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Once considered the panacea for the ailing investment portfolio, annuities have been hobbled by 
the galloping changes of the Tax Code.  Fixed, variable, index, immediate, deferred.  If you have 
one, should you keep it—if you haven’t got one, should you invest? 
 

The information contained herein is for educational use only and should not be construed as tax, financial, or legal 
advice.  Each individual’s situation is unique and may require specialized treatment.  It is, therefore, imperative that you 
consult with tax and legal professionals prior to implementation of any strategies discussed. 

 

 
 
A. Benefits of Packaged Securities 

 Professional management 

 Portfolio diversification 

 Reduced transaction costs 
 

 

 Packaged Securities 

 

 
 
 
 

 
 

 
 

 
 
 
 
 

 

B. Annuities = contract between and investor and an insurance company 

 

Annuity Phases 

 

  

 Pay-in (Accumulation)  Pay-out (Annuity) 
    -  Single or Flexible Premium    - Immediate or Deferred 
 -  Fixed or Variable  
 
 

Annuities 

 Qualified 

 Non-qualified 

Direct Participation 

Programs (DPPs) 

 offer flow-through 
of both income and 
expense 

Real Estate Investment 

Trusts (REITs) 

 investment in land, 
buildings, or mortgages  

Investment Companies 

 

 

Unit Investment 

Companies (UITs) 

 

Management 

Companies 

 

Open-End 

(Mutual Funds) 

 

Closed-End 

(Publicly-traded) 

u 



 

Monica Haven, E.A., J.D., L.L.M. 
1534 South Edris Drive * Los Angeles, CA  90035 * (310) 286-9161 * FAX (310) 557-1626 * e-mail: mhaven@pobox.com 

2 

C. Phase I 
 
1. Accumulation options 
 

 Fixed Variable 

Can be compared to… CD Mutual Fund 

S are gathered and… Commingled Separate Accts 

Company invests in… Bonds (usually) Stocks, Bonds, etc. 

Investor’s return is… Guaranteed Not guaranteed 

Invstmt Risk lies with… Insurance co. Investor 

Regulated as… Insur. product Security 

 
2. Equity Index Annuities (EIAs) 

 Have characteristics of both fixed and variable annuities 

 More risk (but more potential return) than a fixed annuity but less risk (and less potential 
return) than a variable annuity 

 Offer a minimum guaranteed interest rate combined with an interest rate linked to a 
market index  

 

Indexing Method  Description  

Annual Reset (Rachet)  Compares the change in the index from the 
beginning to the end of each year. Any declines 
are ignored.  Thus, your gains are "locked in" 
each year. 

High Water Mark  Looks at the index value at various points during 
the contract, usually annual anniversaries. It then 
takes the highest of these values and compares 
it to the index level at the start of the term. May 
credit you with more interest than other indexing 
methods and protect against declines in the 
index, but because interest is not credited until 
the end of the term, you may not receive any 
index-link gain if you surrender your EIA early.  

Point-to-Point  Compares the change in the index at two discrete 
points in time, such as the beginning and ending 
dates of the contract term. Relies on single point 
in time to calculate interest. Therefore, even if the 
index that your annuity is linked to is going up 
throughout the term of your investment, if it 
declines dramatically on the last day of the term, 
then part or all of the earlier gain can be lost. 
Because interest is not credited until the end of 
the term, you may not receive any index-link gain 
if you surrender your EIA early.  

  
3. Tax-deferred growth 
 

 Variable 

Annuity 

IRA 

Save for retirement? Yes Yes 

Contribution limits? No Yes 

Earned income required? No Yes 

Subject to Early Withdrawal Penalty? Yes Yes 

Minimum Distribution required at age 70-1/2? No Yes 

Withdrawal taxed as Ordinary Income? Yes Yes 
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D. Phase II 
 

1. Death Benefit 

 mortality expense 

 Remember:  This is NOT a life insurance policy! 

