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A Closer Look at Immediate Annuities*

Immediate annuities require you to give up control of your money in

exchange for the security of a steady income for the rest of your life.

The monthly income amount depends on your age and the payout

option you choose. The income rates available today are lower than

they were a few years ago, but will likely increase when long-term

interest rates rise.

With 401(k)s replacing traditional pen-
sions as a primary source of retirement in-
come for many Americans, growing num-
bers of retirees and older workers face a
new challenge: deciding what to do with a
large lump-sum of retirement money. In
the past, many workers retired with little in
the bank but received monthly pension
checks from their former employers. Now,
they are more likely to retire with substan-
tial savings in a 401(k) or IRA but with no
assurance of a steady income and concerns
about how to make their savings last.

For some, the answer may be to buy an
immediate annuity. Unlike the more com-
mon deferred annuities, which require you
to invest money early on and “defer” tak-
ing any out for a long time, an immediate
annuity provides you with income right
away. You pay a single large premium
(typically $50,000 or more), and in return
you receive regular monthly income, usu-
ally for the rest of your life. In effect, an
annuity allows you to turn your 401(k) (or
any other large sum of money) into some-
thing resembling a traditional pension.

The main attraction of an immediate
annuity is that, if you have one, you can
never “run out of money.” The fear of this
is of no small concern for today’s retir-
ees, given the vagaries of the stock mar-
ket and the low level of interest rates. Even
with the Fed’s recent efforts to raise short-
term interest rates, bonds and CDs are still
paying a much lower rate of return than
they did five or 10 years ago.

Immediate annuities have three main
drawbacks. One is that you may die too
soon to “get your money back.” In the

worst-case scenario, you might hand over
a large premium to the insurance com-
pany, perhaps $100,000, in exchange for
guaranteed monthly income for life—and
then die a few months later. Your family
and heirs would receive nothing. A more
likely but still troubling scenario is that
you would live quite a while, but not long
enough to “get back” the full $100,000.
As noted below, you can avoid this risk.
However, for some people, it may be a
risk worth taking.

Another drawback is that the income
rates on annuities historically have not been
terribly high. And because income rates
tend to move in tandem with long-term
interest rates, they are lower now than they
were a few years ago. The good news is
that when long-term rates increase, annu-
ity income rates are likely to follow suit.

Moreover, the older you are when you
buy an annuity, the higher your monthly
income will be. The income rate available
to a 75-year-old is substantially higher
than that for a 60-year-old.

The third major drawback is that the
dollar income from an annuity is usually
fixed; unlike Social Security benefits, it

is not adjusted to keep pace with changes
in the cost of living. As discussed below,
one way to avoid this risk is to buy an
inflation-indexed annuity.

The market for immediate annuities is
small compared to the huge market for
deferred annuities. The paucity of sales
may reflect several factors. First, until re-
cently, many retirees had both traditional
pension plans and Social Security, thus
they already had a considerable portion
of their “retirement wealth” annuitized.
They also did not have large sums in
401(k)s and IRA savings, which limited
the pool of potential annuity buyers.

In addition, many financial advisors
have little incentive to recommend imme-
diate annuities because their compensa-
tion is often based on a percentage of your
assets. If you cash in your account to buy
an annuity, they are left with nothing to
manage. On the flip side, insurance com-
panies have a growing incentive to market
annuities, because the pool of accumulated
retirement assets is so much larger now.
This makes it all the more important for
prospective buyers to look beyond the sales
pitch before buying a policy.

Income Options

Table 1 shows how the rate of income
provided by an annuity varies according
to your age at the time of purchase and
the income option you choose. The rates
shown are averages based on quotes from
26 insurance companies.

A “lifetime only” annuity pays you in-
come until you die, after which no further
payments are made. This income option

Table 1: Single-Premium Immediate Annuities
(Average Income Rates for $100,000 Premium)

Monthly Income Options Age 60 Age 65 Age 70 Age 75

Male
   Lifetime only $585 $654 $747 $889
   Lifetime w/10 years certain  573  632  698  779

Female
   Lifetime only  558  616  691  807
   Lifetime w/10 years certain  551  603  662  740

Joint survivorship
   Lifetime 100% survivor  507  541  599  681
   Lifetime 100% survivor
      w/10 years certain  507  541  599  666

Average rates based on data for 26 companies. Source: ImmediateAnnuities.com, July 2005.
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provides the highest monthly income of
any payout option—a fact that makes a
lifetime-only annuity (also called a
“straight life” annuity) advisable in more
circumstances than any other.

