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Abstract

Variable annuities have been one of the most rapidly growing financial products of the last two decades.
Between 1996 and 2004, nominal sales of variable annuities in the United States more than doubled, from
$51 billion to $130 billion. Variable annuities now account for almost two-thirds of annuity sales. The
investment returns associated with variable annuities resemble those from mutual funds, and variable
annuity buyers can select among a range of asset allocation options. Variable annuities are considered
insurance products under the tax law, so buyers are not taxed on their investment returns until they make
withdrawals from their variable annuity accounts. This paper describes the tax treatment of variable
annuities, presents summary information on their ownership patterns, and explores the importance of
several distinct motives for household purchase of variable annuities. The discussion of tax treatment
examines the impact of the 2001 and 2003 tax bills on the relative tax treatment of variable annuities and
other financial products. Household data from the 1998 and 2001 Survey of Consumer Finances show that
variable annuity ownership is highly concentrated among high-income and high net wealth sub-groups of
the population. Variable annuity ownership is less concentrated, however, than ownership of several other
types of financial assets. Evidence on the role of tax incentives in encouraging ownership of variable
annuities is mixed. The probability of owning a variable annuity rises with the marginal tax rate throughout
most of the income distribution, but it is lower for households in the top tax bracket than for those with
slightly lower tax rates.
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