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INTRODUCTION


A few years ago, I wrote Unlocking the Annuity Mystery: Practical Advice for Every Advisor. While I wrote this book mostly for financial advisors, I tried to make it simple enough that anyone could get at least a basic understanding of how annuities work and when and why they should be used. As a test, I asked my wife to read the book. Now, she’s pretty damn smart. She owns her own business, consults to small business CEOs, and has a pretty good financial acumen. When she didn’t even make it past the second chapter, I knew I had failed in writing a book that could reach beyond financial advisors. Hence, this second book. Hopefully, you (and my wife) will find this book both informative and easy to read.


Eventually you will “retire.” Or maybe you are already “retired.” I put “retired” within quotation marks because retirement means different things to different people. For some, it means not working at all. For others, it means just working less or only doing what you really want to do. For me, it means not setting an alarm clock in the morning unless I want to. Regardless of your definition of retirement, it likely means you no longer have a reliable income and/or significantly less income. If you are like most people—including me—you wonder whether you will have enough money in retirement to do all the things you want to do, even if you have unexpected expenses. If you’re reading this book, you have probably done some research on this subject. During this research you’ve probably read that many financial academics believe that, for most people, annuities should be part of the solution. Yet when you did a Google search on annuities, you probably also found posts that were highly critical of annuities right alongside those that were supportive. Further complicating the topic is that there are a lot of different annuities, most of which are designed to address different financial goals. If you found this book in hopes of getting to the bottom of all this, you have come to the right place.


I fell into the annuity industry in 1983, when, as a twenty-three-year-old newly minted MBA from Washington University in St. Louis, I was offered the position of annuity product manager by Edward Jones in St. Louis. I liked the idea of being a product manager. I only had one question: What was an annuity? Despite earning both undergraduate and graduate degrees in finance, I had been taught nothing about annuities. After accepting the job, I went looking for a book like this. I couldn’t find one. In fact, despite some of the books written about annuities over the years, I still don’t believe the book I was looking for back in 1983 exists today. And that is another reason why I wrote this book.


I never thought I would stay in the annuity industry more than a year or two. I assumed way back when that this first job out of college was just a stepping stone to some other role in the finance world. But one job led to another, which led to another, and so on. And so almost forty years later, I remain in the annuity industry. It would be safe to say that I’ve seen a lot over the years—both good and bad.


At this point it’s important for you to understand that I’m pro annuities. It would be impossible to spend almost forty years in an industry if I felt otherwise. In fact, I own two myself. However, I don’t believe that an annuity is for everyone. Far from it. While the annuities I own are an integral part of my retirement plan, I recognize that I had other viable options to meet my financial objectives. In any financial planning process, there is always more than one viable approach. In addition, not every annuity is created equal. Like any other investment category, some annuities are better than others. In fact, while today’s annuities are more consumer-friendly than ever, there are still some individual annuities out there that are designed in such a way that the primary goal is to incentivize someone to sell them rather than to help the policyowner meet an investment and/or retirement goal.


So why do I own two annuities? What role do they play in my investment portfolio? First and foremost, like most people, I like the idea of getting a social security check for as long as I live. Say what you want about social security, but there is a reason so many people like it. It provides peace of mind. No matter what the market does from year to year, you know that check is going to be deposited into your account every year. However, if I want to truly enjoy retirement, I’m going to need far more than what social security is going to pay me. I can find plenty of research that says I can safely supplement my retirement income by simply taking 3–4 percent of my portfolio each year. If I have $1 million, I can take $30,000–$40,000 each year with a very low probability of running out of money before I die. In fact, if I limit the withdrawals to that rate, I’ll likely see my portfolio grow. But note a few key words in those two sentences: “very low probability” and “likely.” I understand the math, and I know I probably (there’s that word again) don’t need an annuity. But I just don’t want to worry about it in retirement. I want to know how much income I’m going to have, no matter what the market does and no matter how long I live. If you feel the same way, then keep reading.


But since I have not yet retired, I haven’t started taking income from my annuities yet. So what have they done for me up to now? The government wants you to save for your own retirement, so it provides incentives for you to do so. For example, you get a tax deduction for any money you put into a regular IRA. In addition, you don’t pay taxes while your IRA grows. No taxes are due until you take money out. In industry jargon, that is called tax deferral, since you defer the taxes until later. An annuity is similar. While I didn’t get a tax deduction for the money I put into my two annuities, I haven’t paid any taxes over the years on their growth. Just as importantly, I was able to move money back and forth between the various investment options in the annuities without paying any taxes. When I wanted to get more heavily invested, I sold the more conservative investment options and bought more aggressive ones. I did the opposite when I wanted to get more conservative. All without taxes. So, if you like the idea of paying less taxes while you save for retirement, keep reading.


