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Summary  

The key feature of most annuities is the promise to provide you an income for life, no 
matter how long you live.  This paper explains more about how annuities work, what 
their advantages and disadvantages are, what kind of options you have when purchasing 
one, and when and how to obtain them. 
 

There’s nothing quite like an annuity 
Annuities have been around for centuries.  Kings and lords would grant an annual in-
come to favored subjects, usually promising it for life, and these grants came to be called 
annuities.  Similarly, big lottery winnings are usually paid out in annuities (annual in-
stallments), though these are typically for a fixed period of years, rather than for life.  
Old-fashioned employer pensions that pay retirees for the rest of their lives are also a 
form of annuity; so is Social Security, though (like most of today’s annuities) they are 
paid monthly rather than annually. 
But you can also purchase annuities for yourself, or convert certain kinds of existing as-
sets into annuities. 

Having one or more annuities payable for your life (or perhaps your life plus the life of a 
spouse or other beneficiary), means that no matter how long you live, you will never run 
out of income.  Even if you set the world record for longest lifespan – currently age 126 – 
you will still get paid. 

There are some pretty obvious advantages: 

• This can be of huge benefit to you if you have, as most of us do, a limited amount of 
savings that you have to make last a lifetime.  Since you don’t know how long you 
will live, you don’t know how long you need to stretch your savings.  If you try to 
guess, and start spending part of your savings, you could run out of money if you live 
longer than you expect.  With an annuity, you don’t run that risk – you get paid no 
matter how long you live. 

• If you don’t have an annuity, the only way you can make sure you don’t run out of 
money is to avoid dipping into your principal.  But living just off the interest means 
you don’t have nearly as much money to spend – perhaps not nearly enough.  Most 
people need to spend (“amortize”) part of their savings every year to maintain any-
thing resembling their desired standard of living.  If you convert your savings into an 
annuity, your principal will be amortized for you, and you will receive considerably 
more income than you would if you just lived off the interest. 

So you get more income, and you get it for life.  What’s not to like?  
 

Where’s the catch? 
Sometimes there is no catch.  Traditional employer pensions, and Social Security, are 
forms of annuity that are given to you in return, usually, for prior work.  You already 



contributed your sweat and your taxes, and so when it’s time to retire, all you have to do 
is sit back and collect the cash. 

But if you have private savings, or if you have a retirement plan such as a 401(k) or 
403(b) plan, or if you have life insurance benefits, you are then dealing with a choice be-
tween keeping those funds under your own control, or turning them over to a financial 
company in exchange for a lifetime income (annuity). 

Buying an annuity creates two significant problems: 

• Those funds are no longer available to you, generally speaking.  If you have an emer-
gency, if you want to spend money on something special, if you want to lend or give 
money to a relative or friend, if you have a sudden increase in medical expenses or 
need long-term care, or if you have any other need for cash, it isn’t there.  You have 
income for life, but you had to give up assets to get it.  Financially, this can be a fair 
trade, sometimes a more than fair trade, but it does put limits on your future choices. 

• If you die early, you lose.  The reason the financial company can afford to pay you if 
you live an extra long life is that the people who die early stop getting paid.  So if you 
die soon after purchasing your annuity, all of the money you put into it could just be 
gone.  Of course, you don’t need it any more in that case, but there is nothing to leave 
behind to your heirs. 

Both of these problems can be gotten around.  You can buy annuities that provide cash 
benefits in case you need long-term care, or that give you access to some of your original 
money, if you need it later.  You can also buy annuities that guarantee payments for at 
least a certain number of years (five, ten, fifteen, or twenty years are common mini-
mums), so that if you die early, your beneficiary will continue receiving payments for 
that number of years, but if you live long, you will still receive income for your whole 
lifetime.  If there is someone in particular you need to protect (usually a spouse, but it 
could be someone else), you can buy an annuity that pays for as long as either of you is 
alive.  These provisions are not free, however.  You pay for them by accepting a lower 
monthly payment than you would receive otherwise.  We’ll look into these trade-offs in a 
bit more detail later. 

