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Smart tax, business and planning ideas from your Trusted Business AdvisorSM

Solving the annuity puzzle

Americans hold billions of dollars in annuities, 
yet they are widely misunderstood. Used 
properly, an annuity can serve valuable 

the other hand, some types of annuities are 
widely criticized, even scorned, by some 

Lifelong income

of annuity is a contract with an issuer, often 
an insurance company, for a stream of 

may be labeled income annuities or payout 
annuities because those labels may be more 

Example 1: Marie Jenkins pays $100,000 
to an insurer for an income annuity. Every 
month thereafter the company sends Marie 
a check. 

That may sound simple, but complications 
soon arise. Does Marie want to receive those 

continue to her husband Tony if he outlives 

more risk of an extended payout.

so a lifetime annuity can help keep them 

At the same time, Marie may worry that 

run over by the proverbial truck the next 

payments after a scant return. Even with a 

the $100,000 outlay.

Adding certainty
Insurers have come up with various methods 

period certain annuity.

Example 2:
life income annuity that includes a 10-year 
period certain. If Marie lives for 25 years, the 

if Marie dies after 3 years of payments, the 
annuity will continue for another 7 years to a 
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features may be added to an income 
annuity, such as access to principal, 
but all of these variations will reduce 
the amount of the checks paid to 
consumers.

Annuity taxation can also be complex. 
If this type of annuity is held in a taxable 
account, part of each check to Marie 
will be taxable, but part will be a tax-free 
return of her investment (see Trusted 
advice box.) Eventually, after Marie has 
received her full investment tax-free, 

Later rather than sooner

are deferred. The deferral could be a 
wait for some years until an income 
annuity starts. 

Alternatively, there may be some 
provision for the invested amount to 

a promised interest rate or to results 

the insurer of a minimum return or 

of future payouts can be left up to the 
consumer.

Example 3: Marie invests her $100,000 
in a deferred annuity taxable account. 

Marie can “annuitize” the contract 

income annuity. As mentioned, Marie’s 
payments then will be part taxable 
and part an untaxed return of her 
investment.

As an alternative, Marie can avoid 

she can withdraw money from 

amounts. Annuity withdrawals may be 
fully taxable, and a 10% penalty also 

especially deferred annuities, can be 
complex, illiquid, and burdened with 

The new tax law will change divorce tactics

Cuts and Jobs Act (TCJA) of 2017, 

rules remain in effect for divorce and 

Under divorce or separation 

for many years in the past, alimony 

payments have been tax deductible. 
Moreover, these deductions reduce 

return. While the spouse or former 

tax deduction, the recipient reports 
alimony as taxable income.

Shifting into reverse

alimony. As an offset, alimony recipients 
won’t include the payments in income.

Example 1: Joe and Kim Alexander 

be in a 35% tax bracket in the future, 

$3,500 a month ($42,000 a year) in 
alimony.

Joe will save $14,700 in tax (35% 
times $42,000), but Kim will owe 

couple will save over $5,000 per year 
in taxes. This type of calculation will 

Trusted advice
Taxation of annuity payouts
 • Periodic annuity payments 

intervals—weekly, monthly, or 
yearly—for a period of time 

 •

income tax on such payments, 

method if your annuity is paid 

plan such as a 401(k) or an 

 •
determine the tax-free part of 
each annuity payment based 
on the ratio of the cost of the 
contract to the total expected 
return. 

 • The expected return is the 
total amount you and other 

to receive under the contract, 
as per life expectancy tables 

 •
the required calculation.
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followed, it may make sense to tip the 

to Kim, perhaps in return for other 
considerations.

Example 2: Assume that the 

example 1. Marie, on the other hand, 
will pocket $42,000, tax-free, without 

example 1.

Moving things along
Just as people shouldn’t “let the 

taxes shouldn’t dominate divorce or 

it’s also true that taxes shouldn’t be 

a tax exemption for alimony income, 
it may be desirable to consider after-
tax, rather than pre-tax, income when 

the couple to use after-tax.

states will have alimony tax laws that 
conform to the new federal rule. Your 
state may still offer tax deductions for 
alimony payments and impose income 
tax on alimony received. That’s all 
the more reason to look at after-tax 

Getting personal
The impact of the new TCJA on 

provisions to consider, the TCJA 

abolishes personal exemptions. As 
a tradeoff, the standard deduction 
was almost doubled (see CPA Client 
Bulletin

bracket party would claim the children’s 
personal exemptions, which effectively 
were tax deductions, in return for 

exemptions don’t exist, so they shouldn’t 

that included the treatment of children’s 
personal exemptions, you may want 
to consult with counsel to see about 
possible revisions.

No tax deductions for business entertaining

2017 lowered corporate tax rates from 

tax deductible. That list includes all 

entertainment or recreation.

can’t be deducted, even if you walk 

or a lucrative contract. The same is 
true if you treat a prospect to seats 
at a Broadway play or take a valued 

outlays will be true costs for business 
owners without any tax relief.

