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Want Stock Market Gains but Hate Risk? Buffer 
Annuities May Be for You 
Index-linked annuities are a new-ish way to help buffer your portfolio from 
market downdrafts while still allowing for some growth. Here are three 
things you must know before buying one. 
BY DAVID STONE 
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Fed Chairman Jerome Powell’s frst action when the 
COVID-19 pandemic hit was to further loosen monetary pol-
icy by dropping interest rates to near zero. There’s almost 
nowhere for rates to go but up … or sideways. Neither scenario 
is rosy for investors who need to take some risk off the table. 

Because of the inverse relationship between interest rates 
and bond prices, a rising-rate environment promises to take 
the teeth out of fxed income investments for a while, at 
least. This is signifcant for recent retirees and those nearing 
retirement when they aim to navigate sequence-of-returns 
risk by decreasing their allocations to equities. 

Without traditional fxed income safe havens, many in-
vestors have had to look elsewhere or possibly take on ad-
ditional risk to meet their retirement goals. But for recent 

retirees, or those late in their careers, taking on additional 
risk without some measure of safety may not be an option. 

An Alternative: The Index-Linked Annuity 
A relatively new solution in the marketplace, the index-

linked annuity (ILA), allows investors to transfer some risk 
without sacrifcing the possibility for some upside potential. 
Developed in the wake of the Great Recession, ILAs have 
piqued the interest of investors during the Coronacrash 
when markets cratered, then came roaring back in a fve-
week span. 

When used as a portion of the overall portfolio, these pro-
tections may reduce the portfolio’s overall risk by adding a 
buffer to smooth out the ride when markets get choppy. 



 

 

 

  
 

 
 
 

With so much uncertainty, a fight to safety makes sense. 
Before pulling the trigger on an ILA, there are three impor-
tant things to know: 

1. How you are paid. 
2. How the protections work. 
3. How the insurance company is paid. 

How You are Paid 
Depending on the type of protections you want, the return 

potential of the index-linked annuity may be dialed up or 
down. These options are offered in the form of performance 
“cap” rates. 

To provide market-linked growth, the insurance company 
takes a portion of the funds you invest in the ILA to purchase 
call or put options. The cost of the options then determines 
the caps, or just how much of an index’s performance you 
may be credited in a given one-year or three-year term — call 
it a ceiling of 10%, for instance. 

Some points to keep in mind about how ILAs earn you 
money: 
• There are many different index options to which your 

annuity can be linked. Instead of investing directly in 
underlying investment options like traditional variable 
annuities, you are credited interest via an index like the 
S&P 500 or Russell 2000. ILAs may offer many crediting 
choices, including indices built to track foreign markets, 
specialty indices or passive indices that track hedged 
ETFs, for instance. 

• Dividends do not contribute to index returns. When the 
actual S&P 500 index delivers a 12% return, that general-
ly means with dividends reinvested. Dividends can make 
up 1% to 2% of that return (source: ycharts), so the actual 
credit in an ILA may be more like 10% to 11%. 

• Commonly, interest is credited to ILA owners on an 
anniversary via point-to-point crediting. The credit 
is then applied at the end of the cycle. And, generally 
speaking, the longer the cycle duration, the higher the 
cap rates and buffer protections. So a three-year point-
to-point crediting method generally offers more growth 
potential — and safety — than a one-year point-to-point 
crediting method. 

• Caps limit the amount of gains you may earn via a par-
ticular index. When you choose an index, you are subject 
to the rates offered by the issuing insurance company at 
that time. If a cap of 10% is placed on the S&P 500 index, 
then 10% is the most you may be credited for that period. 
If the S&P 500 returns 12% that year, you get 10%. If it 
returns 8%, you are credited with 8%. If it returns 50%, 
you still get 10%. 

• In some cases, a fat return in an index will credit noth-
ing to the ILA owner. However, some crediting options 
(precision rate strategies) promise a fxed rate of return 
if the indices are fat or positive for a given period. 

• Gains grow tax-deferred for as long as you remain in-
vested in the ILA. 

FIGURE 1: EXAMPLE: 20% PERFORMANCE CAP WITH 10% BUFFER. FOR 
ILLUSTRATIVE PURPOSES, ONLY. 

as well, but again, transferring more risk to the issuing com-
pany may further limit upside. 
• The buffer mechanism provides protections from losses 

up to a certain threshold — say 10%. If you have a buffer 
of 10%, this means that if the index to which your invest-
ment is linked loses 4%, you lose nothing. If it records 
a loss of 10% you lose nothing. You have been protected 
from losses for that period. However, say it falls 30%, 
then the insurance company absorbs the frst 10% of that 
loss and you only lose 20%. 

