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Saving for retirement is daunting enough without 
inflation throwing retirees a curve ball. Inflation 
soared in 2021, rising 6.8% year-over-year in No-
vember, the highest since 1982, according to gov-
ernment data. “When prices are going up, there’s 
less margin for error,” says Wade Pfau, a professor 
of retirement income at The American College of 
Financial Services. “Where you might have had sur-
plus in your budget before, now there isn’t that room 
to absorb a less-than-ideal investment.”

Annuities are often pegged as the ideal solution for 
someone worried about outliving savings, but even 
they can come up short. Retirees turn to annuities 
for an immediate or future stream of guaranteed 
income in exchange for a lump sum or periodic 
payments to an insurer. The money invested in an 
annuity grows tax-deferred, but the payments you 
receive are taxed as ordinary income.

Just because an income is guaranteed doesn’t 
mean it’s inflation proof. “The value of an annuity’s 
income can still be eroded, and inflation protection 
through the annuity, which you pay more for, isn’t 
always the best solution,” Pfau says. Plus, fees, re-
turns and other conditions vary widely depending 
on the company and the type of annuity. To sort 
through the sales pitches, you’ll need to understand 
how to evaluate these products and pair them with 
annuity strategies to keep your retirement income 
ahead of rising prices.

Risk Versus Return
Annuities can be set up in various ways. You can 
collect payments for a set number of years or re-
quest guaranteed payments to last the rest of your 
life. You can also choose when you want to start 
receiving income. Immediate annuities pay you 
right away, typically within a month of purchase. A 
deferred annuity delays those income payments to 
some future date, giving your savings more time to 
grow. The longer you wait to collect payments, the 
higher that monthly income will be.

Another distinction is how the annuity invests your 
money. “A fixed annuity is a very simple version 
which works like a CD alternative. For example, a 
contract might pay a 2% return guaranteed for three 
years,” says David Hanzlik, vice president of annu-
ity and retirement solutions at CUNA Mutual Group 
in Madison, Wis. After the initial guaranteed period, 
the contract pays a return based on market interest 
rates. Fixed annuities are the safest option because 

you can see exactly how much your money will 
grow and the amount of income you’ll receive. Fixed 
annuities also have the fewest fees. Their potential 
returns, however, are lower compared with other 
types of annuities, making them more vulnerable to 
inflation.

Variable annuities invest in market-based accounts, 
like mutual funds, with the savings growth depen-
dent on these underlying investments. If the invest-
ments perform well, your income is higher, and if 
the performance is poor, your income is reduced. If 
returns are terrible, you could even lose part of your 
contributions, although some annuity companies 
will guarantee a base level of monthly income, even 
if your account runs out of money.

Fixed index annuities are in the middle in terms of 
risk and return. Their performance is also tied to a 
market-based fund, like the S&P 500, but there is a 
cap and a floor for gains and losses. A typical fixed 
index annuity caps your gains between 4% and 7% 
a year, depending on the contract terms, even if the 
underlying investments gained far more. You forfeit 
those higher gains in exchange for not losing mon-
ey in a bad year. “The floor is the selling point. It 
gives you the opportunity to participate in the mar-
ket, without the risk of losing money,” says Neel 
Shah, an estate-planning attorney and a certified 
financial planner at Shah Total Planning in Monroe 
Township, N.J.

The type of annuity you choose or even whether 
you buy one at all boils down to how important a 
steady, guaranteed income is to you. “For example, 
someone who wants more stable guarantees would 
focus on a fixed annuity, whereas those who want 
upside potential may be better with a fixed index 
or variable annuity,” says Hanzlik. Retirees who 
already have their income needs covered by other 
guaranteed sources, like Social Security and a pen-
sion, don’t need an annuity.

Because annuities give you more income later in 
retirement in exchange for having less at the start, 
they’re not a good fit for someone who wants the 
reverse. “If you plan on spending more to maximize 
your lifestyle at the start of retirement and aren’t as 
worried about outliving your savings, an annuity 
might not make sense,” says Pfau.