Many people are reluctant to choose
this option out of fear that they will die
before get their “money’s worth.” This is
indeed a possibility. However, if no oth-
ers need the income, its cutoff upon your
death is no hardship to anyone. On the
other hand, should you live longer than
expected, you might receive income pay-
ments totaling much more than your origi-
nal investment—and you would have the
peace of mind that the income would not
run out no matter how long you live. This
is the very scenario that makes annuities a
viable way to protect yourself against out-
living your money.

A popular alternative is the “lifetime
with 10 years certain” income option. This
guarantees that you will receive income
for as long as you live, and further pro-
vides that if you die within 10 years, your
beneficiary will receive income payments
for the remainder of that period. For ex-
ample, if you die after receiving income
for three years, your beneficiary will re-
ceive income for seven more years.

As shown in Table 1, that guarantee of
10 years of income carries a price, in the
form of a lower income rate. For a 70-
year old male paying a $100,000 premium,
the surveyed companies provide, on aver-
age, $747 in monthly income if he chooses
a “lifetime only” policy, compared with
$698 per month for a “lifetime with 10
years certain” policy.

You can choose to have your income
guaranteed for a longer period, such as 15

or 20 years. However, the longer the pe-
riod, the less your monthly income will be.

Another popular income option for
couples is the “joint survivorship” annu-
ity. This continues to pay income as long
as either spouse is living. Depending on
the contract, the monthly income amount
may be reduced when one spouse dies,
but if the option is for “100 percent survi-
vorship,” the income remains the same. A
“50 percent survivorship” annuity cuts the
income by half when the primary annu-
itant dies.

As shown in Table 1, the income pro-
vided by joint annuities is lower than for
single-life annuities. For example, the “100
percent survivorship” annuities currently
on the market pay a monthly income of
$541, on average, to a 65-year old hus-
band and wife paying a $100,000 pre-
mium—compared with $654 for a policy
that covers only the husband’s life and
$616 for one that covers only the wife’s
life. The joint annuity pays less because
the couple’s joint life expectancy is longer
than that of the husband or wife alone.

Interestingly, the payout rates for joint
survivorship annuities with “10 years cer-
tain” are virtually the same, on average, as
they are for policies with no guaranteed
income period. Presumably, insurers have
found that they almost certainly will have
to pay income to at least one of the joint
annuitants for ten years anyway, so it costs
them little to guarantee that payments will
continue in the (unlikely) event that both
annuitants die during that period. Policies
may vary, but any couple considering a
joint annuity should ask about this almost-
free way to protect their income.

Table 1 highlights another key feature

of payout rates: at any given age, men can
usually buy a higher annuity income than
women. This is because men have a
shorter life expectancy. However, some
insurance companies use unisex income
rates. Women will find it to their advan-
tage to buy from such companies, all else
equal. Men will find the opposite.

Other income options include an “in-
stallment refund” annuity, which provides
that if you die before the total income you
receive equals or exceeds your premium,
the difference will be paid in installments
to a beneficiary. For example, if you paid
$100,000 and received income totaling
$30,000, your beneficiary will continue
to receive periodic income payouts until
the remaining $70,000 has been paid out.
A “cash refund” annuity is similar, ex-
cept that any remaining premium is paid
to the beneficiary in a lump sum rather
than a series of installments.

Choosing a Sound Company

The guarantee of a lifetime flow of in-
come from an insurance company is not
much of a promise if the company is, or
becomes, financially unsound. And, un-
like other investments, you are locked into
an annuity. If you buy a bond and its credit
rating is downgraded, you can sell it; but
once you buy an annuity, you cannot
change insurers.

