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All Credit Methods Are Not Created Equal 
by Mitchell Maynard 
 
One might say that the Equity Indexed Annuity (EIA) was a product in the right 
place at the right time. The late 1990's had a drastic psychological impact on 
investors at large, who had become educated about what drives stock market 
returns and who sought investments offering returns pegged to the market; 
especially when interest rates dove to historic lows. 
 
The essence of this fixed annuity's composition is that the pegging to stock 
market returns is derived from the issuer's purchase of Call Options on stock 
indexes. The complexity of this concept is not difficult to understand but the 
way it should be evaluated based on its return characteristics can be. Options 
for EIAs are unique to the marketplace. They are constructed so as to pass 
returns to the purchaser that emulate the ownership of the underlying security 
with very little impact of traditional market forces. The way that these Option 
contracts are structured results in an "index crediting method". 
 
What drives the creation of EIA crediting methods? The investment return 
analysis is complex enough to believe that it is not the consumer. Most agents 
lack adequate tools for EIA due diligence, so it would be difficult for any agent 
to recommend any new index crediting methods. Even insurance companies 
typically lack sufficient resources to develop their own crediting method 
strategies. Surprisingly, most EIA index crediting methods are actually created 
by organizations that market insurance products to agents. IMOs know what 
product designs have the attributes that can drive sales to consumers. 
 
Option contracts have a premium price most influenced by term of the contract 
and volatility of the underlying index. It is this fact that causes the EIA Option 
strategies to be expressed in variations of EIA attributes: Crediting Method, 
Participation Rate, Spread/Asset Fee, and Cap. Certain crediting methods can 
constrain the potential gain for an investor in the EIA. For example, a monthly 
averaging method has less volatile returns than a point to point method. If EIA 
participation rates, spreads, and caps were the same for both these crediting 
methods, the premium paid for the Option in the point to point calculation 
would be greater. To further make this point, a look at EIA products offered 
currently shows that point to point crediting methods have a lower cap than 
their monthly averaging brethren.  
 
Although EIA are not securities and have no principal risk, they do have a risk 
of return distributions. EIA index credit method offers returns to the investor 
only when the index credit method is positive, otherwise the investor receives a 
0% return (though some EIA products offer guarantees for minimum returns 
annually, most offer minimum returns over the life of the EIA contract). 
 
All index credit methods (other than point to point) can be considered 
derivative strategies. Since derivative index credit methods are based on return 
calculations that do not directly relate to the actual return performance 
measure of the period reset, there is the risk that the index credit method will 
not have comparable returns. 
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In the study below (Table 1) the study will analyze the performance of various 
index crediting methods versus the performance of the S&P 500 point value 
changes, as expressed through growth of a $100,000 investment. Since the 
EIA is primarily designed to protect the investor from loss of principal, a bear 
market historical time period has been used. 
 

 
In short, the more the potential for the investor to gain the more the issuer has 
to lose and therefore the Option premium is higher. This should always be 
considered first when you begin an evaluation of the attributes of an EIA index 
credit method.  
 

Want more information? Have a Comment to Share? 
To learn more about software you can use to compare EIA products, or to 
submit your comments or questions about this newsletter topic, please visit our 
web site: mcppremium.com. 
 
Click here to Contact us by Email
 

New Rating Service Soon to be Released! 
Starting in October, MCP Premium will be offering the industry's first EIA Credit 
Method Rating Service so agents can see at a glance how a product ranks 
compared to its peers. All EIAs we track will be ranked by certain criteria plus 
have a "grade" of A - F applied to their credit methods. Watch your email for 
details on this subscription service! 
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