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Variable Annuities with “Living Benefits”  

Still a Work in Progress 
 

 

These innovative products could be called the Swiss army knives of investing. They  

are marketed as multiple-purpose tools that may protect investors from market losses;  

while also offering the opportunity for stock market rewards, and more.  Brainy  

academic and industry types are seeking to improve on earlier product versions. 

  

Questions abound, however, about the industry’s ability and willingness to deliver  

promised benefits. Swiss army knives tackle many tasks, but often not as well as the 

individual tools they seek to replicate. 

 

This article discusses one of the most popular of these multi-purpose annuity products.  

Properly known as Variable Deferred Annuities with Guaranteed Living Benefit Riders,  

their obvious marketing appeal is the offer of many seemingly desirable features in a single package.   

 

 

“Return of principal guaranteed”; “Potential for higher income from locked in stock market gains”; 

 “Guaranteed growth of…”  “Monthly income one cannot outlive”; “Tax deferral”; “Tax favored withdrawals”;  

“Tax- free death benefit”  

 

So, what’s not to like? 

The products are complicated. The mechanics of how the features may play out in differing market, tax and 

inflation environments are difficult to understand.  Income gains may be elusive. I spoke with clients and others 

who had recently sat through a sales presentation for the product.  They had a tough time accurately recounting how 

the products actually work. One interviewee was a health care administrator. Others included a retired teacher and 

the retired purchasing agent for a large multi-national company. I also met with a securities and insurance broker.  

 

The menu of benefits tends to be mutually exclusive. Choosing one featured benefit is likely to limit or cancel the 

benefits of another feature. Easy enough to understand that when the investor dies and his heirs collect the death 

benefit. But making a withdrawal or seeking an increase in monthly income can terminate or significantly alter other 

hoped for benefit such as “locked in gains from good market performance” or “increasing income”. 

 

The fine print allows benefits to be cancelled, diminished, or otherwise modified. This is understandable since 

the annuity companies want to protect themselves from the risks of an unanticipated event. Some interviewees were 

surprised (but not shocked) to learn that this was the case. Some asked how the use of the term “guaranteed” in the 

marketing literature could square with fine print that suggested otherwise. 

 

The annuity industry itself evidences wide disagreement about the viability of the contracts. Several major 

annuity companies have abandoned participation in these products, citing untenable risks exacerbated by the recent 

financial crisis. Others have increased product costs or limited benefits.
1 
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A Closer Look is in Order 
          

It has been said that annuities are sold, not bought. This is understandable. The 

complexity of these products almost ordains that product representatives are needed 

to introduce, to explain, and to close the product’s sale.  

 

Below is our take on some of the more popular featured benefits: 
 

 

Guarantee of Principal 
This feature is accompanied by language saying something like, “guaranteed 7% withdrawal rate”. It ‘s easy for  

investors to focus on the terms  “guarantee” and “7% rate”. However, you only get your principal back a little at a time 

(e.g., 7% of principal per year over 14 or so years). A variant of this feature offers a one-time “kicker” of 10% or so 

added onto to principal, provided you don’t touch your money for a specified number of years. After a period of mixed 

market results and the deduction of annuity company charges, it’s likely that your principal and the kicker (worth the 

equivalent of maybe 1% per year earnings) is all you will get back- a little at a time. 
 

Locked in Market Gains, Guaranteed Growth 
Part of the allure of these programs is not only a guarantee of principal or guaranteed minimum income if your 

investments do badly; but a higher income stream based on a “locked in higher value” if your investments do better. 

So far so good. Two key factors can take away much of the allure of this benefit, however. 
 

First, these contracts use similar sounding terms to mean two very different things. Your actual account value 

represents what your investment is worth after expenses and market gains or losses (but before any surrender charges). 

Then, the annuity companies use various slightly different terms for surrogate account value (you can’t touch it).  It 

may sound like, but is not your actual account value. Any higher “locked in value” refers only to this “surrogate 

account” It is merely a bookkeeping entry with which to calculate an income stream, often seven to ten years in the 

future. The annuity companies express this value in dollar terms. It would be better to describe it, with less chance of 

confusion, as a “payout factor” or some other non-dollar term that doesn’t confuse it with your money. 
 

Second, astute investors understand that one of the most important determinants of investment performance is costs. 

High investment costs typically kill investment gains. And the expense of a typical living benefits program—with all 

costs appropriately accounted for—can approach 2.5% to 3% per year, or more. That doesn’t leave much room for the 

growth that is supposed to get you higher income down the road, particularly if the product investment holds bond 

funds in addition to stock funds, even in a period of good market performance.  
 

Lifetime Income with Annuitization 
This is a version of an immediate or income annuity. It’s served up with the enticement that your “surrogate” (my 

term) balance is guaranteed to increase substantially over ten years. Then you are guaranteed lifetime withdrawals of 

5% against the surrogate balance.  
 

