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PRIVATE ANNUITIES CAN
OFFER BIG TAX SAVINGS

Now that the federal exemption is permanently
setat an inflation-adjusted $5 million ($5,340,000
in 2014), fewer families are subject to gift and estate
taxes. But affluent families remain exposed to
potentially significant tax liabilities, particularly

if they plan to transfer family businesses, real
estate holdings, investment portfolios or other

large assets to the younger generation.

A private annuity can be a powerful strategy for
passing assets to your heirs in a tax-efficient man-
ner. Although this strategy isn’t risk-free, the

U.S. Tax Court recently gave its stamp of approval
to a deferred private annuity, which, under the right
circumstances, can minimize the risk.

WHAT ARE THE BENEFITS?

In a typical private annuity transaction, you transfer
property to your children or others in exchange for
their unsecured promise to make annual payments
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to you for the rest of your life. It’s “private” because

the annuity is provided by a private party rather than
an insurance company or other commercial entity.
The amount of the annuity payments is based on the
property’s value and an IRS-prescribed interest rate.

In a typical private annuity
transaction, you transfer
property to your children or
others in exchange for their
unsecured promise to make
annual payments to you for
the rest of your life.

A properly structured annuity is treated as a sale
rather than a gift. So long as the present value of the
annuity payments (based on your life expectancy)

is roughly equal to the property’s fair market value,
there’s no gift tax on the transaction. And the prop-
erty’s value, as well as any future appreciation in
that value, is removed from your taxable estate. In
addition, a private annuity provides you with a fixed
income stream for life and enables you to convert
unmarketable, non-income-producing property
into a source of income.

Until relatively recently, private annuities also pro-
vided a vehicle for disposing of appreciated assets and
deferring the capital gain over the life of the annuity.
Proposed regulations issued in 2006 (although not yet
finalized) effectively eliminated this benefit, requir-
ing you to recognize the gain immediately. It’s still
possible, however, to defer capital gain by structuring
the transaction as a sale to a defective grantor trust in
exchange for the annuity.



Another potential benefit: Because the transferee’s
obligation to make the annuity payments ends
when you die, your family will receive a significant
windfall should you fail to reach your actuarial life
expectancy. In other words, your family will have
acquired the property, free of estate and gift taxes,
for a fraction of its fair market value. On the other
hand, as discussed below, if you outlive your life

expectancy your family will end up overpaying.

Keep in mind that private annuities can’t be “death-
bed” transactions. If your chances of surviving at
least one year are less than 50%, the IRS actuarial
tables don’t apply and the transfer will be treated as
a taxable gift.

WHAT ARE THE RISKS?

A disadvantage of many popular estate planning
techniques is “mortality risk.” For example, the
benefits of a grantor retained annuity trust are lost
if you fail to survive the trust term. Private annui-
ties, on the other hand, involve “reverse mortality
risk.” If you outlive your life expectancy, the total
annuity payments will exceed the property’s fair
market value, causing your family to overpay for
the transferred property and potentially increasing
the size of your taxable estate.

To avoid this result, consider a deferred private annuity,
which delays the commencement of annuity pay-
ments, reducing reverse mortality risk. (See “U.S. Tax

Court approves deferred private annuity” at right.)

There’s also a risk that your child or other trans-
feree will be unable or unwilling to make the annu-
ity payments. Private annuities are unsecured obli-
gations, and if the recipient defaults, the IRS may

challenge the arrangement as a disguised gift.

A POWERFUL TOOL

Affluent families looking for ways to reduce estate
and gift taxes should consider a private annuity.
Under the right circumstances, this tool allows you
to transfer substantial wealth to your children or

other loved ones at a minimal tax cost. *

U.S. Tax Court approves

deferred private annuity

Last year, in Estate of Kite v. Commissioner,
the U.S. Tax Court approved a deferred private
annuity transaction, even though the annui-
tant died before the annuity payments began.
As a result, her children received a significant
amount of wealth free of estate and gift taxes
without having to make any payments.

