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Annuities seem to confuse nearly 
everyone. After all, annuities are 

complex, highly structured arrangements 
that come in various types and sub-types. 
Their multi-faceted complexities and 
range of variations can make them a first 
class academic challenge, even for some 
who work with them regularly.

Complicated or not, variable annuities 
(VAs), have been the most popular form 
of annuities with the investing public 
and their advisors for some time now. 
While this discussion does not involve 
the recommendation of any particular 
annuity, annuity type, or, for that matter, 
annuities at all, it does focus on adding 
information about VAs that is typical-
ly known to planners, but tends to be 

omitted in lay press articles (those ap-
pearing in such publications as Parade, 
Money, AARP and the like).

Vast sums pour into VAs monthly and 
much of that money comes from retire-
ment plans like IRAs and 401(k)s. That 
reinforces the thinking of the analysts 
and advisors who praise VAs. Mean-
while, it drives those who do not like 
them right up the wall.

Part of the principal going into VAs 
comes from tax-deferred rollovers from 
other VAs. That has raised a concern 
that such rollovers could be unjusti-
fied and regulators are looking closely 
at that for good reason. As that topic 
is a big one in itself, this article does 
not have sufficient scope to review it 

and will focus instead on new money 
going into new annuities. A consumer 
should know though that while rolling 
money from one annuity to another may 
be justified in some cases, one should 
examine such a recommendation espe-
cially carefully to make sure any costs 
involved are truly justified.

While most lay press articles about 
VAs find plenty of faults with the brand 
new annuity investments we are consid-
ering here, a significant majority of fi-
nancial planners and advisors cheerfully 
use VAs for new money investment as 
they pursue their clients’ goals. Part of 
the reason for the divergent views may 
have to do with perspective.

Lay press financial writers are al-
most always journalism school gradu-
ates with little or no first-hand experi-
ence in the field of financial planning. 
Reading their resumes can help define 
their perspectives.

Professional advisors, on the other 
hand, are working daily with clients on 
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If you are not an annuity whiz, here 
are some basic facts about how 

variable annuities (VAs) work to get 
you up to speed. 

VAs are actually contracts is-
sued by insurance companies in 
exchange for invested amounts 
deposited with them. Money going 
into VAs is not qualified for a tax de-
duction unless it is deposited into a 
“qualified retirement plan” such as 
an IRA or 401(k) first and the VA is 
then purchased by the plan. Once 
money is inside any VA though, it 
grows tax deferred, whether it is in 
a qualified retirement plan or not. 
When VAs are purchased by quali-
fied retirement plans, SEC regula-
tions require that they be acquired 
because of a benefit or benefits 
other than tax deferral, since qual-
ified retirement plans are already 
tax deferred by law.

Money taken out of a VA not 
owned inside qualified retirement 
plans is taxed as ordinary income 
until all the earnings have been with-
drawn and then the principal can be 
withdrawn without any further tax 
being due. Conversely, when mon-
ey is withdrawn from VAs owned by 
qualified retirement plans, it is all 
taxed as ordinary income, includ-
ing the original principal, because 
that was never taxed before. Any 
money taken out of any VA before 
age 59 ½ is subject to the usual 
10 percent premature withdrawal 
penalty imposed by the tax code 
on qualified retirement plans, re-

gardless of how the VA is owned. 
It may also be subject to an early 
withdrawal penalty required by the 
annuity contract if the withdrawal 
occurs is in the investment’s early 
years. The first year penalty is usual-
ly 7 percent or so of any amount ex-
ceeding 10 percent of the contracts 
value. Then the penalty drops by 1 
percent annually until the charge 
disappears.

All VAs have professionally man-
aged sub-accounts that can vary in 
value depending on the market per-
formance of the stocks and bonds 
held by them. Some also have spe-
cially structured, unmanaged port-
folios and most offer a fixed interest 
account, too. All of the various sub-
account options, their respective 
goals, securities selection process 
and manager(s), etc. are described 
in the VA prospectus involved. VAs 
are always designed to pay a ben-
eficiary or beneficiaries at least the 
amount of money invested, less any 
earlier withdrawals taken, when the 
annuity investor dies, regardless 
of the actual market value of the 
annuity’s sub-accounts. Many VAs 
now offer optional “living benefits” 
too, such as guaranteed principal 
return and guaranteed growth, for 
an additional fee, during part or all 
of the owner’s lifetime. The insur-
ance company issuing the VA in-
volved makes all VA guarantees, 
not the FDIC or some government 
agency.

Variable Annuity Boot Camp

real financial issues. An advisor’s expe-
rience creates a real world perspective, 
both from professional interaction and 
from the associated intellectual pursuits 
necessary for professional proficiency 
specific to the field. 

He Said, She Said
In any case, most lay financial writers 

contend that the costs of VAs are too 

high when compared to those charged 
by competing mutual funds or indi-
vidually managed accounts. They say 
that the contractual strings of VAs, like 
their early withdrawal penalties, are too 
restrictive. They argue that it is inap-
propriate to put an asset that is tax de-
ferred by statute inside an already tax 
deferred retirement plan. They contend 
that greedy folks like to use VAs only 
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because they pay high up-front com-
missions that increase the annuity’s 
cost. They insist that when funds are 
withdrawn from VAs, meaningful tax 
disadvantages arise that make VAs a 
bad choice. The list goes on, but you 
get the idea.

Proponents of VAs disagree complete-
ly or in part with all of those positions. 
They scoff at what they consider a lack 
of factual correctness in such writing and 
argue that when each negative point is 
examined deeply and fully understood, 
it diminishes to a negligible level or dis-
appears altogether. Besides, they sniff, 
annuities offer all sorts of additional 
advantages not found in any other in-
vestment alternative. 

