likely canse you o pay

miee tax than had you not done the trans-
action in the frst pluoe,” sayvs Atlania
lax lawyer Kevin Molirath, who recently
wrote an article critical of the tactic in
ithe tax joairmal “Tax Notes.”

For one, a private annally  trust
doe=n’t eliminate caplial-gaing faxes; i
just defers them. On each anmuity pay-
mient, you'll owe taxes on both capital
galng is well as ordinary Inéome, which
is taxed af n higher rate. Amd i you
outlive your life expectancy, all of the
anmiel; payments beyopd that polnt will
be taxed of ondinary incofme rofes, e
cording 1o tax feles. Also, the tnst Hself
has o pay faxes on {5 carnings over the
years, depending on bow [hi 858 i
aile i oare invested,

Apother caveal: Becawse fhese Lhisis
are kmevocible, once youi sl your proge
erty, you don’l have any direct control over
hiww Ehee prodels are nvested. [nstead, &
separale irustee manages the assets, You
also can't imvade the trust fo gel more
memey beyord the anmiity payments,

If vour get plicked] & private snmuoity
trust, i's smari to have an independent
bawyer anml tax adviser carefilly siudy e
transaction 1o make sure thal i passes
begal muster, and to model projections: on
whether (he arrangement works for you,
depending on your age and mosme needs,



