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Annuity Funded Life

(A Method of Purchasing Life Insurance)

Client takes withdrawals or Client makes gifts of the after-
receives annuity payments* tax amounts**

Annuity >> Client >> ILIT

Balance of annuity (if any) after Life insurance proceeds go to heirs

estate and income taxes go to heirs

Heirs

What is Annuity Funded Life?

Many clients hold deferred annuities that they will never tap for retirement. Even with market fluctuations, many of these
clients may have annuities with meaningful appreciation that they hope to someday transfer to their children or heirs.
However, these clients and their heirs may see large portions of their annuity values eroded by taxes — first, by the
client’s estate tax and, later, by income taxes when annuity gains are taxed to the heirs. For some clients, this erosion
may consume 70% or more of an annuity’s value. This is often called the “Double Tax” problem.

Many clients are unaware of this tax erosion issue and the impact it will have on their heirs. However, by combining their
existing annuity with life insurance, clients can boost — often significantly — the benefits available to their heirs.

How does annuity funded life insurance work? Here are the steps a client would follow:

1. Clients withdraw funds from their annuity. They can annuitize their annuity contract(s), but more often clients elect to
take withdrawals.

2. Clients should set aside funds for taxes on the annuity distributions.

3. They would then make gifts of the after-tax amounts to their heirs, or an irrevocable life insurance trust.

4. The gift recipient(s) would use the funds to pay premiums on a life insurance policy, typically on the life of the client or
a couple.

5. On the death of the client, the life insurance proceeds will be received free of income taxes and estate taxes.*

These death proceeds can potentially enhance the annuity value and provide the heirs with far more than they would
have received if the client did no planning.

Note: This strategy is for clients who currently own deferred annuity contracts. For other clients, please review our “Muni
Max” presentation. With Muni Max, assets (other than annuities) are sold and reinvested into a single premium immediate
annuity. Income from that annuity is then combined with life insurance for an overall more powerful approach, than retaining
the current assets. With the Muni Max strategy, care must be taken not to simultaneously purchase the annuity and life
insurance products from the same insurer in order to avoid tax complications.
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Annuity Funded Life (Using Life Insurance)

Classic Case

Fred and Betty are a retired couple. They have a very
comfortable lifestyle and receive the vast majority of their
retirement income from a pension, Social Security, their
IRAs and dividends from their portfolio. Years ago they
purchased several deferred annuities to help fund their
retirement. They have been very happy with the annuities’
growth but they now realize that they will not need them for
their living expenses.

The couple is happy with their annuities and they would
like to transfer them to their two children after their deaths.
After discussing their needs you explain to the couple the
tax erosion problems that these annuities face. While it
made sense to purchase these annuties years ago, if the
couple does not plan to tap them in retirement, they need
to do additional planning for these assets. You show them
how they can adopt an annuity funded life program to
obtain their objectives.

By taking small distributions from their annuity each year
and using the after-tax funds to purchase life insurance
owned outside of their estate and paid for through gifts of
the annuity distributions, the couple is able to transfer
more to their children that they might have otherwise
transferred without planning. Although the couple pays
taxes on their annuity distributions each year, earnings on
their deferred annuities would have been subject to income
tax sooner or later. They can now use those after-tax
amounts to purchase life insurance, which if owned
properly, can be received by the family free of income and
any estate taxes.

How is Life Insurance Designed
for this Approach?

Any type of permanent life insurance is appropriate for this
concept. Where both spouses are alive, clients might

obtain better tax leverage through the purchase of second-
to-die life insurance coverage. However, either single life or
survivorship is appropriate depending on the circumstance.
Term life insurance is generally not used with this concept
as itis important the coverage remain in place until death,
not just for some limited term.

In designing the life insurance policy you should have a
sense as to the amount that would be distributed from the
annuity and the after-tax amount that it will generate. This
determines the premium for the life insurance policy. This
concept works best where the death benefit, based on the
distribution stream the annuity provides for a greater amount
to the heirs than if there was no planning. To the extent the
after-tax annuity distribution can purchase even larger
amounts of life insurance, the concept is even more
advantageous.

What Will My Clients Ask Me?

