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21:52
JIM:  Welcome to today’s show as we’re going to talk about the good, the bad, and the ugly of tax-deferred annuities and more specifically, how they should or should not be used as an accumulation tool.  Joining me today is Tim Kiesling, a national speaker and consultant that speaks to advisors all over the country, talking to them about different types of retirement strategies as well as risk reduction strategies and, today, we’re going to talk about Annuities 101, using annuities as an accumulation tool, and then join us for a future show where we’ll talk about annuities as a distribution tool for retirement planning.  Welcome, Tim.
21:13:

TIM KIESLING:  Hello, Jim.  It’s a privilege to be with you.

21:12

JIM:  I’m really looking forward to today’s talk.  We’ve had a past guest on, Tom Hegna, who you’ve partnered with and speaking around the country on various topics.  I’m really looking forward to this because Tom is a dynamic speaker and you’ve come highly recommended and we’re going to be talking about a topic today that I think is one of the most misunderstood, which is annuities.  I know in the annuity field, people seem to love them or hate them and I keep trying to tell them it’s a tool in the toolbox.  If you’re a plumber and looking for a pipe wrench, a crescent wrench may not work, and a crescent wrench doesn’t work for all jobs, so annuities have a time and a place, sometimes are the right fit, sometimes are not the right fit.  It’s a matter of putting them in to their appropriate place so, today, let’s talk about annuities as an accumulation tool.  Tim, where do you see annuities fitting in in that space?
20:20

TIM KIESLNG:  I think there’s certainly some questions about where they fit in and, as you alluded to, there can be this perception and everyone seems to have an opinion on annuities, whether good or bad.  I think a lot of times it’s primarily what they may have read in the media and, in many cases, up until the current times, unfortunately, many of that has been bad so the challenge that I think a lot of folks have is a lot of the terminology and where would these products fits within my portfolio.  Many times, folks have preconceived thoughts or feedback as to what they have heard about the annuities and that’s probably the biggest challenge.  I couldn’t agree more with your introduction that the annuity is simply another product that’s available to help people save for retirement.  When used appropriately, it works really, really well, but when we try and fit it into a scenario where it’s not the best solution, that’s where we start to hear the horror stories of things gone really, really wrong.
19:26

JIM:  And I couldn’t agree more, and I know in our practice, I found the same things, and there’s articles where people say they’re the greatest thing since sliced bread and we’ll have world peace if everybody just put enough money in annuities, and then on the other hand, people say it’s the next coming of the plague.  It’s amazing how emotional people get on one side or the other.  I said annuities aren’t good or bad, they’re just a tool.  It’s a matter if it’s the right tool, so let’s get into the different types of annuities.  Tell us what fixed annuities are and where they’re appropriate.
18:56

TIM KIESLING:  Certainly.  I think the easiest way to begin to explain the different annuity products that are available and the different ways that they can be used is whenever I’m talking to an individual about annuities, I like to go back to the old T-graph that we had in college accounting.  We just draw a big capital T and on the left hand side of that T, I write the word accumulation and on the right hand side, I write distribution.  This helps, I think, to give a visual for an individual to say are we talking about a fixed annuity on the accumulation side or are we talking about a fixed annuity on the distribution side because they’re two completely different products depending on which phase we’re in as a saver or retiree so, for example, a fixed deferred annuity is a product on the accumulation side of our T-graph and that is a product that’s going to allow me to accumulate for retirement in a manner very similar to a Certificate of Deposit.  Just like I can go down to the local bank and I can buy a Certificate of Deposit, the bank will tell me what my rate is going to be, the bank will tell me what my term is going to be, and I have an idea what I’m going to get in the way of a guaranteed rate of return.  Fixed annuity, very, very similar.  I can go to an insurance company, buy a fixed annuity contract.  They will tell me what the rate is going to be, they better tell me what my surrender charge schedule is going to be, and I’ve got a pretty good idea of what I’m getting in respect to a rate of return over the next couple of years.  One thing I would mention is keep in mind that sometimes I might get a rate for the first year and that might be my initial rate and I might get a different rate for the remaining years of the term of that contract.
17:19

JIM:  Another thing I think listeners should consider as well, too, and contrasting with CDs, I know a lot of times people will have CDs, they might be a one-year or a five-year, whatever it might be, and whenever that renews, it renews for the same term again and you have another penalty period perhaps.  With the annuities, typically, you have a surrender charge, which means you can access that money during that period of time but you might pay a pretty stiff penalty.  Sometimes, it will allow you to take a little bit out along the way but it’s really important to understand the contract.  One of the beauties of the annuity, unlike a CD, even though you might have a longer period of time upfront with those penalties and the penalties might be much more severe than a CD, once you’ve earned your keep so to speak and you get beyond that surrender period, you have free access with most contracts all the time so what’s really important, which you emphasized, is you’ve really got to understand the contract.  You’ve got to sit down with your insurance professional and make sure you’re asking these questions and understand that because I think this is where a lot of the misconceptions come in.  People are thinking one thing and it’s really something different and they didn’t really make sure that they understood what the features were or some of the restrictions that might be in one of those types of contracts.
16:04

