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Understanding
Annuities
(One of the best financial instruments for the concerned retirees)

- by Robert A. Sagar
Founder of The Senior Financial Center

IMPORTANT
Annuities and other investment products are not insured by the FDIC or any other
government agency. They are not obligations of, deposits of, or guaranteed by
any depository institution. Variable annuities are subject to investment risk,
including the possible loss of principal.

This booklet was designed to provide a general explanation of the topic.
Pictorial is not engaged in rendering legal or other professional advice, and the
reader should consult legal counsel as appropriate.

We have tried to provide you with the most accurate and useful information
possible. However, the content of this publication may be affected by changes
in law or industry practice, and, as a result material should in no way be used as
an original source of authority on legal matters.

Any law and regulations cite in this publication have been edited and summarized
for the sake of clarity.

Any names used in this publication are fictional and have no relationship to any
person living or dead.



What Is An Annuity?

An annuity is an agreement between you and an annuity company (an insurance company). In exchange
for the money you put in, the company agrees to pay you an income, usually for life. Before you start
receiving the income, our annuity earns money, just like any other investment, how much lifetime income
you get depends upon how much money you invest in the annuity, how much your annuity account earns
and how long you choose to wait before starting to receive your annuity payments.

Annuities, with their promise of Òan income you canÕt outlive,Ó have always been popular with retirees as
a way to fund their retirement. They have been conservative, long-term investments Ð even if not very
exciting. Annuities today are being regarded more and more as investments, competing with other
traditional investments.

And annuities have this one benefit that is unknown to other types of investments- a payout you cannot
out live. Annuity payments can last for life.

The Risk Of Outliving Your Savings

Annuities are the reverse of life insurance. You buy life insurance to protect against dying too soon. You
buy an annuity to help protect against living so long that you exhaust all your savings.

We all hope to live to a ripe old age. But the longer we live, the thinner our financial resources become,
until eventually our life savings may be depleted. An annuity allows you to transfer part of the financial
risk of outliving your savings to an insurance company. When you buy an annuity, the insurance
company states in the contract that you will receive your monthly annuity income as long as you live.
Annuities, of course, are only as good as the insurance company issuing the annuity, thatÕs why you
should be sure that the annuities you buy come from insurance companies that have high ratings for
financial stability and integrity.

    
   Annuities can help you prepare for retirement.



Annuities As Investments

Annuities are not designed to be short-term investments. They work best over the long run. Just like other
investments you are familiar with, you can invest in an annuity that earns either a fixed or a variable
return

• Fixed Annuity. The insurance company can pay you a specified rate of interest on the money
you invest. The interest rate might change from year to year, but you will always know how much
your money is earning.

• Variable Annuity. The value of this investment may go up or down, depending upon how well
the stocks or bonds in the companyÕs investment portfolio do.

How Annuities Work

Premiums (Growth Period)
Contract ----------------------------------------------------------->   Insurance
Owner <----------------------------------------------------------    Company 

Income (Payout Period)                            

         ----------------------------          ----------------------------
         Designated in Agreement      Survivor Benefits (If owner dies)

The Benefits of Investing In An Annuity

Contract
Owner

Insurance
Company

Beneficiary

Example

Carolyn, a single parent, was a successful manager for a new electronics manufacturer.
The firm, still struggling to establish itself, did not yet have a retirement or pension plan.

So Carolyn decided to begin to provide for her own retirement. She had $5,000 from an
inheritance. She used this to purchase a fixed annuity paying 7% and she committed to
adding $100 a month to the annuity for the 15 years she had left until her retirement. She
designated her children as beneficiaries; in case anything happened to her, they would
receive all of the money she had in the annuity account at the time of her death.

When she retired, she stopped making payments on her annuity, and the insurance
company began sending her monthly payments. It will continue to do so every month as
long as Carolyn lives, she will have to pay some income tax on these payments, but only
on the part that is considered to come from what her account has earned over the years.



