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Introduction

Introduction

Welcome to my book on annuities. Over my extensive career 
in the financial industry, I have observed a great deal of 
confusion surrounding annuities. Many people harbor 
misconceptions about these financial products, often believing 
they deserve the negative reputation they sometimes receive. 
My aim with this book is to dispel these myths and provide a 
clear, unbiased understanding of annuities and their use.

A product, in and of itself, is neither inherently good nor bad. 
Its value and effectiveness depend on how it is used and the 
integrity and knowledge of the person representing it. An 
annuity is a tool, like any other. Consider the analogy: if you 
attempt to fasten a screw with a hammer, the result will likely 
be disastrous. However, when you use a hammer to drive a 
nail, the result is productive. The same principle applies in the 
financial world: using the right tool for the job is crucial.

When a fixed annuity is presented as a vehicle to outperform 
or compete directly with the stock market, the expectations 
are unrealistic and may lead to disappointment. Conversely, 
when a fixed annuity is used appropriately — as part of a 
diversified portfolio — it can play a valuable role in achieving 
financial stability and security. The issue often lies not with 
the product itself but with how it is represented and applied.

This book describes the various types of annuities, their 
appropriate uses, and how they can be effectively integrated 
into a comprehensive financial plan. I firmly believe that the 
best advice comes from a dual-licensed fiduciary financial 
advisor, which is an RIA with a Series 65 license, and also 
the appropriate insurance license(s). Such professionals are 
bound by a legal and ethical duty to act in your best interests, 
providing guidance that is unbiased and tailored to your 
unique financial situation.
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This book is not intended to be an exhaustive resource on 
annuities. Instead, it is a plea for a paradigm shift about how 
we perceive and utilize annuities. Written from my perspective 
as an investment professional with over two decades of 
experience in portfolio management, this book intends to 
offer a fresh outlook on the strategic use of annuities and how 
annuities can contribute to a portfolio’s wealth preservation 
and accumulation.

As a portfolio manager, my goal is to determine a portfolio 
composition that provides the best risk-return profile to 
meet the client’s financial objectives. In this approach, the 
allocation to annuities is carefully considered based on their 
role in achieving the portfolio’s risk-return goals. It is a 
fiduciary process that leverages the benefits annuities offer, 
while balancing the risk tolerance and return requirements of 
the investor.

By embracing this purpose, we can better understand how 
annuities can be effectively integrated into a diversified 
portfolio, providing stability and security while aligning with 
the overall investment strategy.

My goal is to equip you with the knowledge and confidence to 
make informed decisions about annuities and to recognize the 
value they can bring when used correctly. By understanding 
the true nature of these products and the importance of 
working with a trusted advisor, you can make choices that 
align with your financial goals and contribute to a secure and 
prosperous future.

Let’s return for a moment to consider the unnecessary 
confusion about annuities. Fixed annuities frequently 
suffer from misunderstandings among investment advisors, 
insurance agents, and retail investors. However, they 
play a crucial role in diversified investment portfolios as a 
distinct asset class. This book introduces a new approach to 
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integrating fixed annuities into portfolios as recognized asset 
classes. By providing a clear understanding of what annuities 
are and how they can be productively applied, it’s possible 
that the negative biases perpetuated by investment advisors, 
insurance agents, and retail investors can be overcome … to 
the benefit of their clients.

Let me share the conclusion right away: investors should 
consider a wide range of asset classes when constructing a 
diversified portfolio, including annuities and other insurance 
products. Excluding these products based on personal biases 
is not advisable. In professional portfolio management, 
decisions are driven by mathematics, science, and a 
comprehensive, evidence-based fiduciary process, rather than 
emotions … or attitudes based on misinformed, mistaken or 
habitual thinking.

Let’s consider the potential baked-in biases of each group.

Investment Advisors: Investment advisors often lack 
insurance licenses, which prevents them from offering 
insurance products like annuities. This limitation can lead 
them to dismiss annuities altogether, viewing them as outside 
their area of expertise and compensation structure. Since they 
typically earn fees based on assets under management (AUM) 
rather than commissions, they may see insurance agents who 
sell annuities for commission as less credible or motivated 
purely by financial gain. This skepticism can result in a lack 
of effort to understand the nuances of annuities, which are 
essential for advising clients comprehensively. Despite their 
fiduciary duty to act in their clients’ best interests, this bias 
can prevent advisors from considering annuities as a viable 
option, potentially denying clients a suitable financial tool.

Insurance Agents: Conversely, insurance agents are 
licensed to sell annuities but often operate under different 
regulatory standards compared to investment advisors. They 
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may not necessarily be held to the fiduciary standard that 
requires them to prioritize their clients’ best interests above 
their own. This distinction can lead to a perception among 
clients that agents are acting in their best interests when, 
legally, they may not always be obligated to do so. Moreover, 
agents may overemphasize the benefits of annuities, 
particularly fixed index annuities linked to indices like the 
S&P 500, to align with clients’ expectations of stock market 
returns. This approach, driven by the commission-based 
compensation structure and limited investment product 
options, can contribute to a skewed portrayal of annuities as 
an ideal or exclusive investment solution, which is potentially 
erroneous.

Retail Investors: Retail investors face the challenge of 
navigating conflicting advice from investment advisors and 
insurance agents. On one hand, they receive warnings from 
advisors about the risks and limitations of annuities, often 
discouraging their use. On the other hand, insurance agents 
promote annuities as secure and beneficial, potentially 
overselling their advantages to secure sales. 

This tug-of-war leaves investors confused and skeptical, 
unsure of whom to trust. The perceived conflict of interest 
due to commission-based compensation further complicates 
a client’s decision-making process. As a result, many retail 
investors may avoid annuities altogether because of the 
confusion borne by the lack of appropriate information, 
possibly to their detriment for not fully comprehending the 
potential benefits nor, indeed, clearly understanding the 
circumstances of their potential drawbacks.

In short, biases among investment advisors, insurance agents, 
and retail investors contribute to misunderstandings about 
the nature of annuities. Addressing these biases requires 
education, transparency, and a balanced consideration of 
annuities within the context of individual financial goals and 
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their application in specific situations. By promoting informed 
decision-making and clarifying the roles and responsibilities 
of each party, greater trust and understanding can be fostered 
in the use of annuities as a valuable component of diversified 
investment portfolios.





Retail investors should seek guidance from Registered 
Investment Advisors (RIAs) who are dually licensed as 
fiduciary investment advisors (Series 65) and are properly 
insurance licensed. This dual licensure ensures that the 
advisor can offer a comprehensive range of financial products, 
including annuities, while adhering to a fiduciary standard, 
meaning they are legally obligated to act in the best interest of 
their clients.

Importance of Experience and Credentials

Beyond licensure, experience and expertise are essential. It’s 
not enough for an advisor to have merely passed a test; they 
should also possess significant industry experience and they 
should also possess advanced professional credentials. These 
credentials are evidence of extensive training and a much 
deeper understanding of the financial landscape. Some of the 
top credentials in the industry include:

•	 Certified Financial Planner (CFP): This 
credential indicates a comprehensive understanding of 
financial planning, covering areas such as retirement, 
investment, tax, and estate planning.

•	 Chartered Life Underwriter (CLU): This 
designation focuses on insurance and estate planning, 
demonstrating expertise in providing guidance on life 
insurance and estate strategies.

Chapter 1

Who Can You Trust?



Annuity Insight2

•	 Chartered Financial Analyst (CFA): A CFA 
Charterholder has a comprehensive knowledge of 
investment analysis, portfolio management, and 
financial ethics, making them highly qualified in the 
field of investment management.

Conducting Due Diligence

In addition to verifying credentials, retail investors should 
perform a BrokerCheck search. BrokerCheck is a tool provided 
by the Financial Industry Regulatory Authority (FINRA) 
that allows investors to check the professional background 
of brokers, investment advisors, and firms. This search can 
reveal any regulatory issues or disciplinary actions that may 
adversely affect the credibility of the person giving advice.

By seeking guidance from dually licensed Registered 
Investment Advisors with substantial experience and 
reputable credentials, retail investors can make more 
informed decisions. This helps mitigate biases and enhances 
the likelihood of achieving a well-diversified and effective 
investment portfolio. Utilizing resources like BrokerCheck 
further ensures that the advisor they choose has a clean 
regulatory record and is well-qualified to provide trustworthy 
and comprehensive financial advice.

Investors should consider a wide range of asset classes when 
constructing a diversified portfolio, including annuities and 
other insurance products. Since portfolio managers strive to 
craft portfolio compositions that optimize risk-return profiles 
to meet clients’ financial goals, they should include allocating 
annuities based on their alignment with the portfolio’s risk-
return objectives. Including annuities, as appropriate, is 
part of the fiduciary process of leveraging the advantages of 
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annuities while accommodating investor risk tolerance and 
return requirements.

As an asset class, fixed annuities typically offer low risk and 
low return characteristics, primarily serving to minimize 
portfolio draw downs and mitigating longevity risk — the 
concern of outliving one’s financial resources. Some annuities 
uniquely guarantee income for an individual’s lifetime. 
However, they aren’t suitable for every investor and are 
generally best utilized as part of a diversified portfolio rather 
than its core component.

The Dual Role of Investments: Offense and Defense in 
Portfolio Management

Just as in sports, investments can play different positions 
in a portfolio … offense, defense, or both. In the domain of 
investing, risk-on assets are typically associated with offensive 
strategies, aiming for higher returns but also carrying higher 
risks. Conversely, risk-off assets are usually aligned with 
defensive strategies, focusing on capital preservation and 
stability, often at the expense of higher returns. However, 
some assets have the flexibility to play both sides of the ball 
depending on the market and economic conditions.

Annuities, traditionally viewed as risk-off assets, exemplify 
this dual capability. While they are primarily known for 
their risk mitigation features, such as capital preservation 
and guaranteed income, they also offer potential for returns, 
especially fixed index annuities (FIAs) that are linked to 
market indices. This combination allows annuities to function 
both as offensive and defensive players in a portfolio.
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Depending on the current stage of the market and economic 
cycle, portfolios can be strategically positioned and 
repositioned to focus more on offense or defense. During 
periods of economic growth and market uptrends, portfolios 
may be tilted toward more offensive positions, emphasizing 
risk-on assets like equities and higher-yield bonds to capitalize 
on the upward momentum. In times of economic slowdown 
or market downturns, the focus can shift toward defensive 
positions, increasing the allocation to annuities and other risk-
off assets to preserve capital and ensure stable income.

Annuities, with their unique blend of offensive and defensive 
characteristics, can be particularly valuable in this dynamic 
balancing act. They offer flexibility to either play a stronger 
defensive role, protecting capital during downturns, or 
contribute to offensive strategies by leveraging market-
linked growth opportunities during uptrends. By integrating 
annuities into the investment strategy, investors can achieve 
a balanced approach that provides both stability and growth, 
helping to smooth the transition across different market 
conditions.

To summarize, just as athletes adapt their roles on the 
field based on the game’s demands, portfolio investments 
must be strategically managed to play offense, defense, or 
both. Annuities, with their dual potential for return and 
risk mitigation, exemplify this versatility. By understanding 
the current market and economic cycle, portfolios can be 
effectively positioned and repositioned, utilizing the strengths 
of annuities to achieve a harmonious balance between both 
growth and protection.

The main point: Having an annuity in your portfolio 
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could be an important factor for wealth accumulation and 
preservation, and should be seriously considered. In the 
following pages, the value and significance of having an 
annuity will become even more profound.

My Credibility 

You may be wondering why you should trust the information 
presented in this book. After all, how do you know I’m not just 
another annuity salesperson?

So … Hello! I’m Joe, and I’m excited to share how Synergy 
Asset Management, LLC, came to be and how my background 
can help you achieve your financial goals.

I have over 30 years of experience in multiple roles in the 
financial industry. My career began in 1990 with John 
Hancock where I initially sold insurance. Over time, I 
progressed into management, overseeing the recruitment, 
training, and hiring of numerous financial service 
professionals. This extensive experience provided me with a 
broad and deep understanding of the industry and gave me a 
solid foundation for my work with clients.

As I advanced in my career, I created a securities broker-
dealer branch office system that mandated compliance 
responsibilities. These roles equipped me with a 
comprehensive understanding of the financial services 
industry and the importance of regulatory compliance. I 
have always maintained a high level of professionalism, and 
I am proud to say I have never had any regulatory issues 
throughout my career.
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My background includes founding four distinct firms: an 
SEC-registered advisory firm, a formal business valuation 
consulting firm, a mergers and acquisitions commercial 
real estate firm, and an insurance brokerage company. This 
diverse experience led me to offer a holistic approach to 
financial planning, integrating personal and business financial 
strategies. As both a Certified Financial Planner (CFP) and 
a CFA Charterholder, I offer a unique perspective to your 
aspirations, providing comprehensive and strategic guidance 
tailored to your needs.

In my private practice, I have focused on the needs of 
individual investors as well as the specific needs of helping 
business owners integrate their personal financial planning 
with their business financial planning and analysis (FPA). 
This holistic approach has enabled my clients to engineer 
the complexities of operating and expanding a business 
effectively. 

My extensive credentials, including CFA©, CFP©, CLU, 
ChFC, MSFS, CVA, CM&AA, ABAR, and CCIM, reflect my 
continual commitment to excellence and my ability to provide 
high-level professional advice. Adding to my credibility, I have 
authored eight books, and also taught Principles of Corporate 
Finance at my alma mater, Seattle Pacific University, as an 
adjunct faculty member.

By working with me, my team at Synergy Asset Management, 
and our associated SAAMTM advisors, you can be confident 
you are receiving guidance from a seasoned professional with 
a long and successful track record. I believe my fiduciary 
duty,  high level of professionalism, extensive credentials, 
and unwavering commitment to regulatory compliance will 
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establish confidence that you are receiving the highest quality 
of service and financial advice. 

Thank you for taking this journey with me, demystifying the 
value and correct application of annuities so you can see how 
they can augment your financial future.





To properly apply the value of annuities in a portfolio, 
my primary focus is on understanding the capital market 
assumptions that drive: 

1.	 Expected returns

2.	 Expected risk (measured by standard deviation) 

3.	 Correlations with other asset classes such as stocks and 
bonds

My approach always first prioritizes the quantitative aspects 
of portfolio construction; this first step precedes my interest 
over the specific features and benefits of an annuity product. 
Obviously, we must first consider the best investment 
elements for your needs and customized portfolio. An annuity 
may or may not be right for you, and we won’t know until your 
financial goals are reviewed.

However, one way annuities are unique is that they are bound 
by zero loss of capital due to their guaranteed protection 
features, which differentiates them from other investments. 
Imagine: no capital loss! Most portfolios can benefit from such 
a generous characteristic.

The Role of Capital Market Assumptions

Capital Market Assumptions (CMAs) are projections 
about future returns, risks, and correlations of various asset 
classes. These assumptions are foundational for modern 

Chapter 2

Integrating Annuities into a 
Comprehensive Investment Strategy
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portfolio theory and effective investment strategy. They are 
the building blocks to portfolio construction and guide us 
with understanding the appropriate allocation of annuities in 
your portfolio. This is not a sales process, it’s a math process.  
Here’s why CMAs are critical:

1.	 Expected Returns: These are the average returns 
that an asset class is anticipated to generate over 
a specific period. For annuities, this includes the 
guaranteed minimum returns and any potential 
additional returns based on index performance.

