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Legacy Planning Using Annuities

It should come as no surprise that annuities play an important 
role in an individual’s overall retirement plan. After working 
hard during your life to accumulate assets, an annuity may 
provide a way to convert some of your hard-earned assets 
into a guaranteed stream of income during retirement that 
you cannot outlive. However, while annuities are often 
thought of as a retirement planning tool, little thought is 
given as to how they may be utilized as a legacy planning tool. 
This can be especially important if you are unable to obtain 
life insurance due to medical reasons. But what exactly is an 
annuity? Let’s take a closer look.

What is an Annuity?

An annuity is a contract between you and an insurance 
company. Under the terms of the contract, the insurance 
company pays you a stream of annuity payments (income) 
in exchange for the money you paid to purchase the 
annuity (premium).

You may pay for an annuity in one of two ways: by a single 
premium or by annual premiums payable over a fixed 
period of time. The lifetime annuity payments can start 
immediately or in the future, such as when you retire. 
There are many annuity payment options for you to 
choose from depending upon your specifics needs and 
goals. These include the following:

A Straight Life Annuity pays you, the annuitant, a fixed sum 
for life. At your death, the insurance company has no 
further liability to make payments.

A Joint and Survivor Annuity pays a fixed sum to two 
persons, such as a married couple, while they are both 
alive. At the first death, either the same amount, or a 
different amount, is paid to the survivor.

An Annuity for a Period Certain pays a fixed amount for a 
fixed number of years. At your death, the payments will 
continue to be made to whomever you designate until the 
end of the designated period.

A Guaranteed Annuity pays a fixed amount for life. However, 
if you die before receiving payments for a fixed number of 
years, payments will continue to be made to another 
person until the time period is up.

A Refund Annuity makes payments to you for life. However, 
if you die before the total payments you receive equal the 
purchase price, the difference will be paid in a lump sum to 
your beneficiary

A Variable Annuity provides for periodic payments that will 
vary based upon variables such as the investment 
experience of the underlying assets. This type of annuity is 
designed to deal with the problem of inflation.

Planning for a Surviving Spouse: Purchasing a Joint and 
Survivor Annuity

Two of the biggest fears individuals have in retirement 
include the spending down of principal and outliving the 
principal they have accumulated during their lifetime. 
Oftentimes, a couple’s assets may be insufficient to 
provide them with sufficient income to meet annual living 
expenses. As a result, they have to expend principal each 
year to pay expenses. Unwise expenditures and poor 
investment decisions may also result in the depletion of 
principal. Obviously, as principal is depleted, less income 
can be generated to meet an individual’s needs.

Other clients may worry about outliving their principal, 
even if they have made prudent investment choices and 
maintained disciplined spending habits. While daily living 
expenses may be met, there still remains a concern that 
few assets, if any, will be available for legacy planning to 
family members.

For couples, one solution to allay these fears is the 
purchase of a joint and survivor annuity. The cost of the 
annuity is dependent upon each individual’s respective 
age, the level of income desired and whether or not the
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contract includes a refund feature. Each monthly payment 
consists of a portion of principal, which is based on the 
couple’s life expectancy. However, even if one or both 
individuals live beyond their life expectancy, the payments 
will continue. Let’s take a closer look at how a joint and 
survivor annuity can help provide a level of financial 
security to a couple concerned about depleting principal to 
the detriment of legacy planning.

Jennifer and Gregory, both 60 years-old, have two children. 
Gregory has decided to retire early from his employer, and 
their primary concern is to maximize the funds they will 
have available to spend during retirement, yet still leave a 
small inheritance to their children. Gregory’s pension plan 
will pay him $20,000 a year for life, and at his death, 
Jennifer will receive $12,000, annually. In addition to their 
home, they own $300,000 in liquid assets. Their primary 
concern is that at Gregory’s death, Jennifer will have 
inadequate funds to maintain her lifestyle throughout her 
life expectancy since she will receive only $12,000 from 
Gregory’s pension. So in order to fill the income gap, they 
decide to use $160,000 of their liquid assets to purchase a 
joint and survivor annuity. This can ensure Jennifer has 
sufficient income during her lifetime, while also providing 
an inheritance for their two children.

Based upon their ages, Jennifer and Gregory are able to 
purchase a joint and survivor annuity that will pay 
approximately $694 a month, or $8,330 annually. Payments 
will be made during their joint lifetimes, and at the first 
death, the surviving spouse will receive the same amount 
for his or her remaining life expectancy. From each annual 
payment of $8,167, approximately $2,940 will be included 
in gross income. The balance will be excluded from gross 
income since this amount represents a tax-free return of 
the purchase price. Once the entire purchase price has 
been recovered, the entire $8,330 would be included in the 
couple’s gross income.

Since payments under a joint and survivor annuity are 
fixed, there is always the issue of inflation. Thus, Gregory 
and Jennifer should consider alternative means of 
providing income, such as short term Treasury bills, bank 
certificates of deposit, securities or money market funds. 
In our example, Gregory and Jennifer invest the remaining 
$140,000 of liquid assets in securities as a hedge against 
inflation.

When Life Insurance is Not an Option

Many clients use life insurance as a means to provide a 
legacy for family members. Oftentimes, they use a portion 
of the income they receive from an annuity to pay the 
premiums. However, when an individual is uninsurable, 
clients are faced with the dilemma of what other assets are 
available to leave to family members. By purchasing an 
annuity and using it for retirement planning, a client can 
leave other assets otherwise required to meet living 
expenses to family members in a more tax advantaged 
manner. In addition to income taxes, annuities are included 
in a client’s taxable estate at their death. They also do not 
receive a step-up in cost basis at death to its fair market 
value. However, they can be an excellent way to help 
preserve principal and should be considered in a client’s 
overall retirement and estate planning arsenal.

Please consult with your Guardian Financial 
Representative if you have any questions 
concerning this document.