Drilling down
Does that mean that you should drop 

Pack away your putter and your tennis 

in this area, take a breath and crunch 
some numbers.

Example:
spent about $20,000 a year on various 
forms of entertainment, which his 
company claimed as a business 
expense. Indeed, these were valid 
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which were introduced 20 years 

the parts of the distributions that are 

distribution must meet two basic 
requirements. First, the distribution 
must be made on or after the date the 

made because the account owner is 

to the account owner’s estate after 
his or her death, or be used to buy or 

which a contribution was made to 

calendar year.

Example 1:

for 2017, which could be made until 

year period started on January 1, 

they will have been made after she 

period is determined based on the 

period is not reset for the subsequent 
contributions.

January 1, 2023.

Conversion factors 

side. For such conversions, a separate 

can withdraw the dollars contributed 

at a 34% rate. In 2017 and prior years, 

saved $3,400 (34% of $10,000). With 

and that those costs would have still 
been 50% tax deductible at the new 

have been only $2,100, so the net 
entertainment cost would have been 

actual entertainment cost would be the 

pays the corporate income tax on its 

his personal tax return, the calculation 
would be different, but the principle 
would be the same.

Business entertainment has been 
done mainly with after-tax dollars. 
Under the new TCJA, you’ll entertain 
clients and prospects solely with 
after-tax dollars. You should be 
careful about how this money is 

has paid off for your company in the 
past, it may still prove to be valuable 
even without tax breaks.

Fine points
Meal expenses associated with 

meals provided for the employer’s 
convenience. Previously, these were 
100% deductible if they were excludible 

drinks and snacks to employees 

such meals are only 50% deductible 
and they’re scheduled to become 
nondeductible after 2025. 

affect expenses for recreation, social, 
or similar activities primarily for the 

with pre-tax dollars.
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that were includible in income in the 

withdrawal penalty.

rule for conversions applies separately 

Example 2:

deferral. If Jim decides to withdraw 

owe income tax on that $20,000 plus 
a 10% ($2,000) penalty for an early 
withdrawal.

also will owe the 10% penalty because 

early withdrawal penalty on traditional 

conversion.

example, Jim will have started the 

conversion. Therefore, he can avoid 
the 10% early withdrawal penalty on 
the conversion contribution after 

owe income tax on any withdrawn 

allow Jim to avoid the 10% penalty 

the likely tax consequences of any 

Generally, it is better to wait until 

withdrawals, to avoid taxes.

Trusted advice
Roth IRA distributions

 •

after you set up and make a 

free treatment.
 • Distributions that do not 
qualify for this tax-free 

to income tax, a 10% early 
withdrawal penalty, or both. 

 •

 -
contributions, rollover 
contributions from other 

contributions from a 

 -

portion comes before the 
nontaxable portion.

 -
the last dollars to come out.

Insuring key people at small companies
At a multinational corporation, the loss 

That’s often not true for a small 
business. If you’re the prime mover, 
your inability to work could have severe 
consequences. The same is true if you 
have partners or other vital personnel 

company may want to acquire 
insurance that will provide needed 

cash in a worst-case scenario. These 
policies have been called “key man” 
insurance, but today a more apt 
description is “key person” or “key 

Life insurance for your business

includes life insurance. The insured 
individual probably would be you, 
the business owner, if you’re actively 
involved in operations. Partners or 

the same is true for, say, a sales or 
production employee whose absence 

 

The typical structure of key employee 

to the company in case of the insured 

help keep the company viable while 

and installed. In another situation, key 
employee insurance can be part of a 
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Example: Diane Edwards and Frank 
Grant are co-owners of EG Corp. 
The company buys life insurance on 
both Diane and Frank. If Diane dies 
while her life is covered, the proceeds 

as the principal owner. The reverse will 
happen if Frank is the one to die.

Coverage choices
As is the case with any type of life 
insurance, some decisions must be 

will be needed only for a certain 
amount of time. A business owner 
who expects to sell the company or 

10-year term policy, for example.

known as whole life, universal life, or 
variable life
premiums. These policies usually 
have an investment account called the 
cash value. As the owner of the policy, 

cash value via loans or withdrawals, 
if necessary. As the label indicates, 

In addition to the type of policy, a 

life insurance must decide how much 

from the individual’s death, perhaps 
with a new hire or new owner. If such 

times the insured individual’s salary. 
The amount of insurance should be 

when appropriate.

Dealing with disability

and becomes unable to work, the 
impact on the company can be 
as serious as that person’s death. 
Therefore, key employee disability 
insurance also should be considered. 

disability, the 

and so on. An experienced insurance 
professional may be able to help 

also assist with key employee life 
insurance.

For both life and disability key 
employee policies, the premiums 
your company pays probably will not 
be tax deductible. Any life insurance 

are payable to the company may 
be taxable income to the extent the 

other amounts paid by the company 

because key employee disability 
premiums are not deductible, 

explain the likely tax treatment of 
any key employee insurance you are 

The CPA Client Tax Letter

the AICPA. 


