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Dear Ms. Murphy:

The American Council of Life Insurers (“ACLI") is a national trade association with 300 members
that represent more than 90 percent of the assets and premiums of the life insurance and annuity
industry. We appreciate the opportunity to share our views on the subjects under review and
consideration as part of the Securities and Exchange Commission (“SEC”) Study Regarding
Obligations of Brokers, Dealers, and Investment Advisers (the “Study”).

Our letter begins with a discussion of the unique nature of insurance product distribution and
explains the extensive regulatory network governing the sale of insurance products. We then
provide comment about key considerations as the SEC conducts the Study, and in particular the
methodology which we believe the SEC should employ in analyzing the issues being examined.
Our letter concludes with comments relating to harmonizing the broker, dealer (“BD") and
investment adviser (“IA”) regulatory framework. An executive summary appears early in our letter.

At the outset, we wish to note that we have substantial interest in the Study. Our members offer
and distribute life insurance, annuities and other products such as mutual funds, individual
securities and 529 plans through affiliated and independent distributors, including BDs and I1As. We
believe that registered representatives (“RR” or “RRs”) of BDs directly affiliated with the life
insurance industry represent a majority of the associated persons associated with the BD industry.
IAs also provide advice to clients with respect to the life insurance and annuity products which our
members distribute.

We hope that the comments set forth in this letter will continue the constructive dialogue in which
we have engaged with the SEC and other interested parties regarding the standards of care for
BDs and IAs and related investor protections for retail customers.

American Council of Life Insurers
101 Constitution Avenue, NW, Washington, DC 20001-2133
www.acli.com
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Executive Summary

e The insurance distribution and sales process is one of the most heavily regulated of the
financial services available in the marketplace today - Part | of our letter summarizes the
applicable regulatory framework related to the process and we have also attached as an
appendix (please see Appendix A), ACLI's prior submission to the RAND Corporation Study
(the “ACLI RAND Study Submission”) to highlight the extensive network of laws and
regulations governing our members’ and their associated persons’ activities that directly
relate to the issues within the scope of the Study.

e The SEC should use the Study as an opportunity to approach the issues in a
comprehensive manner, and to perform a rigorous analysis of the applicable existing
regulatory regime, identify those things that are working well and those that are not, and
evaluate the likely consequences to the retail and other investing public and the industry
from any potential changes. We discuss the Study further in Part Il of our letter.

o If after a comprehensive evaluation, the Study findings and results lead the SEC to
determine that harmonization of the regulation applying to BDs and IAs when providing
personalized investment advice to retail customers will provide tangible and concrete
investor protection benefits to retail customers without significant adverse consequences to
retail customers, any such harmonization efforts should be advanced with a view to the
preservation and/or enhancement of:

0 investor protection for retail customers;

0 choice regarding securities products and services for the full spectrum of retail
customers; and

0 access to those securities products and services for the full spectrum of retail
customers.

This is discussed further in Part Ill of our letter.
I. The Unique Nature of Insurance Product Distribution.

In this part of the letter we first discuss the operation and activities of insurance-affiliated BDs and
then we discuss the regulatory framework applying to insurance product distribution.

A. The Operation and Activities of Insurance-affiliated BDs

BDs affiliated with life insurance companies are significantly different from full service or “wire-
house” BDs in their operations, products and services.

One type of insurer-affiliated BD is strictly a “wholesaler” - distributing the insurance company’s
variable products through affiliated and unaffiliated selling BDs. This type of BD generally does not
engage in retail activities and does not maintain possession or control of customer funds or
securities. Those insurance company employees who perform wholesaling duties or certain related
activity are generally registered with the insurer's wholesaling BD. Care should be taken in any
rulemaking to distinguish these types of wholesaling BD activity from retail sales BD activity.
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Another type of insurer-affiliated BD engages in retail securities activities primarily in the context of
a larger insurance business. Many RRs associated with these BDs operate principally as life
insurance and annuity salespersons. Securities sales can frequently constitute an incidental
amount of business relative to insurance product sales by an office or RR. In some cases, the
insurance-affiliated retail BD may sell a broader array of securities products, including mutual funds,
529 Plans and individual securities. Certain of these BDs and a segment of their RRs are dually
registered as IAs and investment advisory representatives (“IAR” or “IARS”"), respectively, and also
offer various IA services such as financial planning for a fee and managed accounts. As a by-
product of this type of insurer-affiliated BD, supervision and compliance is often conducted within
the overall vehicle of an insurance distribution system. In some cases, an insurance company-
affiliated BD may conduct both wholesaling and retail activity.

As a matter of perspective, it may be helpful to consider those securities activities and services
generally not offered by most BDs affiliated with life insurers. Typically, these BDs do not, for
example, maintain discretionary accounts permitting RRs to purchase and sell securities on behalf
of a retail customer without specific approval of each transaction. These BDs generally do not take
custody of retail customer funds, securities or assets. This type of BD does not typically “carry”
customer accounts — instead they often have contractual relationships with “clearing” BDs who,
among other things, execute securities transactions and take custody of applicable retail customer
funds, securities or assets.

Insurance BDs usually require that payment for variable insurance or securities products be made
by check payable to the processing office of the underwriting insurer, and not by check payable to
the agent/RR or even to the BD. Additional purchases, transfers, withdrawal and redemption
requests for these products are typically submitted to the underwriting insurer, not to the RR or the
BD. Variable contracts and shares in investment companies are issued directly to purchasers and
do not constitute bearer instruments. Consequently, the opportunity for misappropriation of these
instruments by these RRs is greatly mitigated and in certain instances virtually nonexistent.

We respectfully offer this background to highlight the diversity within the BD universe, and the need
for careful rulemaking that appropriately accommodates different business models, organizational
structures, product lines, and compliance and oversight operations.

B. The Regulatory Framework Applying to Insurance Product Distribution

Life insurance companies and their associated persons currently comply with a comprehensive
array of regulation administered by state insurance departments, the SEC, the Department of
Labor, Financial Industry Regulatory Authority (“FINRA") and various state securities divisions and
departments. Quite simply, and as similarly noted above, the insurance industry distribution and
sales process is one of the most heavily regulated of the financial services available in the
marketplace today.

For your reference and convenience, we have included the ACLI RAND Study Submission, which is
attached to this letter as Appendix A to outline the important and significant role life insurers and
their distributors play in the IA and BD industries, and to highlight the extensive network of laws and
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regulations governing their activities that directly relate to the issues within the scope of the Study.*
With this detailed information at hand, we believe the Study can be more fully balanced, effective
and informed in its findings and any subsequent recommendations or actions that may result from
the Study.?

II. The Study

In this part of the letter we offer comment with respect to the legislative mandate governing the
Study, the methodology we believe the SEC should employ in conducting the Study, the importance
of the exception under section 202(a)(11)(C) Investment Advisers Act of 1940 (the “Advisers Act”),
and the potential imposition of a fiduciary duty on BDs.

A. The Legislative Mandate

Section 913 of the Dodd-Frank Act requires that the SEC, before engaging in any decision to
advance rulemaking with respect to a new standard of care, conduct the Study to evaluate, among
other things, the effectiveness of existing legal or regulatory standards of care for BDs, 1As and their
associated persons providing personalized investment advice and recommendations about
securities to retail customers imposed by the SEC and a national securities association, and other
Federal and State legal or regulatory standards.

The Study specifies fourteen separate required considerations to be addressed. Those required
Study considerations include “the effectiveness of existing legal or regulatory standards” and
“whether there are legal or regulatory gaps, shortcomings, or overlaps in legal or regulatory
standards,” and even “the potential impact of eliminating the broker dealer exclusion from the
definition of ‘investment adviser under section 202(a)(11)(C) of the Advisers Act. Other required
Study considerations include the SEC's review of: (a) the specific instances related to the provision
of personalized investment advice about securities in which the regulation and oversight of
investment advisers provide greater protection to retail customers than the regulation and oversight
of broker dealers, and vice versa; (b) the potential impact on retail customers, including the

! The ACLI RAND Study Submission outlines in more detail the products, services and regulation of life

insurance companies and their distributors and has been recently updated for your reference in connection
with the Study. We note here certain key highlights of the ACLI RAND Study Submission, including:

e NAIC Suitability in Annuity Transactions Model Regulation;

¢ FINRA Rule 2330 (previously, designated as NASD Rule 2821) Suitability and Supervision in
the Sale of Variable Annuities;

¢ NAIC Annuity Disclosure Model regulation;

¢ NAIC Model Replacements Regulation;

e ACLI Disclosure Initiative for Fixed, Index, and Variable Annuities;
e ACLI Summary Annuity Disclosure Templates and Instructions;

e The State Regulatory Framework Regarding Variable Product Sales

2 Further, we include ACLI's RAND Study Submission to assure that the SEC staff has access to the

complete record, which does not appear to be available on the SEC’s website. We also note that the RAND
report included scant, if any, reference to the role life insurance salespersons play in the distribution of 1A and
BD services. We have reviewed the original information submitted in the ACLI's RAND Study Submission,
and have updated it where laws or regulations have changed as part of Appendix A.
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potential impact on the range of products and services offered by broker dealers if the Advisers Act
standard and/or other requirements are applied to broker dealers and their associated persons; (c)
the varying level of services provided by brokers, dealers and investment advisers and their
associated persons and the varying scope and terms of retail customer relationships among them;
(d) the potential impact on retail customers that could result from changes in regulatory
requirements or legal standards of care, including protection from fraud, access to investment
advice, and recommendations about securities to retail customers, or the availability of such advice
and recommendations; (e) the potential additional costs and expenses to retail customers regarding
their investment decisions; and (f) the potential additional costs and expenses to brokers, dealers
and investment advisers resulting from potential changes in the regulatory requirements or legal
standards.

Thus, Section 913 requires not only an investigation of whether a new or different standard of care
will enhance investor protection, but also an evaluation of the potential consequences, intended and
unintended, on retail customers, as well as the BDs and I1As who provide them with personalized
investment advice about securities.

That is a tall order - especially given the short time-frame allowed for the Study. Nevertheless, not
only is this analysis required by the statute, we believe it is critical to making an informed decision
about what, if any, regulatory changes should follow and to help avoid any unintended negative
consequences to retail customers. There are no easy answers to these questions, and the SEC
should be wary of the notion that has been offered by some that there is a “silver bullet” for
enhancing retail customer investor protection, such as elimination of the BD exception in the
Advisers Act or simply imposing a fiduciary duty on BDs.

