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 Planning for retirement has become much more difficult in 

recent years. Aside from government workers and a few other in-

dustries, pension plans are largely a thing of the past. Social Secu-

rity does not provide sufficient income for the lifestyle that most 

retirees desire, and many young people are worried that the pro-

gram may not even be around by the time they reach retirement. 

People are also living much longer, which makes retirement plan-

ning much more complicated. Depending on your retirement age 

and life expectancy, you may have to fund a retirement period that 

could last 30 years or more. That greatly increases longevity risk, 

meaning the risk that you may outlive your retirement savings. 

 Faced with such a daunting task, many retirement savers turn to annuities in an effort to supplement their 

retirement income or protect the savings they have accumulated from a downturn in the market. Unfortunately, 

among financial advisers, annuities have long had a negative reputation that is often well-earned. The complex 

nature of these products makes them difficult for consumers to understand, and they are often laden with exces-

sive fees and commissions that are not readily apparent. Agents make grandiose claims about stellar returns but 

fail to mention how the excessive expenses that are built into the products will diminish returns. There’s an old 

joke about the annuity industry that says, “a fortune is made in the headline and then lost in the fine print.”  

For this reason, fee-only, commission-free registered investment advisors like Hanover have largely es-

chewed annuities. However, in recent years, the annuity industry has undergone something of a revolution. To-

day it is possible to purchase annuities from marketplaces that work to minimize fees and strip out commissions 

altogether, which makes them much more attractive. There is no one-size-fits-all solution to retirement planning, 

and many of the potential benefits of annuities can be realized through proper financial planning and portfolio 

management, but the recent advancements in the industry mean that annuities can serve as another arrow in your 

quiver to ensure you hit your financial target, particularly if you anticipate needing to rely heavily on Social Se-

curity for retirement income or are worried about how market downturns could impact your retirement plans. To 

better understand annuities and decide if one is the right fit for you, here are a few key points to keep in mind: 

 How Do Annuities Work? 

An annuity is an agreement between you and an insurance company to cover specific goals, such as prin-

cipal protection, estate planning or long-term care costs, but most commonly, annuities are designed to provide 

consumers with guaranteed income for life. An annuity works by transferring risk from the owner, called the an-

nuitant, to the insurance company. With a guaranteed lifetime income annuity, you are shifting your longevity 

risk onto an insurance company. Like other types of insurance, you pay the annuity company premiums to bear 

this risk. Premiums can be a single lump sum or a series of payments, depending on the type of annuity.  

Beyond these basics, there is little about annuities that is simple. Annuities and the rules under which 

they operate can be complicated, so it might help to recognize that the most common source of retirement in-
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come, Social Security, operates much like an annuity. Over the 

course of your working life, you pay into the Social Security sys-

tem. Then, when you retire, you will begin receiving payments 

based on your age at retirement and the amount you have paid 

into the system. Annuities operate in the same way. When an an-

nuity contract is initiated, you begin to pay premiums. These pre-

miums can be either a single lump sum or a series of payments, 

depending on the type of annuity. The premium-paying period is 

known as the accumulation phase. Unlike other types of insur-

ance, you don't pay annuity premiums indefinitely. Eventually, you stop paying the annuity and the annuity starts 

paying you. When this happens, your contract is said to enter the payout phase. 

There is a great deal of flexibility in how annuity payments are handled. Annuities can be structured to 

deliver a lump sum, payments for a fixed number of years, over the course of your lifetime, until you and your 

spouse have both passed away, or a combination of both lifetime income with a guaranteed "period certain" pay-

out. A "life with period certain annuity" pays you income for life, but if you pass away shortly after the payout 

phase begins, the annuity will continue to pay your beneficiary for the remaining years of the “period certain” that 

you chose when purchasing the annuity. As with Social Security, annuity lifetime income streams are based on 

the recipient's life expectancy, with smaller payments received over longer periods. This means that the younger 

you are when you start receiving income, the longer your life expectancy is, so your payments will be smaller. 

You also have the option of deferring the payout from your annuity for years or even decades. In the meantime, 

your premiums will continue to grow tax-deferred inside the annuity. Annuities are often used to supplement 

IRAs and 401(k)s because most annuities have no IRS contribution limits.  

There is a myriad of options when it comes to annuities, each with their own potential benefits and draw-

backs, so it is important that you work with a trusted advisor to ensure that the annuity is structured in such a way 

that it will help you achieve your financial goals. 

What Are the Benefits of the Different Types of Annuities? 

While all annuities have a similar structure of an accumulation phase and a payout phase, what happens to 

the money amassed during the accumulation phase and how your ultimate payout is determined can vary widely. 

There are dozens of different types of annuities offered, but broadly speaking, there are three that you should con-

cern yourself with. 

The first is a fixed annuity. Fixed annuities pay a guaranteed minimum rate of return and provide a fixed 

series of payments according to the conditions established when you purchase the annuity. During the accumula-

tion phase, the insurance company invests the premiums in high-quality, fixed-income investments like bonds. 

Since your rate of return is guaranteed, the insurance company bears all the investment risk with fixed annuities. 