What is the Double Tax? At a client’s death, most
assets receive what is known as a step-up in basis.
This step-up increases the asset’s cost basis, for the
heirs, to the value on the date of the client’s death. The
effect and benefit of this is that heirs can sell the asset
at reduced or eliminated capital gain taxation. This
step-up in cost basis is often central to estate planning
for certain assets.

Certain other assets — called income with respect to a
decedent (IRD) assets — do not receive this step-up in
basis. These assets are ones that enjoyed tax-
deferred appreciation during a client’s lifetime —
qualified plans, IRA accounts and annuities. Because
of this lack of a step up in basis these assets often
face what is called double taxation-first at the client’s
death and then income taxed in the hands of the heirs.

This lack of a step-up in value for these IRD assets
offers planning opportunities for those clients who do

Who is the Ideal Client?

The typical client will already own one or more deferred non-qualified annuities that have appreciation and are expected to grow.
These will typically be clients with:
Sufficient assets to support their living expenses and will not need their annuity(ies) for income,
A potential estate tax problem. While this concept will work for clients without estate tax issues, the tax erosion at death is
more dramatic where there is an estate tax liability.

An ideal client will have a net worth over $3,000,000 and be age 60 or older. This sized estate is where a client’s assets are large enough
that, even with reasonable growth, there would be some level of estate tax. Lower net worth clients are more likely to need their annuity
funds during their retirement years. As a result, an annuity funded life approach would be less appropriate for these clients. Also, clients
younger than age 59 2 may face additional current income taxes on distributions from their annuities.

Any size life insurance policy and design might be utilized with this concept, but the funds coming from the annuity should
generally be large enough to generate a death benefit sufficient to replace the lost annuity value. This will assure that the annuity
is removed from their estate and its value is replaced in the hands of the heirs. To the extent the annuity withdrawals can
support larger death benefits, this concept is even more attractive.
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not need these assets for income and will not spend
down these assets in retirement.

Why is the double tax high, but not the sum of the

client’s tax bracket? If a client is in a 50% estate tax
bracket and the heirs are in a 40% income tax bracket,
the erosion is less than the 90% of these two combined
brackets.The reason is a deduction allowed against the
heir's income tax. That deduction is equal to a portion
of the estate taxes paid by your client. Each year
income is received from the annuity, the heirs receive
an itemized deduction equal to the pro-rata amount of
estate taxes levied on that portion of the annuity. The
net effect is to trigger erosion of the annuity value at a
rate somewhat less than the combined rates.

How much life insurance do | need? Any type of life
coverage is appropriate. You and your clients can
determine, based on your client(s) risk tolerance, and
health whether they are best suited for a universal life
or variable universal life contract, single life or second-
to-die contract. Simply put — the healthier the client(s),
the more death benefit that can be purchased, allowing
for a greater benefit from the annuity funded life
insurance policy.

| am told that my annuity has a death benefit rider.
Why would | still need to look at this approach?
Many recent annuity contracts contain special death
benefit increases. These generally fall into one of two
types, described, below. However, even with these
riders, clients will still see erosion in the value of their
annuity value when transferred to their heirs. They
should still consider this Annuity Funded Life approach.

Death Benefit Reset — it is common for annuities to
reset their value periodically for death benefit purposes.
This reset value increases any death benefit payable to
heirs on the death of the annuity owner. Typically,
these reset features are offered to long-term investors
in variable annuity contracts to assure that they do not
loose the benefit of appreciation. However, these reset
options are subject to all of the same estate taxes and
income taxes levied on these double tax assets. This
death benefit rider merely takes away the “sting” of the
taxes.

Estate Tax Rider — some recent annuity contracts
attempt to negate the impact of the double tax by
offering a rider designed to increase the annuity
value, at the owner’s death, by some portion of the
estate taxes. This rider comes with an added cost. If
your annuity does not have this rider, it generally
cannot be added. Even if your annuity has this rider,
you should still consider the Annuity Funded Life
approach as all the benefits (including those paid
under this rider) are still subject to the heir’'s income
tax and may not cover all estate tax erosion.