B. Methodology

The outcome of the Study cannot be regarded as a fait accompli. Rather, the SEC should, as
Section 913 contemplates, take this opportunity to perform a rigorous analysis of the existing
regulatory regime, identify those things that are working well and those that are not, and evaluate
the likely consequences to the investing public and the industry from any potential enhancements
that are considered. This will set the stage for, if deemed necessary, an informed and tailored
rulemaking that will enhance retail customer protection without unnecessarily increasing costs or
decreasing retail customer choice and access to securities products and services. We believe that it
is crucial for the SEC in conducting the Study to seek input and information through various means,
including through interviews with associated persons of BDs and IAs and consider focus groups
with a broad range of retail investors, in addition to reviewing the information provided in comment
letters and the meetings with interested persons that the SEC has conducted or will conduct over
the next several months.

Moreover, we believe that it is critical for the SEC to thoroughly analyze the detailed rules and
multiple layers of supervisory oversight to which sales of insurance products are currently subject.
As noted above, we have attached the ACLI RAND Study Submission to this letter (see Appendix
A) to, among other things, outline extensive laws and regulations governing insurance product
distribution and sales.

C. Study Topic: the BD Exception to the Advisers Act

We note that one mandated area of the Study relates to the potential impact of eliminating the BD
exclusion from the definition of “investment adviser” under section 202(a)(11)(C) of the Advisers
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Act. We have significant concerns that elimination or limitation of the long standing exclusion
would, among other material negative consequences to retail customers, impose substantial costs
(as described below) on retail customers without any clear benefit to those retail customers.

For example, the repeal of the exception would, among other things, require all BDs and RRs who
provide personalized investment advice about securities to retail customers to register as IAs or
become IARs - also without any correlating benefit to retail customers. Requiring BDs and RRs
who provide incidental advice about securities to register as I1As or IARs would significantly increase
the cost of providing services to retail customers without any real benefit. This could result in, for
example, certain portions of retail customers actually having less access to much needed
personalized investment advice about securities. BDs may find the costs prohibitive to continue to
provide such personalized investment advice about securities to those retail customers in less
densely populated geographic areas.

D. The Imposition of a Fiduciary Duty

Some have suggested that the SEC undertake its Study with a predisposition toward imposing a
fiduciary duty “label” upon BDs and their RRs. We believe that the imposition of a broad and vague
label or standard will not benefit retail customers and could have the unintended negative
consequence of limiting investor choice and access to securities products and services. We
discuss this point in greater detail in Part Il of our letter immediately below.

I1l. Harmonization

In this part of our letter, we first offer our views with respect to harmonization generally. We then
examine certain considerations which we think are critical to keep in mind regarding the phrase
“personalized investment advice about securities to retail customers™—a phrase which is at the
foundation of the Study. Then we set forth principles which we believe should guide the SEC's
efforts with respect to any BD and IA disclosures to retail customers. We conclude with a
discussion of why we believe that any rulemaking to address gaps that are identified through the
Study must focus upon concrete business conduct rules, instead of a vague, nebulous and
undefined standard or label.

A. Harmonization Generally

Currently, BDs and IAs are subject to different regulations when they provide personalized
investment advice about securities. 1As are subject to a fiduciary standard, while BDs are subject to
standards of fair dealing and suitability rules, including the various FINRA regulatory notices and
interpretative materials containing additional considerations for specific products and related
matters (and, specifically, in the case of variable annuity sales, the rigorous analysis and other
requirements mandated by FINRA Rule 2330).

Additionally, BDs and IAs are required to provide different types of disclosures to their retalil
customers at different times in the investment or engagement process. Furthermore, the
advertising rules applying to each are different, as are the applicable record-keeping requirements
and numerous other regulatory requirements. In the area of regulatory oversight, I1As are currently
directly regulated by the SEC, while BDs are directly regulated by FINRA and also by the SEC.
BDs and IAs are also subject to varying types of oversight by state securities regulators.

If after a comprehensive Study, the SEC determines that harmonization of the regulation applicable
to BDs and IAs when providing personalized investment advice to retail customers will enhance the
protection of those retail customers without causing significant unintended negative consequences
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relating to the provision of personalized investment advice,® the ACLI believes that it is critical that
it advance any related rulemaking with a view to preserving and/or enhancing:

Investor protection for retail customers;

Choice regarding securities products and services for the full spectrum of retail
customers; and

Access to those securities products and services for the full spectrum of retall
customers.

With those tenets in mind, we believe that the Study, and any resulting rulemaking that may be
forthcoming as a result of the Study, should focus on the following areas:

allowing the retail customer and the BD or IA (and as applicable their associated
persons) to determine the scope and cost of services to be provided, including services
to provide personalized investment advice about securities;

permitting the types and timing of disclosures provided to retail customers to be based
upon, among other things, the securities products and/or services being offered and
provided; and providing disclosure to retail customers that is useful - and more
specifically concise and targeted information with those retail customers seeking more
detailed information being able to access such information via a BD'’s or I1A’'s Website (or
by hard copy if so requested); and

modernizing and reducing overlapping, duplicative and inconsistent regulation with
respect to applicable advertising, recordkeeping and certain other rules.

To these ends, as similarly noted above, we believe that the following principles should guide the
SEC'’s efforts:

As discussed in more detail below, any new harmonized standard of care must satisfy
the Dodd-Frank Act mandate that it apply only to “personalized” investment advice about
securities to “retail investors” as those terms are defined.

Provide clear guidance as to how BDs and IAs, when providing personalized investment
advice about securities to retail customers, meet a new standard of care. Specifically,
such guidance should be tailored to reflect and preserve the existing and varying
business models through which securities products and services are currently provided
to retail customers. A one-size-fits-all approach would have the unintended negative
consequence of limiting retail customer choice and access to securities products and
services, particularly for retail customers with limited assets and those in less populated
geographic areas.

The Dodd-Frank Act provides that offering a limited range of products, including offering
only proprietary products, would be disclosed and permissible under any new standard
of care. We ask that the SEC, in any rulemaking, be careful not to require or mandate
that a BD expand the securities products or services it offers. Conversely, in
implementing this requirement, the SEC must also be careful to avoid promulgating rules
or guidance that would unnecessarily favor one type of securities product over another
or lessen retail customer access to, what some may view as more complicated securities
products or, proprietary products when other securities products are available. For

% Such as, for example, as discussed in this letter, a reduction in retail customer access, and choice related,
to personalized investment advice about securities.
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example, if any promulgated rules lead BDs and IAs to believe that they can gain a
competitive advantage through decreasing compliance costs by offering a smaller
subset of securities products and services than they otherwise would, it could result in
unintended negative consequences of limiting retail customer choice and access to
certain securities products and services.

We believe that by satisfying the guiding principles set forth above, any resulting regulations that
may follow the Study will enhance the ability of BDs and IAs to: (1) meet the increasing needs of an
expanding base of diverse and geographically dispersed retail customers across the broad
economic spectrum; and (2) provide enhanced protections to those retail customers.

B. Personalized Investment Advice about Securities to Retail Customers.

It is important that, as noted above, any rulemaking resulting from the Study must satisfy the Dodd-
Frank Act mandate that it apply only to “personalized investment advice” about securities that is
provided to “retail customers.”

We believe that “personalized investment advice” about securities is investment advice about
securities that is provided to a retail customer based on the personal financial information provided
by such retail customer, including the retail investor’s financial needs, investment objectives, risk
tolerance and financial circumstances.* It is, therefore, investment advice about securities that is
intended to be specific to the retail customer and is intended to meet his or her specific financial
circumstances, objectives and needs as well as the securities products or services which he or she
is seeking from the BD or IA.

(1) Advice as Distinguished from General Communications

Any rulemaking in this area should be crafted in a way that avoids the unintended negative
consequence of “chilling” contact and interactions between and among BDs, IAs, their respected
associated persons and retail customers. There are numerous interactions between such BDs, IAs,
their respective associated persons and retail customers that do not constitute personalized
investment advice about securities. Accordingly, any rulemaking should make clear that such types
of non-personalized investment advice about securities with retail customers will not be deemed
“personalized investment advice about securities.” These include, but are not limited to:

e General Education/ Impersonal Advice. BDs, IAs and their associated persons
provide general education and impersonal advice about securities and investments to
retail customers and to broader audiences. Such information may include general
concepts such as modern portfolio theory, asset diversification and asset allocation.
This education and impersonal advice is not, however, intended to address the financial
circumstances and/or needs of any particular individual(s) within the larger group — in
fact it is typically delivered absent such specific retail customer information.

e Account and Retail Customer Relationship Maintenance. Depending on the
business model and the nature of the relationship with the retail customer, as a matter of
good business and compliance practices, an associated person of a BD or IA may have

* In this connection, we note that the term “impersonal investment advice is defined under Advisers Act Rule
203A-3(a)(3)(ii) as “investment advisory services provided by means of written or oral statements that do not
purport to meet the objectives or needs of specific individuals or accounts.”



Elizabeth M. Murphy, SEC Secretary
August 30, 2010

- and should be encouraged to have - regular and frequent contact with applicable retail
customers that often does not include the provision of personalized investment advice
about securities.

o For example, annual or quarterly contact with a retail customer to remind him or
her to rebalance assets held in a variable annuity to match allocations set up at
the time of contract purchase should not constitute “personalized investment
advice about securities” absent, for example, efforts initiated by the associated
person to recommend that the retail customer change the allocations
percentages to accommodate changes in the retail customer’s individual financial
facts and circumstances.

o Needs Analysis. Associated persons of BDs and IAs should be able to meet with retail
customers as necessary to determine their current, and any new, investment objectives
and financial needs without concern that doing so would impose an affirmative duty to
render personalized investment advice about securities® (on an on-going or of an
episodic nature) or that a harmonized standard of care would apply to such interactions,
unless the retail customer wishes to seek and the associated person is qualified to
provide, and does provide, such investment advice about securities.® An associated
person should also not be affirmatively obligated to provide personalized investment
advice about securities simply because, for example, the associated person has
communicated with a retail customer about their respective account(s) or contracts.

(2) Definition of Retail Customer.

