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Four Important Annuity Points

• Insurance products, not investments. 

• Protections can be expensive. 

• Many are complicated long-term contracts. 

• No bad annuities, just bad salesmen.



History of  Annuities
1500 Churches 

Designed Annuities 
for Profit

1929 Stock Market 
Crash

1953 TIAA-CREFF 
Offered First 

Modern Annuity



History - continued

1958 403(b) becomes 
law

1974 ERISA allowed 
mutual funds in 403(b)



State of  the Industry
• Assets in Annuities 

• $2 Trillion+ in Effect 

• $240+ Billion in sales in 2019-record year 

• 75% of  Sales are in Deferred Variable and Index 
Annuities



A few words about the 
Fiduciary Rule









Index Annuity Sales 4Q09-4Q19







How Are Annuities Constructed

• Actuaries with Large Data Pools 
• Developed. A+B+C+D+E  + Profit Margin = Cost 
• Contract can be modified with Rider…at added Cost



How Annuities Are Regulated

• If  no securities involved –  (SPIA, Deferred Fixed, Fixed Rate, 
QLAC, Fixed-Index Annuities) 

  Regulated by State Insurance Commissioner 

• If  securities involved – (Variable Deferred Annuities) 

  Regulated by SEC and FINRA



Protections from Default
• State Guaranty Association will pay claims 

• Coverage varies from state to state 
• $100K to $500K (CA covers 80% of  $250K) 

• Coverage provided in the current state of  residence



Asset Protections
Asset Protection from Bankruptcy and Litigation 

1. Retirement Plans (Most states, but varies) 

2. Homestead Exemption (Depending on state) 
3. Cash Value of  Life Insurance Plans 

4. Cash Value & Payouts of  Annuities



Annuity Commissions
• Highest commission = worst product and most difficult to sell.

SPIA 1% - 3%

Deferred Fixed Income 2% - 4%

Deferred Variable 4% - 7% with 1% Tail

Fixed Index 6% - 8%



1035 Exchange

• SPIAs, Deferred Income and QLAC not transferable 
• VAs, MYGAs and FIAs are transferable 
• Possibly starts a new surrender period 
• New Annuity must be mathematically and contractually better 
• Different company may not accept



Taxation
• Qualified Account (TIRA, 401(k), 403(b), etc.) – Fully Taxable 
• Non-Qualified – Calculate ‘Exclusion Percentage’ based on IRS PUB 939 

(or TurboTax, etc.).   Different calculation for: 
1. Fixed Period 

2. Single Life 

3. Joint and Survivor 

4. Variable 

5. Disability 



Taxation - continued

• Portion will be taxable (earnings) 
• Turned possible LTCG into ordinary income 

• Portion will be non-taxable (return of  premium) 
• Until principal is returned then 100% taxable 

• If  inherited there is no “step-up” in cost basis



Where to Buy?
• SPIA – Least Complicated 

• Compare quotes at immediateannuities.com 
• Fidelity, Schwab, Agent 

• VA’s – More Complicated 
• Start with Fidelity, Schwab 

(Vanguard is out of  the business starting June 2019)





How They Are Sold
• Scare ‘em    Should set off  BS monitor 

• Shame ‘em   *8% Guaranteed growth 

• Confuse ‘em   *Upfront Bonus 

• Wait for it…   *Market upside - no downside 

• Game over!   *Too good to be true 

        “Free look in CA is 30 days”





Four Basic Types

Of  Annuities



Immediate

Fixed

Variable

Deferred

Fixed

Variable 



Immediate

Fixed

Variable

Deferred

Fixed

Variable 



Immediate Fixed
• SPIA/Income Annuity 

• Person makes lump sum, “single premium” 

• Insurance contract starts payments within year 

• Match payout to needs - lifetime, joint, period 
certain



Immediate Fixed Advantages

• Income is a known quantity, makes planning easier 

• Protects against poor returns and outliving assets 

• Higher annual payout than stock/bond portfolio due to 
mortality credits 

• Some offer one-time partial withdrawal 
• Avoids probate



Immediate Fixed Disadvantages

• It’s no longer your money. 
• No inflation protection (Principal last to offer COLA stopped in 4Q 

2019). In 2018 only 4% had step-up COLA but you take a 28% haircut, ex. 
$650 to $468.  Remember, Inflation was 13.5% in 1980.  