TIM KIESLING:  You’re exactly right.  Most contracts today have some type of liquidity option where as you alluded to I can go in and, for instance, I might be able to pull off 10% of that contract value every year and avoid a surrender charge.  Now, keep in mind that while I may not be subject to a surrender charge from the insurance company, Uncle Sam isn’t nearly as kind.  I’m still going to have to pay income tax on that and, if I’m taking withdrawals prior to age 59-1/2, I might get my hand slapped with a 10% early withdrawal penalty, so there’s a lot of moving parts with these, even with a contract that’s as straightforward as a fixed annuity contract.  Every company might do it a little bit differently so you’re exactly right.  We’ve got to understand the contract, know what we’re looking at and how it fits with our particular situation.
15:20

JIM:  And that brings up a point.  Why is there a penalty draw before 59-1/2?  It’s because the tax code allows some significant benefits.  It is a retirement accumulation vehicle.  It’s a way to add money beyond your retirement accounts, get tax-deferral when you’re arguably maybe in your higher earning years and maybe be able to pull it out after earning interest on principal, interest on interest, and interest on the money you would have sent to Uncle Sam because it’s tax-deferred and then maybe pull it out at possibly a lower tax rate or more favorable tax rate but you do have to be careful of that 59-1/2 thing.
14:44

TIM KIESLING:  I agree.  This is still a product that’s designed for retirement accumulations.  It’s not designed to buy the fishing boat or make the down payment on the home and because it’s designed for retirement, we do get that advantageous tax treatment but there’s always some kind of handcuffs there that we need to be aware of.

14:28

JIM:  I look at the interest rates that I’ve seen with various companies where they’re offering these fixed annuities and I’d say a lot of them are in that 1% or 2% range, which, I guess, when you put all things in perspective, is pretty competitive but it really doesn’t excite me a lot but for some clients that want that security that might be the place for them.  We’re going to take a short break and when we come back, let’s talk about another type of annuity, the index annuity, and how does that differentiate from the fixed annuity so please stay tuned.

13:39
JIM:  Welcome back as we continue to visit with Tim Kiesling.  Let’s talk about another type of annuity, the index annuity, and how does that differentiate from the fixed annuity.

13:27

TIM KIESLING:  Certainly.  If we were looking at a spectrum of risk so to speak from a fixed annuity that might be labeled very conservative and a variable annuity that might take on a little bit more risk because we’re subject to some of the market fluctuations, that index annuity would fall right in between those two.  What the index annuity is, it is a fixed annuity contract but the interest that I’m going to earn on that contract is dependent on the performance of an index.  For example, maybe the S&P 500 or the Russell 2000, something like that.  While I’m not invested in that index, the interest that I earn for my contract is depending on the performance of that particular index.  
12:42

JIM:  Now, what I’ve seen is they always have a floor, the floor is zero, and then you may participate in some portion of an index that you’re invested in or multiple ones that you might be in with that index annuity.  From what I’ve seen, and correct me if I’m wrong, I know a lot of these things are presented that you’re going to make 10% or 12% when the stock market is up 10% or 12%.  You’ve really got to read the contract because there might be caps on the total interest rate that’s earned, there’s participation levels that are in those.  Again, sitting down with your advisor, making sure you understand those.  From what I’ve seen, I think what you’re looking at is potentially maybe something like a 3% to 4% rate of return might be a realistic expectation.  What has been your experience?
12:01

TIM KIESLING:  I would agree.  I think that’s right in the ballpark of what you’re looking at from a rate of return and compared to a fixed contract.  The biggest thing is if we stressed on the fixed side to understand the contract, I would offer even more so on the index annuity side.  I really, really need to understand the moving parts of this contract.  You alluded to a participation rate, which is simply how much of the index increase do I get to participate in.  Are there different caps that are involved?  There’s even different measuring methods, Jim, where one might measure from January 1 to December 31, other ones might measure a point-to-point so I might have a three or a five-year measuring period that determines what the interest rate I’m going to get so if there’s illusions that if the S&P goes up 20%, I’m automatically getting 20%, that’s not the case.  There’s a lot of moving parts that need to be accounted for and understood before I completely understand what interest rate I’m actually going to get on my contract.
11:02

JIM:  Now, let’s talk about variable annuities.  In the variable annuity market, you have potentially unlimited upside and potentially unlimited downside.  Talk about those and where those might be appropriate and what things we’ve got to be careful of.