The Dodd-Frank Act defines “retail customer” as a natural person (or the legal representative of
such natural person) who receives personalized investment advice from a BD or IA and who uses
such advice primarily for personal, family, or household purposes.

Consistent with this definition, we would request that the definition of “retail customer” in any
subsequent rulemaking make clear that there is no BD, IA or other obligation or requirement to
“look through” defined contribution pension plans to individual participants and their accounts. Such
plans are already subject to Department of Labor guidance addressing investor education and
regulations governing advice, which impose fiduciary duties consistent with ERISA. The overlaying
of a different and potentially conflicting fiduciary duty by the SEC would not serve to protect retail
customers and potentially could discourage the formation and continuation of pension plans, as well
as the continued provision of beneficial educational services to plan participants. Accordingly, if
any harmonized standard of care rules are promulgated, it is important that the SEC specifically
establish that any such rules are not intended to confer ERISA or other fiduciary status on a BD, IA
or their associated persons.

We have significant concerns with any regulatory actions or rulemaking regarding the provision of
personalized investment advice about securities that would serve to extend to others beyond “retail
customers.” We suggest that a focus on institutional investors would not serve to provide any

® Please see Section 913(g)(1)(k)(1) of the Dodd-Frank Act.

® We recognize that any harmonized standard of care would apply if, and when, personalized investment
advice about securities is provided to a retail customer.
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meaningful benefit and would simply serve to distract from the larger issue of how best to preserve
and/or enhance investor protections for retail customers.

C. BD and IA Disclosures to Retail Customers.

BDs and IAs, when providing personalized investment advice about securities to retail customers,
should be required to make balanced and fair disclosure of material facts relevant to the retail
customer’s investment decision, including material conflicts of interest. As similarly noted above,
disclosure will be more effective, useful and helpful to retail customers, if such retail customers
receive concise, plain-English summary disclosures. Such disclosures should also, as also
similarly noted above, refer retail customers seeking more detailed disclosure to the BD or IA's
Website 7Where they can access such information (or allow them to receive a “hard copy” by
request).

This position would appear to be consistent with current statements of the SEC, in particular those
made at the time of the recent amendments to the Form ADV Part 2.8 The SEC stated in the
adopting release that it “will continue to consider different approaches to delivering financial
information to investors.”® In this connection we encourage the SEC to take the opportunity to
consider approaches that enable BDs and IAs to be able to provide concise and helpful written
disclosures to retail customers, by enabling BDs and IAs to reference links to their Websites for
certain types of additional, detailed information.

We believe that the following considerations should govern the types of disclosures the BDs and
IAs are required to provide retail customers in connection with the provision of personalized
investment advice about securities:

e Simple, Clear and Concise Descriptions. Retail customers should receive clear
disclosure of the range of securities products and services that are offered to them by
the BD or IA and their associated persons. Such disclosures should include a narrative
description of the types of fees and costs associated with the securities offerings and the
manner in which the BD or |IA and its associated person are compensated. Disclosure
should be written in plain-English, and the SEC and other regulators should work with

" We would urge that consideration of any additional disclosure requirements would include a thorough
analysis of the disclosures that retail customers currently receive. For example, when purchasing a deferred
variable annuity, a retail (and other) customer must be informed of the general terms of various features of
deferred variable annuities, such as surrender period and surrender charges; potential tax penalties; mortality
and expense charges; investment advisory fees; potential charges for and features of riders; the insurance
and investment components; and market risk. Additionally, such retail (and other) customers must be
provided with a product prospectus, which provides a comprehensive and detailed description of the variable
annuity. Finally, such retail (and other) customers are provided prospectuses for the mutual funds underlying
the product subaccounts in which they invest. Simply piling more disclosure on top of the above-noted
disclosure information is more likely to result in “information overload” than an enhanced understanding of the
product or transaction by retail customers.

8 Amendments to Form ADV, Investment Advisers Act Release No. IA-3060 (July 28, 2010), available at
http://www.sec.gov/rules/final/2010/ia-3060.pdf.

°1d.
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the industry and others to identify ways to simplify, and make disclosures more helpful to
retail customers.

e Disclosure of Material Conflicts of Interest. Perceived or actual conflicts of interest
between the BD or IA and their retail customers can arise regardless of the business
model. BDs and IAs should take appropriate steps to identify material conflicts and
disclose these conflicts to their retail customers.

e Disclosure of Compensation. Retail customers should receive a brief narrative
description of how an associated person is compensated for the sale of securities
products and services so the retail customer can evaluate the personalized investment
advice about securities she receives in light of any conflict of interest that may be
created and determine the value of securities products and services and related
benefits. We believe that retail customers will find most useful concise information
regarding how associated persons are compensated, rather than the exact amount of
compensation, in order to determine whether compensation incentives may lead to a
conflict of interest.

D. Business Conduct Rules

As we have noted in detail above and in Appendix A, insurance distribution and sales are already
subject to a detailed and rigorous framework with respect to required rules of conduct. These
business conduct rules currently govern all aspects of the customer relationship including gathering
information about the customer, disclosure, supervision, maintenance of customer account assets,
safeguarding confidential customer information, training and supervision of associated persons.

To the extent that the SEC determines that there are gaps with respect to the detailed conduct rules
already in place, the SEC should look to specifically address such gaps, as opposed to simply
turning, as noted above, to a broad and vague fiduciary standard as some have suggested.

In so doing, it is critical that the SEC craft any conduct rules in a way that does not inadvertently
result in a decrease in retail customer choice regarding, and access to, personalized investment
advice about securities to retail customers across the broad economic spectrum. Retail customers
with seven figures to invest will always be able to find personalized investment advice about
securities regardless of the standard of care; a retail customer with under $100,000 to invest and
resides in a less populated rural geographic area may not be able to do so unless the proper
balance is struck in any rulemaking.

Accordingly, any conduct rules should be crafted with these principles in mind:
¢ enable BDs to continue offering their full array of securities products and services to help

meet retail customers’ financial needs and objectives;

e preserve retail customer access to BDs, IAs and their associated persons and the
securities products and securities services they offer;

e preserve various means of structuring securities-related compensation and fees (so that
retail customers can pay for services the way such retail customers choose to do so);
and

11
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e avoid providing unintended competitive advantages to any particular business models or
securities product and services lineups.

In order to achieve these principles, any new conduct rules should not require BDs, IAs and their
associated persons to:

e recommend or otherwise provide investment advice about securities that simply are the
“cheapest” or “less expensive” product or service;*

e limit securities products or services choices it makes available;

e stop or limit providing personalized investment advice about securities or otherwise
providing services to retail customers who have smaller accounts, reside in less
populous areas of the country or are not part of the “mass affluent” or “affluent” segment
of retail customers; and

e require a BD to expand its available securities product or services universe.

Implementation Dates. Further, we would request that in advancing any rulemaking and
establishing any compliance dates with respect to such rulemaking, the SEC keep in mind the
potential significant implementation issues that would likely be required. We would request that, if
any Section 913 related rulemaking follows the Study, the SEC establish compliance dates to
provide BDs and IAs with the time they would need to meet such implementation challenges.

IV. Conclusion

We greatly appreciate your consideration of and attention to our views. We look forward to meeting

with you to discuss the points we raise herein and continuing to participate and contribute to the
Study and any potential subsequent rulemaking.

Sincerely,

Barl. B, W ALLhirdrs,

Carl B. Wilkerson

B@wﬁwgﬁ%

David M. Leifer

1% While we recognize that a particular securities product or services cost and any related expenses are
relevant factors for consideration when providing investment advice about securities to retail customers, we
strongly believe that providing such investment advice solely in consideration of the lowest costs and any
related expenses would often result in retail customer harm and not in fact benefit or provide enhanced
investor protections.
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CC: Holly Hunter-Ceci, Division of Investment Management

Emily Russell, Division of Trading and Markets

APPENDIX “A” Appears on the immediately following pages.
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Dr. Hung

Project Manager
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Re: Submission of Life Insurance Industry Views on RAND Study

Dear Dr. Hung:

We greatly appreciate the opportunity to share the views of the life insurance industry on the
subjects under examination in the RAND Study. ACLI is a national trade association with 373
members that account for 93 percent of the industry’s total assets, 91 percent of life insurance
premiums, and 95 percent of annuity considerations.

Our members offer and distribute life insurance, annuities and other products through affiliated
and independent distributors, including broker-dealers and investment advisers. Many
insurance salespersons have attained specialized professional designations, such as the CFP
Board’s Certified Financial Planner (CFP) designation or the Chartered Financial Consultant
(ChFC) designation administered by the American College. The life insurance industry, therefore,
is within the scope of the RAND Corporation’s examination of broker-dealer and investment
adviser functions and regulatory standards.

Life insurers and their salespersons fulfill comprehensive networks of regulation administered
by state insurance departments, the Securities and Exchange Commission, and self-regulatory
organizations, such as the FINRA. Quite simply, the insurance sales process is one of the most
heavily regulated financial services in the marketplace today. Much of our submission and its
accompanying attachments outline the products, services and regulation of life insurers and
their distributors.
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Objectives of the RAND Study

The scope and purpose of the RAND study provide a critical yardstick to measure whether the
project will fulfill its charge objectively and thoroughly. According to the SEC, the core
purposes?! of the RAND Study are to:

Identify the financial products, accounts, programs and services, including advisory
services such as, for example, financial planning and discretionary asset management,
provided to individual investors by broker-dealers and investment advisers, and the
context in which they are provided;

Learn how these products, accounts, programs and services are marketed to individual
investors;

Determine the fees and costs paid by individual investors for the products, accounts,
programs and services provided,;

Determine how and from what other sources broker-dealers, investment advisers and
their associated persons are compensated for the different financial products, accounts,
programs and services they offer to individual investors;

Identify the information provided to individual investors, whether orally, in sales
literature, required statements, or in account agreements, regarding the products,
accounts, programs and services provided, including the nature of the responsibilities
that the broker-dealer or investment adviser owes to the investor and any contractual
limitations on those responsibilities;

Evaluate individual investors’ understanding of the marketing and other information
provided to them regarding financial products, accounts, programs and services; and
Evaluate individual investors’ expectations regarding the obligations owed to them by the
investment professional providing the financial products, accounts, programs and
services.