 

 Annuity Life Insurance 
Purpose (Objective) Investment:  create income-

stream if investor lives too long 
Insurance:  create an estate if 

investor dies too early 

Amount of Death Benefit Total of premiums invested Amount specified by investor 
upon purchase 

Payouts are taken via… Withdrawals Loans 

Withdrawals are taxed based 
on… 

LIFO 
(growth, then return of principal) 

FIFO 
(return of principal, then growth) 

 
2. Payout options 

 Lump-sum—annuitant will suffer severe tax consequences 

 Life Annuity—annuitant cannot outlive the contract 

 Life and Joint Survivor Annuity—could also be Joint and One-half Survivor 

 Life with Period Certain—covers beneficiary in the event the annuitant dies 

 Fixed Period Annuity—similar to Life with Period Certain, but payments to annuitant stop 
even if he is still alive when the term expires 

 Fixed Amount Annuity—Payments continue while accumulation value lasts, but stop 
thereafter regardless of annuitant’s life expectancy 

 Refund Life Annuity—provides hedge against premature death when beneficiary receives 
a refund of premiums paid 
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E. Contract Specifics 
 
 1. Parties to the contract 

 Owner:  pays the policy premium and retains right to make changes 

 Annuitant:  person upon whose life the death benefit is computed 

 Beneficiary:  recipient of death benefit 
 

2. Beware of… 

 Surrender Charges—usually declining scale 

 Early Withdrawal Penalties—can be waived upon death or disability 

 Policy Loans—not available for non-qualified contracts 

 Equity Indexed Annuity—guarantees a minimum return if index under-performs 

 Charitable Gift Annuity—charity pays annuity in the future in exchange for property 
donated now 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

F. Tax Consequences 

 

 For partial withdrawals:  Interest-first rule (LIFO) applies for post-1982 annuities.  Earnings are 
taxed at Ordinary Income rates.  A 10% Early Withdrawal Penalty applies if annuity owner is < 59-
1/2 when withdrawals are made. 

 

 For complete surrenders:  Ordinary income tax on difference between amount received and cost 
basis (usually premiums paid) 

 

 §1035 exchanges:  no tax if annuity for annuity or life insurance for annuity (but not vice versa), 
although IRS proposed regulations (October 17

th
, 2006) may curtail the tax-deferred benefits 
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 Owner’s death: 
- If previously annuitized, then beneficiary must receive payments on the same schedule as 
decedent.  The accumulation value is includible in the gross estate of the decedent and income 
amounts due to the deceased annuitant will also be includible as Income-in-Respect-of-Decedent.   
 
- If not annuitized, then beneficiary must receive full distribution within five years after owner’s 
death (unless beneficiary is the spouse who may leave annuity terms unchanged).  If annuity 
payments cease upon death, then annuity will not be includible in the gross estate, otherwise post-
death payments will be includible. 

 
 

G. Real Estate Investment Trust (REIT) 

 Offers diversification into real estate 

 Trades like an individual stock and therefore, is liquid (IPO  exchange) 

 Avoids double taxation if at least 95% of inc. is distributed ( high Dividend P/O Ratio) 
 

Corporate Tax Return Personal Tax Return 
Sales Wages 
- Expenses + Dividends 
= Gross Profit = Taxable Income 

- Corporate Tax x Tax Rate 
= Net Income = Tax Due 

 
H. Direct Participation Program (DPP) 

 Year-end Form 1099 issued by a corp. will report income (dividends), but not losses 

 DPP issues Schedule K-1 to report both income and loses which investor may claim on his 
personal tax return 

 
1. Examples of DPPs 

 Joint Ventures  
 Subchapter S Corporations 
 LLCs or LLPs 
 Partnerships (General or Limited) 
 

2. Tax Consequences 

 
K-1 reports loss      Test # 1                 Test # 2                 Carry-forward 

                                                      deductible only if                deductible only if                   to next year or 
                                                                 investor has Basis      investor has Passive Income      year of disposition 

 
  Basis = Investment Contribution + Allocated Income –  Allocated Loss 

Passive Activities:  Limited Partnerships classified as “passive” since 1987 

Important:  Save all K-1’s for duration of investment and five years beyond! 
 
 

I. Summary of primary pros and cons 

 Fixed Annuity Variable Annuity REIT DPP 

Pros Guaranteed rate of 
return 

Opportunity for growth High yield plus 
opportunity for growth 

Opportunity for growth 
and possible tax shelter 

Cons Illiquid until age 59-1/2. 
Taxed as ordinary 
income (not capital 
gains). 

Illiquid until age 59-1/2. 
Taxed as Ordinary 
Income (not Capital 
Gains). 

Real estate only. 
Subject to market and 
business risk. 

Illiquid. 
Inconvenient 
recordkeeping 
requirements. 

 


