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Whatever your picture of retirement, the best 

way to get there – and enjoy it once you’ve 

arrived – is with a focused, thoughtful plan.  

An Insider’s Guide to  

Annuities 
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Introduction 
 

Over the past few years, retirement planning has become  

increasingly complex.  Today, you need to balance a wider range 

of financial issues than ever before; from IRA and 401(k) 

accounts, to estate planning, income distribution strategies, tax 

changes and even how working will affect your Social Security 

benefits.    

 

When combined with the fact that people are living longer than 

ever – making retirement more expensive – you quickly see why 

good, solid retirement planning has become so critical. 

 

The goal of this guide is to introduce you to annuities in the context of your financial and 

retirement planning.  It will certainly not answer all of your questions (as every personal financial 

situation is different), but it should provide a solid understanding of annuities, how they work, 

and how they may or may not fit into your overall planning.  

 

 

What is an Annuity? 
 

In its simplest definition, an annuity is an amount payable annually.  For our purposes, however, 

an annuity describes a contract offered by an insurance company that allows you to accumulate 

funds for retirement on a tax-deferred basis.  Upon retirement, you’ll receive income from the 

annuity that can be guaranteed by the insurer to last either a fixed number of years, or as long 

as you live.   

 

An annuity is neither life insurance nor a health insurance policy, and it’s not a savings account 

or a bank Certificate of Deposit.  Your value in an annuity contract equals the premium 

payments you pay in, plus interest credited, less any applicable charges.  The insurance 

company uses this value to calculate the amount of the benefits you’ll receive from them when 

you begin taking distributions. 
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How Does an Annuity Work? 
 
An annuity is an investment vehicle primarily for accumulating 

retirement savings.  Again, you pay premiums to the insurer and, 

in return, they pay you an income stream at a later date.  Based 

on this description, you’ll see that there are two phases to an 

annuity: 

 

� The Accumulation phase 

 

� The Payout phase 

 

During the Accumulation phase, the money you put into the annuity earns interest, less any 

applicable charges by the insurer.  The earnings that occur during this phase grow tax-deferred 

– you won’t owe taxes until you make withdrawals.  Because of this tax-deferral, your funds will 

grow faster than if taxes had to be paid out annually on any gains.  Also, the longer you leave 

your funds in this Accumulation phase, the greater the impact this tax-deferral will have on your 

annuity value. 

 

During the second phase, called the Payout phase, the company pays income to you, or to 

anyone else you choose.  Unlike many other retirement savings instruments, you will typically 

have flexibility in how you receive your funds.  For instance, you can choose to receive, say, a 

10-year payout, 20-year payout, or even a lifetime payout of income. 

 

 

How Do Annuities Best Serve Investors? 
 
The two primary reasons to invest in an annuity are: 

 

1. You want to save money tax-deferred for a long-range goal (like retirement) 

2. You want an income stream for a certain period of time. 

 

There are other strategic estate planning situations where annuities may be warranted as well, 

but these will be dependent on your specific financial situation.  The rest of this guide will focus 

on understanding how annuities work, the various types that exist and what role annuities 

should play in your financial planning. 
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        KEY BENEFITS 

► Tax-deferred income 

► Avoidance of probate 

► Predictable income 

► Many types of annuities 

► Many payout options  

 

 

 

Types of Annuities 
 
While annuities might seem complex at first, by breaking them into 

the following components they become easier to understand. 

 

� How money is paid into the annuity contract 

� How money is withdrawn 

� How the funds are invested 

 

There are two broad classes of annuities: “Deferred” annuities and “Immediate” annuities.  Each 

class has numerous sub-classes. 

 

Deferred Annuities 

 

A deferred annuity is most appropriate for people who want to: 

 

� Save for future retirement 

� Not touch the principal and interest until age 59½ or older 

� Find an investment that will earn tax-deferred interest for many years 

� Save more than the maximum annual contribution of their IRA or 401(k) 

 

With a deferred annuity you pay a premium to the insurance company which issues a contract 

promising to pay interest made on the premium while deferring the income and the taxes until 

you actually withdraw the money or begin receiving an income.  

 

There are three major types of deferred annuities:  

 

 (1) Fixed Deferred annuities 

 (2) Equity-Indexed annuities  

 (3) Variable Annuities 

 

Fixed Deferred Annuity 

A fixed deferred annuity pays a guaranteed “fixed” interest rate (based on the current market 

rates of interest) where the earnings compound and grow tax-deferred.  Fixed annuities offer 

safety of your principal from typical day-to-day market fluctuations in the stock, bond or other 

investment markets.  However, since this rate of return is fixed, it is important to consider the 

impact of inflation on your investment.  

