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June  22 ,  2006  

 
Are Annuities Worth the
Investment?
Key annu i ty  myths  debunked .  

 
by  Nea l  Frank le ,  CFP

Have you  ever  seen someone  a t tacked  by  a
shark  on  d ry  land?  I  have .

Bob and  Mar tha  go t  chewed  up  p re t ty  bad ly
by a  shark  d i sgu ised  as  an  annu i t y
sa lesperson a  few years  back .  “ Jaws , ”  as  he
is  d i sa f fec t i ona te l y  known in  the  inves tmen t
indus t ry ,  took  Bob ’s  $750 ,000  IRA and
inves ted  i t  i n to  a  f i xed  annu i t y .  Th is  was  a
g rea t  ou tcome fo r  Jaws — he  made  a
$45,000  commiss ion  on  i t ,  bu t  i t  was  a  te r r i b le  move  fo r
Bob and  Mar tha .

Are  IRAs  a lways  bad  inves tmen ts?  No .  Bu t  they  a re
o f ten  so ld  to  peop le  fo r  the  wrong  reasons .  Le t ’ s
examine  the  pros  and  cons  o f  annu i t i es  as  inves tmen ts .

As  a  CPA,  you  p robab ly  know tha t  an  annu i t y  i s  a
depos i t  w i th  an  insurance  company.  The  d i s t i ngu ish ing
fea tu re  o f  an  annu i ty ,  o f  cou rse ,  i s  tha t  any in te res t
ea rned  g rows  tax -de fer red  as  long  as  i t  i s  no t  wi thd rawn
f rom the  insu rance company.  So  i f  you r  c l i en t  i s  i n  a
h igh  tax  b racke t  now,  and  w i l l  p robab ly  be  in  a  l ower  tax
b racke t  some t ime  in  the  fu tu re ,  an  annu i ty  cou ld  work
we l l .  A l so ,  the  longer  the  in te res t  g rows  tax-de fe r red ,
the  be t te r .

Example:  Steve  i s  50 -years  o ld  and
cur ren t l y  i n  the  35  pe rcen t  federa l  i ncome
tax  b racke t .  When  he  re t i res  in  10  years ,  h i s
income wi l l  be  d ramat i ca l l y  reduced ,  so  he ’ l l
be  in  a  l ower  tax  b racke t  (a l l  th ings  be ing
the  same) .  Fo r  S teve ,  buy ing  an  annu i ty
today migh t  be  a  g rea t  a l te rna t i ve .  I f  he
depos i t s  $100 ,000 and  locks  up  5 .5  percen t
fo r  15  years ,  h i s  i nves tmen t  wi l l  g row to
$223 ,000 .  I f  he  pu ts  the  money in  a  CD and
pays  tax  on  the  in te res t ,  h i s  money w i l l  g row
on ly  to  $169 ,000 .

By us ing  the  tax -s t i ngy  annu i t y ,  he ’ l l  have  s ign i f i can t l y
more  income 15  years  down the  road .  In  fac t ,  i f  he
wi thd raws  income on ly ,  h i s  i ncome wi l l  be  $10 ,500
annua l l y  (assuming he  i s  i n  the  15  pe rcen t  tax  b racke t
when  he  re t i res ) .

Had  he  pu rchased  tha t  taxab le  CD ins tead ,  h i s  annua l
a f te r - tax  income wou ld  be  on ly  $7 ,900 .  So ,  fo r  S teve ,
the  bene f i t  o f  hav ing  pu rchased  the  annu i ty  a t  50 -years
o ld  was  a  32  pe rcent  i nc rease  in  annua l  i ncome.  No t  too
shabby.

In  fac t ,  th i s  i s  the  bes t  examp le  o f  when  i t  m igh t  make
sense  to  pu rchase  an  annu i ty .  When  does  i t  f a i l  t o  make
sense?  In  a lmos t  every  o the r  case .

Myth #1:  Purchasing Annui t ies  in  Ret i rement
Accounts

As you  know,  any inves tment  you  o r  your  c l i en ts  make  in
re t i rement  accoun ts  g row tax-de fe r red .  You  and  your
c l i en ts  can  pu rchase  government  bonds ,  CDs ,  s tocks ,
mutua l  funds  — jus t  abou t  anyth ing  you  wan t  i n  a
re t i rement  accoun t  — and  wha tever  you  inves t  i n  w i l l
g row tax-de fe r red .  There  i s  no  reason  in  the  wor ld  to
buy an  annu i ty  w i th in  a  re t i remen t  accoun t .  The  mos t
impor tan t  d i s t i ngu ish ing  benef i t  o f  an  annu i ty
( tax-de fe r red  g rowth )  i s  l os t  i n  a  re t i rement  accoun t
s ince  any inves tment  w i th in  a  re t i rement  accoun t  g rows
tax  de fe r red  anyway.  In  fac t ,  buy ing  an  annu i ty  w i th in  a
re t i rement  accoun t  i s  l i ke  paying  Yo  Yo  Ma to  tu rn  on
your  rad io .  Save  your  money.

Myth #2:  Us ing Annui t ies  to  Create  Current  Income

Not  much sense  in  tha t ,  e i the r .  As  soon as  the  in te res t
i s  w i thd rawn f rom the  annu i t y ,  i t  w i l l  be  taxed .  Your
c l i en ts  w i l l  be  be t te r  o f f  buy ing  government  bonds  o r
CDs  i f  they  wan t  a  s tab le  p r inc ip le  and  mon th ly  i ncome.

