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Traditional investments like stocks and bonds are the foundation of a typical retirement 
portfolio; however, annuities can play a valuable complementary role by hedging 
longevity risk, reducing market risk, and partially alleviating sequence of returns risk.

This material does not take into account individual circumstances. 
Nothing contained herein should be considered financial, legal or tax 
advice. Please consult your financial, tax and/or legal counsel for  
specific questions and concerns.
PIMCO is not a licensed insurance provider and, as such, does not offer 
insurance-guaranteed products or products that offer investments 
containing both securities and insurance features.
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What is an annuity?
An annuity is an insurance contract whereby a policyholder 
exchanges a premium payment for a stream of cash flows. 
Annuities can be structured in a variety of ways to address 
specific needs with respect to timeliness, flexibility and 
investment characteristics.

The role of annuities in a 
retirement portfolio
Annuities can play a complementary role in retirement 
portfolios by serving as a hedge against longevity risk, 
reducing market risk and reducing sequence‐of‐returns risk. 
It is important to note that high quality bond portfolios can 
provide some of these benefits as well, but they cannot 
provide a contractual hedge against longevity risk, which 
is why annuities can play an important role in a broader 
diversified portfolio. 

While there is no optimal portfolio or annuity for all 
situations, alongside Social Security and traditional 
investment assets, an annuity offering lifetime income  
may help retirees achieve an improved retirement.



Hedging Longevity Risk
Most people underestimate how long they’ll live*, subjecting them to the risk of outliving their 
assets. Understanding the odds is critical to designing a retirement portfolio and spending plan 
that will meet income needs over a lifetime. Aside from most defined benefit pensions and Social 
Security, an annuity is one of the few options that can guarantee an income stream into old age, 
helping to reduce longevity risk.
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KEY TAKEAWAYS…
Annuities offering lifetime income are one of the few options to hedge longevity risk. 
Compared to immediate annuities, deferred annuities may be more cost-effective as a 
pure longevity hedge, as they require a lower upfront premium for a given future level of 
income. Deferred annuity contracts that offer lifetime income benefits and tend to be 
more flexible include Fixed-Rate, Fixed-Indexed and Variable Annuities.

Source: IRI Retirement Factbook 2019

* “Underestimating Years in Retirement” (accessed 28 February 2021) Stanford Center on Longevity
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Reducing Market Risk
In addition to their longevity‐hedging properties, annuities can provide a consistent income 
stream that is immune from the risk of falling stock and bond prices. Annuities are contractually 
guaranteed and must provide the stated benefit, subject to the claims-paying ability of the 
insurance company. Therefore, an annuity may reduce an investment portfolio’s exposure to 
downside market risk, potentially at the cost of reduced upside participation.

ANNUITIES MAY REDUCE DOWNSIDE RISK(1) AND INCREASE INCOME

Downside risk Current annual income

Portfolio 1: Stocks and bonds

$175,400

$106,300

$15,000

$26,800

Portfolio 2: Stocks, bonds and annuity

ANNUITIES GENERALLY SEEK TO SHIELD POLICYHOLDERS FROM  
DOWNSIDE RISK AND MAY OFFER SOME UPSIDE PARTICIPATION

Income  
annuity

Fixed‐rate  
annuity

Fixed‐indexed 
annuity

Variable  
annuity

Exposure  
to market
downside

None None None Account value is  
exposed to downside, 
but the income benefit
typically is not

Exposure 
to market  
upside

None Account value and
income benefit may  
have upside potential 
based on the insurer’s 
ability to credit interest, 
e.g. if interest rates rise

Account value and
income benefit may  
have upside potential 
based on performance  
of underlying index

Account value and
income benefit may 
have upside potential 
based on performance 
of underlying fund
investments

Hypothetical example for illustrative purposes only. Source: PIMCO as of 28 February 2021. Portfolio 1 is comprised of $1M 
allocated to 60% S&P 500 Index (U.S. stocks) and 40% Bloomberg Barclays US Aggregate Bond Index (U.S. bonds). U.S. stocks 
have a current dividend yield of 1.6% and U.S. bonds have a current yield-to-worst of 1.4%. Portfolio 2 allocates $300,000 (30%) 
to an immediate annuity with an annual payout of 5.4%2 and 70% to the same stock/bond mix as in Portfolio 1. 