10:48

TIM KIESLING:  Sure.  If we were aligning fixed annuities with Certificates of Deposit or CDs, I would offer that the variable annuity acts very, very similar to mutual funds, a product that we’re familiar with.  You may hear the phrase subaccounts.  That’s the underlying terminology for the investment within a variable annuity but as you alluded to, I can purchase a variable annuity, I can make an initial premium deposit in there, I can make ongoing premium deposits if I want, and those premium deposits can be aligned according to my risk tolerance.  If I tend to be a more conservative investor, I might choose more of the fixed income offerings that are within that product.  On the other hand, if you have a larger appetite for risk, maybe I can expose some international holdings or some commodity holdings.  A lot of these contracts now have a number of subaccounts, in some cases, 50, 60, 70 different subaccount options or investment options that I might have available within that one contract.  Just like on the fixed annuity side, the dollars are growing tax-deferred so I get the ability to defer those taxes on until, as you alluded to, there might be a better scenario from a taxing standpoint.  In addition, many of them offer different ways that I can rebalance without evoking any tax consequences or reallocate my dollars to lock in some of those gains.
9:30

JIM:  I think that’s one of the most overlooked benefits that a variable annuity has and I know the Achilles heel is, well, it’s ordinary income when you pull it out but when you have short-term capital gains that’s also taxed as ordinary income so one of the problems when you’re outside a sheltered environment like an IRA, a 401(k), or an annuity, any movements you make can trigger a tax where all these movements inside don’t trigger a tax.  I always equate it, with an annuity, it’s kind of like if you had your house, you get a water bill, it would be like running the water all the time and just having water pour into your sink and your showers and all that.  Well, having an annuity is putting valves on so you turn the water on when you use it and you pay for what you use and you turn it off when you’re ready to stop using it.  It really comes down to a personal circumstance.  You really have to understand where you are for a tax situation, where your risk profile is.  In some cases, an annuity is appropriate and sometimes, it might be the complete wrong fit.  It’s really a matter of sitting down with your advisor and determining the right fit for you.  Would you say that’s true?
8:23

TIM KIESLING:  I agree.  An example of that, Jim, might be the death benefit that’s included within a variable annuity.  Some folks may not be insurable for life insurance so that death benefit, which with the typical variable annuity contract will guarantee that my beneficiary gets back at least the premiums I put into the contract, if not a high water mark.  In many cases, some folks have diminished that death benefit and said there’s no value to that.  If I have a health issue that prevents me from getting life insurance or some other way that I can pass assets onto my beneficiaries, that death benefit becomes very, very valuable inside a variable annuity.  If not and it’s not something that I need tax-deferred growth, if it’s not something that I need a death benefit, if it’s not something where I could ever envision needing to turn on an income stream, then maybe the variable annuity or the fixed annuity for that matter just doesn’t fit for my particular situation, then there’s probably a better product that’s going to help me meet my goals.
7:28

JIM:  I know something that’s come and gone and been changing so much are those living benefits too.  I know we’ve been big proponents of it from the standpoint of, if there’s a right fit, because we have to delicately balance out the risk of living long, the volatility in the market, but the market has the opportunities to best keep pace with inflation if we look at past history and if it could be any indicative of what the future results might be.  Of course, we can’t promise that but, historically, the stock market, the bond market are areas which have kept pace with inflation.  Fixed interest rates, as you might get in a fixed annuity or CDs, have struggled a little bit more keeping up with the inflation rate so how do you deal with that if you can’t sleep at night?  One of the benefits that’s available with an annuity are these riders but, man, you’ve got to be careful of the expenses on that because it really can eat up a lot of the growth opportunity that you have and, again, you need to really understand what the cost is versus the benefits and if it’s the right fit for you.
6:27
TIM KIESLING:  Certainly.  It’s just another tool that I can take and transfer some of the risk back to the insurance company.  Again, making sure I understand what the benefit does.  Some of them will guarantee me a certain level of accumulation.  Some will guarantee me a certain level of income or the privilege to withdraw a certain amount every year but, again, we need to understand those contracts because in some cases, if I start to withdraw out of a contract maybe before I’ve been in the contract long enough or if I start to withdraw at too high of a level, it can have a significant negative impact on what I thought that benefit was going to provide for me when I get to retirement.
5:50

JIM:  Let’s wrap up with some strategies that you see for the deferred annuities.  

