QA  Steven Podnos MD CFP
Feb 1-2010

Q:  I’m reading that the government is pushing the idea of using annuities for retirement.  What do you think?

A:  You are referring to the use of Immediate Annuities.  These products are offered by insurance companies, and are characterized by an exchange of a lump sum of money for a stream of income.  The lump sum can be after tax or pre tax (IRA or 401k money).  If after tax money is used, the stream of income is taxable only to the extent that it represents earnings on your deposit.  The stream of income can be a fixed and guaranteed amount, or invested in stock/bond markets and have a “variable” return.

There are three major concerns I have about immediate annuities.  First, there is a risk of company default.  This is not to be taken lightly after the events of the last two years.  There are state guarantee funds that usually have a minimum coverage of $100,000.  I’d suggest you not purchase an annuity from any single company larger than that amount.  Second, interest rates are currently very low, and being actively suppressed by the government in an attempt to stimulate the economy.  An immediate annuity purchased now would “lock in” these artificially low long term returns.  Third, and of most concern is inflation.  There are some rare “inflation adjusted” annuities, but they are mostly not yet “ready for prime time.”  A fixed long term return with low interest rates in the face of significant inflation will erode your purchasing power very rapidly.  There is no getting the money back to re-invest in another way.
I’m concerned that the government is pushing a way of investing that may do poorly.  Seek counsel before you take the plunge into annuities.

