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Ruminations on Variable Annuities vs. Taxable Accounts 
 

To make a case for annuities, advisors often compare the most expensive, tax-inefficient mutual 
funds to the most inexpensive variable annuities.  However, a competent advisor, comparing 
annuities to other taxable alternatives, will find that annuities appear to be poor choices in most 
cases. 
 
To fairly compare the two (and remove compensation considerations), I used a 0.30% marginal cost 
gleaned from the cost of a Vanguard “no load” annuity.  The 30 basis points are in addition to the 
underlying cost of the funds – vastly lower than the additional costs of most annuities. 
 
Annuities made a lot more sense when the ordinary income and capital gains rates were the same.  
Now, annuities have to overcome both higher rates (ordinary income vs. capital gains) and higher 
expenses.  Given a long enough time horizon, the 100% tax-deferral theoretically may overcome 
these disadvantages.  Seeing if that is true is the point of this exercise. 
 
Six factors impact the decision: 

1. Rate of return – higher returns favor annuities; lower returns favor taxable accounts. 
2. Ordinary income tax bracket – lower ordinary income tax brackets favor annuities; higher 

ones favor taxable accounts. 
3. Capital gains tax bracket – higher capital gains rates favor annuities; lower ones favor taxable 

accounts. 
4. Tax efficiency of taxable alternative – tax-inefficient, high-turnover investments favor 

annuities; low-turnover approaches favor taxable accounts. 
5. Time horizon – long time horizons favor annuities; short horizons favor taxable accounts. 
6. Annuity cost – the lower the marginal cost of the annuity over the comparable mutual fund 

investment, the better it will compare (obviously). 
 
Also note that I am not talking about immediate annuities which can have a place in a portfolio as 
insurance against the additional costs of a long life. 
 
Here is one example: 

1. Investment rate of return – assume 10%, the long-term stock market average.  (In reality, it 
would be somewhat lower due to the expense ratio of the subaccount/fund, but using this 
relatively high number should favor the annuity.)  

2. Tax bracket – assume the most favorable case for an annuity, 25% ordinary income and 15% 
capital gains.  

3. Tax efficiency – assume a 50% portfolio turnover.  This is extremely inefficient and would 
favor the annuity.  I have assumed that all gains are long-term, however.  This implies an 
advisor would not be foolish enough to select funds for a taxable account that throw off 
short-term gains.  (In reality, I think a 10% turnover in a taxable account is more reasonable 
for a competent advisor.)  

4. Annuity cost – as mentioned earlier, I used a 30 bps marginal cost to the annuity.  This 
attempts to remove compensation confusion from the analysis.  In other words, if the total 
expenses are 1.15% for a fund, the annuity would be 1.45%.  In this example, the net return 
ends up being 10.0% for the fund and 9.7% for the annuity.  
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In short, I have tried to use reasonable factors that would favor the annuity.  Using the numbers 
above, we solve for the time horizon necessary to make the annuity a better investment than the 
taxable alternative.  In this case the breakeven is 26 years.  In other words, a rational investor should 
not place in an annuity any funds he or she will need within the next 26 years.  If we change any one 
assumption, it just gets worse.  For example: 

1. If the portfolio turnover is 10%, a 49-year time horizon is required to favor the annuity. 
2. If the net investment is 8% instead of 10%, the breakeven becomes 34 years. 
3. If the ordinary income tax bracket is 35%, the breakeven is 42 years. 
4. If the ordinary income tax bracket is 15% or lower, the breakeven is never. 
5. If we make a conservative assumption that the market will return 8%, and our alternative is 

a passively managed investment with a 10% turnover (in essence combining 1 & 2 above), 
the breakeven is 62 years. 

 
Some other factors: 

1. In the case of death, the heirs are vastly better off with a taxable investment because of the 
step-up in basis.  The odds of dying in the early years (when the investor would be likely to 
have losses) are trivial vs. the odds of dying in much later years (when the odds are in favor 
of huge gains).  Remember, if there aren’t big gains, the taxable investment will be better; it 
is therefore irrational to use an annuity for “protection” for the very small chance that 
someone will die when it will be worse if they live. 