Virginia Kite sold interests in a family limited
partnership to her three children in exchange
for three private annuities. The annuity agree-
ments, which were executed in 2001 when
Mrs. Kite was 74 years old, called for each
child to pay just over $1.9 million per year to
Mrs. Kite's lifetime revocable trust beginning
in 2011 and ending on Mrs. Kite's death. Mrs.
Kite died in 2004, so her children were never
required to make any payments.

The IRS challenged the arrangement, seeking
to collect more than $11 million in federal
estate and gift taxes. It argued that there
was no real expectation of payment, so the
transaction was merely a disguised gift.

The Tax Court rejected this argument,

finding that the annuities served as adequate
consideration for the transfer. Although

Mrs. Kite had serious health issues in 2001,
a letter from her physician stated that he
didn’t believe she had “an incurable illness
or other deteriorating physical condition”
which would bring about her death within
one year, and that there was “at least a

50% probability that she will survive for

18 months or longer.” Therefore, it was
appropriate to rely on IRS life expectancy
tables in determining the value of the private
annuities. The court found that there was

a real expectation of payment, noting that
Mrs. Kite's life expectancy in 2001 was

12.5 years and that her children had the
financial means to make the payments when
they came due.




> TIPS FOR DONATING ARTWORK

Valuable works of art may be ideal candidates for
charitable donation. Generally, it’s advantageous
to donate appreciated property to avoid capital

gains taxes. Because the top capital gains rate for
art and other “collectibles” is 28%, donating art is

particularly effective.

If you’re considering a donation of art, here are five
tips to keep in mind:

1. Get an appraisal. Given the subjective nature of
art valuation and the potential for abuse, the IRS scru-
tinizes charitable donations and other transactions
involving valuable artwork. Most art donations require
a “qualified appraisal” by a “qualified appraiser,” and
IRS rules contain detailed requirements about the

qualiﬁcations an appraiser must possess and the con-

tents of an appraisal.

IRS auditors are required to refer all gifts of art
valued at $20,000 or more to the IRS Art Advisory
Panel. The panel’s findings are the IRS’s official
position on the art’s value, so it’s critical to provide
a solid appraisal to support your valuation.

Given the subjective nature

of art valuation and the
potential for abuse, the IRS
scrutinizes charitable donations
and other transactions involving

valuable artwork.

2. Donate to a public charity. To maximize
your charitable deduction, donate artwork to a
public charity, such as a museum or university
with public charity status. These donations gener-
ally entitle you to deduct the artwork’s full

fair market value. If you donate art to a private
foundation, your deduction will be limited to
your cost. Keep in mind that the amount you
may deduct in a given year is limited to a percent-
age of your adjusted gross income (30% for public
charities, 50% for private charities) with the excess
carried over to future years.

3. Beware the related-use rule. To qualify for a
full fair-market-value deduction, the charity’s use
of the artwork must be related to its tax-exempt
purpose. So, for example, if you donate a painting
to a museum for display or to a university for use
in art classes, you'll satisty the related-use rule.

Even if the related-use rule is satisfied initially, you
may lose some or all of your deductions if the art-
work is worth more than $5,000 and the charity
sells or otherwise disposes of it within three years
after receiving it. If that happens, you can preserve



your tax benefits by obtaining a certification from
the charity stating that:

4 Its use of the artwork before the sale or disposition
was substantially related to its exempt purpose, or

4 The charity intended to use the artwork in a
manner related to its exempt purpose, but such
use became impossible or infeasible.

4. Transfer the copyright. If you own both the
work of art and the copyright to the work, you
must assign the copyright to the charity to qualify
for a charitable deduction.

5. Consider a fractional donation. Donating a
fractional interest in art allows you to generate tax
savings while still continuing to enjoy your art for
part of the year. For example, if you donate a 25%
interest in your art collection to a museum, the
museum receives the right to display the collection
for three months of each year. You deduct 25% of

the collection’s
fair market value
immediately and
continue to dis-

play the art in your
home for nine months
of each year.

At one time, it was pos-
sible to give art away
gradually using a series
of fractional gifts, and claim

increasing deductions if the art con-

tinued to appreciate. Under current rules, however,
the deduction for future fractional gifts is limited
to the value of the initial fractional gift (or, if lower,
the fair market value of the later fractional gift).