2.	 Expected Risk (Standard Deviation): This 
measures the volatility or variability of returns. 
Annuities typically have lower standard deviation due 
to their guaranteed protection against loss, making 
them a stabilizing asset in a diversified portfolio.

3.	 Correlation: This measures how different asset 
classes move in relation to each other. Annuities, 
with their unique return structures, often have low or 
negative correlations with stocks and bonds, enhancing 
portfolio diversification while reducing overall risk. 
Fixed index annuities will have higher correlations to 
their index.

Figure 1: Example of Assumptions and Correlations.
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Modern Portfolio Theory (MPT)

Modern Portfolio Theory, developed by Harry Markowitz, 
the American Nobel prize economist, provides a framework 
for constructing a portfolio that maximizes returns for a given 
level of risk. MPT emphasizes diversification to reduce risk 
without sacrificing returns. Here’s how annuities fit into this 
theory:

1.	 Diversification: Including annuities in a portfolio 
can enhance diversification because their performance 
is not directly correlated with traditional asset classes 
like stocks and bonds. This reduces the portfolio’s 
overall risk.

2.	 Risk-Return Optimization: By combining assets 
with varying levels of risk and return, MPT aims to 
create an efficient frontier — a set of optimal portfolios 
offering the highest expected return for a given level 
of risk. Fixed annuities, with their guaranteed returns 
and zero loss of capital, can shift the efficient frontier, 
potentially enhancing portfolio efficiency.

3.	 Stability: Annuities provide a predictable income 
stream and protect against downside risk, making 
them an attractive option for risk-averse investors. 
This stability is particularly valuable during market 
downturns, where other asset classes might experience 
significant volatility.

The Efficient Frontier. The efficient frontier is a concept 
in modern portfolio theory that represents the set of optimal 
portfolios offering the highest expected return for a given level 
of risk. It is a graphical representation that shows the trade-
off between risk and return. Portfolios that lie on the efficient 
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frontier are considered efficient because they provide the 
maximum return for a specified level of risk, or the minimum 
risk for a given level of return. By investing in portfolios along 
the efficient frontier, investors may achieve the best possible 
returns while managing their risk exposure according to their 
risk tolerance and investment goals.

Figure 2: Example of an Efficient Frontier Chart.

Portfolio optimization is the way we build an efficient frontier 
for a client’s portfolio, and it is the process of selecting the 
best mix of assets to achieve specific investment goals while 
managing risk. Every investment has risk, and the efficient 
frontier is a mathematical representation of how a portfolio 
can capture the most return (potential for gain) with the least 
risk (potential for loss).

This process involves balancing the trade-off between risk 
and return to create a portfolio that aligns with an investor’s 
risk tolerance, return objectives, and investment constraints. 
The goal is to maximize returns for a given level of risk or 
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to minimize risk for a desired level of return, often using 
mathematical models and tools like the efficient frontier. 
By systematically evaluating different asset combinations, 
portfolio optimization helps investors achieve a well-
diversified and efficient portfolio. 

When optimizing a portfolio, we begin by selecting several 
asset classes for the optimization engine to consider, 
typically including 8 - 13 different classes. One of these asset 
classes is fixed index annuities. The optimization process 
is mathematical, meaning that the inclusion and weight of 
each asset class are determined scientifically. If an annuity 
is selected, it is because it contributes to optimizing the 
portfolio, making its inclusion an efficient choice based 
on data and analysis. This selection is not influenced by 
the insurance company’s name or the specific features and 
benefits of the annuity. The process is entirely objective, not 
subjective.

Importance of Dynamic Monitoring and 
Adjustment in Portfolio Construction

Dynamic monitoring and adjustment of inputs to the efficient 
frontier — such as expected returns, expected risk, and 
correlations — are crucial for maintaining the accuracy and 
relevance of the portfolio construction process.

Expected Returns: These represent the anticipated future 
performance of assets or asset classes, based on historical 
data, economic indicators, fundamental analysis, and market 
outlook. However, expected returns are not static and can 
change due to shifts in market conditions, economic factors, 
or company-specific events. Regular reassessment of factors 
influencing returns, such as company earnings, economic 
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indicators, industry trends, or market sentiment, allows 
for more accurate and up-to-date estimations. By adjusting 
expected returns, the efficient frontier can be recalibrated to 
reflect current market conditions and investor expectations. 
This way, your portfolio stays relevant to your specified 
outcomes.

Expected Risk: Typically measured by volatility or standard 
deviation, expected risk reflects the potential fluctuations 
or uncertainty in asset returns. The risk associated with 
different assets or asset classes can evolve due to changes in 
market conditions, geopolitical events, regulatory changes, or 
shifts in investor sentiment. Nothing stays the same! Regular 
monitoring of expected risk by your financial advisor allows 
for the incorporation of new information and adjustments to 
the risk profiles of assets. By dynamically adjusting expected 
risk inputs, the efficient frontier can account for changes 
in risk and provide a more accurate representation of the 
risk-return tradeoff, giving your portfolio an edge when it 
undergoes timely recalibration.

Correlations: Correlations measure the relationship 
between the returns of different assets or asset classes, 
depicting how assets move in relation to each other and 
influencing the diversification benefits of a portfolio. 
Correlations are not static and can also change over time 
due to various factors, including economic conditions, 
market trends, or regulatory shifts. Dynamic monitoring 
of correlations by your financial advisor is essential to 
capture changes in asset relationships and dependencies. By 
regularly assessing and updating correlations, the efficient 
frontier can incorporate the most recent information on how 
assets co-move and interact with each other, ensuring that 
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the diversification benefits of the portfolio are accurately 
represented, benefitting you with more closely aligned 
outcomes.

In summary, dynamic (continual) monitoring and adjustment 
of inputs to the efficient frontier — including expected 
returns, expected risk, and correlations — are crucial for 
accounting for changing market conditions and meeting 
investor expectations. Continuously assessing and updating 
these inputs helps the efficient frontier remain relevant and 
provide a more accurate representation of the risk-return 
tradeoff. This process leads to better-informed portfolio 
construction decisions and improved risk management within 
the investment process … with the intention of achieving the 
desired financial results.

As market conditions change, we maintain your portfolio’s 
efficiency by adjusting it according to periodic efficient 
frontier calculations. In the following chart, you can see how 
the efficient frontier shifts.
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Figure 3: Different Efficient Frontiers in                                 
Multi-Year Time Ranges.

Traditional asset allocation refers to a classic approach 
to portfolio construction that emphasizes distributing 
investments among a limited set of asset classes, primarily 
stocks, bonds, and cash. Within these broad asset classes, 
investors can achieve further diversification by considering 
various subsets or categories, such as large-cap stocks, small-
cap stocks, international stocks, emerging market stocks, 
different sectors within the bond market, etc. The purpose 
of this nuanced diversification strategy is to balance risk and 
return more effectively by spreading investments across a 
broad spectrum of financial instruments and markets.
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Traditional Allocation                    
(the old way)

New Asset Allocation

Stocks 30% Stocks 60%
Large Cap Stocks Large Cap Stocks
Small Cap Stocks Small Cap Stocks
Mid Cap Stocks Mid Cap Stocks
International Stocks International Stocks

Bonds 25% Bonds 15%
Mortgage Bonds Mortgage Bonds
U.S. Govt. Bonds U.S. Govt. Bonds
Corporate Bonds Corporate Bonds
Municipal Bonds Municipal Bonds

Annuity 20%
Growth Annuity
Income Annuity

Cash 15% Cash 5%
Total Allocation 100% Total Allocation 100%

Figure 4: Traditional vs. Modern                                                    
Asset Class Diversification.

New asset allocation approaches have broadened beyond 
traditional asset classes like stocks, bonds, and cash to 
incorporate insurance products such as annuities and 
alternative investments. This expansion increases the capacity 
for greater diversification and the potential to enhance 
portfolio stability and returns by including a wider range of 
financial instruments.

Here is a HYPOTHETICAL illustration of three portfolios: 
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Figure 5: Example of Annuities in a Portfolio.

1.	 The first portfolio is a moderate mix of Large Cap 
Stocks, US Bonds, an Asset Allocation strategy, a Fixed 
Index Annuity, Real Estate, and International Stocks. 

2.	 The second portfolio consists of 60% Equity and 40% 
Fixed Index Annuity. 

3.	 The third portfolio comprises 60% Equity and 40% 
Bonds. 

The illustration on the previous page demonstrates that 
annuities can be integrated into a portfolio similarly to other 
asset classes or serve as an alternative to bonds. 

Additionally, the next chart ranks these portfolios by the 
Sharpe Ratio: the moderate diversified allocation model 
ranks highest, followed by the 60% Equity and 40% Annuity 
portfolio, and lastly, the 60% Equity and 40% Bond portfolio. 
As will be discussed later, annuities can act as a bond 
alternative in performance but with added features and 
benefits, particularly the benefit of capital loss prevention.

International 
All Cap

Real Estate

Annuity

Asset 
Allocation

Bonds

Large 
US Blend

Annuity

Large US Blend

MODERATE 60% STOCK, 
40% ANNUITY

Bonds

Large US Blend

60% STOCK, 
40% BOND
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Figure 6: Example of Sharpe Ratio Rankings.

The Sharpe Ratio is a measure used in investment analysis to 
assess the risk-adjusted return of an investment portfolio. It is 
calculated by subtracting the risk-free rate of return from the 
portfolio’s average return and then dividing this result by the 
portfolio’s standard deviation, which measures its volatility. A 
higher Sharpe Ratio indicates a more attractive risk-adjusted 
return, meaning the portfolio generates more return per unit 
of risk taken. Essentially, it helps investors understand if 
the returns on an investment are due to smart decisions or 
excessive risk. By comparing Sharpe Ratios, investors can 
better evaluate the performance and efficiency of different 
portfolios, guiding their decisions.
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Overview of the Asset Allocation Process

Figure 7: The Asset Allocation Process.

The asset allocation process involves both supply side factors, 
such as identifying asset classes and evaluating capital market 
conditions, and also demand side factors, such as assessing 
the client’s assets, liabilities, risk tolerance, and preferences. 
Here is a summary of the key steps involved:

A. Supply Side:

1.	 Identify Asset Classes: The process begins by 
identifying and categorizing various asset classes, 
including stocks, bonds, cash, real estate, commodities, 
and alternative investments. Each asset class has 
unique characteristics and potential risk-return 
profiles.
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2.	 Evaluate Capital Market Conditions: Assess 
economic indicators, interest rates, inflation, and 
geopolitical factors to understand the prevailing 
market environment. These conditions influence the 
expected returns and risks associated with different 
asset classes.

3.	 Prediction Procedures and Modern Portfolio 
Theory (MPT): Use MPT to combine expected 
returns, expected risks, and expected correlations 
to construct an efficient portfolio. This involves 
estimating these parameters based on historical data, 
fundamental analysis, econometric models, and other 
methods.

B. Demand Side:

1.	 Evaluate Investor’s Assets and Liabilities: 
Assess the investor’s financial situation, including 
current investments, savings, debts, investment 
horizon, income, and expenses.

2.	 Client’s Risk Tolerance Function: Understand the 
investor’s willingness and ability to accept investment 
risks by considering their investment knowledge, 
goals, time horizon, liquidity needs, and risk capacity. 
Onpointe is an industry leading risk assessment 
software program that can assist in this step. 

3.	 Determine Client’s Risk Tolerance: Based on 
the evaluation, determine the investor’s specific risk 
tolerance level to define the appropriate level of risk for 
their investment portfolio.
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C. Integration and Optimization:

1.	 Combine Expected Returns, Risks, and 
Correlations: Integrate the expected returns, risks, 
and correlations of the various asset classes with the 
investor’s risk tolerance to define acceptable risk-
return tradeoffs.

2.	 Portfolio Optimization: Use mathematical 
optimization techniques to determine the optimal asset 
allocation that maximizes expected return for a given 
level of risk or minimizes risk for a desired return. This 
includes considering diversification benefits and risk 
management strategies.

3.	 Evaluation and Acceptance: Evaluate the 
recommended asset allocation against the investor’s 
objectives, preferences, and constraints. If necessary, 
refine the allocation to ensure alignment with the 
investor’s goals and risk tolerance.

4.	 Initialize Portfolio: Once the recommended 
allocation is accepted, implement the investment plan 
by purchasing the selected securities or assets.

D. Monitoring and Review:

1.	 Ongoing Monitoring: Regularly monitor the 
portfolio to track performance, assess the ongoing 
suitability of the asset allocation, and make 
adjustments as needed. This includes reviewing 
individual investment performance and rebalancing 
the portfolio.

2.	 Hedging and Risk Management: Employ risk 
management techniques, such as but not limited to 
hedging strategies, to mitigate specific risks within the 
portfolio.
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The asset allocation process is a repetitive and dynamic 
process that analyzes both supply side factors, such as asset 
class characteristics and market conditions, and demand 
side factors, such as the investor’s goals, risk tolerance, and 
preferences. Regular review and adjustments are essential 
to ensure the portfolio remains aligned with the investor’s 
objectives and evolving market conditions to potentially reach 
the investor’s financial goals.

Objective Portfolio Construction

My approach to portfolio construction is grounded in the 
principles of MPT and guided by rigorous analysis, not 
subjective opinions. Here’s what I prioritize when working 
through the process:

1.	 Objective Analysis: I base portfolio decisions on 
quantitative analysis of capital market assumptions 
(CMAs). This includes expected returns, standard 
deviation, and correlations, ensuring that each asset’s 
contribution to the portfolio is scientifically validated.

2.	 Client Goals and Constraints: Every portfolio 
is tailored to align with the client’s unique goals, 
aspirations, and constraints as outlined in their 
investment policy statement. This personalized 
approach ensures that the portfolio is best suited to 
achieve the client’s financial objectives.

3.	 Math and Science Over Emotion: I do not allow 
personal feelings about any asset class, whether stocks, 
bonds, or annuities, to influence portfolio decisions. 
The focus remains on constructing a portfolio that 
delivers optimal performance based on empirical data 
and robust financial theory that is in the best financial 
interests of the client.
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By integrating annuities into a well-diversified portfolio using 
the principles of modern portfolio theory and capital market 
assumptions, I seek to create a strategy that balances risk and 
return in alignment with your financial goals. This data-driven 
approach ensures that your portfolio is constructed on a solid 
foundation of quantitative analysis, providing you with a 
robust and resilient investment strategy.

Developing an Optimized Portfolio: A Strategic 
Process

Creating an optimized portfolio is a strategic process that 
begins with two essential factors:

1.	 The client’s Investment Policy Statement (IPS)

2.	 Capital market expectations

Investment Policy Statement (IPS)

The Investment Policy Statement is a written document that 
guides the management of an investment portfolio. It typically 
includes:

•	 Investment Goals and Objectives: Clearly defined 
goals and objectives to align the portfolio with the 
client’s financial aspirations.

•	 Risk Tolerance Limits: Parameters to manage the 
level of risk the client is both willing and able to take.

•	 Investment Strategies: Descriptions of the 
strategies that will be used in managing the portfolio.

