The Equity Indexed Annuity Hoax

The 403b/TSA industry has a problem, bad agents.  Commissioned based salespeople dominate this industry.  One of the worst products developed and sold by insurance agents is the Equity Indexed Annuity.  The following pages will point out to you the pitfalls of this type of product.

An equity-indexed annuity is a fixed annuity which has the interest rate tied to a percentage of a specific indexes growth.  The selling point is that you participate in the markets ups, but not the downs.  On the surface it sounds like a great deal.  My mother always taught me that if something sounds to good to be true than it probably is, there is no free lunch.  So goes it with the Equity-Indexed Annuity (herein referred to as EIA).  I will not go so far as to say that all EIAs are bad, I am sure there is a good one out there somewhere, I just have yet to come across it.

This product is extremely complex and more often than not, it does not deliver what you are promised.  Equity Indexed Annuities can be sold by any insurance agent.  EIA’s are considered a “fixed” product, neither the National Association of Securities Dealers nor the Securities Exchange Commission regulate them.  There are a few things you need to understand about EIAs: the index, the participation rate, the spread (or margin or admin fee), the term, the cap, and how the interest rate is calculated and credited.  Like I said, just a few things!!!  I told you this was complicated.

Participation Rate

The participation rate is the percentage of an index’s growth that you are allowed to capture during a specified period (usually 1-2 yrs, but can be 5 of more).  Participation rates vary from 35 –125%.  The following is an example of how a participation rate works:

Starting Index Value:

1,000


Value on January 1, 20xx

Ending Index Value:

1,100


Value on  December 31, 20xx


Growth
=
100 pts or 10%

Participation Rate :

70%


% set by insurance company

Percentage of growth captured    =    7%
(70% x 10%)  <Part. Rate x Growth Rate>

The index rose by 10%, the participation rate is 70% of that growth, bringing your initial interest rate for that period to 7%.  In other words, 7% is what you would earn for that period before fees <spread, margin>.  The participation rate can be set as often as daily, meaning that you need to be very aware of when your rate is set.  Some insurance companies will offer you a high initial rate and then after a short period lower it, I have seen contracts that started at 100% but then were dropped to 65% after the 1st year.  That represents a huge drop.  Do not be fooled by EIAs that offer high participation rates, they may be sacrificing in other areas to pay for it.  One area they will cheat you on is the “spread.”

Spread/Margin/Administration Fee

As if you were not already confused, the “spread” refers to a percentage amount the insurance company deducts from your participation rate.  For example, if as in the 1st scenario the index grows 10% and you get to capture 70% then your initial rate is 7%.  The insurance company deducts the spread from the 7%.  A typical spread is 2%, but can be much higher.

If we subtract the spread:


7% 
(participation percentage)


2% 
(spread)


5% credited interest rate

After subtracting the “spread” you end up with a 5% return on your account for that period.  Obviously the lower the spread the better.  Another thing to be aware of is whether the insurance company credits you with simple or compound interest during the term, compound is better.

Fuzzy Numbers

Most of the time EIAs are sold as a form of owning equities. This is not true.  EIAs are fixed income products.  You will be sold these “products” by salespeople using “fuzzy numbers.”  The biggest misconception put forward is that the market has grown historically at about 11% a year, this is not true.  The market has averaged about 11-12% a year over the last 70 years when dividends are reinvested.  Without the reinvesting of dividends, the growth rate of the market historically drops to about 7 or 8%.  This is extremely important because most EIAs do not include dividends in their calculations.  Do not ever believe an annuity salesperson when they tell you to expect the index to grow by 10-12% a year, they do not have anything to base that projection on, not even history.  This is not to say that it can’t, but the insurance companies have history on there side and are counting on it that it won’.  This is how they trick you.  To make matters worse, some EIAs cap the amount you can earn.  Another trick they use that normally works to their advantage is “averaging.”  Some contracts give you the average of the months’ growth, which in most cases is lower than if you received the actual growth of the index.  The funny thing is, they will tell you this method will protect you, you won’t have the lows of the index, the problem is that you also won’t see the highs, it protects them, not you.

There are other drawbacks that come with these annuity products; high surrender charges and long surrender periods.  I recently worked with a teacher who was sold an EIA with a 15% surrender fee declining over a 15 year period.  This EIA had a 65% participation rate with a spread of 2%.  She was told that it would earn 7-12% a year.  Let’s take a closer look at what the stock market would have to do for this teacher to earn 7-12% annually.







Low End <7%>
High End <12%>

Avg. Market Growth <no div.>

13.85%

21.54%

Participation Rate @ 65%


X  .65


X  .65

Equity-linked Interest Rate


   9%


   14%

Minus the Spread



  - 2%    

   -  2%






    7%


     12%

As a contract owner, to receive the low end estimate of 7% annual return, the market would have to grow, not including dividend reinvestment at a rate of 13.85% every year.  This is not likely to happen on a consistent basis and historically the market hasn’t even come close.  The agent said it could average as high as 12% a year, that scenario is about as likely to happen as Jesse Ventura becoming our next president!  Over a few year periods the market might return 20% or more as it did during a stretch in the 90’s.  But historically the market has grown at a rate near 10-12% including reinvested dividends (7% without).  For my client to experience the low end return the agent suggested, she would have to depend on the market growing twice as fast as it did historically and three times as fast to meet the high end estimate, this is pure trickery and deceit.

Let’s look at a more likely scenario, market growth of about 7 –9%.  This is still an aggressive estimate but possible.  Look what happens to the return the policyholder receives after all is said and done:







Low end 

High End

Market Growth <no dividends>

      7%


      9%

Participation Rate



   X  .65

    X  .65


Interest Rate (before spread)

4.55%


   5.85%

Minus the Spread


       -
2.00%


  -  2.00%

Actual Interest Rate Received


2.55%


   3.85%

There is a 3% floor, meaning the insurance company will credit you with at least 3%, though as you can see it’s not much of a consolation.  Image belieiving that you were going to receive returns of 7-12% but only receive less than 4%.  You can put your money in a money market fund and get 1-2% higher than that and never have a surrender charge or surrender period.

Inflation & Taxes

In the year 2000 social security gave its participants a 3.5% cost of living adjustment, meaning inflation for that year was around 3.5%.  After you subtract inflation from the above returns you are lucky if you break even, remember that you still have to pay taxes when you take your money out, your returns continue to shrink.  This 7-12%  promised return promised drops to a negative return after inflation and taxes are accounted for.

I have seen EIAs with 15 year surrender periods & 15 % surrender penalties, basically you are stuck for 15 years from the date of purchase.  I believe that EIAs with high surrender penalties and long surrender periods make for very poor investments. The #1 reason you are sold an EIA is because of the commission involved.  The agent will typically receive a minimum of 6% commission and it can go as high as 12%.  Always ask how the agent is being compensated and how much.  

When I spoke to the agent that sold my client this annuity, I asked her how she could sell such a horrible product. The response was she “didn’t have the training and thought it was a good deal.”  Always ask about your advisors background, training, and experience; this agent, though good hearted, had no idea what she was doing.

As a final note, EIAs have their advantages, though very few.  Remember,  EIAs are not equity investments and will not have equity like returns.  In my opinion, it is a rarity that an EIA is the right investment vehicle for anyone.  This product is designed to benefit the insurance company and the agent, not you.  Lastly, if you do invest in one of these products, please check the financial ratings for the insurance company and make sure they have high ratings from all the agencies. If they go bankrupt, you lose your money, all of it.  Remember, be aware always, hire somebody that will work in your best interest.

