MEMORANDUM

October 23, 2008

To: File No. §7-14-08

From: James R. Burns
Office of Commissioner Kathleen L. Casey

Re: Indexed Annuities and Certain Other Insurance Contracts
Release No. 33-8933

On October 20, 2008, Commissioner Kathleen L. Casey and James R. Burns,
Counsel to the Commissioner, met with Eric Marhoun, Senior Vice President and
General Counsel, Old Mutual Financial Network, and Tom McDonald of Baker &
Hostetler LLP. The participants discussed the Commission’s proposed Rule 151A.

At the meeting, Old Mutual Financial Network provided various documents
relating to proposed Rule 151 A, including a 15-page handout titled “*Old Mutual’s View
of SEC Rule 151A.” Copies of the documents are attached to this memorandum.

Attachments




. VISl
9Ny OIS 4O MAIA S,[emNI PIO

8002 '0Z 1990100

unoyJepy oug

-A9 JdLN3IS3Hd

038 'Jsuoissiwwo)
Aases uas|yiey ‘uoH

‘OL NOILVINISTdd Vv

JTIVAONNI JEANENI LSdANI

NLNW a10 &




— ‘sJaonpold Juspuadapul

000'0€ pue seakojdwas QY SY ‘|eloueul] [EMN

P|O uodn joedw asiaApe ue aAey PINOM Y/ |LGL 9Ny
‘aoueInsul

aJl| Buiipaio-isalsyul ||e Ajejewnn pue ‘sajjnuue
le 0} Ajdde pjnom Ji ey} uapum Ajpeoiq os s y1.G| sy

‘sgoljoeld sojes buissalppe Ul SISUOISSIWWOoY)
20uBINSU| 8)B)S JO SHoYS 8y} saioubl Y16l oINy

‘sloluas 0} buneyiew puohaq saob
— awiosuaping A[JBA0 pue Alessaoauun Si LGl 9Ny

Alewwing aAln29x3g WALAW dio @w




S Jinuue Jo %01 2002 Ul g52$ 01 8661 Ul 97$® Wolj yymois .

'SWYA pue ajel palejoap
'SY|4 :sadAy diseq ¢ “sjuswpedsp aoueinsul ajels Aq pajejnboy .

sjybu uoneziyinuue Jo |[emelpylipn —

|eJssjap xe| —

abieyo sajes juou-dn Ou YIm uonenwnooe pasjuelenc) —
-SY|4 JO sjjsusg .

uoljeziinuue a8yl suoido swodul pasjuelenc) —

S8louUaIoYa 8jeqold —

uoljoajo.d Josse pue sbulaes Juswalnal pasjueienc) —

:Buiiayo
saluedw o adueinsul aji| Aq paayo 1onpolid juswalinal buipes|y .

Saljinuuy uo punouabyoeg WNLAW a10 &




saoljoeld Jiejun Joud pue) sadijoeud sajes y|4 0]
dde sieak g-G 1sed ay) Jono padojoasp uone|nbal
AJljigenns juswedag eouelinsu| 9)e1S saloubj

qe|

‘obe sieah ¢ Jsow|e
uondaoul sy} aouls sjonpoad aduelnsul se pajenbal
usaq aAey yoiym sjonpoud asuelnsul o) saljddy

‘sa101j0d aoueInsul 91| Bunipaio-1salaul ||e 0} ‘Ajlgjewnin
‘pue salinuue ajgelieA-uou |je AlJeau o) Aldde o) pea.
aq p|no2 ley) 1s9] buo.id-om) pajuspasaidun ue sasodw|

"}senbal uonewsoul Alelunjon g00zZ
uey) 1ayjo H3S ay} AqQ uoioe-uou JO apedap e I8A0
laye buiuiem |eas Aue Jnoyim H3< ay) Aq paesodouid

TLVYAONNI Id0sNI ISvdAant

V1Sl 3INY JO0 MIIAIBAQ WALAW d10 &




W 8y} 0] anp Asuow 8S0| JoUUEd JaWNSUod 8y |

"YSu 1oy 1ew Aue 0) pasodxs
jJou s ‘sieak Joud |je ul paypalo )salajul snid wniwald
Buipnjoul ‘enjeA 1oBJU0D ||n} 8Y) ‘S8SeD Yjoq U|
‘pale|nojed sI 1saia)ul

|[enuUB YoIym Ul Jauuew ay) Sl |4 ue pue Ajnuue

9]kl paJe|oap |euollipel] B usamlag aouaiap Ajuo ay|

"Xapul }J9yJew e Ul JUswisaAul ue Ylim Y|4 ue

JO aseyaind ay) salenba Ajjoali0oul 8ses|dl Y16l 9yl
")SI JoyIew ou aAey

pue saljinuue paxi) ale (sy|4) saninuuy xapu| paxi4

S91}1U1N29Q JOU Saninuuy Xapuj paxid WALAW d10 &




JuawAo|dwaun 1o ssauj|l |eulwld) 1o
Juswsuyuod swoy bBuisinu uodn Aupinbi| leuonippy

yleap )e paniem
‘0,01 @A0ge sjemelpyim Jo} Aldde sabieyo Japuaung

s|emelpyiim }salajul onewslsAs aalj-A)jeusd

Z JA ul Buipe)s sjemelpylim [enuue 9,0 93Ji-Ajjeuad

$a9} jenuue Jo sabieyd sajes juol dn oN

ymosb palisjap-xe|

OB Y

¥SIY 19BN SJead Jawnsuo)

A
P
N
7~
PN

X9pul |eulalxa Ue 0} payul| 1saJajul [enuuy

JaInsul ay) AQ paJsejosp selel Je 1Salejul jenuuy

SRR

3 1SaJajul WnNWiulw pue wniwalid Jo asjuelens)

Anuuy Aunuuy Aunuuy a)ey
a|qeueA X8apu| paxi4 palejos(

TIVADNNI JHOSNE Ls1amt

salinuuy jo uostiedwod vNn1INW aio &




‘Jonpoud ajel palejosp
B Uo pled aq p|nom uey) alel jsaltajul Jaybiy jeymawios
e ules 0} Ajjunuoddo ay) SIBWNSUOD JBYO SY|4 e

"JSal8)ul pa)ypald [euolippe 10} jenuajod ay)
yum wniwaud jo Ajajes 10) Ajuewnnd paseyoind ale sy|d

‘suleb 1o)Jew Joj Ajuewnud paseyoind pue pajeyiew ale
SY|4 18yl sepnjouod Aj}oaliooul ases|al WY.GL OIS Yyl

sy|d Ang siawinsuon Aympa NALAW 16 @




| ‘swinwiuiw pasjuelenb snoge anjea
psadxa, 10} apinoid sanunoas se pajenbal jou sjonpold aouelnsul
Aue :99jueienb Jo $$80xa ul Jou uey) A2y alow — z Buold

‘Nsodap Jo sajedlad paxapul "be Bulipnjoul — }salajul jenuue
JO sjoA9| Bunenion|) aAey sanLINOas se pale|nbal Jou sjonpoud
yueq pue asueinsul Auely :AlINdag e 0) aduaialel — | buold

‘wnwiuiw pasjuelsenb e 0] 10algns (Ajinuue ajel palejoap 0] Jejiwis)
1S9J8JUI [BNUUE Ul SUOIjen}on|} 0) pajiwll| SI YSU JUSW]SaAUI Y|4

"ME]| Ul
siseq ou Buiaey sbBuoid-z yim ajny pasodoid pajuapasasrdun
Ajje)0) B 03 pa) sSey pue }2a110ouUl SI S1IY] ‘punj jeninw

10 Alinuue s|gqeleA e 0] ajqesedw o ySil JUSWISIAUI SBUWNSSE
Jaseyoind y|4 ue ey} sajels Ajluayelsiw aseslal V.Gl aylL

HSIY JUBW)SAAU| OU Jeag SIawNsuo) VALAW a0 &




"$S0| 10
uieb J1ayjaym ‘siawinsuod o3 ybnouy) pessed si junoodoe
3] UIYUM Sa1jluNdas JO adualladxa Jusw]SaAUl || alaym

sjonpoud Junooaoe ajeledss, ale sallinuue a|geleAp .

‘sJawinsuo9 0} ybnouy) pessed
S1 S2I}1UINDSS JUNOJ2k |BJausb UO SSO| JO YSI 8Y) JO BUON

'SaN|eA JOBJIU0D Y|4 pasjuelenb punj 0] S8lILIN08S
Junoooe |eiauab, lisy) abeuew siainsul Anuue paxid .

ILVAONNT ER- RN ESIANY

HSIY JUBWISAAU| JaInsuj WALAW a10 B




‘Ajjeuonjeu spiepuels Aljigelins Ajdde siainsu| .

‘sg|es Ajinuue ||je uodn sjuswalinbal
BuisilaApe pue ainsojosip asodwi suone|nbal asueinsuy| .

‘Aljigenns Ajinuue o) pisebal Yyim uoisiAiadns Jo wa)sAs
dojansp 0} Ainp aAey Jonssi se ssiuedwo) adsueinsu| .

'SJBUOISSIWWOY) 8oueInsuU| 8)e1s Aq
paie|nbal pue pasuaol| Apealje aie sisonpold aoueinsu|

uoiejnbay jo Jahe] Alessasauun uy WALAW d10 &




S9|NJ $8|ES JO SUOIIB|OIA 10} sal)jeuad Juabe aouelnsu|
(saje)s awos ul buiuiel) y|4 du0ads) Buluiesy pue Buisuaol| Jusby —
sableyd Jepuaiins/salinuue ul sasjuelenb JaWNSUOD JO S[BAST —

SJ2JNSUI JO SM3BIASI JONPUOD 19XIe —
saljinuue jo sabueyoxa 1o ‘ syuswade|dal, jo uonenbay —
sao1joeld apely liejun —

Buisipenpy -

spouad Mool-eald, —
smainal Ajljigelng —
sjuawsalinbal ainso|osip Alnuuy —

(918} AQ uolelIBA SUWOS YIIM) SISA0D 0s|e uolejnbal adueinsul 9)jels .

(‘Hwwng

loluag 93s Je paindsip AiBuosig) ‘Aousajos jeioueuly Jainsul si uonenbal

aouUBINSUI )BS JO SNJ0) Ulew 3y} 1ey) salels Ajjoa.100ul 8Seajal WGl 8yl

saoljoeld so|es jo uonie|nbay asueinsuj

TEVAQONNI Td N FSTANI

1vNLAW d10

&




9uo Ajuo palnjes) sy|4 uo juswbas suldleq DgN a4l -

“1OUWNSUO0D |enjoe

'9]eJ0]| 0] 8|ge uaag aAey
(slayjo 10) am Jey) ejep juie|dwod ou suiejulew YYSYN

'SV Ueyl syid
Buipiebal sjuie|dwos 1oms) smoys ejep juiejdwod H|IYN -

‘Buisealoul
Aldieys aie saonoeid sajes Y|4 aAIsnge pue sjuiejdwoo
Jey} -- 80UBPIAD OU UYIIM — Sa)e)S 9Sea|al |G| 9y

sjutejdwod WALAW 10 &




‘uolje|nbal
oo1joe.d sajes uo ssalboud jlelap |m |esodoid D38 .

‘ale sloje|nbal
salunoas se isnl ‘sioluss 10} suolosjold padsueyus
pue mau Bunuswsaldwi ale siojejnbal adoueinsul a)e)S .

‘sjonpoud

|eloueul) Jo sajes ul sadijoeld sajes snojndniosun

woJj sioluas bunosioud ul uonenbal asueinsul
9]e}s uey) aAlj0aye alow ou S| uole|nbal saIunNdag .

‘S|4 0} payulj Aj18so[o a1e Ajap|e ay) 0] Sa|es ul asnge
pue pneuj 1ey) ssjels Ajjoallooul eses|al LGl ay] -

Bunjiop st uonje|nbay aoueansu WALAW a10 &




'SI9P|0Y-10B1JU0D V|4
le 1O 9%2°0 uey) ss9| Jo onel Juiejdwod e sey [enn PIO

'S9)e)S
Ie Ul S9|eS ||e JO SMaIAI AYIjIgelINS S1oNpuog [EnNA PIO -

*A)I|IIEJOA J9)JBW JO }NSal B Se anjeA JoBJjuod
JO BWIp B 1S0] 1aA8 sey Japjoyhoiod w4 [enin\ PIO ON -

len3nl PIO VNLNW d1o &




. ‘Sjuswiaiinbal rgO Aq pasodwi suonew
O} anp seale |einl ul sbuusyo 1onpoud jo Ajjige|ieae ysiuiwiq —

CJlaployAoiiod ay) Ag uioq st YSl YoIym Japun Joesuod
1o Aoljod Aue, :sy|4 10} 8beian0D pun ssjueiens) ysiuiwiq —

‘palojdxa uaaq jou aney
yolym sasuanbasuod papusiuiun sAaey PINOM LG SNy

‘Jaquiawl B s WYYNI4 yaiym jo dnolisy buiopy Alinuuy
B} UM SHOYS Juswadueyua Aj)jige)ins ajeulpioo”) .

*JOUOISSILIWON
UISUOISIAA @Y} Ag palieyo dnoio) Bujiop Aljigenng
Aunuuy ayy Alenoied ‘YN 8yl 0] 1N0 Yyoeay .

SUOIRIBPISUOD [BUOIHPPY WALAW a16 &




Old Muotual Finencial Network

&R OLD MUTUAL

INVEST INSURE INNOYATE

August 4, 2008

The Honorable Ralph Tyler
Commissioner

Maryland Insurance Administration
525 St. Paul Place

Baltimore, MD 21202

RE:  Securities and Exchange Commission (“SEC™) Proposed Rule 151A
Dear Commissioner Tyler:

On behalf of Old Mutual Financial Network (“Old Mutual,” the marketing name for OM
Financial Life Insurance Company and OM Financial Life Insurance Company of New York),
one of the largest issuers of indexed annuity contracts in the U.S., I would like to express our
appreciation for the opportunity to address with you our concerns regarding recently proposed
SEC Rule 151A. As you are aware, on June 25, 2008, with virtually no forewarning and no prior
consultation with the life insurance industry, the SEC announced this new and far-reaching
proposal to reclassify indexed annuity contracts as securities rather than state regulated insurance
contracts. If Rule 151A is adopted as proposed, it would have serious adverse implications for
Old Mutual, the entire fixed annuities industry and purchasers of indexed annuity contracts. For
the reasons discussed below, Old Mutual believes that the indexed annuity contracts it offers are
insurance contracts, not securities, and that proposed Rule 151A is an unworkable rule that is |
inconsistent with the language of the Securities Act of 1933 (the “Securities Act”), 1
Congressional intent to preserve for states the regulation of insurance and relevant judicial |
precedent. !

Each indexed annuity contract Old Mutual offers is a fixed annuity contract that provides
traditional annuity guarantees of principal and interest through a fixed interest crediting option,
and various interest crediting options that credit interest based on formulas that take into account
movements in either the S&P 500 Index or the Dow Jones Industrial Average. Old Mutual i
assumes substantial investment risks through these and other guarantees under the contracts. |
Specifically, Old Mutual provides a state nonforfeiture guarantee under each contract
(guaranteed minimum value of 100% or 87.5% of premiums accumulated at interest rates
between 1% and 3%) and a guarantee of all previously credited interest under the contract. Old
Mutual assumes a meaningful mortality risk through the guarantee of a death benefit and the
availability of annuity payment options with fixed purchase rates. These are the types of
guarantees that courts and the SEC have historically looked to in distinguishing contracts of
msurance from securities.

Unlike a variable annuity contract where a contract owner’s interest is limited solely to a
pro rata interest in a segregated pool of assets and subject to the performance of those assets, the

79848792




guarantees under the contracts are supported by the general account of Old Mutual, but are not
dependent upon the performance of assets held in the general account. Under the contracts, Old
Mutual credits rates of interest declared in advance for specified periods and indexed rates of
interest pursuant to prescribed formulas without reference to the performance of assets held by
the Company. As such, unlike a variable annuity contract that transfers all investment risk to the
contract owner, Old Mutual bears substantial investment risk under its indexed annuity contracts.

Consistent with well-established judicial and SEC interpretations that provide guidance
for determining whether contracts of insurance are marketed as securities, Old Mutual has
invested substantial resources to ensure that its marketing program emphasizes the insurance
aspects of its indexed annuity contracts to ensure they are not marketed as securities. For the
reasons we have noted, and as discussed in more detail in the memorandum Old Mutual provided
Mr. Keith Carpenter, Special Counsel, SEC, dated August 30, 2005, a copy of which was
forwarded to your attention last week, Old Mutual believes its indexed annuity contracts are
insurance contracts, and therefore, the Company is eligible to rely upon the specific exclusion
from registration and regulation under the federal securities laws available to insurance contracts
set forth under Section 3(a)(8) of the Securities Act, which exempts:

Any insurance or endowment policy or annuity contract or optional
annuity contract, issued by a corporation subject to the supervision
of the insurance commissioner, bank commissioner, or any agency
or officer performing like functions, of any state or termritory of the
United States or the District of Columbia.

Notwithstanding the significant efforts expended and costs incurred by Old Mutual to
design its indexed annuity contracts with guarantees comparable to those under traditional fixed
annuity contracts and implement a program aimed at marketing the contracts as insurance, if
Rule 151 A were adopted as proposed and made effective today, the Rule would require those
same contracts to be registered as securities with the SEC. We believe that result is wholly
inconsistent with established precedent and regulatory practice and recommends a close review
of proposed Rule 151 A and the reasoning supporting the Rule’s proposal. In that regard, as you
and your staff members review proposed Rule 151 A and the SEC release proposing Rule 151A
(the “Proposing Release”),’ you may want to keep in mind the observations set forth below.

. The Supreme Court precedent the SEC cites in the Proposing Release as defining
the scope of the Section 3(a)(8) exclusion, SEC v. Variable Annuity Life Ins. Co.
(“VALIC”)* and SEC v. United Benefit Life Ins. Co. (“United Benefit™),’ address
the status of a fundamentally different type of contract, a variable annuity contract
under which a contract owner’s interest was based substantially, if not wholly,
upon his or her pro rata share in a segregated poo!l of assets and the performance
of those assets. As we noted above, under an indexed annuity contract, a contract

' Indexed Annuities and Certain Other Insurance Contracts, Securities Act Release No. 8933 (June 25, 2008).
* SEC v. Variable Annuity Life Ins. Co., 359 U.S. 65 (1939).
* SEC v. United Benefit Life Ins. Co., 387 U.S. 202 (1967).

-2-
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owner has no such interest and does not receive a pass through of the investment

performance of a segregated pool of assets. In addition, unlike the contracts in

VALIC and United Benefit, indexed annuity contracts must provide state

nonforfeiture guarantees which in and of themselves are significant. Those

guarantees were completely absent in VALIC, and substantially greater than those

in United Benefit.* As such, the SEC’s references to VALIC and United Benefit

in the Proposing Release need to be viewed with some skepticism given the type _
of contract at issue in each case. ;

. Proposed Rule 151 A would define certain indexed annuity contracts as not being
eligible for the Section 3(a)(8) exclusion from regulation “... if the amounts
payable by the insurer under the contract are more likely than not to exceed the
amounts guaranteed under the contract.”™ Unfortunately, neither Congress, the
courts nor the SEC itself have ever previously applied such a test to determine the
security status of an insurance contract. The test is simply unprecedented and
there is no information in the Proposing Release on the source of the test.

. Proposed Rule 151A focuses its analysis primarily on the upside investment risk
assumed by a contract owner for excess indexed interest, which the SEC
characterizes as “the unknown, unspecified, and fluctuating securities-linked
portion of the return.”® While this focus is similar to the focus the SEC placed on
discretionary excess interest in guaranteed interest contracts and other excess
interest contracts in the late 1970s and mid-1980s, the SEC never articulated that
focus as the sole determinant but only as one fact and circumstance to consider.
There is no attempt to analyze the investment risk assumed by the insurer under
an indexed annuity contract. If the purchaser of an annuity is more likely than not
to receive more than the guaranteed amount under the contract because excess
interest is calculated by reference to the performance of underlying securities, or
an index, then the SEC concludes that such contracts “may to some degree be
insured, but that degree may be too small to make the [] annuity a contract of
insurance.”’ No distinction is made regarding whether such excess interest is
guaranteed or is more than offset by the risks assumed by the insurer.

The approach taken by the SEC is inconsistent with the framework set forth by

the Supreme Court in both VALIC and United Benefit for analyzing whether an
insurance contract is a security. In VALIC, the majority opinion made clear that
the assumption of investment risk by an insurance company was a critical factor

* United Benefit involved a variable annuity contract which guaranteed only 50% of premiums in the first year
grading up to 100% after 10 years.

* Proposing Releasc at 5.

¢ Proposing Release at 25. In the Proposing Release, the SEC explains that by purchasing an indexed annuity, the
purchaser “assumes the risk of an uncertain and fluctuating financial instrument,” and that since the value of such an
annuity “reflects the benefits and risks inherent in the securities market .... {then] the purchaser obtains an
instrument that, by its very terms, depends on market volatility and risk.” Proposing Release at 25-26,

’ Proposing Release at 26.

7984879.2




in the determination of whether an insurance contract is a security. In relevant
part the majority opinion stated “But we conclude that the concept of ‘insurance’
involves some investment risk-taking on the part of the company. . . . We deal
with a more conventional concept of risk-bearing when we speak of ‘insurance.’
For in common understanding ‘insurance’ involves a guarantee that at least some
fraction of the benefits will be payable in fixed amounts.”

. In the Proposing Release, the SEC draws an unsettling analogy between indexed
annuity contracts and securities such as mutual funds and variable annuities,
stating that indexed annuities implicate the regulatory and protective purposes of
the federal securities laws because they “are similar in many ways to mutual
funds and variable annuities” and “are attractive to purchasers precisely because
they offer participation in the securities market.” The SEC incorrectly equates
the purchase of an indexed annuity contract with an investment in a market index,
whereas a purchaser of an indexed annuity contract bears only a fraction of the
risk of such an investment in a market index due to the guarantee of at least a
substantial portion of principal and minimum interest as required by applicable
state nonforfeiture law and the guarantee of previously credited interest.

* * *
We hope you and members of your staff find this letter and the other materials we have

forwarded to your attention helpful. Should you have any questions relating to this letter, please
do not hesitate to contact me at (410) 895-0082.

Sincerely,

Eric Marhoun @W)

Senior Vice President & General Counsel

ce! Tom McDonald
Baker & Hostetler LLP

Thomas Bisset
Sutherland, Asbill & Brennan LLP

® VALIC at 622. Similarly, in United Benefit, the Supreme Court found that the limited guarantee of a return of
premium under a “Flexible Fund” annuity contract to be an insufficient assumption of investment risk on the part of
the insurer. In relevant part, the Court stated “And while the guarantee of cash value based on net premiums reduces
substantially the investment risk of the contract holder, the assumption of an investment risk cannot by itself create
an insurance provision under the federal definition. . . . The basic difference between a contract which to some
degree is insured and a contract of insurance must be recognized.” United Benefit at 211.

* Proposing Release at 27.
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Privileged & Confidential Attorney-Client Communication

Memorandum Regarding Exempt Status of
Fidelity & Guaranty Life Insurance Company
Indexed Rate Fixed Annuity Contracts — Page 2, Request #5

This memorandum sets forth a summary analysis of the status under Section
3(a)(8) of the Securities Act of 1933 (the “Securities Act™) of the F idelity & Guaranty
Life Insurance Company (the “Company”) indexed annuity contracts provided to the
Securities and Exchange Commission (the “Commission” or “SEC”) in response to the
letter dated July 20, 2005 from Susan Nash, Associate Dircctor of the Commission’s
Division of Investment Management (collectively, the “Contracts™). Each Contractis a
fixed annuity contract that provides traditional annuity guarantees of principal and
interest through a fixed interest crediting option, and various interest crediting options
that credit indexed interest based on formulas that take into account movements in either
the S&P 500 Index or the Dow Jones Industrial Average (“DJIA”). Financial products
such as the Contracts are commonly referred to as equity-indexed annuities ("ELAs").

The Company believes that the Contracts are insurance contracts and that the
Company is eligible to rely on the Section 3(a)(8) exclusion from registration and
regulation under the Securities Act and other federal securities laws. Based on relevant
judicial precedent and available Commission guidance on the scope of the Section 3(a)(8)
exclusion, it is the Company’s understanding that whether EIAs, such as the Contracts,
are insurance products eligible to rely on the Section 3(2)(8) exclusion generally depends
on the guarantees set forth in the EIA contract and the manner in which the sponsoring
insurer markets the contract.

The Company assumes substantial investment risks under each Contract through
guarantees of Contract owner principal (less surrender or other charges) and the
contractually mandated methods for crediting declared and indexed rates of interest. As
discussed in more detail below, the Company assumes investment risks under the
Contracts substantially the same as those assumed under other fixed annuity contracts.
Moreover, the Contracts substantially comply with the investment risk criteria set forth in
the Commission’s safe harbor rule under Section 3(a)(8) — Rule 151." The Company also
assumes meaningful mortality risk through long-term guarantees of annuity purchase
rates and the payment of a death benefit (without the imposition of a surrender charge).

Similarly, consistent with both judicial and Commission interpretations that set
forth standards for the marketing of insurance products eligible to rely on the Section
3(a)(8) exclusion, the marketing program for the Contracts emphasizes a fair and
balanced approach to the presentation of both the insurance and investment aspects of the
Contracts.

' 17 CFR 230.151




L Seminal Judicial Precedent Supports the Availability of the Section 3(a)(8)
Exemption

A, The investment risks assumed by the Company are significantly
greater than the investment risks assumed in the only U.S. Supreme
Court decisions interpreting Section 3(a)(8).

There have been only two U.S. Supreme Court decisions interpreting the scope of
Section 3(a)(8) -- S.E.C. v. Variable Annuity Life Insurance Co. of America (“VALIC”)?
and S.E.C. v. United Benefit Life Insurance Co. (“United Benefit”).> Both the decisions
concerning the particular annuity contracts at issue in those cases, as well as the Court’s
analytical methodology used to interpret Section 3(a)(8), support a conclusion that the
Contracts should be entitled to rely upon the Section 3(a)(8) exclusion.

In VALIC, the Supreme Court held that the annuity contract at issue, a variable
annuity, was not an “annuity” within the meaning of Section 3(a)(8) because the entire
investment risk was borne by the annuitant, not the insurance company. Premiums
collected under the VALIC contract were invested in common stocks and other equities,
while benefits payable under the VALIC contract varied with the success of the
investment portfolio in equities -~ an interest which the Court characterized as having “a
ceiling but no floor,”™

The Court noted that the concept of “insurance” typically involves the company’s
guarantee that at least some fraction of the benefits will be payable in fixed amounts.
Absent some guarantee of fixed income, an annuity places all investment risks on the
annuitant, not the insurance company, failing the test of “insurance.”® The Court
observed that the VALIC contract guaranteed the annuitant only “a pro rata share of what
the portfolio of equity interests reflects -- which may be a lot, a little, or nothing . . ..
There is no true underwriting of risks, the one earmark of insurance as it has commonly
been conceived of in popular understanding, and usage.”

In an attempt to provide the investment risk assumption that the Supreme Court
found lacking in YALIC, the insurance company in United Benefit guaranteed that the
value of a deferred (essentially variable) annuity contract after ten years would never be
less than the aggregate net premiums paid under the contract. The United Benefit
contract guaranteed that the first year cash value of the annuity would never be less than
50% of net premiums paid and that, after ten years, the value would be no less than 100%
of aggregate net premiums paid under the contract. In discussing this product design, the
Court noted that United Benefit merely promised to retumn, at a minimum, net premiums
paid, an “amount [that] is substantially less than that guaranteed by the same premiums in

: 359 U.S. 65 (1959).

3 387 U.S. 202 (1967).

4 VALIC, 359 U.S. at 74,
3 Id. at 71.

¢ 1d. at 71-73 (footnote omitted).




a conventional deferred annuity contract.” The Court found that while this guarantee
“reduce[d] substantially the [contract holder’s] investment risk,” “the assumption of an
investment risk cannot by itself create an insurance provision.”’

The Company, unlike the insurance companies that issued the contracts in VALIC
and United Benefit, is required to provide state nonforfeiture guarantees under the
Contracts which in and of themselves are significant. These guarantees were completely
absent in VALIC, and are substantially greater than those provided in United Benefit. In
that regard, the Contracts typically gnarantee that either 100% or 87.5% of premiums will
accurnulate at interest rates of between 1% and 3%." The Company believes that these
guarantees more than satisfy the general investment risk standards as articulated by the
U.S. Supreme Court in VALIC and United Benefit.

B. The eligibility of the Contracts for the Section 3(a)(8) exclusion is
supported by the only judicial precedent to consider the securities
status of an EIA contract.

In Malone v. Addison Ins. Mkig,. Inc. (“Malone”), the U.S. District Court for the
Western District of Kentucky held that an equity-indexed annuity was entitled to the
Section 3(a)(8) exclusion from the definition of a security under the Securities Act, and
that the annuity was within the Rule 151 safe harbor.”

The court framed its inquiry as a proportionality test that required it to determine
whether the contract “operates more like a variable or a fixed annuity.” The court
reviewed caselaw and Rule 151 and focused on the division of the investment risk
between the insurer and the insured. The court found that the insurer had assumed
sufficient investment risk because it was obligated to return premium plus 3% annual
interest, less any applicable surrender charge, regardless of how poorly the market
performed. The only investment uncertainty assumed by the investor, according to the
court, was whether she would receive interest beyond 3 percent per year on her premium
payment. Further, the court noted that there was no direct correlation between the benefit
payments and the performance of the investments made with the contract owner’s money.
The court concluded the proportionality test had been met “[blecause the Defendants
assume a much %reater risk, Plaintiff’s investment seems a lot like insurance and less like
an investment.”’

Here, the Contracts subject the Company to substantial investment risk through
guarantees that must at least equal and may exceed state nonforfeiture guarantees.

7 Id. at 211 (emphasis added).

8 Thbe Loyalty Rewards Contract guarantees 80% of the initial premium and 88% of all subsequent
premiums at an annual effective interest rate of 3%. The guarantee reflects compliance with state
nonforfeiture law standards that have been revised in most states following initial issuance of the Contract,
and as such, sales of the Loyalty Rewards Contract have been discontinued in most states. Effective
September 1, 2005, the Company will no longer offer the Loyalty Rewards Contract.

? 2002 U.S. Dist. LEXIS 18885 (WD Ky 2002).

10 Id. at 9 citing VALIC at 71.




Further, the Company assumes a meaningful mortality risk through the guarantee of 3
death benefit (including the waiver of any otherwise applicable surrender charges) and
through the availability of annnity payment options with fixed purchase rates. The
Company’s investment risks and mortality risks under the Contracts are significant; they
are greater than the risks borne by Contract owners. Thus, using the proportionality test,
the investment risks and mortality risks assumed by the Company are sufficient under the
conventional investment risk and mortality risk tests used to qualify for exemption under
Section 3(a)(8) of the Act.

II. The Contracts Involve Significant Assumption of Investment Risks by the
Company

A, Consistent with judicial precedent and the Rule 151 investment risk
test, the Contracts do net effect a pass through of any investment
performance,

The Contracts provide for values and benefits that are independent of the
investment experience of the Company’s general account. The interest crediting
provisions tie the crediting of interest to minimum values at stated rates of interest and to
changes in value of external indices. In this regard, the Contracts both are distinguishable
from the VALIC and United Benefit contracts where values varied with the values of
identified pools of assets, and satisfy the investment risk condition in Rule 151 that
contract value not vary according to the investment experience of a separate account.

The value of the Contracts does not vary according to the investment experience
of a separate account and the assets supporting the Contracts are held as a part of the
general account assets of the Company. Those assets do not support the Contracts to any
greater or lesser extent than they support any other general account liability of the
Company. Moreover, the general account assets of the Company are subject to all of the
various quantitative and qualitative restrictions on insurance company general account
investments under state insurance law.

The Contracts comply with the first investment risk condition under Rule 151 , the
“safe barbor” rule for qualifying annuity contracts under Section 3(a)(8)."" That
investment risk condition of Rule 151 requires that for the sponsoring insurer to be
deemed to have assumed investment risk under a contract, the contract can not vary with
the investment experience of a separate account and that all of the insurer’s general
account assets meet the guarantees provided under the contract.

B. Each Contract guarantees the preservation of principal and
previously credited interest in compliance with Rule 151,

Under any in-force Contract, upon full surrender of the Contract, the Contract
owner would be entitled to receive an amount equal to the greater of’

i Definition of Annuity Contract or Optional Annuity Contract, Securities Act Release No. 6545
(May 29, 1986) (adopting Rule 151) (hereinafter referred to as "Release 6645™,




. the "Minimum Guaranteed Surrender Value" ("MGSV™) for the Contract;
or

. the contract value - that is, the sum of purchase payments received and any
applicable premium bonus, minus withdrawals (including any applicable
surrender charges), plus any indexed interest credited - minus any
applicable surrender charges.

Under the Spectrum Series Index Annuity contracts, except for the Spectrum
Choice Bonus contract, and the Index Rewards Choice 5 contract, the MGSV represents a
guarantee of principal (100% of premium) and a positive interest credit each year
(ranging from 1% - 3%), less any surrender charge. Because there can be no crediting of
negative interest under a Contract, the MGSV feature essentially ensures a guarantee of
principal and previously credited interest.

Under the Loyalty Series Index Amnuity contracts and the Spectrum Choice
Bonus Contract, the MGSYV is based on a premium amount of something less than 100%
of premium (typically 87.5% of premium). Nevertheless, this meets the criterion of 2
guarantee of "principal" plus previously credited interest under Rule 151 and therefore
would also be sufficient under Section 3(a)(8). Rule 151°s actual requirement is to
guarantee "the principal amount of purchase payments and interest credited thereto, Jess
any deduction (without regard to timing) for sales, administrative or other expenses or
charges"” (emphasis added). Clearly, Rule 151 and Section 3(a)(8) do not require a
guarantee of 100% of premiums. Charges and expenses can be deducted, even if that
results in the contract owner receiving less on a full surrender than the amount he or she
invested. Here, the "haircut" is the economic equivalent of a front-end sales or
administrative charge of that amount. It is a fixed percentage, established at issue, and it
is not affected by any market movements or investment performance.