•	 Asset Types: Specification of the types of assets that 
will be included in the portfolio.
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•	 Investment Parameters and Limitations: 
Guidelines and restrictions for investments that seek to 
meet the client’s requirements.

•	 Liquidity Requirements: Provisions to meet the 
client’s need for liquid assets.

While an IPS is not a financial plan, it plays an essential role 
in the broader financial strategy by setting expectations and 
providing a disciplined structure for evaluating portfolio 
performance. It also offers guidelines for acceptable 
investments. In essence, it is the blueprint the investment 
advisor follows. It is also intended to guide the advisor 
according to the best interests of the client.

A. Capital Market Expectations

Capital market expectations define the potential risks and 
returns of entire classes of investments, rather than specific 
investments. These expectations help establish an optimal 
blend of investments to balance expected risks and returns, 
aiming to achieve the client’s investment goals. The process 
involves:

•	 Historical Analysis: Evaluating the real return and 
risk of asset classes over the past 5, 10, and 25 years.

•	 Current Context: Considering the current 
economic environment, business and market cycles, 
technological changes, geopolitical factors, and more.

This structural approach identifies the economic drivers of 
return and risk for individual asset classes, providing a basis 
for creating an asset allocation strategy.
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B. Fixed Index Annuities in Portfolio Construction

When incorporating fixed index annuities, capital market 
expectations guide the selection of market indexes used in the 
annuity, ranging from equity to bond market indexes.

Asset Allocation Modeling

Asset allocation modeling programs develop the 
recommended portfolio mix, using fixed annuities as an asset 
class based on their risk-return characteristics. This process 
determines if an annuity is appropriate for the portfolio and 
the optimal amount to include. Decisions about annuity 
allocation are driven by:

•	 Portfolio Diversification: Assessing if the annuity 
helps in diversifying the portfolio.

•	 Risk Management: Evaluating the annuity’s 
contribution to managing overall portfolio risk.
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Figure 8: Example of a Work-in-Progress                                    
Asset Allocation Chart.

This approach attempts to make use of an annuity as an 
optimization decision rather than a sales decision, focusing on 
its beneficial contribution to the portfolio.

Monte Carlo Simulation

Monte Carlo simulation is a statistical technique used to 
model and analyze the behavior of complex systems and 
processes. By generating a large number of random samples 
based on specified parameters and probability distributions, 
it helps estimate the range of possible outcomes and their 
likelihood. In finance, Monte Carlo simulations are often used  
in attempts to predict the future performance of investment 
portfolios by simulating various economic scenarios and 
market conditions. 

This approach provides a comprehensive view of potential 
risks and returns, allowing investors to make more informed 
decisions based on the probability of different outcomes. 
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Monte Carlo simulation further evaluates a range of possible 
outcomes and the return probabilities of different allocation 
mixes, from extreme possibilities to middle-of-the-road 
scenarios. The ideal portfolio is identified at the point on the 
efficient frontier that aligns with the investor’s return and risk 
objectives.

Returning to our HYPOTHETICAL Moderate Allocation 
Portfolio, the table and chart below illustrate the results of 
2,000 Monte Carlo simulations. To read the table, note that 
the 1-year expected return ranges from 22.67% at the 95th 
percentile to -7.73% at the 5th percentile, with an expected 
average (50th percentile) return of 5.2%. This means that 
90% of the time, the portfolio return will fall between 22.67% 
and -7.73%, with an average return of 5.2%. Over a 20-year 
time horizon, the expected returns range from 9.07% at the 
95th percentile to 2.28% at the 5th percentile, with an average 
return of 5.5%.

2000 Monte Carlo Simulations

Moderate Model

Project 
Year

95th 50th 5th

1 22.67 5.20 -7.73
3 14.50 5.40 -2.83

5 12.48 5.40 -0.73
20 9.07 5.50 2.28

Figure 9: Example of 2,000 Monte Carlo Simulations. 
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Figure 10: Graphed Example of the                                               
2,000 Monte Carlo Simulations.

Notice that while the average expected return remains stable 
across different time frames, the range of returns smooths out 
over time. However, be cautious when interpreting average 
returns. For instance, if the average return is 5% based on 
individual returns of 15% in Year One and -5% in Year Two 
((-15% + -5%) / 2), it doesn’t mean the portfolio earned 5% in 
any given year. 

Rather, it indicates that some years experienced a 15% gain, 
while others saw a 5% loss. The average of 5% does not 
reflect a consistent annual return, but indicates an average 
of fluctuating yearly performances instead. To address the 
potential misleading nature of average returns, it is common 
to use the compound annual growth rate (CAGR), also known 
as the geometric return. 
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CAGR provides a more accurate measure of an investment’s 
performance over time by considering the effects of 
compounding. Unlike the arithmetic average, which can be 
skewed by volatile returns, CAGR represents the consistent 
annual growth rate needed for an investment to grow from 
its beginning balance to its ending balance, smoothing 
out fluctuations and providing a clearer picture of long-
term performance. In the example above, the CAGR is 
approximately 4.5% compared to an arithmetic average of 5%.

In summary, by combining the disciplined structure 
provided by the IPS with rigorous analysis of capital market 
expectations, portfolio managers can create optimized 
portfolios that meet their clients’ financial goals. The 
integration of fixed index annuities, guided by math and 
science, may enhance diversification and risk management, 
attempting to ensure a well-rounded investment strategy 
that may have the ability to add more wealth accumulation or 
wealth preservation benefits, or both, for the client.



Many financial advisors view annuities as a viable alternative 
to bonds within an investment portfolio. This professional 
perspective is based on the similarities in risk and return 
expectations between annuities and bonds, and augmented 
by the unique benefits that annuities offer, particularly the 
protection against loss. 

Both fixed annuities and bonds are designed to provide a 
steady stream of income. There are a variety of different types 
of annuities, often with different parameters; some annuities 
offer periodic payments that can be structured to last for a 
specific period or for the lifetime of the annuitant, much like 
the regular interest payments from bonds. Additionally, fixed 
annuities guarantee a specific rate of return, similar to the 
fixed interest rate provided by bonds, making them attractive 
for conservative investors seeking stable returns. Using the 
services of a fiduciary advisor could be a very wise decision.

One of the most significant advantages of annuities over bonds 
is the protection against capital loss. Fixed annuities and 
certain types of indexed annuities guarantee the preservation 
of the principal amount, ensuring that the investor does 
not lose their initial investment. This feature is particularly 
valuable during periods of market volatility or economic 
downturns. Annuities can also provide lifetime income, 
resolving the risk of outliving one’s assets — a feature bonds 
do not offer. This makes annuities an essential tool for 

Chapter 3

Annuities as a Bond Alternative
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retirement planning, providing financial security for as long as 
the annuitant lives, a benefit many retirees applaud!

Moreover, annuities offer tax-deferred growth, meaning 
the interest earned on the annuity is not taxed until it is 
withdrawn. This allows the investment to compound more 
efficiently over time, potentially leading to higher accumulated 
values compared to taxable bond investments. Annuities 
also offer a variety of payout options, including lump-sum 
payments, systematic withdrawals, or annuitized payments 
over a set period of time or throughout the annuitant’s 
lifetime. This flexibility can be tailored to meet the specific 
financial needs and goals of each investor.

Incorporating annuities as a bond alternative can enhance 
diversification within a portfolio. Annuities can reduce overall 
portfolio risk by providing a stable, non-correlated income 
stream that complements other asset classes such as equities 
and traditional bonds. During market downturns, annuities 
can act as a buffer, maintaining their value and providing 
a reliable income source when other investments may be 
underperforming. 

This stability helps preserve the portfolio’s overall value 
and supports long-term financial planning. By offering a 
guaranteed return and protection against loss, annuities help 
manage investment risk, especially for conservative investors 
or those nearing retirement. This risk management aspect can 
be crucial with ensuring that the investor’s financial goals are 
met without exposing them to undue risk.

Viewing annuities as a bond alternative allows financial 
advisors to leverage the unique benefits of annuities while 
maintaining similar risk and return expectations to bonds. 
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Annuities provide additional advantages, such as zero losses, 
longevity protection, tax-deferred growth, and flexible payout 
options. These features make annuities a valuable component 
of a well-diversified and strategically managed investment 
portfolio, particularly for investors, retired or not, seeking 
stability and reliable income in uncertain market conditions.

Maintaining the Annuity Allocation Over Time 

Capital market expectations evolve in response to changing 
market conditions, necessitating adjustments to asset 
allocations over time. Market cycles, geopolitical events, 
monetary policy shifts, regime changes, and other factors 
influence market risk and expected returns. Additionally, 
the individual performance of various asset classes within a 
portfolio will shift allocation balances, potentially requiring 
rebalancing to maintain alignment with the efficient frontier.

For new clients and their portfolios, different allocations may 
be appropriate based on current conditions. However, changes 
in existing portfolios should be grounded in thorough analysis 
of asset valuation, correlation, and variance relationships 
among asset classes, as well as the trading costs, including 
taxes and fees. If rebalancing does not improve returns or 
reduce risk, it may not be the right decision.

Reallocating within the framework of annuities is a slower, 
more strategic decision that requires careful consideration 
of the costs and anticipated benefits. Factors to consider 
include whether it makes sense to increase the annuity 
position, whether changes within the annuity’s structure (such 
as modifying the index used in a fixed index annuity) are 
beneficial, and the impact of surrender charges.
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The current interest rate environment must also be evaluated 
to determine if the potential for greater returns justifies the 
costs associated with reallocating funds from the annuity. 
Exploring penalty-free withdrawal strategies and systematic 
withdrawal options can also be critical for optimizing the 
annuity allocation. Strategic decisions should always aim to 
enhance the portfolio’s performance while aligning with the 
client’s long-term financial goals and risk tolerance.

Understanding Market Value Adjustment (MVA) 
in Annuities

Market Value Adjustment (MVA) is a feature included in some 
fixed indexed annuities that allows the insurance company to 
adjust the value of the annuity if it is surrendered before the 
end of the guaranteed period. The MVA can either increase 
or decrease the annuity’s value based on the interest rate 
environment at the time of surrender. MVA may sometimes be 
a good option to use in rebalancing annuity allocations.

How MVA Works

1.	 Interest Rate Movements: The MVA is typically 
linked to changes in interest rates. If interest rates 
have risen since the annuity was purchased, the MVA 
will likely decrease the surrender value of the annuity. 
Conversely, if interest rates have fallen, the MVA could 
increase the surrender value.

2.	 Calculation: The exact calculation of the MVA 
varies by insurance company and contract but 
generally involves comparing the original interest rate 
environment at the time of purchase with the current 
interest rates.
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Applying MVA to Rebalancing Annuities

When considering rebalancing annuities within a portfolio, 
understanding and applying the MVA is crucial. Here’s 
how the MVA can impact and be utilized in the rebalancing 
process:

Assessment of Rebalancing Needs:

1.	 Current Portfolio Allocation: Evaluate the current 
asset allocation and determine if the annuity portion 
needs to be adjusted to maintain the desired risk-
return profile.

2.	 Market Conditions: Analyze the current interest 
rate environment to understand how the MVA might 
affect the value of the annuity upon surrender or 
partial withdrawal.

Impact of MVA on Surrender Value:

1.	 Interest Rate Increase: If interest rates have 
increased since the annuity purchase, the MVA 
will likely reduce the surrender value. This might 
discourage rebalancing through surrender as it could 
result in a financial loss.

2.	 Interest Rate Decrease: If interest rates have 
decreased, the MVA could increase the surrender 
value, making it more attractive to rebalance by 
reallocating annuity funds.

Strategic Rebalancing Decisions:

1.	 Evaluating Alternatives: Consider the cost of 
the MVA against potential benefits of reallocating 
funds to other asset classes. If the MVA results in a 
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lower surrender value, it might be more beneficial to 
maintain the current annuity allocation.

2.	 Partial Withdrawals: Instead of fully surrendering 
the annuity, evaluate the possibility of partial 
withdrawals. This approach may minimize the impact 
of the MVA while still allowing for some reallocation.

3.	 Rider Options: Explore any available riders or 
features in the annuity contract that might provide 
flexibility without incurring significant MVA penalties. 
For instance, some contracts may offer penalty-free 
withdrawals under certain conditions.

Long-Term Implications:

1.	 Future Interest Rate Projections: Consider 
projections for future interest rates. If interest rates 
are expected to rise, delaying rebalancing might be 
beneficial to avoid a larger MVA penalty.

2.	 Overall Portfolio Strategy: Ensure that any 
rebalancing decision aligns with the overall portfolio 
strategy and the client’s long-term financial goals.

Example of MVA in Rebalancing

Suppose you have an annuity purchased five years ago when 
interest rates were 3%. The current interest rate environment 
has risen to 4%. If you decide to rebalance and surrender the 
annuity, the MVA will apply a downward adjustment to the 
surrender value because current rates are higher than the 
original rate.

•	 Surrender Decision: If the MVA reduces the 
surrender value significantly, it might not be cost-
effective to rebalance by surrendering the annuity.
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•	 Partial Withdrawal: Alternatively, you might 
consider a partial withdrawal, which might be subject 
to a lesser MVA impact, allowing some reallocation 
without a substantial financial penalty.

•	 Maintain Position: If the MVA penalty outweighs 
the benefits of rebalancing, maintaining the current 
annuity allocation might be the best option.

Understanding and applying the MVA is essential when 
considering rebalancing annuities within a portfolio. The 
MVA can significantly impact the surrender value based on 
interest rate changes, making it crucial to carefully evaluate 
the current and projected interest rate environment, the 
cost of the MVA, and the overall portfolio strategy. Strategic 
decisions should aim to optimize the portfolio’s performance 
while aligning with the client’s financial goals and minimizing 
unnecessary financial penalties.

Dollar Cost Averaging Out of an Annuity and 
Back into Risk-On Assets

Dollar cost averaging (DCA) out of an annuity and back into 
risk-on assets, such as equities, can be a strategic move, 
especially in volatile markets. Here’s how this approach can be 
beneficial and how it can be implemented effectively.

Scenario Overview

Imagine you allocated $500,000 to a Fixed Index Annuity 
(FIA) when equity markets were at higher levels, hoping that 
the momentum would continue. However, the market corrects 
by 20%, reaching a recent low. This situation presents a 
potential opportunity to withdraw funds from the annuity and 
reinvest them in equities at a lower point, adhering to the buy-
low, sell-high strategy.
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Benefits of Dollar Cost Averaging Out of Annuities

1.	 Buying at Lower Prices:

When the market has corrected and is at a lower point, it 
can be an opportune time to buy equities. By withdrawing 
funds from the annuity and reinvesting in equities, you 
can purchase more shares at a lower price, potentially 
enhancing long-term returns.

2.	 Capital Protection:

Fixed Index Annuities are designed to protect capital, 
as they do not lose value when the market drops. This 
means that while the equity market has declined by 20%, 
the value of your annuity remains stable, preserving your 
capital for reinvestment.

3.	 Mitigating Market Timing Risks:

Dollar cost averaging involves investing a fixed amount at 
regular intervals, which helps mitigate the risks associated 
with market timing. By gradually reallocating funds from 
the annuity to equities, you spread the investment over 
time, reducing the impact of short-term market volatility.