According to the SEC, RAND was hired to elicit views on these core issues from interested
parties, including industry groups, regulators, self-regulatory organizations, and investor
advocates.?2 The SEC also directed RAND to learn about current industry practices in the
marketing, sale and delivery of financial products, accounts, programs and services to
individual investors by broker-dealers and investment advisers, including the:

Marketing and advertising of such products, accounts, programs and services;

Titles used by investment professionals;

Communications and disclosures, oral or written, used in connection with the offer of
such products, accounts, programs and services;

Fees and costs of such products, accounts, programs and services; and

Compensation received by broker-dealers and investment advisers from other sources
for the different products, accounts, programs and services they offer to individual
investors.

1 Exchange Act Rel. No. 34-54077 ( ).
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The SEC visualizes the RAND report as a “first-class empirical study,” that “will collect,
categorize, and analyze empirical data from a wide variety of sources.”3 Ultimately, the SEC will
rely on the RAND Study to devise the most effective legal and regulatory means to govern
broker-dealers’ and investment advisers’ services, programs, and products to individual
investors.4

Interests of the Life Insurance Industry

Life insurers and their agents have a direct and significant role in almost all of the products,
services and functions that RAND will examine under the “core purposes”of its study. Life
insurers create and market products and services that constructively address consumers’
retirement, estate, tax, and financial planning needs. Over 50% of FINRA’s universe of 675,000
registered representative work for broker-dealers affiliated with life insurance companies. These
broker-dealers, however, are quite different from wire-house broker-dealers in structure,
operation, products and services.

A principal element of insurance product distribution involves eliciting customer needs and
matching them with appropriate insurance and annuity products. Similarly, many life insurance
agents provide essential financial planning services in the sale of life and annuity products.
Some life insurance agents are also associated with registered investment advisers as a result
of their functions and services. These functions may be quite different, however, from what are
commonly understood as investment advisory services.

In short, life insurers’ products, functions, services and regulation fit within the scope and
purpose of the RAND Study. It is critical, therefore, that the RAND Corporation properly include
the unique products, services and regulation within its “first-class empirical study.” Absent
inclusion, the RAND Study will be significantly incomplete and will not provide a solid foundation
for the SEC to evaluate effective regulation of broker-dealers and investment advisers.

We are greatly concerned that the RAND Study will principally focus on the products, services,
functions, and regulations of wire-house broker-dealers and “typical” investment advisers.
RAND appropriately met with large trade associations representing these types of firms. RAND’s
exposure to products, services, and regulations of life insurers and their distributors, however,
appears to be comparatively limited. As soon as the SEC granted RAND the contract to conduct
the Study, ACLI volunteered with the SEC staff to meet with RAND and a delegation of
representative insurers and distributors. We understood ACLI would be included on the RAND
list of industry representatives for interview and dialog.

Late in the RAND Study period, however, we learned that RAND had chosen not to meet with
ACLI, although it never communicated its decision. We continue to offer our willingness to
actively participate in the RAND analysis notwithstanding reports that the study will be
completed by year-end. It is more important to have a balanced, fully inclusive process than it is

3 SEC Press Release 2006-162 (Sept. 26, 2006)at http://www.sec.gov/news/press/2006/2006-162.htm .
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to meet arbitrary report deadlines with an incomplete understanding of the landscape under
study.

We have provided this written submission for review by RAND in its study to outline the
important and significant role life insurers and their distributors play in the investment advisory
and broker-dealer world, but strongly encourage active supplemental dialog between ACLI, its
members and RAND to fully execute the worthwhile purposes of the SEC’s award of the RAND
contract. In this way, the RAND report will genuinely function as a “first-class empirical study,”
that “will collect, categorize, and analyze empirical data from a wide variety of sources.”> This
more complete process will better serve the SEC, investors and financial service institutions as
a foundation to evaluate effective regulation of broker-dealers and investment advisers.

The Interrelationship of Life Insurers’ Products and Regulations

In order to meet the varied needs of consumers and the demands of a highly competitive
marketplace, life insurers offer a wide range of financial products and services. Increasingly,
these products and services implicate the federal securities laws, including broker-dealer
regulation by the SEC and FINRA under the Securities Exchange Act of 1934 (the 1934 Act) and
regulation by the SEC under the Investment Advisers Act of 1940 (the “Advisers Act”). Life
insurers must also fulfill a comprehensive set of state insurance laws and regulations in every
U.S. jurisdiction.

As a result, life insurers and their affiliates frequently find themselves subject to the overlapping
requirements of the 1934 Act, the Advisers Act, and the insurance and securities regulations of
the fifty states. The RAND Study will provide a meaningful opportunity to improve investor
protection and while enhancing the efficiency and effectiveness of regulatory oversight.

With the decline of defined benefit pensions and the uncertain health of federal safety net
programs like Social Security and Medicare, financial services consumers in the United States
bear increasing personal responsibility for their own financial well being. Life insurers and their
affiliates, like other financial services providers, have responded to consumers’ needs with a
wide range of products and services. These products and services often include:

term life insurance

fixed and variable cash value life insurance

disability income insurance

long term care insurance

many variations of fixed and variable annuity contracts

investment brokerage services, including: stocks, bonds, mutual funds,
ETF’s, and 529 savings plans

° investment advisory services, including: financial planning, fee based
wrap accounts, and separately managed accounts

5 SEC Press Release 2006-162 (Sept. 26, 2006)at http://www.sec.gov/news/press/2006/2006-162.htm .
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individual and business retirement planning

estate planning and trust services

non-qualified employee benefit consulting

401(k) and other qualified plan design, funding and administration

In order to meet the requirements of the federal securities laws, many of these services are
delivered through affiliated broker-dealers and investment advisers subject to the federal
securities laws. For example, individual variable life insurance contracts and variable annuities
are “securities” under the federal securities laws. Accordingly, these contracts are distributed
by registered broker-dealers often referred to as “insurance affiliated” or “independent” broker-
dealers.

Life insurers have expanded their products and services to meet a wider range of customer
needs that also trigger additional regulatory structures, such as FINRA governance over variable
product distribution. Historically, FINRA has relied on a “rules based” approach to regulation.
FINRA regulations add considerable complexity to life insurers’ enterprise-wide compliance
operations that must also fulfill comprehensive regulation by all state insurance departments.
Recently, the SEC approved FINRA Rule 2821, a rare single-product suitability rule for the
distribution of individual variable annuities. Rule 2821 is significantly more granular and
demanding than FINRA Rule 2310 governing all other securities sales. We mention this to
simply demonstrate that insurance products and distributors face more layers of consumer-
protective regulation than any other product in today’s financial services marketplace. The new,
detailed requirements of Rule 2821 are discussed in detail in the appendix.

The Investment Advisers Act also has an increasing impact on insurers and their affiliates.
Some insurers have offered investment advisory services for many years and others may not yet
offer any today. On an industry-wide basis, however, life insurers and their producers are
increasingly present in investment advisory functions and regulations. There are many
factors driving this trend. One significant factor is simply the industry’s effort to meet
consumers’ increasing need and demand for investment advice. Recent regulatory
developments have only hastened that trend.

Until October 1 of this year and in keeping with the recommendations of the Tully Report,
insurance affiliated broker-dealers could offer “fee based” or “fee in lieu” investment accounts
without registering as Investment Advisers. That is no longer the case. On March 30, 2007,
the United States Court of Appeals for the D.C. Circuit issued a ruling vacating SEC Rule
202(a)(11)-1, which had permitted these fee based accounts as an exception to the Advisers
Act. The court’s ruling took effect October 1, 2007. Accordingly, insurance affiliated broker-
dealers who want to continue offering fee based investment accounts now must do so through
advisory — not brokerage - programs.

Although that Rule 202(a)11-1 has now been vacated, its original issuance in April 2005 also
stimulated insurance affiliated broker-dealers to offer services under the Advisers Act. For
example, the rule clarified that certain services, including discretionary accounts and certain
kinds of “wrap” fee programs, did not meet the requirements of the broker-dealer exclusion and
therefore needed to be offered by an RIA. The rule also decreed that comprehensive “financial
planning” could no longer be considered “solely incidental” to brokerage services. By virtue of
this rule, financial planning would have been considered an advisory service regardless of



6

whether firms charged a separate fee for financial planning advice. Although this rule has been
vacated, it did have the effect of brining more activity by insurers under the umbrella of the
Advisers Act.

Through the evolution of insurer’s business into broker-dealer and investment adviser areas,
insurance agents may wear several distinct, but separate, “hats” in offering these services to
the public. For example, a representative may at the same time be an appointed insurance
agent (generally of multiple insurance companies), a registered representative of a broker-
dealer, an investment adviser representative, and possibly a solicitor who may make referrals to
others, such as other investment advisers, banks, or trust companies. Different regulatory
schemes apply to the representatives’ activities, depending upon the products or services
offered. In the case of variable insurance products, multiple regulations apply to the same
transaction because these products are considered to be both insurance and securities
products. Insurers and their affiliates also face the challenge of meeting demanding new sets
of comprehensive laws under Sarbanes-Oxley, Graham-Leach-Bliley and the Bank Secrecy Act
for practices that were originally designed to meet the requirements of state insurance
regulations.

In other cases, such as financial planning combined with implementation of various product
solutions, different regulations might apply to the various aspects of the same customer
relationship. For example, a client might have an advisory relationship for purposes of receiving
a financial plan that is subject to the Advisers Act. That same client might also elect to
purchase an insurance policy or execute securities transactions, which are each subject to
differing regulatory requirements. Similarly, a single client might have an advisory account in
addition to a brokerage account. While a single representative can be qualified to service both
accounts, and might in fact service both accounts, different rules and standards apply to each.
Needless to say, the multiple regulatory schemes that apply to the actions of a single
representative pose demanding challenges in terms of training and supervising the
salespersons.

Insurers provide significant written disclosures at the point of sale to satisfy multiple regulators’
requirements and to help customers understand the nature of various products and
relationships. These disclosures include many product related materials (insurance sales
illustrations, policy contracts, mutual fund prospectuses), marketing materials describing the
firm’s offerings, documents that provide the terms for a brokerage or advisory relationship
(brokerage account agreements, advisory account agreements, Form ADV, investment policy
statements), and other required disclosures (privacy policy statements, for example). There
also is a considerable amount of post-sale disclosure depending on the nature of products and
services provided (in-force insurance ledgers, transaction confirms, period performance
reporting for investment accounts, updated privacy statements and ADV brochures, as required
in some cases). If it would be helpful to RAND in connection with its Study, we can provide
samples of these kinds of documents.

