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The potential benefits of FIAs
may include unlimited
funding, tax-deferred growth,
the potential to create an
income stream for life, and a
death benefit that could avoid
probate.

Fixed indexed annuities (FIAs) are used by financial advisors and insurance agents for
income planning or to provide clients with market-based returns, while seeking to reduce
risk by limiting potential losses. Much like traditional, declared-rate fixed annuities, FIAs
offer a fixed rate of return, established by the insurance company, for any premium
allocated to that option. However, FIAs also offer the policy owner the additional choice
of a return tied to an underlying index. The owner can allocate funds to either of the
return choices, or allocate some to both. As with all annuities, FIAs may allow unlimited
funding, tax-deferred growth, the potential to create an income stream for life, and a
death benefit that could avoid probate.
According to Cerulli and Associates’ Insurance 2012: Evaluating Growth Capacity, Flows
and Product Trends, clients request annuities more than any other unsolicited product.
Within the FIA market, the S&P 500® is the leading index, offered in over 90% of all FIAs.
The S&P MidCap 400®, the S&P GSCI, the Dow Jones Industrial Average®, and the Dow
Jones U.S. Real Estate Index are also offered on many products. Since 2012, Risk
Control, or volatility-targeting mechanisms applied to indices have become common for
indexing choices within FIAs, with the S&P 500, the S&P 500 Low Volatility, the S&P 500
Dividend Aristocrats® and the Dow Jones U.S. Real Estate Index all being offered with a
risk control framework.
Exhibit 1: Comparison of Annuities
Benefits

Declared-Rate Annuity

Fixed Indexed Annuity

Tax-Deferred Growth

✔

✔

Unlimited Funding

✔

✔

Income Stream For Life

✔

✔

Death Benefit Avoids Probate

✔

✔

Additional Optional Riders

✔

✔

Declared-Rate Account

✔

✔

Indexed-Linked Account

✔

Source: S&P Dow Jones Indices.

Breaking FIAs down into two primary components—accumulation and distribution—can
provide a better understanding of how each part works in the whole.

The Accumulation Component
Like all traditional deferred annuities, FIAs are designed to accumulate funds over time.
These funds can come as premium payments or through interest earned on the
premiums paid into the policy. Most FIAs have single-premium policies, meaning they
will only take one lump sum payment, but some offer flexible-premium policies, which will
allow more than one payment into the policy. Once the funds are paid into the annuity
account, the owner of the FIA has two basic options for earning interest within the
account: a fixed rate of return based on a declared rate provided by the insurance carrier,
or an index-linked rate of return based on the performance of an underlying index.
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Typically, the client can place any percentage they choose in either account. Exhibit 2
shows how premiums are allocated, on average, to the indexed-linked account.
Exhibit 2: Industry-Wide Average Percentage of First-Year Premiums Allocated to
Each Index
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Source: Wink’s Sales and Market Report. Data as of third quarter, 2014.
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Getting Credit for Index Returns
FIAs have a minimum return
of zero, which protects the
owner of the product from
ever having a negative return
due to a negative year in the
underlying index.

For the index-linked account, FIAs use a crediting method that measures the percent
change in the underlying index over specified periods of time to determine the rate of
return. The two most popular methods, annual and monthly point-to-point, measure the
underlying index’s percent change over those respective periods (see Exhibit 3). The
percent of increase is subject to a cap, but because it is a fixed annuity, that account
always has a minimum return of zero. This protects the owner of the product from ever
having a return of less than zero due to a negative year in the underlying index.
The third most widely used method, monthly averaging, is the sum of the percent change
of 12 consecutive beginning or ending index values (depending on the contract), divided
by 12.
Exhibit 3: Percent of Premium Issued by Crediting Method
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Source: Wink’s Sales and Market Report. Data as of third quarter, 2014.
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The Distribution Component
As with all annuity contracts, owners or beneficiaries have access to the accumulated
funds. They can choose to receive the funds as a lump sum or over a period of time,
including during the annuitant’s lifetime. One of the major benefits of all annuity products
is potentially creating an income stream that the beneficiary cannot outlive once the
policy is annuitized. Annuitization occurs when the value within the policy is converted to
an income stream.
Distribution Options
As with most traditional fixed deferred annuities, FIA contracts usually offer the following
annuitization or distribution options.




Safety of the principle is a
major reason why FIAs have
become popular with the preretiree and retiree markets
over the past decade.




Certain Period: The annuity is paid out over a specified amount of time, such as five
or ten years.
Joint Life: The monthly payment is calculated on two lives and is paid until the last
named annuitant dies.
Joint Life with Certain Period: The monthly payment is calculated on the life of two
annuitants, with a certain number of payments guaranteed.
Life Only: The monthly payment is calculated only on the life of the annuitant. This
option typically provides the highest payout, because the payments stop when the
annuitant dies. The life-only option can be an effective hedge against an individual
outliving their retirement income.
Life with Certain Period: The monthly payment is calculated on the life of the
annuitant with a number of the payments, such as 10 or 20 years, guaranteed
regardless of the annuitant being alive for the entire period.
Lump Sum: The accumulated value of the policy is paid out to the owner or
beneficiary in one payment.