5:45

TIM KIESLING:  Some of the places that I’ve seen the product being used is, obviously, for retirement savings, that’s where we’re going to, but specifically for who, maybe the client who has maxed out their qualified plans and they can’t make any more contributions but they’re still looking for an avenue of tax-deferred growth, want to have some participation maybe in the market.  The variable annuity, for example, could work really, really well.  If I have a client that owns a variable annuity outside of an IRA or outside of some other qualified plan, I have, in essence, unlimited contributions that I can make to that contract.  Now, each insurance company might have some limitation but for intents and purposes, it’s an unlimited contribution that’s going to grow tax-deferred.  The other nice part about that is if it is a nonqualified contract, when I get to age 70-1/2, I do not have to start taking required minimum distributions so it’s a means where I can continue to make ongoing contributions to supplement my other retirement vehicles without maybe having forced to have to take required minimum distributions.  One of the avenues that has taken a lot of grief is using a variable annuity inside an IRA for a rollover and, typically, it goes back to your earlier comment, Jim, in relation to expenses, of why would I pay extra for the tax-deferred growth that already happens inside an IRA, and I would offer, if appropriately used, the variable annuity may fit very, very well inside an IRA, again, if I understand the expense structure.  The reason why I say that is the reason I start saving dollars inside an IRA or a 401(k), for example, is to fund my retirement.  Ultimately, if I think at some point I might need to produce a guaranteed income stream, holding that dollars or holding those assets inside the variable annuity today is a perfect way to transition into an income stream at some time down the road when I feel I need that income stream.
3:52

JIM:  One thing I want just to add, Tim, I hear a lot of people say why would you pay for these fees when you’ve already got tax-deferral.  One thing is you don’t pay fees for tax-deferral, that’s provided in the code, so these expenses are neutral whether you’re in a qualified plan with an IRA or whether you’re in a nonqualified plan.  What those expenses are for is paying for the underlying guarantees that are in the contract, which are backed up by whatever insurance company you’re with so, of course, you also want to be careful what companies you’re dealing with and make sure you understand the financial ratings and their ability to pay on those guarantees but it’s always a matter of making sure you understand what you’re getting.  I look at the expenses of it and I can make a good argument both ways.  The expenses are expensive, they’re not free, but you get what you pay for.  I had a lot of clients during the last two declines in the marketplace, the ones that had annuities slept at night because of the safety net of the guarantees made them feel comfortable knowing that everything would be okay yet, when the market is going gangbusters, then everybody is looking at, well, geez, I’m giving up some of my returns here and they forget why you have those guarantees and it really is to smooth out the volatility in the market and help deal with that risk of volatility, especially when you’re in retirement needing to draw funds on a monthly basis.  
2:32

TIM KIESLING:  You’re exactly right.  Every solution has some cost associated to it.  As long as I understand that going in, I think, then, it can be properly placed.  One other place that we have seen some strategies being used is with the tax law changes that have taken place over the last couple of years.  There are some ability in a nonqualified contract to use some of that gain that might be in that contract to actually pay long-term care premiums in a tax-advantaged manner so maybe I bought a variable annuity many, many years ago, it’s increased nicely.  If I take that money out of that variable annuity, I have to pay tax on that.  Well, there are actually ways that I can do what’s called a 1035 exchange and you can ask your advisor for more details on that but, basically, what that allows me to do is take and, instead of paying taxes on that, I can exchange that over to pay my long-term care premiums and I don’t have to pay tax on that gain, so we’re always looking for ways to help cover, for instance, long-term care costs and things like that.  The government has actually given us a nice tax-advantaged way to do that if we’ve got some of these contracts in place and, again, I would suggest talking to your advisor about different ways that we might be able to address the costs of that long-term care.
1:20

JIM:  Well, I certainly appreciate you joining us today, Tim.  The long-term care thing, every time I talk to a client about that benefit, they’re kind of like a deer in headlights because nobody has really heard about it but even more importantly, a lot of advisors haven’t heard about it, and it has actually been around since the Pension Protection Act, I believe, was passed in ’06 that we’ve had that benefit but you have to be careful.  You have to be in a qualified long-term care plan.  One of the difficulties is a lot of insurance companies don’t even seem to know those rules sometimes and you have to have that set up properly in order to take advantage of that but, again, it’s something to talk to your advisor about.  If you haven’t addressed the long-term care situation or you have a policy and you have some of these nonqualified annuities, there’s a great way to get some significant tax benefits on how you pay those premiums by linking those together.  I’m sorry we ran out of time already, Tim.  We’re going to have to have you back to talk about the distribution tool that annuities provide on another program.  Can you come back?
0:25

TIM KIESLING:  I’d love to have the opportunity to do that, Jim.

0:23

JIM:  All right.  Thank you, Tim.

0:22

TIM KIESLING:  You’re welcome.  Take care.
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