Why can’t | just gift the annuity out of my estate?
The Tax Code discourages this. Unless the transfer is
to a spouse (which doesn’t often advance estate
planning objectives) any gain in the annuity is
immediately taxable to the former owner, in the

year the gift was made.

Can life insurance policy cash values be used for
my family? If the life insurance is owned by a trust,
the policy cash values would be treated as any other
trust asset. Depending on how the trust is written, the
life insurance policy cash values can be distributed to
the family. However, any distribution of life insurance
cash values may affect the death benefits available to
the family.

Why would my client intentially expose their
annuity earnings to income taxes today? Although
this may be counterintuitive, these funds will be income
taxed eventually. Withdrawing some amounts today, and
applying the after-tax amounts toward gifts for life
insurance premiums, potentially provides heirs with
much more than might have been received from the
annuity without the additional planning.

Why is the presentation showing withdrawals from
the annuity? Wouldn’t it make more sense to
annuitize? Many clients prefer not to annuitize when
working with this concept. By taking withdrawals a
client can maintain maximum flexibility — taking more
or less each year from their annuity as conditions
merit. While some annuities offer re-election options
related to their payout amounts, taking withdrawals
allows for flexibility without the paperwork and election
deadlines that often accompany a reset feature.
Moreover, taking withdrawals allows the amounts
remaining in the annuity to continue to grow tax
deferred. Finally, at a client’s death, the heirs can
receive both the death benefit from the life insurance
contract and any funds remaining in the annuity, after
the double tax on the remaining amounts.

Nevertheless, annuitization offers some benefits. These
include shifting some risk back to the insurance
company to assure payments are made on a regular
basis. Also, typically each annuity payment is only
partially taxable as income (through a calculation called
an exclusion ratio). By contrast, amounts taken as
withdrawals are often 100% exposed to taxation as
earnings are deemed to be withdrawn prior to any return
of principal. In some cases, particularly at the older
ages, annuitization may make more sense clients can
often lock into higher after-tax payouts and the need to
maintain flexibility in the amounts received from the
annuity may be less significant than the higher payout.
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Travelers Life & Annuity
Support for this WebStory Concept

WebStory Client Presentation:

This is a supplemental illustration that works in conjunction with an underlying
basic life insurance illustration. It is a client oriented presentation that extracts
key numbers out of the life insurance illustration and creates an easy to
understand report, written in plain English, that discusses this concept in
words, pictures, flow charts and the client’'s own numbers.***
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Other Supporting Materials

Sales Solutions (L-20926), Financial Strategies (L-16526), and
the Producer Website are among several tools Travelers Life &

Annuity has available. Many of these are available for this
concept or related to this concept. Also available is a Model

Client Pre-Approach Letter. This is a letter designed to entice
your client to call you about this concept.

* Annuity withdrawals made prior to age 59 1/2 may be subject to an additional 10% excise tax. Withdrawals from some annuity contracts may be

subject to surrender charges. Review any annuity contract carefully before making withdrawals.
**@ifts, in some cases, may be subject to gift taxes.

*** Because this is a supplemental illustration it must be accompanied by a complete basic illustration. If a variable product is shown, it must also be
accompanied by a prospectus. All examples used in this marketing piece are purely hypothetical and do not reflect any specific financial products. The
amount of life insurance death benefit available will depend on many factors, including your client’s age, health and insurance capacity. Your client’s

results will be different from the examples presented.

Important Notice: The foregoing discussion involves complex tax and legal issues. This discussion is not a legal opinion, it is only meant to provide
guidance. Any decisions whether to implement these ideas should be made by the client in consultation with professional tax and legal counsel. Life
insurance products are issued by The Travelers Insurance Company, or The Travelers Life and Annuity Company, One Cityplace, Hartford, CT 06103-
3415. The principal underwriter is Travelers Distribution LLC. For more information about the variable products, including fees and charges, refer to
the prospectus. Guarantees are backed by the financial strength of the issuing company. Investments in variable life insurance products are subject to

market risk including the loss of principal.

TravelersLife &Annulty J
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The Travelers Insurance Company and its Affiliates, One Cityplace, Hartford, CT 06103-3415

For Producer Use Only. Not For Use With The General Public.