Of course, if you do buy an annuity, you don’t have to (and you shouldn’t) put every 
dime you have into it.  You can keep some of your money under your own control, and 
“annuitize” some of it – i.e., use some of it to purchase an annuity.  So you can use an 
annuity to guarantee lifetime income, and your other assets can be used to cover emer-
gencies or other cash needs. 
 

Is an annuity right for you? 
There is an easy answer to this if you have very little money or if you have a whole lot of 
money.  Otherwise, it’s a difficult question, and there is no general agreement in the fi-
nancial industry over how to answer it. 
If you have little money, you can’t afford an annuity.  Borrowing against your house to 
buy an annuity, for example, is rarely (if ever) a good idea. 



If you have lots of money, you don’t need an annuity, because there is not much danger 
that you will run out. 

But if you are in that vast middle group, there is a good chance that an annuity might help 
you.  How much will it help, though, and how much of your savings should you put into 
an annuity?  These are very difficult questions, which is why good financial software is 
often needed to answer them. 

Everyone agrees, of course, that you should not “annuitize” any funds that you need to or 
really want to leave to others when you die.  Putting such funds into an annuity almost 
always means that they will not be available after your death.  So first, set aside any such 
amounts as unavailable for an annuity. 

Beyond that, there are two current approaches to answering this question that are proba-
bly not, in fact, very sound:  

1. You can use annuities to cover “necessary” expenses, while using other (often, 
more risky) investments to cover “discretionary” expenses.  This idea makes su-
perficial sense: using annuities – starting with Social Security and traditional em-
ployer pensions, then adding your own money, as needed – for “necessary” ex-
penses guarantees that you will have the income you need for life’s essentials.  
The problem with the concept is that it is not possible to easily identify what ex-
penses are really “necessary.”  Usually this is done by category, but that method 
doesn’t work.  You would be right, for example, to suppose that housing is a 
“necessary” expense, since you need to live somewhere, but that doesn’t mean 
that the amount you currently spend on housing is all necessary.  In fact, when 
most people experience a significant drop in income, cutting their housing ex-
penses is one of the first things they look at, because it’s usually such a big num-
ber, and it’s almost always possible to find a cheaper place to live.  Likewise, 
most “discretionary” expenses are discretionary only in their amounts – you need 
to spend something on yourself and others, if life is to be worth living.  So the 
whole “necessary” vs. “discretionary” distinction is largely an illusion.  What you 
would really want to do, if you used this method, is to figure out: what is the 
minimum you could live on, if you had to?  But even then, there is no definite 
number that can be identified.  It’s really a sliding scale of sacrifice, with no clear 
point where you cross from OK to not-OK.  So this method, though appealing at 
some level, doesn’t actually work. 

2. Another approach is to use highly technical analysis to compare annuities with 
other ways of investing your money, looking at the risks and likely financial re-
wards of each.  This method makes sense in an abstract way, but it has not been 
successfully applied to people’s real-life needs.  How big an annuity you need, 
should reflect how big a need you have to stretch your income, which can be de-
termined only by a detailed analysis of your financial situation.  The investment 
models currently available don’t take enough detail into account, so they, too, 
cannot give the best answer. 

If you are reading this write-up because a report from RetirementWorks® II software rec-
ommended the purchase of an annuity, this recommendation was indeed based on a pretty 
detailed analysis.  It compared the cash flow you might receive from an annuity to the 

http://www.retirementworks2.com/


cash flow you might experience without one, and found that an annuity would give you 
some more financial breathing room, which it judged that you need.  It assumed that you 
would buy a traditional, plain-vanilla sort of annuity – but you do not necessarily have to 
follow that assumption.  If, in consultation with your financial advisors, you determine 
that some other variation has a specific benefit in your case, you should go ahead and 
make the substitution. 

Another concern you might have is health.  If you do not expect to live as long as most 
people your age, then an annuity is probably not right for you.  However, some compa-
nies sell “impaired risk” annuities that pay out a higher monthly amount, in recognition 
of your shorter life expectancy.  In the right circumstances, this can be a good arrange-
ment – giving you a higher income in the short-run, but still guaranteeing that your in-
come won’t end if you beat the odds and recover from your health problems. 