• Die before life expectancy 
• Majority of  payout is ordinary income (review taxation) 
• At end of  exclusion period (life expectancy) it is all ordinary income



Why Buy Immediate Fixed Annuity

• Fear of  depleting assets 
• Simplifies a portion of  planning and investing 
• Peace of  mind knowing it will always be there 
• Easy to shop for



Immediate Fixed Considerations

• Never annuitize entire investment assets 

• Consider staggering annuities 

• Annuitize less if  legacy is important 

• Delay to receive larger payout 

• Consider delaying Social Security because of  COLA







Immediate

Fixed

Variable

Deferred

Fixed

Variable 



Deferred Fixed Annuity

•Multi-Year Guaranteed Annuity 
•Longevity Annuity



Multi-Year Guaranteed Annuity
• Replacement for CD with a Surrender Charge 
• Taxed Deferred 
• Interest compounds 
• Not FDIC insured 
• Withdraw 10% penalty free 
• Have beneficiary if  die but Surrender Charge applies 
• Examples on ImmediateAnnuity: 5-10 year @ 3.0-3.5%





Deferred Fixed
• Often called “Longevity Insurance” or Deferred Income Annuity 
• Pay premium, interest accumulates, receive fixed amount 
• Will often come with Bonuses along the way 
• Interest often guaranteed 3-10 years 
• 10% withdrawal penalty free, penalty prior to 59 ½  
• Method of  tax-deferral and usually no amount limit



Deferred Fixed Considerations

• Allows smaller premium for same level of  coverage 
• Most have guaranteed death benefit for beneficiary 
• Best example is Social Security 
• Address Qualifying Longevity Annuity Contract (QLAC), 2014 

• Purchased inside TIRA, Reduces RMD, 25%/$135K, No variable or index annuity 
• Single or Joint Life only(or cash) and delay up to age 85
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Deferred Variable(1950s)

• Comparable to a tax-deferred mutual fund wrapped in an insurance policy.   
All other tax-preferred options should be funded first. 

• Contract is complex and can be hundreds of  pages with supplements.  
Most people don’t know what they’ve bought. 

• These are sold – not bought. 
• Has high ongoing internal expenses but no contribution limits. 
• Has two Phases:  Accumulation Phase and Distribution Phase



Deferred Variable Accumulation Phase

• Mutual fund portion are called sub-accounts which frequently have AA limits. 
• Account value rises and falls with sub-accounts.  You can lose money!! 
• Sub-accounts can be sub-par due to high ER (avg .97%) and activity, 12b-1 fees. Some 

even have front loads. 
• There are many fees associated. 

• Administrative fees of  flat fee (typical $50yr) or % 
• Mortality and Expense Risk Fee (life insurance/admin) average is 1.25%, varies by age 
• Surrender Fees typically 7%-8%.  I’ve seen 14yr/10%.  Govt study says up to 20%. 
• Riders.  Increased fees for each benefit.  Always in Insurance company favor.



VA Accumulation Phase – cont.

• Your are primarily buying protection and secondarily an investment 
• According to 2012 Morningstar study average expenses = 2.44% 
• Common to see VA internal expenses in excess of  3.00% annually.  

Takes 10 years minimum to recover costs, most say 20 years. 
• Typically can withdraw 10%/yr. no penalty.  All taxable. 
• Basic insurance = if  you die beneficiary gets account value or 

premiums paid.







Variable Annuity Example

• Buy $100,000 variable annuity with no riders with a 7% surrender fee which declines 1% per year. 
• In second year you decide to withdraw $50,000 so surrender fee in now 6%. 
• No surrender fee on first 10% ($10,000) but portion is taxable.  
• Remaining $40,000 will have 6% surrender fee of  $2,400. 
• Assume 5% Rate of  return so $5,000 is return of  principal and $5,000 of  earnings taxed assume 22% = 

$1,100 tax plus any state tax (assume CA 8% = $400). 
• If  withdrawn prior to 59 1/2 a 10% fed tax penalty on full $50,000 or $5,000. 

