An Annuity as Part of Your Retirement Strategy? 

Perhaps, But Be Careful. 

- Daniel Roccato, MBA, CPM - 

 

It’s easy to be confused by annuities. They are often criticized for being too complicated, expensive and restrictive. I believe that much of the criticism is well deserved. I have long been a critic of annuities and more to the point – the practices some people use to sell them. However, annuities can be a very useful way to help you manage your retirement assets in certain situations. But you need to do your homework. 

Because annuities can be structured in many ways, they can be difficult to understand. Some annuities, often referred to as Variable annuities, are designed to accumulate money on a tax-deferred basis. They may provide you with investment flexibility through a menu of stocks, bonds, mutual funds, etc. that in can be directed in response to your preferences. Unfortunately, these are often laden with confusing and expensive options and add-ons. Be especially careful to read the fine print about so called “guarantees”.    
The second type of annuity is known as an Immediate annuity and may be a welcome addition to a retirement portfolio for some people. In basic terms, you pay a lump sum into an annuity policy, and the insurance company may then “guarantee” you a set amount of periodic annuity payments in the future. These payments can be for a set amount of time or the rest of your life. 
An Immediate annuity often seems attractive to someone who is just retiring – perhaps receiving a lump-sum pension distribution. In return, for investing a certain amount of money, the retiree will receive a check each month for a predetermined amount, based on life expectancy. The payout can be set up to continue after the retiree's death (in full or at a specified reduction) for the life of the retiree's spouse. 
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There are many variations on this basic theme so it is essential that you shop around for an annuity that meets your specific needs. 

The advantage of an annuity is that the amounts of the monthly payments are certain (that is guaranteed by the Insurer who issued the annuity) -- with none of the fluctuation that you can get with securities that react to market pressures. For those who are very risk-averse and are not drawing a continuing pension, annuities may play a useful role in a well-balanced portfolio (but pay special attention to the credit quality of the insurance company issuing the annuity). 

As a general rule however, I do not believe in putting all of your retirement portfolio in an annuity no matter how good the salesperson makes it sound. Instead, you should consider a more diversified approach where you retain more direct control over a portion of your portfolio. That's because over time, inflation will eat away at the purchasing power of the monthly annuity check -- and the longer you live, the more serious this gap between buying power and prices will get. Moreover, the amount put into an Immediate annuity may not be available as a legacy for your heirs.

If you are interested in annuities, I recommend the following:

· Be sure it's issued by a financially strong and stable insurance company.

· Don’t be tempted by unnecessary – and expensive- features.

· Make sure you fully understand the terms of the annuity contract.

· Work with an independent advisor who can present many annuity offers. 
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Variable annuities are subject to surrender charges and involve risk, including possible loss of principal invested.

Guarantees are based on the claims paying ability of the issuing insurance company. Variable annuities are sold only by prospectus.  Please consider the investment objectives, risks, charges, and expenses carefully before investing.  The prospectus, which contains this and other information about the investment company, can be obtained from the annuity company. Withdrawals of earnings from an annuity are taxed as ordinary income and, if taken prior to age 59 1/2 may be subject to a 10 percent penalty.  Generally, annuity contracts have mortality and expense charges, as well as other account and administrative fees. Variable annuities used within qualified plans do not offer additional tax deferral benefits.
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