The Relationship Between Investment Advice and “Incidental” Activities

In adopting Rule 202(a)11-1, the SEC commented extensively on the nature and extent of
advice that broker-dealers could provide under the “solely incidental” component of the B-D
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exclusion. While the SEC received competing comments on the topic, it concluded that “broker-
dealers have traditionally provided investment advice that is substantial in amount, variety, and
importance to the consumer.” While some financial service observers have challenged the
validity of this conclusion, the reality of the marketplace is that broker dealers, including
insurance affiliated broker-dealers, do indeed offer valuable guidance and expertise to clients in
the context of individual product sales.

Given the importance and individual nature of their own financial needs coupled with the ever-
increasing array and complexity of financial services available, individual consumers benefit
from analysis and advice about product and service choices. This principle is at the heart of
existing broker-dealer regulation, which imposes suitability obligations on firms who make
product recommendations to their clients and prospects. These suitability obligations require
that firms make an effort to obtain personal and financial information from those customers
and that they have “reasonable grounds for believing that the recommendation is suitable for
such customer ... ” FINRA Rule 2310. In recent years, this general suitability standard has
been applied to ensure that firms act in the best interest of their customers. Based on good
business practices and encouraged by the requirements of the federal securities regulators,
insurance affiliated broker-dealers are expected to and do provide meaningful analysis and
advice as part and parcel of their sale of products to consumers.6

Given the range of insurance products available and the tax benefits that apply to those
products, it is worth pointing out that the analysis and advice that accompanies insurance
product sales might differ in kind from the incidental advice offered by other broker-dealers. For
example, beneficiaries of life insurance proceeds do not pay income tax on the death benefit.
Moreover, because life insurance proceeds provide liquidity at an insured’s death, it can be an
effective vehicle for funding estate plans. Life insurance also might be used to help fund non-
qualified employee benefits for employers of all sizes. Life insurance, long term care insurance,
and annuities - which provide a lifetime stream of income - also are likely to play important
parts in meeting the retirement needs of the baby boom generations and others to come.
Depending on the nature of products and services offered, these products and ancillary services
currently might or might not fall under the federal securities laws. As the scope and
requirements of those laws are reevaluated, it will be important to consider how any changes

6 In another example of rapidly evolving conduct standards, on May 31, 2007, the Certified Financial Planner Board
of Standards, Inc. (CFP Board) announced the adoption of updated Standards of Professional Conduct that
establish ethical standards for CFP professionals. Many life insurance agents hold the CFP designation. CFP
professionals found in violation of CFP Board’s ethical standards may be subject to public discipline. In 2005, the
CFP Board proposed revisions to its ethical standards in light of the evolving role and functions of investment
advisers and financial planners. Among other things, the initiative would clarify the scope of fiduciary duty
standards for individuals holding the CFP designation. The revisions also establish and refine a number of
threshold definitions involving financial planning. A second set of revisions was circulated in March 2007. ACLI
filed letters of comment on the two stages of the proposals, noting the unique role and different functions
performed by life agents in the distribution of insurance products. The submission recommended that traditional
insurance distribution activities should not be pulled into the CFP standards and fiduciary duty requirements when
agents are not engaged in financial planning. ACLI's recommendations for change were reflected in the final
amendments to the CFP Board’s Ethical Code and Standards. The updated Standards will become effective July 1,
2008.
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will impact the ability of consumers to access the wide range of products, services, and advice
that they need to meet their financial security needs.

The Unique Nature of Broker-Dealers Affiliated with Life Insurers

Broker-dealers affiliated with life insurance companies are significantly different from “wire-
house” broker-dealers in their operations, products and services. The securities activities of
broker-dealers affiliated with life insurers are a component of a larger insurance business. Many
registered representatives operate principally as life insurance and annuity salespersons.
Securities sales frequently constitute an incidental amount of business relative to insurance
product sales by an office or registered representative.

The range of products offered by these limited purpose broker-dealers is typically constrained
and focuses upon the distribution of variable insurance contracts and mutual funds. It may be
helpful to consider those securities activities and services not offered by most broker-dealers
affiliated with life insurers. Typically, these firms do not maintain discretionary accounts
permitting registered representatives to purchase and sell securities on behalf of a client
without specific approval of each transaction. On an industry-wide basis, these broker-dealers
generally do not take custody of client funds, securities or assets. This type of firm does not
typically “carry” customer accounts.

Insurance broker-dealers usually require that payment for variable insurance or securities
products be made by check payable to the processing office, and not by check payable to the
agent/registered representative. Variable contracts and shares in investment companies are
issued directly to purchasers and do not constitute bearer instruments. Consequently, the
opportunity for misappropriation of these instruments by registered representatives is virtually
nonexistent.

Broker-dealers affiliated with life insurers generally do not maintain “open accounts” or
facilitate the implementation of stop orders and limit orders, which obviates many potential
brokerage problems. These broker-dealers do not generally engage in “principal trades,” so one
of the central issues identified in the broker-dealer/investment adviser conflicts discussion
does not typically apply to broker-dealers affiliated with life insurers. Similarly, because these
broker-dealers do not typically make available cash management accounts or manage free cash
balances, many associated operational and logistical difficulties are absent. Broker-dealers
affiliated with life insurers do not make markets in securities or underwrite new issues of
securities. This obviates common pressures for unsuitable sales practices.

In several instances, the federal securities laws and FINRA regulations provide appropriate
regulatory exceptions because these limited purpose broker-dealers are different from full
service broker-dealers. For example, SIPC membership is not required (or allowed) because
these entities do not make margin loans or take custody of customer assets or securities.
Similarly, net capital requirements do not apply since these limited purpose broker-dealers. In
the same way, the RAND Study should carefully parse the unique structure, activities, and
regulation of these limited purpose broker-dealers from the much broader functions and
regulatory issues associated with wire-house broker-dealers.



Avoidance of One-size-fits-all Analysis

Even though over 50% of FINRA’s population of 675,000 registered representatives work for
broker-dealers affiliated with life insurers, FINRA regulations and proposals often overlook the
unique structure, operation and products of life insurers. A recent example may help illustrate
this phenomenon and provide constructive guidance for objective balance in the RAND Study as
it will be used to design significant regulatory modifications.

In Notice to Members 07-12, FINRA invited comment on proposed amendments to NASD Rule
3010 (g), which defines the terms “Office of Supervisory Jurisdiction” and “Branch Office” in the
NASD supervision rule. The notice explained that FINRA and the New York Stock Exchange
(NYSE) “announced a plan to work jointly to harmonize their rulebooks in an effort to eliminate
duplicative rules and streamline regulation.” The proposed Rule 3010 amendments were the
SROs’ first endeavor in the harmonization project.

Because the NYSE rules did not contain a definition of OSJ, FINRA proposed to eliminate this
definition from NASD Rule 3010. FINRA noted that the amendment would “prevent locations
from being classified as branch offices under Rule 3010(g) where the only activity being
conducted is principal review and approval of research reports.” As part of this endeavor, FINRA
had also proposed the creation of several new definitions, including “supervisory branch office,”
a “limited supervisory branch office,” “non-supervisory branch office” and “non-branch office.”

The notice indicated that joint NYSE-NASD committees reviewed all the collective NASD and
NYSE rules involving sales practices, supervision, financial and operational obligations,
registration, qualifications and continuing education requirements to bring the two
organizations’ rulebooks “into line.” The notice explained that the proposal is a “critical step
toward ending duplication and reducing regulatory inefficiency.” The notice also explains that
the NASD and the NYSE announced a plan on November 28, 2006, to consolidate operations
into a new organization that will be the single SRO for all broker-dealers. The harmonization
project, therefore, will remain a continuing priority for the SROs.

Unfortunately, the initiative failed in several fundamental respects, and presented a worrisome
harbinger of merged NYSE-NASD rules. The life insurance industry emphasized that it will be
critical for FINRA to conduct the formidable process of rule harmonization in an even-handed,
well-executed manner.

Broker-dealers have established compliance procedures, training materials and supervisory
responsibilities based on FINRA’s definitions of OSJ, and branch office, and non-branch location.
While the creation of new definitions of “limited supervisory branch office,” and “non-
supervisory branch office” may have appeared simply cosmetic in nature, they would have
disrupted substantial enterprise-wide compliance procedures, training practices and
supervisory responsibilities for broker-dealers affiliated with life insurers. Compliance manuals,
office designations and management procedures would have faced substantial change.

Likewise, the elimination of the OSJ definition would have imposed significant transitional and
logistical burdens. Transformational systems costs would have been large under the proposal,
especially for firms operating out of numerous, small and geographically dispersed locations.
One of our members, for example, distributes its products through 9,000 registered
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representatives that primarily operate out of one and two person offices. The impact on
companies facing these logistics would have been immense. Similarly, the definition of branch
office was substantially revised in 2005, transforming to a numerical definitional threshold from
a longstanding functional threshold. This revised branch office definition consumed extensive
resources in adjustment, supervision, training, compliance procedures, and management. The
proposed modifications to the branch office definition so rapidly after its substantial overhaul
would have inflicted substantial unnecessary burdens and expenses. The definitional changes
would have created an uncharted impact on complying with broker-dealer books and records
requirements under the Securities Exchange Act of 1934. None of these issues appeared to
have been considered in FINRA’s proposed amendment.

The “harmonization” in Rule 3010(g) would have principally benefited 200 wire-house broker-
dealers within the total FINRA population of 5,200 broker-dealers. The 5,000 FINRA broker-
dealers who are not NYSE members do not face duplicate rule books or disparate SRO rule
definitions. Likewise, broker-dealers that are not NYSE members do not typically have locations
exclusively limited to supervision and review of research reports. Consequently, the proposed
amendment would have principally benefited a select minority of FINRA broker-dealers, and
would have imposed collateral burdens on a vast majority of FINRA broker-dealers.

FINRA did not appear to have considered or coordinated the impact of the proposed definitional
changes on parallel state securities laws and regulations, which could cause multiple, disparate
state and federal categories for broker-dealer offices and locations.