• $50,000 - $2,400 - $1,100 - $400 - $5000 = $41,100 remaining







VA Riders
• Endless. Most common Living Benefits, simplified. Questionable value. 1% 
• Guaranteed Minimum Accumulation Benefit(GMAB) – Guarantee 

minimum balance or lock in yearly gain 
• Guaranteed Minimum Withdrawal Benefit(GMWB) – Guarantee that 

withdraw at least premiums paid. (Sometimes called Cash Refund Rider) 
• Guaranteed Minimum Income Benefit(GMIB) – Guarantees minimum 

payout growth rate (usually 5%-7%) will be forced to annuitize.



VA Riders - continued

• Guaranteed Lifetime Withdrawal Benefit(GLWB) – Guarantees periodic 
income payments without annuitizing.  Many twists to this. 

• Long-Term Care Protection-Simplified Issue 
• Stand Alone Living Benefit 
• Death benefit for beneficiaries 
• Disability, Nursing Home, Confinement – Guaranteed Issue 
• Unable to remove Riders



A few words about Income Rider GMIB

• Often referred to as the “roll-up rate” or “step up rate”. 
• Often hear marketing pitch about “guaranteed 8% compounded for 10 

years”. 
• Refers to amount in “Benefit Base” not actual lump sum withdrawal. 
• Can counterbalance with “Payout Rate” which is rate payout based on. 
• $100,000/8% compound rate/4.5% payout = $6,612 
• $100,000/5% compound rate/5.5% payout = $7,020



95% of Variable Annuities

were never Annuitized in 2018. 

According to LIMRA 



Fixed Index Annuity(1995)

• Formerly known as Equity Index Annuity, no equity involved 
• Often deceptively sold at “Free-Dinner” seminars 
• Very complicated – Most people don’t know what they bought 
• Has Accumulation and Distribution phase like deferred VA 
• Has Surrender period like the deferred variable annuity – you can lose money 
• Often deceptively sold as market participation but should be compared to CD 
• Less market risk than deferred variable annuity but less return



Fixed Index Annuity – How they work

• Interest credited is based on an index - Typically S&P500 but can be any 
• Dividends generally not included 
• Will guarantee account balance has floor of  zero. 
• There are administrative fees



Fixed Index Annuity – How they work cont.

• Credit is usually based on three factors 
• Participation Rate – usually from 40% to 60%.  Longer Accumulation = higher 

participation, FINRA example is 45% 
• Cap Rate – maximum amount allowed to earn – typically 5% to 7% 
• Spread – typically 3% - subtract spread from actual return. 
• Latest twist is Buffers



Compare Rate of  Return  
(2007-2012 Advantage Compendium Study)

• Average annual return of  all fixed index annuities = 3.27% 
• Best annual return of  all fixed index annuities = 5.5% 
• Worst annual return of  all fixed index annuities = 1.2% 
• Recent 10-yr. average annual return of  50/50 VG TSM/TBM = 8.71% 
• VG Tax-Managed Balance(50/50): 1-yr=5.76%, 3-yr=7.05%, 5-yr=6.79%, 10-yr=8.58% 
• Worst since 1950 rolling 20-yr 50/50 S&P500(6.2%) and Inter Bonds (4.2%) = appx 5.2%, 

Best appx 14%







Example of  Returns 
$100,000 initial investment

• Annuity – 3.5% return (rule of  72) doubles in 20 years to $200,000.  Age 65 
with 6.5% payout rate = $13,000 per year, $6,410taxable. At 82 (life 
expectancy) 100% taxable.  Illiquid.  Beneficiary pay full taxes. 

• Vanguard 50/50 TSM/TBM - 7% return (rule of  72) doubles in 10 years to 
$200,000.  Doubles again in next 10 years to $400,000.  4% SWR = $16,000 
taxed at capital gain rate.  Liquid.  Step-up to beneficiary.