Comparison Shopping
If you can tolerate risk, you may be better off in-
vesting on your own because annuity fees take a 
bite out of returns. When shopping for an annuity, 
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By: David Rodeck - October 28, 2021 you’ll need to evaluate contracts based on three 
categories.

First, the contract’s return. Is the return guaranteed 
at all, and how much per month does it pay in in-
come?

Second, the fees. Annuities charge an upfront com-
mission as well as annual fees such as those for 
administration, mortality expenses (to cover lifetime 
income guarantees and policy death benefits) and 
investment expense ratios. “Variable annuities typ-
ically have high expense ratios that hover around 
1.5% to 2.5% a year,” says Shah. Expense ratios 
are lower for index annuities and nonexistent for 
fixed annuities, which aren’t tied to a market-based 
investment. There may be additional fees for option-
al features, such as a death benefit that pays an 
income to a surviving spouse or a rider that covers 
some long-term care costs. These extra features 
also reduce the monthly payout. Take the time to 
understand what you’re getting and what it costs. 
“For every client I speak to who understands their 
annuity fees, I meet 24 who do not,” Shah says.

Third, how much access do you have to your depos-
it? Annuities usually have a surrender charge if you 
take money out during the first few years, starting 
at about 7% of the withdrawn amount and gradually 
decreasing over time. Some contracts may give you 
some penalty-free early access, such as letting you 
withdraw up to 10% of your deposit without having 
to pay the surrender charge.

Pfau describes the three categories as levers work-
ing together behind a contract design. “When you 
raise one up, another usually goes down in terms 
of quality,” he says. For example, a contract with a 
higher guaranteed return likely has a more expen-
sive surrender charge to give the annuity company 
time to invest your funds in higher-earning, long-
term assets. You’ll need to decide which combina-
tion works for you. “Someone who wants a long-
term investment might be fine with a large surrender 
charge,” Pfau says. In that case, “it would be better 
to get an annuity with a better guaranteed return 
and lower annual fees instead.”

Because they are simpler products that pay a set 
interest rate, fixed annuities are easier to evaluate. 
Calculators on annuity company websites estimate 
how much income you can expect from a deposit 
on a fixed annuity contract. Online comparison web-
sites, like BlueprintIncome.com and ImmediateAn-
nuities.com, let you compare quotes from different 
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companies. For example, according to recent num-
bers from Immediate Annuities, a 70-year-old man 
in New York who buys a fixed income annuity for 
$100,000 would get $574 in income per month.

Comparing and evaluating fixed index and variable 
annuities is more difficult because the fees are 
more complex and the returns are harder to under-
stand. Those returns are based on hard-to-predict 
market investments, so you also need to determine 
how the income guarantees work. For instance, will 
you still get some income if your contract runs out 
of money?

Variable annuities, in particular, are so complex that 
companies are not supposed to let customers re-
view the contracts on their own. To compare these 
products, you must meet with a financial profession-
al who sells them, including representatives from 
the annuity companies themselves. A financial ad-
viser who represents multiple companies can give 
you a broader comparison than an agent promoting 
only one line of products.

Whomever you meet with, be sure to ask how the 
person advising you is getting paid. “Everyone has a 
bias toward how they want clients to buy products,” 
says Shah, who also recommends finding out what 
standard the adviser follows for recommending 
products. “If they only follow a suitability standard, 
they could potentially recommend an annuity that 
earns them a higher commission, even if there’s a 
better option available for you. An adviser following 
a fiduciary standard legally must put your interests 
first and recommend the best fit for your plan.”

Be skeptical if a product doesn’t sound right for you. 
Annuities should address a specific financial goal, 
says Dan Keady, a certified financial planner and 
chief financial strategist at TIAA. So “ask ‘Why is 
this specific annuity being promoted to me?’ Espe-
cially if it’s a more complicated annuity like variable 
or fixed index.”

To get around these biases, consumers are turning 
more to fee-only annuities that are managed by in-
vestment advisers who typically work as fiduciaries. 
The advisers aren’t insurance agents and don’t earn 
a commission for selling products. Instead, they 
earn an asset under management fee for oversee-
ing your investments, about 1% a year depending 
on the portfolio size. Fee-only annuities also tend 
to have a less expensive surrender charge because 
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ing agent commissions.