The proposed amendments would have imposed significant operational and compliance costs
on broker-dealers. Even worse, the proposal provided no benefit to broker-dealers that are not
NYSE members. These factors are were properly addressed in the FINRA Notice to Members.

The burdens of the rule were not balanced against its benefits. Notwithstanding FINRA's earnest
statements’ that the interests of all broker-dealers would be fairly represented in the merged
SRO, the first “critical step” in “ending duplication and reducing regulatory inefficiency”
stumbled in favor of a select group to the detriment of a much larger group of broker-dealers.

Fortunately, on June 6, 2007, FINRA withdrew the proposed changes from consideration in
response to industry objections. We highlight this incident to demonstrate that surveys of
regulations governing broker-dealers and investment advisers need to be inclusive of the wide
variety of business models in those fields.

Balance and Objectivity in the Use of Interviews and Focus Groups

In 2004, the SEC released confirmation and point-of-sale disclosure proposals for mutual funds
and variable insurance products, supported in part by a consultant’s focus group testing. The
use of the focus group study and results were fundamentally troubling, especially regarding
conclusions about insurance products and distribution. We highlight this development to

7 See comments of NASD CEO Mary Shapiro before SEC on a consolidated NYSE and NASD (Nov. 28, 2006) at
http://www.nasd.com/PressRoom/SpeechesTestimony/MarylL.Schapiro/NASDW 017978 [Consolidation of the
SROs “will mean adopting a uniform set of rules flexible enough to accommodate the different business models
and sizes of firms that exist within the industry” [emphasis added].
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amplify our concern that the RAND Study should be properly objective and thoroughly inclusive

of data concerning the structure, operation, products, services and regulation of life insurers
and their distributors.

The SEC’s 2004 point-of-sale proposal simply indicated that:

[t]he proposed new rules respond to concerns® that investors in mutual fund shares, UIT
interests (including certain insurance company separate accounts that issue variable
insurance products) and municipal fund securities used for education savings lack
adequate information about certain distribution-related costs, as well as certain
distribution arrangements, that create conflicts of interest for brokers, dealers, municipal
securities dealers, and their associated persons.®

The proposal failed to demonstrate that the regulatory revisions would have resolved the thinly
explained regulatory “concerns.” These uncertainties precluded meaningful scrutiny and
analysis. The proposal also contained a largely unstated premise that consumers do not read
prospectuses. This observation was unsubstantiated in the release.

The initiative’s reproposal was quite different from the initial proposal, in purpose and scope.
The release stated that:

[m]any investors wanted point of sale disclosure to provide comprehensive information
about all the costs of owning covered securities, not just distribution-related costs. They
sought comprehensive information about ownership costs, in percentage terms and in
dollar terms, to better inform them about the total costs associated with purchasing and
owning these securities.10

The background and volume of the “many investors” was important to properly and fairly
evaluate the initiative. The 2004 release did not specifically identify any commentators or
investors making this point, however. Nothing in the release quantified the “many” investors
requesting cost disclosure at the point of sale.

In the development of the proposal, the SEC retained consultants to elicit feedback from
investors on “comprehensive” cost information in model point-of-sale documents.1t The
direction of the revised proposal relied heavily on the consultant’s limited investor interviews.
While we respected the SEC’s determination to utilize consultants, we questioned the validity of
the survey methods used, especially regarding variable contracts.

8 Whose concerns? The 2004 release did not quantify or articulate the “concerns” forming the basis for this
proposal. Were they the SEC’s concerns? Investors? How many? What scope? To what extent did these concerns
encompass variable contracts? The answers t these questions were not apparent from the release.

9 See Investment Company Act Rel. No. 26341 (Feb. 10, 2004) at 3.

10 See Investment Company Act Rel. No. 26778 (March 4, 2004) at text accompanying footnote 7 (emphasis
added).

11 The release cites the consultant’s reports in footnote 12. See Investment Company Act Rel. No. 26778 (March 4,
2004).
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The consultants’ conclusions were based on individual one-hour interviews with 33 participants.

The report characterizes these surveys as “in-depth” interviews. All participants in the study
were required to have purchased a mutual fund within the past two years.12 The survey
screening did not require participants to have experience with variable life insurance or variable
annuities. The survey methodology was underwhelming. The report stated that:

[glenerally, respondents had little experience with variable annuities. While some had
actually invested in them, even they could not clearly describe the features of the
product.

The consultants’ report apparently provided a primary foundation for the point-of-sale
documents that were expanded to include “comprehensive” cost information. That the proposal
was premised on responses from focus group participants without any experience with variable
contracts is shocking. The survey appeared unacceptably small to provide “tested” justification
for the proposed point-of-sale documents. Moreover, the consultants had not offered survey
participants the prospectus Fee Table or Example to address their quest for cost information.
We believe the responses would have been far different had participants reviewed this existing
cost information.

The participants’ background and meager number comprised too small of a sample for reliable
research conclusions supporting significant disclosure modifications. While the study reports
contained numerous observations, the scope and reliability of the sampling techniques raised
significant questions about the validity of the conclusions and the point-of-sale documents they
addressed.

We were troubled with a survey using a narrow sample of participants having little experience
with variable annuities. The report did not reveal whether the participants understood variable
life insurance or had ever purchased a policy. The participants’ input on variable contract cost
disclosure had limited value, therefore, if any. The sample size for variable contracts was
effectively zero because none of the participants had purchased a variable life contract or could
clearly describe the features of variable annuities. In our view, the SEC should always base
significant new regulatory or disclosure practices on a more substantial and authoritative

12 To qualify for the study, each participant: (i) either solely or jointly made investment decisions; (ii) graduated high
school, attended some college or graduated college (those with graduate degrees were excluded); (iii) made a
mutual fund purchase through a broker in person, over the phone or online in the past (those who had only
purchased online were excluded); (iv) made a mutual fund purchase from a financial representative or broker
within the past two years; (v) passed an articulateness test. See consultant’s survey report at 10
[http://www.sec.gov/rules/proposed/s70604/rep110404.pdf and
http://www.sec.gov/rules/proposed/s70604/sup-rep010705.pdf ].

The survey’s participant thresholds are so unfocused that they failed to generate meaningful information. Why were
participants with graduate degrees excluded? Why weren’t the participants grouped or measured on the basis of
economic background to better translate the responses? The survey’s approach was principally geared to mutual
funds and failed to generate a study population germane to variable contracts. The survey’s least common
denominator approach yielded unreliable information for purposes of significant SEC rulemaking. While the survey
report may provide a collection of generalized feedback, it is hardly sufficient to provide the basis for a
“comprehensive” revision of disclosure at the point of sale or for a significant transformation of the initial proposal.
Good rulemaking demands better methodology.
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foundation. The process of using survey and focus group information in the point-of sale
initiative provides instructive lessons for the RAND Study.

Multiple Moving Parts

An impressive number of state and federal initiatives are underway that address the
supervision, suitability, and disclosure about variable annuities and insurance product
distribution. The May 2006 FINRA “annuity roundtable” produced a number of task forces on
these matters that will promulgate recommendations. ACLI participated in the FINRA roundtable
and has a proactive CEO Task Force on Annuities that developed a comprehensive initiative on
streamlined annuity disclosure and meaningful suitability procedures. State regulators are also
actively developing initiatives to address similar matters. With so many moving parts, it will be
critically important that the RAND Study project managers understand these issues and the
unique aspects of life insurers and their distributors under regulatory and disclosure
requirements.

Appendix Materials

We have summarily highlighted and referenced the comprehensive regulatory structures faced
by life insurers and their distributors in this letter. We have also provided more extensive
discussion about the scope, nature, and evolving status of many of these laws and regulations
in the attached appendix materials, especially as they affect the life insurance industry.

Conclusion

We greatly appreciate your attention to our views. We remain greatly concerned that the RAND
Study will be incomplete regarding the life insurance industry because only a few insurance
industry representatives were asked to participate in the process. Life insurers and their
distributors fulfill a more comprehensive set of state and federal regulatory structures than any
other financial service institution in today’s marketplace. Without a proper understanding and
inclusion of these factors, the RAND Study will not fulfill its worthwhile mission. We stand ready
to discuss the important role of the life insurance industry in the subjects under study by RAND.
Through this process, the RAND report can properly fulfill its core purposes and become a “first-
class empirical study,” that “will collect, categorize, and analyze empirical data from a wide
variety of sources.”

Sincerely,

Carl B. Wilkerson
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NAIC Suitability in Annuity Transactions Model Regulation: A Coordinated
Approach to Suitability and Supervision in the Sale of Individual Annuity
Contracts
Carl B. Wilkerson, Vice President & Chief Counsel-Securities & Litigation
American Council of Life Insurers © 2010 All Rights Reserved.

I. Recent NAIC Modifications Enlarge Suitability and Supervision
Responsibilities in NAIC Model Regulation Governing Individual Annuity Sales

A. The National Association of Insurance Commissioners (NAIC) adopted
several evolving sets of revisions to its model regulation governing suitability and
supervision in the sale of individual annuity contracts.

1. The NAIC’s initial regulation was entitled the Senior Protection in
Annuity Transactions Regulation, and governed suitability and
supervision in annuity transactions with “senior consumers” age 65 or
older.

2. The NAIC’s 2006 revision to this regulation applied it to all individual
annuity sales. To reflect the broader application of the regulation, it was
re-titled the Suitability in Annuity Transactions Model Regulation. This
regulation incorporated suitability and supervision practices parallel to
those under the federal securities laws and FINRA rules.

3. In 2010, the NAIC added further amendments to the Suitability in
Annuity Transactions Model Regulation. Among other things, the 2010
NAIC revisions to the regulation established new restrictions

on supervisory delegation to third-party and reliance on producer
suitability recommendations, established a new producer training
requirement (which must be completed by producers prior to their
being able to solicit the sale of annuities), and expanded powers

of Commissioners to levy sanctions and penalties.

B. The evolving iterations of the NAIC model regulation can be found at NAIC
Model Regulation Service 11-275-1 (2010). Over 40 states have implemented the
2006 version of the model regulation. Over time, states will incorporate the 2010
revisions as they update their regulations.

C. In light of the majority of states currently following the 2006 model, its content
and purpose are summarized first below. The 2010 changes to the model are
summarized separately below, following the 2006 regulation’s summary.