In the end, annuities are about protection—protection of income, protection from taxes, and protection from drastic market swings. If any of these appeal to you, keep reading. I’ll explain to you how this protection works and what it will cost you.


My primary goal with this book is to not to convince you that you need an annuity, but rather to give you the information you need to feel comfortable with the decisions you make. And quite frankly, if your goal is to find information that supports a critical view of annuities, you will find plenty of that in this book as well. In these pages, I will share both the good and the bad.


Spoiler alert—this is not a whodunit, so this book will be heavy on information and light (pretty much void, actually) on suspense. There’s only so much I can do to make learning about annuities fun. I’ll leave the fun to the Stephen Kings and the Harlan Cobens of the world.
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WHY SHOULD I EVEN CONSIDER AN ANNUITY?


No one in their right mind would ever ask me to build a house for them, but if there is one thing that I know for sure, it’s that I would need a lot of tools to accomplish the task. If, however, you need someone to hang a picture for you, I’m your guy. I’ve collected a lot of original sports art over the years, which means I’m constantly replacing one picture for another. But even a task as simple as that requires a hook, a nail, a level, a yardstick and/or tape measure, and a pencil. And always measure everything at least twice. I definitely learned that one the hard way. An annuity is just one of many tools you can use to build a retirement income portfolio. And just like there are many different hooks you can use when hanging a picture (although I strongly recommend you spend the extra money for the professional picture hangers), an annuity is just one of many options that can be selected to accomplish certain goals. When it comes to investing, there is never any one best single solution. Every solution comes with trade-offs. Annuities are no different.


Annuities can help with three basic financial goals. First, they can help preserve wealth by providing protection against the ups and downs of the stock market. Second, because they compound earnings without taxation, they can help you accumulate wealth much faster than investments that are taxed each year. And finally, they can give you the peace of mind of providing a retirement income that will continue until the day you die.


Your first thought might be that I’m overselling the benefits. After all, those three things cover a lot of financial needs. However, while different annuities can meet these three major goals, annuities typically fall short of expectations when a single annuity is selected to try to accomplish two, or even all three, of these things. When I hang a picture, I just use the hammer to pound in the nail. I can also try to use it to measure the proper distance, estimate how level the hangers are, and even mark the wall where I want to put the nail, but I pretty much guarantee that such a strategy will lead to a crooked and/or misplaced picture.


Using Annuities to Preserve Wealth


Many annuities are designed specifically to protect the assets you have already accumulated from the ups and downs of the stock and bond markets. I’ll go into each of the following in more detail in specific chapters on each type of annuity, but the following list highlights the basic principles.


1. Fixed and indexed annuities will credit only a positive rate of return and will never drop in value from year to year. Basically, both of these products serve as substitutes to bank certificates of deposit (CDs). A fixed annuity will credit a specific, known rate of interest each year. The rate you earn will change at the end of the term which you select. An indexed annuity will credit a rate tied to a specific index, such as the S&P 500. At the end of the term you select, the insurance company will look back to see how much that index increased over that period. You will either earn the full change up to a stated limit (known as a “cap”) or a specific percentage of the change (e.g., 35 percent). In exchange for giving up the certainty of knowing what rate of interest you will earn like you get with a fixed annuity, over time, an indexed annuity should earn 1–1.5 percent more per year on average compared to a fixed annuity. The most important thing with both of these types of annuities is that you will have the peace of mind of knowing that you won’t have less money tomorrow than you had today.


2. Structured annuities eliminate some of the downside risk with investing in stocks or mutual funds. Structured annuities are the next level up in terms of risk versus reward versus fixed and indexed annuities. Rather than protect all the downsides of the market, they protect a portion of it. For example, one structured annuity in the market absorbs 50 percent of any downside movement in the stock index but gives you 70–80 percent of the upside movement. Others might limit your downside to no more than 10 percent during a specific 1–6-year period. And finally, some designs absorb the first 10–30 percent of the index losses, leaving your assets at risk only for losses greater than the designated percentage. Don’t worry if you find this concept a little confusing. I’ll cover these options in detail in the chapter on structured annuities. For now just understand that if your selected stock index falls in price, the insurance company will absorb a portion of the loss.