Despite a general collegial enthusi-
asm among financial planners for VAs, 
a minority of them do not like or use 
VAs at all. This is often because VAs 
are nearly always a commission paying 
financial product (owing to their insur-
ance-culture background) and the advi-
sor involved only wants to work with 
recurring-fee generating accounts. Some-
times though, the planner simply likes 
some other, competing investment or 
method better. No doubt, a few plan-
ners even concur with the lay press po-
sitions mentioned above. 

How Do They Love Thee?
To move you to the head of the VA 

class, below are some of the most im-
portant reasons why most advisors dis-
miss the cost and feature arguments 
against VAs and use them routinely for 
their clients. You may agree or disagree 
with the thinking. But, at least you will 
know what the thinking is for a change 
as it seldom, if ever, finds its way into 

lay press articles.
 No annuity charges anything extra 
for its tax deferral feature as it is con-
ferred by statue. Thus, advisors and 
clients know that an annuity’s expens-
es are the same either inside or outside 
of a retirement plan. This fact renders 
the duplicity concern the lay press frets 
about, a moot point. Just remember, it 
is not a VA selling point either.
 Since VAs have principal guaran-
tees that are activated at death, if the 
markets have turned against the inves-
tor and account values are lower, no 
matter. Heirs still get the higher, guar-
anteed amount. The public likes that 
and so do advisors.
 VA annual program expenses (called 
M&E) pay for the death benefit men-
tioned above as well as other operating 
costs. They also fund the pool for up-
front placement commissions. The lay 
press typically infers that M&E goes to 
the insurance risk cost alone and imply 
accordingly that commission payments 
are taken from the invested principal. 
Advisors and their clients dismiss that 
lay press concern in light of the facts.
 VA sub-accounts and mutual funds 
both have hidden trading costs that are 
driven by portfolio share turnover. Ad-
visors generally know that Morningstar 
statistics on turnover reveal that hidden 
trading costs calculate to about 1 per-
cent for the average mutual fund and 
about .7 percent for the average VA, a 
.3 percent difference.
 Advisors believe that average VA 
sub-account and mutual fund costs 
related to portfolio management for 
similar portfolios with similar missions 
are nearly at parity, but that VAs have 
slightly lower management costs over-

Although the lay press derides the early 
withdrawal charges variable annuities 
usually impose in the first several years, 
most advisors like them a lot. The charges 
tend to remind investors to stay the 
course and view the asset as a long term 
hold not to be disturbed. Advisors see 
that as a plus and investors are very 
seldom bothered by it.
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all, if one wants to split hairs. 
 Although the lay press derides the 
early withdrawal charges VAs usually 
impose in the first several years, most 
advisors like them a lot. The charges tend 
to remind investors to stay the course 
and view the asset as a long term hold 
not to be disturbed. Advisors see that 
as a plus and investors are very seldom 
bothered by it.
 Clients generally recognize that 
when advisors are paid one-time com-
missions on funds invested for long pe-
riods (such as for retirement) instead of 
arranging recurring fees for managing 
those same funds, those advisors may 
well be paid less over the long run. For 
some reason though, the initial commis-
sion paid on VAs at their issue is usu-
ally touted by the lay press as a big cost 
disadvantage for the investor and a big 
benefit for the representative. While this 
could be possible, responsible advisors 
and investors know instead that the up-
front commission actually can work to 
the VAs cost advantage when compared 
to typical, competing, recurring-fee ar-
rangements covering the same, long-held 
investments. Both possibilities should be 
equally weighed by consumers.
 Clients and advisors like the idea 

of not taking chances with retirement 
money but they also want the upside 
potential of stock market investing. Ac-
cordingly, VAs have gotten a lot more 
features-rich in the last few years, adding 
allure. Many VAs now offer the abil-
ity to add guarantees (at an additional 
cost) that principal will be returned and 
even grow during the investors’ retire-
ment lifetimes, not just be returned at 
their deaths. These features are get-
ting a lot of advisor and client atten-
tion and account for big increases in 
VA placements. 
 When money is still available for 
retirement investing, (after fully fund-
ing the contribution-deductible plans—a 
must-do first) VAs are often looked to 
next because of their tax deferral fea-
tures. Sure advisors know that with-
drawals from VAs at retirement will 
be taxed as ordinary income, not at the 
lower capital gains rate, but they feel 
that disadvantage is greatly exagger-
ated in the lay press. That is because 
when mutual funds (the usual default 
alternative) are used, instead of VAs, 
their proceeds each year are taxed as 
they are reinvested back into the funds. 
The SEC pegs this tax cost at about 2.5 
percent on average (i.e. a fund not held 

in a retirement plan that has a reported 
8 percent annual return saw its typi-
cal owner’s return reduced by taxes to 
5.5 percent). Remarkably, this taxation 
generally goes unnoticed by taxpayers 
and the lay press alike. Financial plan-
ners typically are well aware of it and 
believe that its impact diminishes and 
can even remove the VA distribution 
tax disadvantage over time.

Is That A Frog Or A Prince?
In the end, a close look at the cost-to-

value relationship of VAs is a good idea 
and decisions should be made carefully 
after prospectuses are read and all the 
facts are weighed. If the features and 
benefits of a particular VA are appeal-
ing, suit the situation and are shown 
to be cost effective, the VAs utiliza-
tion may be well advised. While VAs 
can continue to be improved and any 
cost reductions will be welcome, most 
well-informed financial professionals 
feel that many of these vehicles are al-
ready cleverly built, cost competitive 
when all facts are weighed, and wor-
thy of consideration in a variety of cli-
ent situations. 