D. ACLI supports strong suitability standards to ensure annuity sales

recommendations are suitable and will promote consumer confidence in making
informed annuity purchase decisions.

Copyright Carl B. Wilkerson © 2010. All Rights Reserved.



II. Approach of the 2006 Revised NAIC Regulation

A. The regulation establishes standards and procedures governing
recommendations in annuity transactions, to ensure “that insurance needs and
financial objectives of consumers at the time of the transaction are appropriately
addressed.”

B. The regulation imposes suitability and supervision duties for insurers and
insurance producers, including requirements for maintaining written procedures
and conducting periodic reviews of records to detect and prevent unsuitable
sales practices.

lll. Scope and Governing Framework of the 2006 Revised NAIC Regulation

A. The regulation applies to any recommendation to purchase or exchange an
annuity made to a consumer by an insurance producer, or an insurer where no
producer is involved, that results in the purchase or exchange recommended.

1. “Annuity” means a fixed annuity or variable annuity that is individually
solicited, whether the product is classified as an individual or group
annuity [Section 5 (A)].

2. "Recommendation” means advice provided by an insurance producer,
or an insurer where no producer is involved, to an individual consumer
that results in a purchase or exchange of an annuity in accordance with
that advice [Section 5(D)].

B. The regulation does not apply to annuity transactions involving:

1. Direct response solicitations where there is no recommendation
based on information collected from the consumer under the regulation;

2. Contracts funding specified retirement plans:

a) An employee pension or welfare benefit plan that is covered
by the Employee Retirement and Income Security Act (ERISA);

b) A plan described by Sections 401(a), 401(k), 403(b), 408(k) or
408(p) of the Internal Revenue Code (IRC), as amended, if
established or maintained by an employer;

c) A government or church plan defined in Section 414 of the
IRC, a government or church welfare benefit plan, or a deferred
compensation plan of a state or local government or tax exempt
organization under Section 457 of the IRC;

d) A nonqualified deferred compensation arrangement
established or maintained by an employer or plan sponsor;

3. Settlements of, or assumptions of, liabilities associated with personal
injury litigation or any dispute or claim resolution process; or

Copyright Carl B. Wilkerson © 2010. All Rights Reserved.



4. Formal prepaid funeral contracts.
IV. Duties Imposed Under the Regulation [Section 6]

A. Suitability Standard: In recommending to a consumer the purchase of an
annuity or the exchange of an annuity that results in another insurance
transaction or series of insurance transactions, the insurance producer, or the
insurer where no producer is involved, shall have reasonable grounds for
believing that the recommendation is suitable for the consumer on the basis of
the facts disclosed by the consumer as to his or her investments and other
insurance products and as to his or her financial situation and needs.

1. “Insurer” means a company required to be licensed under the laws of
this state to provide insurance products, including annuities.

2. “Insurance producer” means a person required to be licensed under
the laws of this state to sell, solicit or negotiate insurance, including
annuities.

3. Note: this suitability standard directly parallels the general standard of
FINRA Suitability Rule 2310(a), set forth at
http://nasd.complinet.com/nasd/display/display.htm|?rbid=1189&element
id=1159000466 .

B. Suitability Ingredients [Section 6(A)]: Prior to the execution of a purchase or
exchange of an annuity resulting from a recommendation, an insurance
producer, or an insurer where no producer is involved, shall make reasonable
efforts to obtain information concerning:

1. The consumer’s financial status;

2. The consumer’s tax status;

3. The consumer's investment objectives; and

4. Such other information used or considered to be reasonable by the
insurance producer, or the insurer where no producer is involved, in
making recommendations to the consumer.

5. Note: the suitability ingredients above precisely track those in FINRA
Suitability Rule 2310(b) set forth at

http://nasd.complinet.com/nasd/display/display.htmI?rbid=1189&element
id=1159000466 .

6. An insurer or insurance producer’s recommendation under the
suitability standard and ingredients must be reasonable under all the
circumstances actually known to the insurer or insurance producer at the
time of the recommendation [Section 6(c)(2)].

a) Neither an insurance producer, nor an insurer where no
producer is involved, has any obligation to a consumer under the
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suitability standard [Section 6(a)] related to any recommendation if
a consumer:

(1) Refuses to provide relevant information requested by
the insurer or insurance producer;

(2) Decides to enter into an insurance transaction that is
not based on a recommendation of the insurer or
insurance producer; or

(3) Fails to provide complete or accurate information.

(4) Note: these narrow exclusions directly parallel FINRA
approaches to suitability in Rule 2310.

C. Supervision Standard
1. Forinsurers:

a) Aninsurer either (i) shall assure that a system to supervise
recommendations that is reasonably designed to achieve
compliance with the suitability standards in the regulation is
established and maintained, or (ii) shall establish and maintain
such a system, including, but not limited to:

(1) Maintaining written procedures; and

(2) Conducting periodic reviews of its records that are
reasonably designed to assist in detecting and preventing
violations of this regulation.

b) To fulfill the supervision standard, an insurer may contract with
a third party, including a general agent or independent agency, to
establish and maintain a system of supervision as required by
Section 6(D)(1) regarding insurance producers under contract
with, or employed by, the third party.

(1) To utilize a third party for supervision, an insurer must
make reasonable inquiry to assure that the third party is
performing the functions required under the regulation, and
must take reasonable action under the circumstances to
enforce the contractual obligation of the third party to
perform the functions.

(2) An insurer may comply with its obligation to make
reasonable inquiry by doing all of the following:

(&) Annually obtain a certification from a third party
senior manager who has responsibility for the
delegated functions that the manager has a
reasonable basis to represent, and does represent,

Copyright Carl B. Wilkerson © 2010. All Rights Reserved.



that the third party is performing the required
functions; and

(b) Based on reasonable selection criteria,
periodically select third parties for review to
determine whether the third parties are performing
the required functions. The insurer must perform
those procedures to conduct the review that are
reasonable under the circumstances.

c) Insurers that contract with a third party to perform supervision
and that comply with the certification and periodic review
procedures will fulfill their supervisory responsibilities under the
regulation.

d) Note: the supervisory approaches implemented in the
regulation parallel those in FINRA Rule 3010(a).

e) No one may provide a certification under the regulations
supervisory delegation unless:

(1) The person is a senior manager with responsibility for
the delegated functions; and

(2) The person has a reasonable basis for making the
certification

2. Forinsurance producers:

a) A general agent and independent agency either must (i) adopt
a system established by an insurer to supervise recommendations
of its insurance producers that is reasonably designed to achieve
compliance with the regulation, or (ii) establish and maintain such
a system, including, but not limited to:

(1) Maintaining written procedures; and

(2) Conducting periodic reviews of records that are
reasonably designed to assist in detecting and preventing
violations of this regulation.

3. Scope of required system of supervision for insurers and producers:
a) An insurer, general agent or independent agency is not
required to review, or provide for review of, all insurance producer
solicited transactions; or
b) Aninsurer, general agent or independent agency is not

required to include in its system of supervision an insurance
producer’s recommendations to consumers of products other than
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the annuities offered by the insurer, general agent or independent
agency.

c) Note: these clarifications to the scope of the supervisory
requirements parallel those applied under FINRA Rule 3010.

4. Deference to FINRA Suitability rule for variable annuity sales:

a) Compliance with FINRA's suitability rule will satisfy the
regulation’s suitability requirements for variable annuity
recommendations.

b) Deference to FINRA suitability standards and practices in
variable annuity sales does not, however, limit the insurance
commissioner’s ability to enforce the regulation.

D. Recordkeeping

1. Insurers, general agents, independent agencies and insurance
producers must maintain or be able to make available to the
commissioner records of the information collected from the consumer and
other information used in making the recommendations that were the
basis for insurance transactions for [a specified number of] years after the
insurance transaction is completed by the insurer.

2. Aninsurer is permitted, but shall not be required, to maintain
documentation on behalf of an insurance producer.

3. Records required to be maintained by this regulation may be
maintained in paper, photographic, microprocess, magnetic, mechanical
or electronic media or by any process that accurately reproduces the
actual document.

E. Enforcement Powers and Mitigation Provisions

1. To implement the regulation, the state insurance commissioner may
order:

a) An insurer to take reasonably appropriate corrective action for
any consumer harmed by the insurer’s, or by its insurance
producer’s, violation of this regulation;

b) Aninsurance producer to take reasonably appropriate
corrective action for any consumer harmed by the insurance
producer’s violation of this regulation; and

2. Any applicable penalty under the state code may be reduced or

eliminated if corrective action for the consumer was taken promptly after a
violation was discovered.
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V. Observations on the NAIC Suitability in Annuity Transactions Model
Regulation (2006 Revisions)

A. The NAIC’s 2006 modifications to, and substance of, the regulation directly
address a number of public concerns about annuity regulation.

1. Applying the regulation to all ages provides coordinated suitability and
supervision standards covering all individual annuity sales promotes state
regulatory uniformity modeled on FINRA approaches to supervision and
suitability.

2. FINRA advocated similar patterns of regulation for fixed and variable
annuities under state and federal regulation in a number of public forums,
including:

a) The May 5, 2006 Annuity Roundtable which is available by
archived webcast at
http://www.nasd.com/RulesReqgulation/IssueCenter/VariableAnnuit
ies/INASDW 016465 .

b) Statements of FINRA representatives:

(1) FINRA believes that “rules governing the marketing
and sale of annuity products - regardless of whether the
particular annuity is regulated as an insurance product or a
security - should be comparable.... In partnership with the
Minnesota Department of Commerce, FINRA is working
with the Securities and Exchange Commission and state
insurance and securities regulators to bring the rules
governing annuity sales, in both the insurance and
securities regulatory regimes, into conformity.” (emphasis
added); Maxey, American Equity CEO: Slower Indexed
Sales Won't Hit Net, Dow Jones Newswires October 13,
2006;

(2) Mary Shapiro, Former FINRA Chairman & CEO stated:

(a) “Last, let me bring to your attention our efforts
to harmonize requirements across other financial
products that compete with securities. Variable
annuity sales compete with equity-indexed and
plain vanilla annuities. Variable annuities are
securities, equity-indexed annuities may not be
securities, yes the subject of another long and
tortuous story, and plain vanilla annuities are not
securities. These are complex products in pricing,
operation and structure that may be purchased for
similar purposes but are subject to disparate levels
of regulation and offer dissimilar levels of protection
to investors.” SIA Compliance & Legal Division
Annual Conference (March 20, 2006)(emphasis
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added). Available at
http://www.nasd.com/PressRoom/SpeechesTestim
ony/MaryL.Schapiro/NASDW 016200 .

