
Many of your clients who originally purchased a

deferred annuity find that they no longer need the

annuity for retirement income purposes. Often, these

clients intend to “leave it for the kids.” Although a

deferred annuity is a great vehicle to accumulate

funds for retirement, it is not an efficient vehicle to

transfer wealth since it may be taxed twice at death.

How can your client protect the value of the annuity

for heirs? By reducing or replacing the annuity with

more tax-efficient assets.

DEFERRED ANNUITIES AT DEATH

Depending on ownership structure, a deferred

annuity may be subject to both ordinary income and

estate taxes at death. This could potentially erode the

annuity up to 70%. The result is that your client’s

heirs will receive a fraction of the intended amount.

To solve this problem, clients can reposition, or

maximize, the deferred annuity.

WHAT IS ANNUITY MAXIMIZATION?

Annuity Maximization is simply an asset repositioning

strategy in which the annuity is exchanged or

converted to a Single Premium Immediate Annuity

(SPIA). A SPIA provides an income stream for a

chosen number of years based on a single deposit

made to purchase the annuity, and your client’s age

and health status. Your client may then makes gifts

of the after-tax income generated from the SPIA to

an Irrevocable Life Insurance Trust (ILIT).1 The ILIT then

has the funds to purchase a life insurance policy on

your client’s life for an amount that replaces or

exceeds the value of the deferred annuity, to benefit

heirs. Alternatively, clients who are unwilling to 

give up the deferred annuity may, instead, take

withdrawals from it to fund the life insurance policy.

However, depending on the specific deferred annuity

contract, withdrawals may be subject to surrender

charges or penalty taxes if taken prior to age 591⁄2.

Either way, potentially more can be transferred to

heirs, estate and income tax-free, when an Annuity

Maximization approach is used.2
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WEALTH TRANSFER STRATEGY USING DEFERRED ANNUITIES

THE PROBLEM THE SOLUTION THE RESULT

Up to 70% of the deferred annuity
may be taxed.

• Convert deferred annuity to SPIA, or take
annuity withdrawals.

• Leverage SPIA income or annuity withdrawals 
with life insurance.

Increase the amount
transferred to heirs.



WEALTH MAXIMIZATION AND DEFERRED ANNUITIES

Annual Exclusion Gifts. An annual exclusion gift is the amount of annual gifts that each individual can make to an

unlimited number of people without federal gift tax. In 2009, this amount is $13,000 per individual per year, indexed

annually for inflation and subject to specific qualifying rules. Making annual exclusion gifts of the SPIA income, or the

distributions from the deferred annuity, can be a tax-efficient way to leverage and transfer wealth.

Conversion. Converting a deferred annuity to a SPIA can provide a consistent, predictable stream of income to fund

an annual program of gifts made to an ILIT. Since the income stream is based on a life-only annuity, your client will not

outlive the income. A portion of each payout is excluded from income tax until this equals cost basis in the annuity.

Withdrawals. For clients who are reluctant to exchange the principal of the deferred annuity for the SPIA’s guaranteed

lifetime income, withdrawals from the deferred annuity can be used to fund the ILIT. Taxes can still be minimized since

the value of the deferred annuity in the estate will be reduced by the withdrawals. The remaining annuity balance can

be accessed in the case of an emergency, as well. Withdrawals, however, may be subject to surrender charges and/or

taxes based on the specific deferred annuity contract.

Conversion vs. Withdrawals. Determining which method is best depends entirely on your preference. The risks,

benefits, and cost of conversion or withdrawals should be considered before making a decision. Speak with your

professional advisor to assess which option is suitable for you.3
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CASE STUDY: SAM AND MAGGIE MALONE

Facts: Sam (67) and Maggie (62) Malone are both Preferred Non Smoker underwriting class. They have a $5 million estate growing

at 3% after tax. Included in the estate is a deferred annuity that has a current value of $750,000 growing at 4% with cost basis of

$400,000. Sam and Maggie have three kids and one grandchild, and they recently inherited some money. They need to put an

estate plan in place, and they have set up a meeting with their financial advisor.

Solution: Sam and Maggie take an annual withdrawal of $37,841 from the annuity, which produces net after-tax annual income of

$24,597 and will increase over time. The Malones take $22,194 of this net amount and make gifts annually to an ILIT, which will

purchase a John Hancock SUL-G life insurance policy with an initial face amount of $1,693,957.4 In this case, Sam and Maggie

decided to take withdrawals.

The Numbers: The Malones’ financial advisor used the following flow charts to demonstrate the power of wealth maximization.



CURRENT PLAN: Retain Annuity
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SUMMARY

Using a deferred annuity to leverage annual exclusion gifts is a great way to maximize the amount passed on to 

heirs. Since an annuity may be subject to both income and estate taxes at death, replacing it with a single premium

immediate annuity or reducing it through withdrawals today can help your client to create a larger legacy for 

future generations.

Deferred Annuity Value at year 26
$2,079,352

Net to Heirs
$727,821

Income Tax (IRD)
$415,822

Estate Tax
$935,709

PROPOSED PLAN: Annuity and Gift to ILIT

Annual Annuity After-Tax 
Toward Insurance

$22,194

ILIT
$1,693,957

Net to Heirs
$1,873,943

Conclusion: By leveraging their deferred annuity, the Malones were able to increase the amount of money that they transfer to
their heirs by almost $1.2 million.

This data shown is taken from a hypothetical calculation. It assumes a hypothetical rate of return and may not be used to project or
predict investment results.



This material does not constitute tax, legal, or accounting advice, and neither John Hancock nor any of its agents, employees, or registered
representatives are in the business of offering such advice. It cannot be used by any taxpayer for the purpose of avoiding any IRS penalty. It was
written to support the marketing of the transactions or topics it addresses. Anyone interested in these transactions or topics should seek advice
based on his or her particular circumstances from independent professional advisors.

1. Trusts should be drafted by an attorney familiar with such matters in order to take into account income and estate tax laws (including
generation-skipping transfer tax). Failure to do so could result in adverse tax treatment of trust proceeds.

2. Life insurance death benefit proceeds are generally excludable from the beneficiary’s gross income for income tax purposes. There are a few
exceptions such as when a life insurance policy has been transferred for valuable consideration. No legal, tax, or accounting advice can be 
given by John Hancock, its agents, employees, or registered representatives. Prospective purchasers should consult their professional tax 
advisor for details. 

3. Loans and withdrawals will reduce the death benefit and cash surrender value, and may cause the policy to lapse. Lapse or surrender of a policy
with a loan may cause the recognition of taxable income. Policies classified as modified endowment contracts may be subject to tax when a loan
or withdrawal is made. A federal tax penalty of 10% may also apply if the loan or withdrawal is taken prior to age 591⁄2.

4. This example assumes that the annuity grows at 4% after tax, the income tax rate is 35% and the estate tax rate is based on current law.

Insurance policies and/or associated riders and features may not be available in all states.

Guaranteed product features are dependent upon minimum premium requirements and the claims-paying ability of the issuer.

Insurance products are issued by: John Hancock Life Insurance Company (U.S.A.), Boston, MA 02116 (not licensed in New York) and John Hancock
Life Insurance Company of New York, Valhalla, NY 10595.

© 2010 John Hancock. All rights reserved.
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	Text2: For more information on Annuity Maximization with deferred annuities, please contact your John Hancock Representative or call the Advanced Markets Group at 888-266-7498, option 3.