The rules surrounding donations of art are complex.
Your advisors can help you achieve your charitable
goals while maximizing your tax benefits. g

A SUCCESSFUL FAMILY BUSINESS
REQUIRES STRONG GOVERNANCE

When siblings George and Caroline took over the
family’s furniture business after their father’s death,
they viewed the company only as a means of gaining
additional wealth. This single-mindedness led to a
series of missteps — failing to hire competent man-
agers, overpaying themselves and underpaying other
employees, and not holding “insiders” accountable
in the same manner as outsiders — that ultimately
doomed the business.

The takeaway from George and Caroline’s story is
that, for a family business to provide financial secu-
rity for current family members and future genera-
tions, the company must have strong governance.

BEGIN WITH THE
BUSINESS STRUCTURE

Good governance starts with the initial organiza-
tion (or reorganization) of a business. For the sake
of simplicity, we’ll focus on governance issues in
the context of a corporation, which is required by
law to have a board of directors and officers and to
observe certain other formalities.

Other business structures, such as partnerships and
limited liability companies (LLCs), have greater
flexibility in designing their management and own-
ership structures. But these entities can achieve



strong governance with well-designed partnership
or LLC operating agreements and a centralized
management structure. For example, they might
establish management committees that exercise

powers similar to those of a corporate board.

For a corporation, the business’s articles of incor-
poration and bylaws lay the foundation for future
governance. The organizational documents might
define and limit the authority of each executive,
establish a board of directors, require board approval
of certain actions and create nonvoting classes of
stock to provide equity to family members who
aren’t active in the business but without conferring

management control.

For many family businesses, governance concerns
on’t arise unti e business passes to the nex

don’t til the b to th t

generation. When a founder remains active in the

business and isn’t ready to cede control to a board,

it may be appropriate to delay implementation
of certain governance practices until the founder

retires or dies.

For a corporation, the business’s
articles of incorporation and
bylaws lay the foundation for

future governance.

SEEK AN INDEPENDENT BOARD

Whether it’s part of the business’s structure from
the beginning or implemented when the founder
leaves, an independent board offers several impor-
tant benefits. Outsiders on the board provide an
objective voice on management issues
and owners and managers can tap their
expertise on financial, operational, legal
or other matters.

To establish an effective board, the
business’s organizational documents
should clearly specify the number of
independent directors, as well as the
length of their terms and the mecha-
nism for electing them. Staggered

terms help provide some continuity and
stability to the board. And cumulative
voting can help empower minority own-
ers by enabling them to combine their
votes to elect one or more directors.

USE ESTATE
PLANNING STRATEGIES

Careful estate planning can ensure that
a family business continues to benefit
family members and that ownership of
the business isn’t diluted — at least until
the business is ready to accept outside
investors. For example, a well-designed
buy-sell agreement can prevent owners

from transferring their shares outside



the family, while providing the liquidity they need
to exit the business. And prenuptial agreements can
prevent married owners from losing a portion of

their shares in a divorce.

Owners’ estate plans should use trusts or other
mechanisms to restrict the ability of their heirs to
transfer shares. If shares are held in trust, however,
it’s important to include mechanisms for providing
beneficiaries with a say in the business’s affairs —
particularly if they work in the business.

ESTATE PLANNING RED FLAG

IMPLEMENT STRONG
GOVERNANCE PRACTICES

A successful family business is an excellent means
to provide financial security for the founder and his
or her loved ones as well as employment opportu-
nities for interested family members. However, the
company must be run professionally to ensure its
future success. Your estate planning advisor can
help implement governance practices in your busi-
ness, estate and succession plans. g

help ensure that you set aside sufficient funds to pro-

For example, consider an LTC insurance policy.
Although these policies are expensive, under the
right circumstances they can prevent LTC costs from
depleting assets you've set aside for retirement and
estate planning. And many of the newer policies
provide for the return of principal or include a life
insurance component. Each policy is different, so it’s
important to understand their terms, conditions and
scope of coverage.