Immed ia te  annu i t i es  a re  the  on ly  excep t ion  to  th i s
scenar io .  An  immedia te l y  annu i ty  i s  an  inves tmen t  i n
wh ich  your  c l i en t  g i ves  an  insu rance  company a
one- t ime  depos i t  and  the  insu rance company p romises
to  pay your  c l i en t  an  income s t ream fo r  some per iod  o f
t ime ,  usua l l y  fo r  a  l i fe t ime.  Th is  type  o f  i nves tmen t  may
make sense  fo r  some c l i en ts .  The  payments  a re  f i xed
and never  change ,  bu t  the  o lde r  your  c l i en ts  a re  when
they make th i s  i nves tmen t ,  the  be t te r .  The  insu rance
company f i gu res  tha t  the  o lde r  someone i s ,  t he  less
t ime  they have to  co l l ec t .  As  a  resu l t ,  o lde r  c l i en ts
usua l l y  make  ou t  be t te r  wi th  these  dea ls .  Bu t  keep  in
mind  tha t  once  your  c l i en ts  buy an  immed ia te  annu i ty ,
they  can  never  have  random access  to  the i r  cap i ta l .  A l l
they  have  i s  an  income s t ream.  For  mos t  peop le ,  th i s  i s
the  dea l  k i l l e r .

Perhaps  the  g rea tes t  p rob lem wi th  annu i t i es  i s  tha t  90
percent  o f  them a re  he ld  by inves to rs  un t i l  they  d ie .  I t ’ s
l i ke  tha t  commerc ia l  fo r  roach  po ison .  Your  do l l a rs
check  in  . . .  bu t  they  never  check  ou t !  Why i s  tha t?  We l l ,
c l i en ts  ge t  sucked  in to  buy ing  annu i t i es  under  the
impress ion  tha t  they can  avo id  pay ing  taxes  today ( t rue)
and wi thd raw the  in te res t  someday in  the  fu tu re  when
the i r  tax  ra te  i s  l ower  ( ra re l y  happens) .  As  inves to rs ’
annu i t i es  g row and g row,  i t  becomes  more  and  more
expens ive  ( taxes )  to  wi thd raw the  money.  Mos t  peop le
jus t  l eave  the  money in  the  annu i ty  un t i l  they d ie  ra the r
than  pay the  tax ,  so  they never  ge t  any bene f i t  f rom the
annu i ty .

To  make  mat te rs  worse ,  when  they d ie ,  the  bene f i c ia r ies
usua l l y  have  to  wi thd raw the  annu i ty  i n te res t  f i r s t ,  ove r
one to  f i ve  years .  The  bene f i c ia r i es  wi l l  pay  huge
income taxes  on  those  w i thd rawa ls .

Example:  Jenn i fe r ’ s  mo ther  bough t  an
annu i ty  10  years  ago .  She  inves ted  $50 ,000 ,
and when  she  d ied  las t  year ,  the  accoun t
was  wor th  ove r  $150,000 .  The  insu rance
company i s  fo rc ing  Jenn i fe r ,  who  i s  i n  a
much h igher  tax  b racke t  than  her  mo ther
was ,  to  w i thd raw the  en t i re  amoun t  w i th in  12
months  o f  he r  mo ther ’ s  dea th .  Tha t  means
Jenn i fe r  wi l l  have  an  ex t ra  $100 ,000  in
taxab le  i ncome to  repor t  th i s  year .  Not  a
happy ou tcome cons ide r ing  the  a l te rna t i ves .

So,  when  i s  an  annu i ty  a  good dea l  fo r  you r  c l i en ts?

They a re  in  a  h igh  tax  b racke t  cu r ren t l y .1.
They have  a t  l eas t  10  years  be fo re  they need  the
income.

2.

They w i l l  be  in  a  l ower  tax  b racke t  when  they
re t i re .

3.

They w i l l  use  the  accumula ted  va lues  in  the
annu i ty  to  c rea te  mon th l y  i ncome in  the  fu tu re .

4.

In  mos t  o the r  cases ,  the  annu i t y  becomes  a  de fau l t  too l
to  pass  asse ts  to  bene f i c ia r ies  — and  an  ine f f i c ien t  too l
a t  tha t .  I f  t he  goa l  i s  to  pass  es ta te  asse ts  to
bene f i c ia r ies ,  be t te r  too ls  a re  asse ts  sub jec t  to  cap i ta l
ga ins  t rea tmen t  l i ke  rea l  es ta te  o r  equ i t i es  o r
inves tments  tha t  can  escape income and  es ta te  tax
a l toge ther ,  such  as  l i f e  i nsurance .

Nea l  F rank le  i s  the  au tho r  o f  Why Smar t  Peop le  Lose a
For tune :  5  S teps  to  Res to r ing  Your  Wea l th  and  San i ty .
He  he lps  a f f l uen t  c l i en ts  es tab l i sh  and  imp lement  a
sa fe ty -ne t  s t ra tegy  to  p ro tec t  the i r  wea l th .  He  a lso  he lps
o the r  p ro fess iona ls ,  such  as  CPAs ,  do  the  same fo r
the i r  c l i en ts .  To  rece ive  a  f ree  repor t  on  how to  f i nd  the
bes t  funds ,  send ing  h im an  e -ma i l .
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