 

You will also want to consider the financial strength of the annuity-issuing insurance company, 

since the return of principal and interest is guaranteed by them.  Several independent financial 

analysis companies such as A.M. Best and Standard & Poor’s rate the strength of such 

insurance companies for you. 
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Equity-indexed Annuity 

An equity-indexed annuity differs from a fixed deferred annuity in that the 

rate of return on your investment is based upon the better of either a) the 

growth of a named stock market index, such as the Dow Jones Industrial 

Average, or b) a minimum guaranteed interest rate.   

 

Many equity-indexed annuities offer you a portion (not a full 100%) of the 

index gains.  Still, this type of annuity does allow for potentially higher 

returns than a typical fixed annuity, since you can participate in a  

rising stock market, yet be protected on the downside by the minimum guaranteed rate of return. 

 

Variable Annuity 

A variable annuity allows the flexibility to invest your funds in a wide range of investment options 

through “sub-accounts.”  Sub-accounts are somewhat similar in design to mutual funds, and allow 

for investing in stocks, bonds, money markets – even guaranteed fixed rate instruments. 

 

The ability to choose, and change, investment options provides you the advantage of participating 

fully in any market gains (not fractionally), thus potentially providing even higher returns than equity-

indexed annuities.  However, unlike equity-indexed annuities, many variable annuities offer no 

guaranteed rate of return.  Therefore, the value of the variable annuity and its sub-accounts will 

fluctuate day-to-day, based on the performance of the underlying investments you choose.  

 

Such an annuity may be better suited for those investors with a longer term time horizon, who can 

afford these day-to-day market gyrations.  As with a fixed annuity, any gains in the variable annuity 

credited to the account are tax-deferred until the funds are withdrawn. Unlike a fixed deferred 

annuity, your funds are not guaranteed by the insurer against market fluctuations, including risk of 

principal. A key benefit of variable annuities is the ability to transfer assets among the various 

investment options, as necessary, in response to market conditions or your changing investment 

goals without incurring current taxes on any capital gains and/or income. 

 

Immediate Annuity 

 

An immediate annuity is most appropriate for people who want to: 

 

� Retire in the very near future, or are already retired 

� Begin drawing an income from a lump sum of money that they currently have 

� Receive an immediate and predictable payout for life (based on life expectancy) 

 

The immediate annuity allows you to deposit a lump sum and begin receiving regular payments 

normally within one year after the deposit.  It is usually funded with a single premium, and purchased 

by retirees with funds they have accumulated for retirement.  These annuities can provide a 

predictable stream of payments that will continue for a time period you choose (including for life). 
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Fixed vs. Variable Annuities 
 

The choice of fixed versus variable annuity depends primarily on the 

specific needs of the investor. 

 

A fixed annuity is most appropriate for people who want to: 

 

� Earn a tax-deferred fixed rate of interest without any market risk 

 

� Save on contract expenses and management fees 

 

A variable annuity is most appropriate for people who want to: 

 

� Have the opportunity to make more substantial gains, depending on market and sub-

account performance 

 

� Respond to changing market conditions by transferring money to different funding 

options within a variable annuity, without paying taxes on any earnings you have made. 

 

Proceeds from annuities are not subject to probate and may be passed directly to your 

designated beneficiaries. 

 

 

Features Variable Fixed 

Time horizon 
10 or more years.  Targeted for the 
Accumulation phase when saving for 
retirement 

3 to 10 years.  Targeted for the 
Payout phase just before or during 
early retirement 

Investment 
objective 

Growth-oriented — based on your 
tolerance for risk, you allocate your 
assets in a range from conservative 
to aggressive 

Growth-oriented with a focus on 
preservation of assets and protection 
from market volatility 

Investment 
options 

Self-directed — you choose how your 
investments are allocated among 
domestic and international equity, 
fixed income, asset allocation, and 
money market funds 

In exchange for a fixed rate, you 
delegate investment decisions - and 
risks - to the annuity provider 

Relation to 
inflation 

Investment growth can provide 
protection against inflation, but you 
could lose value in a declining market 

Conservative approach may not 
provide a good hedge against 
inflation, but protects against 
declining markets 
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Retirement Income Considerations 
 

You will have several options when it comes to deciding how you want to 

receive your annuity income. Here are a few things to consider before 

making your decision: 

 

Your Age and Health:  

Life expectancy continues to increase.  The average person, living a 

healthy lifestyle, may expect to live longer.  Studies show that there is a 

48% chance that one member of a couple age 65 today will live to be age 95.  It is conceivable 

that you could spend as many years in retirement as you did working towards retirement. 