3. Variable annuities provide a guarantee of your initial invested amount at death. If you are thinking, “Wow, dying is a tough price to pay for a guarantee,” I wouldn’t argue the point. However, if you stop and think about it, there’s actually a great deal of logic for this strategy. It’s not uncommon for people to have money that they don’t expect to need during retirement and that they plan to leave to others. Naturally, they want that money to grow, but at the same time they want to preserve a minimum value for whomever is to get it when they die. If the money is put in stocks or mutual funds, over time it will most certainly grow. But there is also a possibility that those stocks or mutual funds could be down in value when you die—especially if you die not long after you bought them. If instead you invest in mutual funds via a variable annuity, you know that the minimum your heirs will get is whatever you put into the annuity, adjusted for withdrawals, if any, of course.


Using Annuities to Control Taxes


Before I cover the tax advantages of annuities, I have to introduce two more financial terms: “qualified” money and “nonqualified” money. Money is considered “qualified” if it resides in a retirement plan such as an IRA, Roth IRA, 403(b), or 401(k). These plans all “qualify” for special tax treatment under the tax code, hence the industry referring to them as qualified assets. Similarly, an IRA is considered a qualified plan. Any asset held in a retirement account, including annuities, gets taxed under the tax rules of that particular retirement plan. The tax aspects of the plan override any special tax considerations of any assets in the plan. Therefore, there is no tax advantage to one product over another when it is held within that plan. Every asset in an IRA, for example, is taxed completely the same. Any asset that is not held in a qualified plan is considered a nonqualified asset. Any account you might have with a brokerage firm or bank that is not part of a retirement account would therefore be considered a nonqualified account. Even your checking account would be an example of a nonqualified asset, as would an account where you just own stocks, bonds, or mutual funds. If an asset is a nonqualified asset, it is taxed according to the terms of that asset as well as potentially the amount of time you owned the asset.


Annuities are given their own special tax treatment under the tax code. In order to encourage people to save for retirement and put money into something that can provide an income for life, the tax code allows all nonqualified annuities to be tax deferred. Common sense tells us that it’s better to pay taxes later than now. Think of it this way: Let’s assume it’s April 15, and your tax return tells you that you still owe $10,000 more in taxes. But just as you are starting to get out your checkbook to write that check, you get a call from the president of the United States. He or she tells you that since you have been such an outstanding citizen during the past year, you don’t have to pay those taxes right now. You can pay them whenever you want. And you won’t owe any more. You will still owe just $10,000. Would you write that check? Unless you just don’t want to have to worry about it down the road, you wouldn’t. At the very least, you could put that $10,000 into an account paying interest (such as a fixed or indexed annuity—or CD) and then earn money on the money you would have paid in taxes. That’s what tax deferral does for you. It allows you to not only earn money on your original investment plus any interest you’ve earned to date but also earn money on the money you would have paid in taxes each year. Only tax deferral gives you the full impact of compounding interest.


Variable annuities also carry an extra tax advantage. Most of today’s variable annuities offer up to one hundred or more different mutual fund type accounts. If you sell a regular mutual fund in order to buy another—perhaps because you want to increase or decrease the overall risk in your portfolio—you create a taxable gain (or loss) at the time of the sale. However, if you make that same switch by selling one of the mutual fund options within the variable annuity in order to buy another mutual fund option within that same product, no taxes are due because you can do all this within the annuity. This makes a variable annuity a very useful and tax-efficient vehicle for someone who frequently rebalances their portfolio holdings—which should be almost everyone.


One very important consideration is the fact that any taxable withdrawals from an annuity prior to age fifty-nine-and-a-half are not only taxed, but they also carry an additional 10 percent penalty. In reality this penalty is an additional 10 percent tax. Therefore, if you are in a 20 percent tax bracket, taxable annuity withdrawals will be taxed at 30 percent. As stated earlier, the government allows annuities to be tax deferred in order to encourage you to save for retirement. Therefore, the 10 percent penalty serves as a deterrent to taking money out before retirement.


Using Annuities to Give You a Paycheck for Life


Everyone loves a pension. What’s not to like? There’s something very reassuring about knowing that a specific sum of money is going to be deposited into your checking account each month. That also explains why social security is so sacred. Most people don’t think of social security as a pension, but at the end of the day, that’s exactly what it is. You have money taken out of each paycheck during your working life. In exchange, beginning sometime between the ages of sixty-two and seventy (your choice), the government promises to start sending you a check each month for as long as you live.