Also keep in mind that a few states tax annuity purchases, essentially skimming money 
off the top, and thereby reducing your benefit.  California, Maine, Nevada, South Dakota, 
West Virginia, and Wyoming all do this, with Nevada being the worst (taking 3.25%). 
 

What kind of annuity is right for you? 
In the end, you will probably need to consult someone who sells annuities in order to help 
you answer this question.  We can describe the kinds of choices you may have, and point 
you to other sources of more detailed information, but in the end, it is a matter of choos-
ing a particular financial product from a particular company.  The features and costs vary 
considerably, and only a specialist can do justice to explaining them. 

But here are the kinds of choices you most commonly will face: 
One life or two?  Annuities normally pay an income for one person’s life, but you can 
buy “joint’ annuities that cover two people’s lives.  This means that the checks keep com-
ing as long as either person is still living.  This can be very suitable for married couples, 
and in some other situations.  But it means that the amount of each monthly payment will 
be a lot less.  You can mitigate this problem a bit by getting an annuity that reduces the 
amount (usually by a quarter, a third, or a half) when the first person dies – which makes 
sense, because one person usually can live more cheaply than two.  Still, you get the big-
gest bang for the buck if you can make the purchase on one person’s life instead of two, 
which you can often do if one person is older or more vulnerable financially than the 
other. 
Guaranteed payments or floating amounts?  The most basic annuities are “fixed” annui-
ties: they pay a guaranteed level amount for life.  If you are worried about inflation and 
are willing to start off at a lower amount, you can also get annuities that pay amounts 
guaranteed to increase by a certain amount or percentage every year, or that follow the 
Consumer Price Index.  If you are more adventurous, you can also get annuities where 
the value fluctuates with the financial markets, or where you can get increases if the mar-
kets go up enough but you are protected if the markets go down.  Some annuities of this 
kind are called “variable annuities”, while others are called “equity-indexed annuities” 
(these two kinds actually have significant differences, but these differences are too tech-
nical to get into here).  If you choose something other than a level guaranteed payment, 
however, keep in mind that every benefit you get with a different kind of annuity has a 



price in terms of the risk you take, the benefit you receive, or both.  Nothing is free.  So 
when you decide, you should consider how comfortable you are with investment risk, 
how concerned you feel you need to be about inflation, how much risk (or lack of it) your 
other assets and income sources already include, and what the impact is on the payments 
you will start receiving right away. 
Protection against dying early?  As previously mentioned, if you want an annuity for 
one person’s lifetime, you can buy ones that guarantee a minimum number of payments – 
usually 5 years, 10 years, 15 years, or 20 years.  These are called “certain and continu-
ous” annuities, because a given number of payments are “certain,” but additional lifetime 
payments are “continuous” if you live beyond the guarantee period.  These guarantees 
assure you that if you are unfortunate enough to die soon after buying an annuity, some-
one else will still receive something from it, and you haven’t just lost the money you put 
into it.  Such a guarantee may make you feel better about the purchase, but the longer the 
guarantee the more it reduces your monthly income.  Unless it is really important that 
someone else receive income when you are gone, a “certain and continuous” annuity is 
not a good idea, because you will pay for it (via a reduced monthly benefit) for the rest of 
your life.  For most people, if they die they don’t need the money anyway – so you are 
probably better off if you make the best deal assuming you live, which means not paying 
for the extra guarantee – unless someone else specifically needs it. 
Access to your money?  Insurance companies now offer annuities that do allow you ac-
cess to at least some portion of your money if you need it later.  Some offer riders that 
pay off in case you need long-term care.  Others are more open-ended about why you 
want to get some of your money back.  But again, you need to understand that if you need 
financial flexibility in an annuity, there will be a cost.  There is usually a cost in terms of 
lower monthly payments just to have the right to get some of your money back later.  
There may also be a further reduction if you actually exercise the right.  So you need to 
understand these costs, and consider whether they are worth it, whether you should just 
put less cash into an annuity in the first place, or whether you might have enough other 
sources of cash (home equity, for example) if you have a large expense later.  If you are 
purchasing an annuity to stretch your income, you should not reduce it again by getting 
withdrawal rights unless you really need them. 
Get paid now or later?  Our focus here is really on “immediate” annuities – that is, an-
nuities that start paying you a monthly income right away.  But if you are still working, 
or still have income from another source so that you don’t need the extra income right 
away, you can either wait to purchase an immediate annuity, or you can put your money 
into a “deferred” annuity now.  Deferred annuities, unlike most other forms of saving, 
allow your money to grow without your paying taxes on that growth until you start re-
ceiving a monthly income, and even then the taxes are spread out over many years.  This 
tax deferral may be especially helpful if you indeed are still receiving other income, be-
cause you may well be in a lower tax bracket later than you are now.  This tax-deferred 
growth will be reflected in higher monthly payments to you when are ready to start re-
ceiving them.  Your payments will also be higher if you wait, because annuities pay 
higher amounts the higher your age when you start (because you aren’t expected to live 
as long).  On the other hand, there may be restrictions, fees, and taxes if you change your 
mind and want to take your money out again before monthly payments start. 
 



