
How it works

Annuity Owners Receive Special  
Tax Advantages 

Advanced Planning Solutions

Summary

Annuities are retirement planning vehicles that 
are accorded special tax treatment under federal 
tax law. Learning the tax rules can help you take 
advantage of the benefits offered by annuities 
while avoiding any unintended tax results. 

When accumulating in value, annuities are not 
subject to current income tax on the increase in 
value. When making distributions, the annuity 
income is taxed when it is received. Under some 
distribution options, a portion of each distribution 

may be excluded from income tax. Taxable income 
received before age 59½ also may be subject to a 
10% additional tax. 

If the owner of an annuity dies, the benefits may 
be paid to the beneficiary either in a lump sum 
or over time. A portion of these distributions will 
be taxable when received. Beneficiaries may be 
eligible for an income tax deduction for any estate 

taxes paid relating to the annuity. 
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Two separate companies issue 
Lincoln variable insurance and 
annuity products. New York contracts 
are issued by Lincoln Life & Annuity 
Company of New York, Syracuse, NY. 
For all other states, contracts are 
issued by The Lincoln National Life 
Insurance Company, Fort Wayne, IN. 
These companies are separately 
responsible for satisfying their own 
financial and contractual obligations.



Important disclosures. Please read.
Lincoln annuity contracts are issued by The Lincoln National Life Insurance Company, Fort Wayne, IN. Variable products are 
distributed by Lincoln Financial Distributors, Inc., and offered through broker/dealers with effective selling agreements. The 
Lincoln National Life Insurance Company is not authorized, nor does it solicit business in the state of New York.  
Contractual obligations are backed by the claims-paying ability of The Lincoln National Life Insurance Company.

Contracts sold in New York are issued by Lincoln Life & Annuity Company of New York, Syracuse, NY. Variable products are 
distributed by Lincoln Financial Distributors, Inc. The contractual obligations are backed by the claims-paying ability 
of Lincoln Life & Annuity Company of New York.

Products and features subject to state availability.

Variable products are sold by prospectus containing investment objections, risks, charges 
and expenses of the variable product and its underlying investment options. Read carefully.

This material was prepared to support the promotion and marketing of an annuity product. 
Lincoln Financial Group® affiliates, their distributors, or their respective employees, 
representatives, and/or insurance agents do not provide tax, accounting, or legal advice. 
Any tax statements contained herein were not intended or written to be used, and cannot 
be used for the purpose of avoiding U.S. federal, state, or local tax penalties. Please consult 
your own independent advisor as to any tax, accounting, or legal statements made herein.
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Tax considerations

•  Premium payments for nonqualified annuities 
are not deductible. If an annuity is used as an 
investment vehicle for a qualified retirement 
plan or Individual Retirement Account (IRA), 
then the tax rules regarding the retirement 
arrangement apply, not the tax rules  
regarding annuities. 

•  Any increase in value of the annuity contract 
is not subject to tax until distributed. This is 
commonly known as tax-deferred growth. 

•  Most distributions are taxed to the extent 
that the annuity value exceeds the premium 
paid, as of the time of the distribution. This 
treatment applies to non-periodic distributions. 
Also known as “last-in first-out” tax treatment, 
distributions must be treated as taxable income 
first, then as return of premium. 

•  Different tax treatment applies if the income is 
considered “received as an annuity.” This most 
often happens when a scheduled continuing 
stream that may not be altered has begun, 
whether it be for a period of years or over a 
lifetime. These distributions are treated as part 
taxable income and part nontaxable return 
of premium. The portions are determined by 
calculating an exclusion ratio that applies to 
all distributions. Any amount received after all 
premium is returned is fully taxable. 

•  Any distributions received before age 59½ are 
subject to income tax and a 10% additional tax 
on any taxable amount distributed. The 10% 
penalty does not apply to distributions made 
after the death of the owner, attributable to 
total disability, of equal periodic payments for 
life, or from an immediate annuity contract. 

•  Any loan, assignment, or pledge of the annuity 
will be treated as a distribution. 

•  No distributions are required to be made during 
the life of the owner until the maturity date 
stated in the annuity contract (usually the date 
the owner reaches age 80 or age 90). 

Distributions are required following the death 
of the owner. Usually, periodic distributions to 
the beneficiaries must begin within one year 
of the owner’s death; alternatively, the entire 
value must be distributed within 5 years after 
the owner’s death. 

If the owner dies after electing to take an 
income stream “received as an annuity,” then 
the stream must continue to be distributed at 
least as rapidly as it was at the time of death.

•  Because annuity taxation is intended to help 
individuals provide income for retirement, many 
of these annuity rules do not apply to annuity 
contracts owned by any entity that is not a 
natural person. For example, contracts owned 
by corporations or partnerships are not taxed 
as annuities. Annuities owned by trusts may 
receive annuity tax treatment if the trust acts as 
an agent for a natural person. 

•  This explanation is general in nature. Please 
consult product guides or prospectuses for 
more detailed product and tax information. 
This is not intended as tax advice. You are 
encouraged to consult a tax adviser regarding 
your specific situation. 
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