Tax-Deferred Investment. Unlike many other investments, annuities have a tax-shelter feature that
makes them very appealing. The money an annuity earns each year is not taxed as income. Annuities
grow tax-deferred until the money is withdrawn.* As an investor, you may be seeing thousands of dollars
going out each year  to pay income taxes on your investment income. If you invested in an annuity, those
dollars could still be yours, working for you, earning money inside the annuity.

Income. Once regular annuity payments begin, the annuity company will continue to make the annuity
payments as specified in the agreement. If the annuity is a life annuity, you will receive an income for
life, regardless of how long you live. If the annuity is a joint-an-survivor annuity, the payments will
continue over two lifetimes-yours and your spouseÕs.

Annuities Qualify For Direct Rollovers. Since January 1, 1993, if you receive any lump-sum
distribution from a company pension or profit-sharing plan personally rather than having it transferred
directly to another eligible plan; employers are required to withhold 20% of the amount. You can avoid
this withholding trap by having your money transferred directly into a qualifying annuity.

*Early withdrawals may be subject to a policy surrender charge. Withdrawals prior to age 59 _ are subject
to a 10% Federal tax penalty.

Different Types And Uses of Annuities

Annuities offer the investor many choices. Here are some of the most popular kinds of annuities that are
available.

Fixed Annuity
A fixed annuity specifies a fixed, guaranteed minimum rate of interest that will be paid on the principal
amount invested in the annuity. The company assumes the investment risk. If investment performance is
less than what is required to fund the minimum rate of interest, the annuity company must make up the
difference at no cost to you.

Variable Annuity
A variable annuity is a special kind of annuity. With it, you bear investment risk, including the possible
loss of principal. A variable annuity owner has the potential to achieve greater investment gains, but
investment losses will be passed through to the investor as well.

Regular investments     Investing Stops at Annuity Starting Date

<------------Growth Period------------------------->  <-------------------------Payout Period---------- >

                                        ?     ?

?   ? ?

? ?

<-- -----------Investment-Paying Period----- ---><------------------InvestorÕs Lifetime----------- >

Cash
Value

Your accountÕs cash value may go up or down, depending upon the
underlying accountÕs investments. At any time the cash value
could be worth more or less than the amount you have invested,



* Growth varies with investment performance
* Annuity income payment also varies with investment performance
* Investor assumes risk of poor investment performance
*Variable annuity may be immediate as well as deferred
* Can be purchased at one time or as a series of periodic investments

There can be no assurance that variable annuities will realize positive growth, as the market price of the
separate account unit values will fluctuate with changes in market conditions.

Popularity. In todayÕs investment-oriented climate, variable annuities, first introduced in 1952, have
become more popular than ever. Just five years ago, annuity sales were about 80% fixed, 20% variable.
Now the ratio is almost 50-50. Variable annuities offer the investor an appealing combination of control
and tax-deferred earnings.

Choice. Most variable annuities let you choose from a range of separate accounts offered by the annuity
company. These separate accounts may include stock funds, bond funds or money market funds. You
have the flexibility to direct your investments into any one or a combination of these investments and to
change your mix of investments as circumstances change.

Deferred Annuity- Lump-Sum Purchase

An annuity, either fixed or variable, is said to be ÒdeferredÓ if the investor puts off (or defers) taking
annuity payments from the annuity. Most annuities are this type. This annuity allows the investment to
grow over time, increasing the value of the investment.

If you make your investment all at one time and donÕt plan to add to it, you annuity is called a Òsingle
premiumÓ annuity. People who have a large sum of money available some time before retirement might
buy this type of annuity. The money might come from an inheritance or a lump-sum distribution from a
pension plan.

A fixed annuity may have a safety feature called a Òbailout provision.Ó If the annuityÕs interest rate ever
falls below a specified rate, the investor may withdraw all the money in the account without paying a
surrender charge. The bailout rate is usually one, two or three percentage points below the current rate
being paid.

Fixed Single Premium Deferred Annuity

* Growth comes from fixed rate of interest that insurance company pays on the money invested
* Investment made at one time with a lump sum
* Investor defers taking payments out of the annuity, so the investment has time to grow

There can be no assurance that variable annuities will realize positive growth, as the market price of the
separate account unit values will fluctuate with changes in market conditions.