Wholly independent of the MGSV guarantees are other contractual provisions that
provide a guarantee of principal and previously credited interest in the context of contract
values. Specifically, the index interest crediting options provide that an index credit will
never be less than zero - there will be no negative interest. Putting aside the deduction
of surrender charges (discussed below) even under a Contract with an MGSV based on a
percentage of premium at less than 100%, there is a guarantee of principal plus
previously credited interest, because the Contract owner is guaranteed the greater of the
MGSV or contract value - principal at 0.0% (which effectively guarantees principal), and
an annual index credit that will never be less than $0.00 (which effectively guarantees
previously credited interest).

With respect to the surrender charges assessed under the Contracts, both judicial
precedent and Rule 151 clearly permit the deduction of traditional surrender or
withdrawal charges that assess a fixed rate established at the time of contract issuance
and do not vary with an insurer’s investment performance or changes in market interest
rates. Because a typical surrender or withdrawal charge does not shift additional
investment risk to the Contract owner, it is a permissible charge under Rule 151.




The surrender charges under the Contracts are fixed percentages that are set at the
time a Contract is issued and are contingent solely on when a surrender occurs during the
surrender charge period, such charges are unrelated to the Company’s investment
experience, unrelated to market rates at the time of surrender, and unrelated to changes in
the S&P 500 Index or the DJIA. Thus, the surrender charges under the Contracts do not
shift investment risk to the Contract owner.

Importantly, the Contracts do not provide for 2 market value adjustment (“MVA”)
on surrenders or withdrawals that could invade principal or any previously credited
interest. '> By not imposing a MVA under the Contracts, even a limited MVA that could
invade only some portion of previously credited interest, the Company assumes a
significant risk of adverse movements of market rates of interest and the prospect of high
levels of disintermediation from the Contracts.

C. The Company guarantees minimum rates of interest under the
Contracts that substantially comply with Rule 151 and that place
substantial investment risk on the Company.

The third investment risk condition of Rule 151 requires that for the life of the
contract an annuity contract credit nef premiums and interest previously credited thereto
with interest at a rate at least equal to the minimum specified interest rate required by the
relevant nonforfeiture law. Rule 151 defines the term "specified rate of interest” as

a rate of interest under the contract that is at least equal to the
minimum rate required to be credited by the relevant
nonforfeiture law in the jurisdiction in which the contract is
issued. If that jurisdiction does not have an applicable
nonforfeiture law at the time the contract is issued (or if the
minimum rate applicable to an existing contract is no longer
mandated in that jurisdiction), the specified rate under the
contract must at least be equal to the minimum rate then required
for individual annuity contracts by the NAIC Standard
Nonforfeiture Law.

While the Contracts do not guarantee that any specified amount of indexed
interest will be credited under the Contracts (other than it will never credit negative
interest), the Company will provide at least the MGSYV on full surrender of a Contract,
and the MGSV will reflect a permanent guaranteed interest rate (from 1% to 3%) and will
always equal or exceed the minimum nonforfeiture amount required under state
nonforfeiture law.

12 The Commission in Release 6645 noted that a contract with an MV A feature does not qualify for
the Rule 151 safe harbor because it allows the insurer to adjust the amount of proceeds a contract owner
receives upon an early surrender to reflect changes in the market value of its portfolio securities supporting
the contract. See Release 6645 at 4 88,132 nn. 16-17.




As noted above, the surrender value a Contract owner will receive on full
surrender of a Contract is the greater of the (i) MGSV and (if) contract value minus any
applicable surrender charges. For each Contract, the indexed crediting option(s) will
each have a permanent effective annual interest rate in the MGSYV calculation at least
equal to the effective annual interest rate required by the state nonforfeiture law.

The permanent minimum interest rates under the Contracts contrast favorably
with the concern raised by the Commission in the adopting release for Rule 151, Release
6645, that giving insurers the ability to modify the minimum interest rate guaranteed on
group annuity contracts at five-year intervals would not be consistent with there being
some element of risk-taking by the insurer in guaranteeing that at least some portion of
the benefits will be paid in a fixed amount.'”® The Contracts also contrast favorably with
those issued by Penn Mutual Life Insurance Company (“Penn Mutual™) and evaluated in
the Peoria Union Stock Yards Co. v. Penn Mutual Life Insurance Company.™ In that
case, the court determined that the insurer did not assume sufficient investment risk to be
entitled to rely on the Section 3(a)(8) exclusion when Penn Mutual failed to Erovide any
guarantee of interest under the annuity contract after the third contract year.” Under the
Contracts, by contrast, the effective annual interest rate in the MGSV calculation will at
least equal the effective annual interest rate required by the applicable state nonforfeiture
law.

For all the above reasons, the Company believes the specified rates of interest
credited under the Contracts place an investment risk on the Company that is comparable
to the risk inherent in the third investment risk condition of the Rule 151 safe harbor
under Section 3(a)(8).

D. The Company assumes substantial investment risk under the Contracts
through long-term guarantees of credited index interest that are
comparable to the one-year interest rate requirement under Rule 151.

In proposing Rule 151, the Commission recognized that the longer the period for
which interest is guaranteed, the greater the degree of investment risk assumed by the
insurer because the insurer assumes the risk that it will not earn a sufficient amount from
its general account assets to pay the current rate guaranteed for that period.'® The
Commission designated a one-year period as necessary to rely on the safe harbor of the
Rule, recognizing that one year was an arbitrarily set period and that contracts that do not
meet this test still may qualify for the Section 3(a}(8) exclusion.!”

13 Release 6645 at  88,132-33.

1 698 F.2d 320 (7th Cir. 1983).

s 1d at 324-25.

e See Definition of Annuity Contract or Option Annuity Contract, Securities Act Release No. 6558,

187,158, (Nov. 21, 1984} (proposing Rule 151) (hereinafter referred to as "Release 6558™).

17 I_d.




Under the indexed interest crediting options available under the Contracts, interest
(if any) is calculated and credited at the end of each one, two or three-year index
crediting period; a new interest crediting period begins upon the expiration of the prior
index crediting period. Index credits are not calculated or credited between Contract
anniversaries. Once the indexed interest is determined and credited, it is not recalculated
and is fully “vested.” The Contracts also specify the formula used in determining
indexed interest, as well as the other terms of each Contract’s indexing features, and the
Company has no discretion whatsoever in determining the amount of indexed interest
credited at the end of each index crediting period. The index (unless discontinued), the
formula for determining the indexed interest rate credited at the end of each index
crediting period, the date on which the indexed interest is calculated and credited, the
participation rate, and the duration of the term are all determined at the time the Contract
is issued and do not change. The Company has discretion only to change the cap rate
(subject to a guaranteed minimum) that determines the maximum index rate at the
beginning of each index crediting period, and then the cap rate is guaranteed for the index
crediting period which in all cases would be at least one year in duration, consistent with
the minimum one-year concept set forth in Rule 151. The Contracts also clearly specify
which external index will be used as a benchmark for determining indexed interest,

Moreover, the Company guarantees that it will not credit negative interest to the
Contracts. The Company thus bears the significant investment risk that the return on its
own invested assets will be less than the rate determined under the independent indexing
features. Thus, the Company bears the investment risk of paying out the indexed interest
- calculated pursuant to a formula fixed in advance in the Contracts by reference to an
external index that the Company does not control - even if the Company’s investments do
not perform at a rate equal to the index feature. That risk is substantial given that the
Contracts provide for 100% participation in the relevant Index and that participation rate
does not change for the life of the Contract. In addition, because the Company does not
impose an MVA under the Contracts, the Company can not mitigate its investment risk in
an adverse interest rate environment,

The Commission permits insurers to make use of index features under Rule 151
when determining excess interest rates, recognizing that an insurer using an index feature
bears a meaningful investment risk in that the return on its own invested assets may not
equal the rate determined under the index feature, '* Rule 151 permits the use of index
features to determine interest rates that will be guaranteed under the contract for the 12-
month period.” Under the Contracts, as noted above, the external index and all of the
factors that bear on the amount of indexed interest actually credited are specified and
guaranteed in advance for periods of at least one year. Therefore, because the Company
promises to pay minimum guarantees and an indexed interest rate that is measured by the
performance of an external index, and so does not pass through the performance of its
own investments, the Company bears investment risk comparable to that required under
the Rule 151 safe harbor and sufficient to qualify the Contracts for the Section 3(a)}(8)
exemption,

'® See Release 6558 at 88,136.
'” Release 6645 at 88,136 (emphasis added).




HOI.  The Company assames a meaningful mortality risk under the Contracts
through long-term guarantees of the payment of a death benefit and the
payment of annuity benefits at purchase rates fixed at the time of
Contract issuance. '

The Company assumes a meaningful mortality risk under the Contracts in the
form of the death benefit and annuity payment options. Like other conventional annuity
products, the Contracts are designed so that while a Contract is in force and before the
annuitization period begins, the Contract provides for the payment of a death benefit, If
the annuitant dies before the annuitization date, the death benefit payable is equal to the
greater of the MGSV or Contract Value determined as of the valuation date coincident
with, or next following the date the Company receives proper proof of the annuitant’s
death, an election specifying the distribution method, and any required state forms. The
death benefit is significant in that interest will be credited to an indexed strategy up until
the death benefit is calculated. This contrasts to the general Contract surrender
provisions under which no indexed interest will be credited to amounts surrendered
during an index period. Upon payment of the death benefit, the Company will also waive
any applicable surrender charge. Waiving the surrender charge is significant, as the
surrender charge is one of the primary mechanisms by which the Company can expect to
recoup its administrative and marketing costs in the event of a premature surrender
during an index crediting period.

In addition to the assumption of mortality risk associated with the payment of the
death benefit under the Contracts, the Company assumes significant mortality risk in
connection with the annuity payment options offered under the Contracts. Several of the
annuity payment options available under the Contracts provide for annuity payments
based upon life contingencies. By currently providing under the Contracts guaranteed
life annuity options that can be selected at some future time, the Company assumes a
mortality risk that the longevity of its annuitants may be greater than that assumed in
setting the guaranteed annuity rates,

Both judicial and Commission interpretations recognize that mortality risk is an
important consideration when determining whether annuity contracts come with the
Section 3(a)(8) exclusion.?’ Here, the Company’s assumption of a meaningful mortality

= E.g., 1d; Grainger v, State Security Life Insurance Co., 547 F.2d 303, 307 (5" Cir. 1977)

(considering the relationship between the size of the death benefit and the size of premium payments as part
of the court’s Section 3(a)(8) analysis), relv'g denied, 563 F.2d 215 (5* Cir. 1977), cert. denied sub nom,
Nimmo v, Grainger, 436 U.S. 932 (1978); Dryden v, Sun Life Assurance Co. of Canada, 737 F. Supp. 1058
(S.D. Ind. 1989} (concluding that the insurer's obligation to pay a fixed sum to a designated beneficiary
upon the death of the owner of a life insurance policy caused the insurer to bear the risk of poor
performance of its investments),

In a general statement of policy issued on April 5, 1979, the Commission identified the
assurnption of mortality risks and investment risks as central features of life insurance or annuity contracts.
Statement of Policy Regarding the Determination of the Status Under the Federal Securities Laws of
Certain Contracts Issued by Insurance Companies, Securities Act Release No. 6051, Fed. Sec. L. Rep.
(CCH) 9 2583-8, at 2583-9 (Apr. 5, 1979). In the release adopting Rule 151, however, the Commission




risk weighs heavily in favor of finding the Contracts fall within the Section 3(a)(8)
exclusion.

1v. Marketing

The Company has in place procedures and controls to ensure that its marketing of
the Contracts comports with legal standards governing the sale of fixed insurance
contracts. Among other things, those procedures and controls include the requirement
that promotional materials related to the Contracts be reviewed and approved by a team
comprised of representatives from the Company’s various business units prior to use.
They also include procedures and controls for the coding and identification of each piece
of sales literature or other promotional material, re-approval of such materials on an
annual basis and discontinuance where warranted by regulatory or other concerns.

A, The Company markets the Contracts as fixed insurance contracts,

The Company has undertaken significant efforts to ensure that its marketing
program for the Contracts markets the contracts as fixed insurance contracts consistent
with the marketing standards articulated by courts and the Commission in the context of
the Section 3(a)}(8) exclusion. In that regard, the Company has sought to ensure that sales
hiterature for the Contracts and written presentations by agents and other promotional
efforts provide a fair and balanced presentation of both the insurance and investment
aspects of the Contracts, and where appropriate, emphasize each Contract’s usefulness as
a long-term insurance product for retirement or income security purposes. The Company
has also sought to ensure that the Contracts are not promoted with any undue emphasis
placed on the investment aspects of the Contracts.

Two steps the Company has taken to ensure that the marketing program for the
Contracts meets the above standards have been the development of fairly comprehensive
marketing guidelines governing the content and presentation of sales literature and the
development of an agent training manual. The marketing guidelines identify both what
should be and what should not be included in sales literature for the Contracts. The
Company, under the team approach described above, closely reviews all marketing
materials to ensure compliance with the marketing guidelines, including, the complete
and accurate description of Contract features.

The marketing guidelines require, among other things, that each piece of sales
literature for the Contracts emphasize the long-term nature of the Contracts and the
insurance benefits of the Contracts, such as the death benefit and annuity payout options.
The guidelines emphasize that the Contracts are fixed anmuity contracts and are designed
as appropriate planning vehicles for retirement security. Conversely, the guidelines
caution against describing the Contracts’ indexing features as a means for participation in

withdrew Release 6051 and abandoned this requirement for purposes of the safe harbor. Nevertheless, the
Commission continued to express the view that mortality risk may be an appropriate factor to consider in
determining the availability of an exemption from Section 3(a)(8). See, e.g., Brief for the United States as

Amicus Curiae at 9, Variable Annuity Life Insurance Co. v. Otto, No. 87-600 (1988).




a stock market index or the equity markets in general and comparing the Contracts with
mutual funds or other investment vehicles.

The agent’s training manual incorporates the guidelines and also sets forth other
standards and procedures for agents to follow in dealing with customers. They include
procedures for the use of only Company approved sales materials with customers and the
completion and forwarding of an application and suitability form to the Company for
review for each prospective purchaser. The Company has also voluntarily adopted
suitability guidelines and increased its supervision of its agent sales force with respect to
sales of the Contracts.

The Company believes that the marketing guidelines, the agent’s training manual
and its supervision of the marketing program for the Contracts have been effective and
that the marketing program meets the standards for marketing fixed insurance products
articulated by the courts and the Commission.

B. The marketing of the Contracts is consistent with judicial precedent.

The Company’s decision to market the Contracts as fixed insurance contracts, and
not primarily as investments, is consistent with judicial findings as to the manner in
which a contract should be marketed consistent with Section 3(2)(8). In United Benefit,
the Supreme Court first articulated the “marketing test” for purposes of Section 3(a)(8),
in determining that the annuity in that case did not qualify for the Section 3(a)(8)
exclusion from registration under the federal securities laws. The Supreme Court based
its conclusion in part on the manner in which the policies were advertised. The Court
noted that the annuity, and contracts like it, were not promoted “on the usual insurance
basis of stability and security but on the prospect of ‘growth’ through sound investment
management.”>' Such contracts, the court found, were marketed to compete with mutual
funds and were “pitched to the same consumer interest in growth through professionally
managed investment.”*

The obligation not to market a Contract primarily as an investment, however, does
not preclude the Company from discussing what may be considered to be the investment
aspects of the Contracts. The federal district court in Associates in Adolescent Psychiatry
¥. Home Life Insurance Company determined that the annuity contract was not marketed
primarily as an investment just because isolated statements in the company’s sales
literature referred to the investment aspects of the annuity contract.® The court noted
that certain statements in marketing materials mentioned the desirability of excess
interest as a way of taking advantage of fluctuating interest rates, and that the “sales
pitch” for the contract emphasized the insurer’s abilities in the management and
investment of money. In its opinion, the court stated that the sales literature “does not,
when read as a whole, promote the [annuity] primarily as an investment . . . .

2 United Benefit, 387 U.S. 202.
2 Id

941 F.2d 561 (7% Cir. 1991), cert. denied, 502 U.S. 1099 (1992).




Undoubtedly the document refers to the investment aspects and tax-favored features of
the plan, and the Court does not question that Home Life and its representatives promoted
the [Clompany’s investment abilities in hawking the [annuity]. But that is simply a
consequence of the [annuity’s] nature as a retirement funding vehicle; shrewd investment
is necessary in order to save enough for comfortable retirement.”*

This finding of the Home Life court was reiterated in the decision of the federal
district court in Berent v. Kemper Corp.”® In finding that the life insurance policies in
question were marketed primarily as insurance, the court determined that “the fact that
the sales brochures also discuss the investment features of the policies and that Plaintiffs .
. . perceived the policies as investment vehicles does not chan%e . . . the conclusion that
the . . . policies were not marketed primarily as investments.”

More recently, the court in Malone analyzed a marketing brochure (that promised
“stability and flexibility”), the contract form, and a disclosure form for an equity indexed
annuity, and found that the materials did not demonstrate the contract was marketed as an
investment. Specifically, the Malone court said:

[M]aking reference to investments in the context of assuring the
security of an annuitant’s premium, and an aggressive marketing
strategy related to the potential for growing that premium have
distinct legal significance . . . . [The] Court must determine . . . if it
appears the marketing emphasis was clearly more correlated to the
prospect [of] growth in lieu of stability.

[The] brochure, though it mentions the company’s ‘sound financial
management,” does so in the context of explaining that the
company promises ‘stability and flexibility.” . . . In addition, the
contract itself states plainly . . . that past S&P 500 Index activity is
not intended to predict future activity and that the S&P 500 Index
does not include dividends. ... Moreover, the one-page summary
Plaintiff signed, which focused on how her EIA Contract Value
was calculated at any one point to assure her the initial principal
plus interest, did not emphasize the potential increase in her assets,
but focused on explaining to her that she was guaranteed her
principal plus three percent interest.?’

The court concluded that the equity indexed annuity was “protected by” the Rule
151 safe harbor and was exempt from the federal securities laws under Section 3(a)(8).

The Commission has not promulgated rules prescribing acceptable or
unacceptable marketing techniques for purposes of determining a product’s status under

u 1d. {(emphasis added).

» 780 F. Supp. 431 (B.D. Mich. 1991); afi"d, 973 F. 2d 1261 (6th Cir. 1992).
% Id. at 443,

z 225 F. Supp. 2d. at 753-754.
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Section 3(a)(8). However, it has agreed with judicial determinations that references to
investment features of a contract do not necessarily preclude a court from finding that the
contract was not marketed primarily as an investment. When adopting the standard under
Rule 151 that a contract not be marketed primarily as an investment, the Commission
explained that “[b]y adopting this standard . . . the SEC is not saying, nor has it ever said,
that an insurer in marketing its product cannot describe the investment nature of the
contract, including its interest rate sensitivity and tax-favored status . . . [A] marketing
approach that fairly and accurately describes both the insurance and investment features
of a particular contract, and that emphasizes the product’s usefulness as a long-term
insurance device for retirement or income security purposes, would undoubtedly ‘pass’
the rule’s marketing test.”*®

For the reasons discussed above, the Company believes that it markets the
Contracts as fixed insurance contracts and does not market the Contracts primarily as
mvestments, and, believes that it is marketing the Contracts in a manner consistent with
judicial and Commission interpretations of marketing activities that are in accordance
with the Section 3(a)(8) exemption.

Conclusion

Because the Company assumes substantial investment risks and meaningful
mortality risks under the Contracts and because the Contracts are marketed primarily as
insurance, the Contracts qualify as annuity contracts eligible for exclusion from the
federal securities laws under Section 3(a)(8) of the Securities Act.

2 Release 6645 at 88137.
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July 31, 2008

The Honorable Ralph Tyler
Commissioner

Maryland Insurance Administration
525 St. Paul Place

Baltimore, MD 21202-2272

Dear Commissioner Tyler:

I wanted to quickly thank you for taking the time to meet with me and Tom McDonald to discuss
SEC Propesed Rule 151A — particularly on such short notice. It was nice seeing you and
meeting Casey Mashburn.

I was quite heartened by our discussion and your understanding of our concerns about this ill-
conceived proposal by the SEC. We think the SEC proposal will only serve to muddy the waters
on regulation of fixed indexed products and interfere with the good work being done by the
NAIC and states like Maryland seeking to address marketplace issues in a constructive and
thoughtful manner.

In any event, we will keep you posted of industry efforts. And I am hopeful you will join with

Commissioner Voss and other NAIC representatives in dissuading the SEC from hastily adopting

this proposal without a more careful analysis of the proposal’s potential repercussions including
_its impact on state regulation of insurance and annuities.

I will look forward to secing you at the next NAIC conference if not sooner. Thank you again to
you and your staff for your time and leadership on these important issues.

Sincerely yours,

Eric Marhoun
Senior Vice President & General Counsel

ce: Marion “Casey” Mashburm, Supervisor, Life Actuarial Review Unit
Tom McDonald, Esq.
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Industry Bnef

Steven D. Schwartz, CFA

(312) 612-7686
Steven.Schwartz@Raymond.James.com June 28, 2008

Jason Royer
Senior Research Associale
(312) 612-7688

SEC Staff Proposal: Index Annuities Should be Considered Securities

In what we view as an almost unbelievable development, yesterday, the SEC staff officially recommended to
the Board of Governors that a new rule [so-called Safe Harbor Rule 151(A)] be adoptled, which would
basically deem any index annuity to be a security and require registration of both the product and the sellers
of the product.

The SEC staff recommended a ruling, consisting of two “prongs.” If an annuity passes both prongs, it shouid
be considered an investment, rather than an insurance, product:

1) If amounts payable by the insurance company are caiculated, in whole or in part by reference to the
performance of a security, including a group or index of securities.

2) Amounts payable by the insurance company, under the contract, are more likely than not to exceed
the amounts guaranteed under the contract.

Index annuities, which base returns over and above guaranteed amounts on performance of an index and
provide expected returns above those of minimum guaranteed amounts, clearly pass both prongs. We
believe traditional fixed annuities with market value adjustment mechanisms may also pass both prongs. As
traditional fixed annuities and other traditional fixed insurance products provide for amounts payable that are
more likely than not to exceed the amounts guaranteed under the contract, we believe prong 1 is of most
importance.

(As an aside, we even wonder if traditional fixed annuities without market value adjustments pass both
prongs. Are not returns calculated in whole by reference to the general account — which is in fact a group of
securities?)

Proposal Appears to Ignore Case Law

Concentrating solely on the index annuity question, we believe the proposal ignores existing case law
surrounding the Securities Act of 1933, which exempts from registration products sold by insurance
companies.

In S.E.C. v. VALIC (1959), Justice William Douglas (writing for the majority) states that variable annuities are
investments because, “the holder of a variable annuity cannct look forward to a fixed monthly or yearly
amount in his advancing years,” Mr. Douglas also writes “the difficulty is that, absent some guarantee of
fixed income, the variable annuity places all the investment risks on the annuitant, none on the company.
The holder gets only a pro rata share of what the portfolio of equity interest reflects — which may be a lot, a
little, or nothing.” Additionally, Douglas stated that, “._.in common understanding ‘insurance’ involves a
guarantee that at least some fraction of the benefits will be payable in fixed amounts.”
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We believe index annuities meet all of Justice Douglas’ criteria. First, investment risk is ptaced firmly on the
issuer: if options backing the index annuity index value underperform, the insurer would have to dip into its
owr earnings to make up the difference. Additionally, if the insurer’s general account assets underperform, it
bears that risk.

Second, the index annuity policyholder can look forward to a fixed monthly or annual amount upon maturity
(in fact well before maturity). The policyholder may get more, but is guaranteed a fixed amount.

And finally, there is a guarantee that some fraction of the benefits will be payable in fixed amounts.

In SEC v. United Benefit Life (1967), the court asked two key questions with regard to the accumulation
phase of an annuity: 1) is a fixed amount of benefits stipulated and 2) is there “some shifting of risk from
policyholder to insurer, but no pooling of risks among policyholders.” Additionally, does the insurer have a
“dollar target 1o meet.” If the answer is yes to both, the product should be considered insurance.

Index annuities would again seem to meet the United Benefit tests. Index annuities stipulate a fixed amount
of benefits (although the amount could be higher), significant risk is shifted to the insurer (there is no pooling
of risks among policyholders), and the index annuity provider most definitely has a "dollar target to meet.”

In Malone v. Addison Insurance Marketing (2002), the Western District Court of Kentucky found that the fact
that a plaintiff's argument that her return from an index annuity over and above the minimum guarantee was
variable, and thus did involve an element of risk and uncertainty, was inconclusive as the insurer was found
to bear substantially more risk than the purchaser.

Finally, the original Safe Harbor Rule 151 (1986) clearly included index annuities in the exemption. The rule
read:

Any annuity contract or opticnal annuity contract (a contract} shall be deemed to be within the
[exemption] provisions of section 3(a}(8) of the Securities Act of 1933, provided,

{1) The annuity or optional annuity contract is issued by a corporation (the insurer) subject to the
supervision of the insurance commissioner, bank commissioner, or any agency or officer performing
like functions, of any State or Territory of the United States or the District of Columbia;

{2} The insurer assumes the investment risk under the contract as prescribed in paragraph (b) of this
section; and

{3) The Contract is not marketed primarily as an investment;

Criterion 2 is satisfied if:
(1) the value of the contract does not vary according to the investment experience of a separate
account;
(2} The insurer for the life of the contract
(i) Guarantees the principai amount of the purchase payments and interest credited thereto,
less any deduction (without regard to timing} for sales, administrative or other expenses or
charges; and
(iy Credits a specified rate of interest to... net purchase payments and interest credited
thereta; and
(3) The insurer guarantees that the rate of any interest to credited in excess of that described in
paragraph {b){2){i}) of this section will not be modified more frequently than once per year.

We believed, if anything, that the SEC staff would concentrate on Criterion 3, not basically amend Criterion
(2), Sub-criterion (3) by adding that the sub-criterion is not effective if the excess interest credited is based
on an index’s performance.

But that is exactly what the SEC did, adding another hoop to crawl through on top of the guestion of which
party to the contract bears a substantial amount of the risk.

Where Does the SEC Go from Here?
Following yesterday's proposal, the Commission will publish the proposed new rule. This may have already
occurred by the time this note has been released, but will likely occur in no less than a few days.

A public comment period will follow, likely lasting 60 to 80 days.
2




At that time, the SEC staff will make its final recommendation to the Beard of Governors. The staff may alter
its proposal slightly, change its mind altogether and suggest that the Board of Governcrs refuse to make the
official proposal into a rute, or recommend that the Board of Governors accept the proposat as originally
proposed. Any substantial change to the proposal would necessitate a new Open Meeting.

The Board of Governors can accept the proposal and make it a rule, decline the proposal, or ignore the issue
completely.

if the rule is accepted, Safe Harbor Rule 151 (A} will go into effect 12 months from the time it is published in
the Federal Register.

Where Does the Life Industry Go from Here?
Undoubtedly, industry groups and index annuity companies will launch a barrage of opposing comments (in
fact, one SEC Governcr stated publicly that he expected as much).

if this does not have the desired effect of either changing the staff's collective view or of persuading the
Board of Governars to decline or ignore the staff's proposal, then we would expect a flurry of petitions to the
Washington, D.C., Appellate Court for injunctive relief based on a fack of jurisdiction and violation of the
Securities Act of 1933. This can occur once the rule appears in the Federal Register; the industry does not
have to wait to file until the rule hecomes effective.

Injunctive relief, if it is forthcoming, could take as long as a year. Eventually, we believe the matter would
likely wend its way to the Supreme Court.

Meanwhile, we believe index annuity players will need to work with marketing crganizations to ensure that
the maximum number of agents become registered. This could be done through the life company’s own
broker/dealer unit or through an “index annuity friendly” broker/dealer. For those agents, who for one reason
or another will not become registered, new products — likely some sort of fixed annuity with long-term care or
enhanced benefits — will have to be developed.

The Net Effect?

The proposal is the worst case scenario that could have come out of the SEC Open Meeting. If the proposal
is accepted by the Board of Governors as is and becomes official, there will likely be one-time costs
associated with the staffing of broker/dealers and the effort involved in getting agents registered. Costs in
the $5-10 million range would not seem unreasonable. While not the end of the worid, no fun either.
Ongoing costs will likely be considerably less.

The $64,000 dollar question is the effect on sales. Last night, we were able to speak with the management
of two large producer organizations. Although hardly a statistically significant sample, each indicated that
while agents with substantial index annuity sales would likely get registered, those making just a few sales a
year would not — which would add up. These marketing organizations estimated that as much as 20% to
50% of their index annuity production could be effectively eliminated.

Summary

The SEC staff's decision to propose rules requiring the registration of index annuities based on an intrinsic
part of the product design caught us, and we think most industry observers and participants, by surprise, as
we expected the SEC to primarily concentrate on rules regarding how the product is marketed and/or limit
the size and length of surrender charge periods.

We expect the industry defense to be spirited both during the public comment period and in the legal courts if
the Board of Governors accepts the current proposal.

Uttimately, we expect the industry to prevail, as the SEC staff proposal appears to us to has no basis in the
Securities Act of 1933 and its existing case law. This said, it is certain that the index annuity industry has
entered into a period of substantial uncertainty.
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SEC Index Annuity Proposal: We Still Think the Staff Got It Wrong

The acceptance by the SEC Board of Governors of the SEC staff's proposal to regulate index annuities as
securities kicks off what is likely to be a long battle over the definition of what is insurance and what is not, in
the U.S. Court system — a battle that has not been truly joined since the 1960s.

Following the reading of the SEC’s full 86 page proposal, we continue to believe that index annuity providers
have got it right. Unless the SEC can prove all index annuities are marketed as investments rather than
exempt annuity products, we believe that index annuities will ultimately be shown to be exempt under the
Securities Act of 1933.

Although the SEC staff is correct that the index annuity contract holder bears the risk of market fluctuations
in excess of the guaranteed minimum, we believe the investment risk inherent in managing the general
account assets to be the predominate risk. Further, it seems apparent that index annuities do not fit
“squarely the sort of problems that the Securities Act and the Investment Act were devised to deal with,” but
rather more fairly suit the functions of state insurance regulation — to prescribe statutory limitations on
investments and to monitor solvency and reserves.
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What Are We Arguing About Here?

What is under consideration is Section 3(a) of the Securities Act. To paraphrase the Securities Act (to quote
verbatim would be way too long), Sec. 3(a}{10) states that any security approved by an insurance
commissioner {among others) is exempt from the requirements of the Act (including registration). Sec.
3(a)}{B) states that any insurance, endowmant policy, or annuity contract issued by a corporation subject to
the supervision of the insurance commissioner {(again among others} is exempt.

Unfortunately, that's it. The SEC, insurance industry, and the Supreme Court have been trying to read
Congress’ mind ever since. The Supreme Court, in its wisdom, has recognized that just because an
insurance company calls something an annuity, doesn’t mean the product is automatically exempt.

Two cases have been of key importance: S.E.C. vs. VALIC (1958) and S.E£.C. v. United Benefit Life (1967).
The SEC proposal cites both cases a number of times.

A Question of Risk: Who's Got It and How Much?

In VALIC, the Supreme Court took its first real look at the Sec. 3(a)(8) exemption. VALIC (now owned by
American International Group} had issued a non-registered variable annuity claiming the exemption on the
basis: a) that it was an insurance company regulated by an insurance commissioner, and b) the assumption
of mortality risk {the promise of income payments over the life of the annuitant).

The Court found for the SEC. The majority decision noted that the variable annuity places all the investment
risk on the policyholder since he or she cannot [ook forward to a fixed monthly or yearly amount in his or her
advancing years absent some guarantee of fixed income. In addition, the majority concluded that the
concept of insurance involved some risk-taking on the part of the company and that the risk of mortality was
not substantial. Finally, the majority states that, “...in common understanding ‘insurance’ involves a
guarantee that at least some fraction of the benefits will be payable in fixed amounts,” and that variable
annuities “guarantee nothing to the annuitant except an interest in a portfolic of common stocks or other
equities — an interest that has a ceiling but no floor.”

In a concurring opinion, Justice Brennan states that while these [VALIC's] contracts contain insurance
features, they contain to a very substantial degree elements of investment contracts as administered by
equity investment trusts.

In United Benefit Life, the Court expanded on the matter of investment risk.

At the time, United Benefit Life offered what it called a "Flexible Fund Contract.” Under the contract, the
premium, less a deduction for expenses (the net premium}, was placed in a Flexible Fund account which
United maintained separately from its other funds. The “Flexible Fund” was invested with the object of
producing capital gains as well as an interest return, and the major part of the fund was invested in common
stock. The purchaser, at all times before maturity, was entitled to his proportionate share of the total fund
and could withdraw all or part of his interest. The purchaser was also entitled to an alternative cash value
measured by a percentage of his net premiums, which gradually increased from 50% of that sum in the first
year to 100% after 10 years. At maturity, the purchaser could elect to receive the cash value of his policy,
measured by either his interest in the fund or by the net premium guarantee. He could choose to convert his
interest into a life annuity under conditions specified in the contracts. VWhile the dollar benefits to be received
would vary with the cash value at maturity, the net premium guarantee would guarantee a certain amount of
fixed amount payment life annuity would be available at maturity.

The Court held that the company’s “Flexible Fund” contract did not come within the Sec. 3(a)(8) exemption
ruling that *...the assumption of an investment risk cannot, by itself, create an insurance provision under the
federal definition.” Additionally, the Court stated that “...a difference between a contract which to some
degree is insured and a contract of insurance must be recognized.” The Court noted that although the net
premium guarantee substantially reduced the investment risk to the contract holder, the actual risk assumed
by the insurer was very low, as the guaranteed minimum at maturity was “substantially less than that
guaranteed by the same premiums in a conventional deferred annuity contract.”

VALIC states that there must be some investment risk transfer from the policyholder to the insurance
company to qualify for the exemption. Uniled Benefit Life states that the investment risk assumed by the
insurer must predominate over the investment risk assumed by the policyholder.
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What Did Congress Intend? Brennan's Pragmatism

Returning to the concurring opinion in VAL/C, Justice Brennan offered up a more pragmatic test, noting that
the Securities Act of 1833 and the Investment Company Act of 1940 were specifically drawn to exclude "any
insurance policy” and "any annuity” and “any insurance company” from their coverage. These exclusions left
these contracts and companies to the sole control of state regulators.

Brennan wrote that these exclusions existed, not out of the goodness of Congress’ collective heart, but
because “there then was a form of 'investment’ known as insurance {including ‘annuity contracts’y which did
not present very squarely the sort of problems that the Securities Act and the Investment Company Act were
devised to deal with...”

The question, to Brennan, was whether a contract represented the type of “investment” that Congress was
willing to leave to the state insurance regulators.