4.	 Overcoming Caps and Participation Limits:

Annuities often have caps or participation rates that 
limit the upside potential compared to direct equity 
investments. By moving funds back into equities, you can 
remove these constraints and potentially benefit more 
from market rebounds.



Annuities as a Bond Alternative 39

Implementation Strategy

1.	 Evaluate Withdrawal Options:

Review your annuity contract to understand the available 
withdrawal options. Some contracts may offer penalty-free 
withdrawals up to a certain limit, or you might consider 
partial withdrawals to minimize surrender charges.

2.	 Determine DCA Schedule:

Decide on a schedule for dollar cost averaging, such 
as monthly or quarterly intervals. Determine the fixed 
amount to be withdrawn and reinvested in equities at each 
interval.

3.	 Monitor Market Conditions:

While dollar cost averaging helps mitigate timing risks, it’s 
still important to keep an eye on market conditions and 
economic indicators. Adjust the DCA schedule if necessary 
to align with significant market movements.

4.	 Rebalance the Portfolio:

As you gradually shift funds from the annuity to equities, 
periodically review and rebalance your overall portfolio 
to ensure it remains aligned with your risk tolerance, 
investment goals, and asset allocation strategy.

Example

Let’s illustrate this with an example:

1.	 Initial Allocation:

You initially allocate $500,000 to an FIA (fixed index 
annuity). The equity market is high, but it corrects by 20%.
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2.	 Market Correction:

The market correction presents an opportunity. The FIA 
protects your $500,000 from the market drop.

3.	 DCA Strategy:

You decide to withdraw $50,000 from the FIA and 
reinvest it into equities over the next several months or 
quarters; let’s say five (5) months. 

4.	 Investment Process:

Each month, regardless of market conditions, you invest 
$10,000 into a diversified equity portfolio. This approach 
spreads your risk and takes advantage of lower market 
prices.

Considerations

1.	 Withdrawal Penalties:

Be aware of any penalties or surrender charges associated 
with early withdrawals from the annuity. These costs 
should be factored into your decision-making process.

2.	 Tax Implications:

Consider the tax implications of withdrawals. While the 
principal from non-qualified annuities is not taxed again, 
the earnings portion of the withdrawal may be subject to 
ordinary income tax.

3.	 Long-Term Goals:

Ensure that the DCA strategy aligns with your long-
term financial goals and risk tolerance. It’s important to 
maintain a balance between seizing market opportunities 
and preserving financial stability.
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Dollar cost averaging out of an annuity and back into risk-
on assets like equities can be a powerful strategy, especially 
during market corrections. By preserving capital within the 
annuity and gradually reallocating funds to equities, you can 
take advantage of lower market prices while mitigating the 
risks associated with market timing. This strategy leverages 
the protective features of annuities and the growth potential of 
equities, aligning with the fundamental investment principle 
of buying low and selling high.

Dollar Cost Averaging into a Fixed Index Annuity 
(FIA)

Dollar cost averaging (DCA) into a Fixed Index Annuity (FIA) 
can be an effective strategy for protecting gains from an 
appreciating stock portfolio by gradually moving those gains 
into a more stable, risk-off asset. Here’s how this strategy can 
be implemented and its potential benefits.

Scenario Overview

Suppose you have a stock portfolio basis of $1,000,000 that 
has appreciated to $1,200,000 over time. To protect these 
gains and reduce risk, you may consider selling $100,000 
of the appreciated value and moving it into a Fixed Index 
Annuity (FIA).

Benefits of Dollar Cost Averaging into an FIA

1.	 Protecting Gains:

By periodically moving gains from a high-risk stock 
portfolio to a low-risk FIA, you can lock in profits and 
protect your gains from potential market downturns.
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2.	 Reducing Volatility:

FIAs provide downside protection, ensuring that your 
principal is protected even if the stock market declines. 
This reduces the overall volatility of your investment 
portfolio.

3.	 Capital Preservation:

FIAs guarantee that you will not lose your principal 
investment. This is particularly beneficial for investors 
who are nearing retirement or those with lower risk 
tolerance.

4.	 Diversification:

Allocating a portion of your portfolio to an FIA adds 
another layer of diversification, spreading risk across 
different asset classes and investment vehicles.

Implementation Strategy

1.	 Determine DCA Schedule:

Decide on a regular schedule for transferring funds from 
your stock portfolio to the FIA. This could be monthly, 
quarterly, or based on specific market conditions.

2.	 Identify Amount to Transfer:

Based on your overall financial strategy and risk tolerance, 
determine the amount you will transfer at each interval. 
For example, you might decide to move $25,000 every 
quarter until you have transferred $100,000.

3.	 Sell Stock Gains:

At each interval, sell a portion of your stock portfolio 
gains. Ensure that the stocks sold have appreciated in 
value to avoid realizing losses.
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4.	 Purchase FIA:

Use the proceeds from the stock sales to purchase or add 
to your FIA. This process should be repeated according to 
your DCA schedule.

Example

Let’s illustrate this with a step-by-step example:

1.	 Initial Portfolio:

Your stock portfolio has grown from $1,000,000 to 
$1,200,000.

2.	 DCA Schedule:

You decide to transfer $25,000 every quarter into an FIA 
over the next year, totaling $100,000.

3.	 Quarter 1:

Sell $25,000 worth of appreciated stocks from your 
portfolio. 

Use the $25,000 to purchase or add to your FIA.

4.	 Quarter 2 to 4:

Repeat the process each quarter, moving an additional 
$25,000 into the FIA.

Considerations

1.	 Tax Implications:

Be mindful of the tax implications of selling appreciated 
stocks. Long-term capital gains tax may apply, but this 
could be a positive strategic move if it aligns with your 
overall tax planning strategy.
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2.	 Market Conditions:

Monitor market conditions to ensure that you are selling 
at advantageous times. This doesn’t mean trying to time 
the market perfectly, but rather ensuring you are not 
selling during significant downturns if it can be avoided.

3.	 FIA Features:

Understand the features of the FIA you are purchasing, 
including caps, participation rates, and any surrender 
charges. Ensure that the FIA aligns with your financial 
goals and risk tolerance.

4.	 Overall Portfolio Strategy:

Ensure that the DCA strategy into an FIA aligns with your 
broader investment strategy and financial goals. Consider 
how this move fits into your retirement planning, risk 
management, and income needs.

Dollar cost averaging into a Fixed Index Annuity (FIA) from 
an appreciating stock portfolio is a strategic way to protect 
gains, reduce volatility, and preserve capital. By gradually 
reallocating a portion of your portfolio into a low-risk, 
guaranteed product, you can achieve a balanced approach that 
leverages the growth potential of equities while mitigating 
risk through the stability of an FIA. This strategy not only 
safeguards your hard-earned gains but also aligns your 
investment approach with long-term financial goals and risk 
management principles.

Realities of Portfolio Diversification

When annuities are recognized as an asset class, their 
inclusion in a portfolio is determined by their appropriateness 
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and their ability to provide reasonable insurance against 
longevity risk while reducing overall portfolio risk.

As Roger VanScoy aptly put it, “Knowing our risks provides 
opportunities to manage and improve our chances of success.” 
Diversification’s value as a risk management tool lies in its 
potential to mitigate portfolio losses during severe market 
downturns and enhance the portfolio’s ability to recover 
quickly from losses. This is achieved by investing in asset 
classes that are expected to perform inversely at different 
stages of the market cycle. 

Fixed annuities are true diversifiers because they are not 
highly correlated with other asset classes. Market cycles have 
minimal impact on the value of fixed annuities because they 
are protected from loss.

At its core, risk is the loss of one’s investment. Fixed annuities 
guarantee the preservation of principal and a contractual rate 
of return crediting mechanism, ensuring that their value can 
never go to zero, barring the failure of the annuity provider.

While investors often seek high returns with low risk, this is 
as elusive as a pink unicorn—it simply doesn’t exist. However, 
adding a low-risk annuity to a portfolio can lower the required 
return needed to withstand market shocks. Fixed annuities 
generally offer better returns than money market funds or 
cash, with the added option of lifetime income. 

When the contract is annuitized, payments are based on 
the life expectancy of the contract holder. If the holder 
outlives this expectancy, the long-term return on the contract 
significantly improves. Properly structured, the annuity 
company assumes the longevity risk.
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Annuities may not be suitable for every portfolio, but their 
benefits warrant careful consideration when creating asset 
allocations. Ultimately, it comes down to mathematics: Does 
the annuity add value to the portfolio? Is limiting portfolio 
risk and enhancing return beneficial to the investor? Is the 
annuity in the best interests of the client?



The CFA Institute is widely recognized as the gold standard 
in the investment industry, primarily due to its rigorous 
certification process, adherence to ethical standards, and 
commitment to advancing investment knowledge and 
practices. 

The Chartered Financial Analyst (CFA) Program is renowned 
for its comprehensive curriculum covering a wide range of 
topics, including ethics, quantitative methods, economics, 
financial reporting and analysis, corporate finance, 
equity investments, fixed income, derivatives, alternative 
investments, portfolio management, and wealth planning. The 
program consists of three levels of exams, each progressively 
challenging, testing not only knowledge but also the ability 
to apply concepts in practical scenarios. Candidates typically 
spend over 300 hours studying for each exam level, reflecting 
a deep commitment to the field of investment management.

Ethical standards are a cornerstone of the CFA designation. 
The CFA Institute’s Code of Ethics and Standards of 
Professional Conduct require Charterholders to act with 
integrity, competence, diligence, and respect for others. One 
of the core principles is to always place the client’s interests 
above their own, ensuring a fiduciary duty that is fundamental 
to the trust placed in CFA Charterholders by clients. They 
must also practice transparency and fair dealing, treating all 
clients fairly and equally.

Chapter 4

Understanding the CFA Institute’s 
IPS Model
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The CFA Institute also emphasizes lifelong learning, 
encouraging members to engage in ongoing professional 
development through its Continuing Education Program. This 
commitment ensures that CFA Charterholders stay current 
with evolving industry practices, regulations, and market 
conditions. The Institute provides numerous resources, 
including seminars, webinars, publications, and conferences, 
to help members stay informed about the latest developments 
in the investment industry.

CFA Charterholders possess deep analytical skills, enabling 
them to perform in-depth research and analysis, evaluate 
complex financial instruments, and develop advanced 
investment strategies. The curriculum includes a global 
perspective, preparing Charterholders to work in diverse 
markets and with a broad range of financial products. 

The CFA Institute also plays a crucial role in setting industry 
standards and advocating for best practices in investment 
management. It regularly publishes research and position 
papers on key issues affecting the industry and engages with 
regulators and policymakers to promote regulations that 
protect investors and ensure fair, efficient markets.

In terms of portfolio management, CFA Charterholders are 
skilled in identifying, assessing, and managing various types of 
investment risks. They apply sophisticated risk management 
techniques to protect client portfolios and use principles from 
modern portfolio theory to construct diversified portfolios 
tailored to meet specific risk-return objectives. They also 
employ rigorous methods to measure and evaluate investment 
performance, ensuring that portfolios are managed effectively 
and align with clients’ goals.
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In review, the CFA Institute’s gold standard in investments 
is characterized by a rigorous certification process, a strong 
ethical framework, a commitment to lifelong learning, 
advanced analytical skills, advocacy for industry best 
practices, and a comprehensive approach to portfolio 
management. These elements combine to produce investment 
professionals who are highly knowledgeable, ethically 
grounded, and dedicated to serving the best interests of their 
clients. By adhering to these standards, CFA Charterholders 
uphold the integrity and professionalism that the investment 
industry demands.

With a better understanding of the CFA Institute’s gold 
standard in investment practices, we can now more clearly 
review a key tool that embodies these principles: the 
Investment Policy Statement (IPS).

The CFA Institute’s Investment Policy Statement (IPS) model 
provides a structured framework for managing investment 
portfolios. It outlines the objectives and constraints that guide 
the investment process, ensuring that the portfolio aligns with 
the client’s financial goals and circumstances. 

The model focuses on two primary objectives—risk and 
return—and five key constraints: time horizon, taxes, liquidity, 
legal, and unique circumstances.

Objectives

1.	 Risk:

Definition: Risk refers to the potential for losses or 
the variability of returns associated with an investment 
portfolio.
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Assessment: Clients’ risk tolerance and risk capacity 
must be assessed. Risk tolerance is the client’s willingness 
to take on risk, while risk capacity is their financial ability 
to endure potential losses.

Management: The IPS outlines strategies for managing 
risk, such as diversification, asset allocation, and risk-
reducing financial instruments.

2.	 Return:

Definition: Return is the expected financial gain or 
performance of the investment portfolio over time.

Target: The IPS specifies the required rate of return to 
meet the client’s financial goals, considering their risk 
tolerance and investment horizon.

Alignment: The return objective must align with 
the client’s financial goals, ensuring that the portfolio 
is structured to achieve the desired outcomes within 
acceptable risk parameters.

Constraints

1.	 Time Horizon:

Definition: The time horizon is the period over which 
the investment portfolio is expected to achieve the client’s 
financial goals.

Impact: Longer time horizons typically incorporate 
higher risk tolerance due to the potential for recovery from 
short-term market fluctuations, whereas shorter time 
horizons may require more conservative investments to 
preserve capital.

Consideration: Different goals may have different time 
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horizons, and these variations need to be integrated into 
the overall investment strategy.

2.	 Taxes:

Definition: Taxes impact the net returns of the 
investment portfolio and must be managed efficiently.

Strategies: The IPS includes tax-efficient investment 
strategies, such as the use of tax-advantaged accounts, tax-
loss harvesting, and asset location optimization.

Impact: Understanding the client’s tax situation helps 
with minimizing the tax burden and maximizing after-tax 
returns.

3.	 Liquidity:

Definition: Liquidity refers to the ability to quickly 
convert investments into cash without significant loss of 
value.

Needs: The IPS identifies the client’s need for liquidity 
to meet short-term expenses, emergency funds, and other 
immediate financial obligations.

Management: Ensures that sufficient liquid assets are 
available to meet these needs without disrupting the long-
term investment strategy.

4.	 Legal:

Definition: Legal constraints involve any regulatory, 
legal, or contractual obligations that must be considered 
when managing the investment portfolio.

Compliance: The IPS ensures that all investments 
comply with relevant laws and regulations, such as ERISA 
for retirement accounts, or specific requirements for trusts 
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and endowments.

Restrictions: Any legal restrictions on certain types of 
investments or strategies are outlined to ensure adherence 
to legal requirements.

5.	 Unique Circumstances:

Definition: Unique circumstances are specific client 
preferences, values, or situations that may impact the 
investment strategy.

Examples: Ethical or socially responsible investing 
preferences, specific asset preferences or restrictions, or 
unique financial situations such as concentrated stock 
positions or significant non-financial assets.

Customization: The IPS accommodates these unique 
factors to tailor the investment strategy to the client’s 
personal values and specific needs.

Example of an IPS Using the CFA Model

Client: Jane Doe

Objectives:

1.	 Risk: Moderate risk tolerance. Willing to accept some 
volatility for higher returns but prefers a balanced 
approach.