Fortunately, the insurance industry has
historically done a good job of paying
promised claims. It is nonetheless impor-
tant to check out a company’s financial
standing. Look for one with a high credit
rating from Moody’s (Aaa or Aa) and
Standard and Poor’s (A- or better), the
two leading credit-rating agencies. (A

Table 2: Monthly Income per $100,000 Premium

——Straight Lifetime Annuity—— —Lifetime with 10 Years Time Certain— Joint & 100%
Credit Rating Male Female Male Female Survivorship

(S & P) Age 65 Age 70 Age 65 Age 70 Age 65 Age 70 Age 65 Age 70 Age 65 Age 70

Fidelity & Guaranty A* 676 775 605 684 638 703 589 652
United of Omaha AA- 675 769 619 695 642 703 602 660 554 607
Presidential BB+ 672 768 618 693 642 708 602 661
First Colony AA 662 757 612 684 635 701 598 657
GE Capital Assurance AA- 662 757 612 684 635 701 598 657
Lincoln Benefit Life AA+ 662 749 616 687 639 700 604 662
Penn Mutual AA- 661 758 588 661 632 701 576 636
Standard Ins. Co. B+* 655 753 609 692 628 696 593 660 540 602
American Gen (AIG) AAA 654 736 609 675 628 682 594 645
United States Life (NY) AAA 654 736 609 675 628 682 594 645
GE AA- 649 746 599 673 623 692 585 646 539 594
Jefferson Pilot AAA 637 729 585 660 610 674 571 631
Kansas City A+ 637 732 584 661 614 682 572 636
ING USA Annuity & Life AA 635 731 583 662 607 672 568 631
John Hancock AA+ 635 724 583 653 611 673 571 627
American  General AAA 628 722 583 661 603 669 569 632 515 569
Lincoln Benefit AA+ 622 712 576 651 602 668 565 627 515 569
Allianz (No. America) AA 618 706 571 644 590 650 556 613

* Rating from  A.M. Best Co. Source: Annuity Shopper, January 2005.
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company’s credit rating reflects its ability
to pay debts and other claims—such as
promised annuity payments). Ratings are
available from insurance agents, from
websites that provide insurance and an-
nuity policy quotes, and from moodys.com
and standardandpoors.com (registration is
required but free at both web sites).

What if a Company Defaults?

While insurance companies rarely fail,
it has happened. In the early 1990s, Ex-
ecutive Life and Mutual Benefit became
insolvent, severely impairing their ability
to pay their insurance and annuities claims.
In such cases, each state has a guaranty
fund to help pay claims. Most states pro-
tect up to $100,000 (of the present value
of the annuity income stream) but some
cover as much as $500,000. For each
state’s limits, see www.annuity.com.

State guaranty funds are not compa-
rable to the FDIC insurance that protects
your bank account, however. For one
thing, they are typically funded with
money that is collected from other insur-
ance companies after a default occurs, so
reimbursement may be delayed. To re-
duce the risk of such delays, consider di-
versifying your annuity investment, by
buying a number of smaller annuities from
several insurers rather than one large
policy from a single company.

The Risk of Price Inflation

Traditional annuities provide a fixed-
dollar income, which has one big draw-
back: In inflationary times, the purchas-
ing power of the income is eaten away by
rising prices. If price inflation remains
relatively low, as it has been in recent
years, this is a lesser concern. However,
there is no assurance that the rate of price
increase will not accelerate. Even a rela-
tively low rate of price inflation takes its
toll over long periods. For instance, an
annual price inflation rate of just three
percent would cut the buying power of
the dollar to just 75 cents in ten years.

One alternative is to purchase an infla-
tion-adjusted annuity. While few compa-
nies offer them, Vanguard markets one
from the AIG insurance company. How-
ever, the initial monthly payout for a 65-
year-old male, for a lifetime-only annuity
with a $100,000 premium, is only $464,
or nearly 30 percent less than the income
from traditional fixed-dollar annuities
shown in Table 1. Nevertheless, this pay-
out would increase at the rate of price in-
flation over time, protecting one from the
erosion of the dollar’s purchasing power.

Getting a Quote

While price quotes for some insurance
products, such as term life insurance, are

widely available on the Internet, quotes
for immediate annuities are more cum-
bersome to obtain. For instance,
ImmediateAnnuities.com, the source for
the information in Table 1, readily pro-
vides free quotes for various ages and pay-
out options—but the quotes are averages
from a dozen or more companies rather
than specific quotes from individual com-
panies. To get the latter, you must pro-
vide personal information and submit a
request. The site, which is maintained by
WebAnnuities.com, an annuities broker-
age firm, does promise that no agents will
call. Many other sites require you to speak
to an agent for quotes.

Table 2 on the previous page shows
income quotes from 18 insurance compa-
nies, based on information from Annuity
Shopper, a semi-annual magazine pub-
lished on-line and in print by
WebAnnuities.com. The companies are
sorted in descending sequence by their
payout rates for a “straight lifetime” an-
nuity for a 65-year-old male. The monthly
income is based on a $100,000 premium.