 

Sources of Retirement Income:   

In the past, defined plans such as Social Security and an employer-sponsored plan were the 

major sources of retirement income. Today, these plans provide a smaller portion of retirement 

income requiring you to provide a larger portion of your retirement income.  

 

Inflation:    

Inflation, regardless of rate, will erode the value of your savings and reduce your spending 

power.  Taking this into account, it is important that you plan your retirement carefully.  You 

need to review all sources of income so that you can determine whether you will have sufficient 

income for your entire retirement. 

 

 

 

PROBATE AVOIDANCE 

Proceeds from annuities are not subject 

to probate and may be passed directly to 

your designated beneficiary. 
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Did you know? 

Once you have chosen a 

payment option, you cannot 

change your mind. 

 

 

 

Choosing a Payout Option 
 

When it’s time to begin taking withdrawals from your annuity, you 

have various choices.  Most people choose a monthly annuity-

type payment, although a lump sum withdrawal is possible.  

 

The size of your payout (settlement option) depends on:  

 

� The value of your annuity contract 

� Whether there are minimum required payments 

� Your life expectancy (or other payout period) 

� Whether payments continue after your death 

 

The most common forms of payout include: 

 

Fixed Amount:  A fixed monthly amount that continues until the 

annuity is used up. 

 

Fixed Period:  A fixed amount over the time period you choose (example: 10 years) 

 

Lifetime or Straight Life:  Payment continues until you die, with no payments to survivors. 

 

Life with Period Certain:  Payment continues as long as you live, but with a minimum period 

during which you or your beneficiary will receive payments. 

 

Installment-Refund:  Payment continues as long as you live and guarantees that should you 

die early, whatever is left of the original investment is paid to a beneficiary. 

 

Joint and Survivors:  Monthly payments are made during the annuitants' joint lives, with the 

same or a lesser amount paid to whoever is the survivor.  

 

 

 

 

        
       Fixed or Variable Payments 
 

You may choose fixed or variable income payments or a combination of both, depending on the 

options offered by the insurance company.  Fixed Income Payments: Provide a fixed dollar amount 

for each payment.  The fixed dollar amount may not keep up with or out-pace inflation.  Variable 

Income Payments:  Provide a payment, the value of which varies based on the market value of the 

underlying investments.  Therefore, payments may decrease during periods of market downturn. 

However, variable payments may provide better protection against inflation. 
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Tax Treatment of Annuities 
 

Below is a general discussion about taxes and annuities.   

 

You should consult a professional tax advisor to discuss your 

individual tax situation. 

 

During the Accumulation Phase: 

 

� Earnings credited on the funds in an annuity are tax deferred, meaning that the earnings 

are not taxed while they remain in the annuity. 

 

� Withdrawals from a tax-deferred annuity during the accumulation phase are treated as 

withdrawals of earnings to the extent that the cash value of the annuity exceeds the total 

premiums paid and are taxed as income in the year withdrawn.  To the extent that a 

withdrawal exceeds any earnings, that portion of the withdrawal is considered a non-

taxable return of principal. 

 

� In addition, a 10% penalty tax may be imposed on withdrawals made before age 59½ , 

unless certain conditions are met.  The penalty is in addition to the regular income tax on 

the withdrawal. 

 

� If the annuitant dies during the accumulation phase, the value of the tax-deferred annuity 

is generally included in the annuitant’s estate, to the extent of the deceased annuitant’s 

proportional contribution to the annuity purchase price. 

 

During the Payout Phase: 

 

� The annuity purchase price is returned in equal income-tax-free amounts over the 

expected payment period (based on the annuitant’s life expectancy). 

 

� The portion of each payment in excess of the tax-free return of the purchase price is 

taxable in the year received. 

 

� In summary, a portion of each annuity payment is received income tax free and the 

balance is taxable as received. 

 

� At the annuitant’s death, the present value of any remaining annuity payments due is 

generally included in the annuitant’s estate, to the extent of the deceased annuitant’s 

proportional contribution to the annuity purchase price. 
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Taxes and Employee Pension Benefits Plans 

 
Annuities used to fund certain employee pension benefits plans 

(those under Internal Revenue Code Sections 401(a), 401(k), 403(b), 

457 or 414) defer taxes on plan contributions as well as on interest 

or investment income.   

 

Within the limits set by the law, you can use pretax dollars to make 

payments to the annuity.  When you take money out, it will be taxed.  