2.	 Return: Required rate of return of 6% annually to 
achieve retirement goals.

Constraints:

1.	 Time Horizon: 20 years until retirement, followed by 
a need for steady income for an additional 25 years.
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2.	 Taxes: High current income tax bracket; use tax-
advantaged accounts where possible.

3.	 Liquidity: Need for $50,000 in liquid assets for 
emergency purposes.

4.	 Legal: Comply with regulations governing retirement 
accounts and any specific legal restrictions.

5.	 Unique: Preference for socially responsible 
investments, avoid investments in tobacco and fossil 
fuels.

Strategy:

•	 Asset Allocation: 50% equities, 20% bonds, 20% 
Fixed Index Annuity, 10% alternative investments.

•	 Diversification: Broadly diversify within each asset 
class to manage risk.

•	 Tax Management: Utilize Roth IRAs and 401(k) 
plans, employ tax-loss harvesting.

•	 Liquidity Management: Maintain a cash reserve of 
$50,000.

•	 Socially Responsible Investing (SRI): Focus on 
ESG (Environmental, Social, and Governance) criteria 
for stock selection.

The CFA Institute’s IPS model provides a comprehensive 
framework for managing investment portfolios, ensuring 
alignment with the client’s objectives and constraints. By 
focusing on the critical factors of risk, return, time horizon, 
taxes, liquidity, legal requirements, and unique circumstances, 
the IPS guides the portfolio manager in creating and 
maintaining an investment strategy that meets the client’s 
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financial goals and personal preferences.

The CFA Institute’s Views on Annuities

The CFA Institute, known for its rigorous standards and 
comprehensive approach to investment management, offers 
a nuanced perspective on annuities. Here are the key points 
reflecting their views on annuities:

1.	 Role in Diversification:

The CFA Institute recognizes annuities as a tool for 
diversification within a portfolio. By providing a stable, 
guaranteed income stream, annuities can help balance the 
volatility of other asset classes like stocks and bonds.

2.	 Risk Management:

Annuities are viewed as effective instruments for 
managing longevity risk — the risk of outliving one’s 
savings. Fixed annuities, in particular, offer predictable 
payments that can provide financial security in retirement.

3.	 Tax Advantages:

The CFA Institute acknowledges the tax-deferred growth 
offered by annuities, which can enhance the accumulation 
of wealth over time. This feature allows investors to defer 
taxes on earnings until withdrawals are made, potentially 
resulting in higher overall returns.

4.	 Complexity and Fees:

The CFA Institute advises caution regarding the 
complexity and fees associated with variable annuities. 
Variable annuities often come with high fees, including 
surrender charges, administrative fees, and mortality and 
expense risk charges, which can erode returns. Investors 
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are encouraged to fully understand these costs and 
consider them when evaluating the suitability of annuities.

5.	 Use in Retirement Planning:

Annuities can be a valuable component of retirement 
planning, providing a guaranteed income that can 
complement other retirement savings vehicles like IRAs 
and 401(k)s. However, the CFA Institute emphasizes 
the importance of aligning annuity products with the 
individual’s overall financial goals and risk tolerance.

6.	 Product Suitability:

The CFA Institute stresses the importance of suitability 
when recommending annuities. Financial advisors must 
ensure that the specific annuity product fits the client’s 
needs, financial situation, and investment objectives. This 
aligns with the fiduciary duty to act in the best interest of 
the client.

7.	 Regulatory Considerations:

The CFA Institute supports robust regulatory frameworks 
to protect consumers in the annuity market. Ensuring 
transparency, fair disclosure of terms and conditions, and 
protection against misleading sales practices are essential 
for maintaining investor trust.

8.	 Educational Resources:

The CFA Institute provides educational resources and 
research on annuities to help investment professionals and 
investors make informed decisions. These resources cover 
the various types of annuities, their benefits, risks, and 
appropriate use cases within a diversified portfolio.
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With a clear understanding of the CFA Institute’s perspective 
on annuities, we can now apply these principles in practice 
through the creation of an Investment Policy Statement 
(IPS). The IPS serves as a priority tool in aligning investment 
strategies, including the use of annuities, with the client’s 
overall financial goals and risk management framework.



A fixed annuity is a contract between the annuity holder and 
an insurance company designed to meet specific financial 
goals. Both parties commit to certain obligations under this 
contract. In exchange for a lump sum payment or a series 
of contributions, the insurance company agrees to pay a 
guaranteed rate of interest, typically higher than that of CDs 
or other traditional investments due to the long-term nature 
of annuities, for a set period.

The Accumulation and Payout Stages

During the accumulation stage, the annuity earns and 
reinvests interest. When the contract transitions to the payout 
stage, the annuity holder can choose how to receive the return 
of principal and interest. The payout options are diverse 
and can be tailored to individual needs. Payments can be 
structured to last for a fixed number of years, for the holder’s 
lifetime, until both the holder and their spouse pass away, or 
as a combination of lifetime income and a guaranteed “period 
certain” payout. For example, a “life with period certain 
annuity” provides income for life but ensures that if the holder 
dies within a specified period, the beneficiaries will continue 
to receive payments for the remaining time.

Participants in an Annuity Contract

1.	 Owner: The person who buys the annuity and pays 
the premiums.

Chapter 5

Annuity Insights
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2.	 Annuitant: The person, usually the owner, who is 
entitled to receive the annuity payments and whose age 
and life expectancy are used to calculate benefits.

3.	 Beneficiary: The person who receives the death 
benefit when the annuitant dies, such as a surviving 
spouse.

How Annuities Work

Annuities are sold by insurance companies but can also be 
obtained through banks or brokerage firms. Here’s a basic 
overview of setting up an annuity contract:

1.	 Selection and Purchase: Participants select an 
annuity type and pay into a plan purchased through an 
insurance company, bank, or broker.

2.	 Investment and Interest: The insurance company 
invests the payment from the annuitant, so the account 
earns interest on top of the original amount invested 
for the duration of the contract.

3.	 Payout: Once the annuitant decides to receive 
payments from the annuity, these payments will 
consist of the return of the original investment plus 
interest, minus any fees.

4.	 Income Stream: The annuitant receives income 
during their retirement period.

Important Considerations

An annuity’s value depends entirely on the insurance 
company’s ability to fulfill its commitments. Therefore, it’s 
paramount to assess the financial strength of the insurance 
company before entering into an annuity contract.
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When considering an annuity, it’s essential to understand 
that the money you invest is generally not accessible until 
the annuity payout begins, except for contractual withdrawal 
amounts. Additionally, you may be charged a penalty if you 
withdraw your money early, particularly if you are not yet 
59½, which can include an additional 10% tax penalty.

Annuities are designed as long-term investments and have 
limited liquidity. While many annuities permit the withdrawal 
of some interest earnings (typically 5-10% per year) without a 
penalty, taxes and early withdrawal penalties may still apply. 
Additionally, withdrawals exceeding the penalty-free amount 
often incur a surrender charge, which is a percentage of the 
amount withdrawn and typically decreases over a 7 - 10 year 
period until it is eliminated.

Fixed annuities, as insurance products, are not regulated 
by the U.S. Securities and Exchange Commission (SEC). 
Therefore, promotional information may not fully disclose 
the risks and returns associated with an annuity. It is crucial 
to work with a fiduciary financial advisor who is experienced 
in analyzing annuity structures to ensure you receive 
comprehensive and unbiased advice.

To better serve investment advisors, some annuity providers 
have developed fiduciary annuities with no surrender charges 
and products with lower fee structures. Your financial advisor 
can guide you toward the appropriate annuity structure that 
best fits your financial situation and goals.

By understanding these aspects, you can better appreciate how 
annuities can serve as a reliable income source in retirement 
while being aware of the constraints and penalties associated 
with early withdrawals.
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Annuities vary widely in terms of their structure, fees, 
payouts, penalties, and flexibility, allowing for highly 
customizable financial plans. This flexibility means you can 
select an annuity that aligns closely with your financial goals 
and risk tolerance.

Types of Annuities

There are several types of annuities to choose from, each with 
its own unique features. Before selecting an annuity, consider 
your financial goals, the desired payout timeframe, and the fee 
structure. Here is an outline of the different annuity types:

1.	 Immediate Annuity:

Payout Timing: Starts shortly after a single premium 
payment is made.

Use Case: Ideal for those seeking immediate income, 
typically within a year of the initial investment.

2.	 Deferred Annuity:

Payout Timing: Starts at a predetermined date in the 
future.

Use Case: Suitable for individuals planning for 
retirement or other long-term financial goals.

3.	 Fixed Annuity:

Payout: Based on a guaranteed amount specified in the 
contract.

Risk: The insurance company bears the investment risk, 
providing stable, predictable payments.

Use Case: Best for those seeking security and a 
guaranteed income stream.
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4.	 Indexed Annuity:

Payout: Provides a guaranteed return with the potential 
to share in market earnings.

Risk and Reward: Offers a balance between guaranteed 
returns and the possibility of higher earnings based on 
market performance.

Use Case: Suitable for those looking for a mix of security 
and growth potential.

5.	 Variable Annuity:

Payout: Variable and not guaranteed, with options for 
minimum guarantees at an additional cost.

Fees: Includes various charges such as mortality and 
expense risk fees, contract fees, administrative fees, and 
costs for underlying investment options.

Risk and Reward: Value fluctuates with market 
performance, involving the potential for higher returns as 
well as the risk of loss.

Use Case: Designed for long-term investment, 
particularly for retirement. Best for those comfortable with 
market risk and seeking potentially higher returns.

Considerations for Variable Annuities

When considering a variable annuity, keep in mind that 
these are long-term investment vehicles designed primarily 
for retirement purposes. The value of a variable annuity can 
fluctuate, and investing always involves risks which includes 
the potential loss of principal. Carefully evaluate the fee 
structure and understand the risks associated with variable 
annuities to make an informed decision.
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By understanding the different types of annuities and their 
features, you can select the one that best aligns with your 
financial goals and risk tolerance.

While there are several types of annuities to consider, this 
book is primarily focused on fixed index annuities (FIA). A 
fixed annuity is one of the most flexible financial investments, 
and may offer guaranteed payments and durations. This 
flexibility makes fixed annuities an attractive option for those 
seeking stable, reliable income streams. 

We will not cover variable annuities in detail. If you believe 
a variable annuity might be appropriate for your financial 
situation, it is important to understand the different fee 
structures and seek guidance from a fee-only fiduciary advisor. 
This approach ensures that you receive unbiased advice and 
can compare traditional variable annuities with those that 
might offer lower fees and more transparent costs. By doing 
so, you can make a well-informed decision that aligns with 
your long-term financial goals.

Fixed annuities come in two primary styles:

1.	 Fixed Interest Rate Annuities: These are the 
simplest type of annuity contract, offering safety, low 
returns, and tax deferral. They usually mature between 
1 – 10 years. The contract holder knows the annual 
interest rate and the exact worth of the investment at 
the end of the term. In most cases, the annuity will 
automatically be renewed at a revised interest rate 
unless the funds are withdrawn or moved. If there are 
no withdrawals, the result is entirely predictable.

2.	 Fixed Index Annuities (FIA): These annuities 
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offer the potential for higher returns without direct 
market risk by linking (not investing) to a stock 
market index such as the S&P 500 or NASDAQ 100. 
They may guarantee a minimum annual return, safety 
of principal if held until the surrender period is up, 
and a participation rate, which is the percentage of 
the index’s return credited to the annuity. Factors 
influencing the return include:

•	 How the index is tracked

•	 The cap rate (upper limit on returns over a 
specific period)

•	 The participation rate (percentage of the index’s 
return credited to the annuity)

•	 Spread/margin/asset fees

•	 Bonuses (percentage of first-year premiums 
added to the contract value, typically subject to 
a vesting period)

•	 Riders covering additional features

With FIAs, it’s possible that over an extended period, 
including market losses, an investor might see little to no gain 
in the annuity’s value and could even lose money if assets are 
withdrawn before the surrender period ends.

Key features of FIAs include capitalization rates, participation 
rates, and triggers. Understanding these terms is essential for 
making informed investment decisions.
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Capitalization Rates

A capitalization rate, often referred to as the cap rate, is the 
maximum rate of interest an FIA can earn in a given period. It 
sets an upper limit or ceiling on the return the annuity holder 
can receive based on the performance of the chosen index.

•	 Example: If the cap rate is 5% and the index gains 7%, 
the annuity will be credited with a maximum of 5% for 
that period.

•	 Purpose: The cap rate ensures that the insurance 
company can manage its risks and maintain 
financial stability while still offering the potential for 
competitive returns to annuity holders.

Participation Rates

The participation rate determines the percentage of the 
index’s gain that will be credited to the annuity. It represents 
how much of the index’s increase will be included in 
calculating the interest credited to the annuity.

•	 Example: If the participation rate is 80% and the index 
increases by 10%, the annuity will be credited with 80% of 
the 10% gain, which equals 8%.

•	 Purpose: The participation rate allows the insurance 
company to share a portion of the index’s gains with the 
annuity holder, aligning the interests of both parties while 
managing the potential payout.
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Triggers

Triggers in an FIA determine the conditions under which 
the annuity is credited with interest based on the index’s 
performance. In this case, triggers work by providing a 
predetermined flat rate if the index is positive, regardless of 
the exact percentage gain of the index.

Example of a Trigger: If the trigger rate is 7%: 

•	 If the market index gains 5%, the annuity is credited 
with the flat rate of 7%.

•	 If the market index gains 10%, the annuity is still 
credited with 7%.

•	 If the market index gains 1%, the annuity is credited 
with 7%.

•	 If the market index loses value, the annuity is not 
credited with any interest, but the principal remains 
protected.

Purpose: Triggers provide a straightforward method of 
crediting interest, ensuring that if the market performs 
positively, the annuity holder receives a consistent, 
predictable return.

When considering a Fixed Index Annuity (FIA), it is vital to 
evaluate the insurance company’s history and consistency 
in setting and maintaining caps (capitalization rates), 
participation rates, and other key terms. Here’s why this 
evaluation is important:

1. Caps and Participation Rates

•	 Caps (Capitalization Rates): The cap rate sets the 
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maximum interest rate the annuity can earn in a given 
period based on index performance.

•	 Participation Rates: The participation rate 
determines the percentage of the index’s gain that will 
be credited to the annuity.

Importance of Consistency

1.	 Predictability: Consistent cap and participation rates 
provide predictability for annuity holders. Predictable 
rates help you better understand and project your 
potential returns, making it easier to plan for your 
financial future.

2.	 Trust and Reliability: An insurance company’s 
history of maintaining steady caps and participation 
rates builds trust. It indicates that the company is 
reliable and unlikely to make sudden, unfavorable 
changes to these terms.

3.	 Financial Stability: A company that consistently 
offers competitive and stable rates is likely financially 
stable. This stability is crucial for ensuring that the 
company can meet its long-term obligations to annuity 
holders.

Potential Changes After the Initial Contract

1.	 Initial Guarantee Period: Many FIAs come with 
an initial guarantee period during which the cap and 
participation rates are fixed. After this period, the 
insurance company can adjust these rates.

2.	 Impact of Changes: If the company lowers the cap 
or participation rate after the initial period, it can 
significantly affect the returns. For example, if the cap 
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rate is reduced from 5% to 3%, the potential earnings 
are limited, regardless of how well the index performs.