Deferred Annuity Ð Flexible Installment Purchase

Not everyone has a large sum of money to invest at one time. With a deferred flexible purchase annuity,
you can plan to make a series of regular investments over time, rather than putting everything in at once.
It is called ÒflexibleÓ because you can decide how often you want to invest and how much you invest each
time.

The more you put in, of course, and the sooner you invest, the more your annuity will earn for you. Most
companies do not accept payments of less than $50 at a time. The payments accumulate in your account
and earn a tax-deferred return as long as the money remains in the account. However, there can be no
assurance that variable annuities will realize positive growth, as the market price of the separate account
unit values will fluctuate with changes in market conditions.



* Investor can choose how much and how often to invest
* Investor defers taking payments out of the annuity, so the investment has time to grow
* May be fixed variable

Immediate Annuity

An immediate annuity is similar to the single-premium deferred annuity, but payments begin right away.
You are most likely to be interested in an immediate annuity if you want to convert accumulated assets
into income payments that start at once.

Once the annuity begins, you generally give up any control of the principal in your account. You cannot
withdraw cash from it beyond the annuity payment to which you are entitled. Upon an annuitantÕs death,
payments ordinarily cease unless an arrangement has been made with the annuity company to continue
payments to an additional beneficiary as your heir. Continuation of payments to an heir is an option you
may wish to consider when setting up your annuity.

* Converts your investment into a stream of regular income
* Can only be purchased with a lump-sum investment, or single premium
* No investment growth period; income payout begins right away
* Income payments may be fixed or variable
* Must be willing to give up rights to principal in exchange for income that will continue for life

Your Options For Lifetime Income

Immediate Or Deferred Annuity

When you are ready, you have many payout plans available to choose from. The first choice you make:
When do you want the income payments to begin? If you are already retired when you buy an annuity,
you may want the payments to begin at once- an immediate annuity. Otherwise, with a deferred annuity,
you can specify when you want the payments to start. The later you wait to begin receiving payments, the
higher your payments will be.

The amount of income payments depend upon:

* how much money you have accumulated in the annuity;
* how old you are when the payments start; and
* whether you are male or female (women tend to live longer).

Single Life Or Joint-And-Survivor Annuity

An annuity can be set up to pay benefits for as long as one single recipient (the annuitant) is alive. This
single life annuity is called a Òstraight lifeÓ or just a ÒstraightÓ annuity.

A joint-and-survivor annuity will pay an income as long as either of two or more designated people is
alive. When both annuitants have passed away, the annuity payments cease. The two people are often
husband and wife, but would not have to be.

With a joint-and-survivor annuity, the annuity company is taking the risk for two lives rather than just
one. So there is a cost for this additional benefit; the amount of the regular annuity payment you receive
will be reduced form what it would be for a straight life annuity. The amount of the reduction will vary
with the specific annuity company, but a schedule like this would be typical:



Comparison of Monthly Annuity Payments*

Payout Options Assuming A Payout
While Both Are Alive of:

Then The Payout To The
Survivor After Annuitant

Dies Would Be:
Straight Life
Joint & 50% Survivor
Joint & 2/3 Survivor
Joint & 100% Survivor

$1,800
$1,700
$1,625
$1,500

$-0-
$850

$1,084
$1,500

 * This example is for illustration purposes only. The payouts are hypothetical and do not represent the
performance of any particular annuity.

Fixed or Variable Annuity

All of these options are available in either fixed or variable annuities.

* Fixed Annuity: the income payment will be a fixed-dollar amount that will remain the same for as long
as the payments are made.
* Variable Annuities use a different payout measure. The dollar amount will change from payment to
payment, as the investment performance of the annuity goes up or down.

This unique feature gives a variable annuity the potential to act as a hedge against inflation. If the value of
the annuity companyÕs investment portfolio goes up, the amount of the annuity payment will increase. Of
course, the reverse is also true: if the investment performance of the separate account goes down, the
amount of the annuity payment will also drop.

