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Why Fixed Indexed Annuities Should Co-exist
with Bonds in a Fee-Based Portfolio

By Santo Marasco, CFP", Senior Regional Vice President, Pacific Life

After a solid start to the year, financial markets have turned volatile, struggling for direction in recent months. Any time that
happens, financial advisors and clients tend to have more in-depth conversations about portfolio construction.

Depending on the circumstances, these discussions normally touch on how, in an uncertain environment, a client can
find growth potential without substantially upsizing risk. Whatever the case, RIAs have rarely introduced annuities as a
potential strategy, which is natural: Until recently, not only was it unrealistic for them to do so based on their business
model but these vehicles were primarily viewed as retirement income solutions.

But RIAs are now more easily able to recommend annuities, and annuities have evolved to meet the demands of various
planning areas, including tax, retirement income and estate planning. With that in mind, conversations about portfolio
construction could be very different going forward. Indeed, certain types of fee-friendly annuities could prove to be
another way to position clients—and not just when economic and market storm clouds cause equities to decline.

Market Correlations

Most financial advisors today—whether they’re registered reps or an RIA—understand that annuities can help clients build
retirement savings, defer taxes, generate lifetime income, and provide a guaranteed death benefit to others. Beyond that,
what an increasing number of them are coming to find is that certain fixed and indexed annuities are playing an important
role alongside bonds in the defensive portion of a client’s portfolio.

Nevertheless, most RIA-based financial advisors tend to be more comfortable providing financial advice on bonds or
bond mutual funds, even as they might not be the best solution for clients. One big reason, of course, is that bonds are
typically inversely correlated to equities. But even as recently as 2022, exceptions proved the rule; bonds and equities
fell by 12.5% and 18.1%, respectively.

While stocks and bonds have declined in tandem only two other times since 19312, there are a variety of reasons to believe
that these asset classes dropping simultaneously may not be such an atypical phenomenon in the future. That’s due to
various factors, including the Fed winding down years of easy money policies, the prospect of a recession and the
ratcheting up of geopolitical tensions that could further hinder trade with Russia, China and Mexico.

After 10 rate increases since the beginning of last year, it might seem like bond investment yields are more attractive—and
many of them are. Yet as we all know, when rates go up, bond prices go down. To mitigate that, all you have to do is hold a
bond to maturity. But, of course, that’s not an option with widely popular bond funds, which do not have maturity dates.

This quandary underscores why a genuinely diversified portfolio calls for correlation-based defenses to exist alongside a
structural one. This is particularly important for clients with risk tolerance and risk capacity dislocations.

Therefore, financial advisors can no longer rely on piling into bonds or bond funds for their clients every time the stock
market gets wobbly. They must consider other options, and annuities could be one of them.
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Risk Dislocations

For example, some advisory clients may be near or in retirement—meaning their capacity for risk is presumably lower. Even
so, they may still want to hold shares of large-cap stocks to pursue growth. Conversely, some clients in their 40s, whose
risk capacity on paper may be higher, nonetheless have a low tolerance for risk and thus embrace a bond-heavy portfolio.

The fact is that despite the preconceived notions about certain groups of clients, there is often a big disconnect among
those regarding their capacity for risk and their tolerance for it. By providing both upside growth potential and a downside
floor, fee-friendly, fixed-indexed annuities can help financial advisors address those types of situations.

Use Cases

Of course, some clients will be who they appear to be, whether they’re high earners in their prime working years or
long-retired couples. They will have the exact risk capacity and tolerance you would think. So, a fixed—or, for that matter,
any other type of annuity—may not be right for them. But then again, they might.

Between 2020 and 2025, the average annualized return of the Bloomberg U.S. Aggregate Bond Index was 80 basis
points.® Over the longer term, bonds have generated approximately 6%—7% annualized returns since the mid-1970s,
supported by decades of declining interest rates. But now consider that rates and caps on fixed indexed annuities currently
range between 8% and 12%, often for five-year terms.

Whether bond yields go up, down or stay flat, all sorts of risk profiles could benefit from the new generation of indexed
annuities. Ignoring for a second that such vehicles have outperformed bonds in recent years, how else is it possible to
ensure that clients are diversifying their defensive portfolio with, both, correlation-based and structural-based defenses?
In other words, what other strategy would allow them the opportunity to earn interest up to a specified cap and principal
protection against downside losses (at worst, they would earn nothing for a year)?

Value Amid Volatility

Trust, in many ways, is basis of the wealth management industry. Financial advisors can build trust in many ways, including
by listening carefully, being compassionate and showing that they care. Another way, however, is to recommend only the
products and services clients need. With annuity providers delivering innovative solutions to the market, that task is
becoming simpler each day.
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This material is provided for informational purposes only and should not be construed as investment, tax, or legal advice. Information is based on current laws, which are subject to
change at any time. Clients should consult with their accounting or tax professionals for guidance regarding their specific financial situations.

Pacific Life is a product provider. It is not a fiduciary and therefore does not give advice or make recommendations regarding insurance or investment products.

Annuities are long-term contracts designed for retirement. Annuity withdrawals and other distributions of taxable amounts, including death benefit payouts, will be subject to
ordinary income tax. For nonqualified contracts, an additional 3.8% federal tax may apply on net investment income. If withdrawals and other distributions are taken prior to age
59%, an additional 10% federal income tax may apply. A withdrawal charge also may apply and a market value adjustment (MVA) also may apply. Withdrawals will reduce the
contract value and the value of the death benefit, and also may reduce the value of any optional benefits.

Under current law, a nonqualified annuity that is owned by an individual is generally entitled to tax deferral. IRAs and qualified plans—such as 401(k)s and 403(b)s—are already tax
deferred. Therefore, a deferred annuity should be used only to fund an IRA or qualified plan to benefit from the annuity’s features other than tax deferral. These features include
lifetime income, death benefit options, and the ability to transfer among investment options without sales or withdrawal charges.

Pacific Life refers to Pacific Life Insurance Company and its affiliates, including Pacific Life & Annuity Company. Insurance products can be issued in all states, except New York, by Pacific Life
Insurance Company or Pacific Life & Annuity Company. In New York, insurance products are only issued by Pacific Life & Annuity Company. Product/material availability and features
may vary by state. Each insurance company is solely responsible for the financial obligations accruing under the products it issues.

Insurance products and their guarantees, including optional benefits, annuity payout rates, and any crediting rates, are backed by the financial strength and claims-paying ability of the
issuing insurance company. Look to the strength of the insurance company with regard to such guarantees because these guarantees are not backed by the independent broker/dealers,
insurance agencies, or their affiliates from which products are purchased. Neither these entities nor their representatives make any representation or assurance regarding the claims-paying
ability of the issuing company.

A fixed indexed annuity is not a security and does not participate directly in the stock market or any index, so it is not an investment.

The home office for Pacific Life & Annuity Company is located in Phoenix, Arizona. The home office for Pacific Life Insurance Company is located in Omaha, Nebraska.
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