
Annuities and Uncle Sam: What You Need to Know





Most financial professionals are aware of the differences between fixed and variable annuities, but there are also contrasts in the way they’re taxed.


When you purchase any kind of annuity, you enter into a contract with an insurance company. The insurance company gets a sum of money from you. It could be in one lump sum or in smaller amounts over time. The insurance company agrees to make payments back to you over time. Sometimes those payments are fixed, other times they’re variable.


With both types of annuities, any interest, dividends or capital gains the annuity earns aren’t taxed as long as they remain in the variable annuity. When you withdraw money from the annuity, the distributions are treated as regular income for tax purposes, assuming you’re older than age 59½ when you make the withdrawal. If you withdraw money earlier, you’ll pay the tax and a 10% penalty.


In the case of fixed annuities, most of the earnings will be from interest, so paying taxes on those earnings at your ordinary income tax rate seems reasonable. But in the case of variable annuities, many of the earnings will be the result of long-term capital gains. 


Long-term capital gains are normally taxed at a maximum of 15%. When distributed from a variable annuity at your ordinary income tax rate, however, they could be taxed as high as 35%.


In essence, then, variable annuities convert long-term capital gains into ordinary income - and that could increase the amount of money you give to Uncle Sam.