KEY TAKEAWAYS…
Annuities may be used to help alleviate market risk. Other than Variable Annuities, most types  
of annuities are immune from the risk of falling stock and bond prices. In the case of variable 
annuities, account values may fluctuate and thus contribute to downside risk. However, even 
variable annuities can be used to reduce risk, as policyholders can often elect optional lifetime 
income benefits and death benefits that are immune from market declines.

Source: PIMCO



SEQUENCE-OF-RETURNS RISK: THE ORDER OF RETURNS MATTERS WHEN 
WITHDRAWALS ARE TAKEN

Alleviating Sequence-of-Returns Risk
Upon retirement, investors may begin to withdraw a significant portion of their investment portfolio 
over a multi-decade period. Reliance on an investment portfolio for income may create sequence‐
of‐returns risk – the threat that poor investment returns in early retirement lead to adverse outcomes 
later on, because the investor cannot fully reap the potential benefits of market recoveries.

KEY TAKEAWAYS…
Sequence-of-returns risk arises when a retiree begins taking withdrawals from a portfolio.  
An annuity’s guaranteed income stream may reduce the income burden on traditional assets  
and help smooth income throughout a multi-decade retirement.

Hypothetical example for illustrative purposes only. Source: PIMCO and Bloomberg as of 28 February 2021
A starting portfolio of $1,000,000 is allocated 60% to the S&P 500 Index and 40% to the Bloomberg Barclays US Aggregate 
Bond Index. We use realized annual returns from 2008 to 2012 and repeat these returns every five years. Annual year-end 
withdrawals are 6% of the initial portfolio value, or $60,000. If the chart were extended, the portfolio in Sequence 2 would be 
exhausted after year 35.
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Bloomberg Barclays U.S. Aggregate Index represents securities that are SEC-registered, taxable, and dollar denominated. The index covers the U.S. investment grade 
fixed rate bond market, with index components for government and corporate securities, mortgage pass-through securities, and asset-backed securities. These major 
sectors are subdivided into more specific indices that are calculated and reported on a regular basis.
S&P 500 Index is an unmanaged market index generally considered representative of the stock market as a whole. The Index focuses on the large-cap segment of the 
U.S. equities market.
It is not possible to invest directly in an unmanaged index.
Annuity guarantees are backed by the claims-paying ability of the issuing insurance company. PIMCO does not offer insurance guaranteed products or products that 
offer investments containing both securities and insurance features.
The models, scenarios and decisions included here are not based on any particular financial situation, or need, and are not intended to be, and should not be 
construed as a forecast, research, investment advice or a recommendation for any specific PIMCO or other strategy, product or service. Individuals should consult 
with their own financial professionals to determine the most appropriate allocations for their financial situation, including their investment objectives, time frame, risk 
tolerance, savings and other investments. 
The analysis contained in this paper is based on hypothetical modeling. (1)WE DEFINE “DOWNSIDE RISK” AS THE PORTFOLIO DECLINE IN A 1-IN-20-YEAR 
WORST-CASE SCENARIO. MORE FORMALLY, WE ESTIMATE THE 95% CONDITIONAL VALUE-AT-RISK (CVAR), OR THE AVERAGE LOSS IN THE WORST 5% 
OF SCENARIOS OVER A 12-MONTH HORIZON. TO MODEL PORTFOLIO RETURN, WE USE PIMCO’S MULTI-DECADE AVERAGE RETURN ASSUMPTIONS, 
WHICH ARE 5.7% FOR U.S. STOCKS AND 1.6% FOR U.S. BONDS. TO MODEL PORTFOLIO RISK, WE EMPLOY A BLOCK BOOTSTRAP METHODOLOGY. WE 
START BY COMPUTING HISTORICAL RETURNS, FROM JANUARY 1997 THROUGH DECEMBER 2020, FOR THE RISK FACTORS THAT UNDERLIE EACH INDEX 
OR PORTFOLIO. WE THEN DRAW FOUR SETS OF 3-MONTH RETURNS WITHIN THE DATASET TO COME UP WITH AN ANNUAL RETURN NUMBER. THIS 