When an annuity is used for income, it is essentially a personal pension that you fund out of your retirement savings. You give the insurance company a sum of money—either in a lump sum or payments over a number of years—and in exchange it gives you an income for life. It’s really as simple as that. In addition, if the annuity is funded with money that is not in a retirement plan—those nonqualified dollars—then the income is partly tax free. I’ll go into this in more detail on the chapter on annuity taxation, but the concept is similar to any mortgage payments you make. Each mortgage payment is partly a return of the amount you borrowed and partly a return of interest. Nonqualified annuities work the same way. Each payment you receive is partly a return of the money you gave to the insurance company and partly interest that the insurance company is paying to you. You only pay taxes on the interest portion. Therefore, if you receive $20,000 in total annuity payments in a particular year, it’s likely that only half or less of those payments are taxable. The exact amount depends on when you start receiving the income, your life expectancy, and the amount of interest the insurance company expects to pay you during your lifetime.


Final Thoughts


Throughout this book, I’ll cover all the things annuities can do for you in much more detail than presented in this chapter. And of course, I’ll also tell you what they don’t do particularly well. However, the three solutions listed in this chapter are the primary benefits offered by annuities. If none of these three interest you, you can stop reading right now. If, on the other hand, you see how one or more of the three can help you reach your financial goals, keep reading. You’ll be glad you did.
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WHY DO SO MANY PEOPLE HATE ANNUITIES?

If you google “are annuities a good investment,” one or more of the top responses is going to be highly critical of annuities. In fact, Fisher Investments, one of the country’s largest investment advisory firms, has created an entire campaign around the supposed stupidity of buying annuities. On the other end of the spectrum, some financial advisors believe that an annuity and the guaranteed income it can provide should have a place in almost everyone’s retirement income plan. Like almost all controversial topics, the truth lies somewhere in the middle of these two extremes. No one can really deny that annuities have a history of being both mis-sold and oversold. In addition, the insurance companies have learned over the years that the higher the commission they pay to an advisor to sell an annuity, the more sales they get. Therefore, they have occasionally designed products that benefit those recommending the annuity as much, if not more, than those buying the annuity. Of course, this is not a concept that is unique to annuities. Commissions exist to both reward and motivate the person who is selling the product. This natural conflict of interest is bound to lead to some unsuitable sales no matter what product is being sold. With that in mind, no book on annuities would be complete without exploring the issues that have caused Fisher Investments and others to so publicly and vehemently come out against annuities.

Annuities Are Too Costly

When critics claim that annuities are too costly, they are typically referring to variable annuities. While almost all annuities—and certainly all commissionable annuities—assess a “surrender charge” if you get out early (more on that in a minute), variable annuities assess annual policy fees in addition to a possible surrender charge. They will assess an annual contract cost of 1–1.5 percent per year, plus a management fee on the variable annuity subaccounts of 0.5–1.25 percent per year, plus 0.5–1.5 percent for any additional income or death benefits. Consequently, a variable annuity with features added on could cost 3–3.5 percent per year. In a world where you can now buy stock for no commission and buy an index fund for almost no annual management cost, that’s a large annual expense. Therefore, it is always important that you know what you are paying for each and every feature of the annuity—particularly variable annuities.

What goes into the cost of an annuity, and how do you know whether you are paying too much? An insurance company incurs three costs when issuing an annuity, all of which are going to be passed onto the annuity buyer in one form or another. The higher those costs for the insurance company, the more you will pay:

1. Commission: Over 95 percent of all the annuities sold pay a commission of 3–10 percent to the agent or advisor that is selling the annuity. While this is a wide range, the typical commission is closer to 3 percent than 10 percent. This commission is not deducted from your investment directly. If you buy a $100,000 annuity, your entire $100,000 will be invested on your behalf. The insurance company pays the commission out of its own pocket and then recovers it over time from either the annual charge on the contract or the difference on what they earn compared to what they pay you. For example, most variable annuities carry an annual charge of about 1.25 percent on your total investment each year. About half of that annual charge exists as a way to recover the commission the insurance company paid. On most other forms of annuities, there is no explicit charge on your account. Instead, the insurance company simply pays you less than what they can earn on the money you give them. This is known as the “spread.” The larger the commission that is paid, the higher the spread. Therefore, rather than paying for the commission via a direct fee, you pay for it by earning less interest than you otherwise would have. Obviously, the higher the commission that is paid, the more future earnings you will give up. Annuities are far from the only financial vehicle that uses the concept of a spread. For example, when you buy a CD from your local bank, the bank will earn more on your deposit than what they pay you. The difference is the bank’s spread. It covers not only the profits the bank earns on your money but the costs to issue the certificate—including paying those that helped you with the purchase.

