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To some people, annuities are the snake oil of the financial world.  At some point, either they, 
or someone they were close to, were sold an annuity and never got the result they were 
looking to achieve. The truth about annuities is that they can be an important part of your 
personal financial plan. But knowing the basics about annuities is crucial. 
 
An annuity is a contract between you and an insurance company. By purchasing an annuity, you 
are giving your money to the insurance company, and, in return, it will provide you with a 
guarantee on that money. What the guarantee is depends on the type of annuity. 
There are two major types of annuities: immediate and deferred. 
 
With an immediate annuity, an insurance company guarantees you a stream of income. It is 
important to understand, however, that with an immediate annuity, you lose access to the 
principle. 
 
In a deferred annuity, the insurance company provides you a guarantee on the investment 
between the time you purchase the contract, and the time you begin to receive income from 
the contract. Many people are not aware that they may cash out a deferred annuity but cashing 
out can result in taxes and penalties. The guarantees provided with the deferred annuity are 
often where the confusion begins. You can guarantee the interest rate, the principle or the 
future income, but not all three. 
 
To get a guarantee on the interest rate, you would purchase what is known as a fixed annuity. 
Much like a certificate of deposit, you get a fixed interest rate for a fixed period. At the end of 
that time, you can renew the annuity for the new rate available or cash out the contract. 
The terms for a fixed annuity are not always straightforward. Rates can change each year, so be 
careful not to get lured into a high first-year rate and stuck in a low rate for the several years 
following. 
 
The indexed annuity, sometimes called the equity indexed annuity or fixed indexed annuity, 
guarantees the principle. The rate of return is linked to a market index, usually the S&P 500. 
Each year, when the index goes up, you receive a portion of the growth. When the market goes 
down, your principle is protected.  
 
Although the long-term rate of return in an indexed annuity will most likely be less than a well 
diversified portfolio, the individual does not have to experience the roller-coaster ride along the 
way. 



An indexed annuity might be a good option for an investor who does not want to risk principle 
and who is looking for a higher potential rate of return than offered by a fixed annuity. 
 
Then there are variable annuities, which guarantee future income. Most of the confusion I find 
when talking to investors about annuities center on the variable annuity. The variable annuity 
keeps track of your account in two ways. The first is the future income value. This is the amount 
of money that can be turned into a stream of income in the future, not the value of 
the annuity if you choose to cash it out. 
 
Unlike the other two types of deferred annuities, there is no guarantee of principle with the 
variable annuity. The underlying investments, known as subaccounts, work similarly to a mutual 
fund; the contract value experiences the ups and downs of the market. Should the investor 
decide to cash out of the contact, he or she receives the contract value, minus any fees or 
taxes. 
 
With the variable annuity, the guarantee refers to the income value, not the contract value. 
The guarantees provided in a variable annuity have a cost, and this cost is paid for from the 
account value. So, in addition to the investment management fees, there are also insurance 
fees for the guarantees. These fees reduce the rate of return for the contract value. This is 
usually why people are not happy with the rate of return in their variable annuities when 
comparing them to their mutual funds.  
 
When purchasing a variable annuity, you should only purchase it for the guarantees. It is meant 
to provide you a worst-case scenario, not the best rate of return. 
For example, say you know that you want a guaranteed income in the future. You could 
purchase a variable annuity that has a guaranteed rate of return on the income value, and then 
you would know that in the worst case, your income would be there. If the markets did well 
during that time, your income might even be better than projected. 
 
Annuities do have a purpose, but they are not the answer for everything. Make sure you 
understand what the guarantees are, their cost and how you want to use the asset. 
 
Jeffrey A. West is managing director/financial adviser with Freedom Financial Wealth 
Management Inc. in Harrisburg. 
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