But when we ran the numbers and got quotes from simpler, plain vanilla traditional income annuity providers, we 

found equivalent or higher payouts from strong insurers using the simpler and traditional annuity product. And this 

was based on the actual cash (not surrogate) balances. This actual balance needed only grow by a small annual 

amount, perhaps relatively easy to achieve in a conservative portfolio, in order to match or exceed the income stream 

offered by the more complicated product.     
 

Lifetime Income without Annuitization   
Annuitization, as in the example above, means you irrevocably exchange your deposit for a promise by the insurer to 

provide income for your lifetime or some other specified period. Many investors balk at the idea of losing ownership, 

control and access to their funds, so this benefit was designed to approximate the lifetime income stream without the 
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need to annuitize. So the annuity producers rolled out a guaranteed minimum income withdrawal feature to respond to 

distaste for annuitization.  It shouldn’t surprise investors that the tradeoff can likely mean a lower income stream than 

with traditional annuitization, plus constraints on the flexibility of the payout or access to your funds. At present, there 

is little to offer in the way of protecting the future purchasing power of the payouts against inflation if investment 

performance doesn’t pan out as you hoped. 

 

Tax Deferral 
Not much to say here. These products defer (put off but not eliminate) the payment of taxes. But so do traditional 

annuity products. So do IRAs and 401ks. Annuity producers also like to promote the tax advantage for annuity 

payouts using something called the “exclusion ratio”. This is a complicated way to say that return of capital is not 

taxed. But that is true about any investment vehicle, not just annuities. A portfolio of low-expense index mutual funds  

may also do a good a job of deferring taxes, particularly if one has an eye for tax management in the portfolio. Unlike 

annuities, this maintains the benefit of an income tax-free transfer to heirs. And the current provision of tax 

preferences for dividends and capital gains means lower eventual tax rates than payouts from annuities whose gains 

are taxed at higher ordinary income tax rates.  

 

Tax Free Death Benefit 
All forms of life insurance (and yes, all annuities are a form of life insurance) provide this benefit. Relying on the 

annuity to provide it might or might not be less expensive than a stand-alone insurance product. 
 

 

Thoughts to Consider  
 

• Don’t rush.  You are being asked to sign up for what amounts to a lifetime commitment to  

a relatively new financial product; a product that may be eclipsed by consumer friendlier                    

contracts in the near future.
2  

Resist sales pitches urging you to “sign up now before this 

valuable feature goes away”, or “why not just  diversify a portion of your assets in XYZ 

annuity and see how it goes”.  Once you sign up, it can be dreadfully expensive to get out  

of a contract, in ways you may not realize. 
 

• Consider simpler alternatives. Before you are caught up in a sales presentation comparing feature options or one 

   variable annuity company’s product with another, step back and contrast these products with less complicated 

   strategies. What might these include? Low-cost funds; bond ladders; selected dividend-paying stocks; 

traditional, straightforward income annuities; and inflation-protected securities. Consider an investment platform            

with a broader menu of investments, more flexibility to meet your changing needs; and perhaps an objective, 

skilled advisor to bring these all together on your behalf.  
 

• Seek an unbiased opinion. If you are thinking that a variable annuity with guaranteed living benefits might be  

for you, take time to understand the intricacies of any offered contract. Ask for illustrations of how the contract may 

perform in poor as well as good market environments. Compare various company contracts. Do so with someone 

who understands the products and whose advice is relatively free from conflicts of interest.  

 
1 Concerned about promising more than they can deliver, bigger insurance companies have been retreating from the variable annuity 

business of late. But that industry wide retrenchment hasn't stopped smaller companies from charging into the VA space. Investment News 

January 3, 2012 1:30 pm ET 

 

According to company and reliable media, Sun Life Financial Inc.  (parent  of John Hancock Insurance) and Hartford Insurance have  

abandoned the. U.S. variable annuity business entirely. . In an effort to reduce risk to the insurers,  MetLife Inc. and Prudential Financial 

Inc. have pared back on variable annuity living benefits amid an increasingly difficult equity and interest rate environment.  Other 

companies have increased expense charges and expense maximums that can be charged, and modified or cancelled contract benefits that 

the annuity owner may not have yet elected.  
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1 cont’d 
In contrast, some relative newcomers have aggressively liberalized benefits—perhaps in hopes winning sufficient market share to 

become a dominant industry players in a risky endeavor. One such company cites superior hedging strategies to offset risk. It may not be 

clear to consumers that the annuity owner shares (for good or bad) in that increased risk. 

 
2 
Such contracts are already on the horizon. Companies like Vanguard and TIAA CREF have begun to roll out products that may be more 

suitable. It remains to be seen if their efforts and those of other insurers will benefit investors as well as the company coffers.  
This article focuses on one type of annuity product. There are other products and product aspects as well:  immediate annuities, deferred 

annuities, equity indexed annuities, and more on the way (contingent deferred annuities, annuity wrappers that can wrap around custom  

built portfolios, stand alone contracts, etc.) 
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