3.	 Policy Transparency: A reputable insurance 
company will clearly communicate how and when 
they can change the caps and participation rates. 
Understanding these policies is imperative for making 
an informed decision.

Indexes and Crediting

In a Fixed Index Annuity (FIA), an index serves as a 
benchmark that determines how interest is credited to 
the annuity. Unlike directly investing in the stock market, 
the annuity’s performance is linked to the movements of 
a specified index, such as the S&P 500. The annuity does 
not actually hold any stocks; instead, it tracks the index’s 
performance over a certain period. For instance, in a one-year 
point-to-point crediting method, the interest credited is based 
on the percentage change in the index from the beginning 
to the end of the year. This allows the annuity holder to 
potentially benefit from market gains without being exposed 
to direct market risks, as the principal is protected from losses 
even if the index declines.

Fixed Index Annuities (FIAs) offer various index options to 
help investors grow their investments while protecting against 
market downturns. One popular index option is the S&P 500, 
which measures the performance of 500 of the largest publicly 
traded companies in the U.S. This index option allows the 
annuity to earn interest based on the S&P 500’s performance, 
providing growth potential tied to the stock market. 
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Another common feature in FIAs is the 1-year point-to-point 
method. With this method, the interest credited to the annuity 
is determined by comparing the index’s value at the start and 
end of a one-year period. If the index shows a positive gain, 
the annuity earns interest up to a specified cap rate; if the 
index is flat or declines, the principal remains protected with 
no loss. This combination of growth potential and downside 
protection makes FIAs an attractive option for conservative 
investors seeking market-linked returns.

Fixed Index Annuities (FIAs) offer a wide array of index 
options and crediting methods, far too many to cover 
comprehensively here. This is why the focus of this book is 
not on the multitude of features and benefits these annuities 
offer, but on how their risk and return characteristics fit into a 
diversified investment portfolio. 

By incorporating annuities based on their performance 
metrics and risk profiles, a seasoned financial advisor can 
optimize the overall portfolio, balancing growth potential with 
risk mitigation to align with the investor’s financial goals and 
risk tolerance.

Evaluating the Insurance Company

1.	 Track Record: Research the company’s history of 
caps and participation rates. Have they maintained 
consistent rates, or have there been frequent 
adjustments? Companies with a history of stability are 
generally more favorable.

2.	 Financial Ratings: Check the company’s financial 
strength ratings from agencies like A.M. Best, Moody’s, 
and Standard & Poor’s. High ratings indicate financial 
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health and the ability to meet future obligations.

3.	 Customer Reviews and Complaints: Look at 
customer reviews and any complaints filed with 
regulatory bodies like the Better Business Bureau 
(BBB) or the state insurance commissioner. Consistent 
negative feedback can be a red flag.

4.	 Transparency: Ensure the company provides clear 
and comprehensive information about how they 
set and can change caps and participation rates. 
Transparency is a sign of a trustworthy insurer.

When selecting a Fixed Index Annuity, the insurance 
company’s history and consistency with caps and participation 
rates are critical factors. Consistent and competitive rates 
provide predictability and build trust, while the ability to 
adjust these rates after the initial contract period can impact 
your returns. Evaluating the insurance company’s track 
record, financial stability, and transparency will help you 
make a well-informed decision, ensuring that your annuity 
investment aligns with your financial goals and risk tolerance.

Options for Withdrawing Money from a Non-
Qualified Annuity

Withdrawing money from a non-qualified annuity — an 
annuity purchased with after-tax dollars — offers several 
options. Understanding these options and their tax 
implications is essential for effective financial planning. Here 
are the primary methods for accessing funds from a non-
qualified annuity:

1. Lump-Sum Withdrawal

A lump-sum withdrawal involves taking out a large amount, 



Annuity Insight70

or the entire value, of your annuity at once. This option 
provides immediate access to your funds but has significant 
tax implications.

•	 Tax Implications: Under the Last In, First Out 
(LIFO) tax rule, the earnings (interest and investment 
gains) are withdrawn first and are subject to ordinary 
income tax. Only after all earnings are withdrawn 
taxably can you access your original principal tax-free.

•	 Potential Penalties: If you are under age 59½, you 
may also face a 10% early withdrawal penalty on the 
taxable portion.

2. Systematic Withdrawals

Systematic withdrawals involve taking out a predetermined 
amount of money at regular intervals, such as monthly, 
quarterly, or annually. This method offers more controlled 
access to your funds.

•	 Tax Implications: Each withdrawal is subject to 
LIFO (last in, first out) taxation, meaning earnings are 
taxed first. This method can spread out the tax burden 
over time rather than incurring it all at once.

•	 Flexibility: You can adjust the amount and frequency 
of withdrawals to suit your financial needs.

3. Annuitization

Annuitization converts your annuity into a series of regular 
payments for a specified period or for the rest of your life. This 
option ensures a steady income stream.

•	 Tax Implications: Payments are divided into taxable 
and non-taxable portions based on the exclusion 
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ratio. The non-taxable portion represents a return of 
your principal, while the taxable portion represents 
earnings.

•	 Irrevocability: Once you choose to annuitize, the 
decision is generally irrevocable, and you cannot 
change the payment structure.

4. Partial Withdrawals

Partial withdrawals allow you to take out a portion of your 
annuity’s value while leaving the rest to continue growing tax-
deferred.

•	 Tax Implications: Similar to systematic withdrawals, 
partial withdrawals are subject to LIFO taxation. 
Earnings are taxed first, followed by the principal.

•	 Flexibility: This method provides some immediate 
cash while maintaining the benefits of tax-deferred 
growth on the remaining funds.

5. Free Withdrawals

Many annuity contracts allow for free withdrawals, typically 
up to a certain percentage (e.g., 10%) of the annuity’s value 
each year without incurring surrender charges.

•	 Tax Implications: The free withdrawal amount is 
still subject to LIFO taxation, with earnings taxed first.

•	 No Surrender Charges: These withdrawals avoid 
additional fees but still impact the tax treatment of 
your annuity.
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Considerations When Withdrawing from a Non-
Qualified Annuity

1.	 Tax Planning: Carefully plan your withdrawals 
to manage tax liabilities. Consider spreading out 
withdrawals to avoid being pushed into a higher tax 
bracket.

2.	 Age Restrictions: Be aware of the 10% early 
withdrawal penalty for accessing earnings before age 
59½.

3.	 Contract Terms: Review your annuity contract for 
specific rules on withdrawals, including surrender 
charges and free withdrawal provisions.

4.	 Financial Goals: Align your withdrawal strategy with 
your overall financial goals, ensuring that your income 
needs are met while optimizing tax efficiency.

Withdrawing money from a non-qualified annuity offers 
various options, each with distinct tax implications and 
considerations. By understanding these options and 
planning your withdrawals strategically, you can effectively 
manage your tax liability and make the most of your annuity 
investment.



The tax treatment of annuities can be intricate, and it’s 
essential to understand how the IRS applies different rules, 
such as Last In, First Out (LIFO) for non-qualified annuities. 
Here’s a brief explanation of the LIFO tax rules and an 
example to illustrate how they work.

Tax-Deferred Growth

Annuities grow tax-deferred, meaning you don’t pay taxes 
on interest, dividends, or capital gains as long as the money 
remains in the annuity. This deferral allows your investments 
to compound without annual tax reductions, potentially 
leading to more significant growth over time.

Taxation Upon Withdrawal

For non-qualified annuities, which are funded with after-
tax dollars, the tax treatment of withdrawals is different 
from qualified annuities (funded with pre-tax dollars). Non-
qualified annuities are subject to LIFO tax treatment when it 
comes to withdrawals.

LIFO (Last In, First Out) Tax Treatment

Under the LIFO method, the most recently earned interest 
and investment gains (the last in) are considered to be 
withdrawn first (the first out). This means that earnings are 
taxed before the principal when you make a withdrawal.

Chapter 6

Understanding the 
Tax Treatment of Annuities
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Example of LIFO Tax Treatment

Let’s say you purchase a non-qualified annuity with a 
$100,000 after-tax lump sum. Over time, your annuity grows 
to $150,000 due to interest and investment gains. If you 
decide to withdraw $50,000 from your annuity, here’s how 
the LIFO tax treatment would apply:

•	 Earnings First: The first $50,000 withdrawn is 
considered to come from your earnings since the 
account has grown by $50,000 (from $100,000 to 
$150,000).

•	 Taxation of Earnings: Since the first $50,000 
represents earnings, this amount is subject to ordinary 
income tax.

In this example, your entire $50,000 withdrawal would be 
taxable as ordinary income because, under LIFO, earnings 
are withdrawn before the principal. You wouldn’t start 
withdrawing the principal (which is not taxed again) until you 
have exhausted all the earnings.

Early Withdrawal Penalties

Similar to other retirement accounts, if you withdraw money 
from your annuity before the age of 59½, you may be subject 
to a 10% early withdrawal penalty in addition to ordinary 
income taxes on the earnings portion of the withdrawal.

Understanding LIFO tax treatment is crucial for effective 
financial planning with non-qualified annuities. Under LIFO, 
your withdrawals are taxed on earnings first, which means 
you’ll pay taxes on the growth portion before you access your 
principal. This protocol can have significant tax implications, 
especially if you plan to withdraw large sums. However, being 
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aware of these rules can help you strategize your withdrawals 
to manage your tax liability effectively and align with your 
long-term financial goals.

Understanding the Exclusion Ratio on Annuities

The exclusion ratio is a key concept in the taxation of 
annuities, particularly non-qualified annuities. It determines 
how much of each annuity payment is considered a return of 
the original investment (which is not taxable) and how much 
is considered earnings (which are taxable). Here’s a detailed 
explanation of the exclusion ratio and how it works.

Tax-Deferred Growth

As with all annuities, the money in a non-qualified annuity 
grows tax-deferred. This means you don’t pay taxes on the 
earnings until you start receiving payments. The exclusion 
ratio comes into play when you begin receiving these 
payments.

The exclusion ratio is a crucial concept in understanding the 
taxation of non-qualified annuities. This ratio determines how 
much of each annuity payment is considered a return of your 
original investment, which is not taxable, and how much is 
considered earnings, which are taxable. 

By applying the exclusion ratio, you can effectively manage 
your tax liability on annuity payments and gain a clearer 
picture of how much of your income is subject to tax. 
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What is the Exclusion Ratio?

The exclusion ratio is the percentage of each annuity payment 
that is considered a return of the original investment 
(principal). The remaining portion of the payment is 
considered earnings and is subject to income tax.

Formula for Exclusion Ratio: 

Exclusion Ratio = Investment in the Contract /Expected 
Return

Investment in the Contract: This is the amount of after-
tax money you paid into the annuity.

•	 Expected Return: This is the total amount expected 
to be paid out over the life of the annuity, based on 
the terms of the contract and the life expectancy of the 
annuitant.

Example of the Exclusion Ratio

Let’s say you purchase a non-qualified annuity with a 
$100,000 after-tax lump sum. The insurance company 
guarantees you monthly payments of $1,000 for 20 years. The 
expected return over the 20 years would be:

Expected Return = $1,000 (monthly payment) ×12 (months) × 
20 (years) = $240,000

Using the exclusion ratio formula, we calculate:

Exclusion Ratio = $100,000  (Investment in the Contract); 

$240,000  (Expected Return) = 0.4167 (or 41.67%)
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This means that 41.67% of each payment is considered a 
return of your original investment and is not taxable, while 
the remaining 58.33% is considered earnings and is subject to 
ordinary income tax.

Application of the Exclusion Ratio

Using the example above, each $1,000 monthly payment 
would be divided as follows:

•	 Non-Taxable Portion: $1,000 \times 0.4167 = 
$416.70

•	 Taxable Portion: $1,000 \times 0.5833 = $583.30

Therefore, each month you would receive $1,000, but only 
$583.30 of it would be taxable income, while $416.70 would 
be a non-taxable return of your principal.

Adjustments After Principal is Returned

Once you have received the total amount of your original 
investment back ($100,000 in this case), any further 
payments you receive will be fully taxable as ordinary income. 
This is because all subsequent payments are considered 
earnings.

The exclusion ratio is an important concept for understanding 
the tax treatment of annuity payments. It ensures that only 
the earnings portion of your annuity payments is subject 
to income tax, while the return of your original investment 
remains tax-free. By calculating the exclusion ratio, you 
can determine the taxable and non-taxable portions of each 
annuity payment, helping you manage your tax liability more 
effectively.
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Understanding the Taxation of Qualified 
Annuities

Qualified annuities are funded with pre-tax dollars, typically 
through retirement accounts such as IRAs, 401(k)s, or 
other tax-advantaged retirement plans. Because these 
annuities are part of retirement savings, the taxation rules 
are straightforward but important to understand. Here’s an 
explanation of how qualified annuities are taxed.

Tax-Deferred Growth

As with all annuities, the funds in a qualified annuity grow 
tax-deferred. This means you do not pay taxes on the interest, 
dividends, or capital gains as long as the funds remain in the 
annuity. The deferral allows your investment to grow without 
being reduced by annual taxes.

Taxation Upon Withdrawal

When you start receiving payments or make withdrawals from 
a qualified annuity, the entire amount is subject to income tax. 
This includes both the principal (your original contributions) 
and the earnings (interest, dividends, and capital gains). The 
reason for this is that your contributions to a qualified annuity 
were made with pre-tax dollars, so neither the contributions 
nor the earnings have been previously taxed.

1.	 Ordinary Income Tax: Distributions from a 
qualified annuity are taxed as ordinary income. This 
means the amount you withdraw is added to your 
taxable income for the year, and you pay income tax at 
your regular rate.
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2.	 Required Minimum Distributions (RMDs): 
Once you reach age 72 (or 70½ if you turned 70½ 
before January 1, 2020), you must start taking RMDs 
from your qualified annuity. The IRS requires that you 
withdraw a minimum amount each year based on your 
life expectancy and the account balance at the end of 
the previous year. Failing to take the full RMD can 
result in a 50% tax penalty on the amount that should 
have been withdrawn but wasn’t.

3.	 Early Withdrawal Penalties: If you withdraw 
money from your qualified annuity before the age of 
59½, you may be subject to a 10% early withdrawal 
penalty in addition to ordinary income taxes. This 
penalty is similar to the one imposed on early 
withdrawals from other tax-advantaged retirement 
accounts.

Example of Taxation

Let’s say you have a qualified annuity within your 401(k) 
plan. Over the years, you have contributed $200,000, and 
the account has grown to $300,000 due to interest and 
investment gains. If you start receiving annual payments of 
$30,000 after you retire:

1.	 Total Taxable Amount: The entire $30,000 
payment is subject to income tax since both the 
original contributions and earnings were tax-deferred.

2.	 Income Tax Calculation: If you are in the 24% 
tax bracket, you would owe $7,200 in federal income 
tax on the $30,000 withdrawal ($30,000 x 24% = 
$7,200).



Annuity Insight80

Key Points to Remember:

•	 Tax Deferral: Growth within a qualified annuity is 
tax-deferred until withdrawals begin.

•	 Full Taxation on Withdrawal: Both the original 
contributions and earnings are fully taxable as ordinary 
income when withdrawn.

•	 RMDs: Required Minimum Distributions must begin 
at age 72 (or 70½ for those who reached that age 
before 2020), ensuring the government eventually 
collects tax on the deferred income.

