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Basics of annuities: 7 Things to Ask Before Buying 

 

When chosen carefully annuities can protect consumers against outliving their 
money and protect against stock market volatility--features which are not 
available in traditional stock or mutual fund accounts.  

An annuity contract is a method of converting wealth into a stream of income. 
An investor gives money to an insurance company. In exchange the insurance 
company agrees to provide the investor with a benefit at a future date. The 
two most common promised benefits are an immediate life-long income 
stream (an "immediate annuity") and the promise of growing an account 
balance into the future (called a "deferred annuity"). 

Immediate annuities are contracts in which the buyer pays a set premium in 
return for a promised annual payment to that person and perhaps the 
surviving spouse. The size of an annuity payment (generally expressed as a 
monthly payment), is based on the age of the purchaser when the annuity 
begins and actuarial assumptions about the individual’s life expectancy. 

Deferred annuities credit accounts annually. The crediting rate is based on a 
fixed promise; equity and bond performance; or a combination of elements. 
Deferred annuity contracts do not provide an immediate income stream but 
instead are a long-term tax-deferred investment. Recent demand for 
retirement plan rollovers coupled with guaranteed elements in deferred 
annuity contracts have created a surge in product sales. 

As the annuity business has grown, insurance companies have begun offering 
a variety of contract types, features, bells and whistles. Product innovation 
and competition can be fantastic for consumers. Unfortunately, they have also 
made things so complex that it may be difficult to understand what you're 
buying. Before signing on to one of these arrangements, make sure you 
understand which annuity contracts, if any, are right for you and what type of 
additional contract features may be worth added costs. Here are some 
questions to ask. 

 

1. Will the insurance company selling me the annuity be able to make 
good on its promises? Credit ratings matter. Consumers have little 
other objective information to determine the likelihood they will receive 
their promised benefit in the future. So, it makes sense to ask for the 
exact rating of an insurance company. 

http://www.gao.gov/assets/320/319385.pdf
http://www.gao.gov/assets/320/319385.pdf


Do not be satisfied with potentially misleading phrases such as “good,” 
“great,” “consistent” or “strong.”  Insurance companies are rated by AM 
Best, Fitch, and Moody’s as well as Standard and Poor’s. AM Best ranks 
superior companies as A++ and A+. Moody’s, Fitch and S&P rate top 
quality insurance companies between AAA and A. Consumers should be 
wary of purchasing an annuity contract sold from an insurer with less 
than an AM Best “A” rating or purchasing any contract from a 
salesperson who is unable to provide an AM Best rating. 

 

2. If I invest $100,000 today, what will the contract value be in one 
year if the market increases, falls, or stays flat?  

Example: 

Initial premium    $10,000 

Crediting rate 3.5%    $     350 

Contract value on Dec. 31, 2017 $10,350 

The deferred fixed annuity calculation is fairly straight forward. The premium 
is subject to a crediting rate; that rate is net of any expenses in the contract.  

If the market was flat or failed, this hypothetical annuity would have stayed at 
$10,000.  

 

3. Should I buy mutual funds or an annuity? Both options have 
advantages and challenges. Mutual funds are generally less expensive 
but do not offer any guarantees. Annuity contracts can provide some 
creditor protection, guaranteed income, or a minimum death benefit.  
 
Both products have unique features and may have an appropriate place 
in a sophisticated investment portfolio. Carefully question any financial 
advisor who recommends filling an entire investment portfolio with 
annuities or is adamantly opposed to them.   

 

4. Is the annuity adjusted for inflation? If you're still relatively young 
(which in the world of annuities means less than 80), ask about inflation 
adjusted or inflation protected options. You might initially receive lower 



annual payments (15 – 30%) but over 10 or 20 years, that inflation 
protection will be golden. 

 

5. What are guaranteed retirement income benefits? Deferred annuity 
products often guarantee the contract owner can withdraw a minimum 
percentage from an annuity contact. This guarantee is independent of 
how investments in the contract perform and is typically between 4% 
and 7% of the initial contract value. Guaranteed income benefits provide 
security during retirement. Expect to pay at least a .5%-1%% fee for an 
income benefit on an annuity contract. 

 

6. What is the surrender period? A surrender period is a length of time 
that an investor is required to keep his or her annuity contract at an 
insurer without paying fees on excessive withdrawals. The surrender fee 
is commonly a portion of the contract value. 
 
Generally, some level of distribution (5-15% of the initial investment 
amount) is allowed on an annual basis from a contract without incurring 
a surrender charge.  Any withdrawals over these amounts will be 
subject to charges ranging from .5%-9% of the withdrawal amount, and 
typically decrease the longer a consumer has been in an annuity 
contract. 

 

7. Should I purchase an annuity directly from an insurance company or 
work through a financial service professional? Annuity contracts can 
be complicated, and the time spent sorting through insurance 
companies and policy types can quickly become overwhelming. 
Consider working with a properly licensed professional. Today 
insurance professionals are now fiduciaries, meaning they are required 
to put the customer’s best interest above all else.  

 

 

 



8 Things You Need To Know About Fixed Index 
Annuities 

 
 

1. They protect your principal against market loss. 
The policy contractually guarantees that your cash value will never have 
a negative return due to market losses. This benefit alone can have a 
big impact on your retirement dollars. Additionally, with many 
contracts, the interest that has been earned and credited will get the 
same protection as your initial principal invested. 
 
 

1. They are tax-deferred.  
The interest earned is free of all current federal, state and local income 
taxes. Only when you take a withdrawal do you pay tax on the interest 
earned. This allows for earned income to compound without being 
reduced by taxes. Withdrawals of the earnings are then taxed according 
to your tax bracket. *  
 
 

2. They offer upside growth potential 
As the market index grows so does your annuity.  
 
 

3. They can provide a lifetime income.  
This is especially important in retirement as having an income you 
cannot outlive means peace of mind. 
 
 

4. They have minimal to no fees. 
Fixed index annuities have no management fees and often no other fees 
depending on the type you purchase. 
 
 

5. They lock-in the credited interest. 
This provision protects your original premium amount from any market 
losses, it also protects all interest that is credited to the account as well.   
 
 
 



6. They offer penalty-free withdrawals. 
Sometimes you need to take money out of your annuity before you 
planned to. With fixed index annuities a built-in withdrawal which is 
penalty-free gives you the peace of mind to take funds out if needed 
without losing the gains you have made. 
 
 

7. They offer avoidance of probate. 
Because an annuity is an insurance contract with listed beneficiaries, 
just like an insurance policy, it pays the proceeds to the beneficiaries 
without going through probate. 
 

 
As you can see fixed index annuities offer many benefits for your retirement 
savings. They are designed to help you reach your long-term goals by 
providing a guaranteed return. Looking toward retirement, you may want to 
consider annuities as an integral part of your financial plan. 
 
*additional tax may apply if you are under 59 ½ and your account is qualified funds such as an IRA. Contact us for 

more details. 
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