PROCESS IS REPEATED 25,000 TIMES TO SIMULATE A DISTRIBUTION OF 25,000 ANNUALIZED RETURNS ACROSS ALL RISK FACTORS. WE THEN USE THIS 
DISTRIBUTION OF OUTCOMES TO CALCULATE THE CONDITIONAL VALUE-AT-RISK FOR INVESTMENT PORTFOLIOS BASED ON THE CURRENT RISK FACTOR 
EXPOSURES FOR EACH INDEX OR PORTFOLIO. 
(2) THE IMMEDIATE ANNUITY IS VALUED USING THE U.S. TREASURY YIELD CURVE AS OF 28 FEBRUARY 2021 AND LIFE EXPECTANCY DATA FOR A 65-YEAR-
OLD MALE FROM THE 2017 PERIOD LIFE TABLE FROM THE SOCIAL SECURITY ADMINISTRATION. WE APPLY A 20% REDUCTION TO THE “FAIR” ANNUITY 
VALUE TO REFLECT REAL WORLD PRICING OF ANNUITIES. THE HAIRCUT WE APPLY IS BASED ON BROWN, MITCHELL, AND POTERBA (2000), WHO SHOW 
A MONEY’S-WORTH RANGE OF 0.75 TO 0.87 FOR INFLATION-INDEXED AND NOMINAL ANNUITIES. BROWN, JEFFREY, OLIVIA MITCHELL, AND JAMES 
POTERBA, “MORTALITY RISK, INFLATION RISK, AND ANNUITY PRODUCTS,” NBER WORKING PAPER, JULY 2000. 
Figures are provided for illustrative purposes and are not indicative of the past or future performance of any PIMCO product.
Past performance is not a guarantee or a reliable indicator of future results. 
Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. The value of most bonds and bond strategies 
are impacted by changes in interest rates. Bonds and bond strategies with longer durations tend to be more sensitive and volatile than those with shorter durations; bond 
prices generally fall as interest rates rise, and low interest rate environments increase this risk. Reductions in bond counterparty capacity may contribute to decreased 
market liquidity and increased price volatility. Bond investments may be worth more or less than the original cost when redeemed. Equities may decline in value due to 
both real and perceived general market, economic and industry conditions. Diversification does not ensure against loss.
There is no guarantee that these investment strategies will work under all market conditions or are appropriate for all investors and each investor should evaluate their 
ability to invest long-term, especially during periods of downturn in the market. No representation is being made that any account, product, or strategy will or is likely to 
achieve profits, losses, or results similar to those shown.
PIMCO does not provide legal or tax advice. Please consult your tax and/or legal counsel for specific tax or legal questions and concerns. The discussion herein is 
general in nature and is provided for informational purposes only. There is no guarantee as to its accuracy or completeness. Any tax statements contained herein are 
not intended or written to be used, and cannot be relied upon or used for the purpose of avoiding penalties imposed by the Internal Revenue Service or state and local 
tax authorities. Individuals should consult their own legal and tax counsel as to matters discussed herein and before entering into any estate planning, trust, investment, 
retirement, or insurance arrangement.
PIMCO as a general matter provides services to qualified institutions, financial intermediaries and institutional investors. Individual investors should contact their own 
financial professional to determine the most appropriate investment options for their financial situation. This material contains the current opinions of the manager and 
such opinions are subject to change without notice. This material is distributed for informational purposes only and should not be considered as investment advice or a 
recommendation of any particular security, strategy or investment product. Information contained herein has been obtained from sources believed to be reliable, but not 
guaranteed. No part of this publication may be reproduced in any form, or referred to in any other publication, without express written permission. PIMCO is a trademark 
of Allianz Asset Management of America L.P. in the United States and throughout the world. ©2021, PIMCO.
Pacific Investment Management Company LLC, 650 Newport Center Drive, Newport Beach, CA 92660, 800-387-4626.
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