Brennan then argued that “one of the basic premises of state regulation would appear to be that in one
sense an “investor in an annuity... not became a direct sharer in the company’s investment experience; that
his investment in the policy or contract be sufficiently protected to prevent this” However, where a
company’s obligation is not measured in a monetary promise but is “rather the present condition of [the
company’s] investment portfolio... historic functions of state insurance regulation become meaningless” as
prescribed state regulatory limitations on investments and examination of solvency and reserves “become
perfectly circular to the extent that there is no obfigation to pay except in terms measured by one’s portfolio.”

Where there is no obligation to pay except in term of one's portfolio, according to Brennan, the provisions of
the Investment Company Act of 1940 become more relevant.

Ultimately, rather than trying to define investment risk and degrees thereof, Brennan asks pragmatically,
“Does a product fit state regulation or the provisions of the Investment Company Act?” If the latter, the
contract is a security; if the former, Brennan saw an insurance product.

How Is It Marketed?

If there was one clear message from the Supreme Court. it came in United Benefit Life: if an otherwise
exempt annuity is marketed like an investment, it's an investment. The Court ruled that the Flexible Fund did
not come within the exemption since the “appeal to the purchaser is not on the usual basis of stability and
security, but on the prospect of ‘growth’ through sound investment management....” and that “the terms of
the offer shape the character of the instrument.”

tn summary, in VALIC and United Benefit Life, the Court has basically asked: 1) Who has the predominate
risk — the insurer or the purchase? 2} Does the contract "fit" within the regulatory framework behind the
Investment Company Act, or is it more in-line with the historic insurance framework? and 3) How is the
contract marketed?

Safe Harbor Rule 151

In 1988, the SEC issued Safe Harbor Rule 151, which summarized (at least according to the SEC) case law
as developed in both VALIC and United Benefit Life, while adding greater specificity with respect to the
investment risk rule (an addendum added by the SEC). Rule 151 acknowledged that an insurer is deemed
to assume the investment risk under an annuity contract if, among other things:

(1) the insurer:

(a) guarantees the principal amount of purchase payments and credited interest, less any deduction
for sales, administrative, or ather expenses or charges; and

(b} credits a specified interest rate that is at least equal to the minimum rate required by applicable
state law and

{2) the insurer guarantees that the rate of any interest to be credited in excess of the guaranteed
minimum rate described in paragraph 1{b) will not be modified more frequently than once per year.




The SEC staff now says that indexed annuity providers are not entitled to rely on Rufe 151 because indexed
annuities fail to satisfy the second requirement. The staff argues that it was the SEC's intent to allow
insurers to make limited use of index features, provided that the insurer specifies an index to which it would
refer, no more often than annually, to determine the excess interest rate that it would guarantee for the next
12-month or fonger period. Index annuities, according to the staff, do not meet this requirement as the actual
rate of interest is not guaranteed for the proceeding 12-months; rather, only the mechanism used to
determine the excess interest credited is fixed, while the rate of excess interest to be awarded is computed
retroactively.

Our own view is that both interpretations of Requirement 2 could be thought to be covered by the actual
language. That said, it's the SEC's interpretation - they can say what it means. For what it's worth, there is
nothing in either VALIC or United Benefit Life that addresses either the question of excess interest credited
or the number of times per year the rate could be altered. And in fact, the staff acknowledges, in notes to the
proposal, that it was aware of one court that interpreted Requirement 2 indine with the industry
understanding [Malone v Addison Insurance Marketing (2002)].

Safe Harbor Rule 151A: Risk Transfer Not Substantial Enough

Given that the Staff believes that indexed annuities are not protected by Rule 151, the Staff proposed Rule
151A, which would solely define indexed annuities as not exempt under Sec. 3(a)(8) of the Securities Act if:

(1)  Amounts payable by the insurance company under the contract are calculated, in whole or in
part, by reference to the performance of a security, including a group or index of securities;
and

{2) Amounts payable by the insurance company under the contract are more likely than not to
exceed the amounts guaranteed under the contract.

The Staff argues that the first test defines a class of securities that it believes require further scrutiny
because they implicate the factors articulated by the Supreme Court as important in determining whether the
Sec. (3)(8) exemption is applicable. When payments under a contract are calculated by reference to the
performance of a security or securities, rather than being paid in a fixed amount, at least some investment
risk relating to the performance of the securities is assumed by the purchaser. In addition, the contract may
be marketed on the basis of the potential for growth offered by investments in the securities {the clear no-no
under United Benefit Life}.

We don't have a problem with the first test. Although the Supreme Court doesn't even allude to such a test,
the staff conclusion seems logical. There is some risk that is not being transferred to the insurance
company. The guestion, as noted in VALIC and Unifed Benefit Life, is how much risk has been transferred?

Test 2 attempts to answer that question. The staff view is that if expected returns are greater than
guaranteed returns, then the policyholder is taking the investment risk since “by purchasing an indexed
annuity, the purchaser assumes the risk of an uncertain and fluctuating financial instrument in exchange for
exposure to future, securities-linked returns.” And while indexed annuity contracts provide some protection
against the risk of loss, these provisions do not eliminate a purchaser's exposure to risk under the contract.
According to the staff, “the value of the purchaser’s investment is more likely than not to depend on
movements in the underlying securities index..." Hence, indexed annuities have aspects of insurance, but
“we do not believe these protections are substantial enough.”

Thus, according to the staff, there is no true risk transfer to the insurer, or at a minimum, the risk assumed by
the policyholder predeminates the risk assumed by the insurer.

Congressional Objective

Following Brennan's concurring opinion in VALIC, the SEC staff makes its case that indexed annuities are in
many ways similar to mutual funds, variable annuities, and other securities, because they may contain "o a
very substantial degree elements of investment contracts.” Additionally, purchasers of index annuities are
“vitally interested in the investment experience.”

Because of these similarities, the staff believes that the “regulatory objectives that Congress was attempting
to achieve when it enacted the Securities Act are present...”




Marketing
As mentioned earlier, the staff believes that index annuities may be marketed on the basis of the potential for
growth offered by investments in securities.

Our Thoughts

Risk
Clearly, the question of risk is of primary importance. |s there risk transfer and is it enough?

While we agree with the staff that "the majority of the investment risk for the fluctuating, equity-linked portion
of the return is borne by the individual purchaser,” we do not accept that this is the sole risk inherent in the
index annuity contract. Our thoughts run towards the following question: If the individual attempted to
recreate the contract himself rather than buy a product from a life insurer, how would his risk profile change?

Excluding the tax deferral of inside build up, an individual could easily re-create a traditional fixed, variable,
or indexed annuity.

In re-creating a traditional fixed annuity. the individuat would simply buy and maintain a portfolio of fixed
income securities. He or she would face the myriad risks that generally are considered part of “investment
risk,” including, but not limited to; credit risk and mortgage risk, interest rate risk, liquidity risk,
disintermediation risk, prepayment and call risk, and asset/liability management risk. If the individual decided
to invest in some foreign holdings, he or she would face currency risk, as well. Clearly, the decision to buy a
traditional fixed annuity, rather than create such a product oneself, transfers the predominate amount, if not
all, of what constitutes investment risk to the insurer.

The lack of risk transfer in a variable annuity is even easier to understand. The contract purchaser bears the
same risk whether he or she buys a mutual fund or a variable annuity with a subaccount that mimics a fund.
Market and business risk remain with the individual in both scenarios.

While somewhat more difficult, an individual can recreate an indexed annuity, as well. For a typical 100%
participation rate product with a cap, the individual would use a small portion of his or her principal to buy a
bull spread, with the remaining principal invested in bonds and other fixed income securities. In purchasing
the indexed annuity, the individual accepts that the equity-linked portion of the return is fluctuating. But by
recreating the indexed annuity, the individual not only accepts this risk but adds the substantial risks inherent
in a traditional fixed annuity: credit risk and mortgage risk, interest rate risk, liquidity risk, disintermediation
risk, prepayment and call risk, and asset/liability management risk. In addition, the individual would be
potentially accepting other forms of ‘investment risk” such as basis risk and/or counterparty risk.

While the contract holder accepts the risk of fluctuations of the equity-linked portion of the return, he faces no
risk of loss (in fact, will likely be guaranteed a smail compound annual return over the surrender charge
period), and will suffer no decline in account value if the reference index is negative for a year {(an important
difference between indexed annuities and mutual funds/variable annuities with guarantee riders).

Hence, within the entire investment program, we think the risk assumed by the insurer predominates that
assumed by the investor.

We fail to see how the staff could have completely ignored the risk inherent in the general account in the
cuirent investment environment of defaults, write downs, and declining real estate markets. In fact, we found
it somewhat ironic that, in the Group Open Meeting that took place on Wednesday, June 25, the staff's
indexed annuity proposal completely ignored the risk inherent in managing the general account assets, after
immediately following a proposal to de-emphasize reliance on rating agencies in SEC rule-making in light of
the agencies’ inability to accurately assess the credit risk inherent in numerous subprime based asset
classes.

Further, given the lack of exposure to a decline in account value, we disagree with the assertion that the
indexed annuity contract holder faces many of the same risks and rewards that investors assume when
investing their money in mutual funds, variable annuities, and other securities.




Congressional Intent
We also disagree with the assertion that the indexed annuity contract falls outside of the form that Congress
was willing to leave exclusively to state insurance regulators.

First, unlike with a variable annuity, the indexed annuity contract holder relies on the solvency of the
company and the adequacy of reserves necessary fo meet the company's obligation to him. These are
matters well within the purview of state regulation.

Second, the indexed annuity holder is not a direct sharer in the company's investment experience — a basic
premise in favor of state regulation, according to Justice Brennan.

Third, many of the provisions of the Investment Company Act, which is informed by policies that are relevant
for mutual funds and variable annuities, are not relevant for indexed annuities. The provisions of the Act call
for, among other things, regulation of: investment policies and operating practices; the relationships between
the company and its investment adviser, including fees and provisions for the termination of a contract;
trading practices; changes in investment policy; the issuance of senior securities, and proxies and veting
trusts — none of which pertain in the slightest to indexed annuities.

Marketing

In all homesty, this is where we believed that the SEC would, and should, concentrate - laying down
guidelines for what indexed annuity providers can and cannot say, without stepping over the line. Instead,
the staff simply stated that the potential for abuse existed with indexed annuities; therefore, the products
should not be considered exempt.

We do not believe that the potential for abuse qualifies as reason to refuse the Sec. 3(a)(8) exemption. As
the Court says in United Benefit Life, it is “not inappropriate that promaoters’ offerings be judged as being
what they were represented to be.” The Court did not say that promoters’ offerings should be judged based
on what they might be represented to be.

While indexed annuities may offer competition to variable annuities and mutual funds at the margin,
particularly for those who may not be comfortable with the risks of both, we believe index annuities primarily
offer competition to other “safe money” alternatives such as certificates of deposits and conventional fixed
annuities. Brochures we have seen indicate the potential to do better than safe money alternatives while
stressing traditional insurance features such as safety of premium, tax deferral, avoidance of probate,
liquidity, and guaranteed income.

In Malone, the court stated as much, noting that markesting materials provided by the indexed annuity
provider did not promote “growth through professionally managed investment,” (as advertised by United
Benefit Life) but only the company’s own sound financial management and the stability and flexibility of its
products.

Summary

In summary, we think the SEC staffs regulatory zeal has been misplaced. Although marketing abuses
undoubtedly oceur, this is not an appropriate reason to declare that index annuities should be treated as
investments,

While we acknowledge that individuals who purchase indexed annuities are exposed to investment risk (the
volatility of the underlying securities index), we do not believe this risk to be predominate when assessing the
entire investment program. The staff's concentration solely on the potential for fluctuating returns above the
minimum guarantees at the expense of failing to acknowledging the risk inherent in managing the general
account assets, particularly in this investment environment, baffles us.

Further, we believe that index annuities fit best within the insurance regulatory scheme — with its emphasis
on solvency and the regulation of general account assets and reserves. We do not believe that index
annuities fit well with many of the provisions of the Investment Company Act.

Nor do we believe that the potential for marketing index annuities as investments necessitates regulating
index annuities as securities. The SEC staff would have been better served in laying down guidelines to
ensure that annuity producers da not cross the line into investment promoters.




Important investor Disclosures

Strong Buy (SB1}................ Expected to appreciate and produce a total return of at least 15% and outperform the S&P
500 over the next six months. For higher yielding and more conservative equities, such as
REITs and certain MLPs, a total retumn of at least 15% is expected 10 be realized over the
next 12 months.

Outperform (MO2)............... Expected tc appreciate and outperform the S&P 500 over the next 12 months. For higher
yielding and more conservative equities, such as REITs and certain MLPs, an Cutperform
rating is used for securities where we are comfortable with the relative safety of the
dividend and expect a total return modestly exceeding the dividend yield over the next 12
months.

Market Perform (MP3).......... Expected to perform generally in line with the S&P 500 over the next 12 months and is
potentially a source of funds for more highly rated securities.

Underperform (MU4)............ Expected to underperform the S&P 500 or its sector over the next six to 12 months and
should be sold.

QOut of approximately 690 rated stocks in the Raymond James coverage universe, 57% have Strong Buy or Cutperform
ratings (Buy), 36% are rated Market Perform (Hold) and 6% are rated Underperform (Sell). Within those rating
categories, 30% of the Strong Buy- or Outperform (Buy) rated companies either currently are or have been Raymond
James Investment Banking clients within the past three years; 18% of the Market Perform (Hold) rated companies are or
have been clients and 9% of the Underperform (Sell) rated companies are or have been clients.

Suitability ratings are not assigned to stocks rated Underperform (Sell). Projected 12-month price targets are assigned
only to stocks rated Strong Buy or Outperform.

Suitability Categories (SR)

Total Return (TR) ................ Lower risk equities possessing dividend yields above that of the S&P 500 and greater
stability of principal.

Growth (G)................eoocvn. Low o average risk equities with sound financials, more consistent earnings growth,
possibly a small dividend, and the potential for long-term price appreciation.

Aggressive Growth (AG).....Medium or higher risk equities of companies in fast growing and competitive industries,
with less predictable eamings and acceptable, but possibly more leveraged balance
sheets.

High Risk (HR)..................... Companies with less predictable earnings {or lesses), rapidly changing market dynamics,
financial and competitive issues, higher price vclatility {beta), and risk of principal.

Venture Risk (VR) .............. Companies with a short or unprofitable operating history, limited or less predictable
revenues, very high risk associated with success, and a substantial risk of principal.

Analyst Holdings and Compensation: Equity analysts and their staffs at Raymond James are compensated based on
a salary and bonus system. Several factors enter into the bonus determination including quality and performance of
research product, the analyst's success in rating stocks versus an industry index, and support effectiveness to trading
and the retail and institutional sales forces. Other factors may include but are not limited to: overall ratings from internal
(other than investment banking) or external parties and the general productivity and revenue generated in covered
stocks.

Raymond James Relationships: RJA expects to receive or intends to seek compensation for investment banking
services from the subject companies in the next three months.

General Risk Factors: Following are some general risk factors that pertain to the projected 12-month target prices
included on our research for stocks rated Strong Buy or Outperform: (1) Industry fundamentals with respect to customer
demand or product / service pricing could change and adversely impact expected revenues and earnings; (2) Issues
relating to major competitors or market shares or new product expectations could change investor attitudes toward the
sector or this stock; {3) Unforeseen developments with respect to the management, financial condition or accounting
policies or practices could aiter the prospective valuation; or (4) External factors that affect the U.S. economy, interest
rates, the U.S. dollar or major segments of the economy could alter investor confidence and investment prospects.




Specific Investment Risks Related to the Industry or Issuer

Life and Health Insurance Industry Risks

Life and Health insurers face many risks including but not limited to poor equity market performance (and the related
effect on fees, guaranteed minimum death benefit reserves, and deferred acquisition cost amortization), interest spread
compression, deteriorating credit quality, adverse mertality and morbidity experience, and continuing pressure from rating
agencies. Providers of tax-deferred asset accumulation products face uncertainty in the face of passage of the dividend
tax cut, which could lead to a decline in sales as insurance products would, to some extent, lose the advantage of tax-
deferral over equity mutual funds and direct equity investment.

Additional Risk and Disclosure informaticon, as well as more information on the Raymond James rating system
and suitability categories, is available at www ricapitaimarkets.com/SearchForDisclosures main.asp. Copies of
research or Raymond James’ summary policies relating to research analyst independence can be obtained by
contacting any Raymond James & Associates or Raymond James Financial Services office (please see
www.raymondiames com for office locations} or by calling (727) 567-1000, toll free (800) 237-5643 or sending a
written request to the Equity Research Library, Raymond James & Associates, Inc., Tower 3, 6" Floor, 880
Carillon Parkway, St. Petersburg, FL 33716.

The views expressed in this report accurately reflect the personal views of the analyst(s) covering the subject
securities. No part of said person’'s compensation was, is, or will be directly or indirectly related to the specific
recommendations or views contained in this research report. In addition, said analyst has not received
compensation from any subject company in the last 12 months.

Investors should consider this report as only a single factor in making their investment decision.

For clients in the United Kingdormn:

For clients of Raymond James & Associates (RJA) and Raymond James Financial International, Ltd.
(RJFI): This report is for distribution only to persons who falt within Articles 19 or Article 49(2) of the Financial
Services and Markets Act (Financial Promotion) Order 2000 as investment professionals and may not be
distributed to, or relied upon, by any other person.

For clients of Raymond James Investment Services, Ltd.: This report is intended only for clients in receipt of
Raymond James Investment Services, Ltd.'s Terms of Business or others to whom it may be lawfully submitted.

For purposes of the Financial Services Autharity requirements, this research report is classified as objective with
respect to conflict of interest management. RJA, Raymond James Financial International, Ltd., and Raymond
James Investment Services, Ltd. are authorized and regulated in the U.K. by the Financial Services Authority.

For institutional clients in the European Economic Area (EEA) outside of the United Kingdom:

This document {and any attachments or exhibits hereto) is intended only for EEA institutional clienis or others to
whom it may lawfully be submitted.

Additional information is available on request.
Proprietary Rights Notice: By accepting a copy of this report, you acknowledge and agree as follows:

This report is provided to clients of Raymond James & Associates, Inc. (RJA) anly for your personal, noncommercial use.
Except as expressly authorized by RJA, you may not copy, reproduce, transmit, sell, display, distribute, publish,
broadcast, circulate, modify, disseminate or commercially exploit the information contained in this report, in printed,
efectronic or any other form, in any manner, without the prior express writien consent of RJA. You also agree not to use
the information provided in this report for any unlawful purpose.

This report and its contents are the property of RJA and are brotected by applicable copyright, trade secret or other
intellectual property laws (of the United States and other countries). United States law, 17 U.S.C. Sec.501 et seq,
provides for civil and criminal penalties for copyright infringement,

Copyright 2008 Raymond James & Associates, Inc. All rights reserved.
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SEC Proposed Rule 151A and Release




SECURITIES AND EXCHANGE COMMISSION

17 CFR Parts 230 and 240

[Release Nos. 33-8933, 34-58022; File No. S7-14-08]

RIN 3235-AK16

INDEXED ANNUITIES AND CERTAIN OTHER INSURANCE CONTRACTS
AGENCY: Securities and Exchange Commission.

ACTION: Proposed rule.

SUMMARY: We are proposing a new rule that would define the terms “annuity
contract” and “‘optional annuity contract” under the Securities Act of 1933. The proposed
rule is intended to clarify the status under the federal securities laws of indexed annuities,
under which payments to the purchaser are dependent on the performance of a securities
index. The proposed rule would apply on a prospective basis to contracts issued on or
after the effective date of the rule. We are also proposing to exempt insurance companies
from filing reports under the Securities Exchange Act of 1934 with respect to indexed
annuities and other securities that are registered under the Securities Act, provided that
the securities are regulated under state insurance law, the issuing insurance company and
its financial condition are subject to supervision and examination by a state insurance
regulator, and the securities are not publicly traded.

DATES: Comments should be received on or before September 10, 2008.
ADDRESSES: Comments may be submitted by any of the following methods:

Electronic comments:

e Use the Commission’s Internet comment form

(httn:/fwww:sec.gov/'ruiesfproposed.shtm]);




e Send an e-mail to rule-comments@sec.gov. Please include File Number

S$7-14-08 on the subject line; or

e Use the Federal eRulemaking Portal (hitp://www.regulations.gov). Follow the

instructions for submitting comments.

Paper comments:

» Send paper comments in triplicate to Secretary, Securities and Exchange
Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number S7-14-08. This file number should be
included on the subject line if e-mail is used. To help us process and review your
comments more efficiently, please use only one method. The Commission will post all
comments on the Commission’s Internet Web site

(http://www sec.gov/rules/proposed.shtml). Comments are also available for public

inspection and copying in the Commission’s Public Reference Room, 100 F Street, NE,
Washington, DC 20549, on official business days between the hours of 10:00 a.m. and
3:00 p.m. All comments received will be posted without change; we do not edit personal
identifying information from submissions. You should submit only information that you
wish to make available publicly.

FOR FURTHER INFORMATION CONTACT: Michael L. Kosoff, Attorney, or
Keith E. Carpenter, Senior Special Counsel, Office of Disclosure and Insurance Products
Regulation, Division of Investment Management, at (202) 551-6795, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-5720.
SUPPLEMENTARY INFORMATION: The Securities aﬁd Exchange Commission

(“Commission™) is proposing to add rule 151 A under the Securities Act of 1933



http:ru1e-comments@sec.gov
(http://www.sec.goly'des/prooosed.shnnl)

(“Securities Act”) ' and rule 12h-7 under the Securities Exchange Act of 1934

(“Exchange Au::t”).2

! 15 US.C. 77a et seq.

2 15 U.S.C. 78a et seq.
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I. EXECUTIVE SUMMARY

We are proposing a new rule that is intended to clarify the status under the federal
securities laws of indexed annuities, under which payments to the purchaser are
dependent on the performance of a securities index. Section 3(a)(8) of the Securities Act
provides an exemption under the Securities Act for certain insurance contracts. The
proposed rule would prospectively define certain indexed annuities as not being “annuity
contracts” or “optional annuity contracts™ under this insurance exemption if the amounts
payable by the msurer under the contract are more likely than not to exceed the amounts
guaranteed under the contract.

The proposed definition would hinge upon a familiar concept: the allocation of
risk. Insurance provides protection against risk, and the courts have held that the
allocation of investment risk is a significant factor in distinguishing a security from a
contract of insurance. The Commission has also recognized that the allocation of
investment risk is significant in determining whether a particular contract that is regulated
as insurance under state law is insurance for purposes of the federal securities laws.

Individuals who purchase indexed annuities are exposed to a significant
investment risk — i.e., the volatility of the underlying securities index. Insurance
companies have successfully utilized this investment feature, which appeals to purchasers
not on the usual insurance basis of stability and security, but on the prospect of
investment growth. Indexed annuities are attractive to purchasers because they promise
to offer market-related gains. Thus, these purchasers obtain indexed annuity contracts for
many of the same reasons that individuals purchase mutual funds and variable annuities,

and open brokerage accounts.




When the amounts payable by an insurer under an indexed annuity are more
likely than not to exceed the amounts guaranteed under the contract, the majority of the
investment risk for the fluctuating, equity-linked portion of the return is borne by the
individual purchaser, not the insurer. The individual underwrites the eftect of the
underlying index’s performance on his or her contract investment and assumes the
majority of the investment risk for the equity-linked returns under the contract.

The federal interest in providing investors with disclosure, antifraud, and sales
practice protections arises when individuals are offered indexed annuities that expose
them to securities investment risk. Individuals who purchase such indexed annuities
assume many of the same risks and rewards that investors assume when mvesting their
money in mutual funds, variable annuities, and other securities. However, a fundamental
difference between these securities and indexed annuities is that — with few exceptions —
indexed annuities historically have not been registered as securities. As a result, most
purchasers of indexed annuities have not received the benefits of federally mandated
disclosure and sales practice protections.

We have determined that providing greater clarity with regard to the status of
indexed annuities under the federal securities laws would enhance investor protection, as
well as provide greater certainty to the issuers and sellers of these products with respect
to their obligations under the federal securities laws. Accordingly, we are proposing a
new definition of “annuity contract” that, on a prospective basis, would define a class of
indexed annuities that are outside the scope of Section 3(a)(8). With respect to these
annuities, investors would be entitled to all the protections of the federal securities laws,

including full and fair disclosure and sales practice protections.




We are aware that many insurance companies, in the absence of definitive
interpretation or definition by the Commission, have of necessity acted in reliance on
their own analysis of the legal status of indexed annuittes based on the state of the law
prior to this release. Under these circumstances, we do not believe that insurance
companies should be subject to any additional legal risk relating to their past offers and
sales of indexed annuities as a result of our proposal today or its eventual adoption.
Therefore, we are also proposing that the new definition apply prospectively only — that
is, only to indexed annuities that are issued on or after the effective date of our final rule.

Finally, we are proposing a new exemption from Exchange Act reporting that
would apply to insurance companies with respect to indexed annuities and certain other
securities that are registered under the Securities Act and regulated as insurance under
state law. We believe that this exemption is necessary or appropriate in the public
interest and consistent with the protection of invesiors. Where an insurer’s financial
condition and ability to meet its contractual obligations are subject to oversight under
state law, and where there is no trading interest in an insurance contract, the concerns that
periodic and current financial disclosures are intended to address are generally not
implicated. Rather, investors who purchase these securities are primarily affected by
issues relating to the insurer’s financial ability to satisfy its contractual obligations —
issues that are addressed by state law and regulation.

11, BACKGROUND
Beginning in the mid-1990s, the life insurance industry introduced a new type of

annuity, referred to as an “equity-indexed annuity,” or, more recently, “fixed indexed

annuity” (herein “indexed annuity’’). Amounts paid by the insurer to the purchaser of an




indexed annuity are based, in part, on the performance of an equity index or another
securities index, such as a bond index.

The status of indexed annuities under the federal securities laws has been
uncertain since their introduction in the mid-1990s. Under existing precedents, the status
of each indexed annuity is determined based on a facts and circumstances analysis of
factors that have been articulated by the U.S. Supreme Court.’ Insurers have typically
marketed and sold indexed annuities without complying with the federal securities laws,
and sales of the products have grown dramatically in recent years. This growth has,
unfortunately, been accompanied by growth in complaints of abusive sales practices.
These include claims that the often-complex features of these annuities have not been
adequately disclosed to purchasers, as well as claims that rapid sales growth has been
fueled by the payment of outsize commissions that are funded by high surrender charges
imposed over long periods, which can make these annuities particularly unsuitable for |
seniors and others who may need ready access to their assets.

We have observed the development of indexed annuities for some time, and we
have become persuaded that guidance is needed with respect to their status under the
federal securities laws. Today, we are proposing rules that are intended to provide
greater clarity regarding the scope of the exemption provided by Section 3(a)(8). We
believe our proposed action is consistent with Congressional intent in that the proposed
definition would afford the disclosure and sales practice protections of the federal

securities laws to purchasers of indexed annuities who are more likely than not to receive

? SEC v. Variable Annuity Life Ins. Co., 359 U.S. 65 (1959) (“VALIC”); SEC v. United
Benefit Life Ins. Co., 387 U.8. 202 (1967) (“United Benefit™).




payments that vary in accordance with the performance of a security. In addition, the
proposed rules are intended to provide regulatory certainty and relief from Exchange Act
reporting obligations to the insurers that issue these indexed annuities and certain other
securities that are regulated as insurance under state law. We base our proposed
exemption on two factors: first, the nature and extent of the activities of insurance
company issuers, and their income and assets, and, in particular, the regulation of these
activities and assets under state insurance law; and, second, the absence of trading
interest in the securities.

A. Description of Indexed Annuities

An indexed annuity is a contract issued by a life insurance company that generally
provides for accumulation of the purchaser’s payments, followed by payment of the
accumulated value to the purchaser either as a lump sum, upon death or withdrawal, or as
a series of payments (an “annuity”). During the accumuiation period, the insurer credits
the purchaser with a return that is based on changes in a securities index, such as the Dow
Jones Industrial Average, Lehman Brothers Aggregate U.S. Index, Nasdaq 100 Index, or
Standard & Poor’s 500 Composite Stock Price Index. The msurer also guarantees a

.. 4
minimum value to the purchaser.

4 Fiancial Industry Regulatory Authority, Inc. (“FINRA"), Equity-Indexed Annuities — A
Complex Choice (updated Apr. 22, 2008), available at:

http://www.finra.org/InvestorInformation/InvestorAlerts/ AnnuitiesandInsurance/Equity-
Indexed Annuities- AComplexChoice/P010614; National Association of Insurance

Commissioners, Buyer's Guide to Fixed Deferred Annuities with Appendix for Equity-
Indexed Annuities, at 9 (2007); National Association for Fixed Annuities, White Paper on

Fixed Indexed Insurance Products Including ‘Fized Indexed Annuities” and Other Fixed
Indexed Insurance Products, at 1 (2006}, available at:

http://www nafa.us/pdfs/White%20Paper%20Final_11-10-06_All%20Inquiries pdf; Jack
Marrion, Index Annuities: Power and Protection, at 13 (2004),




Life insurance companies began offering indexed annuities in the mid-1990s.”
Sales of indexed annuities for 1998 totaled $4 billion and grew each year through 2005,
when sales totaled $27.2 billion.’ Indexed annuity sales for 2006 totaled $25.4 billion
and $24.8 billion in 2007.7 In 2007, indexed annuity assets totaled $123 billion, 58
companies were issuing indexed annuities, and there were a total of 322 indexed
annuities offered.® The specific features of indexed annuities vary from product to
product. Some of the key features are as follows.

Computation of Index-Based Return

The purchaser’s index-based return under an indexed annuity depends on the
particular combination of features specified in the contract. Typically, an indexed
annuity specifies all aspects of the formula for computing return in advance of the period
for which return is to be credited, and the crediting period is generally at least one year
long.” The rate of the index-based return is computed at the end of the crediting period,
based on the actual performance of a specified securities index during that period, but the
computation is performed pursuant to a mathematical formula that is guaranteed in
advance of the crediting period. Common indexing features are described below.

¢ Index. Indexed annuities credit return based on the performance of a securities

index, such as the Dow Jones Industrial Average, Lehman Brothers Aggregate

See National Association for Fixed Annuities, supra note 4, at 4.

¢ NAVA, 2008 Annuity Fact Book, 57 (2008).
! Id,
f Id.

National Association for Fixed Annuities, supra note 4, at 13.
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U.S. Index, Nasdaq 100 Index, or Standard & Poor’s 500 Composite Stock Price
Index. Some annuities permit the purchaser to select one or more indices from a
specified group of indices.

Determining Change in Index. There are several methods for determining the
change in the relevant index over the crediting period."” For example, the “point-
to-point” method compares the index level at two discrete points in time, such as
the beginning and ending dates of the crediting period. Another method,
sometimes referred to as “monthly point-to-point,” combines both positive and
negative changes in the index values from one month to the next during the
crediting period and recognizes the aggregate change as the amount of index
credit for the period, if it is positive. Another method compares an average of
index values at periodic intervals during the crediting period to the index value at
the beginning of the period. Typically, in determining the amount of index
change, dividends paid on securities underlying the index are not included.
Indexed annuities typically do not apply negative changes in an index to contract
value. Thus, if the change in index value is negative over the course of a crediting
period, no deduction is taken from contract value nor 1s any index-based return

credited.’

See FINRA, supra note 4; National Association of Insurance Commissioners, supra note
4, at 12-14; National Association for Fixed Annuities, supra note 4, at 9-10; Marrion,
supra note 4, at 38-359.

National Association of Insurance Commissioners, supra note 4, at 11; National
Association for Fixed Annuities, supra note 4, at 5 and 9; Marrion, supra note 4, at 2.
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e Portion of Index Change to be Credited. The portion of the index change to be

credited under an indexed annuity is typically determined through the application
of caps, participation rates, spread deductions, or a combination of these
features.!” Some contracts “cap” the index-based returns that may be credited.
For example, if the change in the index is 6%, and the contract has a 5% cap, 5%
would be credited. A contract may establish a “participation rate,” which is
multiplied by index growth to determine the rate to be credited. If the change in
the index is 6%, and a contract’s participation rate is 75%, the rate credited would
be 4.5% (75% of 6%). In addition, some indexed annuities may deduct a
percentage, or spread, from the amount of gain in the index in determining return.
If the change in the index is 6%, and a contract has a spread of 1%, the rate
credited would be 5% (6% minus 1%).

Surrender Charges

Surrender charges are commonly deducted from withdrawals taken by a
purchaser.” The maximum surrender charges, which may be as high as 15-20%, ' are
imposed on surrenders made during the early years of the contract and decline gradually

to 0% at the end of a specified surrender charge period, which may be in excess of 15

“ See FINRA, supra note 4; National Association of Insurance Comrnissioners, supra note
4, at 10-11; National Association for Fixed Annuities, supra note 4, at 10; Marrion, supra
note 4, at 38-59.

See FINRA, supra note 4; National Association of Insurance Commissioners, supra note
4, at 3-4 and 11; National Association for Fixed Annuities, supra note 4, at 7; Marrion,
supra note 4, at 31,

The highest surrender charges are often associated with annuities in which the insurer
credits a “bonus” equal to a percentage of purchase payments to the purchaser at the time
of purchase. The surrender charge may serve, in part, to recapture the bonus.
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years. Imposition of a surrender charge may have the effect of reducing or eliminating
any index-based return credited to the purchaser up to the time of a withdrawal. In
addition, a surrender charge may result in a loss of principal, so that a purchaser who
surrenders prior to the end of the surrender charge period may receive less than the
original purchase payments."> Many indexed annuities permit purchasers to withdraw a
portion of contract value each year, typically 10%, without payment of surrender charges.

Guaranteed Minimum Value

Indexed annuities generally provide a guaranteed minimum value, which serves
as a floor on the amount paid upon withdrawal, as a death benefit, or in determining the
amount of annuity payments. The guaranteed minimum value is typically a percentage
of purchase payments, accumulated at a specified interest rate, and may not be lower than
a floor established by applicable state insurance law. Indexed annuities typically provide
that the guaranteed minimum value is equal to at least 87.5% of purchase payments,
accumulated at annual interest rate of between 1% and 3%.'® Assuming a guarantee of
87.5% of purchase payments, accumulated at 1% interest compounded annually, it would
take approximately 13 years for a purchaser’s guaranteed minimum value to be 100% of

purchase payments.