Fixed Number Of Years Or Lifetime

You also have the option to decide whether you want to receive annuity payments for a set number of
years-say, 20 Ð instead of for your lifetime. You will receive higher income payments this way, but you
run the risk of seeing your income payments stop if you live longer than the period you choose.

Systematic Withdrawal Plans

In return for the promise of lifetime annuity income, annuity owners have to give up control of their
investments. Once the lifetime payments start, the investor usually loses the right to make withdrawals
from the cash value or to take the cash and invest it in something else. Many people are reluctant to give
up that control, even to receive the lifetime income.

So most annuity companies offer the option of a systematic withdrawal plan that minimizes taxes and
provides a cash income, but still leaves you with control of the annuity principal.

* Free Withdrawal Provision. Most deferred annuities now allow you, after the first year, to withdraw
part of the cash value- perhaps 10%- without paying a surrender charge. This is the basis of the systematic
withdrawal plan.

* Tax Penalties May Be Avoided. Under the tax laws, you pay a penalty if you withdraw money from
an annuity before you turn 59 _, unless the annuity withdrawal is based on your life expectancy according
to government actuarial tables. And the law also requires you to start taking at least a minimum amount of



money out of any qualified retirement plan by April 1st of the year after you turn 70 1/2, or else suffer a
50% excise tax penalty.

A systematic withdrawal plan, properly set up, allows a way around both of these restrictions. The
balance of your account after each withdrawal continues to grow on the same tax-deferred basis as before,
under your control. Any money left in the account at your death is payable to your beneficiary, which
avoids probate.

* A Flexible Plan. Flexibility is the greatest advantage the systematic withdrawal plan offers over regular
lifetime annuity payments. Within limits, you can change the payments to suit your needs, and the
accountÕs cash value belongs to you.

Against this you must weigh the possibility that you could exhaust the value of your account before you
die. There is no guarantee of a lifetime income.

Annuities And Taxes

Annuities have specific tax advantages not shared by many other investments. After recent tax reform
legislation, annuities have been called one of the few real tax shelters still left for the common investor.
While the money you pay to buy an annuity is not deductible, the earnings on the cash value are not
subject to income tax. They continue to compound earnings, giving the annuity a significant advantage
over taxable investments as a means to accumulate money over the years. Any income tax payment on the
earnings is deferred until you take the money out of the annuity.

You can think of an annuity as a tax-deferred retirement savings plan just like an IRA, but without the
$2,000 limit on annual contributions.

Income Taxes On Annuity Payments

When the annuity payments actually begin, just a part of the payment is considered income subject to tax.
For tax purposes, each annuity payment is divided into two parts.

1) The original investment, paid for with after-tax dollars, represents the cost basis in the annuity and
will be returned tax-free.
2) The untaxed earnings on the principal will be subject to tax.

The amount of each payment that will be excluded from your income is determined by something called
the exclusion ratio.

The annuity company, once payments start, will tell you how much of your payment can be excluded
from tax.

Withdrawals From Your Annuity

You may withdraw money from your annuity account at any time, although you may have to pay a
withdrawal or surrender charge if the annuity company imposes one. But special tax rules apply.

1) Any withdrawal you take from your annuity is considered to come first from earnings. If, for example,
you have $50,000 in your account, and you had invested $40,000, you have $10,000 worth of earnings in
your annuity. Any withdrawal up to $10,000 will be considered taxable income. Only if the cash value
amounted to the same or less than what you had put into the annuity would a withdrawal be considered to
come from the cost basis and not be subject to tax.
2) In addition, if you are not 59 _, disabled or taking your withdrawal in the form of an annuity (as with a
systematic withdrawal plan), any taxable withdrawal is considered to be premature. You have to pay an
additional 10% penalty tax, besides your income tax, on any premature withdrawal.



These rules were put in place to discourage people from using an annuity, with is built-in tax advantages,
as a short-term investment. For investors who are looking for long-range returns, annuities remain very
suitable and very popular investments.

Estate Taxes

The value of an annuity contract is generally included in a deceased ownerÕs gross estate and is subject to
estate tax.