Also, find out whether an LTC policy is “tax-quali-
tied.” If it is, any benefits you receive will be excluded

exceptions — and you’ll be able to deduct a portion
of your premium payments. Tax-qualified policies are
guaranteed renewable and noncancelable, don’t delay
coverage of pre-existing conditions more than six
months, and meet certain other requirements.

vide quality LTC for you and your spouse if necessary.

from your taxable income — subject to certain limited

You haven’t planned for long-term care

Too often, people planning their estates focus on tax and asset-protection issues and overlook long-term
health care needs. But the high cost of long-term care (LTC) — which may include an assisted living
facility, nursing home or home health care — can quickly devour resources you need to maintain your
lifestyle during retirement and provide for your children or other heirs.

LTC expenses, which can easily reach into six figures annually, aren’t covered by regular health insur-
ance policies or Social Security. And Medicare provides little assistance, if any. So it’s important to have
a plan for financing these costs. Talk with your estate planning, investment and insurance advisors to be
sure that LTC costs are considered as part of an integrated estate and financial plan. Your advisors can

This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other professional advice or opinions on specific facts or matters, and
accordingly assume no liability whatsoever in connection with its use. ©2014 ESTmal4
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Angela G. Carlin is the Co-Chair of Weston Hurd’s Estate, Trust and
Probate Practice Group. She focuses her practice on estate, trust and
probate administration and litigation, and tax matters. Angela is the

author of the Merrick-Rippner Probate Law publication which is the

recognized authority in Ohio on probate law. She received the Nettie
Cronise Lutes Award from the Ohio State Bar Association in 1996 as the Outstanding
Woman Lawyer and for many years, she has been named as an Ohio Super Lawyer by

Law & Politics Media, Inc. and a Leading Lawyer by Inside Business Magazine.

Karen A. Davey focuses her practice on estates, trust and probate
administration. She also handles litigation in probate related matters,
such as will contests, trust contests, and power-of-attorney disputes.

Jerrold L. Goldstein focuses his practice on estate planning, probate
and corporate law. Jerry is also Co-Chair of Weston Hurd’s Estate, Trust
and Probate Practice Group. He represents clients in a wide variety of

matters involving probate administration, probate litigation, estate and
income tax compliance, wills and trusts, business formation, contract
negotiations, and commercial real estate.

Gary W. Johnson advises clients on matters involving commercial
litigation, business entities creation and maintenance, land use,
construction law, zoning, estate planning and probate. Gary has

been recognized as an Ohio Super Lawyer in the area of Business Litigation
by Law & Politics Media, Inc.

Eugene (Gene) A. Kratus advises individuals in the areas of tax, business
and estate planning and counsels privately-owned businesses and their
owners on corporate, tax, mergers, acquisitions and business succession
issues. His estate planning practice includes implementing various estate

planning techniques, ranging from modest By-Pass Trusts to the imple-
mentation of sophisticated planning with family limited partnerships, family limited
liability companies, charitable trusts and private foundations.

Samuel J. Lauricia III focuses his practice on tax planning, at both the
Federal and state level, involving corporate, partnership, individual and
gift tax issues, succession planning and general corporate transactions,
contracts, mergers and acquisitions. Sam has been recognized as an Ohio
Rising Star in the area of Taxation by Law & Politics Media, Inc.

Shawn W. Maestle is the Chair of Weston Hurd’s Appellate section
and a member of the firm’s Litigation section. He focuses his practice
in the areas of appellate, estate planning and probate litigation.

Teresa G. Santin is an Associate with Weston Hurd LLP. She focuses
her practice on matters involving business, employment, estate
planning, real estate, and white collar litigation.

Joseph B. Swartz focuses his practice on estate planning, estate
administration, trust administration, and income tax for individuals, estates
and trusts. Joe served as chair of the Ohio State Bar Association’s Labor and
Employment Law section for 2010-2012 and he has been recognized as an

Ohio Super Lawyer for Labor and Employment by Law & Politics Media, Inc.