1 FINRA, supra note 4; Marrion, supra note 4, at 31.

16 National Association for Fixed Annuities, supra note 4, at 6.
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Registration

Insurers typically have concluded that the indexed annuities they issue are not
securities. As a result, virtually all indexed annuities have been tssued without
registration under the Securities Act. 17

B. Marketing of Indexed Annuities

In the years after indexed annuities were first introduced, sales volumes were
relatively small. In 1998, when sales totaled $4 billion, the impact of these products on
both purchasers and issuing insurance companies was limited. As sales have grown in
more recent years, with sales of $24.8 billion and total indexed annuity assets of $123
billion in 2007, these products have affected larger and larger numbers of purchasers.

They have also become an increasingly important business line for some insurers. % In

In a few instances, insurers have registered indexed annuities as securities as a result of
particular features, such as the absence of any guaranteed interest rate or the absence of a
guaranteed minimum value. See, e.z., Pre-Effective Amendment No. 4 to Registration
Statement on Form S-1 of PHL Variable Insurance Company (File No. 333-132399)
(filed Feb. 7, 2007); Pre-Effective Amendment No. 1 to Repistration Statement on Form
S-3 of Allstate Life Insurance Company (File No. 333-105331) (filed May 16, 2003),
Initial Registration Statement on Form S-2 of Golden American Life Insurance Company
(File No. 333-104547) (filed Apr. 15, 2003).

See, e.g., Allianz Life Insurance Company of North America (Best's Company Reports,
Allianz Life Ins. Co. of N. Am., Dec. 3, 2007) (Indexed annuitics represent
approximately two-thirds of gross premiums written.); American Equity Investment [ife
Holding Company (Annual Report en Form 10-K, at F-16 (Mar. 14, 2008)) {Indexed
annuities accounted for approximately 97% of total purchase payments in 2007.);
Americo Financial Life and Annuity Insurance Company (Best's Company Reports,
Americo Fin. Life and Annuity Ins. Ce., Jul. 10, 2007} (Indexed annuitics represent over
eighty percent of annuity premiums and almost half of annuity reserves.); Aviva USA
Group (Best's Company Reports, AmerUs Life Insurance Company, Nov. 6, 2007)
{Indexed annuity sales represent more than 90% of total annuity production.); Conseco
Insurance Group (CI1G) (Best's Company Reports, Conseco Ins. Group, Nov., 7, 2008)
(CIG's business was heavily weighted toward indexed annuities, which contributed
approximately 77% of new first year premiums.}; Investors Insurance Corporation (1IC)
{Best's Company Reports, Investors Ins. Corp., Aug. 20, 2007) (IIC's primary product has
been indexed annuities. }; Life Insurance Company of the Southwest (“LSW™) (Best's
Company Reports, Life Ins. Co. of the Southwest, Jun. 28, 2007) (LSW specializes in the
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addition, in recent years, guarantees provided by indexed annuities have been reduced. In
the years immediately following their introduction, indexed annuities typically
guaranteed 90% of purchase payments accumulated at 3% annual interest. ' More
recently, however, following changes in state insurance laws,™ guarantees in indexed
annuities have been as low as 87.5% of purchase payments accumulated at 1% annual
interest.”!

At the same time that sales of indexed annuities have increased and guarantees

within the products have been reduced, concerns about potentially abusive sales practices

sale of annuities, primarily mdexed annuities.); Midland National Life Insurance
Company (Best's Company Reports, Midland Nat'l Life Ins. Co., Jan. 24, 2008) (Sales of
indexed annuities in recent years has been the principal driver of growth in annuity
deposits. ).

19 Securities Act Release No. 7438 (Aug. 20, 1997) {62 FR 45359, 45360 (Aug. 27, 1997)]
(concept release requesting comments on structure of equity indexed insurance products,
the manner in which they are marketed, and other matters the Commission should
consider in addressing federal securities law issues raised by these products) (“1997
Concept Release™). See also Letter from American Academy of Actuaries (Jan. 5, 1998);
Letter from Aid Association for Lutherans (Nov. 19, 1997) (comment letters in response
to 1997 Concept Release). The comment letters on the 1997 Concept Release are
available for public inspection and copying in the Commuission's Public Reference Room,
100 F Street, NE, Washington, DC (File No. §7-22-97), Some of the comment letters are
also available on the Commission’s Web site at

http://www.sec.gov/rules/concept/s72297.shtmi.

See, e.g., CAL. INS, CODE § 10168.25 (West 2007) (current requirements, providing for
guarantee based on 87.5% of purchase payments accumulated at minimum of 1% annual
interest); CAL. INS. CODE § 10168.2 (West 2003} (former requirements, providing for
guarantee for single premium annuities based on 90% of premium aceumulated at
minimum of 3% annual interest).

20

i See A Producer's Guide to Indexed Annuities 2006, LIFE INSURANCE SELLING (Jun.
2006), available at:
hitp://www.lifeinsuranceselling.com/Media/MediaManager/6l Asurvevforweb3 .pdf.
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and inadequate disclosure have grown. In August 2005, NASD? issued a Notice to
Members in which it cited its concerns about the manner in which persons associated
with broker-dealers were marketing unregistered indexed annuities and the absence of
adequate supervision of those sales practices. The Notice to Members also expressed
NASD’s concern with indexed annuity sales materials that do not fully describe the
features and risks of the products. Citing uncertainty as to whether indexed annuities are
subject to the federal securities laws, NASD encouraged member firms to supervise
transactions in these products as though they are securities.

At the Senior Summit held at the Commission in July 2006, at which sccurities
regulators and others met to explore how to coordinate efforts to protect older Americans
from abusive sales practices and securities fraud, concerns were cited about sales of
indexed annuities to seniors.”® Patricia Struck, then President of the North American
Securities Administrators Association (“NASAA™), identified indexed annuities as

among the most pervasive products involved in senior investment fraud.® In a joint

# in July 2007, NASD and the member regulation, enforcement, and arbitration functions
of the New York Stock Exchange were consolidated to create FINRA. The NASD
materials cited in this release were issued prior to the creation of FINRA.

5 NASD. Equity-Indexed Annuities, Notice to Members 05-50 (Aug. 2005), available at:
http://www.finra.org/web/groups/rules_regs/documents/notice_to_members/p014821.pdf.

See also FINRA, supta note 4 (investor alert on indexed annuities, stating that indexed
annuities are “anything but easy to understand”).

i The average age of issuance for indexed annuities has been reported to be 64. Advantage

Compendium, 4™ Quarter Index Annuity Sales Slip (Mar. 2008), available at:
http://www.indexannuity.org/ic2008 . htm#4qQ7.

3 Statement of Patricia Struck, President, NASAA, at the Senior Summit of the United
States Securities and Exchange Commission, July 17, 2006, available at:
hitp://www.nasaa.org/IssuesAnswers/] .egisiative Activity/Testimony/4999.cfm,
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http://r,\rw.finra.ors/web/sroups/ru1es-r�es/documents/notice
http://www.nasaa.org/lssuesAnswers,/Leqislative

examination conducted by the Commission, NASAA, and the Financial Industry
Regulatory Authority, Inc. (“FINRA”) of “free lunch” seminars that are aimed at selling
financial products, often to seniors, with a free meal as enticement, examiners identified
potentially misleading sales materials and potential suitability 1ssues relating to the
products discussed at the seminars, which commonly included indexed annuities.

C. Section 3(a)(8) Exemption

Section 3(2)(8) of the Securities Act provides an exemption for any “annuity
contract” or “optional annuity contract” issued by a corporation that is subject to the
supervision of the insurance commissioner, bank commissioner, or similar state
regulatory authority.”” The exemption, however, is not available to all contracts that are
considered annuities under state insurance law. For example, vanable annuities, which
pass through to the purchaser the investment performance of a pool of assets, are not
exempt annuity contracts.

The U.S. Supreme Court has addressed the insurance exemption on two

occasions.”® Under these cases, factors that are important to a determination of an

2 Office of Compliance Inspections and Examinations, Securities and Exchange

Commission, et al., Protecting Senior Investors: Report of Examinations of Securitics
Firms Providing ‘Free Lunch’ Sales Seminars, at 4 (Sept. 2007), available at:
hitp /fwww.sec.gov/spotlight/sepiors/freelunchreport.pdf.

s The Commission has previously stated its view that Congress intended any insurance

contract falling within Section 3(a)}(8) to be excluded from all provisions of the Securities
Act notwithstanding the language of the Act indicating that Section 3(a)(8) is an
exemption from the registration but not the antifraud provisions. Securities Act Release
No. 6558 (Nov. 21, 1984) [49 FR 46750, 46753 {Nov. 28, 1984)]. See also Tcherepnin v,
Knight, 389 U.S. 332, 342 n.30 (1967) (Congress specifically stated that “insurance
policies are not to be regarded as securities subject to the provisions of the [Securities]
act,” (quoting H.R. Rep. 85, 73d Cong,., 1st Sess. 15 (1933)).

= VALIC, supra note 3, 359 U.S. 65; United Benefit, supra note 3, 387 U.S. 202.
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annuity’s status under Section 3(a)(8) include (1) the allocation of investment risk
between insurer and purchaser, and (2) the manner in which the annuity is marketed.

With regard to investment risk, beginning with SEC v. Variable Annuity Life Ins.

Co. (“VALIC™),” the Court has considered whether the risk is borne by the purchaser
(tending to indicate that the product is not an exempt “annuity contract”) or by the insurer
(tending to indicate that the product falls within the Section 3(a}(8) exemption). In
VALIC, the Court determined that variable annuities, under which payments varied with
the performance of particular investments and which provided no guarantee of fixed

income, were not entitled to the Section 3(a)(8) exemption. In SEC v. United Benefit

Life Ins. Co. (“United Benefit™),” the Court extended the VALIC reasoning, finding that

a contract that provides for some assumption of investment risk by the insurer may
nonetheless not be entitled to the Section 3(a)(8) exemption. The United Benefit insurer
guaranteed that the cash value of its variable annuity contract would never be less than
50% of purchase payments made and that, after ten years, the value would be no less than
100% of payments. The Court determined that this contract, under which the insurer did
assume some investment risk through minimum guarantees, was not an “annuity
contract” under the federal securities laws. In making this determination, the Court
concluded that “the assumption of an investment risk cannot by itself create an insurance
provision under the federal definition” and distinguished a “contract which to some

degree is insured” from a “contract of insurance.™!

@ VALIC, supra note 3, 359 U.S. at 71-73.

30 United Benefit, supra note 3, 387 U.S. at 211.

3 Id. at 211.
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In analyzing investment risk, Justice Brennan’s concurring opinion in VALIC
applied a functional analysis to determine whether a new form of investment arrangement
that emerges and is labeled “annuity” by its promoters is the sort of arrangement that
Congress was willing to leave exclusively to the state insurance commissioners. In that
inquiry, the purposes of the federal securities laws and state insurance laws are important.
Justice Brennan noted, in particular, that the emphasis in the Securities Act is on
disclosure and that the philosophy of the Act is that “full disclosure of the details of the
enterprise in which the investor is to put his money should be made so that he can

2 . . . .
2 Where an investor’s investment in an annuity

intelligently appraise the risks involved.
is sufficiently protected by the insurer, state insurance law regulati(')n of insurer solvency
and the adequacy of reserves are relevant. Where the investor’s investment is not
sufficiently protected, the disclosure protections of the Securities Act assume importance.
Marketing is another significant factor in determining whether a state-regulated
insurance contract is entitled to the Securities Act “annuity contract” exemption . In
United Benefit, the U.S. Supreme Court, in holding an annuity to be outside the scope of
Section 3(a)(8), found significant the fact that the contract was “considered to appeal to
the purchaser not on the usual insurance basis of stability and security but on the prospect

933

of ‘growth’ through sound investment management.”” Under these circumstances, the

3 VALIC, supra note 3, 359 U.S. at 77.

3 United Benefit, supra note 3, 387 U.S. at 211.
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Court concluded “it is not inappropriate that promoters’ offerings be judged as being
what they were represented to be. ™

In 1986, given the proliferation of annuity contracts commonly known as
“guaranteed investment contracts,” the Commission adopted rule 151 under the Securties
Act to establish a “safe harbor” for certain annuity contracts that are not deemed subject
to the federal securities laws and are entitled to rely on Section 3(a)(8) of the Securities
Act.”® Under rule 151, an annuity contract issued by a state-regulated insurance company
is deemed to be within Section 3(a)(8) of the Securities Act if (1) the insurer assumes the
investment risk under the contract in the manner prescribed in the rule; and (2) the
contract is not marketed primanly as an investment.’® Rule 151 essentially codifies the
tests the courts have used to determine whether an annuity contract is entitled to the
Section 3(a)(8) exemption, but adds greater specificity with respect to the investment risk
test. Under rule 151, an insurer is deemed to assume the investment risk under an annuity
contract if, among other things,

) the insurer, for the life of the contract,

3 Id. at 211 {quoting SEC v. Joiner Leasing Corp., 320 U.S. 344, 352-53 (1943})). For other
cases applying a marketing test, see Berent v. Kemper Corp., 780 F. Supp. 431 (E.D.
Mich. 1991}, aff'd, 973 F. 2d 1291 (6th Cir. 1992); Associates in Adolescent Psychiatry
v. Home Life Ins. Co., 729 F.Supp. 1162 (N.D. I1l. 1989), aff'd, 941 F.2d 561 (7th Cir.
1991); and Grainger v. State Security Life Ins. Co., 547 F.2d 303 (5th Cir. 1977).

» 17 CFR 230.151; Secunties Act Release No. 6645 (May 29, 1986) [51 FR 20254 (June 4,
1986)]. A guaranteed investment contract is a deferred annuity contract under which the
insurer pays interest on the purchaser’s payments at a guaranteed rate for the term of the
contract. In some cases, the insurer also pays discretionary interest in excess of the
guaranteed rate.

% 17 CFR 230.151(a).
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{a) guarantees the principal amount of purchase payments and credited
interest, less any deduction for sales, administrative, or other
expenses or charges; and

(b) credits a specified interest rate that is at least equal to the minimum
rate required by applicable state law; and

(2)  the insurer guarantees that the rate of any interest to be credited in excess
of the guaranteed minimum rate described in paragraph 1(b) will not be
modified more frequently than once per year.”’

Indexed annuities are not entitled to rely on the safe harbor of rule 151 because they fail

to satisfy the requirement that the insurer guarantee that the rate of any interest to be
credited in excess of the guaranteed minimum rate will not be modified more frequently

than once per year.”®

37 17 CFR 230.151(b) and (c). In addition, the value of the contract may not vary according

to the investment experience of a separate account.

3 Some indexed annuities also may fail other aspects of the safe harbor test.

In adopting rule 151, the Commission declined to extend the safe harbor to excess
interest rates that are computed pursuant to an indexing formula that is guaranteed for one
year. Rather, the Commission determined that it would be appropriate to permit insurers
to make limited use of index features, provided that the insurer specifies an index to
which it would refer, no more often than annually, to determine the excess interest rate
that it would guarantee for the next }2-month or longer period. For example, an insurer
would meet this test if it established an “excess” interest rate of 5% by reference to the
past performance of an external index and then guaranteed to pay 5% interest for the
coming year. Securities Act Release No. 6645, supra note 35, 51 FR at 20260, The
Commission specifically expressed concern that index feature contracts that adjust the
rate of return actually credited on a more frequent basis operate less like a traditional
annuity and more like a security and that they shift to the purchaser all of the investment
risk regarding fluctuations in that rate.

The only judicial decision that we are aware of regarding the status of indexed annuities
under the federal securities laws is a district court case that concluded that the contracts at
issue in the case fell within the Commission’s Rule 151 safe harbor notwithstanding the
fact that they apparently did not meet the limited test described above, ie., specifying an
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III. DISCUSSION OF THE PROPOSED AMENDMENTS

The Commission has determined that providing greater clarity with regard to the
status of indexed annuities under the federal securities laws would enhance investor
protection, as well as provide greater certainty to the issuers and sellers of these products
with respect to their obligations under the federal securities laws. We are proposing a
new definition of “annuity contract” that, on a prospective basis, would define a class of
indexed annuities that are outside the scope of Section 3(a)(8). With respect to these
annuities, investors would be entitled to all the protections of the federal securities laws,
including full and fair disclosure and sales practice protections. We are also proposing a
new exemption under the Exchange Act that would apply to insurance companies that
issue indexed annuities and certain other securities that are registered under the Securities
Act and regulated as insurance under state law. We believe that this exemption is
necessary or appropriate in the public interest and consistent with the protection of
investors because of the presence of state oversight of insurance company financial
condition and the absence of trading interest in these securities.

A, Definition of Annuity Contract

The Commission is proposing new rule 151A, which would define a class of

indexed annuities that are not “annuity contracts” or “optional annuity contracts™ for

index that would be used to determine a rate that would remain in effect for at least one
year. Instead, the contracts appear to have guaranteed the index-based formula, but not
the actual rate of interest. See Malone v. Addison Ins. Marketing, Inc., 225 F.Supp.2d
743, 751-754 (W.D. Ky. 2002).

® An “optional annuity contract” is a deferred annuity. See United Benefit, supra note 3,
387 1.8, at 204. In a deferred annuity, annuitization begins at a date in the future, after
assets in the contract have accumulated over a period of time (normally many years). In

contrast, in an immediate annuity, the insurer begins making annuity payments shortly
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purposes of Section 3(a)(8) of the Securities Act. Although we recognize that these
instruments are issued by insurance companies and are treated as annuities under state
law, these facts are not conclusive for purposes of the analysis under the federal securities
laws.

1. Analysis

“Insurance” and “Annuity”; Federal Terms under the Federal Securities Laws

Qur analysis begins with the well-settled conclusion that the terms “insurance™
and “annuity contract” as used in the Securities Act are “federal terms,” the meanings of
which are a “federal question” under the federal securities laws.*" The Securities Act
does not provide a definition of either term, and we have not previously provided a
definition that applies to indexed annuities ¥’ Moreover, indexed annuities did not exist
and were not contemplated by Congress when it enacted the insurance exemption.

We therefore analyze indexed annuities under the facts and circumstances factors

articulated by the U.S. Supreme Court in VALIC and United Benefit. In particular, we

focus on whether these instruments are “the sort of investment form that Congress was

after the purchase payment is made; i.e., within one year. See Kenneth Black, Jr., and
Harold D. Skipper, Jr., Life and Health Insurance, at 164 (2000).

40 See VALIC, supra note 3, 359 U.S. at 69,

# The last time the Commission formally addressed indexed annuities was in 1997. At that
time, the Commission issued a concept release requesting public comment regarding
indexed insurance contracts. The concept release stated that “depending on the mix of
features . . . {an indexed insurance contract] may or may not be entitled to exemption
from registration under the Securities Act” and that the Commission was “considering the
status of [indexed annuitics and other indexed insurance contracts] under the federal
securities laws.” See Concept Release, supra note 19, at 4-5.

The Commission has previously adopted a safe harbor for certain annuity contracts that

are entitled to rely on Section 3(a)(8) of the Securities Act. However, as discussed in Part
11.C., indexed annuities are not entitled to rely on the safe harbor.
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. willing to leave exclusively to the State Insurance Commissioners” and whether they
necessitate the “regulatory and protective purposes” of the Securities Act.®

Type of Investment

We believe that the indexed annuities that would be included in our proposed
definition are not the sort of investment that Congress contemplated leaving exclusively
to state insurance regulation. According to the U.S. Supreme Court, Congress intended
to include in the insurance exemption only those policies and contracts that include a
“true underwriting of risks™ and “investment risk-taking” by the insurer.** Morcover, the
level of risk assumption necessary for a contract to be “insurance” under the Securities
Act must be meaningful — the assumption of an investment risk does not “by itself create
an insurance provision under the federal definition,”**

The annuities that “traditionally and customarily” were offered at the time
Congress enacted the insurance exemption were fixed annuities that typically involved no
investment risk to the purchaser.” These contracts offered the purchaser “specified and

definite amounts beginning with a certain year of his or her life,” and the “standards for

4 See VALIC, supra note 3, 359 U.S, at 75 (Brennan, I., concurring) (. . . if a brand-new

form of investment arrangement emerges which is labeled ‘insurance’ or ‘annuity’ by its
promoters, the functional distinction that Congress set up in 1933 and 1940 must be
examined to test whether the contract falls within the sort of investment form that
Congress was then willing to leave exclusively to the State Insurance Commissioners. In
that inquiry, an analysis of the regulatory and protective purposes of the Federal Acts and
of state insurance regulation as it then existed becomes relevant.”).

# Id. at 71-73.

# See United Benefit, supra note 3, 387 U.S. at 211 (“[T]he assumption of investment risk
cannot by itself create an insurance provision. . . . The basic difference between a
coutract which to some degree is insured and a contract of insurance must be
recognized.”}.

i3 See VALIC, supra note 3, 359 U.S. at 69.
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: 13 : : 4
investments of funds” by the insurer under these contracts were “‘conservative.’ 6

Moreover, these types of annuity contracts were part of a “concept which had taken on its
coloration and meaning largely from state law, from state practice, from state usage.””
Thus, Congress exempted these instruments from the requirements of the federal
securities laws because they were a “form of “mvestment’. . . which did not present very
squarely the problems that [the federal securities laws] were devised to deal with,” and
were “subject to a form of state regulation of a sort which made the federal regulation
even less rele‘.\fa.nt.”43

In contrast, when the amounts payable by an insurer under an indexed annuity
contract are more likely than not to exceed the amounts guaranteed under the contract,
the purchaser assumes substantially different risks and benefits. Notably, at the time that
such a contract is purchased, the risk for the unknown, unspecified, and fluctuating
securities-linked portion of the return is primarily assumed by the purchaser.

By purchasing this type of indexed annuity, the purchaser assumes the risk of an
uncertain and fluctuating financial instrument, in exchange for exposure to future,
securities-linked returns. The value of such an indexed annuity reflects the benefits and

risks inherent in the securities market, and the contract’s value depends upon the

4 Id. (“While ali the States regulate' ‘annuities’ under their ‘insurance’ laws, traditionally

and customarily they have been fixed annuities, offering the annuitant specified and
definite amounts beginning with a certain year of his or her life. The standards for
investment of funds underlying these annuities have been conservative.™).
4 Id. (*Congress was legislating concerning a concept which had taken on its coloration
and meaning largely from state law, from state practice, from state usage.™).

* Id. at 75 (Brennan, J., concurring).
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trajectory of that same market. Thus, the purchaser obtains an instrument that, by its very
terms, depends on market volatility and risk.

Such indexed annuity contracts provide some protection against the risk of loss,
but these provisions do not, “by [themselves,| create an insurance provision under the
federal definition.”™ Rather, these provisions reduce — but do not eliminate — a
purchaser’s exposure to investment risk under the contract. These contracts may to some
degree be insured, but that degree may be too small to make the indexed annuity a
contract of insurance.”’

Thus, the protections provided by indexed annuities may not adequately transter
investment risk from the purchaser to the insurer when amounts payable by an insurer
under the contract are more likely than not to exceed the amounts guaranieed under the
contract. Purchasers of these annuities assume the investment risk for investments that
are more likely than not to fluctuate and move with the securities markets. The value of
the purchaser’s investment is more likely than not to depend on movements in the
underlying securities index. The protections offered in these indexed annuities may give
the instruments an aspect of insurance, but we do not believe that these protections are

substantial enough.”’

9 See United Benefit, supra note 3, 387 U.S. at 211 (finding that while a “guarantee of cash
value” provided by an insurer 1o purchasers of a deferred annuity plan reduced
“substantially the investment risk of the contract holder, the assumption of investment
risk cannot by itself create an insurance provision under the federal definition.”).

30 Id. at 211 (*The basic difference between a contract which to some degree is insured and

a contract of insurance must be recognized.”).

! See VALIC, supra note 3, 359 U.S. at 71 (finding that although the insurer’s assumption

of a traditional insurance risk gives variable annuities an “aspect of insurance,” this is
“apparent, not real; superficial, not substantial.”}.

26




Need for the Regulatory Protections of the Federal Securities Acts

We also analyze indexed annuities to determine whether they implicate the
regulatory and protective purposes of the federal securities laws. Based on that analysis,
we believe that the indexed annuities that would be included in our proposed definition
present many of the concerns that Congress intended the federal securities laws to
address.

Indexed annuities are similar in many ways to mutual funds, variable annuities,
and other securities. Although these contracts contain certain features that are typical of
insurance contracts,’” they also may contain “to a very substantial degree elements of
investment contracts.”” Indexed annuities are attractive to purchasers precisely because
they offer participation in the securities markets. Thus, individuals who purchase such

indexed annuities are “vitally interested in the investment experience.”™

However,
indexed annuities historically have not been registered with us as securities. Insurers
have treated these annuities as subject only to state insurance laws.

There is a strong federal interest in providing investors with disclosure, antifraud,

and sales practice protections when they are purchasing annuities that are likely to expose

them to market volatility and risk. We believe that individuals who purchase indexed

52 The presence of protection against loss does not, in itself, transform a security into an

insurance or annuity contract. Like indexed annuities, variable annuitics typically
provide some protection against the risk of loss, but are registered as securities.
Historically, variable annuity contracts have typically provided a minimum death benefit
at least equal to the greater of contract value or purchase payments less any withdrawals.
More recently, many contracts have offered benefits that protect against downside market
risk during the purchaser’s lifetime.

> Id at 91 {Brennan, J., concurring).

i Id at 839 (Brennan, J., concurring).
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annuities that are more likely than not to provide payments that vary with the
performance of securities are exposed to significant investment risks. They are
confronted with many of the same risks and benefits that other securities investors are
confronted with when making investment decisions. Moreover, they are more likely than
not to experience market volatility.

Accordingly, we believe that the regulatory objectives that Congress was
attempting to achieve when it enacted the Securities Act are present when the amounts
payable by an insurer under an indexed annuity contract are more likely than not to
exceed the guaranteed amounts. Therefore, we are proposing a rule that would define
such contracts as falling outside the insurance exemption.

2. Proposed Definition

Scope of the Proposed Definition

Proposed rule 151A would apply to a contract that is issued by a corporation
subject to the supervision of the insurance commissioner, bank commissioner, or any
agency or officer performing like functions, of any State or Territory of the United States
or the District of Columbia.”™ This language is the same language used in Section 3(a)(8)
of the Securities Act. Thus, the insurance companies that will be covered by the
proposed rule are the same as those covered by Section 3(2)(8). In addition, in order to
be covered by the proposed rule, a contract must be subject to regulation as an annuity

under state insurance law.”® As a result, the proposed rule does not apply to contracts that

3 Proposed rule 151A(a}.

% 1d. We note that the majority of states include in their insurance laws provisions that
define annuities. See, e.;., ALA. CODE § 27-5-3 (2008); CAL. INS. CODE § 1003 {West

2007); N.J. ADMIN, CODE tit. 11, § 4-2.2 (2008); N.Y. INS. LAW § 1113 (McKinney
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are regulated under state insurance law as life insurance, health insurance, or any form of
insurance other than an annuity, and it does not apply to any contract issued by an
insurance company if the contract itself is not subject to regulation under state insurance
law.

The proposed rule would expressly state that it does not apply to any contract
whose value varies according to the investment experience of a separate account.”” The
effect of this provision is to eliminate variable annuities from the scope of the rule.’® Tt
has long been established that variable annuities are not entitled to the exemption under
Section 3(a)(8) of the Securities Act, and, accordingly, we do not propose to cover them
under the new definition or affect their regulation in any way.59

We request comment on the scope of the proposed definition and in particular on

the following 1ssues:

» Should the rule apply only to contracts that are issued by the same insurance

companies that are covered by Section 3(a)(8) of the Securities Act, or should

2007). Those states that do not expressly define annuities typically have regulations in
place that address annuities. See, ¢.g., KAN. ADMIN. REGS. § 40-2-12 (2008); M1ss.
CODE ANN. § 83-1-151 (2008).

37 Proposed rule 151 A(c).
5 The assets of a variable annuity are held in a separate account of the insurance company
that is insulated for the benefit of the variable annuity owners from the liabilities of the
insurance company, and amounts paid to the owner under a variable annuity vary
according to the investment experience of the separate account. See Black and Skipper,
supra note 39, at 174-77 (2000).

» See. e.g., VALIC, supra note 3, 359 U.S. 65; United Benefit, supra note 3, 387 U.S. 202,
In addition, an insurance company separate account issuing variable annuities is an
investment company under the Investment Company Act of 1940. See Prudential Ins.
Co. of Am. v. SEC, 326 F.2d 383 (3d Cir. 1964).
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the proposed definition apply with respect to contracts of different issuers than
those covered by Section 3(a)(8)?

e What contracts should be covered by the proposed definition? Should the
scope of contracts covered be articulated by reference to state law? Should
the proposed definition extend to all annuity contracts, or should any annuity
contracts be excluded? Should variable annuity contracts be covered by the
proposed definition? Should the proposed definition apply to forms of
insurance other than annuities, such as life insurance or health insurance?
Should the proposed definition apply to a contract issued by an insurance
company if the contract is not itself regulated as insurance under state law?

¢ Should we permit insurance companies to register indexed annuities, as well
as any other annuities that are securities, on Form N-4, 5 the form that is
currently used by insurance companies to register variable annuities under the
Securities Act? If so, should we modify Form N-4, which is also used by
insurance company separate accounts to register under the Investment
Company Act, in any way?

Definition of “Annuity Contract” and “Optional Annuity Contract”

We are proposing that an annuity issued by an insurance company would not be
an “annuity contract” or an “optional annuity contract” under Section 3(a)(8) of the
Securities Act if the annuity has the following two characteristics. First, amounts payable
by the insurance company under the contract are calculated, in whole or in part, by

reference to the performance of a security, including a group or index of securities.

59 17 CFR 239.17b and 274.11c.
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Second, amounts payable by the insurance company under the contract are more likely
than not to exceed the amounts guaranteed under the contract.

The first characteristic, that amounts payable by the insurance company under the
contract are calculated by reference to the performance of a security or securities, defines
a class of contracts that we believe, in all cases, require further scrutiny because they
implicate the factors articulated by the U.S. Supreme Court as important in determining
whether the Section 3(a)(8) exemption is applicable. When payments under a contract
are calculated by reference to the performance of a security or securities, rather than
being paid in a fixed amount, at least some investment risk relating to the performance of
the securities is assumed by the purchaser. In addition, the contract may be marketed on
the basis of the potential for growth offered by investments in the securities.

The proposed rule would define the class of contracts that is subject to scrutiny
broadly. The rule would apply whenever any amounts payable under the contract under
any circumstances, including full or partial surrender, annuitization, or death, are
calculated, in whole or in part, by reference to the performance of a security or securities.
If, for example, the amount payable under a contract upon a full surrender is not
calculated by reference to the performance of a security or securities, but the amount
payable upon annuitization is so calculated, then the contract would need to be analyzed
under the rule. As another example, if amounts payable under a contract are partly fixed
in amount and partly dependent on the performance of a security or securities, the
contract would need to be analyzed under the rule.

We note that the proposed rule would apply to contracts under which amounts

payable are calculated by reference to a security, including a group or index of securities.
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Thus, the proposed rule would, by its terms, apply to indexed annuities but also to other
annuities where amounts payable are calculated by reference to a single security or any
group of securities. The federal securities laws, and investors’ interests in full and fair
disclosure and protection from abusive sales practices, are equally implicated, whether
amounts payable under an annuity are calculated by reference to a securities index,
another group of securities, or a single security.

The term “security” in proposed rule 151A would have the same broad meaning
as in Section 2(a)(1) of the Securities Act. Proposed rule 151 A does not define the term
“security,” and our existing rules provide that, unless otherwise specifically provided, the
terms used in the rules and regulations under the Securities Act have the same meanings
defined in the Act.”’

The second characteristic, that amounts payable by the msurance company under
the contract are more likely than not to exceed the amounts guaranteed under the
contract, sets forth the test that would define a class of contracts that are not “annuity
contracts’ or “optional annuity contracts” under the Securities Act and that, therefore, are
not entitled to the Section 3(a)(8) exemption. As explained above, by purchasing this
type of indexed annuity, the purchaser assumes the risk of an uncertain and fluctuating
financial instrument, in exchange for exposure to future, securities-linked returns.* As a
result, the purchaser assumes many of the same risks that investors assume when
investing in mutual funds, variable annuities, and other securities. Our proposal is

intended to provide the purchaser of such an annuity with the same protections that are

o 17 CFR 230.100(b).

See supra Part IILA.1.
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provided under the federal securities laws to other investors who participate in the
securities markets, including full and fair disclosure regarding the terms of the investment
and the significant risks that he or she is assuming, as well as protection from abusive
sales practices and the recommendation of unsuitable transactions.

Under proposed rule 151 A, amounts payable by the insurance company under a
contract would be more likely than not to exceed the amounts guaranteed under the
contract if this were the expected outcome more than half the time. In order to determine
whether this is the case, it would be necessary to analyze expected outcomes under
various scenarios involving different facts and circumstances. In performing this
analysis, the amounts payable by the insurance company under any particular set of facts
and circumstances would be the amounts that the purc:haser63 would be entitled to receive
from the insurer under those facts and circumstances. The facts and circumstances would
include, among other things, the particular features of the annuity contract (e.g., in the
case of an indexed annuity, the relevant index, participation rate, and other features), the
particular options selected by the purchaser (e.g., surrender or annuitization), and the
performance of the relevant securities benchmark (¢.g., in the case of an indexed annuity,
the performance of the relevant index, such as the Dow Jones Industrial Average,
Lehman Brothers Aggregate U.S. Index, Nasdaq 100 Index, or Standard & Poor’s 500
Composite Stock Price Index). The amounts guaranteed under a contract under any

particular set of facts and circumstances would be the minimum amount that the insurer

o For simplicity, we are referring to payments to the purchaser. The proposed rule,

however, references payments by the insurer without reference to a specified payee. In
performing the analysis, payments to any payee, including the purchaser, annuitant, and
beneficiaries would be included.
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would be obligated to pay the purchaser under those facts and circumstances without
reference to the performance of the security that is used in calculating amounts payable
under the contract. Thus, if an indexed annuity, in all circumstances, were to guarantee
that, on surrender, a purchaser would receive 87.5% of purchase payments, plus 1%
interest compounded annually, and that any additional payout would be based exclusively
on the performance of a securities index, the amount guaranteed after 3 years would be
90.15% of purchase payments (87.5% x 1.01 x 1.01 x 1.01).

We request comment on the proposed definition and in particular on the following

e Should we define a class of annuities that are not “annuity contracts” or “opttonal
annuity contracts” under the Securities Act? If so, should we adopt the proposed
definition or should the proposed definition be modified?