•	 Early Withdrawal Penalty: Withdrawals made 
before age 59½ are subject to a 10% penalty in 
addition to ordinary income tax.

Understanding the taxation of qualified annuities is 
imperative for retirement planning. Since these annuities 
are funded with pre-tax dollars, all withdrawals are taxed 
as ordinary income. Planning your withdrawals carefully, 
particularly with respect to RMDs and early withdrawal 
penalties, can help you manage your tax liability and 
maximize the benefits of your retirement savings.

Understanding the Roth Annuity

A Roth annuity combines the benefits of an annuity with the 
tax advantages of a Roth account. Like a Roth IRA, a Roth 
annuity is funded with after-tax dollars, and it allows for tax-
free growth and withdrawals under certain conditions. Here’s 
an in-depth look at the features, benefits, and considerations 
of a Roth annuity.
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Key Features of a Roth Annuity:

1.	 Tax-Free Growth: The money in a Roth annuity 
grows tax-free. This means you don’t pay taxes on the 
interest, dividends, or capital gains as long as the funds 
remain in the annuity.

2.	 Tax-Free Withdrawals: Qualified withdrawals from 
a Roth annuity are tax-free. To be qualified, the annuity 
must meet certain requirements:

The account must be held for at least five years.

The withdrawal must occur after the annuity holder 
reaches age 59½, or due to disability, or for first-time 
home purchases (up to a $10,000 lifetime limit), or after 
the owner’s death.

3.	 After-Tax Contributions: Like a Roth IRA, 
contributions to a Roth annuity are made with after-
tax dollars. Therefore, there is no tax deduction for 
contributions.

4.	 No Required Minimum Distributions (RMDs): 
Unlike traditional IRAs and annuities, Roth annuities 
are not subject to RMDs during the original owner’s 
lifetime. This allows the funds to continue growing tax-
free for as long as the owner wishes.

Benefits of a Roth Annuity

1.	 Tax-Free Income in Retirement: One of the most 
significant benefits of a Roth annuity is the ability to 
withdraw money tax-free in retirement. This can be 
especially advantageous if you expect to be in a higher 
tax bracket in the future.
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2.	 No RMDs: The absence of RMDs allows for greater 
flexibility in retirement planning. You can leave the 
money in the annuity to grow tax-free for your entire 
life and pass it on to your heirs.

3.	 Estate Planning: Because Roth annuities can grow 
tax-free and are not subject to RMDs, they can be an 
effective estate planning tool, allowing you to transfer 
wealth to your beneficiaries tax-free.

4.	 Predictable Income: As with other annuities, a 
Roth annuity can provide a predictable income stream, 
which can be beneficial for budgeting and financial 
stability in retirement.

Considerations and Limitations

1.	 Contribution Limits: Contributions to a Roth 
annuity are subject to the same annual limits as Roth 
IRAs. For 2024, the limit is $6,500 per year, or $7,500 
if you are age 50 or older (subject to change based on 
IRS updates). Additionally, income limits apply, and 
high earners may not be eligible to contribute directly 
to a Roth annuity.

2.	 Funding Options: You can fund a Roth annuity by 
rolling over funds from an existing Roth IRA or by 
making direct contributions. Converting funds from a 
traditional IRA or 401(k) to a Roth annuity may also be 
an option, but this would be subject to income tax on 
the converted amount.

3.	 Fees and Expenses: Annuities often come with 
fees and expenses, such as mortality and expense risk 
charges, administrative fees, and fees for optional 
riders. It’s important to understand these costs and 
how they impact your investment.
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4.	 Early Withdrawal Penalties: If you withdraw 
earnings before age 59½ and before the account has 
been held for five years, the earnings may be subject to 
taxes and a 10% early withdrawal penalty, similar to a 
Roth IRA.

Example of a Roth Annuity

Suppose you are 50 years old and decide to invest $100,000 
into a Roth annuity. Over the next 10 years, your investment 
grows to $150,000. At age 60, you begin to take distributions. 
Because you have held the account for at least five years and 
are over 59½, your withdrawals are entirely tax-free. This 
provides you with tax-free income in retirement, enhancing 
your financial flexibility and security.

A Roth annuity offers the tax-free growth and withdrawal 
benefits of a Roth account, combined with the predictable 
income features of an annuity. This combination can be 
particularly powerful for retirement planning, providing tax-
free income and avoiding RMDs. However, it’s essential to 
consider contribution limits, potential fees, and the specific 
conditions for tax-free withdrawals when deciding if a Roth 
annuity is the right choice for your financial strategy.





Due to the complexity of index annuities, it is essential to 
work with advisors who adopt a fiduciary approach to annuity 
allocation. A fiduciary advisor has both a duty of loyalty and 
a duty of care, meaning they are required to prioritize your 
interests over their own and eliminate or disclose any conflicts 
of interest. They should also provide advice only within their 
areas of expertise.

Cautions with Respect to Annuities

1.	 Financial Strength of the Insurance Company: 
An annuity is only as good as the insurance company’s 
ability to honor its commitments. Before entering into 
a contract, it’s crucial to assess the financial strength of 
the insurance company.

2.	 Tax Implications: Returns from an annuity are tax-
deferred until withdrawn. The IRS imposes a 10% early 
distribution penalty on interest earnings withdrawn 
before age 59½, similar to tax-deferred retirement 
accounts.

3.	 Liquidity: Annuities have limited liquidity and are 
intended as long-term investments. While many 
annuities allow the withdrawal of some interest 
earnings (generally up to 5-10% per year) without a 
penalty, taxes and early withdrawal penalties may 
still apply. Typically, there is a surrender charge for 

Chapter 7

Working with Annuities
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early withdrawals above the allowed amount, which 
gradually decreases over a 7-10 year period.

4.	 Regulation: As an insurance product, fixed annuities 
are not regulated by the U.S. Securities and Exchange 
Commission (SEC). Promotional information may not 
fully cover the risks and returns offered by an annuity. 
Therefore, it is important to work with a financial 
advisor who is not only a fiduciary but also experienced 
in analyzing annuity structures.

Benefits of Fixed Annuities

1.	 Low Risk, Guaranteed Return: Fixed annuities 
offer predictability and security, unlike investments 
subject to market cycles.

2.	 No IRS Contribution Limits: The only limitation 
is the amount of premium an insurance company is 
willing to accept.

3.	 No Required Minimum Distributions: Unless 
held in a retirement account.

4.	 Tax-Advantaged Savings: Tax deferral of earnings 
until withdrawn enhances compounding growth.

5.	 Higher Interest Rates: Compared to CDs or other 
traditional guaranteed instruments.

6.	 Avoidance of Probate: Upon the annuity holder’s 
death, funds go directly to beneficiaries.

7.	 Convertibility to Retirement Income: Annuities 
can be converted into a steady income stream for 
retirement.



Working With Annuities 87

By understanding these basic principles of fixed annuities, you 
can better appreciate their potential benefits and limitations. 
Working with a knowledgeable and fiduciary financial advisor 
can help you make informed decisions, ensuring that annuities 
are used appropriately within your diversified portfolio to 
achieve your financial goals.

Case Study: Understanding How a Fixed Index 
Annuity (FIA) Works

Let’s dive into how a Fixed Index Annuity (FIA) works with 
specific terms: a cap of 6%, a floor of 0%, a 10-year surrender 
period, and a single deposit of $500,000 in a non-qualified 
account.

Key Terms Explained:

•	 Cap Rate: The maximum annual interest rate credited 
to the annuity based on index performance. In this 
case, it’s 6%.

•	 Floor: The minimum annual interest rate credited to 
the annuity, ensuring that no losses are incurred due 
to negative index performance. Here, it’s 0%, meaning 
you won’t lose money even if the index performs 
poorly.

•	 Surrender Period: The length of time during which 
withdrawals may incur surrender charges. For this 
example, it’s 10 years.

•	 Single Deposit: The initial lump sum invested in the 
annuity. Here, it’s $500,000.

•	 Non-Qualified: Indicates that the annuity is funded 
with after-tax dollars, and tax rules for non-qualified 
annuities apply.
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How It Works:

1.	 Initial Investment: You invest a single lump sum of 
$500,000 into the FIA.

2.	 Interest Crediting:

The interest credited to your annuity each year is based 
on the performance of a specified market index (e.g., S&P 
500).

If the index performs well, you can earn up to the cap rate 
of 6%.

If the index performs poorly or negatively, the floor 
ensures you earn 0%. (You won’t lose any money due to 
market downturns).

3.	 Annual Interest Calculation: At the end of each 
contract year, the insurance company compares the 
index value from the start of the year to the end of the 
year to determine the annual gain.

Scenario Example:

Year 1:

•	 Index Performance: The index increases by 8%.

•	 Credited Interest: With the cap of 6%, your account 
is credited with 6% interest.

•	 Account Value: $500,000 + (6% of $500,000) = 
$530,000.

Year 2:

•	 Index Performance: The index decreases by 5%.

•	 Credited Interest: With the floor of 0%, your 
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account is credited with 0% interest (no loss).

•	 Account Value: $530,000 (remains the same).

Year 3:

•	 Index Performance: The index increases by 4%.

•	 Credited Interest: Your account is credited with 4% 
interest.

•	 Account Value: $530,000 + (4% of $530,000) = 
$551,200.

Surrender Period:

During the 10-year surrender period, withdrawing money 
from the annuity may incur surrender charges. These charges 
typically decrease over time. For example:

•	 Year 1: 10% charge on withdrawals.

•	 Year 2: 9% charge on withdrawals.

•	 Year 3: 8% charge on withdrawals.

...

•	 Year 10: 1% charge on withdrawals.

After the 10-year period, you can withdraw funds without 
incurring surrender charges.

Tax Implications for Non-Qualified Annuities:

•	 Tax-Deferred Growth: The money in the annuity 
grows tax-deferred. You don’t pay taxes on interest 
until you withdraw the money.

•	 Withdrawals: When you withdraw funds, the 
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earnings portion is taxed as ordinary income, while the 
principal (original investment) is not taxed again.

A Fixed Index Annuity (FIA) with a 6% cap, 0% floor, 10-year 
surrender period, and a $500,000 initial deposit offers a way 
to participate in market gains while protecting against market 
losses. During the surrender period, early withdrawals may 
incur charges, but the principal is protected by the floor rate. 
The tax-deferred growth and tax treatment upon withdrawal 
make FIAs a valuable tool for long-term financial planning.



As we approach the conclusion of Annuity Insight: Building 
Diversified Investment Portfolios, it’s time to synthesize the 
knowledge and insights shared throughout this book. This 
final chapter will recap the key concepts, tie together the 
processes discussed, and motivate you to take the next step in 
evaluating and integrating our strategies into your financial 
planning.

This book has provided you with a comprehensive 
understanding of how annuities can be effectively integrated 
into a diversified investment strategy. By embracing the 
principles of modern portfolio theory, capital market 
assumptions, and a disciplined, fiduciary approach, you can 
optimize your portfolio for stability, growth, and long-term 
success. 

We’ve covered an extensive range of topics throughout this 
book, beginning with a thorough introduction to annuities. 
We demystified these financial tools, emphasizing that their 
effectiveness depends on their application and the integrity 
of the advisor recommending them. Annuities, when used 
appropriately, can be valuable components of a diversified 
portfolio by potentially providing stability and income. 

The importance of an Investment Policy Statement (IPS) was 
highlighted as a foundational document aligning investment 

Chapter 8
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strategies with an investor’s goals, risk tolerance, and time 
horizon. We detailed the key components of an IPS, including 
investment objectives, risk tolerance, time horizon, tax 
considerations, liquidity needs, legal constraints, and unique 
circumstances.

We explored Modern Portfolio Theory (MPT), which provides 
a framework for constructing a portfolio that maximizes 
returns for a given level of risk through diversification. The 
concept of the efficient frontier, representing the optimal 
portfolios offering the highest expected return for a given level 
of risk, was discussed in detail. 

The insights into annuities covered the different types, such 
as fixed, indexed, and variable annuities, each with unique 
features and benefits. We focused particularly on Fixed 
Index Annuities (FIAs), which offer potential for higher 
returns without direct market risk, making them a valuable 
component in a diversified portfolio.

Portfolio optimization was another crucial topic, emphasizing 
that it is a dynamic process involving the selection of a mix 
of asset classes, including annuities, to achieve specific 
investment goals while managing risk. The importance of 
objective decision-making based on scientific analysis, rather 
than subjective opinions, was underscored. 

Traditional asset allocation approaches were contrasted 
with newer ones, which incorporate insurance products 
like annuities and alternative investments alongside stocks, 
bonds, and cash. We reflected upon the asset allocation 
process, covering both supply and demand side factors, from 
identifying asset classes and evaluating market conditions to 
assessing client needs and optimizing portfolios.
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Throughout the book, we’ve stressed the importance of 
integrating annuities into a diversified portfolio using a 
disciplined, math-driven approach. By leveraging modern 
portfolio theory, capital market assumptions, and a robust 
investment policy statement, we can construct portfolios that 
balance risk and return, aligning with your financial goals. 

Annuities offer unique benefits, such as guaranteed income, 
capital preservation, and tax-deferred growth. When used 
strategically, they can play both offensive and defensive roles 
in your portfolio, providing stability during market downturns 
and potential growth during uptrends.

At Synergy Asset Management, we are committed to providing 
you with a holistic wealth management solution through our 
Strategically Aligned Asset Manager (SAAM™) model. This 
model represents a revolutionary approach to enhancing 
the investment experience for our valued clients. Synergy 
Asset Management operates as a Strategically Aligned Asset 
Manager (SAAM™), building and expanding partnerships 
with top-tier financial advisors nationwide. 

Our collective mission is to craft investment portfolios that 
prioritize reasonable returns, maintain a balanced risk profile, 
and achieve objectives over sensible timeframes. The SAAM™ 
model integrates the investment management process 
seamlessly with the financial planning process, offering clients 
a holistic wealth management solution.

Our process begins by aligning clients with approved financial 
advisors who fit their financial goals, risk tolerance, and 
values. If you do not have a trusted advisor, we can assist 
you as both your Chief Wealth Officer and Chief Investment 
Officer. Your financial advisor will guide you through a 
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comprehensive discovery process to develop your Investment 
Policy Statement (IPS) and financial plan, ensuring a 
personalized and tailored approach. 

As your Chief Investment Officer, Synergy Asset Management 
will construct and manage your Lifestyle Protection Portfolio, 
aligning with your financial plan and optimizing for risk and 
return. We maintain steady and open communication and 
conduct regular reviews to monitor portfolio performance, 
adapting to changing market conditions and evolving financial 
goals. This collaborative relationship ensures that our clients 
receive holistic wealth management that integrates financial 
planning and investment management.

You owe it to yourself to evaluate our process and see how 
our integrated approach to wealth management can benefit 
you. By partnering with Synergy Asset Management, you gain 
access to institutional investment expertise, a disciplined, 
objective portfolio construction process, and a team dedicated 
to your financial success. 

Whether you are an investor seeking a comprehensive wealth 
management solution or a financial advisor interested in 
joining our SAAM™ model, we invite you to get in touch with 
us. Together, we hope to achieve great success and make a 
meaningful impact on your financial future.

