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By David J. Scranton, CLU, ChFC, CFP®, CFA®, MSFS

You try to protect your car, home, and your health with insurance, but are you trying to protect your 
retirement income? With the potential for tax-deferred growth and a guaranteed income stream, 
annuities can be important in helping meet your retirement objectives.

How Annuities Work
Very basically, an annuity is a contract between you and an insurance company. The contract 
allows you to contribute money to a tax-deferred account. In return, you can get regular payments 
from the account as income. Many aspects of an annuity can be tailored to a buyer’s specific 
needs. Besides choosing between a lump-sum payment or a series of payments, you can also 
choose when to start receiving payments. An annuity that begins paying out immediately is 
referred to as an immediate annuity, while one that starts at a predetermined date in the future is 
called a deferred annuity.

The duration of the disbursements can also vary. You can choose to receive payments for a 
specific period or for the rest of your (or your spouse’s) life. Naturally, a lifetime of payments may 
lower the amount per check. However, it helps ensure that you don’t outlive the asset, which is 
an annuity’s key selling point.

Annuities typically have two phases:
1.	 Accumulation Phase – The period when the owner (or annuitant) is accumulating value in 
the annuity. This generally occurs before an individual retires.
2.	 Distribution Phase – The payout phase of an annuity is when the accumulated value is 
distributed (either in a lump sum or series of payments).

Retirement Advantages of Annuities 

An important feature to consider with any annuity is its tax treatment. A significant benefit to 
using annuities for retirement planning is that you can put away large amounts of cash and defer 
paying taxes. Like a 401(k) or IRA, the growth on annuities is tax-free until funds are withdrawn. 
However, unlike other tax-deferred retirement accounts, there is no annual contribution limit. This 
is especially useful for people who are near retirement and need to catch up.

Annuity buyers can take advantage of two distinct features:

1.	 Guaranteed lifetime income – Annuities can give you a steady stream of income for a set 	
	 period or for your lifetime.
2.	 Guaranteed death benefit – An annuity can pay money directly to your beneficiaries when
	 you die, helping them avoid a lengthy probate process.



Choosing the Annuity That’s Right for You
Annuities are also separated by risk and how they generate earnings. That’s why you have fixed, 
indexed, and variable annuities.

Fixed Annuity: Here, you agree to deposit a lump sum of money or a series of payments and the 
insurance company agrees to pay a guaranteed rate of interest over a set period. Other features 
of a fixed annuity include: 

•	 It compounds on a tax- deferred basis.
•	 Principal and interest are guaranteed by the financial strength of the insurance company 	
	 that issues it. 

Indexed Annuity: This one earns interest based on the performance of an underlying financial 
benchmark like the S&P 500 Index and is subject to interest rate caps. Other benefits include:

•	 It provides the opportunity to enjoy the benefits of positive upturns in the index (subject
	 to a cap) with a limit to downside risk.
•	 You are not directly invested in the stock market or index. 

Variable Annuity: This one places your money in investments that you select from a list made 
available by the issuing insurance company. Other features include:

•	 It does not offer guaranteed returns and may lose or gain value depending upon the 
	 performance of the investments.
•	 All guarantees are dependent upon the claims-paying ability of the issuing insurance 
	 company.

Choosing the Right Carrier 
When it comes to selecting an annuity, financial strength matters. Since annuities have no FDIC or 
NCUA Insurance, guarantees offered are backed by the strength of the issuing insurance carrier, 
making it paramount that you choose a carrier you can trust.

Before you settle on an annuity, check the insurance company’s financial rating to help ensure 
they’ll be around for the long haul. There are several insurance rating agencies such as Moody’s, 
Fitch Ratings, and Standard & Poor’s that can provide you with an indication of an insurance 
company’s financial stability. Not all companies are rated by all the mentioned agencies. Each 
agency has unique standards and rating methods. Be sure to review more than one agency’s rat-
ing before deciding.

The State Guarantee Association requires all insurance companies licensed to sell life, health, or 
annuities in a state to be members. This provides a safety net for the funds from your annuity — 
up to the state’s maximum amount—in the event the insurer is unable to pay the benefits in full. 
You should understand how much of your annuity contract your state’s fund would cover.



Boosting Retirement Planning Confidence 
Annuities aren’t new. The annuity concept dates to ancient Rome, when citizens would make lump 
sum payments to a contract called an “annua” in exchange for payments received once a year for 
the rest of their lives. 

According to a 2018 study by the LIMRA Secure Retirement Institute, 73% of retirees who own an 
annuity believe they will be able to live the retirement lifestyle they want.1

As traditional sources of guaranteed retirement income, such as pensions, disappear, many 
retirees are wondering where to turn. An annuity may be the answer. The right annuity for you 
is the one that meets your personal and financial objectives. Due diligence is critical before you 
purchase an annuity. Consult with your Income Specialist and tax advisor before purchasing an 
annuity.

Source:

1 “Retirees Who Own an Annuity Are More Confident About Maintaining Lifestyle,” winkintel.com, Feb. 26, 2018
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