 Should we provide greater clarity with respect to the status under the Securities
Act of annuities under which amounts payable by the insurance company ar¢
calculated, in whole or in part, by reference to the performance of a security,
including a group or index of securities? Should we, as proposed, adopt a
definitional rule that would apply to all such annuities? Or should we adopt a
definitional rule that applies to a more limited subset of annuities, such as
annuities under which amounts payable are calculated by reference to the
performance of a securities index?

e Ts the proposed test that defines a class of contracts that are not “annuity
contracts” or “optional annuity contracts,” i.e., that amounts payable by the

3 =2

insurance company under the contract are more likely than not to exceed the
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amounts guaranteed under the contract, an appropriate test? Should the test be
modified in any way, e.g., should the threshold be higher or lower than “more
likely than not?” Shouid we provide further clarification with respect to the
meaning of any of the elements of that test, including “amounts payable by the
insurance company under the contract” and “amounts guaranteed under the
contract?”

e Should we specify a particular point in time as of which “amounts payable by the
insurance company under the contract” and “amounts guaranteed under the
contract” should be determined under the rule? If so, what would be an
appropriate time, e.g., contract maturity, the point where the surrender charge
period ends, a specified number of years (5 years, 10 years, 15 years, 20 years, or
some other period), or a specified age of the annuitant or a joint annuitant under

the contract (60 years, 65 years, 75 years, or some other age)?

Determining Whether an Annuity Is not an “Annuity Contract” or “Optional Annuity
Contract” under Proposed Rule 151A

Proposed rule 151 A addresses the manner in which a determination would be
made regarding whether amounts payable by the insurance company under a contract are
more likely than not to exceed the amounts guaranteed under the contract. The proposed
rule is principles-based, providing that a determination made by the insurer at or prior to
issuance of a contract would be conclusive, provided that: (i) both the insurer’s
methodology and the insurer’s economic, actuarial, and other assumptions are reasonable;
(ii) the insurer’s computations are materially accurate; and (iii) the determination is made
not earlier that six months prior to the date on which the form of contract is first offered

and not more than three years prior to the date on which the particular contract is
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issued.® The proposed rule would, however, specify the treatment of charges that are
imposed at the time of payments under the contract by the insurer.”®

We are proposing this principles-based approach because we believe that an
insurance company should be able to evaluate anticipated outcomes under an annuity that
it issues. Insurers routinely undertake such analyses for purposes of pricing and hedging
their contracts.®® In addition, we believe that it is important to provide reasonable
cerlainty to insurers with respect to the application of the proposed rule and to preclude
an insurer’s determination from being second guessed, in litigation or otherwise, in hight
of actual events that may differ from assumptions that were reasonable when made.

As with all exemptions from the registration and prospectus delivery requirements
of the Securities Act, the party claiming the benefit of the exemption — in this case, the
insurer — bears the burden of proving that the exemption applies.67 Thus, an insurer that
believes an indexed annuity is entitled to the exemption under Section 3(a)(8) based, in
part, on a determination made under the proposed rule would — if challenged in litigation
~ be required to prove that its methodology and its economic, actuarial, and other
assumptions were reasonable, and that the computations were materially accurate.

The proposed rule provides that an insurer’s determination under the rule would

be conclusive only if it is made at or prior to issuance of the contract. Proposed rule

o Proposed rute 151 A(b)(2).

0 Proposed rule 151 A(b)(1).

o

See generally, Black and Skipper, supra note 39, at 26-47, 890-99.

¢ See, e.g., SEC v. Ralston Purina, 346 U.S. 119, 126 (1953) (an issuer claiming an

exemption under Section 4 of the Securities Act carries the burden of showing that the
exemption applies).
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151A is intended to provide certainty to both insurers and investors, and we believe that
this certainty would be undermined unless insurance companies undertake the analysis
required by the rule no later than the time that an annuity is issued. The proposed rule
also provides that, for an insurer’s determination to be conclusive, the computations made
by the insurance company in support of the determination must be materially accurate.
An insurer should not be permitted to rely on a determination of an annuity’s status under
the proposed rule that is based on computations that are materially inaccurate. For this
purpose, we intend that computations would be considered to be matenally accurate if
any computational errors do not affect the outcome of the insurer’s determination as to
whether amounts payable by the insurer under the contract are more likely than not to
exceed the amounts guaranteed under the contract.

In order for an insurer’s determination to be conclusive, both the methodology
and the economic, actuarial, and other assumptions used would be required to be
reasonable. We recognize that a range of methodologies and assumptions may be
reasonable and that a reasonable methodology or assumption utilized by one insurer may
differ from a reasonable assumption or methodology selected by another insurer. In
determining whether an insurer’s methodology is reasonable, 1t would be appropriate to
look to methods commonly used for valuing and hedging similar products in insurance
and derivatives markets.

An insurer will need to make assumptions in several areas, including assumptions
about (i) insurer behavior, (ii) purchaser behavior, and (iii) market behavior, and will
need to assign probabilities to various potential behaviors. With regard to insurer

behavior, the insurer will need to make assumptions about discretionary actions that it
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may take under the terms of an annuity. In the case of an indexed annuity, for example,
an insurer often has discretion to modify various features, such as guaranteed interest
rates, caps, participation rates, and spreads. Similarly, the insurer will need to make
assumptions concerning purchaser behavior, including matters such as how long
purchasers will hold a contract, how they will allocate contract value among different
investment options available under the contract, and the form in which they will take
payments under the contract. Assumptions about market behavior would include
assumptions about expected return, market volatility, and interest rates. In general,
insurers will need to make assumptions about any feature of insurer, purchaset, or market
behavior, or any other factor, that is material in determining the likelihood that amounts
payable under the contract exceed the amounts guaranteed.

In determining whether assumptions are reasonable, insurers should generally be
guided by both history and their own expectations about the future. An insurer may look
to its own, and to industry, experience with similar or otherwise comparable contracts in
constructing assumptions about both insurer behavior and investor behavior. In making
assumptions about future market behavior, an insurer may be guided, for example, by
historical market characteristics, such as historical returns and volatility, provided that the
insurer bases its assumptions on an appropriate period of time and does not have reason
to believe that the time period chosen is likely to be unrepresentative. As a general
matter, assumptions about insurer, investor, or market behavior that are not consistent
with historical experience would not be reasonable unless an insurer has a reasonable

basis for any differences between historical experience and the assumptions used.
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In addition, an insurer may look to its own expectations about the future in
constructing reasonable assumptions. As noted above, insurers routinely analyze
anticipated outcomes for purposes of pricing and hedging their contracts, and for similar
purposes. We would expect that, in making a determination under proposed rule 151A,
an insurer would use assumptions that are consistent with the assumptions that it uses for
other purposes. Generally, assumptions that are inconsistent with the assumptions that an
insurer uses for other purposes would not be reasonable under proposed rule 151A.

We note that an insurer may offer a particular form of contract over a significant
period of time. Assumptions that are reasonable when a contract is originally offered
may or may not continue to be reasonable at a subsequent time when the insurer
continues to offer the contract. For this reason, the rule would provide that an insurer’s
determination would be conclusive if it is sufficiently current. Specifically, the
determination must be made not more than six months prior to the date on which the form
of contract is first offered and not more than three years prior to the date on which a
particular contract is issued. For example, if a form of contract were first offered on
January 1, 2011, the insurer would be required to make the determination not earlier than
July 1, 2010. If the same form of contract were issued to a particular individual on
January 1, 2014, the insurer’s determination would be required to be made not earlier
than January 1, 2011, in order to be conclusive for this transaction. This approach is
intended to address the changing nature of reasonable assumptions, while permitting an
insurer to rely on its determination for a significant period of time (three years) once

made.
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Proposed rule 151 A would require that, in determining whether amounts payable
by the insurance company under the contract are more likely than not to exceed the
amounts guaranteed under the contract, amounts payable under the contract be
determined without reference to any charges that are imposed at the time of payment.

For example, the calculation of amounts payable upon surrender would be computed
without deduction of any surrender charges, which typically decline over ime. We are
proposing this calculation methodology in order to eliminate the differential impact that
such charges would have on the determination depending on the assumptions made about
contract holding periods. However, the proposed rule would require that charges
imposed at the time of payment be reflected in computing the amounts guaranteed under
the contract. In many cases, amounts guaranteed under annuities are not affected by
charges imposed at the time payments are made by the insurer under the contract.®®
However, in the case of an annuity where the amounts guaranteed are affected by charges
imposed at the time payments are made,” the determination under proposed rule 151A

would be made using the actual amounts guaranteed under the contract (which reflect the

impact of these charges).

o Guaranteed minimum value, as commeonly defined in indexed annuity contracts, equals a
percentage of purchase payments, accumulated at a specified interest rate, as explained
above, and this amount is not subject to surrender charges.

% For example, a purchaser buys a contract for $100,000. The contract defines surrender
value as the greater of (i) purchase payments plus index-linked interest minus surrender
charges or (ii) the guaranteed minimum value. The maximum surrender charge is equal
to 10%. The guaranteed minimum value is defined in the contract as 87.5% of premium
accumulated at 1% annual interest. If the purchaser surrenders within the first year of
purchase, and there is no index-linked interest credited, the surrender value would equal
$90,000 (determined under clause (i} as $100,000 purchase payment minus 10%
swrender charge), and this amount would be the guaranteed amount under the contract,
not the lower amount defined in the contract as guaranteed minimum value ($87,500).
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We request comment on the manner in which a determination would be made

under proposed rule 151A regarding whether amounts payable by the insurance company

under a contract are more likely than not to exceed the amounts guaranteed under the

contract and, in particular, on the following issues:

¢ Should we, as proposed, adopt a principles-based approach to this
determination? Would the principles-based approach facilitate our goal of
providing certainty?

e Should the insurer’s determination be conclusive? If so, are the conditions in
the proposed rule (i.e., determination at or prier to contract issuance, reasonable
methodology and assumptions, materially accurate computation) appropriate, or
should we modify these conditions in any way?

Should we expressly specify the circumstances under which a computation is
materially accurate? If so, should the rule, as proposed, provide that an
insurer’s computation is materially accurate if any computational errors do not
affect the outcome of the insurer’s determination as to whether amounts payable
by the insurer under the contract are more likely than not to exceed the amounts
guaranteed under the contract? Or should we provide a different gwideline for
determining whether the computation is “materially accurate?” For example,
should the rule provide that an insurer’s computation is materially accurate if
any computational errors do not materially affect the insurer’s determination of
the likelihood that amounts payable by the insurer under the contract exceed the

amounts guaranteed under the contract?

41




Should the rule prescribe the assumptions to be used by an insurer in making its
determination? What factors should affect a determination of whether an
insurer’s assumptions are reasonable? Should the rule specify how the
determination should be made with respect to securities, including indices, that
have little or no history?

Should we, as proposed, provide that, in order for an insurer’s determination to
be conclusive, it must be made not more than six months prior to the date on
which the form of contract is first offered? Should this period be shorter or
longer, e.g., 30 days, 3 months, 9 months, 1 year?

Should we, as proposed, provide that, in order for an insurer’s determination to
be conclusive, it must not be made more than three years prior to the date on
which a particular contract is issued? Should this period be shorter or longer,
e.g., 1 year, 2 years, or 5 years?

Should an insurer’s determination, once made for a particular form of contract,
be conclusive with respect to every particular contract of that form that is sold
provided that the determination meets the standards required for conclusiveness

at the time of the insurer’s original determination, i.e., reasonable methodology

and assumptions and materially accurate computation? Or should an insurer’s
determination only be conclusive with respect to any particular sale of a
contract if the methodology and assumptions are reasonable at the time of the
particular sale?

How should surrender charges and other charges imposed at the time of payout

under an annuity be treated in making the determination required under the
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proposed rule? Should amounts payable under the contract be determined with
or without reference to such charges? Should amounts guaranteed under the
contract be computed with or without reference to such charges? Should we
define with greater specificity the concept of charges imposed at the time of
payment under a contract?

Should we provide any guidance with respect to the principles-based approach
of the rule?

Should we provide guidance on the circumstances under which it is reasonable
to rely on historical experience? Would it be reasonable to use other asset
prices (such as derivative prices} to form expectations about the future, as long
as the use of these prices is supported by historical experience?

Should we provide guidance about the circumstances under which it is
reasonable to rely on insurer expectations about the future? Would it be
reasonable to rely on these expectations for factors over which insurers have
control (e.g., changes in contract features) or about which they have particular
expertise (e.g., rates of annuitization, mortality rates)? Would it be reasonable
to rely on these expectations for factors over which insurers do not have control,
such as market behavior?

Should we provide guidance that would specify how insurers should consider
interactions between various factors that may affect the determination (such as
interactions between market returns and surrender behavior)?

Should the rule specify how the determination should be made in the case of

contracts that offer more than one investiment option, e.g., multiple indices or
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multiple crediting formulas or the availability of a guaranteed interest rate
option in addition to indexed investment options? In such a case, should we
require a separate determination under each available option? If so, should we
provide that the entire annuity is not an “annuity contract” or “optional annuity
contract” if it is determined that the annuity would not be an “annuity contract”
or “optional annuity contract” under any one or more of the available options?
« Should the rule require separate determinations with respect to the various
benefits available under an annuity, such as lump sum payments, annuity
payments, and death benefits? If so, should the rule prescribe that if the
amounts payable under any one of these options are more likely than not to
exceed the amounts guaranteed under that option, then the entire contract is not
an “annuity contract” or “optional contract?”
3. Effective Date
We propose to have the new definition apply prospectively — that is, only to
indexed annuities issued on or after the effective date of a final rule. We are using our
definitional rulemaking authority under Section 19(a) of the Securities Act, and the
explicitly prospective nature of our proposed rule is consistent with similar prospective
rulemaking that we have undertaken in the past when doing so was appropriate and fair

under the circumstances.”

7 See, e.g., Securities Act Release No. 4896 (Feb. 1, 1968) [33 FR 3142, 3143 (Feb. 17,
1968)] (“The Commission is aware that for many years issuers of the securities identified
in this rule have not considered their obligations to be separate securities and that they
have acted in reliance on the view, which they believed to be the view of the
Commission, that registration under the Securities Act was not required. Under the
circumstances, the Commission does not believe that such issuers are subject to any
penalty or other damages resulting from entering into such arrangements in the past.
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We are aware that many insurance companies, in the absence of definitive
interpretation or definition by the Commission, have of necessity acted in reliance on
their own analysis of the legal status of indexed annuities based on the state of the law
prior to this release. Under these circumstances, we do not believe that Insurance
companies should be subject to any additional legal risk relating to their past offers and
sales of indexed annuity contracts as a result of our proposal or its eventual adoption.

We also recognize that, if our proposal is adopted, the industry will need
sufficient time to conduct the analysis required by the new definitional rule and comply
with any applicable requirements under the federal securities laws. Therefore, we
propose that if we adopt a final rule, the effective date of that rule would be a date that is
12 months after publication in the Federal Register.

We request comment on the proposed effective date of the rule and in particular

on the following issue:

e Should the effective date of the new definitional rule, if adopted, be 12 months
after publication in the Federal Register, or should it be effective sooner (c.g., 60
days after publication, six months after publication) or later (e.g, 18 months after

publication, 2 years after publication)?

Paragraph (b) provides that the rule shall apply to transactions of the character described
in paragraph (a) only with respect to bonds or other evidence of indebtedness issued after
adoption of the rule.”). See also Securities Act Release No, 5316 (Oct. 6, 1972) {37 FR
23631, 23632 (Nov. 7, 1972)] (“The Commission recognizes that the ‘no-sale’ concept
has been in existence in one form or another for a long period of time. . . . The
Commission believes, after 2 thorough reexamnation of the studies and proposals cited
above, that the interpretation embodied in Rule 133 is no longer consistent with the
statutory objectives of the [Securities] Act. . . . Rule 133 is rescinded prospectively on
and after January 1, 1973 ....").
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4. Annuities not Covered by the Proposed Definition

Proposed rule 151 A would apply to annuities under which amounts payable by
the insurance company are calculated by reference to the performance of a security. The
proposed rule would define certain of those annuities (annuities under which amounts
payable by the issuer are more likely than not to exceed the amounts guaranteed under
the contract) as not “annuity contracts” or “optional annuity contracts” under Section
3(a)(8) of the Securities Act. The proposed rule, however, would not provide a safe
harbor under Section 3(a)(8) for any other annuities, including any other annuities under
which amounts payable by the insurance company are calculated by reference to the
performance of a security. The status under the Securities Act of any annuity, other than
an annuity that is determined under proposed rule 151A to be not an “annuity contract” or
“optional annuity contract,” would continue to be detgrmined by reference to the
investment risk and marketing tests articulated in existing case law under Section 3(2)(8)
and, to the extent applicable, the Commission’s safe harbor rule 151 e

We request comment on the proposal not to include a safe harbor in the proposal

and in particular on the following issues:

o Should we provide a safe harbor under Section 3(a)(8) of the Securities Act for
any annuities under which amounts payable by the insurance company are

calculated by reference to the performance of a security? If so, what should the

safe harbor be?

7 As noted in Part I1.C., above, indexed annuities are not entitled to rely on the rule 151
safe harbor.
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e Should we modify the Commission’s existing safe harbor for certain annuities,
rule 151, to address indexed annuities or other annuities under which amounts
payable by the insurance company are calculated by reference to the performance
of a security? If so, how?

B. Exchange Act Exemption for Securities that Are Regulated as
Insurance

The Commission is also proposing new rule 12h-7, which would provide an
insurance company with an exemption from Exchange Act reporting with respect to
indexed annuities and certain other securities issued by the company that are registered
under the Securities Act and regulated as insurance under state law.”” We are proposing
this exemption because we believe that the exemption is necessary or appropriate in the
public interest and consistent with the protection of investors. We base that view on two
factors: first, the nature and extent of the activities of insurance company issuers, and
their income and assets, and, in particular, the regulation of those activities and assets
under state insurance law; and, second, the absence of trading interest in the securities.”

We are also proposing to impose conditions to the exemption that relate to these factors

& The Commission has received a petition requesting that we propose a rule that would

exempt issuers of certain types of insurance contracts from Exchange Act reporting
requirements. Letter from Stephen E. Roth, Sutherland Asbill & Brennan LLP, on behalf
of Jackson National Life Insurance Co., to Nancy M. Morris, Secretary, U.S. Securities
and Exchange Commission (Dec. 19, 2007) (File No. 4-553) available at:
http://www.sec.gov/rules/petitions/2007/petnd-553.pdf.

7 See Section 12(h) of the Exchange Act [15 U.S.C. 78](h)]} (Commission may, by ruies,
exempt any class of issuers from the reporting provisions of the Exchange Act “if the
Commission finds, by reason of the number of public investors, amount of trading
interest in the securities, the nature and extent of the activities of the issuer, income or
assets of the issuer, or otherwise, that such action is not inconsistent with the public
interest or the protection of investors.”) (emphasis added).
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and that we believe are necessary ot appropriate in the public interest and consistent with
the protection of investors.

State insurance regulation is focused on insurance company solvency and the
adequacy of insurers’ reserves, with the ultimate purpose of ensuring that insurance
companies are financially secure enough to meet their contractual obligations.?4 State
insurance regulators require insurance companies to maintain certain levels of capital,
surplus, and risk-based capital; restrict the investments in insurers’ general accounts;
limit the amount of risk that may be assumed by insurers; and impose requirements with
regard to valuation of insurers’ investments.” Insurance companies are required to file
annual reports on their financial condition with state insurance regulators. In addition,
insurance companics are subject to periodic examination of their financial condition by
state insurance regulators. State insurance regulators also preside over the conservation
or liquidation of companies with inadequate solvency.”®

State insurance regulation, like Exchange Act reporting, relates to an entity’s
financial condition. We are of the view that, as a general matter, it may be unnecessary
for both to apply in the same situation, which may result in duplicative regulation that is
burdensome. Through Exchange Act reporting, issuers periodically disclose their
financial condition, which enables investors and the markets to independently evaluate an
issuer’s income, assets, and balance sheet. State insurance regulation takes a different

approach to the issue of financial condition, instead relying on state insurance regulators

74

Black and Skipper, supra note 39, at 949.
7 Id. at 949 and 956-59.

e 1d. at 949.
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to supervise insurers’ financial condition, with the goal that insurance companies be
financially able to meet their contractual obligations. We believe that it would be
consistent with our federal system of regulation, which has allocated the responsibility
for oversight of insurers’ solvency to state insurance regulators, to exempt insurers from
Exchange Act reporting with respect to state-regulated insurance contracts.

Our conclusion in this regard is strengthened by the general absence of trading
interest in insurance contracts. Insurance is typically purchased directly from an
insurance company. While insurance contracts may be assigned in limited
circumstances, | they typically are not listed or traded on securities exchanges or in other
markets. As a result, outside the context of publicly owned insurance companies, there is
little, if any, market interest in the information that is required to be disclosed in

Exchange Act reports.

We request comment on whether we should provide insurance companies with

exemptions from Exchange Act reporting with respect to securities that are regulated as

insurance under state law and in particular on the following issues:

e Does the existence of state insurance regulation, and, in particular, state regujation
of insurance company financial condition and solvency, support providing an
exemption from Exchange Act reporting? Does Exchange Act reporting serve
any purpose, in the context of insurance contracts that are also securities, that is

not served by state insurance regulation?

7 Insurance coniracts may be assigned cither as a complete assignment or as collateral.

Insurance contracts that are assignable typically provide that the insurer need not
recognize the assignment until it receives written notice. See Black and Skipper, supra
note 39, at 234,
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Does the lack of trading interest in insurance contracts support providing an
exemption from Exchange Act reporting for securities that are regulated as
insurance under state law? Should Exchange Act reporting be required
notwithstanding the absence of trading interest and, if so, why? Are there any
circumstances where trading interest in insurance contracts that are securities is
significant enough that Exchange Act reporting should be required?

1. The Exemption

Proposed rule 12h-7 would provide an insurance company that is covered by the

rule with an exemption from the duty under Section 15(d) of the Exchange Act to file

reports required by Section 13(a) of the Exchange Act with respect to certain securitics

registered under the Securities Act”®

Covered Insurance Companies

The proposed Exchange Act exemption would apply to an issuer that is a

corporation subject to the supervision of the insurance commissioner, bank

commissioner, or any agency or officer performing like functions, of any state, including

78

Introductory paragraph to proposed rule 12h-7. Cf Rule 12h-3(a) under the Exchange
Act {17 CFR 240.12h-3(a)] (suspension of duty under Section 15(d) of the Exchange Act
to file reports with respect to classes of securities held by 500 persons or less where total
assets of the issuer have not exceeded $10,000,000); Rule 12h-4 under the Exchange Act
[17 CFR 240.12h-4] (exemption from duty under Section 15(d) of the Exchange Act to
file reports with respect to securities registered on specified Securities Act forms relating
to certain Canadian issuers).

Section 15(d) of the Exchange Act requires each issuer that has filed a registration
statemnent that has become effective under the Securities Act to file reports and other
information and documents required under Section 13 of the Exchange Act [15 U.S.C.
78m] with respect to issuers registered under Section 12 of the Exchange Act [15 US.C.
781]. Section 13(a) of the Exchange Act [15 U.8.C. 78m(a)] requires issuers of securities
registered under Section 12 of the Act to file annual reports and other documents and
information required by Commission rule.
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the District of Columbia, Puerto Rico, the Virgin Islands, and any other possession of the
United States.” In the case of a variable annuity contract or variable life insurance
policy, the exemption would apply to the insurance company that issues the contract or
policy. However, the exemption would not apply to the insurance company separate
account in which the purchaser’s payments are invested and which is separately
registered as an investment company under the Investment Company Act of 1940 and is
not regulated as an insurance company under state law ¥

Covered Securities

The proposed exemption would apply with respect to securities that do not
constitute an equity interest in the insurance company issuer and that are either subject to
regulation under the insurance laws of the domiciliary state of the insurance company or
are guarantees of securities that are subject to regulation under the insurance laws of that
jurisdictilr;)n.81 The exemption does not apply with respect to any other secunties issued

by an insurance company. As a result, if an insurance company issues securities with

™ Proposed rule 12h-7(a). The Exchange Act defines “State” as any state of the United
States, the District of Columbia, Puerto Rico, the Virgin Islands, or any other possession
of the United States. Section 3{a)(16) of the Exchange Act [15 U.8.C. 78c(a)(16)]. The
term “State” in proposed rule 12h-7 has the same meaning as in the Exchange Act.
Proposed rule 12h-7 does not define the term “State,” and our existing rules provide that,
unless otherwise specifically provided, the terms used in the rules and regulations under
the Fxchange Act have the same meanings defined in the Exchange Act. See rule
240.0-1(b) [17 CFR 240.0-1(b)].

i This approach is consistent with the historical practice of insurance companies that issue

variable annuities and do not file Exchange Act reports. The associated separate
accounts, however, are required to file Exchange Act reports. These Exchange Act
reporting requirements arc deemed to be satisfied by filing annual reports on Form
N-SAR. 17 CFR 274.101. See Section 30(d) of the Investment Company Act [15 U.S.C.
80a-30(d)] and rule 30a-1 under the Investment Company Act [17 CFR 270.30a-1].

Bl Proposed rule 12h-7(b).

51




respect to which the exemption applies, and other securities that do not entitle the insurer
to the exemption, the insurer will remain subject to Exchange Act reporting obligations.
For example, if an insurer that is a stock company®” also issues insurance contracts that
are registered securities under the Securities Act, the insurer generally would be required
to file Exchange Act reports as a result of being a stock company. Similarly, if an insurer
raises capital through a debt offering, the proposed exemption would not apply with
respect to the debt securties. |

We are proposing that the exemption be available with respect to securities that
are either subject to regulation under the insurance laws of the domiciliary state of the
insurance company or are guarantees of securities that are subject to regulation under the
insurance laws of that julrisdiction.83 We are proposing a broad exemption that would
apply to any contract that is regulated under the insurance laws of the insurer’s home
state because we intend that the exemption apply to all contracts, and only those
contracts, where state insurance law, and the associated regulation of insurer financial
condition, applies. A key basis for the proposed exemption is that investors are already
entitled to the financial condition protections of state law and that, under our federal

system of regulation, Exchange Act reporting may be unnecessary. Therefore, we

5 A stock life insurance company is a corporation authorized to sell life insurance, which is
owned by stockholders and is formed for the purpose of earning a profit for its
stockholders. This is in contrast to another prevailing insurance company structure, the
mutual life insurance company. In this structure, the corporation authorized to sell life
insurance is owned by and operated for the benefit of its policyowners. Black and
Skipper, supra note 39, at 577-78.

8 A domiciliary state is the jurisdiction in which an insurer is incorporated or organized.
See National Association of Insurance Commissioners Model Laws, Regulations and
Guidelines 553-1, § 104 (2007).
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believe it is important that the reach of the exemption and the reach of state insurance law
be the same,

The proposed Exchange Act exemption would apply both to certain existing types
of insurance contracts and to types of contracts that are developed in the future and that
are registered as securities under the Securities Act. The proposed exemption would
apply to indexed annuities that are registered under the Securities Act. However, the
proposed Exchange Act exemption is independent of proposed rule 151A and would
apply to types of contracts in addition to those that are covered by proposed rule 151A.
There are at least two types of existing insurance contracts with respect to which we
intend that the proposed Exchange Act exemption would apply, contracts with so-called
“market value adjustment” (“MVA”) features and insurance contracts that provide certain
guaranteed benefits in connection with assets held in an investor’s account, such as a
mutual fund, brokerage, or investment advisory account.

Contracts including MVA features have, for some time, been registered under the
Securities Act.®® Insurance companies issuing contracts with these features have also
complied with Exchange Act reporting requirements.85 MVA features have historically
been associated with annuity and life insurance contracts that guarantee a specified rate

of return to purchasers.®® In order to protect the insurer against the risk that a purchaser

B Securities Act Release. No. 6645, supra note 35, 51 FR at 20256-58.

8 See, e.g., ING Life Insurance and Annuity Company (Annual Report on Form 10-K
(Mar. 31, 2008)); Protective Life Insurance Company (Annual Report on Form 10-K
(Mar. 31, 2008)); Union Security Insurance Company (Annual Report on Form 10-K
(Mar. 3, 2008}).

B Some indexed annuities also include MV A features. See, e.g., Pre-Effective Amendment
No. 4 to Registration Statement on Form S-1 of PHL Variable Insurance Company (File
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may make withdrawals from the contract at a time when the market value of the insurer’s
assets that support the contract has declined due to rising interest rates, insurers
sometime impose an MV A upon surrender. Under an MV A feature, the msurer adjusts
the proceeds a purchaser receives upon surrender prior to the end of the guarantee period
to reflect changes in the market value of its portfolio securities supporting the contract.
As a result, if a purchaser makes a withdrawal at a time when interest rates arc higher
than at the time of contract issuance (and the market value of the insurer’s assets has
decreased), the proceeds payable upon surrender are adjusted downwards. By contrast, if
interest rates are lower than at the time of contract issuance (and the market value of the
insurer’s assets has increased), the proceeds payable upon surrender are adjusted
upwards.

More recently, some insurance companies have registered under the Securitics
Act insurance contracts that provide certain guarantees in connection with assets held in
an investor’s account, such as a mutual fund, brokerage, or investment advisory
account.”’ As a result, the insurers become subject to Exchange Act reporting
requirements if they are not already subject to those requirements. These contracts, often
called “guaranteed living benefits,” are intended to provide insurance to the purchaser

against the risk of outliving the assets held in the mutual fund, brokerage, or investment

No. 333-132399) (filed Feb. 7, 2007); Initial Registration Statement on Form S-1 of ING
USA Annuity and Life Insurance Company (File No. 333-133153) (filed Apr. 7, 2006),
Pre-Effective Amendment No. 2 to Registration Statement on Form S-3 of Allstate Life
Insurance Company (File No. 333-117685) (filed Dec. 20, 2004).

s See, e.g., PHL Variable Life Insurance Company, File No. 333-137802 (Form S-1 filed
Feb. 25, 2008); Genworth Life and Annuity Insurance Company, File No. 333-143494
(Form S-1 filed Apr. 4, 2008).
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advisory account. An example of a guaranteed living benefit is a contract that
guarantees regular income payments for the life of the purchaser to the extent that the
value of the purchaser’s investment in the relevant account is not sufficient to provide
such payments. Such a contract could, for example, guarantee that if the purchaser
withdraws no more than five percent per year of the amount invested, and if withdrawals
and market performance reduce the account value to a zero balance, the insurer will
thereafter make annual payments to the purchaser in an amount equal to five percent of
the amount invested.

As noted above, the proposed Exchange Act exemption would also apply with
respect to a guarantee of a security if the guaranteed security is subject to regulation
under state insurance law.®® We are proposing this provision because we believe that it
would be appropriate to exempt from Exchange Act reporting an insurer that provides a
guarantee of an insurance contract (that is also a security) when the insurer would not be
subject to Exchange Act reporting if it had issued the guaranteed contract. This situatton
may arise, for example, when an insurance company issues a contract that is a security
and its affiliate, also an insurance company, provides a guarantee of benefits provided
under the first company’s contract.”

Finally, the proposed exemption would be unavailable with respect to any security

that constitutes an equity interest in the issuing insurance company. As a general matier,

8 The Securities Act defines “security” in Section 2(a)(1) of the Act [15 U.8.C. 77b(a}1)].
That definition provides that a guarantee of any of the instruments included in the
definition is also a security.
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For example, an insurance company may offer a registered variable annuity, and a parent
or other affiliate of the issuing insurance company may act as guarantor for the issuing
company’s insurance obligations under the contract.




an equity interest in an insurer would not be covered by the proposed exemption because
it would not be subject to regulation under state insurance law and often would be
publicly traded. Nonetheless, we believe that the rule should expressly preclude any
security that constitutes an equity intetest in the issuing insurance company from being
covered by the proposed exemption. Where investors own an equity interest in an issuing
insurance company, and are therefore dependent on the financial condition of the issuer
for the value of that interest, we believe that they have a significant interest in directly
evaluating the issuers’ financial condition for themselves on an ongoing basis and that
Exchange Act reporting is appropriate.

We request comment on the proposed exemption and in particular on the

following i1ssues:

¢ Should we provide insurance companies with an exemption from the duty under
Section 15(d) of the Exchange Act to file reports required by Section 13(a) of the
Exchange Act with respect to certain securities that are also regulated as
insurance? Should we modify the exemption in any way?

e What securities should be covered by the proposed exemption? Should the
exemption, as proposed, only be availﬁble with respect to securities that are either
subject to regulation under state insurance law or are guarantees of securities that
are subject to regulation under state insurance law? Should the exemption apply
to indexed annuities, contracts with MVA features, and insurance contracts that
provide certain guaranteed benefits in connection with assets held in an investor’s
account, such as a mutual fund, brokerage, or investment advisory account?

Should we limit the exemption to all or any of those three types of securities, or
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should we also make the exemption available to types of securities that may be
issued by insurance companies in the future?

e If we adopt the proposed Exchange Act exemption, should the adopted rule
expressly provide that the exemption is unavailable with respect to any security
that constitutes an equity interest in the issuing insurance company? Should the
rule expressly provide that the exemption is unavailable with respect to debt
securities? If so, how should we define the term “debt securities” so that it does
not cover insurance obligations?

2. Conditions to Exemption

As described above, we believe that the proposed exemption is necessary or
appropriate in the public interest and consistent with the protection of investors because
of the existence of state regulation of insurers’ financial condition and because of the
general absence of trading interest in insurance contracts. We are proposing that the
Exchange Act exemption be subject to conditions that are designed to ensure that both of
these factors are, in fact, present in cases where an insurance company is permitted to
rely on the exemption.

Regulation of Insurer’s Financial Condition

In order to rely on the proposed exemption, an insurer must file an annual
statement of its financial condition with, and the insurer must be supervised and its
financial condition examined periodically by, the insurance commissioner, bank

commissioner, or any agency or any officer performing like functions, of the insurer’s
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domiciliary state.” This condition is intended to ensure that an insurer claiming the
exemption is, in fact, subject to state insurance regulation of its financial condition.
Absent satisfaction of this condition, Exchange Act reporting would not be duplicative of
state insurance regulation, and the proposed exemption would not be available.