• Buffers may be offered in 10% increments, from 10% on 
up to 30%. 

• Floors, if available, offer absolute protection against any 
losses above a certain amount, say 0% or -10%. The foor 
is essentially a stopper. Unlike the buffer, which protects 
against losses up through a certain percentage, the foor 
prevents any losses at all beyond a certain percentage. A 
0% foor is a very conservative option, and it would pro-
tect against any losses at all. A -10% foor would protect 
against any losses beyond 10%. For instance, if you chose 
a -10% foor option and your crediting method lost 2% in 
a given period, you would suffer a 2% loss. If the index 
fell 9%, you would tally a 9% loss as well. But if the index 
lost 11% or more, your loss would not be more than 10%. 

• To illustrate how caps and buffers work, let’s look at it 
graphically, with an index-linked annuity with a market 
participation cap of 20% and a loss buffer of 10%. In my nap-
kin art above (Figure 1), you can see that even if the market 
rises above the 20% mark, the annuity’s performance hits 
a wall at 20%. Meanwhile, if the index suffers a loss, your 
investment won’t feel it until the loss surpasses 10%. 

How Insurance Companies Make Money 
ILA issuers traditionally invest the lion’s share of ILA pre-

miums in fxed income securities, like Treasuries, via their 
general account. The companies are then able take some 
proft from the yield generated in the general account. A very 
small amount of premium also goes into buying derivatives 
to protect the downside and create the index-linked perfor-
mance caps. And while investors might think the insurance 
companies could proft through the caps on earnings, they 

How the Protections Work: Buffers and Floors don’t. Because investments aren’t actually made in the indi-
Index-linked annuities are also known as buffer annuities ces, but through using puts and calls, insurance companies 

because of their primary protection feature: the buffer. Some don’t proft from the difference between the actual index re-
ILAs also feature foor protections designed to limit losses turn and the capped return. 



 
 
 

 
 

 

 
 

 
 
 

 

ILAs may also charge a product fee, which varies from 
product to product. Many, in fact, charge no explicit fee. 
These product fees, if any, should be considerably lower for 
ILAs that don’t pay commissions on their sale. Eliminating 
the commission lowers the internal cost, and the savings are 
passed on to you. 

These zero-commission ILAs are often referred to as 
“advisory” solutions, because they were designed for fi-
nancial advisers who charge a fee for their advice — as 
opposed to brokers who are paid commissions on the sale 
of investments. 

ILAs recognized in the Barron’s top 100 annuities for 
2020 charge fees ranging from 0% to 1.25%. In fact, most 
ILAs on the Barron’s list charge no explicit fee at all (source: 
Barron’s). Generally speaking, the lower the fees, the better. 

So how does that cost compare to, say, an index fund like 
an S&P 500 ETF? According to ETFdb.com, the most popu-
lar ETF by trading volume is the SPDR S&P 500 ETF (SPY) 
with an expense ratio of 0.095%. Mind you an ETF is an in-
vestment, and an ILA is an investment vehicle with insur-
ance protections. 

Other Potential Fees and Options 
There’s no additional cost for investing in the underly-

ing index of an ILA (since you don’t actually invest directly 
in the index). Of course, ILAs may offer other investment 
options (subaccounts) and/or optional enhanced features 
and protections that can increase their costs, so keep that 
in mind. 

Some ILAs charge surrender penalties for a period of fve 
or more years. Some do not. When speaking with your f-
nancial adviser about ILAs, be sure to ask about any surren-
der period, and what the penalties, if any, may be. Generally 
speaking, ILAs charging surrender penalties are able to of-
fer better cap rates, and many grant 10% penalty-free annual 
withdrawals. 

Both advisory ILAs and commission-based ILAs have 
their positives. Some people favor advisory ILAs for their 
low fees and fexibility, but there may be other factors to 
consider, such as the fees you may pay a fnancial adviser for 
their advice. Work with her or him to determine which may 
best suit your needs. 

Forecast: Ongoing Volatility 
As we await the development of a COVID-19 vaccine 

to safely return to our normal activities, market volatility 
promises to remain with us like a rude houseguest. Investors 
in the “fragile decade” — the last fve working years through 
the frst fve years of retirement — may want to consider 
their options for safely bridging this period of uncertainty. 

If an ILA is something you are considering, remember that 
while index performance on the upside may be limited, the 
buffers and foors can protect you from some or all losses. This 
is what you are paying for: a guarantee against some losses. 

Staying invested in markets right now may be critical to 
long-term investing success, but being roiled by extreme 
volatility may be more than some portfolios can bear. 

This article was written by and presents the views of our 
contributing adviser, not the Kiplinger editorial staff. You can 
check adviser records with the SEC or with FINRA. 
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