A newer option is a “delayed” annuity, in which you put money in now, or over a period 
of years, specifying an older age to start collecting monthly payments (maybe age 80 or 
85, for instance).  Typically, you can take your money out before that future date if you 
change your mind, but you might not get any interest on it, or not much.  A delayed annu-
ity is more of a pure bet on how long you will live, and for most people does not meet 
their most important needs – unless they buy it young, and start receiving payouts when 
they retire (like a pension).  Sometimes these are sold on the basis of their apparent high 
rate of return, but when you take into account that that return includes gradual repayment 
of the money you put in, the returns are seldom all that attractive. 
 

When is the right time to buy an annuity? 
Deferred annuities can be bought any time as a nice tax-sheltered savings vehicle.  But 
most people who buy immediate annuities, or who convert deferred annuities or pension 
money or life insurance values to an annuity, do it when they retire, or at some point dur-
ing their retirement.  Let’s assume that’s the case with you. 
Is there a perfect age to buy an annuity?  In fact, there is, but the bad news is that you 
cannot determine it in advance.  Only when you die can someone say, based on your date 
of death and on the history of interest rates and annuity payment rates, when you should 
have bought your annuity. 
Here are basic facts you should know: 

• The longer you wait to buy an annuity, generally the higher the income you will re-
ceive because, as mentioned just above, you are not expected to live as long.  But of 
course, you will not receive as many payments as you would if you started earlier.  So 
there is a trade-off. 

• The monthly amounts you will receive on many annuities will be higher if you buy an 
annuity when interest rates are high, and lower if you buy when rates are low.  So 
when you know that rates are significantly lower than normal, hold off for a while, 
even if that means dipping a bit into the amount you intend to annuitize.  (For vari-
able or equity-indexed annuities, however, you are probably better off buying when 
the stock market is low.  For pension or life insurance money being converted to a 
lifetime income, rates may be set in advance and not determined by the financial 
markets, in which case, if the markets are favorable, you might be better off with-
drawing the money and buying an annuity privately.) 

• Since annuity payments increase the older you are when you start, if you are near to a 
change in age, wait a little bit.  Depending on where you get your annuity, your offi-
cial age may change on your birthday, or on your “half-birthday” if the annuity issuer 
goes by your age at your nearest birthday.  

Here is another suggestion that makes sense for most people: 

Spread out your purchase over a number of years.  If you are in your sixties, for example, 
take the total amount you plan to use to purchase an annuity, divide it into, say, four 
pieces, and only use one piece to buy an immediate annuity.  Invest the other three pieces 
in a conservative fashion.  In about four years, use the second piece to purchase a second 
annuity.  Then repeat the cycle with the other two pieces.  If you are older, though, don’t 



spread it out as much (divide it into three pieces, perhaps, and purchase at 2- or 3-year 
intervals). 

This strategy has several advantages: 

• Since you don’t know what the best time to purchase an annuity is, based on age and 
interest rates, it makes sense to spread out the purchase, rather than putting all your 
eggs into one basket. 

