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Annuity Hybrid Can Provide Risk-Averse Growth for Boomers
by Todd Phillips
How much longer will interest rates remain at historically low levels? Judging by the Fed’s recent actions, not a whole lot longer. In fact, it now appears to be merely a case of how fast and how high interest rates will rise. 

Boomers have a notoriously short memory when it comes to economic trends. Unlike those who can remember the depression and succeeding decades of market vagaries, boomers have a tendency to think whatever has transpired over the past few years will continue indefinitely. That’s a short-sighted perspective in terms of assessing investment options, whether it regards fixed-income stability or equity risk. 
While the long-term effects of rising interest rates may not be as dire as many analysts have predicted, the impact on traditional investments, both fixed-income and equities, will be significant. Financial planners and consultants are already getting inquiries from anxious clients about investment alternatives offering rising-rate protection. Typically, there is a tendency for investors to overreact to market movements. Boomers approaching or already in retirement, reliant on investment income, can be especially fearful, and vulnerable to choosing inappropriate alternatives.
Karl Romero, CFP™, a Registered Principal in Santa Ana, CA who does financial planning for high net-worth individuals, says rising interest rates are a concern among his clients. “Most believe that rates have bottomed out but doubt they will soar upwards. The consensus is that 10-year Treasuries will peak around 5% by the end 2005, then level out. Of course, if something problematic occurs, such as a terrorist hit, interest rates will soar and there will be a flight to safety. I think investors like to have some hedge for that sort of risk.”

Romero says most of his client portfolios have fixed-income allocations of three years or less in response to accommodate interest rate uncertainty. “Regardless of the recent trend upwards, interest rates are still historically low, so equity participation remains a viable asset strategy.” 

One option for participating in equity growth while hedging against interest rate risk is equity indexed annuities (EIAs), a hybrid strategy that promises the safety of traditional annuities, tax deferred long-term equity growth potential, guaranteed minimum interest, and no risk of principal loss. 

Not New But Not Widely Understood

Introduced in the early nineties but largely overlooked during the exceptional run-up in equity values over the past decade, EIAs have been attracting considerable attention among boomers and seniors in particular. The December 6, 2004 issue of National Underwriter, Life & Health reported that indexed annuity sales — which had totaled a record $5.3 billion in the second quarter of 2004 — “…were over $7 billion for the third quarter of 2004 and the estimated year-end total for the industry should hit $22 billion — more than triple the sales of 2001,” according to Jack Marrion, president of Advantage Compendium, a St. Louis, Mo. index annuity tracking and analysis service.” 
Interestingly, Marrion notes that nearly 90% of the agents actively selling fixed rate and variable annuities have never sold an index annuity.

That’s a bit surprising, given that EIAs have consistently outperformed comparable investments ​— Bond funds, CD’s, stock and index funds — since their inception a decade ago when Keyport Life introduced the first annuity with returns linked to the S&P 500 index. 

EIA benefits include tax-advantaged participation in stock market performance, interest returns linked to index increases, protection against market losses, full protection of principal, minimum rates of interest returns, tax deferral of earnings and liquidity.

The tradeoff is that investors receive less than full index market gains. How much less depends on several factors, including the EIA’s participation rate, spread, growth caps, and calculation method. Insurance companies need to use some means to cover the guarantees and volatility of the underlying index. For example, a carrier might reduce the participation rate, which defines what percentage of the index gain the investor will receive. If the participation rate is 80% and the applicable index rises 10%, the value of the EIA will rise 8%. 

Like other annuities, gains on EIAs are tax deferred until withdrawal, but unlike municipal bonds, interest remaining inside an EIA is not included in social security computation, nor is it subject to probate if paid to a beneficiary. In addition, in most states EIAs are creditor-proof.  

Calculation Method Critical

An EIA’s growth can vary wildly, depending on the method used to calculate index performance. Advantage Compendium’s Marrion notes that, “The average index annuity total return for products purchased on 09-30-1998 and reaching the end of their initial index period on 09-30-2003 was 30.4%. The lowest return was 15.93% for annuities using the term-end point-to-point method. The highest was 46.7% using the annual reset crediting method with daily averaging.”