One of the biggest benefits of fixed annuities is their predictability. Because a fixed annuity earns a set return, you 

can predict how much you’ll be earning in the future, which can make retirement planning much easier. The set 

rate of returns is also the biggest drawback to fixed annuities. While a fixed annuity avoids market losses, the 

tradeoff is it doesn’t share in market gains, and your savings may not grow as quickly as with other investments 

like stocks. Inflation is also a major concern, and once you start collecting payments, inflation can quickly erode 

the purchasing power of your annuity income, unless you purchase a cost-of-living-adjustment (COLA) rider, 

which results in smaller initial payments. For example, rather than collecting a $1,000 monthly payment over the 

life of the fixed annuity contract, you could buy a COLA rider that starts payments at $600 a month, but then in-

creases them by 2% each year to keep pace with inflation. 

Not all annuities guarantee a fixed rate of return. With a variable annuity, your premiums are invested in 
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a variety of subaccounts, which function simi-

larly to mutual funds. Each subaccount has an 

investment objective and charges a manage-

ment fee in addition to the insurance company's 

fees. The annuity's rate of return is based on 

the performance of these subaccounts. The in-

surance company does not guarantee variable 

annuity rates, so the annuitant bears all of the 

investment risk. Generally, you have the op-

portunity for higher returns than in a fixed an-

nuity, but markets are volatile, so there is much 

more downside risk as well. Previously, varia-

ble annuities offered just a handful of subac-

counts for customers to choose from, and the 

management fees were much higher than low-

cost mutual funds. Today, it is possible to find 

variable annuities that offer dozens of subac-

counts to choose from at a much lower cost, 

making them much more attractive to investors 

who wish to participate in the stock market and 

still enjoy the tax-deferred, insurance and life-

time income benefits of annuities. 

In recent years, fixed index annuities 

have become more popular, as in some ways, 

they offer the best of both worlds from fixed 

and variable annuities. In a fixed index annuity, 

your returns are based on a stock market index 

like the S&P 500, but with limits set on your 

potential gains and losses. Fixed index annuities come with set ceilings and floors that limit your returns and loss-

es to a specific range. Say for example your annuity was based on the S&P 500 and had a ceiling of 15% and a 

floor of 0%. In a year where the S&P 500 was up 10%, that would be your rate of return, but if the S&P 500 were 

up 20%, your rate of return would never be higher than 15%. Conversely, if the S&P 500 fell 10% for the year, 

you would not incur any losses. This maintains the relative safety of a fixed annuity but allows for market partici-

pation like with a variable annuity. This makes them particularly attractive for people who are nearing or in the 

early years of retirement, as it maintains the possible higher returns of stock market exposure but avoids sequence 

of return risk (see graph). 

What if I Already Have an Annuity? 

Because of the hefty commissions that they carry, insurance salespeople have been highly incentivized to 

sell annuities, and they have been successful. It is estimated that one out of every six dollars that Americans have 

saved for retirement is in annuities, so it’s possible that you may have already purchased one, prior to the recent 

changes seen in the industry. This means your annuity could be laden with hidden fees and high commissions, and 

if it is a variable annuity, you may be limited to choosing from a small selection of expensive subaccounts. Get-

ting out of an annuity can be a complicated and potentially costly endeavor and may result in fines, penalties and a 

large tax bill. Luckily, IRS code allows for 1035 exchanges, which means you can transfer your annuity from one 
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Hanover Advisor Bulletins  
Special Reminders to all Hanover Clients 

 

 We invite all clients to schedule an online portfolio review.  Because we respect your time, we offer three 
different meeting formats that vary in length and level of specificity. For more information or to schedule 
a meeting, please contact us. 

 

 The Hanover Advisors website can be accessed at hanoveradvisorsinc.com.  There you will find our latest 
newsletter and investment commentary, articles, our blog, and videos. You can also learn more about our 
services, access both the Black Diamond performance reporting system and your Pershing brokerage ac-
count(s).   

 

 All Hanover clients have free access to our internet-based reporting system known as Black Diamond. 
This robust system provides comprehensive performance reporting, asset allocation and risk assessment 
on clients’ portfolios. Our office is available to assist in accessing and utilizing the Black Diamond sys-
tem. 
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company to another without incurring a taxable event. You may still face the “surrender charges” that insur-

ance companies impose on customers who wish to withdraw their money before an agreed upon timeframe 

(usually 10 years). However, surrender charges diminish annually, and the savings realized by switching to a 

no-load, low-cost annuity may outweigh and fees incurred. If you have an existing annuity, please contact us to 

schedule a review of how you could benefit from the changes the industry has undergone in recent years. 

To better serve our clients, our team, and our community, Hanover has decided to relocate our 
main office from Greenville to the Clemson area of South Carolina. We are in the process of 
securing a permanent location for our headquarters, but in the meantime, we will be operating 
from: 
 

133 Thomas Green Blvd, Suite 206a 
Clemson, SC 29631 

 
We are happy to hold client meetings at this new location, at an executive conference space in 
the Atlanta area, or via teleconference over the internet, whichever is most convenient for you. 
 
To ensure delivery of correspondence as we transition to this new office, and then later to our 
permanent office location, please direct all mail to: 
 

PO Box 697 
Seneca, SC 29679 

 
If you have any questions or concerns, please contact us. 

Hanover’s New Office Space 

http://hanoveradvisorsinc.com/

