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ANNUITIES AND TAXES: 

 

THINGS TO CONSIDER 
 

 

Many of my clients worry about income taxes.  They complain about the 

taxes due when money is earned, and also gripe about the capital gains hit 

when invested capital is liquidated.  Since 2013, my high income clients 

have had even more reason to be upset by taxes due to the significant 

increases associated with higher federal tax brackets and the Medicare 

surtax. 

 

For those individuals who don't want to have to pay immediate income taxes 

on their investment earnings, nonqualified deferred annuities (NQDAs) grow 

tax-deferred.  NQDAs are a great way to save money for retirement.  Some 

kinds of NQDAs have special features that provide for a rich income stream 

in retirement.  Others give extra financial protection to the contract owner 

with regard to long term care expenses.   

 

NQDAs have certain kinds of tax characteristics that need to be considered 

when implementing them as part of an overall retirement planning or estate 

planning strategy: 

 

 While NQDAs generally accumulate value on a tax-deferred 

basis, all distributions other than annuitized distributions are 

taxed on a gain-first basis (LIFO).  Other distributions are 

considered amounts not received as an annuity. Such 

distributions taken prior to the owner’s age 59 1/2 are also 

potentially subject to an extra 10% penalty tax on the gain 

portion. 

 

 There are special techniques available that may allow a young 

annuity owner to avoid the extra penalty on taxable distributions. 
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 An individual who transfers an annuity contract as a gift is 

treated as having surrendered the contract for income tax 

purposes. That means the donor recognizes any gain in the 

contract as taxable income, and the gain portion is potentially 

subject to the 10% penalty tax.  Transfers between spouses are 

generally not taxable. 

 

 It’s usually possible to exchange an existing life policy or 

existing annuity for a more modern NQDA on a tax-free basis. 

 

 There are special tax rules that may make it unwise to buy two 

annuities from the same insurance company in the same year. 

 

In addition to the advantages that I’ve already mentioned about NQDAs, 

annuities sometimes offer extra protection against lawsuits.  If this is a 

concern, please let me know.   

 

Do you want to know more about the NQDAs that are currently available?  

Please give me a call. 

 

 

 

AS ALWAYS, PLEASE FEEL FREE TO CALL TO DISCUSS THESE 

OR OTHER FINANCIAL SECURITY ISSUES OF CONCERN. 

 

 

 
As provided for in government regulations, advice (if any) related to federal 

taxes that is contained in this communication (including attachments) is not 

intended or written to be used, and cannot be used, for the purpose of 

avoiding penalties under the Internal Revenue code. Individuals should seek 

advice based on their own particular circumstances from an independent tax 

advisor. 
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