So while one calculation method yielded less than 16% over the five-year period, another method generated almost three times that amount. That’s some difference.  
There are four basic methods of calculation: annual reset, point-to-point, averaging and high water look back. Although the latter has seen some renewed interest lately, it is an infrequently used method. A ten-year performance comparison of the more popular calculation methods appears in the accompanying sidebar. The comparison includes a typical annual reset and cap EIA (figure 1), a monthly-point-to-point with multiple reset EIA (figure 2), and an annual reset, no cap or cap, spread EIA (Figure 3). The comparison illustrates that the monthly point-to-point method has produced enhanced performance, despite the fact that it contains an upside cap on monthly increases but no cap on monthly downside losses. In other words, if the market goes up 5% one month and an EIA indexed to it has a 3% cap, the investor loses out on the other 2%. Contrarily, if the market slides 5%, the investor does the same. 
Product sponsors like to promote the monthly point-to-point method because it makes it easier for them to buy and sell options and provides more leeway. Initially, it might appear that making headway would be difficult for investors using this method, given that one or two down months in an otherwise good year could play havoc with portfolio performance. However, the ten-year data indicates otherwise. 
Other Considerations
In addition to participation rates and calculation methods, the over 300 EIAs (and growing) currently available also contain significant differences in minimum interest guarantees, issuer strength, spreads, earning caps, surrender charges and distribution restrictions, all of which can have a noteworthy impact on investment returns.   
One of the largest issuers of EIAs markets them with a tempting additional up-front bonus payment. However, a closer examination reveals stringent withdrawal options, including a provision that requires investors annuitize their funds at the end of the contract. This means they cannot receive their money in a lump sum: funds can only be withdrawn in predetermined portions over a set period of time, typically at a fixed rate that is less than competitive.

Also, EIA withdrawals before age 59½ are subject to a 10% penalty. They are obviously intended as a long-term strategy, which melds nicely with most boomer investment and retirement objectives. 
Even EIA detractors admit the product can be appropriate for boomer-aged investors. One life insurance advisor, a particularly harsh critic of EIAs, acknowledges that, “There is one category of astute individual investors who might correctly invest in an indexed annuity; investors in their 50s and 60s making their final investment push to retirement, so their investment time horizon might be five to 10 years. Since there is little time to earn back any investment mistakes, new investments and the repositioning of equity invested assets might now be prudently invested with an eye on conservation. If fixed-income yields were low and expected to remain so, the indexed annuity might be the ideal investment product for this investor.” 
Equity index annuities can be an ideal choice for safe money, but advisors should scrutinize the myriad features of a product, as well as the strength of the product’s sponsor, before recommending for a boomer portfolio. 
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Todd Phillips is an investment advisor with David T Phillips & Co., Phoenix, AZ. He can be reached at 800.223.9610 or Todd@iquote.com. Phillips offers a booklet containing a comprehensive, unbiased assessment of EIAs, including ten primary features to evaluate.

SIDEBAR 1

EIA Features to Evaluate 
1. Strength of issuing company, based on major rating agencies.

2. Minimum interest guarantees, which vary depending on annuity length, state and issuer. Range is typically 1.5% on 70% of principal to 3% on 100%. Most common is 3% on 90% of initial deposit. 
3. Participation rates, which range from 40% to 125% of index. Providers can drop rates in response to interest rate declines or stock market volatility. 

4. Spreads/Fees: Annual fee deducted from growth of index by provider. A lower spread may be better but providers need some means to offset guarantees and market volatility. The lowest or no spread is not necessarily the best deal.

5. Earnings Cap. An annual cap is most common, usually between 5-12%, but some have no cap. Look for monthly caps to gain in popularity. Providers can change the cap after each reset. 

6. Which Index?  Most EIAs are tied to the S&P 500, but NASDAQ, DJIA and Russell 2000 are also available and may be more appropriate. Some EIAs allow investors to combine indices. The NASDAQ and Russell 2000 have potential for higher returns but are also more volatile. Expect providers to adjust for this by lowering the participation rate, increasing the spread or lowering the cap. For maximum interest accumulation, choose a longer surrender period. 

7. Surrender Charges. Since there are no upfront sales charges, EIAs typically charge early withdrawal fees, which can continue for 5 to 15 years. Advisors should determine the length of time the investor intends to keep funds in the EIA. 

8. Index Calculation. There is a huge performance variance between averaging, point-to-point and high water look back methods. Typically point-to-point reset products will have lower caps, spreads and participation rates to offset the greater potential for gains. The high water look back method will perform best when purchased at or near a market bottom. 