Absence of Trading Interest

The proposed Exchange Act exemption would be subject to two conditions
intended to insure that there is no trading interest in securities with respect to which the
exemption applies. First, the securities may not be listed, traded, or quoted on an
exchange, alternative trading system,”’ inter-dealer quotation system,”” electronic
communications network, or any other similar system, network, or publication for trading
or quoting.”® This condition is designed to ensure that there is no established trading
market for the securities. Second, the issuing insurance company must take steps
reasonably designed to ensure that a trading market for the securities does not develop,
including requiring written notice to, and acceptance by, the insurance company prior to
any assignment or other transfer of the securities and reserving the right to refuse

assignments or other transfers of the securities at any time on a non-discriminatory

0 Proposed rule 12h-7(c). Cf. Section 26(f)(2)(B)(ii} and (iii) of the Investment Company
Act [15 U.S.C. 80a-26(£)(2)(B)(ii) and (iii)] (using similar language in requirements that
apply to insurance companies that sell variable insurance products).

o For this purpose, “alternative trading system” would have the same meaning as in
Regulation ATS. See I7 CFR 242.300(a) (definition of “alternative trading system™).

i For this purpose, “inter-dealer quotation system” would have the same meaning as in
Exchange Act rule 15¢2-11. See 17 CFR 240.15¢2-11(e)(2) (definition of “inter-dealer

quotation system”).

i Proposed rule 12h-7(d).
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basis.” This condition is designed to ensure that the insurer takes reasonable steps to
ensure the absence of trading interest in the securities. We recognize that insurance
contracts typically permit assignment in some circumstances. The proposed condition is
intended to permit these assignments to continue while requiring the insurer to monitor
assignments and, if it observes development of trading interest in the securities, to step in
and refuse assignments related to this trading interest. We understand that it is
commonplace for insurers today to include restrictions on assignments in their contracts
similar to those that would be required by the proposed rule

We request comment generally on the proposed conditions to the Exchange Act

exemption and specifically on the following issues:

s Are the proposed conditions appropriate? Will they help to ensure that the
proposed exemption is necessary or appropriate in the public interest and
consistent with the protection of investors?

s Should we, as proposed, condition the exemption on the insurer filing an annual
statement of its financial condition with its home state insurance regulator?
Should we require more or less frequent filings relating to financial condition,
e.g., quarterly, semi-annually, every two years, etc.?

e Should we require, as a condition to the exemption, any public disclosure of the
insurer’s financial condition, either through filing with us or by posting on the
insurer’s Web site? Should we require that an insurer post on its Web site, or

make available to investors on request, any reports of financial condition that it

o Proposed rule 12h-7(€).

53 See Roth, supra note 72, at 4 n. 4.
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files with state insurance regulators or any third-party ratings of its claims-paying
ability? Should we require, as a condition to the exemption, an insurer to report
to the Commission, disclose to its contract owners, and/or publicly disclose any
material disciplinary action undertaken, or material deficiency identified by, a
state insurance regulator that relates to the insurer’s financial condition or any

other matter?

s Should we require, as a condition to the exemption, that the insurer be subject to

supervision and periodic examination of its financial condition by its home state
regulator, as proposed? Is the proposed condition consistent with state insurance
regulation? Are there other conditions that should be imposed relating to
supervision by the state insurance regulator?

Should the Exchange Act exemption include conditions designed to limit trading
interest in the securities? If so, are the proposed conditions appropriate? Does
the proposed rule place appropriate restrictions on transfers of securities with
respect to which the exemption is claimed without unduly resiricting transfers in a
manner that would be harmful to investors’ interests?

IV. GENERAL REQUEST FOR COMMENTS

The Commission requests comment on the rules proposed in this release, whether
any further changes to our rules are necessary or appropriate to implement the objectives
of our proposed rules, and on other matters that might affect the proposals contained in

this release.

60




V. PAPERWORK REDUCTION ACT

A. Background

Proposed rule 151A contains no new “collection of information” requirements
within the meaning of the Paperwork Reduction Act of 1995 (“PRA™). % However, we
believe that proposed rule 151A would, if adopted, result in an increase in the disclosure
burden associated with existing Form $-1 as a result of additional filings that would be
made on Form S-1.*7 Form S-1 contains “collection of information” requirements within
the meaning of the PRA. Although we are not proposing to amend Form S-1, we are
submitting the Form S-1 “collection of information” (“Form S-1 (OMB Control No.
3235-0065)), which we estimate would increase as a result of proposed rule 151A, to the
Office of Management and Budget (“OMB?”) for review and approval in accordance with
the PRA.*®

We adopted existing Form S-1 pursuant to the Securities Act. This form sets
forth the disclosure requirements for registration statements that are prepared by eligible
issuers to provide investors with the information they need to make informed investment
decisions in registered offerings. We anticipate that indexed annuities that register under

the Securities Act would generally register on Form S-1 9

76 44 U.S.C. 3501 et seq.
7 17 CFR 239.11.

» 44 U.S.C. 3507(d); 5 CFR 1320.11.
i Some Securities Act offerings are registered on Form S-3 {17 CFR 239.13]. We do not
believe that proposed rule 151A would have any significant impact on the disclosure
burden associated with Form 8-3 becausc we belicve that very few insurance companies
that issue indexed annuities would be eligible to register those contracts on Form S5-3. In
order to be eligible to file on Form 5-3, an issuer, must, among other things, have filed
Exchange Act reports for a period of at least 12 calendar months. General Instruction
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The hours and costs associated with preparing disclosure, filing forms, and
relaining records constitute reporting and cost burdens imposed by the collection of
information. An agency may not conduct or sponsor, and a person is not required to
respond to, a collection of information unless it displays a currently valid OMB control
number.

The information collection requirements related to registration statements on
Form S-1 are mandatory. There is no mandatory retention period for the information
disclosed, and the information disclosed would be made publicly available on the
EDGAR filing system.

B. Summary of Information Collection

Because proposed rule 151A would affect the number of filings on Form S-1 but
not the disclosure required by this form, we do not believe that the amendments will
impose any new recordkeeping or information collection requirements. However, we
expect that some insurance companies will register indexed annuities in the future that
they would not previously have registered. We believe this will result in an increase in

the number of annual responses expected with respect to Form S-1 and in the disclosure

1.A3. of Form S-3. Very few insurance companies that issuc indexed annuities today are
currently eligible to file Form S-3. Further, if we adopt the proposed Exchange Act
reporting exemption, insurance companies that issue indexed annuities and rely on the
exemption would not meet the eligibility requirements for Form S8-3.

We also do not believe that the proposed rules would have any significant impact on the
disclosure burden associated with reporting under the Exchange Act on Forms 10-K,
10-Q, and 8-K. As a result of proposed rule 12h-7, insurance companies would not be
required to file Exchange Act reports on these forms in connection with indexed annuities
that are registered under the Securities Act. While proposed rule 12h-7 would permit
some insurance companies that are currently required to file Exchange Act reports as a
result of issuing insurance contracts that are registered under the Securities Act to cease
filing those reports, the number of such companies is insignificant compared to the total
number of Exchange Act reporting companies.
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burden associated with Form S-1. At the same time, we expect that, on a per response
basis, proposed rule 151A would decrease the existing disclosure burden for Form S-1.
This is because the disclosure burden for each indexed annuity on Form S-1 is likely to
be lower than the existing burden per respondent on Form S-1. The decreased burden per
response on Form S-1 would partially offset the increased burden resulting from the
increase in the annual number of responses on Form S-1. We believe that, in the
aggregate, the disclosure burden for Form S-1 would increase if proposed rule 151A were
adopted.

C.  Paperwork Reduction Act Burden Estimates

For purposes of the PRA, we estimate that our proposal will result in an annual
increase in the paperwork burden for companies to comply with the Form S-1 collection
of information requirements of approximately 60,000 hours of in-house company
personnel time and approximately $72,000,000 for the services of outside professionals.
These estimates represent the combined effect of an expected increase in the number of
armual responses on Form S-1 and a decrease in the expected burden per response. These
estimates include the time and the cost of preparing and reviewing disclosure, filing
documents, and retaining records. Our methodologies for deriving the above estimates
are discussed below.

We are proposing a new definition of “annuity contract” that, on a prospective
basis, would define a class of indexed annuities that are not “annuity contracts” or
“optional annuity contracts” for purposes of Section 3(a)(8) of the Securities Act, which

provides an exemption under the Securities Act for certain insurance contracts. These
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indexed annuities would, on a prospective basis, be required to register under the

Securities Act on Form S-1.'%

Increase in Number of Annual Responses

For purposes of the PRA, we estimate that there would be an annual increase of
400 responses on Form S-1 as a result of the proposal. In 2007, there were 322 indexed
annuity contracts offered.’”! For purposes of the PRA analysis, we assume that 400
indexed annuities will be offered each year. This allows for some escalation in the
number of contracts offered in the future over the number offered in 2007. Our Office of
Economic Analysis has considered the effect of the proposed rule on indexed annuity
contracts with typical terms and has determined that these contracts would not meet the
definition of “annuity contract” or “optional annuity contract” if they were to be issued
after the effective date of the proposed rule, if adopted as proposed. Therefore, we
assume that all indexed annuities that are offered will be registered, and that each of the
400 registered indexed annuities would be the subject of one response per year on Form

S-1,'% resulting in the estimated annual increase of 400 responses of Form S-1.

W gome Securities Act offerings are registered on Form S-3, but we believe that very few, if
any, insurance companies that issue indexed annuities would be eligible to register those

contracts on Form S-3. See supra note 99.
101 NAVA, supra note 6, at 57.

102 Annuity contracts are typically offered to purchasers on a continuous basis, and as a
result, an insurer offering an annuity contract that is registered under the Securities Act
generally would be required to update the registration statement once a year. See Section
10(a)(3) of the Securities Act [15 U.S.C. 77j(a)(3)] (when prospectus used more than 9
months after effective date of registration statement, information therein generally
required to be not more than 16 months old).
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Decrease in Expected Hours Per Response

For purposes of the PRA, we estimate that there would be a decrease of 265 hours
per response on Form S-1 as a result of our proposal. Current OMB estimates and recent
Commission rulemaking estimate the hours per response on Form S-1 as 1,176.'" The
current hour estimate represents the burden for all issuers, both large and small. We
believe that registration statements on Form S-1 for indexed annuities would result in a
significantly lower number of hours per response, which, based on our experience with
other similar contracts, we estimate as 600 hours per indexed annuity response on Form
S-1. We attribute this lower estimate to two factors. First, the estimated 400 indexed
annuity registration statements will likely be filed by far fewer than 400 different
insurance companif:s,104 and a significant part of the information in each of the multiple
registration statements filed by a single insurance company will be the same, resulting in
economies of scale with respect to the multiple filings. Second, many of the 400
responses on Form S-1 each year will be annual updates to registration statements for
existing contracts, rather than new registration statements, resulting in a significantly
lower hour burden than a new registration statement.'™ Combining our estimate of 600
hours per indexed annuity response on Form S-1 (for an estimated 400 responses) with

the existing estimate of 1,176 hours per response on Form S-1 (for an estimated 471

0 See Securities Act Release No. 8878 (Dec. 19, 2007) [72 FR 73534, 73547 (Dec. 27,
2007)).

14 The 322 indexed annuities offered m 2007 were issued by 58 insurance companies. See

NAVA, supra note 6, at 57.

193 See supra note 102.
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rf:sponses),"J6 our new estimate is 911 hours per response (((400 x 600) + (471 x
1,176))/871).
Net Increage in Burden

To calculate the total effect of the proposed rules on the overall comphance
burden for all issuers, large and small, we added the burden associated with the 400
additional Forms S-1 that we estimate will be filed annually in the future and subtracted
the burden associated with our reduced estimate of 911 hours for each of the current
estimated 471 responses. We used current OMB estimates in our calculation of the hours
and cost burden associated with preparing, reviewing, and filing Form S-1.

Consistent with current OMB estimates and recent Commission rulemaking,'”’ we
estimate that 25% of the burden of preparation of Form S-1 1s carried by the company
internally and that 75% of the burden is carried by outside professionals retained by the
issuer at an average cost of $400 per hour.'® The portion of the burden carried by
outside professionals is reflected as a cost, while the burden carried by the company
internally is reflected in hours.

The tables below illustrate our estimates concerning the incremental annual

compliance burden in the collection of information in hours and cost for Form S-1.

e See Supporting Statement to the Office of Management and Budget under the PRA for
Securities Act Release No. 8878, available at:

http.//www.reginfo gov/public/do/DownloadDocument?documentiD=61 283&version=1,
107 See Securities Act Release No. 8878, supra note 103, 72 FR at 73547,

108 Id. at n. 110 and accompanying text.
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Incremental PRA Burden Due to Increased Filings

Estimated Increase in Hours/Resoonse Incremental Burden
Annual Responses P (hours)
400 911 364,400

Incremental Decrease in PRA Burden Due to Decrease in Hours Per Response

Estimated Decrease in | Current Estimated Number | Incremental Decrease
Hours/Response of Annual Filings in Burden (hours)

(265) 471 (124,800)

Summary of Change in Incremental Compliance Burden

Incremental Burden 25% lIssuer 75% Professional $400/hr.
{hours) (hours) {(hours) Professional Cost
240,000 60,000 180,000 $72,000,000

D. Request for Comment

Pursuant to 44 U.S.C. 3506{c)(2)(B), we request comments to: (1) evaluate
whether the proposed collections of information are necessary for the proper performance
of the functions of the agency, including whether the information would have practical
utility; (2) evaluate the accuracy of our estimate of the burden of the proposed collections
of information; (3) determine whether there are ways to enhance the quality, utility, and
clarity of the information to be collected; and (4) evaluate whether there are ways to
minimize the burden of the collections of information on those who are to respond,
including through the use of automated collection techniques or other forms of
information technology. We note that the PRA burden will depend on the number of
indexed annuity contracts that, under any rule we adopt, are not “annuity contracts,” and
therefore will be required to register under the Securities Act. We have assumed, for

purposes of the PRA, that all indexed annuitics would not be “annuity contracts” under
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the rule and that, if the proposed rule were adopted, they would be required to be
registered under the Securities Act. We request comment regarding this assumption and,
more generally, on the percentage, or number, of indexed annuities that would be
required to register under the Securities Act if the proposed rule were adopted.

Persons submitting comments on the collection of information requirements
should direct the comments to OMB, Attention: Desk Officer for the Securities and
Exchange Commission, Office of Information and Regulatory Affairs, Washington, DC
20503, and should send a copy of the comments to Office of the Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-9303, with reference
to File No §7-14-08. Requests for materials submitted to OMB by the Commission with
regard to this collection of information should be in writing, refer to File No. 5§7-14-08,
and be submitted to the Securities and Exchange Commission, Records Management
Office, 100 F Street, NE, Washington, DC 20549-1110. OMB is required to make a
decision concemning the collections of information between 30 and 60 days after
publication of this release. Consequently, a comment to OMB is best assured of having
its full effect if OMB receives it within 30 days of publication.

VI. COST/BENEFIT ANALYSIS

The Commission is sensitive to the costs and benefits imposed by its rules.
Proposed rule 151A is intended to clarify the status under the federal securities laws of
indexed annuities, under which payments to the purchaser are dependent on the
performance of a securities index. Section 3(a)(8) of the Securities Act provides an
exemption for certain insurance contracts. The proposed rule would prospectively

define certain indexed annuities as not being “annuity contracts” or “optional annuity
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contracts” under this insurance exemption if the amounts payable by the insurer under the
contract are more likely than not to exceed the amounts guaranteed under the contract.
With respect to these annuities, investors would be entitled to all the protections of the
federal securities laws, including full and fair disclosure and sales practice protections.
We are also proposing new rule 12h-7 under the Exchange Act, which would exempt
certain insurance companies from Exchange Act reporting with respect to indexed
annuities and certain other securities that are registered under the Securities Act and
regulated as insurance under state law.

A. Benefits

Possible benefits of the proposed amendments include the following:
(i} enhanced disclosure of information needed to make informed investment decisions
about indexed annuities; (ii) sales practice protections would apply with respect to those
indexed annuities that are outside the insurance exemption,; (iii) greater regulatory
certainty with regard to the status of indexed annuities under the federal securities laws;
(iv) enhanced competition; and (v) relief from Exchange Act reporting obligations to
insurers that issue certain securities that are regulated as insurance under state law,
Disclosure

Proposed rule 151 A would extend the benefits of full and fair disclosure under the
federal securities laws to investors in indexed annuities that, under the proposed rule, fall
outside the insurance exemption. Without such disclosure, investors face significant
obstacles in making informed investment decisions with regard to purchasing indexed

annuities that expose investors to securities investment risk. Extending the federal
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securities disclosure regime to such indexed annuities that impose securities investment
rigk should help to provide investors with the information they need.

Disclosures that would be required for registered indexed annuities include
information about costs (such as surrender charges); the method of computing indexed
return (e.g., applicable index, method for determining change in index, caps, participation
rates, spreads); minimum guarantees, as well as guarantees, or lack thereof, with respect
to the method for computing indexed return; and benefits (lump sum, as well as annuity
and death benefits). We think there are significant benefits to the disclosures provided
under the federal securities laws. This information will be public and accessible to all
investors, intermediaries, third party information providers, and others through the SEC’s
EDGAR system. Public availability of this information would be helpful to investors in
making informed decisions about purchasing indexed annuities. The information would
enhance investors’ ability to compare various indexed annuities and also to compare
indexed annuities with mutual funds, variable annuities, and other securities and financial
products. The potential liability for materially false and misleading statements and
omissions under the federal securities laws would provide additional encouragement for
accurate, relevant, and complete disclosures by insurers that issue indexed annuities and
by the broker-dealers who sell them.'®

In addition, we believe that potential purchasers of indexed annuities that an

insurer determines do not fall outside the insurance exemption under the proposed rule

109 See. e.g., Section 12(a)(2) of the Securities Act {15 U.S.C. 771(a)(2)] (imposing liability
for materially false or misleading statements in a prospectus or oral communication,
subject to a reasonable care defense). See also Section 10(b) of the Exchange Act {15
U.8.C. 78j(b)]; rule 10b-5 under the Exchange Act [17 CFR 240.10b-3]; Section 17 of the
Securities Act [15 U.S.C. 77q] (general antifraud provisions).
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may benefit from enhanced information available as a result of the proposed rule. An
indexed annuity that is not registered under the Securities Act after the adoption of
proposed rule 151 A would reflect the insurer’s determination that investors in the annuity
would not receive more than the amounts guaranteed under the contract at least half the
time. This information would help a purchaser to evaluate the value of the index-based
return.

Sales Practice Protections

Investors would also benefit because, under the federal securities laws, persons
effecting transactions in indexed annuities that fall outside the insurance exemption under
proposed rule 151A would be required to be registered broker-dealers or become
associated persons of a broker-dealer through a networking arrangement. Thus, the
broker-dealer sales practice protections would apply to transactions in registered indexed
annuities. As a result, investors who purchase these indexed annuities after the effective
date of proposed rule 151A would receive the benefits associated with a registered
representative’s obligation to make only recommendations that are suitable. The
registered representatives who sell registered indexed annuities would be subject to
supervision by the broker-dealer with which they are associated. Both the selling
broker-dealer and its registered representatives would be subject to the oversight of

FINRA."? The registered broker-dealers would also be required to comply with specific

1e Cf. NASD Rule 2821 (recently adopted rule designed to enhance broker-dealers’
compliance and supervisory systems and provide more comprehensive and targeted
protection to investors regarding deferred variable annuities). See Order Approving
FINRA’s NASD Ruie 2821 Regarding Members’ Responsibilities for Deferred Variable
Annuities (Approval Order), Sccuritics Exchange Act Release No. 56375 (Sept. 7, 2007),
72 FR 52403 (Sept. 13, 2007) (SR-NASD-2004-183); Corrective Order, Securities
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books and records, supervisory, and other compliance requirements under the federal
securities laws, as well as be subject to the Commission’s general inspections and, where
warranted, enforcement powets,

Regulatory Certainty

Proposed rule 151A would provide the benefit of increased regulatory certainty to
insurance companies that issue indexed annuities and the distributors who sell them, as
well as to purchasers of indexed annuities. The status of indexed annuities under the
federal securities laws has been uncertain since their introduction in the mid-1990s.
Under existing precedents, the status of each indexed annuity is determined based on a
facts and circumstances analysis of factors that have been articulated by the U.S.
Supreme Court. Proposed rule 151 A would bring greater certainty into this area by
defining a class of indexed annuities that are outside the scope of the insurance
exemption and by providing that an insurer’s determination, in accordance with the
proposed rule, would be conclusive.

Enhanced Competition

Proposed rule 151 A may result in enhanced competition among indexed
annuities, as well as between indexed annuities and other competing financial products,
such as mutual funds and variable annuities. Proposed rule 151 A would result in
enhanced disclosure, and, as a result, more informed investment decisions by potential
investors, which may enhance competition among indexed annuities and competing

products. The greater clarity that results from proposed rule 151A may enhance

Exchange Act Release No. 56375A (Sept. 14, 2007}, 72 FR 53612 (September 19, 2007)
(SR-NASD-2004-183) (correcting the rule’s effective date).
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competition as well because insurers who may have been reluctant to issue indexed
annuities while their status was uncertain may now decide to enter the market. Similarly,
registered broker-dealers who currently may be unwilling to sell unregistered indexed
annuities because of their uncertain regulatory status may become willing to sell indexed
annuities that are registered, thereby increasing competition among distributors of
indexed annuities. Further, we believe that the proposed Exchange Act exemption may
enhance competition among insurance products and between insurance products and
other financial products because the exemption may encourage insurers to innovate and
introduce a range of new insurance contracts that are securities, since the exemption
would reduce the regulatory costs associated with doing so. Increased competition may
benefit investors through improvements in the terms of insurance products and other
financial products, such as reductions of direct or indirect fees.

Relief from Reporting Obligations

In addition, the proposed exemption from Exchange Act reporting requirements
with respect to certain securities that are regulated as insurance under state law would
provide a cost savings to insurers. We have identified approximately 24 insurance
companies that currently are subject to Exchange Act reporting obligations solely as a
result of issuing insurance contracts that are securities and that we believe would, if we

adopt proposed rule 12h-7, be exempted from Exchange Act reporting obligations."'! We

1t In addition, if we adopt both proposed rules 151A and 12h-7, insurers that currently are

not Exchange Act reporting companies and that would be required to register indexed
annuities under the Securities Act could avail themselves of the Exchange Act exemption
and obtain the benefits of the exemption. 'We have not included potential cost savings to
these companies i our computation because they are not currently Exchange Act
reporting comparlies.
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estimate that, each year, these insurers file an estimated 24 annual reports on Form 10-K,
72 quarterly reports on Form 10-Q, and 26 reports on Form 8-K."'"” Based on current cost
estimates, we believe that the total estimated annual cost savings to these companies
would be approximately $15,414,600.'1

2. Costs

While our proposal would result in significant cost savings for insurers as a result
of the proposed exemption from Exchange Act reporting requirements, we believe that
there would be costs associated with the proposal. These would include costs associated
with: (i) determining under proposed rule 151A whether amounts payable by the insurer
under an indexed annuity are more likely than not to exceed the amounts guaranteed
under the contract; (ii) preparing and filing required Securities Act registration statements

with the Commission; (iii) printing prospectuses and providing them to investors;

1 These estimates are based on the requirement to file one Form 10-K each year and three

Forms 10-Q each year, and on our review of the actual number of Form 8-K filings by
these insurers in calendar year 2007.

1 This consists of $8,748,950 attributable to internal personnel costs, representing 49,994
burden hours at $175 per hour, and $6,665,600 attributable to the costs of outside
professionals, representing 16,664 burden hours at $400 per hour. Our estimates of $175
per hour for internal time and $400 per hours for outside professionals are consistent with
the estimates that we have used in recent rulemaking releases.

Our total burden hour estimate for Forms 10-K, 10-Q, and 8-K is 66,658 hours, which,
consistent with current OMB estimates and recent Commission rulemaking, we have
allocated 75% (49,994 hours) to the insurers internally and 25% (16,664 hours) to cutside
professional time. See Supporting Statement to the Office of Management and Budget
under the PRA for Securities Act Release No. 8819, available at:

http://www reginfo. gov/public/do/DownloadDocument?documentID=42924& versign=1.
The total burden hour estimate was derived as follows. The burden attributable to Form
10-K is 52,704 hours, representing 24 Forms 10-K at 2,196 hours per Form 10-K. The
burden attributable to Form 10-Q is 13,824 hours, representing 72 Forms 10-Q at 192
hours per Form 10-Q. The burden attributable to Form 8-K is 130 hours, representing 26
Forms 8-X at 5 hours per Form 8-K. The burden hours per response for Form 10-K
(2,196 hours), Form 10-Q (192 hours), and Form 8-K (5 hours) are consistent with
current OMB estimates.
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(iv) entering into a networking arrangement with a registered broker-dealer for those
entities that are not currently parties to a networking arrangement or registered as broker-
dealers and that intend to distribute indexed annuities that are registered as securities;' "
(v) loss of revenue to insurance companies that determine to ceasc issuing indexed
annuities; and (vi) diminished competition that may result if some insurance companies

cease issuing indexed annuities.

Determination Under Proposed Rule 151A

Insurers may incur costs in performing the analysis necessary to determine
whether amounts payable under an indexed annuity would be more likely than not to
exceed the amounts guaranteed under the contract. This analysis calls for the insurer to
analyze expected outcomes under various scenarios involving different facts and
circumstances. Insurers routinely undertake such analyses for purposes of pricing and
hedging their contracts.'” As a result, we believe that the costs of undertaking the
analysis for purposes of the proposed rule may not be significant. However, the
determinations necessary under the proposed rule may result in some additional costs for
insurers that issue indexed annuities, either because the timing of the determination does
not coincide with other similar analyses undertaken by the insurer or because the level or

type of actuarial and legal analysis that the insurer would determine is appropriate under

1 While some distributors may register as broker-dealers or cease distributing indexed

annuities that would be required to be registered as a result of proposed rule 151 A, based
on our experience with insurance companies that issue insurance products that are also
securities, we believe that the vast majority would continue to distribute those indexed
annuities via networking arrangements with registered broker-dealers, as discussed
below,

115

See generally Black and Skipper, supra note 39, at 26-47, 890-899.
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the proposed rule is different or greater than that undertaken for other purposes, or for
other reasons. These costs, if any, could include the costs of software, as well as the
costs of internal personnel and external consultants (e.g., actuarial, accounting, legal).

Securities Act Registration Statements

Insurers will incur costs associated with preparing and filing registration
statements for indexed annuities that are outside the insurance exemption as a result of
proposed rule 151A. These include the costs of preparing and reviewing disclosure,
filing documents, and retaining records. As noted above, our Office of Economic
Analysis has considered the effect of the proposed rule on indexed annuity contracts with
typical terms and has determined that these contracts would not meet the definition of
“annuity contract” or “optional annuity contract” if they were issued afier the effective
date of the proposed rule, if adopted as proposed. For purposes of the PRA, we have
estimated an annual increase in the paperwork burden for companies to comply with the
proposed rules to be 60,000 hours of in-house company personnel ttme and $72,000,000
for services of outside professionals. We estimate that the additional burden hours of in-
house company personnel time would equal total internal costs of § 10,500,000"1¢
annually, resulting in aggregate annual costs of $82,500,000'"7 for in-house personnel
and outside professionals. These costs reflect the assumption that filings will be made on

Form S-1 for 400 contracts each year, which we made for purposes of the PRA.

1e This cost increase is estimated by multiplying the total annual hour burden (60,000 hours)
by the estimated hourly wage rate of $175 per hour. Consistent with recent rulemaking
releases, we estimate the value of work performed by the company mnternally at a cost of
$ 175 per hour.

1w $10,500,000 (in-house personnel) + $72,000,000 (outside professionals).
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Costs of Printing Prospectuses and Providing them to Investors

Insurers will also iIncur costs to print and provide prospectuses to investors for
indexed annuities that are outside the insurance exemption as a result of proposed rule
151A. For purposes of the PRA, we have estimated that registration statements would be
filed for 400 indexed annuities per year. We estimate that it would cost $0.35 to print
each prospectus and $1.21 to mail cach prospectus,’'? for a total of $1.56 per
pn:ovs-:.pectus.1 ' These estimates would be reduced to the extent that prospectuses are
delivered in person or electronically, or to the extent that Securities Act prospectuses are
substituted for written materials used today, rather than being delivered in addition to
those materials.

Networking Arangements with Registered Broker-Dealers

Proposed rule 151 A may impose costs on indexed annuity distributors that are not
currently parties to a networking arrangement or registered as broker-dealers. While
these entities may choose to register as broker-dealers, in order to continue to distribute

indexed annuities that are registered as securities, these distributors would likely enter

1 These estimates reflect estimates provided to us by Broadridge Financial Solutions, Inc.,

in connection with our recent proposal to create a summary prospectus for mutual funds.
The estimates depend on factors such as page length and number of copies printed and
not on the content of the disclosures. Because we believe that these factors may be
reasonably comparable for indexed annuity and mutual fund prospectuses, we believe
that it is reasonable to use these estimates in the context of indexed annuities. See
Memorandum to File number $7-28-07 regarding October 27, 2007 meeting between
Commission staff members and representatives of Broadridge Financial Solutions, Inc.
{Nov. 28, 2007). The memorandum is available for inspection and copying in File No.
§7-28-07 in the Commission’s Public Reference Room and on the Commission’s Web
site at http://www.sec.gov/comments/s7-28-07/s72807-5.pdf.

fe We note that we solicit specific comment on the average number of prospectuses that

would be provided each year to offerees and/or purchasers of a registered indexed
annuity. This information may assist us in estimating an aggregate cost for printing and
providing prospectuses.
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into a networking arrangement with a registered broker-dealer. Under these
arrangements, an affiliated or third-party broker-dealer provides brokerage services for an
insurance agency’s customers, in connection with transactions in insurance products that
are also securities. Entering into a networking arrangement would impose costs
associated with contracting with the registered broker-dealer regarding the terms,
conditions, and obligations of each party to the arrangement. We anticipate that a
distributor would incur legal costs in connection with entering into a networking
arrangement with a registered broker-dealer, as well as ongoing costs associated with
monitoring compliance with the termns of the networking arrangement.'*

Possible Loss of Revenue

Insurance companies that determine that indexed annuities are outside the
insurance exemption under proposed rule 151A could either choose to register those
annuities under the Securities Act or to cease selling those annuities. If an insurer ceases
selling such annuities, the insurer may experience a loss of revenue. The amount of lost
revenue would depend on actual revenues prior to effectiveness of the proposed rules and
to the particular determinations made by insurers regarding whether to continue to issue
registered indexed annuities. The loss of revenue may be offset, in whole or in part, by
gains in revenue from the sale of other financial products, as purchasers’ need for
financial products will not diminish. These gains could be experienced by the same
insurers who exit the indexed annuity business or they could be experienced by other

insurance companies or other issuers of securities or other financial products.

120 We note that we solicit specific comment on the number of entities that are distributors of
indexed annuities, and on how many are parties to a networking arrangement.

78




Possible Diminished Competition

There could be costs associated with diminished competition as a result of our
proposed rules. In order to issue indexed annuities that are outside the insurance
exemption under proposed rule 1514, insurers would be required to register those
annuities as securities. If some insurers determine to cease issuing indexed annuities
rather than undertake the analysis required by proposed rule 151 A and register those
annuities that are outside the insurance exemption under the proposed rule, there will be
fewer issuers of indexed annuities, which may result in reduced competition. Any
reduction in competition may affect investors through potentially less favorable terms of
insurance products and other financial products, such as increases in direct or indirect
fees. Any reduction in competition must be considered in conjunction with the potential
enhancements to competition that are described in the Benefits section, above.

B. Request for Comments

We request comments on all aspects of this cost/benefit analysis, including
identification of any additional costs or benefits that may result from the proposed
amendments. We also solicit comment on any alternatives to the proposal in light of the
cost-benefit analysis. Commenters are requested to provide empirical data and other
factual support for their views to the extent possible. In particular, we request comment
on the following issues:

¢ Are our quantitative estimates of benefits and costs correct? If not, how should
they be adjusted?
» What are the costs associated with defermining whether amounts payable under

an indexed annuity would be more likely than not to exceed the amounts
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guaranteed under the contract? Are valuation and hedging models currently in
use readily adaptable for the purposes of this calculation? How much, if any,
additional cost would this represent for insurers over and above the costs they
routinely incur for the analysis necessary for pricing and hedging contracts, or for
other purposes?

We have estimated that 400 indexed annuity contracts would be registered on
Form S-1 each year. Is this an accurate estimate, or 1s it too high or too low?
What percentage of indexed annuities currently offered would not be considered
“annuity contracts” or “optional annuity contracts” under proposed rule 151A7
What would the costs of printing and providing prospectuses be for indexed
anmuities that are outside the insurance exemption under proposed rule 151A7
What would the per prospectus printing and mailing costs be? On average, how
many prospectuses would be provided each year for a registered indexed annuity
to offerees and/or purchasers? To what degree would prospectuses be delivered
by mail, in person, or electronically? To what degree would Securities Act
prospectuses be provided in lieu of written materials used today?

What are the costs of entering into a networking arrangement with a registered
broker-dealer? How many entities currently distribute indexed annuities? Of
those, how many have entered into a networking arrangement to sell other
insurance products that are also securities (i.e., variable annuities)? How many
have registered as broker-dealers to sell other insurance products that are also

securities?
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e How much revenue would be lost by insurers that determine to cease issuing
indexed annuities? Would this lost revenue be offset by revenue gains of these
insurance companies or by revenue gains of others? If so, by how much?

VII. CONSIDERATION OF PROMOTION OF EFFICIENCY,

COMPETITION, AND CAPITAL FORMATION; CONSIDERATION OF
BURDEN ON COMPETITION

Section 2(b) of the Securities Act'”!

and Section 3(f) of the Securities Exchange
Act'* require the Commission, when engaging in rulemaking that requires it to consider
or determine whether an action is necessary or appropriate in the public interest, to
consider, in addition to the protection of investors, whether the action will promote
efficiency, competition, and capital formation. Section 23(a)(2) of the Exchange Act'®
requires us, when adopting rules under the Exchange Act, to consider the impact that any
new rule would have on competition. In addition, Section 23(a)(2) prohibits us from
adopting any rule that would impose a burden on competition not necessary or
appropriate in furtherance of the purposes of the Exchange Act.

We believe that proposed rule 151A would promote efficiency by extending the
benefits of the disclosure and sales practice protections of the federal securities laws to
indexed annuities that are more likely than not to provide payments that vary with the
performance of securities. The required disclosures would enable investors to make more

informed investment decisions, and investors would receive the benefits of the sales

practice protections, including a registered representative’s obligation to make only

2 15 U.S.C. 77b(b).
12 15 U.S.C. 78¢(f).