• You do not commit yourself all at once.  If you do have the misfortune to die young, 
or if there is some radical change to your financial circumstances, you have made 
only a modest commitment up front. 

• Because you are holding money in reserve, you do not need to lower your benefits by 
using a “certain and continuous” form of annuity, and there is at least somewhat less 
need to consider an annuity with withdrawal privileges that also would reduce your 
income amount. 

• On the contrary, by waiting you increase your monthly income over the long run, be-
cause a majority of your purchase will be made at ages older than you are now, which 
means you will get more and more favorable rates with each purchase.  And if you do 
live a long time, you will receive a higher income than if you had made your purchase 
all at once. 

• If you have any doubts about the wisdom of purchasing an annuity, making a small 
commitment is easier than a big one.  Chances are, you will like getting those checks 
every month when they start coming in, and then you will feel even more comfortable 
about making the second and later purchases. 

Note, however, that if you have a “variable annuity,” which ties the payments you receive 
to the performance of the financial markets, there may be no financial benefit to spread-
ing out your purchases (or conversion of existing variable annuity balances into a lifetime 
income).  That’s because these products recalculate the payments every year, taking your 
current age into account.  So you automatically get much of the same advantage, and you 
actually get less advantage if you don’t annuitize the whole amount at once.  Still, you 
might feel psychologically more comfortable doing it in smaller doses. 
 

Where should you get an annuity? 
Annuities are actually an inverted form of life insurance, so only life insurance compa-
nies can manufacture them, but many securities firms, banks, or sometimes other organi-
zations have insurance company subsidiaries, or arrangements with established insurance 
companies, so you actually can get annuities through many financial outlets.  It’s a good 
idea to know which insurance company is actually backing any annuity that you buy – 
make sure it is a name you trust, because with any luck you will be depending on them 
for many years. 

In addition, as we have mentioned, certain financial assets you may already own often 
contain built-in options to convert part or all of your balance to a lifetime income.  Em-
ployer-sponsored 401(k), 403(b), 457, and other kinds of plans often offer this benefit.  
So do many life insurance policies.  And of course, deferred annuities you may own can 



always be converted to a lifetime income.  The advantage to using these sources is that 
there normally will be fewer or no fees or taxes imposed on the transaction.  Buying an 
annuity from scratch often does have some such expenses attached. 
But using pension, insurance, or existing annuity assets to purchase a lifetime income 
also means that you are probably more limited in your choices about what kind of annuity 
you get, and what you have to pay for it.  And, as mentioned a little while back, you 
should compare the rates being offered inside such plans to the rates you can get on the 
outside.  If you are not satisfied with the annuity types and rates available inside these 
plans, there are usually ways to transfer the money out of the plan into a new annuity that 
you own, without generating any immediate income tax problems – your annuity seller 
will be delighted to help you with the details.   
If you have one or more financial advisors, you should consult with them about what kind 
of annuity you want and where you can get it at the best price.  It can pay to take time and 
care with this decision, because it will affect you for the rest of your life. 
 
 

For More Information 

• General info: 
o Annuities For Dummies by Kerry H. Pechter 
o The Insured Retirement Institute offers several annuity calculators that can give 

you an idea how such products might work for you. 

o http://www.annuityadvantage.com/immediate.htm provides more detailed in-
formation on many annuity varieties not explored in the pages above. 

o The Insurance Information Institute offers some general information about an-
nuities at: http://www.insurance.info/individuals/annuities/  

• Current annuity rates: 
Monthly payments you could receive for an annuity change fairly often, depending 
on how interest rates change, so you should always make your decision based on 
current rates.  The services listed below do not necessarily provide the best avail-
able rates, or the best available products – but they will give a basis for comparison. 
o http://www.immediateannuities.com/ can quote average current rates for imme-

diate annuities from several companies, but you have to submit more personal 
information to get detail about rates from individual companies. 

o http://www.annuityadvantage.com/immediatequote.htm provides personalized 
quotes if you submit personal information via the website, or by phone.   
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