The highest payout for this category is
$676, from Fidelity & Guarantee. The
lowest is $618, from Alliance. The range
of payouts for women is similar but the
dollar amounts are lower, with payouts
for a 65-year old ranging from $619 to
$571. The relative rankings do not vary
much across the various payout options,
suggesting that a company that offers a
relatively good deal for one payout op-

tion typically does so for others.

Is Now a Good Time to Buy?

Annuity income rates broadly track
long-term interest rates; when long-term
rates are low, so are annuity rates. The
last time AIER surveyed payout rates for
annuities, in 1999, long-term rates were
substantially higher than they are now,
and so were annuity rates. Back then, the
median monthly annuity income on a
straight lifetime annuity, for 65-year old
male paying a $100,000 premium, was
$718. The average now (in Table 1) is
$654. Ten-year Treasury notes currently
yield about four percent, compared with
six percent in 1999.

When long-term rates eventually in-
crease, annuity payout rates are likely to
increase too. This suggests that one
should be cautious about making a long-
term investment in an annuity right now,
when long-term interest rates remain
close to 20-year lows and seem likely to
increase. (No one can say when this will
happen, however; as Federal Reserve
Chairman Alan Greenspan has said, the
recent behavior of interest rates is a “co-
nundrum”.)

There is no actuarial penalty for wait-
ing to buy an annuity. Quite the opposite:
the older you are, the higher the income
you can get. Another possibility is to
annuitize only a portion of your retire-
ment assets now, waiting for interest rates
and annuity rates to increase. ❑

CAN 401(K)S MATCH TRADITIONAL PENSIONS?

Under defined-benefit plans, retirees receive the equivalent of a

straight life annuity. To receive a similar income, participants in de-

fined-contribution plans are likely to need much more than they are

currently saving.

As stated in the preceding article, “an
annuity allows you to turn your 401(k) or
any other large sum of money into some-
thing resembling a traditional pension.”

Whether or not an individual will have
sufficient funds to purchase an annuity
that will provide adequate retirement in-
come depends on how much the individual
saves while working, the returns on those
savings, the rates offered by annuity com-
panies at the time of retirement, and, of
course, how much is deemed to be an ad-
equate income.

These fundamentals apply to “tradi-
tional pensions,” i.e., defined-benefit plans
that promise workers a percentage of fi-
nal salary after retirement. Defined-ben-
efit plans, however, make employers re-
sponsible not only for providing the sav-
ings, but also for how much to set aside.
From the employee’s point of view, the

major concern remains the same (will
there be sufficient funds for my retire-
ment?), but the relevant decisions are
largely out of the employee’s control and
employers can go bankrupt, leaving their
employees and pensioners in the lurch.

The Employee Retirement Income Se-
curity Act of 1974 (ERISA) created the
Pension Benefit Guarantee Corporation
(PBGC) to deal with such problems by
insuring defined-benefit pension plans.
The PBGC takes over the assets of termi-
nated defined-benefit plans and pay prom-
ised benefits when due. Initially it col-
lected a premium of $1 per participant in
defined-benefit plans. The PBGC’s insur-
ance premium income is used for expenses
and to pay the benefits for which the as-
sets of terminated plans are inadequate.

At the time we observed the following
in Research Reports:
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PRICE OF GOLD

2003 2004 —— 2005 ——
Oct. 9 Oct. 7 Sep. 29 Oct. 6

Final fixing in London $370.60 $418.10 $472.40 $471.80

New Tax Law on Charitable Contributions
The Hurricane Katrina Relief Act of 2005, which President Bush signed

into law on September 23, contains a number of changes to tax law
designed to encourage charitable giving. Among them is a provision
increasing the limit on the maximum amount of contributions that is
deductible in any one year. For cash contributions made during the period
August 28-December 31, 2005, the limit is increased from 50 percent to
100 percent of adjusted gross income.

For example, suppose an individual with an adjusted gross income of
$100,000 made contributions to various charities amounting to $25,000
prior to August 28, and contributed another $75,000 in cash to charity
between August 28 and the end of the year. The donor will now be able to
deduct $100,000 for 2005, resulting in zero income tax. Under prior law,
the maximum deduction would have been $50,000 for 2005, with a
carryover of the excess as a deduction for up to five years.