15 15 U.S.C. 78w(a)(2).
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recommendations that are suitable. We believe that these investor protections would
provide better dissemination of investment-related information, enhance investment
decisions by investors, and, ultimately, lead to greater efficiency in the securities markets.

We also anticipate that, because proposed rule 151A would improve investors’
ability to make informed investment decisions, it would lead to increased competition
between issuers and sellers of indexed annuities, mutual funds, variable annuities, and
other financial products, and increased competitiveness in the U.S. capital markets. The
greater clarity that results from proposed rule 151A also may enhance competition
because insurers who may have been reluctant to issue indexed annuities, while their
status was uncertain, may decide to enter the market. Similarly, registered broker-dealers
who currently may be unwilling to sell unregistered indexed annuities because of their
uncertain regulatory status may become willing to sell indexed annuities that are
registered, thereby increasing competition among distributors of indexed annuities.

Proposed rule 151 A might have some negative effects on competition. In order to
issue indexed annuities that are outside the insurance exemption under proposed rule
151A, insurers would be required to register those annuities as securities. If some
insurers determine to cease issuing indexed annuities rather than undertake the analysis
required by proposed rule 151A and register those annuities that are outside the insurance
exemption under the proposed rule, there will be fewer issuers of indexed annuities,
which may result in reduced competition. Any reduction in competition must be

considered in conjunction with the potential enhancements to competition that are

described in the preceding paragraph.
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We also anticipate that the increased market efficiency resulting from enhanced
investor protections under proposed rule 151 A could promote capital formation by
improving the flow of information between insurers that issue indexed annuities, the
distributors of those annuities, and investors.

Proposed rule 12h-7 would provide insurance companies with an exemption from
Exchange Act reporting with respect to indexed annuities and certain other securities that
are regulated as insurance under state law. We have proposed this exemption because the
concerns that Exchange Act financial disclosures are intended to address are generally
not implicated where an insurer’s financial condition and ability to meet its contractual
obligations are subject to oversight under state law and where there is no trading interest
in an insurance contract. Accordingly, we believe that the proposed exemption would
improve efficiency by eliminating potentially duplicative and burdensome regulation
relating to insurers’ financial condition. Furthermore, we believe that proposed rule
12h-7 would not impose any burden on competition. Rather, we believe that the
proposed rule would enhance competition among insurance products and between
insurance products and other financial products because the exemption may encourage
insurers to innovate and introduce a range of new insurance contracts that are securities,
since the exemption would reduce the regulatory costs associated with doing so. We also
anticipate that the innovations in product development could promote capital formation
by providing new investment opportunities for investors.

We request comment on whether the proposed amendments, if adopted, would

promote efficiency, competition, and capital formation. We also request comment on any
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anti-competitive effects of the proposed rules. Commenters are requested to provide
empirical data and other factual support for their views.
VIII. INITIAL REGULATORY FLEXIBILITY ANALYSIS

This Initial Regulatory Flexibility Analysis has been prepared in accordance with
the Regulatory Flexibility Act. 124 Tt relates to the Commission’s proposed rule 151 A that
would define the terms “annuity contract” and “optional annuity contract” under the
Securities Act of 1933 and proposed rule 12h-7 that would exempt insurance companies
from filing reports under the Securities Exchange Act of 1934 with respect to indexed
annuities and other securities that are registered under the Securties Act, subject to
certain conditions.

A, Reasons for, and Objective of, Proposed Amendments

We are proposing the definition of the terms “annuity contract” and “optional
annuity contract” to provide greater clarity with regard to the status of indexed annuities
under the federal securities laws. We believe this would enhance investor protection and
would provide greater certainty to the issuers and sellers of these products with respect to
their obligations under the federal securities laws. We are proposing the exemption from
Exchange Act reporting because we believe that the concerns that periodic financial
disclosures are intended to address are generally not implicated where an insurer’s
financial condition and ability to meet its contractual obligations are subject to oversight

under state law and where there is no trading interest in an insurance contract.

124 5U.S.C. 603 et seq.
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B. Legal Basis

The Commission is proposing rules 151A and 12h-7 pursuant to the authority set
forth in Sections 3(a)(8) and 19(a) of the Securities Act [15 U.S.C. 77c(a}8) and 77s(a)]
and Sections 12(h), 13, 15, 23(a), and 36 of the Exchange Act [15 U.S.C. 78l(h), 78m,
780, 78w(a), and 78mm].

C. Small Entities Subject to the Proposed Rules

The Commission’s rules define “small business” and “small organization”™ for
purpﬁses of the Regulatory Flexibility Act for each of the types of entities regulated by
the Commission.'?’ Rule 0-10(a)'? defines an issuer, other than an investment company,
to be a “small business” or “small organization” for purposes of the Regulatory
Flexibility Act if it had total assets of $5 million or less on the last day of its most recent

. . . . o, " 12
fiscal year. 127 No insurers currently issuing indexed annuities are small entities. ¥ In

P2 See rule 157 under the Securities Act [17 CFR 230.157]; rule 0-10 under the Exchange
Act [17 CFR 240,0-10].

126 17 CFR 240.0-10(a).

12 Securities Act rule 157(a) [17 CFR 157(a)] generally defines an issuer, other than an
investment company, to be & “small business” or “small organization™ for purposes of the
Regulatory Flexibility Act if it had total assets of $5 million or less on the last day of its
most recent fiscal year and it is conducting or proposing to conduct a securities offering
of $5 million or less. For purposes of our analysis, however, we use the Exchange Act
definition of “small business™ or “small entity” because that definition includes more
issuers than does the Securities Act definition and, as a result, assures that the defimition
we use would not itself lead to an understatement of the impact of the amendments on
small entities.

128 The staff has determined that each insurance company that currently offers indexed

annuities has total assets significantly in excess of $5 million. The staff compiled a list of
indexed annuity issuers from four sources: AnnuitySpecs, Carrier List,
htip.//www.annuityspecs.com/Page.aspx7s=carrierlist; Annuity Advantage, Equity
Indexed Annuity Data, hitp://www annuityadvantage.comn/annuitydataequity. htm;

Advantage Compendium, Current Rates,

http.//'www indexannuity.org/rates_by_carrier him; and a search of BEST'S COMPANY

REPORTS (available on LEXIS) for indexed annuity issuers, The total assets of each
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addition, no other insurers that would be covered by the proposed Exchange Act
exemption are small entities. 12

While there are no small entities among the insurers who are subject to the
proposed rules, we note that there may be small entities among distributors of indexed
annuities. Proposed rule 1514, if adopted as proposed, may affect indexed annuity
distributors who are not currently parties to a networking arrangement or registered as
broker-dealers. While these entities may choose to register as broker-dealers, in order to
continue to distribute indexed annuities that are registered as securities, these distributors
would likely enter into a networking arrangement with a registered broker-dealer. 130
Under these arrangements, an affiliated or third-party broker-dealer provides brokerage
services for an insurance agency’s customers, in connection with transactions in
insurance products that are also securities. Entering into a networking arrangement
would impose costs associated with contracting with the registered broker-dealer

regarding the terms, conditions, and obligations of each party to the arrangement. We

anticipate that a distributor would incur legal costs in connection with entering into a

insurance company issuer of indexed annuities were determined by reviewing the most
recent BEST'S COMPANY REPORTS for cach indexed annuity issuer.
12 The staff has determined that each insurance company that currently offers contracts that
are registered under the Securities Act and that include so-called market value adjustment
features or guaranteed benefits in connection with assets held in an investor’s account has
total assets significantly in excess of $5 million. The total assets of each such insurance
company were determined by reviewing the Form 10-K of that company and, in some
cases, BEST'S COMPANY REPORTS {(available on LEXIS). '
e We note that we solicit specific comment on the number of entities that are distributors of
indexed annuities, and on how many are parties to a networking arrangement. See Part
V1., above.
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networking arrangement with a registered broker-dealer, as well as ongoing costs
associated with monitoring compliance with the terms of the networking arrangement.
Rule 0-10(c)"*' states that the term “small business” or “small organization,”
when referring to a broker-dealer that is not required to file audited financial statements
prepared pursuant to rule 17a-5(d) under the Exchange Act,”** means a broker or dealer
that had total capital (net worth plus subordinated liabilities) of less than $500,000 on the
last business day of the preceding fiscal year (or in the time that it has been in business, if
shorter); and is not affiliated with any person (other than a natural person) that is not a

133 states that the term “small business”

small business or small organization. Rule 0-1(a)
or “small organization,” when used with reference to a “person,” other than an
investment company, means a “person” that, on the last day of its most recent fiscal year,
had total assets of $5 million or less.

D. Reporting, Recordkeeping, and Other Compliance Requirements

Proposed rule 151A would result in Securities Act filing obligations for those
insurance companies that, in the future, issue indexed annuities that fall outside the
insurance exemption under proposed rule 151A, and proposed rule 12h-7 would result in
the elimination of Exchange Act reporting obligations for those insurance companies that
meet the conditions to the proposed exemption. As noted above, no msurance companies

that currently issue indexed annuities or that would be covered by the proposed

exemption are small entities.

B 17 CFR 240.0-10(c).
132 17 CFR 240.17a-5(d).

13 17 CFR 240.10(a).
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However, proposed rule 151 A may affect indexed annuity distributors that are
small entities and that are not currently parties to a networking arrangement or registered
as broker-dealers. While these entities may choose to register as broker-dealers, in order
to continue to distribute indexed annuities that are registered as securities, these
distributors would likely enter into a networking arrangement with a registered
broker-dealer. Entities that enter into such networking arrangements would not be
subject to ongoing reporting, recordkeeping, or other compliance requirements. If any of
these entities were to choose to register as broker-dealers as a result of proposed rule
151A,"* they would be subject to ongoing reporting, recordkeeping, and other
compliance requirements applicable to registered broker-dealers. Compliance with these
requirements, if applicable, would impose costs associated with accounting, legal, and
other professional personnel, and the design and operation of automated and other
compliance systems.

E. Duplicative, Overlapping, or Conflicting Federal Rules

We believe that the proposed rules would not duplicate, overlap, or conflict with
other federal rules.

F. Significant Alternatives

The Regulatory Flexibility Act directs us to consider significant alternatives that
would accomplish the stated objective, while minimizing any significant adverse impact on
small entities. In connection with the proposed amendments, we considered the following

alternatives:

134 ‘See. e.g., Submission for OMB Review; Comment Request, OMB Control No.

3235-0012 [72 FR 39646 (Jul. 19, 2007)] (discussing the total annual burden imposed by
Form BD).
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¢ establishing different compliance or reporting requirements or timetables that

take into account the resources available to small entities;

e further clarifying, consolidating, or simplifying the proposed requirements for

small entities;

e using performance standards rather than design standards; and

e providing an exemption from the proposed requirements, or any part of them,

for small entities.

Because no insurers that currently issue indexed annuities or that would be
covered by the proposed Exchange Act exemption are small entities, consideration of
these alternatives for those insurance companies is not applicable. Small distributors of
indexed annuities that choose to enter into networking arrangements with registered
broker-dealers, which we believe would be likely if proposed rule 151 A were adopted,
would not be subject to ongoing reporting, recordkeeping, or other compliance
requirements. However, because some small distributors may choose to register as
broker-dealers, we did consider the alternatives above for small distributors.

The Commission believes that different registration, compliance, or reporting
requirements or timetables for small entities that distribute registered indexed annuities
would not be appropriate or consistent with investor protection. The proposed rules
would provide investors with the sales practice protections of the federal sccurities laws
when they purchase indexed annuities that are outside the insurance exemption. These
indexed annuities would be required to be distributed by a registered broker-dealer. Asa
result, investors who purchase these indexed annuities after the effective date of proposed

rule 151 A would receive the benefits associated with a registered representative’s
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obligation to make only recommendations that are suitable. The registered
representatives who sell registered indexed annuities would be subject to supervision by
the broker-dealer with which they are associated, and the selling broker-dealers would be
subject to the oversight of FINRA. The registered broker-dealers would also be required
to comply with specific books and records, supervisory, and other compliance
requirements under the federal securities laws, as well as to be subject to the
Commission’s general inspections and, where warranted, enforcement powers.

Different registration, compliance, or reporting requirements or timetables for
small entities that distribute indexed annuities may create the risk that investors would
receive lesser sales practice and other protections when they purchase a registered
indexed annuity through a distributor that is a small entity. We believe that it is
important for all investors that purchase indexed annuities that are outside the insurance
exemption to receive equivalent protections under the federal securities laws, without
regard to the size of the distributor through which they purchase. For those same reasons,
the Commission also does not believe that it would be appropriate or consistent with
investor protection to exempt small entities from the broker-dealer registration
requirements when those entities distribute indexed annuities that fall outside of the
insurance exemption under our proposed rules.

Through our existing requirements for broker-dealers, we have endeavored to
minimize the regulatory burden on all broker-dealers, including small entities, while
meeting our regulatory objectives. Small entities that distribute indexed annuities that are
outside the insurance exemption under our proposed rule should benefit from the

Commission’s reasoned approach to broker-dealer regulation to the same degree as other
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entities that distribute securities. In our existing broker-dealer regulatory framework, we
have endeavored to clarify, consolidate, and simplify the requirements applicable to all
registered broker-dealers, and the proposed rules do not change those requirements in any
way. Finally, we do not consider using performance rather than design standards to be
consistent with investor protection in the context of broker-dealer registration,
compliance, and reporting requirements.

G. Solicitation of Comments

We encourage the submission of comments with respect to any aspect of this
Initial Regulatory Flexibility Analysis. In particular, we request comments regarding:

0 whether there are any small entity insurance companies that would be
affected by the proposed rules and, if so, how many and the nature of the
potential impact of the proposed rules on these insurance companies;

o the number of small entity distributors of indexed annuities that may be
affected by proposed rule 151A and the potential effect of the rule on
these small entities; and

o any other small entities that may be affected by the proposed rules.

Commenters are asked to describe the nature of any impact and provide empirical data
supporting the extent of the impact. These comments wili be considered in the
preparation of the Final Regulatery Flexibility Analysis, if the proposed rules are
adopted, and will be placed in the same public file as comments on the proposed rules

themselves.
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IX. CONSIDERATION OF IMPACT ON THE ECONOMY
For purposes of the Small Business Regulatory Enforcement Fairness Act of 1996

(“SBREFA™),"** a rule is “major” if it results or is likely to result in:

o an annual effect on the economy of $100 million or more;

o a major increase in costs or prices for consumers or individual industries;
or

o significant adverse effects on competition, investment, or innovation.

We request comment on whether our proposal would be a ‘“major rule’” for
purposes of SBREFA. We solicit comment and empirical data on:

o the potential effect on the U.S. economy on an annual basis;

o any potential increase in costs or prices for consumers or individual

industries; and

o) any potential effect on competition, investment, or innovation.
X. STATUTORY AUTHORITY

The Commission is proposing the amendments outlined above under Sections
3(a)(8) and 19(a) of the Securities Act [15 U.S.C. 77¢(a)(8) and 77s(a)] and Sections
12(h), 13, 15, 23(a), and 36 of the Exchange Act [15 U.S.C. 78l(h), 78m, 780, 78w(a),
and 78mm].
List of Subjects
17 CFR Parts 230 and 240

Reporting and recordkeeping requirements, Securities.

s Pub. L. No. 104-21, Title II, 110 Stat. 857 (1996).
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TEXT OF PROPOSED RULES
For the reasons set forth in the preamble, the Commission proposes to amend title
17, Chapter II, of the Code of Federal Regulations as follows:

PART 230 - GENERAL RULES AND REGULATONS, SECURITIES ACT OF
1933

L. The authority citation for Part 230 continues to read in part as follows:
Authority: 15 U.8.C. 77b, 77¢, 77d, 771, 77g, 77h, 77}, 771, 77s, 772-3, Tsss,
78c, 78d, 78, 781, 78m, 78n, 780, 78t, 78w, 7811 (d), 78mm, 80a-8, 80a-24, 80a—-28,

80a-29, 80a-30, and 80a—37, unless otherwise noted.

2. Add § 230.151A to read as follows:

§230.151A  Certain contracts not “annuity contracts” or “optional annuity
contracts” under section 3(a)(8).

(a) General. Except as provided in paragraph (c) of this section, a contract that is
issued by a corporation subject to the supervision of the insurance commissioner, bank
commissioner, or any agency or officer performing like functions, of any State or
Territory of the United States or the District of Columbia, and that is subject to regulation
under the insurance laws of that jurisdiction as an annuity is not an “annuity contract” or
“optional annuity contract” under Section 3(a)(8) of the Securities Act (15 U.S.C.
77c(a)(8)) if:

(I) Amounts payable by the issuer under the contract are calculated, in whole or
in part, by reference to the performance of a security, including a group or index of

securities; and
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(2) Amounts payable by the issuer under the contract are more likely than not to

exceed the amounts guaranteed under the contract.

(b) Determination of amounts payable and guarantged. In making the

determination under paragraph (a)(2) of this section:

(1) Amounts payable by the issuer under the contract shall be determined without
reference to any charges that are imposed at the time of payment, but those charges shall
be taken into account in computing the amounts guaranteed under the contract; and

(2) A determination by the issuer at or prior to issuance of the contract shall be
conclusive, provided that:

(A) Both the methodology and the economic, actuarial, and other assumptions
used in the determination are reasonable;

(B) The computations made by the issuer in support of the determination are
materially accurate; and

(C) The determination is made not more than six months prior to the date on
which the form of contract is first offered and not more than three years prior to the date

on which the particular confract is 1ssued.

(c) Separate accounts. This section does not apply to any contract whose value

varies according to the investment experience of a separate account.

PART 240 - GENERAL RULES AND REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934

3. The authority citation for Part 240 continues to read in part as follows:
Authority: 15 U.S.C. 77¢c, 774, 77g, 77j, 77s, 772-2, 772-3, T7eee, T7ggg, 7T7nmn,

77sss, T7ttt, 78¢, 78d, 78e, 78, 78g, 78i, 78], 78j-1, 78k, 78k-1, 781, 78m, 78n, 780, 78p,
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78q, 78s, 78u-5, 78w, 78x, 78ll, 78mm, 80a-20, 80a-23, 80a-29, 80a-37, 80b-3, 80b-4,
80b-11, and 7201 et seq.; and 18 U.S.C. 1350, unless otherwise noted.
* * * * *

4. Add § 240.12h-7 to read as follows:

§ 240.12h-7 Exemption for issuers of securities that are subject to insurance
regulation.

An issuer shall be exempt from the duty under section 15(d) of the Act (15 U.S.C.
780(d)) to file reports required by section 13(a) of the Act (15 U.S.C. 78m(a)) with
respect to securities registered under the Securities Act of 1933 (15 U.S.C. 77a et seq.),
provided that:

(a) The issuer is a corporation subject to the supervision of the insurance
commissioner, bank commissioner, or any agency or officer performing like functions, of
any State,

(b) The securities do not constitute an equity interest in the issuer and are either
subject to regulation under the insurance laws of the domiciliary State of the issuer or are
guarantees of securities that are subject to regulation under the insurance laws of that
Jurisdiction;

(¢) The issuer files an annual statement of its financial condition with, and 1s
supervised and its financial condition examined periodically by, the insurance
commissioner, bank commissioner, or any agency or officer performing like functions, of
the issuer’s domiciliary State;

(d) The securities are not listed, traded, or quoted on an exchange, alternative

trading system (as defined in §242.300(a) of this chapter), inter-dealer quotation system
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(as defined in § 240.15¢c2-11(e)(2)}, electronic communications network, or any other
similar system, network, or publication for trading or quoting; and

{e) The issuer takes steps reasonably designed to ensure that a trading market for
the securities does not develop, including requiring written notice to, and acceptance by,
the issuer prior to any assignment or other transfer of the securities and reserving the

right to refuse assignments or other transfers at any time on a non-discriminatory basis.

By the Commission.

Florence E. Harmon
Acting Secretary

June 25, 2008
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Rule 151A Legal Analysis of Proposed
Rule 151A and Release




PROPOSED RULE 151A
SEC Release Nos. 33-8933, 34-58022

1. “Individuals who purchase indexed annuitics are exposed to significant investment risk — i.e. the
volatility of the underlying index.” (p. 5, 6) “Thus, individuals who purchase such indexed
annuities are ‘vitally interested in the investment experience’”. (p. 27)

The entire underlying contract value of a fixed index annuity (“FIA”), including the
premium deposit plus all indexed interest added through the latest contract anniversary,
is exposed to no investment risk. Only the amount of the current year interest addition
fluctuates with changes in the index. While surrender charges are deducted if the
consumer eclects to surrender, that is a contract term, i.e., a known cost of exit, not an
“investment risk” and is unrelated to “volatility in the underlying index.”

Most FIA products “reset” the index on each contract anniversary date at its then current
level. This becomes the starting index level for the indexed interest calculation in the
current contract year. The reset reduces the consumer’s risk of volatility in the
underlying index for the current income calculation.

Guaranteed minimum values required by state insurance laws assures the consumer a
minimum return no matter how the index performs over time.

Most FIAs permit the consumer to elect fixed-rate interest for all or a portion of their
annual interest addition.

Because consumers have no risk of loss or reduction of contract values, the insurers bear
the primary investment risks of managing their general account of securities to support
consumer contract values. These risks, including interest rate and credit risk, among
others, cause the values of general account securities to fluctuate, sometimes widely, and
losses on assets are regularly realized by insurers, some very large. However, unlike
separate account products, none of this risk is passed through to consumers. It is insurers
who are *vitally interested” in the investment experience of their general account assets,
not consumers.

2. “The annuities that ‘traditionally and customarily’ were offered at the time Congress enacted the
insurance exemptions were fixed annuities that typically involved no investment risk to the
purchaser.” (p. 24) “In contrast, when the amounts payable by an insurer under an indexed
annuity contract are more likely than not to exceed the amounts guaranteed under the contract,
the purchaser assumes substantially different risks and benefits. Notably, at the time that such a
contract is purchased, the risk for the unknown, unspecified, and fluctuating securities-linked
portion of the return is primarily assumed by the purchaser.” (p.25)
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a. Traditional fixed-rate annuities commonly expose the consumer to fluctuating levels of
annual “excess” interest, i.e., the interest addition above guaranteed minimums. That is
the same type of “risk” an FIA consumer assumes. In either case, the consumer has no
risk of loss of premium or prior credited interest (unless the policy is surrendered during
the surrender period in which case there is a contract loss rather than an investment loss
as explained above).

b. Traditional fixed-rate annuities would typically be expected to have a contract value in
excess of the guaranteed minimums as a result of excess interest credits.

c. The amount of excess interest which will be credited to a traditional fixed-rate annuity is
unknown by the consumer at the time of purchase, and the amounts of excess interest
later credited are completely within the insurer’s discretion, subject to guaranteed
minimums. Yet, fixed-rate products, which have been sold for decades, are commonly
evaluated under existing Rule 151 and deemed to be exempt from securities regulation if
the requirements of that rule are met.

d. Notably in case the of traditional fixed-rate annuity products, the insurer’s ability to
credit excess interest beyond the guaranteed minimum will depend on the performance of
the company’s overall investment portfolio and therefore is determined “in whole or in
part, by reference to the performance of a security, including a group or index of
securities”, as set forth in the first prong of proposed Rule 151A.

e. Many types of bank products and life insurance products not regulated as securities
expose the consumers of such products to fluctuating levels of annual interest, but no
fluctuation in underlying account balances. Indexed certificates of deposit, for example,
as described on the SEC website, are very comparable to FIAs, but have never been
subject to registration. This would create an unlevel playing field between banking type
products and insurance products, if Rule 151 A were adopted.

3. “Indexed annuitics are attractive to purchasers because they promise to offer market-related
gains. Thus, these purchasers obtain indexed annuity contracts for many of the same reasons that
individuals purchase mutual funds and variable annuities (‘VAs’), and open brokerage accounts.”

(p.5)

a. Consumers buy FIAs primarily for safety of premium and to avoid exposing that portion
of their savings to market volatility. Mutual funds and variable annuities place the entire
contract value at risk, exactly what FIA buyers are seeking to avoid.

b. Index-linked interest gives the consumer an opportunity to earn an average annual
interest rate which may be higher than could be earned on a ftraditional fixed-rate
product. Historically, FIA interest credits average 1-2% higher than comparable fixed-
rates.

¢ FIA carriers have advertising rules which apply to company and agent advertising of

2.
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products. In nearly all states these rules are mandated by insurance regulation. Virtually
every FIA carrier (probably all) emphasizes in its advertising rules and materials that the
index product is NOT a direct vehicle for participation in stock market related gains.

“Sales of the products have grown dramatically in recent years. This growth has, unfortunately,
been accompanied by growth in complaints of abusive sales practices.” (p. 8) “Patricia Struck,
then President of the North American Securities Administrators Association (“NASAA™)
identified indexed annuities as among the most pervasive products involved in senior investment
fraud.” (p.16)

a. The FIA market grew from $11.7 billion in 2002 to a high of $27.2 billion in 2005, and
has remained level at $25.3 and $25.2 billion in 2006 and 2007, respectively.

b. FIAs represented about 5% of the total individual annuity market in 2002, reached a high
of 13% in 2005, and have declined to about 10% for 2006 and 2007.

c. NAIC data reflects that fewer ‘“closed confirmed” complaints have been made
concerning FIAs than VAs or traditional fixed-rate annuities. “Closed confirmed”
complaints are those lodged with a state insurance department and concluded in favor of
the consumer.

d. NASAA maintains no records of complaints. NASAA (and its member states) has been
asked to provide support for its claims concerning FIA complaints but has provided
nothing.

€. The NBC Dateline segment, a portion of which was aired by the SEC in its open meeting

on this topic, featured only one actual consumer.

“The often-complex features of these annuities have not been adequately disclosed to purchasers,
and rapid growth has been fueled by the payment of outsize commissions that are funded by high
surrender charges imposed over long periods, which can make these annuities particularly
unsuitable for seniors and others who may need ready access to their assets.” (p. 8)

a. Disclosure and suitability procedures in connection with the sales of annuities —
including FIAs - have evolved considerably in the last several years based on vigorous
efforts of the NAIC, state insurance commissioners, and annuity writers, Most, if not all,
FIA writers provide readable disclosure statements with FIA products and operate
suitability programs consistent with NAIC standards.

b. Commission levels are set by free-market competition, It is in the insurer’s financial
interest to pay the lowest level commission possible and still remain competitive.

c. Commissions paid to sales agents typically average between 7-9% of the premium for an
FIA product. However, none of the commissions are deducted from consumer account
values, and the only fee the consumer ever pays is the surrender charge if and when they
choose to surrender.

3.
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VAs and mutual funds frequently deduct an initial sales load from the starting account
value and then impose annual fees of 1-2% of account value annually, regardless of
whether that value has increased or decreased. Such sales loads and fees would often
surpass the amount of any net surrender charge an FIA holder would incur upon election
to surrender.

State insurance regulation requires the initial guaranteed contract value to be at least
87.5% of the premium deposited into a traditional fixed-rate annuity or FIA. This means
the net surrender charge to the policyholder cannot exceed 12.5% in the first year. In
subsequent years, the minimum guaranteed contract value increases with the addition of
minimum guaranteed interest. This reduces the maximum net surrender charge
percentage which may be imposed in subsequent contract years. Any initial gross
surrender charge percentages above 12.5% typically permit the insurer to recoup a
portion of bonus values that were added to the consumer’s premium at inception of the
policy and are thus a recovery by the company rather than a loss to the consumer as such.

6. “The average age of issvance for indexed annuities has been reported to be 64", (p. 16)

a.

The average age of issuance for fixed annuities has been in the mid-60s for decades, long
before the inception of the FIA market.

Principal-protected savings products naturally appeal most to persons entering their
retirement years. At that point consumers tend to become less willing to expose their
savings to market volatility and are looking for more conservative retirement vehicles.

FIA insurers do not “target” retirees. Rather, that’s where the primary demand for
principal-protected products resides.

As more consumers move into retirement they will be interested in guaranteed insurance
retirement alternatives over at-risk securities products. This is a longstanding historical
difference between fixed and variable products.

7. “In a joint examination conducted by the Commission, NASAA and FINRA, of “free lunch”
seminars that are aimed at selling financial products, often to semiors, with a free meal as
enticement, examiners identified potentially misleading sales materials and potential suitability
issues relating to the products discussed at the seminars, which commonly included indexed
annuities.” (p. 17)

a.

Doc# 2716645

The “free lunch report” dealt with examinations of securities dealers and registered
investments and evaluated their compliance with secarities laws in “free lunch”™ seminar
selling. It involved no examinations of sales by independent insurance agents who are
the principal sellers of FIAs.

Within the 27-page text of the report, FIAs are mentioned in only three places as being
among the types of products sold at the seminars subject to the examination, which also
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commonly included variable annuities, real estate investment trusts, mutual funds,
private placements of speculative securities (such as oil and gas interests) and reverse
mortgages.

c. “Free lunch” seminars are a global concern in the financial services industry and there is
no basis for tying them to individual products including FIAs. Inappropriate marketing
practices cut across all financial services — including many that are already under the
jurisdiction of the SEC and FINA - and should be addressed on their own terms rather
than being unfairly tied to specific product classifications.

8. “Indexed annuities typically provide that the guaranteed minimum value is equal to at least
87.5% of purchase payments, accumulated at an annual interest rate of between 1% and 3%.
Assuming a guarantee of 87.5% of purchase payments, accumulated at 1% interest compounded
annually, it would take approximately 13 years for a purchaser’s guaranteed minimum value to
be 100% of purchase payments.” (p. 13)

a. Guaranteed minimum values are regulated by state insurance departments through the
Standard Nonforfeiture Law for Individual Deferred Annuities (“SNF”). This law
applies to all fixed annuities, whether fixed-rate or indexed.

b. Prior to changes adopted several years ago, the SNF laws as adopted in cach state
typically required a minimum guaranteed interest rate of 3%. Because interest rates over
the last 10 years fell to low levels, some annuity writers exited the market to avoid losses
resulting from low rates of investment yield on new general account assets compared to
relatively high guaranteed rates to consumers. This led to a change in the SNF to permit
lower guaranteed interest rates in certain circumstances.

c. The minimum guaranteed rate is now linked to the 5-Year Constant Maturity Rate
reported by the Federal Reserve, subject to a low of 1% and a high of 3%. A writer of
fixed annuities cannot elect to use the lowest rate of 1% if the linked formula to the 5-
year gonstant maturity date would require a higher rate.

d. It is misleading to suggest that FIA contract holders bear investment risk because the
guaranteed minimum value is only 87.5% of purchase payments and must accumulate
over a long period to reach 100% of the purchase value. As explained above, the
guaranteed minimum value is relevant in the early contract years only for purposes of
creating a maximum surrender charge, and does not directly affect contract values in
early contract years unless there is a surrender. Absent a surrender of the policy by the
FIA contract holder, values are guaranteed to ratchet up over time and can never fall in
any given year, with many policies providing further guaranteed accumulation floors for
each of their underlying investment strategies.

9. “The proposed rule does not apply to contracts that are regulated under state insurance law as life
insurance, health insurance, or any for of insurance other than an annuity. . .” (p. 29)

a. Variable life insurance, like variable annuities, is regulated as a security. The full

-5
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investment risk is typically borne by the policyholder under variable life policies.

It would be inconsistent to exclude indexed life insurance, which is the life insurance
counterpart to FIAs. Like FIAs, the index life market is relatively new and has grown
significantly in the last 10 years. It must be assumed that the SEC would next move to
treat indexed life products as securities if Rule 151A is adopted.

HSAs represent one of the newest innovations in the health insurance sector. Obviously
many consumers invest some of their health dollars in market-oriented products under an
HSA arrangement. HSAs and other health products may come under scrutiny by the
SEC as well.

There is concern in the insurance industry that Rule 151A could be the beginning of a
slippery slope towards greater regulation of the insurance industry by securities
regulators. Given the various pressing issues facing the securities industry (e.g. sub-
prime mortgages), there is a question whether securities regulation of such insurance
products is the best use of securities regulatory resources, especially given these products
have long been under the watchful eye of state insurance commissioners.

10. “Proposed rule 151A addresses the manner in which a determination would be made regarding
whether the amounts payable by the insurance company under a contract are more likely than not
to exceed the amounts guaranteed under the contract.. We are proposing this principles-based
approach because we believe that an insurance company should be able to evaluate anticipated
outcomes under an annuity that it issues. Insurers routinely undertake such analysis for the
purpose of pricing and hedging their contracts.” (p. 36, 39)

d.
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Pricing models for FIAs are identical to models for fixed-rate annuities. There is no
current aspect of that modeling that compares projected contract values to minimum
guaranteed values at any particular point in time.

Key assumptions utilized in this modeling include investment income earned by the
insurer on annuity reserves supported by general account securities {for which the
consumer is not at risk}, the cost of providing the annual indexed interest to
policyholders (assumed to be comparable to the cost of providing fixed-rate interest),
levels of penalty free withdrawals, death claims, annuitizations, surrenders, surrender
charges, commission expense and policy issue costs.

If in any given contract year the minimum guaranteed value exceeds the contract
value, an insurer typically makes an adjustment in the hedging process for that
contact year. This may vary from year to year for a particular contract. However,
for the great majority of annuities for most insurers — both FIAs and fixed-rate annuities
— current contract values will exceed guaranteed minimum values.

The testing of whether contract values are more probable than not to exceed guaranteed
minimum values would produce different results at different times over the expected life
of the annuity.
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€. This test being proposed by the SEC will be difficult to analyze for actuaries. It is not
accurate to say that insurers routinely conduct such analyses.

11. “State insurance regulation is focused on insurance company solvency and the adequacy of
insurers’ reserves, with the ultimate purpose of ensuring that insurance companies are financially
secure enough to meet their contractual obligations.... [Ilnsurance companies are subject to
periodic examination of their financial condition by state insurance regulators.” (p. 43)

a. State insurance regulation is multi-faceted and is concerned as much about market
conduct as it is about company solvency. The NAIC and the individual state insurance
departments devote an equal if not greater amount of resources — in terms of staffing,
monitoring, and priorities — to product and sales issues as they do to the financial
condition of their regulated entities.

b. State insurance regulations cover, among other things:
1. Suitability of insurance agent recommendations regarding annuities
il. Annuity disclosure and advertising
il. Replacements of annuities
iv. Agent licensing and training, including specific training requirements for FIA’s
in several states
v. Unfair trade practices, including misrepresentation of product terms and
conditions
vi. Enforcement actions and penalties for noncompliance with sales practices
requirements
c. The NAIC and state insurance commissioners have expended considerable resources in

recent years to strengthen annuities marketing laws. For example, several years ago the
NAIC adopted a model regulation (the NAIC Suitability in Annuity Transactions
Regulation) governing suitability in the sales of annuities, and work is under way to
possibly strengthen the agent supervision provisions of that model regulation under a
Working Group appointed by the NAIC’s Life and Annuity “A” Committee. Similarly,
the practice of using “senior designations” in a misleading manner, identified as a form
of abusive sales technique last vear, is the subject of a proposed NAIC model regulation.

d. In addition to regular exams of financial condition, insurers also undergo market conduct
exams by the insurance regulators in their domiciliary states as well as any other states in
which they do business.