You could also ask your 401(k) administrator if 
the plan offers annuities. “The plan administrator 
wouldn’t earn a commission, so that can avoid 
bias,” Keady says, and “you may qualify for a better 
offer thanks to group pricing, rather than buying on 
your own.”

Inflation Strategies
With rising inflation and rock-bottom interest rates, 
now might seem like a poor time to buy an annuity, 
especially one locking in lifetime payments based 
on a fixed interest rate. But if you need income now, 
there are also drawbacks to waiting, Keady says.

For one thing, an annuity’s return is not just based 
on interest rates. The contract also pays out based 
on a system called mortality credits. “The insurance 
company pools your money with all the other con-
tract holders receiving lifetime income. As people 
pass away, part of their deposit goes to paying the 
surviving contract holders, so they earn more,” says 
Keady. The earlier you buy your contract, the more 
mortality credits you build for future income, which 
could compensate you for a lower interest rate.

Another advantage to buying instead of waiting 
is that an annuity currently pays more than other 
fixed-income investments like bonds and CDs. 
The typical three-year CD pays less than 1% and 
so does a three-year Treasury note. The typical 
guaranteed return for a three-year fixed annuity is 
about 2%. Although you can find bonds that pay 
higher yields, those returns are not guaranteed, and 
there’s a chance of losing money.

If you don’t need the income now, you could set up 
a fixed annuity for about three years to earn a higher 
return compared to other fixed-income investments 
and then reinvest the proceeds later if rates are 
higher. Because annuity earnings are tax-deferred, 
you also won’t owe income tax each year the way 
you do for bond interest, Shah says.

To make sure that rising prices don’t cut into your 
income, you could also split your annuity deposit 

across multiple contracts, with some money in a 
fixed annuity for predictable income and the rest in 
a variable or fixed index annuity for a higher growth 
potential from investment markets to offset inflation. 
“This is similar to diversifying your portfolio into both 
stock and bonds to balance upside and downside 
outcomes,” says Keady.

Another option is to buy a cost-of-living adjustment 
rider, or an inflation protection benefit, for the con-
tract. With this feature, you get smaller payments 
from the annuity initially, compared with a fixed 
annuity that has no COLA rider, but the amount 
increases each year. For example, a fixed annuity 
paying $1,000 a month might start out paying about 
$600 monthly with a 5% COLA rider, but every year 
for the rest of your life the payments go up by 5%. 
Although this can help your retirement income grow 
with inflation, Pfau warns that it takes considerable 
time to break even than if you had bought an an-
nuity with no rider. “I ran a study which found the 
breakeven point for a retiree using a COLA rider 
requires receiving payments until as late as their 
90s,” says Pfau.

As an alternative to a COLA rider, you could ladder 
your annuities. A laddering strategy lets you time 
your purchases instead of locking into one long-
term contract when rates are low and inflation is ris-
ing. In addition, you benefit from the higher payouts 
that come with buying an annuity at an older age. 
For example, according to ImmediateAnnuities.
com, a 65-year-old man with $200,000 to invest in 
an annuity, could buy one for $100,000 to generate 
$493 now in monthly, lifelong income. At age 70, he 
can buy a second annuity for $50,000, giving him 
another $287 a month based on today’s rates. Add-
ing a third annuity at age 75 for $50,000 boosts his 
monthly income by $348, assuming interest rates 
and life expectancies don’t change.

No annuity strategy, however, can keep pace with 
inflation quite like investing directly in the market. 
That’s why Pfau recommends putting no more than 
20% to 40% of your retirement savings into annu-
ities. The rest of your portfolio should remain in mar-
ket assets for inflation protection and easier access 
to the money.

Neel Shah, managing attorney of the law firm of Shah & Associates is an attorney, 
financial advisor and author who provides insightful analysis and actionable 
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To contact Neel, call 609-277-3887 or visit www.beaconwealth.us.
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