The increase in this deduction limit also enhances the tax benefits of
withdrawing funds from an IRA or other qualified retirement plan in order
to make a charitable contribution. Under the old law, such withdrawals
would be added to adjusted gross income and subject to tax. Under the
new law, the full amount added to income becomes deductible from
income as well, resulting in a “wash.”

These and other new tax breaks apply to all public charities, whether or
not they are engaged in hurricane-relief efforts. Congress made all
charities eligible, in order to also benefit those whose donations are down
because dollars that normally would have flowed to them may have been
diverted for Katrina relief.

As a scientific and educational organization, AIER is a qualified public
charity with 501(c)3 status under the IRS Code. Cash contributions are tax-
deductible. To ensure that our economic research is genuinely indepen-
dent, we do not accept grants from governments or corporations, nor do
we rely on a few wealthy donors. We derive our support primarily from
the contributions of our sustaining members and from the distribution of
our publications. Your gifts help to sustain our independent research and
support our education programs.

Charitable contributions may be made out to “AIER.” For more
information on AIER’s charitable giving programs, please contact Shaun A.
Buckler, Chief Financial Officer, at 413-528-1216.

…the obligations of pension plans

appear to be virtually open-ended.

Estimates of the liabilities of pension

plans are based on assumptions not only

regarding the return on assets available

to trustees of pension funds but also

regarding the level of benefits to be paid.

That eventual benefits often will be

based on an employee’s earnings

immediately prior to retirement

(possibly several decades in the future)

gives some insight into the “never-never

land” of pension fund accounting.

The relentless increases of prices

and incomes have repeatedly

invalidated the actuaries’ assumptions.

To date, this primarily has been reflected

in the inability of plans to fund past

service liabilities, but this inadequacy

has hurt only the relatively few

individuals who have lost pension rights

when their plans have been terminated.

The establishment of the Pension

Benefit Guaranty Corporation appears

to shift that risk to all employers with

pension plans. An increase in the

number of bankruptcies could result in

the termination of many plans, and the

insurance premiums required by the

Pension Benefit Guaranty Corporation

could increase to many times the

nominal amount initially projected.

Indeed, during the 30 years of its ex-
istence, the basic premium increased from
$1 per employee per year to $19 now. In
addition, since 1986, employers with in-
adequately funded plans have been re-
quired to pay an additional variable-rate
charge (now $9 per $l,000 of unfunded
vested benefits).

Yet even these huge premium increases
have not served to keep the PBGC solvent.
At the end of 2002, it was paying or due
to pay the pensions of about 1 million
persons (over half from companies in just
two industries: primary metals and air
transportation). In addition, the PBCC in-
sures the pension plans of over 21 million
workers whose pension plans are esti-
mated by the PBGC to be “underfunded.”
About 13 million workers were, on the
other hand, covered by “overfunded” de-
fined-benefit pension plans.

Facing the prospect of further large
bankruptcies among airlines early this
year, the Administration proposed stiffer
regulation of the funding of defined-ben-
efit plans as well as, you guessed it, an-
other hike in the PBGC’s premiums. Con-
gress appears about to enact somewhat
watered-down versions of the
Administration’s proposals.

However, the increased insurance pre-
miums are probably not the main reason
for the long-term abandonment of defined-

benefit plans, which have decreased in
number from 112,000 to less than 30,000
during the past 20 years. More likely, it
has been the cost, which can change mark-
edly whenever, as is usually the situation,
investment returns, price inflation, and
wage rates differ from the actuaries’ as-
sumptions. Variations in the required
funding of a defined benefit tend to be
“procyclical”—the obligations can soar at
the same time that a recession is curtail-
ing profits.

The costs of defined contribution plans
are just that—defined and therefore emi-
nently predictable. Defined-benefit plans
are thus likely to become a thing of the

past (except for government employees
who get their pensions from taxpayers
rather than investments). If the companies
that continue to offer defined-benefit plans
do not switch to defined contributions, say,
because their labor unions block the change,
they are likely to go the way of Bethlehem
Steel and Eastern Air Lines.

However, many analysts have concluded
that current contributions to 401(k) plans
and the like are unlikely to enable today’s
workers to purchase annuities sufficient to
provide what their parents often received in
retirement. Ironically, ERISA, which was
enacted to preserve workers’ pensions, has
helped foster their destruction. ❑