PROBATE JURISDICTION -
TORTIOUS INTERFERENCE
BY JERROLD L. GOLDSTEIN

In 1993, the Ohio Supreme Court, in Firestone v. Galbreath, 67 Ohio St.3d 87, 616 N.E.2d 202 (1993),
responding to certified questions from the U.S. Court of Appeals for the Sixth Circuit,
determined that a tort action for intentional interference with expectancy of inheritance
would be recognized in Ohio. The essential elements of the tort claim were: (1) the existence
of a plaintiff’s expectancy of inheritance; (2) a defendant’s intentional interference with
plaintiff’s expectancy; (3) the defendant’s tortuous conduct involving the inheritance, such

as fraud or duress or undue influence; (4) a reasonable certainty that, but for the defendant’s
interference, the expectancy of inheritance would have been realized; and (5) damage
resulting from the interference.

While the Supreme Court explicitly declined to address the issue of the exhaustion of other
possible remedies, id. at page 88, several years later the U.S. District Court for the Southern District
of Ohio, in dealing with further offshoot cases of the Firestone litigation recognized the applicability
of a rule first requiring exhaustion of probate remedies based upon decisions of the Tenth District
Court of Appeals on October 7, 1992, and December 3, 1992, in earlier Firestone appeals and

then fashioned an exception to the rule where no remedy is available in the probate court or if
that remedy would be inadequate. Firestone v. Galbreath, 895 F. Supp. 917, 926-927 (S.D. Ohio 1995).
Following the District Court’s decision, the various Ohio courts of appeal considering intentional
interference claims have not permitted the plaintiff to pursue the claim if adequate relief was
available through probate court actions such as a will contest.'

Since Firestone, a handful of intentional interference claims have been considered by
the Ohio appellate courts, most originating in the courts of common pleas.Z The two
which originated in the probate courts were dismissed on jurisdictional grounds with
the dismissals affirmed on appeal ?

The general argument against probate court jurisdiction is that the probate courts are

courts of limited subject matter jurisdiction having only such jurisdiction as is granted

by the Ohio Legislature. While the Legislature has chosen to grant probate courts exclusive
jurisdiction over matters dealing with decedents’ estates, guardianships, fiduciaries and, more
recently, concurrent jurisdiction over inter vivos trusts, and powers of attorney, it has not
previously given the probate courts the power to hear general tort claims or claims for
intentional interference with expectancy of inheritance.

In March, 2012, the Legislature amended Revised Code §2101.24(B)(1)(c) (the “Amendment™)
to further extend the concurrent jurisdiction of the probate courts with the common pleas courts to
the following:

“(c) Subject to section 2101.31 of the Revised Code, any action with respect to a probate estate,
guardianship, trust, or post-death dispute that involves any of the following:

i A designation or removal of a beneficiary of a life insurance policy, annuity contract,
retirement plan, brokerage account, security account, bank account, real property, or
tangible personal property;

(ii) A designation or removal of a payable-on-death beneficiary or transfer-on-death
beneficiary;

(iii) A change in the title to any asset involving a joint and survivorship interest;
(iv) An alleged gift;

(v) The passing of assets upon the death of an individual otherwise than by will, intestate
succession, or trust.”

The Amendment became effective March 27, 2013.

All the reported appellate decisions dealing with intentional interference claims predated the
effective date of the Amendment and, thus, are not determinative with respect to whether
the Amendment was sufficiently broad to grant a probate court power to hear an intentional
interference claim.

While the final determination must await an appropriate court decision, this author believes a
strong argument can be made that the Ohio probate courts now have jurisdiction to hear an
intentional interference claim, at least if it involves the assets described in the Amendment. The
application of the exhaustion rule will generally cover matters of undue influence, forged or
improperly executed testamentary documents, and the transfer of assets which would revert to
the probate estate if the claims asserted were proven. The Amendment generally describes changes
to the ownership of non-probate assets and places no limitation on the manner in which those
changes took place. All that now appears necessary to support probate jurisdiction is a legal
proceeding that commences after the death of an interested party and which involves the
ownership of or claim to any of the non-probate assets described in the Amendment.

If you have any questions about this topic, please contact your Weston Hurd attorney.
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