Federal Tax Comparison

Federal Tax Comparison of Investment

Annuity Traditional IRA 401 (k) Securities

Original
Investment

Not deductible May be deductible Made with pre-tax
dollars

Not deductible

Earnings Tax-deferred Tax-deferred Tax-deferred Taxable, unless in
tax-exempts

Distributions Partially taxable Taxable, except
for prior

nondeductible
contributions

Taxable Both earnings and
capital gains

taxable

Estate Tax Includible in gross
estate

Includible in gross
estate

Includible in gross
estate

Includible in gross
estate

* The explanations provided in this chart are of a general nature. You should consult with your own tax
adviser for specific tax advice. Tax consequences may vary by state.

Can You Exchange Your Annuity?

Annuity owners sometimes want to switch their existing annuity to another kind of annuity. You can
make this kind of exchange without incurring any tax liability. Almost all annuity companies have the
procedures in place to allow you to use this tax-free exchange. Otherwise, if you simply cash in one
annuity and buy another, you may be subject to both income and capital gains taxes on the transaction.

Annuities Escape Probate

A final advantage- annuities do not have to go through probate when you die. Books have been written on
how to avoid probate. In many states, the legal fees involved can make the probate process very
expensive; reducing the amount the heirs will receive. In addition, the probate process is often drawn out,
sometimes for years, delaying the settling of the estate.

But since an annuity is a life insurance contract, all of its proceeds are distributed immediately to the
beneficiary under the terms of the contract, completely bypassing probate. The value of the annuity
generally is included in your estate for estate tax purposes, nut not for probate.



Annuities

Type of Annuity Investors Need Primary Benefit Number of Investment
Payments

Fixed Lump Sum Has lump sum of money
to invest; wants
protection of capital

Guaranteed rate of
interest

One

Fixed Installment Wants to build
investment fund with
regular payments over
time

Guaranteed rate of
interest; large sum of
money not needed to
start

Flexible

Fixed Immediate Wants immediate
income from investment

Income for life One

Variable Lump Sum Has lump sum of money
to invest; wants
potential for greater
return more than fixed
interest

Potential for greater
growth from investment

One

Variable Installment Wants to build
investment fund with
regular payments; wants
potential for greater
return more than fixed
interest

Potential for greater
growth form
investment; large sum
of money not needed to
start

Flexible

Variable  Immediate Wants immediate
income; afraid inflation
will erode fixed income
payments

Potential for income
payments to keep ahead
of inflation

One

A Summary

Growth Period Type of Investment Income Payout Begins Withdrawal Options

Current rate of interest
paid until annuity
payments begin

Fixed; my be adjusted
from year to year

Whenever investor
chooses

Available

Current rate of interest
paid as investments
accumulate

Fixed; may be adjusted
from year to year

Whenever investor
chooses

Available

None Fixed Usually one month after
annuity is purchased

None after annuity
payments start



Growth (or loss)
continues until annuity
payments begin

Variable; grows with
investment performance
of companyÕs
investments

Whenever investor
chooses

 Available

Growth (or loss)
continues until annuity
payments begin

Variable; grows with
investment performance
of companyÕs
investments

Whenever investor
chooses

Available

None Variable; income
payments very with
investment performance

Usually one month after
annuity is purchased

None after annuity
payments start

Which One Is Right For You?

There are many types of annuities offered. This guide can help you decide which of these major types will
match your needs and objectives best.

If this describes youÉ You might want this kind of annuity:

* Want to build up your retirement
fund by investing over a period of time

* Prefer getting a set rate of interest on
your investment rather than risking the
ups and downs of the stock market

Fixed Annuity
Flexible Installments

* Have a lump sum of money to invest
at one time rather than smaller sums
over a period of time

*Prefer getting a set rate of interest on
your investment rather than risking the
ups and downs of the stock market

Fixed Annuity
Single Premium

*Willing to take some investment risk
for a potentially greater return on your
investment than you can get from a
fixed rate of interest

Variable Annuity

*Have a lump sum of money to invest,
and want to start receiving regular
income payments from your
investment immediately

Immediate Annuity



Glossary Of Annuity Terms

A
Accumulation Period Ð See Growth Period.