2. Marketing and sales: Annuities are sold, not bought. It’s rare for anyone to go directly to an insurance company’s website to buy an annuity. Therefore, the insurance company must do sales campaigns, print brochures, and hire staff to train the financial advisors on the products, and maybe even help them sell it. This infrastructure can get expensive. This is another cost that you will pay either directly or indirectly.

3. Administrative: There is a lot involved in issuing and providing ongoing service on annuity. The insurance company has to process your application and issue an actual policy. Sadly, both of these processes typically still involve paper. And then they have to send you statements, cut you checks, make occasional policy changes, have a staff available to handle your phone calls, etc.

Of these expenses, the commission is the biggest. You probably noticed that I gave a pretty big commission range. While commissions on annuities, like most other investment vehicles, have come down over time, there are still some contracts out there that can pay up to 10 percent. Typically though, reasonable commission ranges would be as follows:

• Fixed annuities: 1.5–4 percent

• Immediate annuities: 4 percent

• Indexed annuities: 3.5–5 percent

• Structured annuities: 5–6 percent

• Variable annuities: 5–7 percent

It’s Costly to Get Out of an Annuity Early

All commissionable annuities are going to have a penalty for early withdrawal, commonly referred to as a “surrender charge.” This is not unlike a penalty for early withdrawal that banks assess on CDs. Remember, the insurance company invests every dollar you give them and pays the commission out of its own pocket. They recover this commission over time with either the policy fees or by factoring the cost of this commission in the spread. However, depending upon the annuity design, this recovery can take five to ten years. Therefore, the insurance company assesses a charge if you get out of the contract in the first five to ten years. For this reason, this surrender charge is also sometimes referred to as a “contingent deferred sales charge.” This surrender charge typically starts at 6–8 percent, and then will decline by about 1 percent per year until it completely goes away. Since the primary purpose of the surrender charge is to recover the commission paid, the amount of the initial surrender charge is also a good indicator of the commission that is paid on the contract. Simply subtract 1–2 percent from the size of the initial surrender charge, and you will be really close to the total commission.

An increasing number of annuities is being made available for fee-based accounts and therefore pay no commission to the advisor or agent. Instead, the advisor will assess an annual advisory fee just as they would for any asset within the advisory account. The amount of this fee will vary by advisor, but 0.75–1.25 percent per year would be the most common structure. Annuities sold without a commission are referred to as advisory annuities. Because these pay no commissions, they do not have a surrender charge. There is one notable exception. Most advisory indexed annuities will carry a slight surrender charge for the first few years. A typical charge might start at 4 percent and drop 1 percent per year. The purpose of this charge is not to recover the cost of the commission, but rather to allow the insurance company to buy the securities it has to buy in order to make sure they can pay you interest in the years where the market goes up, without reducing the value of your investment in the years the market goes down. If you get out of the contract early, the insurance company has to liquidate these securities in order to give you your money back. They have no guarantee that they will be able to sell these securities for at least what they paid for them; therefore, this nominal charge is designed to protect the insurance company from the possibility that they will be forced to sell these securities at a loss due to your decision to get out of the contract early.

Annuities Are Illiquid

This critique is really a subset of the section above. Regulators commonly refer to annuities as illiquid investments—meaning they can’t be readily turned into cash. In actuality, this is not true. You can cash in your annuity any time you want. All you have to do is ask the insurance company to send you your money. You will likely need to fill out a form, but that’s pretty much it. What the regulators really mean when they call an annuity illiquid is that you might have to pay a surrender charge to get out (see above), and you will likely have to pay taxes on the money you receive. Both of these can indeed be true. If you are still within the surrender charge period when you request your money, you will pay a fee to get your money. In addition, if you cash the check the insurance company sends you, you will have to pay income taxes on any amounts received above and beyond what you invested. And, if you are younger than fifty-nine-and-a-half years old, you will pay an additional 10 percent tax penalty on that income.

But these two situations are not always true. First, once you have owned the annuity long enough that you are past the surrender-charge period, you can get any amount you want with no fee at all. And even prior to that date, almost every annuity allows you to take 10 percent of your account value each year with no fee. Second, what if you own the annuity within your IRA? In fact, about half of all annuities sit in an IRA account. If this is the case, then as long as you keep the proceeds within the IRA, there are no taxes due. The taxes would be due only if you withdrew the funds not only from the annuity, but the IRA as well. But that is the case with any investment in your IRA. From a tax standpoint, annuities in an IRA are no more illiquid than any other investment in that IRA.
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