12. “Possible benefits of the proposed amendments include: enhanced disclosure of information
needed to make informed investment decisions about indexed annuities ...” (p. 69)

a. Insurers in 22 states have adopted the NAIC Annuity Disclosure Model Regulation.
Most — if not all — of the major FIA insurance carriers have mandated the use of a
disclosure statement or certificate describing all important terms and conditions of the
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annuity coniract, including prominent disclosurc of surrender charges. Both the
consumer and sales agent are often required to sign these disclosure statements or
certificates as a condition to policy issuance.

b. In many states agents are also required to deliver “Buyer’s Guide to Fixed Deferred
Indexed Annuities” to the consumer at the point of sale. This document was created by
the NAIC.

c. Annuity contracts are subject to “Flesch” testing, which tests for reader comprehension

at a 10™ grade level.

d. Additional disclosures are required if the sale involves a replacement of an existing
annuity. The level of additional disclosure required varies by state.

€. Some states require additional disclosures to senior consumers.

f. Annuity buyers have the protection of “free look™ periods of 10-30 days in which they
can return the annuity contract after delivery and obtain a full refund. No such
protection exists for sales of securities.

g Many disclosure requirements and practices of FIA writers are at least as effective as
prospectus disclosures, which tend to be overly complex and detailed and tend to go
unread by consumers.

13. “Possible benefits of the proposed amendments include: ...sales practices protections...” (p. 69)

a. In addition to the disclosure requirements discussed above, suitability reviews are now
required by regulation in 33 states.

b. Many — if not all — major FIA writers now conduct suitability reviews of all sales in all
states regardless of whether the NAIC Model Suitability Regulation has been adopted in
that state. Heightened scrutiny is often applies in certain cases, including for example
those in which the annuity premium would exceed a certain percentage of the consumers
net worth.

c. Suitability reviews required of brokers under FINRA rules would not add any
meaningful protections over and above what is already being done by most FIA writers
and their agents.

14. “Possible benefits of the proposed amendments include: .... enhanced competition” (p. 69).
a. Over 90% of FIA’s are distributed by independent insurance agents, not broker dealers.
b. Requiring securities licensing of independent insurance agents who do not already

possess such licenses (estimated 50-70% are not already licensed) may cause a
significant number of them to exit the market.

8-
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When FINRA adopted NTM 05-50, which recommends heightened scrutiny and
supervision by broker-dealers of FIA sales, a number of broker dealers greatly restricted
the availability of these products through their distribution channel. This had the effect
of decreasing competition in the market.

Insurers will be required to price the additional cost of broker-dealer selling concessions
into the products. This will result in decreased benefits to consumers.

One likely response of FIA insurers and their agents will be to return their primary focus
to traditional fixed-rate products. This will hurt consumers by limiting their choices
among principal-protected products.

Many VA companies have not entered the FIA market because they can currently sell
products which allocate all market risk to the consumer while the company earns
significant annual fees regardless of investment performance. It is unlikely that VA
writers will now enter the FIA market where they would assume general account market
risk while eaming a less predictable spread profit. This 1s particularly likely given that a
significant number of current competitors (both agents and companies) will likely be
forced out of the market due to the expensive hurdles to registered product development.
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Questions and Answers ahout the SEC Proposal
to classify Fixed Indexed Annuities as Securities

Q. Has the SEC moved to regulate the sale of fixed indexed annuities as securities?

A. On Wednesday, June 25, 2008, the SEC proposed a new rule to regulate most fixed indexed
annuities as securities, The SEC takes the position that state insurance regulation of the sale of
these annuities is inadequate to protect purchasers. According to the SEC, purchasers of fixed
index annuities are “exposed to a significant investment risk—i.e., the volatility of the underlying
securities index”. Thus, the SEC is proposing that these contracts be registered so purchasers
can receive a prospectus and product sales can be supervised by broker dealers.

Q. What is Old Mutual's (OM’s) position on this issue?

A. OM supports efforts to improve sales practices and to better protect customers, but OM does
not believe that the proposed rule is necessary in this regard. In addition, fixed indexed
annuities are guaranteed products that are not subject to market risk in the manner of securities
regulated by the SEC. Simply put, insurers offer fixed indexed annuities that provide significant
guarantees under state insurance law that are not typicat of securities.

@. What is OM doing to respond?

A. OM is working with outside counsel and various trade groups and will share its views with the
SEC as part of the comment process.

. What would be the impact of this proposed rule?

A. |f adopted as proposed, the rule would require most fixed indexed annuities to be registered
as a security with the 3EC. As with other registered security offerings, sales would need to be
preceded or accompanied by a prospectus, and only registered representatives of broker dealer
firms could sell the product. The rule would add unnecessary and redundant disclosure to the
sales process and likely impair the availability of fixed index annuities. Making fixed indexed
annuities less readily available to the public would operate to deprive some consumers (those
who do not have a brokerage account, for example} from access to the product’s valuable
guarantees.

Q. How valuable are the guarantees provided by fixed indexed annuities?

A. Given recent market turmoil, who has been better protected against significant investment
risk—someone who bought a security, i.e., a stock mutual fund or an index fund, or a fixed
indexed annuity, all of them tied to the same index? Some would say that recent statistics speak
for themselves: as of Friday, June 27, 2008, the Dow Jones Industrial Average' has fallen
almost 20% from its October, 2007 record while fixed indexed annuity purchasers have not [ost
any principal due to market performance.

OM offers a variety of fixed indexed annuities, some with index options based on the S&P 500
Index", some based on the Dow Jones Index, and some with combinations of these indexes. We
refer below to the Dow Janes Index only by way of example.

OM Financial Life Insurance Company, Baltimare, MD
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An investor who recently bought either a stock mutual fund or an index fund (each designed to
track the Dow Jones Industrial Average} were, in the words of the SEC’s release on fixed indexed
annuities, “exposed to significant investment risk”. Indeed, these purchasers have experienced
losses in the neighborhood of 20% since last October. These purchasers also presumably
received "the benefits of federally mandated disclosure and sales practice protections” which the
SEC now wants to extend to purchasers of certain fixed indexed annuities that depend on the
performance of a securities index.

The purchaser of a fixed indexed annuity with interest crediting tied to the Dow Jones Industrial
Average--unlike the mutual fund or index fund investor-- has not lost 20% due to the drop in the
Dow. Instead, the annuity interest crediting formula protects the annuity owner against loss due
to negative drops in the index over the crediting peried. Under the indexing formula guaranteed
in the contract, a client may not receive any interest for a crediting period when the change in
the Dow is negative. Many purchasers would prefer that result over a 20% loss of principal.

Although OM recognizes the benefits of federally mandated disclosures in the context of
securities where the purchaser bears unlimited downside risk, we also recognize the limited
usefulness of those same disclosures in the context of a guaranteed product such as a fixed
indexed annuity.

The guarantees a fixed index annuity provides come with a price—one that is fully disclosed. If
the markets measured by the refevant index have steadily increased during the crediting period,
the purchaser of the fixed indexed annuity will generally receive less than the purchaser of a
stock mutual fund or an index fund that tracks the same index, depending on any caps,
participation rafes or spreads that the fixed index annuity charges.

Q. What about the regulation of sales practices?

A. Nc one benefits from an unsuitable sale. OM is committed to assisting its producers in
insuring that all sales are suitable for the client based on information the client provides.

A variety of distributors, including insurance agents, registered representatives of broker dealer
and investment advisers currently offer fixed indexed annuities and traditional annuities to their
clients. Aithough the SEC and/or FINRA already have jurisdiction today over some fixed indexed
annuity sellers ({registered represeniatives of broker dealers and investment advisory
representatives) the SEC did not classify fixed indexed annuity sales practice complaints-- cited
by the SEC as demonstrating the need for the proposed rule-- by type of distributor.

The SEC rule proposal ignores state insurance suitability requirements now in place in more than
35 jurisdictions. State insurance suitability obligations apply to all licensed insurance agents,
including those who are registered representatives of broker dealers and investment adviser
representatives.

OM believes that state insurance saies disclosure and sales practice protection laws and
regulations applicable to fixed indexed annuities adequately protect consumers.

OM Financial Life Insurance Company, Baltimore, MD
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Q. What happens next?

A. The public has until September 10, 2008 to file comments on the proposed rule with the
SEC. The SEC will meet again and decide, based on public comments, whether to adopt the rule
as proposed or to publish a revised rule.

G. How can I file a comment on this proposed rule?

A. Go to the SEC website at http:/www.sec.gov/rules/proposed/2008/33-8933.pdf and follow the
directions there; or, you may wish to participate in the comment process through trade
associations you belong to.

Q. While the rule is pending, who can sell fixed indexed annuities?

A. The SEC has proposed that its rule to regulate fixed indexed annuities become effective one
year after a final rule is adopted. In practical terms, unless the SEC opts for an earlier effective
date, the earliest the new rule would become effective is September of 2003.

In the interim, our fixed indexed annuities may continue to be offered by insurance-only licensed
representatives subject to state insurance suitability requirements. Sales by registered
representatives of broker dealers and investment advisory representatives who are also licensed
as insurance agents will continue to be subject to state insurance suitability rules, as well as
applicable federal antifraud and suitability rules.

i Dow Jones Ingex

The Index is used for calculating any index interest credit. The index that will be used is the Dow Janes Industrial
Average (which excludes dividends). "Dow Jones industrial Average ¥, and "DJIA 3" are service marks of Dow
Jones & Company, Inc. Dow Jones has no relationship to OM Financial Life insurance Company, other than the
licensing of the Dow Jones Industrial Average (DJIA) and its service marks for use in connection with the Contract.

Dow Jones does not:

«  Sponsor, endorse, sell or promote the Contract.

+ Recommend that any person invest in the Contract or any ather securities.

« Have any responsibility or liability for or make any decisions about the timing,
amount or pricing of Contract.

Have any responsibility or liability for the administration, management or marketing of the Contract. Consider the

needs of the Contract or the Owners of the Coniract in determining, composing or calculating the Dow Jones
Industrial Average or have any abiigation to do so.

OM Financial Life insurance Company, Baltimore, MD
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www.omin.com
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Dow Jones will not have any liability in connection with the Contract. Specifically, Dow Jones does not make any
warranty, express or implied, and Dow Jones disclaims any warranty about:

«  The results to be obtained by the Contract, the Owner of the Contract or any other
person in connection with the use of Dow Jones will have no liability for any errars,
omissions or interruptions in the Dow Jones Industrial Average or its data;

*  The accuracy or completeness of the Dow Jones Industrial Average and its data;

e The merchantability and the fitness for a particular purpose or use of the Dow Jones
Industrial Average and its data;

+ The Dow Jones Industrial Average and the data included in the Dow Jones Industrial
Average;

Under no circumstances wifll Dow Jones be liable for any lost profits or indirect, punitive, special or consequential
damages or losses, even if Dow Jones knows that they might occur.

i S&P 500 Index

The Index, which is used for calculating any index interest credits, is the Standard & Poor's 500 Composite Stock Price
Index (which excludes dividends). The Product is not sponsorad, endorsed, sold or promoted by Standard & Poor's, a
division of the McGraw-Hill Companies, Inc. ("S&P"). 5&P makes no representation or warranty, express or implied, to the
owners of the Product or any member of the public regarding the advisability of investing in securities generally or in the
Product particularly ar the ability of the S&P 500 Index to track general stock market performance. S&P's only
relationship to the Licensee is the licensing of certain trademarks and trade names of S&P and of the S&F 500 Index
which is determined, composed and calculated by S&P without regard to the Licensee or the Product.

S&P has na obligation to take the needs of the Licensee or the owners of the Product into consideration in determining,
composing or calculating the S&P 500 Index. S&P is not responsible for and has not participated in the determination of
the prices and amount of the Product or the timing of the issuance or sale of the Product or in the determination or
calculation of the equation by which the Product is to be converted into cash. S&P has no obligation or liability in
connection with the administration, marketing or trading of the Product.

S&P DOES NOT GUARANTEE THE ACCURACY AND/OR THE COMPLETENESS OF THE S&P 500 INDEX OR ANY DATA INCLUDED
THEREIN AND S&P SHALL HAVE NO LIABILITY FOR ANY ERRORS, OMISSIONS, OR INTERRUPTIONS THEREIN. S&P MAKES NO
WARRANTY, EXPRESS OR IMPLIED, AS TD RESULTS TO BE OBTAINED BY LICENSEE, OWNERS OF THE PRODUCT, OR ANY OTHER
PERSON OR ENTITY FROM THE USE OF THE S&P 500 INDEX OR ANY DATA INCLUDED THEREIN. S&P MAKES NO EXPRESS OR
IMPLIED WARRANTIES, AND EXPRESSLY DISCLAIMS ALL WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR
PURPOSE OR USE WITH RESPECT TO THE S&P 500 INDEX OR ANY DATA INCLUDED THEREIN. WITHOUT LIMITING ANY OF THE
FOREGODING, IN NO EVENT SHALL S&P HAVE ANY LIABILITY FOR ANY SPECIAL, PUNITIVE, INDIRECT, OR GCONSEQUENTIAL
DAMAGES {INCLUDING LOST PROFITS), EVEN IF NOTIFIED OF THE POSSIBILITY OF SUCH DAMAGES.

OM Financial Life Insurance Company, Baltimore, MD
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COMPANY SUITABILITY EFFORTS

OVERVIEW OF SUITABILITY REVIEW PROCESS

We require that a completed Suitability Acknowledgement Form
accompany every deferred annuity application. (See “Annuity Suitability
Acknowledgement Form” attached.)

We do not allow an applicant to “opt out” of providing a completed
Suitability Acknowledgement Form.

The Suitability Acknowledgement Form is screened upon receipt to
determine if the applicant has indicated responses on the form that may
raise a “red flag” in processing.

If “red flags” are noted, a letter is sent to the producer requesting
additional information demonstrating whether the sale is suitable.

“Red flag” triggers include response of a certain nature or range in regard
to: -

liquidity

goals

composition of assets
surrender charges

monthly disposable income

cCO00CO

“Red flags” are reviewed monthly in the Compliance Department and
additional follow-up is done which includes discussions with operations,
sales and marketing as follows:

o A review of all information provided by the producer and contained
in the application file is conducted

A decision is made based on this review. Possible results include:
An offer of rescission to the applicant

Termination or other discipline of the producer

Further investigation and information requests

Additional training of a producer or agency

YV VYV VYO

LIMRA CAP SURVEY REVIEW PROCEDURES

« We participate in the LIMRA Customer Assurance Program (‘LIMRA

CAP™ which involves a customer survey designed to verify the
appropriateness of a sale by permitting the applicant an independent
manner of providing feed back to us.



The actual mailing and collection of LIMRA CAP surveys is independently
managed by LIMRA International, Inc. LIMRA International, Inc. is a non-
profit organization devoted, among other things, to the promotion of good
market practices within the insurance industry.

Subsequent to receipt of an application for a deferred annuity, LIMRA
CAP sends out surveys to Company clients who have purchased fixed
annuities on a monthly basis; analyzes the results that are received back
from policyholders and provides a report that reflects the results of the
survey for that month and the past 12 months and compares it with all
other LIMRA CAP clients as well as with a group of peer companies

We review the monthly LIMRA CAP reports and each client survey
response to identify any responses that contain any significant items of
potential concern expressed in the comments section. In certain
situations — unreformed evidence of confusion, misunderstanding or lack
of suitability in the sale, we will offer an applicant the opportunity to
rescind.

We also review the LIMRA CAP surveys on a monthly basis in order to
identify any trends which would require follow-up with any specific
producers.




Annuity Suitahility Acknowledgement Form £ OLD MUTUAL
INVEST INSURE PIMNMNOVATE
INSURER — OM Financial Life Insurance Company ' o
1. THIS FORM HELPS YOU. It is important you have the information you need to determine if purchasing a fixed annuity contract
meets your needs for your financial situation. This form can help you make that determination.
2. CUSTOMER PROFILE

Owner's Name Age Qccupation

Monthly Disposable Income (monthly income minus monthly expenses):

Net worth excluding equity in primary residence:

What is your marginal federai taxvate? _ 0% _ 10% ___ 15% ___ 25% ___28B% __ 33% __ 35%
Which goal is most important to you with respect to this OM Life Annuity you are purchasing?
__ Retirement __ Principal Protection __ Tax Deferral __ Wealth Accumulation __ Emergencies __ College Funding
__ Guaranteed Income __ Vacations
Please list the amount of current savings and investments below:
Checking/Savings/Money Market  $ Primary Residence %
Certificates of Deposit  $ Other Real Estate $
Fixed Annuities $ Mutual Funds $
Variable Annuities $ Stocks/Bonds
Life Insurance Cash Value & Retirement Flans

This annuity transaction represents approximately what percentage of your assets (excluding primary home)?

D 0-25% D 25% - 50% D 50% - 75% D 75% - 100%
a

Is this a replacement of an annuity or a life contract/? Yes N

a) If yes, is there a penalty for early termination (surrender charge)? Yes No
b} If there is a penalty or surrender charge, what percentage of the contract value being replaced will be subject to a penalty?
__0-2% __ 3-b% __ 6-8% 9% or >

3. ACKNOWLEDGEMENT AND SIGNATURE

| understand that:

= | have applied fer and/or purchased an annuity contract. This is NOT a shert-term savings vehicle.

= The premiums 1 pay for the annuity contract apply to a fixed annuity contract — not a mutual fund, savings account, certificate
of deposit, securily or other financial product.

= Certain cash withdrawals from, or a complete surrender of, the contract are subject to certain limitations and charges as
described in the contract. | understand that the annuity contract permits certain charge-free withdrawal amounts; | believe
these amounts are more than sufficient to meet my income and other financial needs.

= Surrender/redemption charges/fees may be incurred as a result of liquidating existing accounts in order to fund this annuity,

= Income tax liability may be incurred as a result of withdrawals and/or liquidating my existing accounts; however, | beliave this
transaction to be in my best interest.

= The Agent/Representative and OM Financial Life may not offer tax advice, and | am respansible for the tax consequences, if
any, related to this transaction. [f needed, | will consuit with my own professional tax advisor.

= The Agent/Representative and OM Financial Life may rely upon the information provided herein, and the information provided
herein is true and accurate to the best of my knowledge.

= | value the product features this contract provides, including its guarantees.

Qwner's Signature Date
Joint Qwner's Signature (if applicable) Date
Agent Signature Date

OM Financial Life Insurance Company, Baltimore, MD

ADMIN 5234 (7-2004) Rev. 04-2008 QMFLIC
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Comments of the Maryland Insurance Admjnistration on
Proposed SEC Rules 151 A and 12h-7

Executive Summary

The Maryland Insurance Administration (“MIA”) submits these comments
to the Securities and Exchange Cornmission (the “Commission”) on proposed
Commission Rules 151A and 12h-7. The MIA respectfully urges the Commission
nét to adopt these rules.

The proposed rules are based on two premises. The first premise is that
indexed annuities are securities; the second premise is that state insurance
authorities do not adequately regulate indexed annuities. Both of these premises
are false. Because indexed annuities operate like insurance, not securities, the
Commission’s historic position that they are properly subject to state insurance
regulation, not federal securities regulation, is correct. Further, because indexed
annuities are insurance products, the MIA, as a state insurance regulator, regulates
them. The MIA’s counterparts in other states do likewise.

The regulatory gap which the Commission’s new rules propose to fill does

not exist. These proposed rules are classic examples of a solution in search of a
problem. Moreover, the Commission’s proposal to add a new layer of unneeded
and duplicative federal regulation will add burdens, increase costs, create

confusion, and not increase consumer protection.
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1. Indexed annuities are insurance products, not securities.

The Commission has not regulated indexed annuities in the past and, instead,
has recognized, pursuant to section 3(a)(8) of the Securities Act of 1933, that their
regulation properly lies with state insurance regulators. Section 3(a)(8) exempts
annuity contracts, as well as other insurance products, from federal securities
regulation when they are issued by a corporation subject to state insurance
regulation. An examination of how indexed annuities operate confirms that these
products are, as the Commission has viewed them for many years, exempt from the
Commission’s regulation as insurance products. Evidence that equity indexed :
annuities are insurance products, not securities, includes the following:

. The account value of an equity indexed annuity is held in the insurer’s
general fund. The account value in an equity indexed annuity is not
invested in equities.

|

. The insurer on an equity indexed annuity contract guarantees a |
minimum rate of interest which will be credited to the account value i
and guarantees indexed interest pursuant to a contractual formula '
irrespective of the performance of the insurer’s asserts; therefore, the !
insurer, not the policyholder, bears the market risk on the insurer’s |

|

assets that the rate of return may be lower than the guaranteed rate of
interest.

. The insurer can limit the amount of interest which will be credited to !
" an equity indexed annuity by reducing the “participation rate” (in [

|

|




advance only) and/or by stating a maximum rate which will be
credited.! Thus, there is no pass-through of investment performance.

. The interest that may be credited to the equity indexed annuity
account value at a rate more than the rate guaranteed in the contract is
similar to the “excess interest” that may be credited to a traditional
deferred annuity or a universal life insurance contract and to the
dividends which are traditionally expected on a whole life insurance
contract.

In sum, the Commission’s historic practice of not regulating indexed

annuities is correct because it is the view consistent with the fact that indexed
annuities are insurance products, not securities, and are exempt under section

3(a)(8). The Commission should not change its historic position,

2. The MIA regulates indexed annuities.

A.  Maryland’s statutory and regulatory framework
Given that indexed annuities operate as insurance products, they have been
(and are) regulated — and extensively 50 —as insurance products. The MIA

regulates the insurers that underwrite these products; the MIA repulates the

producers who sell these products; and the MIA regulates the products themselves,

| The interest to be credited to an equity indexed annuity contract is linked to an externa) index, usually Standard &
Poor’s 500 Composite Stock Price Index. The interest is declared by the insurer at the beginning of each year and
must be at least the amount required by the Annuity Nonforfeiture Law, currently between 1% and 3%. In addition,
the insurer guarantees that the crediting rate will be at least a percentage of the return realized by the index {the
“participation rate”). The insurer declares this participation rate in advance annually. The insurer may statc a
maximum rate that will be credited regardless of how the index performs.
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Set forth below are the relevant Maryland statutory and regulatory citations.” The
Maryland regulatory structure is illustrative of state insurance regulatory
structures; comparable regulatory regimes exist in other states.

Regulation of insurers

e §2-201 — provides enforcement authority for violations of the Insurance
Article;

§2-205 — authorizes examination of insurers;

o §4-101 —~addresses the requirements for a Certificate of Authority
(including mandatory and discretionary grounds to deny, refuse to
renew, suspend and revoke authority);

o §4-205 -lists “acts of insurance” which may not be done without a
license;

o §5- 101 —relates to assets, liabilities, reserves, and investments of
INSurers;

o §7-101 —relates to Maryland’s Acquisition Disclosure and Control Act;

e §9-101 —addresses circumstances where an insurer may become
impaired (solvency). '

Regulation of producers

s §2-206 - examination of agents;

e §10-103 - requires a license for insurance sales;

e §10-105, §10-107, §10-109, §10-116, and §10-117, requirements for an
insurance license, including examinations, continuing education, and
regular updating;

e §10-112 ~ issuance of producer license;

¢ §10-118 - termination with cause from carrier;

o §10-126 - permits denials, suspensions, revocations, and refusals to
renew or reinstate any licensed agent;

§12-201 - §12-210 — addresses forms of annuity products
§27-102 - prohibits unfair trade practices;

? All statutory citations are to the Insurance Article of the Annotated Code of Maryland, the regulatory citations are
to the Code of Maryland Regulations (“COMAR?”).

-4.




§27-103 and §27-104 - permits cease and desist orders for practices/acts
that are defined and for practices not expressly defined, respectively;
§27-202 through 216 — defines “unfair and deceptive acts/practices”
such as misrepresentations, false statements, boycott, coercion,
intimidation, inducements, unfair discrimination, rebates, twisting, tie-in
sales, and improper premiums and charges;

§27-301 - §27-306 — prohibits unfair claim settlement practices

§27-403 - requires return of unused premiums and prohibits false or
misleading claims;

§27-405 and §27-406 — defines unlicensed activity and unregulated
insurers as fraudulent.

Regulation of product/contract

§12-203 —addresses the requirement that forms must be submitted for
approval before being sold in Maryland,

§16-400 —addresses the required contract provisions, including grace
period, incontestability, misstatement of age or sex, crediting of
dividends, and reinstatement provisions;

§16-500 - the Maryland Standard Nonforfeiture Law for Individual
Deferred Annuities;

COMAR 31.09.09 — Maryland Illustrations regulation _
COMAR 31.15.01 — Addresses Unfair Trade Practices in advertising;
COMAR 31.15.04 — Addresses Unfair Trade Practices in solicitation of
annuity contracts;

COMAR 31.09.12 — entitled “Suitability in Annuity Transactions” is
Maryland’s broadly protective suitability regulation, setting forth
standards and procedures for each recommendation to a consumer that
results in a transaction involving an annuity product so that the insurance
needs and financial objectives of the consumer at the time of the
transaction are appropriately addressed. This regulation applies to
insurers, agencies, and producers with respect to all annuity transactions
and specifically incorporates the National Association of Securities
Dealers (a/k/a Financial Industry Regulation Authority) Conduct Rules
pertaining to suitability for the recommendation of variabie annuities.




The Commission should take particular note of Maryland’s suitability
regulation (COMAR 31.09.12). By its terms, this regulation “applies to each
recommendation to purchase or exchange an annuity made to a consumer by an
insurance producer, or an insurer where no insurance producer is involved, that
results in the purchase or exchange recommended.” The regulation imposes
explicit duties on insurers and producers to “have reasonable grounds for believing
that the recormmendation is suitable for the consumer. , . .”

The Maryland regulatory regime is as robust as it is comprehensive,

‘Maryland’s insurance regulatory structure demonstrates that any assertion that
states do not currently regulate indexed annuities is false.

B.  MIA staff devoted to regulating indexed annuities

Maryland’s regulatory regime is not a “paper tiger.” The laws on paper are
backed up by substantial resources devoted to the enforcement of these laws. For
example, the MIA has competent professional staff who specialize in annuity
marketing; others who specialize in life insurance and annuity complaints;
examiners who are qualified to examine equity indexed annuity activities; analysts
who review annuity filings; staff who conduct examinations and audits; and staff
who perform market conduct examinations. All of these resources are available to

and, as appropriate, are applied to the effective regulation of indexed annuities.
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C.  MIA’s market conduct activities

As detailed above, the MIA has ample legal authority to oversee all aspects
of the indexed annuity industry. Pursuant to these authorities, the MIA has
completed in the past five years market conduct examinations of the following
companies that write equity indexed annuities:

AXA Equitable Life Insurance Company

F & G Life Insurance Company (now Qld Financial Life Insurance
Company)

Hartford Life & Annuity Company

Jackson National Life Insurance Company

New York Life Insurance Company

Prudential Life Insurance Company

Union Labor Life Insurance Company

No violations with respect to equity indexed annuities were found during
these examinations.

D.  The MIA receives few consumer complaints involving indexed
annuities

The MIA’s complaint files refute the assertion that there is a large and

growing problem in the area of indexed annuities. Complaints about equity

indexed annuities represent less than % of 1% of the complaints received by the

MIA’s Life and Health Unit. The MIA received a grand total of four complaints

relating to indexed annuities in 2004, nine in 2005, seven in 2006, and three in




2007. So, over the four years, 2004-2007, the MIA received 23 complaints in this
area. This is not evidence of a major problem.

'3, The predictable and avoidable costs of duplicating state regulation.

The Commission will likely réceive comments from the indexed annuity
industry and others about the administrative burdens and financial costs associated
with adding a new duplicative layer of federal regulation. The MIA wishes to
highlight a different and, arguably, far more serious potential cost resulting from
this proposed new layer of regulation.

A beﬁeﬁt of the present system is the certainty it provides as to where
regulatory authority and responsibility for indexed annuities lies: it lies with state
insurance regulators. That certainty will be lost if federal regulation is added to the
mix. An inevitable downside of parallel state-federal regulatory systems will be
disputes (some legitimate, some not) about whether a state rule or practice conflicts
with and thus is preempted by a federal law. The industry players most in need of
regulatory oversight will be creative in manufacturing these disputes.

Thus, a perverse or unintended consequence of the Commission’s proposal,
if it is pursued, is that it will create holes in a regulatory system that at present is
seamless. This will be confusing to consumers and weaken consumer protection

by allowing bad actors to argue that they are beyond the reach of state regulation.
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With all due respect, it seems highly improbable that the Commission will devote
the same level of resources to the protection of Maryland consumers as the MIA
does now. Federal regulation in this area is, therefore, likely to hurt, not help,
Maryland consumers.

4.  The Commission has failed to consider adequately the views of states.

Without prior consultation with the states, the Commission issued 1ts
proposed rules and the Commission set a short comment period on this major
change. While the Commission received numerous requests to extend the
comment period, including a request from the Maryland Insurance Commissioner,
the Commission ignored these requests. The Commission’s treatment of this
matter is disrespectful of the states’ long-standing interests in this area of state
authority, The Commission’s approach is inconsistent with pﬁnciples of
federalism. See Executive Order 13132, § 3(a) (August 4, 1999) (agencies of the
United States, other than independent regulatory agencies, shall, to the extent
practicable, consult with state officials before any action is taken “that would hmt
the policymaking discretion of the States™). While the Executive Order 1s not

binding on the Commission, its philosophy and rationale should guide how the

Commission proceeds.




5. Conclusion

States, including Maryland, are regulating indexed annuities now and doing
so effectively. The paucity of consumer complaints that the MIA has received is
proof that there is no need for a new layer of federal regulation. Furthermore,
there is reason to believe that the Commission’s proposed rules, if adopted, will
weaken consumer protection. And finally, the Commission has proceeded in this
matter far too quickly and without allowing interested parties sufficient time to
develop and to present their views. For all these reasons, the Commission should

not adopt the proposed rules.

Ralph S. Tyler

Insurance Commissioner

Maryland Insurance Administration
525 St. Paul Place

Baltimore, Maryland 21202
410-468-2090
rtyler@mdinsurance.state.md.us

September 9, 2008
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OLD MUTUAL.

INVEST IMSURE 1NNOVATE

QOld Mutual Financial Network

September 10, 2008

Ms. Florence E, Harmon

Acting Secretary

U.S. Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549-9303

Re: Indexed Anmuities and Certain Other Insurance Contracts
File No. §7-14-08

Dear Ms. Harmon:

Old Mutual Financial Network (“Old Mutual”)’ is pleased to have the opportunity to offer its
comments in response to the request by the Securities and Exchange Commission (the
“Commission” or “SEC”) in Release No. 33-89337 (the “Proposing Release”) for comments on
proposed rule 151 A that would define certain indexed annuities as not being “annuity contracts™
or “optional annuity contracts” under Section 3(a)(8) of the Securities Act of 1933 (the “1933

Act™).

Old Mutual opposes adoption of proposed rule 151A. The first section of this letter addresses
our concem regarding the lack of need for the proposed rule particularly in light of state
insurance disclosure and sales practice protections. The second and third sections discuss
potentially significant collateral damage the rule may cause the non-indexed business of
insurance arising from the breadth of the rule, The fourth section notes serious inconsistencies
between the proposed rule, Section 3(a}(8), and guiding precedent. The last section outlines the
proposed rule’s adverse impact on consumers as they will bear the costs of the rule.

L THE PROPOSING RELEASE DOES NOT ESTABLISH A NEED FOR FEDERAL
REGULATION

The Proposing Release states “purchasers of indexed annuities have not received the benefits of
federally mandated disclosure and sales practice protection,™ cites “complaints of abusive sales

' O1d Mutual Financial Network (“Old Mutual™} is the marketing name for the U.S. life insurance and annuity
operations of Old Mutual plc. Working through its network of established insurance companies (OM Financial Life
Insurance Company, OM Financial Life Insurance Company of New York), Old Mutual is headquartered in
Baltimote, MD: maintains a National Sales Office in Atlanta, GA, and service centers in Nebraska and Atlanta.
The companies that comprise Old Mutual deliver a diverse portfolio of annuities and life insurance products via an
established group of master general agents. Products are distributed in 50 states and the District of Columbia. Old
Mutual has nearly one million poticyholders nationwide. As of Tune 30, 2008, Old Mutual had 318 billion in
statutory-basis assets.

? See Indexed Annuities and Certain Other Insurance Contracts, Rel. No. 33-8933, 34-58022 (June 25, 2008).

? Proposing Release at 6.

Oid Mul%ﬂ%@ﬁwgr@gé“is the marketing name for (M Financiai Life Insurance Company (Homa Office. Baltimrore, MDY and OM Finansiat Li's insurance Company

af New York (Hame Ofice. Purchzse. NY'Y. Variable annuity products are distributed through Qg Mtual Finane.ai Matwark Seouriies. member NABD,




practices,™ and states that protections provided by these contracts are “not.. .substantial
enough.”® Yet it fails to produce evidence of abusive sales practices, fails to acknowledge state
regulation of disclosure and sales practices, and disregards state regulation of guarantees.

A. No Empirical Evidence Has Been Provided

The Proposing Release identifies consumer protection, especially protection of seniors, as one of
the driving needs in support of the rule.® As evidence of this need the Proposing Release cites
the statement of Patricia Struck, then President of the North Amencan Securities Administrators
Association (“NASAA™), at the first Senior Summit in June, 2006." In her statement, Ms, Struck
reports survey data NASAA obtained from its rnembers about complaints involving indexed
annuities and complaints involving variable annuities.” Because Ms. Struck’s statement reports
this information in the aggregate, and not separately for indexed annuities, these survey results
effectively preclude meaningful analysis of this body of evidence by the Commission and the
public. It certainly does not warrant the extrapolation of nontransparent combined results to the
entire gpOpulaltion of indexed annuity plans currently available in the U.S, retirement market
place” At the same time, the Proposing Release f