Annuitant Ð The one who receives annuity income benefits; usually but not always the investor who
buys the annuity.

Annuitization Ð The technical name for the conversion of an investment fund into a series of annual or
monthly income payments.

Annuity Ð An investment in which an insurance company agrees to pay an annual or monthly income for
life or for a specified number of years

Annuity Payment Ð The regular monthly or annual income the insurance company agrees to pay the
annuitant. Also called the annuity benefit.

Annuity Starting Date Ð The date on which an annuity begins to pay regular income payments; the
beginning of the payout period.

B
Back-End Charge Ð See Surrender Charge.

Bailout Provision Ð In some fixed annuities, if the interest rate being paid ever falls below a specified
minimum, the investor may withdraw all his or her funds in the annuity without paying any surrender
charge.

C
Compounding, or Compound Earnings Ð The interest earned on previous yearsÕ interest earnings
which were reinvested in the annuity account.

D
Deferred Annuity Ð The typical annuity purchased as an investment; regular annuity income payments
do not start until some specified time in the future (if at all), usually years after the annuity was originally
purchased. The period between purchase and payout is called the investment growth period.

E
Expense, or Load Ð The costs charged against an annuity to cover things like sales costs, administrative
costs, etc.

Exclusion Ratio Ð A technical tax term that determines how much of each regular annuity payment is
excluded from income tax and how much is taxable.

F
Fixed Annuity Ð An annuity that pays a specified rate of interest on the account and pays a fixed-dollar
amount in each annuity payment. See Variable Annuity.

Flexible Premium Annuity Ð An annuity that can be purchased with a series of installment payments
over a period of time. The investor is not required to make any specific amount or number of payments.



G
Growth Period Ð The time between the purchase and the payout period of a deferred annuity. The
annuity earns interest or investment earnings during this time; it is also called the accumulation period.

Guaranteed Interest Rate Ð In a fixed annuity, the minimum rate of interest the insurance company
agrees to pay each year on the annuity. The actual rate paid is equal to the guaranteed rate or higher.

I
Immediate Annuity Ð An annuity purchased with a lump sum that begins to pay regular income
payments soon after purchase. There is no investment growth period. See Deferred Annuity.

Interest-Out-First Rule Ð A federal tax law that says that any money withdrawn from an annuity (not
paid out as regular annuity income) is considered to come first from the earnings in the account and so is
taxable income to the investor, up to the amount of the earnings. If there at no earnings in the account,
then the withdrawal is not taxable income.

Investment Ð The money used to buy an annuity.

J
Joint-and-survivor Annuity Ð An annuity that agrees to pay two or more annuitants a regular annuity
income until the last person covered under the agreement dies. See Straight Annuity.

L
Life Annuity Ð see Straight Annuity.

P
Premature Withdrawal Ð According to tax law, taking cash out of an annuity before the investor reaches
the age of 59 _ (unless he or she is disabled or dies). Early withdrawals may be subject to a policy
surrender charge. Withdrawals prior to age 59 _ are subject to a 10% Federal tax penalty.

S
Separate Account Ð The technical term used for the insurance companyÕs investment portfolio that
supports a variable annuity. These investments must be kept completely separate form the insurance
companyÕs regular (general) investment accounts.

Single Premium Annuity Ð An annuity purchased with one lump sum of money rather than with a series
of installment payments.

Straight or Straight Life Annuity Ð An agreement with an insurance company to pay a regular annuity
income to one person until that person dies; then the annuity terminates. See Joint-and-Survivor
Annuity.

Surrender Charge Ð A fee charged by many annuity companies for cashing in all or part of an annuity
before the annuity payments start. Surrender charges usually disappear after the annuity has been owned
for a few years.

V
Variable Annuity Ð A special kind of annuity that pays a return based on investment performance (like a
mutual fund) rather than paying a fixed rate of interest. See Fixed Annuity.

W
Withdrawal Charge Ð See Surrender Charge.
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