2. Taxable accounts allow tax loss harvesting much more easily and efficiently.  Annuity losses 
have to exceed the 2% of AGI threshold, and the taxpayer must itemize. 

3. If the investor needed the money early, he or she could be vastly worse off in three potential 
ways:  1) surrender charges, 2) the time period was too short to favor the annuity alternative, 
3) early withdrawal penalties for pre-59½ distributions. 

4. Using an annuity increases the standard deviation of returns relative to the taxable alternative.  
This is contrary to what is desired.  In other words, for any given time horizon there is a rate 
of return where annuities and the taxable alternative are equivalent.  If the investment 
experience has been good (i.e. better than breakeven), then the annuity will be the superior 
choice.  If the investment experience has been bad (i.e. below breakeven), then the taxable 
alternative would have been better.  In other words, when purchasing an annuity, very good 
returns get better, and very bad returns get worse.  This is undesirable in most cases. 

5. Finally, sometimes an advisor has placed an annuity inside of an account that is already tax 
advantaged.  The rationale is that the client is risk-averse and wants this “protection” even 
with the higher costs.  The expected payoff is computed by multiplying the average 
percentage the account is likely to be down (when it is at a loss), times the probability of 
being down, times the probability of dying.  This figure would be compared to the marginal 
cost of the annuity vs. the alternative investment in the account.  My calculations show this 
to be a bad bet because the probability of dying is too low – unless the annuity owner is in 
his or her nineties. 

 
Let me dilate further on #1 above.  The death benefit has a computable value that will be greatest 
the very first year of the annuity because the investment has a positive expected return.  Even if 
some losses are bigger in years after the first one, the chance of them happening goes down even 
faster.  Using a mortality table, we can compute what a rational investor should be willing to pay for 
the insurance.  Still, that isn’t the whole picture because if the annuity has increased in value, the 
heirs lose on the tax treatment, and the odds of being up are much higher than of being down. 
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So, no matter what the mortality is, even if the investor dies after the first year, the annuity 
“protection” is a small net loss unless future investment performance will be dramatically worse than 
history. And, if that assumption is valid, purchasing an annuity is not optimal because high returns 
are required for it to make sense if the investor lives.  Note that that is the best year!  After year one, 
it gets dramatically worse. This means the “protection” is on average worth much less than zero 
because of the adverse tax treatment. 
 
If the annuity is purchased within an already tax-advantaged account, we can ignore the second part 
of the analysis above and simply look at the benefit vs. how much the annuity costs (the incremental 
cost over an alternative mutual fund).  The downside protection is only worth the probability of 
being down, times the average magnitude, times the probability of death.  There are no annuities 
inexpensive enough to make sense in a tax-advantaged account, unless life expectancy is less than 
about 5 years. 
 
Finally, if an investor needs to hold very tax inefficient vehicles (REITs, High Yield Bonds, or other 
fixed-income investments), and does not have sufficient “room” in tax advantaged accounts, and 
does not need the income generated, annuities can be the correct solution to put a tax efficient 
“wrapper” around those inherently inefficient vehicles. 
 
 
 
 
 
 
 
 
 

 

Notes: 
 
The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP

©
, CFA

©
. 

 
Mr. Hultstrom is the president of Financial Architects, LLC, a financial planning and wealth 
management firm. Questions or comments are welcome, and he may be reached at 
David@FinancialArchitectsLLC.com or (770) 517-8160. 
 

 

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are 
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or 
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change 
without prior notice and we are under no obligation to update the information to reflect changes after the 
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment 
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The 
general information contained in this publication should not be acted upon without obtaining specific legal, tax, 
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is not 
an offer, solicitation, or recommendation to purchase any security or the services of any organization. The 
foregoing represents the thoughts and opinions of Financial Architects, LLC, a registered investment advisor.  Your 
mileage may vary. 
 
This report was originally written in August, 2003 and was last reviewed/updated in April, 2013. 
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