What the Heck is An Indexed Annuity?

As a retirement specialist, I recognize the most important issue facing those in or close to retirement is how they can assure that they will not run out of money in retirement. There are many different strategies offered in the marketplace by many different companies and agents. One that has become prominent is the indexed annuity. There are so many different scenarios for “crediting” the interest rate of return it can make your head spin. 
Indexed annuities are certainly not all created equal. Once you have a better understanding of what they are and how they work, you will find out very quickly some are better than others. It all boils down to the math. The math matters. In fact, any other explanation would be nothing but pure speculation.

If you own an indexed annuity, you certainly want to read further. Why? Because you will quickly see, crediting method selection is critical. 

To understand exactly what an indexed annuity is; is not that easy. Here is a simple explanation.

Indexed Annuities

"Indexed annuities provide a safe haven and potentially can earn more than other safe-money alternatives, such as certificates of deposit and traditional fixed annuities [which pay a set rate of interest, known in advance]. They are designed to preserve principal while providing a decent return," said Thomas Ewert, a certified financial planner in Wedowee, Ala.

"Indexed annuities are not designed to compete with the stock market," and their returns should not be compared with those of direct investments in stocks, which historically have produced greater returns, said Jim Kealing, a certified financial planner and certified public accountant in Newhall, Calif.

Rather, indexed annuities "are designed to fill the void between a straight fixed annuity and the stock market, hopefully providing a better return than a fixed annuity without risk to your principal," Kealing said.

That last point is important. In my previous column, I gave an example of how an annuity employing a widely used crediting method would have paid only 5.09 percent interest in 1999, a year when the Standard & Poor's 500 index had a total return of 21 percent. 

That's OK, you told me, but I should have pointed out that this 5.09 percent gain would have been preserved in 2000, 2001 and 2002, years the S&P 500 index was down.

So here are the numbers: From Jan. 1, 1999, through Dec. 31, 2002, $10,000 invested in this particular annuity would have grown to $10,590, although $10,000 in the S&P 500 index would have shrunk to $7,567.

"If the market did nothing but go up, equity-indexed annuities wouldn't exist, and we'd all be sipping umbrella drinks on a beach somewhere," said Jeff Goettsch, owner of a financial services firm in Mission Viejo, Calif. "But the reality is the market will go down, sometimes drastically; we just don't know when," and equity-indexed annuities shelter investors from those losses.

To Sum it all up: Although there are no guarantees, "the right indexed annuity can help many people achieve inflation-beating returns over an extended period of time," Kealing said. "I see the problem as being a lack of discussion about potential returns from the type of crediting methods."

Exactly; The crediting method - the formula used to calculate the interest you get, based on the return of the market index - is critical.
How is your interest gain credited? It is very important. It is all about the math. The math matters. All of the bells and whistles in word can not change the math. For example, from 1995 to 2004 an 8% capped product would have gained 5.60%, a month to month strategy with a 2.9% cap 6.64% and a certain “spread and participation” strategy would have produced 11.83%. Which do you prefer?
Indexed Annuities (EIA) work best if viewed as being a part of your fixed-income portfolio rather than your equity portfolio, despite their name. The big difference, an equity portfolio can have negative returns, from my experience I know no one likes to lose money. The point is, why take market risk?
EIAs are risk-management products. For instance, retirees or pre-retirees should consider investing a portion of their stock-market gains in EIAs to protect their principal and still participate in the market. 

Protect your principal and still participate in the market with no downside market risk, it is more than logical, it is prudent retirement action. Eliminate market risk is key. Eliminate risk and earn the highest possible rate of return mathematically available in an indexed annuity is only a matter of education.

As I said in the beginning, selection of the crediting method is critical. So, if you own an indexed annuity and need to understand exactly what you have … call my office and find out. If you want to buy an Indexed Annuity, call, I will show you how the math works. Like I always say, “It’s all about the Math”.
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