The Pros and Cons of Immediate Annuities

Guaranteed payments provided by immediate annuities can help protect investors from troubled times - if the value of the annuity isn’t being slowly whittled away by inflation.

An annuity is a contract between an investor and an insurance company.

With an immediate annuity, which is a type of fixed annuity, you make a payment to an insurance company and shortly thereafter the insurance company makes fixed payments to you that can last for life.

While that may be appealing to many investors, the payments on an immediate annuity depend on the level of interest rates at the time the money is invested. 

When interest rates are low, that could be a problem. Moreover, the problem could be exacerbated if there is any pickup in inflation, which many economists fear is coming.

One way to address this problem is to invest in an immediate annuity that adjusts for inflation. 

Some annuities raise payments based on changes in a common inflation gauge known as the consumer price index. Others raise payments by a fixed percentage per year. Yet others increase payments only if interest rates rise by more than a certain percentage by a certain date.

While that may be appealing to many investors, the trade-off for annuities with inflation protection is often lower initial payouts. Another caveat is that some annuities that increase payments when inflation rises also reduce payments when inflation declines.

Thus, investors may want to consider another way to address this problem. Consider investing in several immediate annuities at several points in time. This allows investors to potentially capture different interest rates.

Of course, which approach makes the most sense for you depends on your individual financial situation and tolerance for risk, so your financial advisor can help you make an appropriate choice.