You can also use annuities to fund traditional and Roth IRA’s under Internal Revenue Code 

Section 408.   

 

If you buy an annuity to fund an IRA, you'll receive a disclosure statement describing the tax 

treatment. 

 

 

Qualified vs. Non-Qualified Annuities 

 

The way your payouts are taxed differs for qualified and non-qualified annuities. 

 

A tax-qualified annuity is one used to fund a qualified retirement plan, such as an IRA, 

Keogh plan, 401(k) plan, SEP (simplified employee pension), or some other retirement 

plan. The tax-qualified annuity, when used as a retirement savings vehicle, is entitled to 

all of the tax benefits—and penalties—that Congress saw fit to attach to such qualified 

plans.  

 

A non-qualified annuity is purchased with after-tax dollars.  You still get the benefit of 

tax deferral on the earnings.  However, you pay tax on the part of the withdrawals that 

represent earnings on your original investment.  With a non-qualified annuity, you are 

not subject to the minimum distribution rules that apply to qualified plans after you reach 

age 70½.  
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Summary of Benefits of Annuities 

 

Beneficiary Protection:   

While annuities can provide the satisfaction of knowing that you will 

have income for the remainder of your life, the death benefit 

provided by variable annuities provides protection to your 

beneficiaries.  If you die before receiving income from your annuity, 

the death benefit will provide your beneficiary with the guaranteed 

benefit.  The amount of the death benefit will vary depending on the 

type of annuity you purchased. Also, by simply naming your 

beneficiary, the assets of your annuity can be transferred directly and immediately to your 

beneficiary, bypassing probate. 

 

Tax-Deferred Compounding:   

Earnings from an annuity grow tax deferred, meaning that any income taxes that would have 

been paid on interest, dividends or capital gains are deferred until you make a withdrawal from 

your account.  Therefore, money invested in an annuity may grow faster than in a taxable 

investment with a similar rate of return, since the money that would have been used to pay 

taxes remains invested in the annuity.  Also, if you wait until retirement to make withdrawals, 

you may be in a lower income tax bracket since you are no longer working. 

 

Unlimited Contributions:   

Non-qualified annuities offer an advantage over other tax-favored retirement plans such as 

401(k)s, IRAs, SEPs and Keoghs, in that there is no limit to the amount that can be invested for 

tax-deferred growth (subject to insurance company maximums).   

 

Tax-Free Transfers:   

Variable annuities allow for moving money among the annuity’s investment options without 

incurring a current income tax liability. 

 

No Forced Distributions:   

Unlike many retirement plans that require distributions of funds by age 70½ , non-qualified 

annuities allow you to defer withdrawals until age 90, or longer in some cases.  Annuities funded 

with qualified assets will still be subject to the terms of the qualified plan. 
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Glossary of Annuity Terms 
 

Annuitizations 
The period of time when you receive income payments from your 
annuity. 
 
Deferred Annuity 
Your contributions grow tax-deferred until you start receiving payments, 
usually when you retire 
 
Fixed Annuity 
Your money earns a fixed rate of interest that is guaranteed by the insurance company. 
 
Flexible Payment Annuity 
A fixed or variable annuity purchased by making ongoing contributions. 
 
Immediate Annuity 
Once you make a lump-sum contribution, income payments to you usually begin within a month. 
 
Joint and Survivor Option 
An immediate annuity with a joint and survivor option guarantees that income payments will 
continue for the life of the primary owner and the person he or she chooses. 
 
Life Option 
An immediate annuity with a life option guarantees a specified income for as long as you live. 
 
Single Premium Annuity 
A fixed annuity purchased by making a single lump-sum payment. 
 
Surrender Fee 
A fee charged if you surrender, or cash in, your annuity within a specified time period, usually the 
first seven years of owning it. 
 
Variable Annuity 
Variable annuities offer a range of investment options like stocks, bonds, and money market 
accounts. Your earnings depend on the performance of the option you choose 
 
Tax-Deferred 
You do not pay taxes on the earnings in your annuity until you begin receiving payments. 
 
 
 
 
 
 
 
 
 
 

 

DISCLAIMER 

The information, general principles and conclusions presented in this guide are subject to 

local, state and federal laws and regulations.  While every care has been taken in the 

preparation of this guide, it remains your responsibility to insure that information is accurate 

and timely. This guide should not be used as a substitute for the professional advice of an 

attorney, accountant, financial planner, or other qualified professional. 

© 2007 MyLocalAdvisor.org. All rights reserved.  
This guide is copyrighted. It may not be reproduced without express written permission of the author. 

 