Penalties for Early Withdrawals
All annuities have a special tax-deferred treatment, so any distributions taken before the
owner is 59 ½ years old may be subject to a 10% tax penalty.
Surrender Charges
Most annuity products are for long-term savings and because of this, insurance
companies also base their investments on long-term investment horizons. To deter
annuity owners from making withdrawals earlier than anticipated, insurance companies
usually place surrender charges on the product contracts. These surrender charges can
be severe and vary by company and product. Understanding surrender charges and how
they apply to the FIA is critical before making a purchase.

Some Peace of Mind for Retirees
Safety of the principal is a major reason why FIAs have become popular with the preretiree and retiree markets over the past decade. FIAs offer purchasers a double layer of
protection. The first layer is the financial strength and claims-paying ability provided by
the insurance company. The second layer is that each state has a guarantee fund to
provide protection if the insurance company becomes insolvent. The benefits of the state
guarantee fund can vary dramatically, and each state’s life and health insurance
guarantee association is governed by state law, which determines the type and extent of
coverage

3

The Nuts and Bolts of Fixed Indexed Annuities

February 2015

Conclusion
Since their inception in 1995, retirees and pre-retirees have chosen FIAs as a viable,
retirement savings option because of their potential for market-linked returns combined
with zero minimum return features designed to limit potential losses. As more and more
baby boomers move into position for retirement, this type of product is projected to
continue as one of the fastest growing product types in the insurance industry.

Like What You Read? Sign up to receive updates on a broad range of index-related
topics and complimentary events.
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GENERAL DISCLAIMER
© 2015 by S&P Dow Jones Indices LLC, a part of McGraw Hill Financial, Inc. All rights reserved. Standard & Poor’s® and
®
S&P are registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”), a subsidiary of McGraw Hill Financial.
Dow Jones® is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). Trademarks have been licensed
to S&P Dow Jones Indices LLC. Redistribution, reproduction and/or photocopying in whole or in part are prohibited without
written permission. This document does not constitute an offer of services in jurisdictions where S&P Dow Jones Indices LLC,
Dow Jones, S&P or their respective affiliates (collectively “S&P Dow Jones Indices”) do not have the necessary licenses. All
information provided by S&P Dow Jones Indices is impersonal and not tailored to the needs of any person, entity or group of
persons. S&P Dow Jones Indices receives compensation in connection with licensing its indices to third parties. Past
performance of an index is not a guarantee of future results.
It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through
investable instruments based on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any
investment fund or other investment vehicle that is offered by third parties and that seeks to provide an investment return
based on the performance of any index. S&P Dow Jones Indices makes no assurance that investment products based on the
index will accurately track index performance or provide positive investment returns. S&P Dow Jones Indices LLC is not an
investment advisor, and S&P Dow Jones Indices makes no representation regarding the advisability of investing in any such
investment fund or other investment vehicle. A decision to invest in any such investment fund or other investment vehicle
should not be made in reliance on any of the statements set forth in this document. Prospective investors are advised to make
an investment in any such fund or other vehicle only after carefully considering the risks associated with investing in such
funds, as detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of the
investment fund or other vehicle. Inclusion of a security within an index is not a recommendation by S&P Dow Jones Indices to
buy, sell, or hold such security, nor is it considered to be investment advice. Closing prices for S&P US benchmark indices and
Dow Jones US benchmark indices are calculated by S&P Dow Jones Indices based on the closing price of the individual
constituents of the index as set by their primary exchange. Closing prices are received by S&P Dow Jones Indices from one of
its third party vendors and verified by comparing them with prices from an alternative vendor. The vendors receive the closing
price from the primary exchanges. Real-time intraday prices are calculated similarly without a second verification.
These materials have been prepared solely for informational purposes based upon information generally available to the public
and from sources believed to be reliable. No content contained in these materials (including index data, ratings, credit-related
analyses and data, research, valuations, model, software or other application or output therefrom) or any part thereof
(Content) may be modified, reverse-engineered, reproduced or distributed in any form or by any means, or stored in a
database or retrieval system, without the prior written permission of S&P Dow Jones Indices. The Content shall not be used for
any unlawful or unauthorized purposes. S&P Dow Jones Indices and its third-party data providers and licensors (collectively
“S&P Dow Jones Indices Parties”) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P
Dow Jones Indices Parties are not responsible for any errors or omissions, regardless of the cause, for the results obtained
from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. S&P DOW JONES INDICES PARTIES
DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES
OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE
ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT
WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Dow Jones Indices
Parties be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential
damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs)
in connection with any use of the Content even if advised of the possibility of such damages.
S&P Dow Jones Indices keeps certain activities of its business units separate from each other in order to preserve the
independence and objectivity of their respective activities. As a result, certain business units of S&P Dow Jones Indices may
have information that is not available to other business units. S&P Dow Jones Indices has established policies and procedures
to maintain the confidentiality of certain non-public information received in connection with each analytical process.
In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers
of securities, investment advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries,
and accordingly may receive fees or other economic benefits from those organizations, including organizations whose
securities or services they may recommend, rate, include in model portfolios, evaluate or otherwise address.
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