Thank you for considering Synergy Asset Management as your 
trusted partner. We look forward to commencing your wealth 
accumulation and preservation journey with you so you may 
achieve all your financial objectives. 

Joe Maas and the Synergy Asset Management Team



Thank you for considering Synergy Asset Management as your 
trusted partner in managing your portfolio. We recognize 
that every investor is unique, and our mission is to provide 
an investment experience that aligns with your financial 
goals, risk tolerance, and time horizon. In this section, we’ll 
guide you through the process of working with Synergy Asset 
Management and our Strategically Aligned Asset Manager 
(SAAM™) model.

The SAAM™ model, which stands for Strategically Aligned 
Asset Manager, represents a revolutionary approach to 
enhancing the investment experience for our valued clients. 
Synergy Asset Management proudly operates as a Strategically 
Aligned Asset Manager (SAAM™), fostering partnerships with 
top-tier financial advisors nationwide. 

Our collective mission is to craft investment portfolios that 
prioritize reasonable returns, maintain a balanced risk profile, 
and achieve objectives over sensible timeframes. This model 
integrates the investment management process seamlessly 
with the financial planning process, offering clients a holistic 
wealth management solution.

Next Step - Partner with Us!
The SAAM™ Model
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How the SAAM™ Model Works

1.	 Advisor Selection and Alignment:

Clients typically have their own independent fee-only 
financial advisors or seek our assistance in finding one. 
If you do not have a trusted fiduciary dually registered 
investment advisor, and we cannot find an appropriate 
advisor for you,  we would be happy to assist you as both 
your Chief Wealth Officer and Chief Investment Officer. 

Synergy Asset Management works to align clients with 
approved financial advisors who fit their financial goals, 
risk tolerance, and values. This ensures clients receive 
personalized and tailored advice.

2.	 Chief Wealth Officer (Financial Advisor):

The financial advisor serves as the client’s Chief Wealth 
Officer in the SAAM™ model.

The financial advisor works closely with each of their 
clients to understand their financial situation, goals, 
objectives, and risk tolerance.

Financial advisors guide clients through the financial 
planning process, helping them develop a comprehensive 
financial plan that includes retirement planning, estate 
planning, and goal setting.

3.	 Discovery and Financial Planning:

The financial advisor and client engage in a discovery 
phase to gather detailed information about the client’s 
financial situation, including income, expenses, assets, 
liabilities, and financial aspirations.

During this phase, the financial advisor helps the client 
define their financial goals and objectives, including short-
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term and long-term goals, risk tolerance, and liquidity 
needs.

Together, they create an Investment Policy Statement 
(IPS) that outlines the client’s investment objectives, risk 
parameters, and expectations.

4.	 Synergy Asset Management as Chief 
Investment Officer (CIO):

Synergy Asset Management accepts the role of Chief 
Investment Officer (CIO) and money manager in the 
SAAM™ model.

As CIO, we specialize in designing and managing 
investment portfolios that align with the client’s financial 
plan and IPS.

Our expertise in institutional investing and annuities 
allows us to create diversified portfolios that aim to 
achieve reasonable returns while managing risk effectively.

5.	 Investment Portfolio Construction:

Based on the client’s financial plan, risk tolerance, and 
investment objectives, Synergy Asset Management 
constructs a personalized Lifestyle Protection Portfolio.

This portfolio is designed to provide a balance between 
risk and return, considering the client’s unique financial 
circumstances.

The portfolio may include a mix of asset classes including 
annuities, investment strategies, and securities aimed at 
achieving the client’s financial goals.

6.	 Ongoing Collaboration:

Financial advisors and Synergy Asset Management 
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maintain regular communication to ensure the client’s 
financial plan and investment portfolio remain aligned.

Regular meetings and reviews are conducted to monitor 
portfolio performance and make adjustments as needed 
to adapt to changing market conditions or shifts in the 
client’s financial goals.

The collaborative relationship ensures clients receive 
holistic wealth management that integrates financial 
planning and investment management for the most 
favorable results.

The SAAM™ model leverages the strengths of both the 
financial advisor (Chief Wealth Officer) and Synergy 
Asset Management (Chief Investment Officer) to deliver a 
comprehensive and fiduciary-driven approach to managing 
clients’ wealth. This integrated model aims to provide clients 
with reasonable returns, risk management, and a tailored 
investment experience aligned with their financial objectives.

Getting Started with Synergy Asset Management

1.	 Match with an Approved Financial Advisor: 
We will work with you to match you with an approved 
financial advisor who aligns with your financial goals 
and values. If we are unable to match you with an 
appropriate advisor, we would be happy to assist you 
as both your Chief Wealth Officer and Chief Investment 
Officer.  

2.	 Discovery: Your financial advisor will guide you 
through a comprehensive discovery process. During 
this phase, you will work together to develop your 
Lifestyle Return Benchmark, Investment Policy 
Statement (IPS), and financial plan.

Partner With Us
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3.	 Lifestyle Protection Portfolio: Once your financial 
plan is in place, Synergy Asset Management will build 
your Lifestyle Protection Portfolio. This portfolio is 
tailored to your unique needs, risk tolerance, and 
investment objectives.

4.	 Ongoing Collaboration: Your financial advisor 
and Synergy Asset Management will continue to 
work closely together to monitor your portfolio’s 
performance, make necessary adjustments, and ensure 
your wealth management strategy evolves with your 
changing needs.

We are excited to start this wealth management journey 
with you. Our commitment to seeking reasonable returns, 
managing risk, and aligning your investments with your 
financial plan is the core of what we do. Thank you for 
considering Synergy Asset Management as your trusted 
partner in achieving your financial objectives.

If you’re a financial advisor interested in becoming a SAAM™ 
advisor and collaborating with Synergy Asset Management 
LLC, we warmly invite you to get in touch with us to explore 
this opportunity further. Synergy Asset Management is 
committed to building a network of top-tier financial advisors 
who share our dedication to providing clients with exceptional 
wealth management solutions.

By joining our SAAM™ model, you’ll have the opportunity to 
leverage our institutional investment expertise while focusing 
on your primary role as a Chief Wealth Officer, guiding your 
clients through comprehensive financial planning. 
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We look forward to approving you as a SAAM™ advisor 
and supporting you with the resources and tools needed to 
enhance your clients’ financial well-being.

Contact us today to learn more about this exciting 
opportunity and embark on a rewarding partnership in wealth 
management. Together, we can achieve great success and 
make a meaningful impact on your life, and the lives of all 
our clients. We are excited about working together and look 
forward to welcoming you to the Synergy Asset Management 
family.

Joseph M. Maas

Founder, Synergy Asset Management, LLC

13215 SE Mill Plain Blvd, Suite C8-321, Vancouver, WA 98684

Phone: 206-386-5455     www.synergy-am.com
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More Resources

In addition to Annuity Insight: Building Diversified 
Investment Portfolios, we offer a series of other insightful 
books designed to further deepen your understanding of 
various financial strategies and tools. All titles can be found on 
Amazon. 

Exit Insight: Getting to “Sold!”

401(k) Insight: Getting to “Retired!”

Real Estate Insight:                                                              
Creating Wealth Through Real Estate Investing

Advisor Empowerment: Getting to Independent 

Money Insight:                                                                           
The Art and Science of Managing Money

Investment Insight: To Allocate or Concentrate

Annuity Insight: Building Diversified Portfolios

Wealth Insight: Building Your Wealth Vision
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New Books Coming Soon!

Crypto Insight: 
How to Manage Electronic Assets

Marketing and Sales Insight: 
Getting to Conversions!

Each book is crafted to provide you with a thorough 
exploration of critical financial concepts, offering practical 
advice and strategies tailored to help you achieve your 
financial goals. Whether you’re looking to enhance your 
investment knowledge, secure your estate, or optimize your 
tax strategy, our series of books serves as a valuable resource, 
guiding you through the complexities of wealth management 
with expertise and clarity. We encourage you to explore these 
additional works to further empower your financial decision-
making and enhance your journey towards financial security 
and prosperity.
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About the Author

Joe Maas, CFA, CFP®, CLU®, ChFC, MSFS, CCIM™, CVA, 
ABAR, CM&AA

Meet Joe Maas, an esteemed financial professional with an 
illustrious career spanning over three decades. As the Chief 
Investment Officer and lead portfolio manager at Synergy 
Asset Management LLC (SAM), Joe is dedicated to providing 
comprehensive investment management services to a diverse 
clientele comprising individual investors, business owners, 
and financial advisors.

Joe’s expertise is anchored in a multifaceted approach that 
combines deep fundamental and economic analysis, in-depth 
industry research, consultations with his network of industry 
experts, and a keen application of quantitative methods and 
technical analysis. 

Within his role, Joe doesn’t limit himself to the analysis of 
existing investments; he also dedicates himself to assessing 
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prospective opportunities, all with the aim of preserving his 
position as an industry thought leader and staying at the 
forefront of the investment industry’s evolution.

Behind Joe’s extensive knowledge of the financial industry 
is an unrelenting drive to continuously expand his 
understanding of investment management. This quest 
for excellence has led him to achieve certification from 
distinguished organizations and attain a host of globally 
recognized professional designations.

Among these achievements, Joe proudly holds the prestigious 
Chartered Financial Analyst (CFA) Charterholder designation, 
a testament to his mastery in the investment profession.

In addition to a CFA Charterholder, Joe is a Certified Financial 
PlannerTM (CFP®) and Chartered Financial Consultant 
(ChFC), equipped to offer comprehensive advanced financial 
planning services. His diverse skill set extends to life 
insurance and estate planning as a chartered life underwriter 
(CLU®).

He also excels as a certified commercial investment member 
(CCIMTM), demonstrating his prowess in the realm of 
commercial and investment real estate. In 2000, Joe earned 
his Master of Science in Financial Services (MSFS) from The 
American College, further solidifying his expertise in the field.

Beyond his proficiency in investment and financial planning, 
Joe brings a wealth of expertise and hands-on experience 
tailored to the distinct requirements of business owners. Joe 
holds the coveted title of Certified Valuation Analyst (CVA) 
and boasts accreditation in business appraisal review (ABAR). 
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Furthermore, he brings to the table his expertise as a Certified 
Merger and Acquisition Advisor (CM&AA), a skill set honed in 
the intricate world of purchasing and divesting middle-market 
companies, with revenues spanning from $5 million to $500 
million.

Joe Maas is more than just a financial expert; he is a visionary 
leader deeply devoted to assisting clients in navigating the 
complexities of the financial world, aiming to help them 
achieve their financial goals to the best of his abilities.
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Disclosure Statement

Synergy Asset Management, LLC (“Company”) is an 
SEC registered investment advisor located in Vancouver, 
Washington.

Company may only transact business in those states in which 
it is registered, or qualifies for an exemption or exclusion from 
registration requirements.

Company’s web site is limited to the dissemination of general 
information pertaining to its advisory services, together
with access to additional investment-related information, 
publications, and links.

Accordingly, the publication of Company’s web site on the 
Internet should not be construed by any consumer and/
or prospective client as Company’s solicitation to effect, or 
attempt to effect transactions in securities, or the rendering 
of personalized investment advice for compensation, over the 
Internet.

Any subsequent, direct communication by Company with a 
prospective client shall be conducted by a representative that 
is either registered or qualifies for an exemption or exclusion 
from registration in the state where the prospective client 
resides.

For information pertaining to the registration status of 
Company, please contact the SEC or the state securities 
regulators for those states in which Company maintains a 
notice filing. A copy of Company’s current written disclosure 
statement discussing Company’s business operations, services, 
and fees is available from Company upon written request.
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Company does not make any representations or warranties 
as to the accuracy, timeliness, suitability, completeness, or 
relevance of any information prepared by any unaffiliated 
third party, whether linked to Company web site or 
incorporated herein, and takes no responsibility therefore. All 
such information is provided solely for convenience purposes 
only and all users thereof should be guided accordingly.

Please remember that different types of investments involve 
varying degrees of risk, and there can be no assurance that the 
future performance of any specific investment or investment 
strategy (including those undertaken or recommended 
by Company), will be profitable or equal any historical 
performance level(s).

Certain portions of Company’s web site (i.e. newsletters, 
articles, commentaries, etc.) may contain a discussion of, 
and/or provide access to, Company (and those of other 
investment and non- investment professionals) positions 
and/or recommendations as of a specific prior date. Due 
to various factors, including changing market conditions, 
such discussion may no longer be reflective of current 
position(s) and/or recommendation(s). Moreover, no client 
or prospective client should assume that any such discussion 
serves as the receipt of, or a substitute for, personalized advice 
from Company, or from any other investment professional. 
Company is neither an attorney nor an accountant, and no 
portion of the web site content should be interpreted as legal, 
accounting or tax advice.
Please Note:

Limitations: Rankings and/or recognition by unaffiliated 
rating services and/or publications should not be construed 
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by a client or prospective client as a guarantee that he/
she will experience a certain level of results if Company is 
engaged, or continues to be engaged, to provide investment 
advisory services, nor should it be construed as a current or 
past endorsement of Company by any of its clients. Rankings 
published by magazines, and others, generally base their 
selections exclusively on information prepared and/or 
submitted by the recognized adviser.

Rankings are generally limited to participating advisers. 

ANY QUESTIONS: The Company’s Chief Compliance Officer 
remains available to address any questions regarding rankings 
and/or recognitions, including providing the criteria used for 
any reflected ranking.

To the extent that any client or prospective client utilizes any 
economic calculator or similar interactive device contained 
within or linked to Company’s web site, the client and/or 
prospective client acknowledges and understands that the 
information resulting from the use of any such calculator/ 
device, is not, and should not be construed, in any manner 
whatsoever, as the receipt of, or a substitute for, personalized 
individual advice from Company, or from any other 
investment professional.

Each client and prospective client agrees, as a condition 
precedent to his/her/its access to Company’s web site, to 
release and hold harmless Company, its officers, directors, 
owners, employees and agents from any and all adverse 
consequences resulting from any of his/her/its actions and/
or omissions which are independent of his/her/its receipt of 
personalized individual advice from Company.
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This book is presented solely for educational purposes and is 
not intended to represent or be used as an exhaustive financial 
industry resource. The information contained in this book is 
made available for illustrative purposes, explaining only the 
basics of establishing or transforming an RIA business. The 
author and Merrell Marketing Company, LLC, emphasize this 
material is not offered as financial, legal, accounting, or other 
professional services’ advice. It is highly recommended you 
seek the services of competent professionals before making 
any decisions regarding your business or personal finances.
Best efforts have underscored the writing of this book, 
but the author and publisher make no representations or 
warranties of any kind and assume no liabilities of any kind 
with respect to the accuracy or completeness of the contents, 
and specifically disclaim any implied warranties of use for any 
particular purpose.

Neither the author nor Merrell Marketing Company, LLC, 
shall be held liable or responsible to any person or entity with 
respect to any loss or incidental or consequential damages 
caused, or alleged to have been caused, directly or indirectly, 
by the information contained in this book, or disruption 
caused by errors or omissions, whether such errors or 
omissions result from negligence, accident, or any other cause.

The reader is advised to consult with professional advisers 
with experience in establishing a new business or with 
adjusting an existing RIA.