(b) Quasi-securities products like equity-indexed
annuities also are on our radar screen, and we
recently issued a Notice to Members on EIA’s to
our membership. Despite what you may read in the
press, our goal is not to extend our jurisdiction to
insurance companies. Rather, we simply believe
that our members need to be aware of the
regulatory and supervisory risks that can arise
when their registered representatives sell these
products, particularly when they are marketed as
securities products and offer substantially greater
sales compensation than traditional registered
securities. SIA Mutual Fund Reform Conference
(September 23, 2005) (emphasis added). Available
at
http://www.nasd.com/PressRoom/SpeechesTestim
ony/MaryL .Schapiro/NASDW_015070 .

(c) “The [post-annuity roundtable] working group
will consider the issues of disclosure, suitability,
supervision and marketing of fixed, variable and
equity-indexed annuities. Regardless of which
regulator has jurisdiction over these products,
investors deserve as level a playing field as
possible. When product lines blur and regulators’
reach is limited, we have an important responsibility
to ensure that we work closely together to ensure
the highest quality of investor protection.” NASAA
Annual Conference (September 18, 2006)
(emphasis added). Available at
http://www.nasd.com/PressRoom/SpeechesTestim
ony/MaryL.Schapiro/NASDW_017410

B. The life insurance industry has responded to the public observations and has
acted to support and promote enactment of the revised NAIC Suitability in
Annuity Transactions Model Regulation.

1. The American Council of Life Insurers (ACLI) endorsed the 2006
removal of the age 65 limitation in the scope of the NAIC Senior
Protection in Annuity Transactions Model Regulation, and supports
adoption of the NAIC Suitability in Annuity Transactions Model
Regulation, and the NAIC Annuity Disclosure Model Regulation.

a) See ACLI Press Release, NAIC Senior Protection in Annuity
Transactions Model Should Cover All Consumers, ACLI SAYS
((Jan. 24, 2006) [The decision to support extending standards
results from ongoing ACLI efforts to identify areas where the state
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laws or regulations governing annuity sales can be enhanced, and
reflects a strong desire by U.S. life insurers to enhance
Americans’ retirement security]; available at
http://www.acli.com/ACLI/Newsroom/News%20Releases/Text%20
Releases/NR06-004

2. ACLI also established a CEO Task Force to develop constructive
solutions to promote meaningful disclosure about annuities and suitable
sales practices in September 2005 that has coordinated with FINRA and
the SEC about a number of responsive industry developments in these
areas. A summary about ACLI’s disclosure initiatives appears in a
separate outline in this appendix.

VI. Overview of the Modifications in the 2010 Revised NAIC Suitability in Annuity
Transactions Model Regulation

A. Insurance producers are required to obtain information about the customer’s
needs and financial objectives when formulating a recommendation for an
annuity purchase and must have reasonable belief that the recommendation is
suitable. (NAIC Model Sec. 6(A)&(B)).

B. Insurers must assure that a system is in place to supervise compliance with
the Model, including review of producers’ recommendations. (NAIC Model Sec.

6(F)(1)(d)).

C. Aninsurer must conduct reviews of its records to assist in detecting and
preventing violations of the regulation. (NAIC Model Sec. 6(F)(1)(e).

D. )When an insurer contracts with a third party to establish a system of
supervision, the insurer must monitor and audit, as appropriate, to assure that
the third party is performing the required functions. (NAIC Model Sec.

6(F)(2)(b)(1)).

E. When an insurer relies on a third party to perform required suitability
functions, the third party, when requested by the insurer, must give a certification
that it is performing the functions in compliance with the regulation. (NAIC Model
Sec. 6(F)(2)(b)(ii)).

F. Sales of annuities made in compliance with stringent federal securities rules
pertaining to suitability and supervision (FINRA Rule 2330) satisfy the
requirements under the Model. (NAIC Model Sec. 6(H)).

G. Aninsurance producer shall not solicit the sale of an annuity unless the
producer has adequate knowledge of the product and shall be in compliance with
the insurer’s product training standards. (NAIC Model Sec. 7(A).

H. Insurance producers who engage in the sale of annuities must complete an
annuity training course approved by the appropriate State. (NAIC Model Sec.

7(B)).
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I. The Commissioner may order that an insurer or producer take appropriate
corrective action for any consumer harmed by the insurer’s, or producer’s,
violation of the regulation. (NAIC Model Sec. 8(A)(1)&(2)).

VIl.Broad Impact Through IMSA Standards Implementation

A. On October 19, 2006 the Insurance Marketplace Standards Association
(IMSA) announced its adoption of new suitability standards for annuities and
long-term care insurance, which implement the NAIC Suitability in Annuity
Transactions Model Regulation. The IMSA standards became effective
immediately with a compliance date of January 2, 2008.

VIIl.  ACLI Issues Status Chart follows this page, and provides an index and
citations to every jurisdiction regarding the NAIC Suitability in Annuity
Transactions Model Regulation, together with the NAIC Annuity Disclosure Model
Regulation and the NAIC Senior-Specific Certifications Model Regulation.
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FINRA Rule 2330: Suitability and Supervision in the Sale of Variable Annuity
Contracts

Carl B. Wilkerson, Vice President & Chief Counsel-Securities & Litigation
American Council of Life Insurers © 2010 All Rights Reserved.

I. Overview and Scope

A. FINRA Rule 2330 [Formerly NASD Rule 2821], which governs suitability and
supervision in the sale of variable annuity contracts, was approved by the SEC in
2008, and was under development since 2004. The rule evolved through six
different stages, five at the SEC, and one at FINRA.

B. This outline will summarize the elements of Rule 2330, and discuss its
administrative history to illuminate FINRA'’s purpose and intent.

II. Substantive Overview: Rule 2330 has four primary provisions

A. Requirements governing recommendations, including a suitability obligation,
specifically tailored to deferred variable annuity transactions;

B. Principal review and approval obligations;
C. A specific requirement for broker-dealers to establish and maintain written

supervisory procedures reasonably designed to achieve compliance with the
rule’s standards; and,

D. A targeted training requirement for broker-dealers' associated persons,
including registered principals.

lll. The Rule’s Requirements in Greater Detail
A. Revised Rule 2330 established the following specific requirements:
1. Recommendation Requirements. When recommending a deferred
variable annuity transaction, Rule 2330 requires broker-dealers and
salespersons to have a reasonable basis to believe that the: customer

has been informed of, in a general fashion, the various features of the
deferred variable annuity,
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a) customer would benefit from certain features of a deferred
variable annuity (e.g., tax-deferred growth, annuitization or a
death benefit); and

b) the deferred variable annuity as a whole and the underlying
sub-accounts or riders are suitable for the particular customer.

c) the particular deferred variable annuity that the registered
representative is recommending, the underlying subaccounts to
which funds are allocated at the time of the purchase or exchange
of the deferred variable annuity, and the riders and similar product
enhancements are suitable (and in the case of an exchange, the
transaction as a whole also is suitable) for the customer based on
the information the registered representative is required to make a
reasonable effort to obtain.

2. Revised Rule 2330 requires these determinations to be documented
and signed by the salesperson recommending the transaction.

a) Rule 2330 would also require salespersons to make
reasonable efforts to obtain information concerning customers’
age, annual income, financial situation and needs, investment
experience, investment objectives, intended use of the variable
annuity, investment time horizon, existing investment and
insurance holdings, liquidity needs, liquid net worth, risk tolerance,
tax status and other information used by the salesperson in
making recommendations.

3. Supervisory Review. Rule 2330(c) requires that a principal review
each variable annuity purchase or exchange within seven business days
after the signed application arrives at the broker-dealer’s office of
supervisory jurisdiction in good order. A registered principal shall review
and determine whether he or she approves of the purchase or exchange
of the deferred variable annuity.

a) In reviewing the transaction, the registered principal would
need to take into account the extent to which:

e the customer would benefit from certain features of a
deferred variable annuity;

¢ the customer’s age or liquidity needs make the investment
inappropriate; and,

e the customer involved an exchange of a deferred variable
annuity: will incur surrender charges, face a new surrender
period, lose death or existing benefits,

¢ have increased mortality and expense fees, appears to
have a need for any potential product enhancements and
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improvements, or had another deferred variable annuity
exchange within the preceding 36 months.

o Under Rule 2330, the supervisory review standards must
be signed and documented by the registered principal that
reviewed and approved the transaction.

4. Supervisory Procedures. Rule 2330 requires broker-dealers to
establish and maintain specific written supervisory procedures reasonably
designed to achieve and evidence compliance with the standards in Rule
2330. The broker-dealer must have procedures to screen and have
principal review of the recommendations requirements in Rule 2330, and
determine whether the salesperson has a particularly high rate of
effecting deferred variable annuity exchanges.

5. Training. Under the proposal, broker-dealers would need to develop
and document specific training policies or programs designed to ensure
that salespersons recommending transactions, and registered principals
who review transactions, in deferred variable annuities comply with the
requirements of Rule 2330 and that they understand the material features
of deferred variable annuities, including liquidity issues, sales charges,
fees, tax treatment, and market risks.

6. Automated Supervisory Review. FINRA’s submission on the rule

indicated that the rule would not preclude firms from using automated
supervisory systems, or a mix of automated and manual supervisory

systems, to facilitate compliance with the rule.

a) In addition, FINRA delineated what, at a minimum, a principal
would need to do if his or her firm intends to rely on automated
supervisory systems to comply with the proposed rule.

b) Specifically, a principal would need to (1) approve the criteria
that the automated supervisory system uses, (2) audit and update
the system as necessary to ensure compliance with the proposed
rule, (3) review exception reports that the system creates, and (4)
remain responsible for each transaction’s compliance with the
proposed rule.

c) Finally, FINRA noted that a principal would be responsible for
any deficiency in the system’s criteria that would result in the
system not being reasonably designed to comply with the rule.

7. Tax Qualified Plans. Rule 2330 does not apply to variable annuity
transactions made in connection with tax-qualified, employer-sponsored
retirement or benefit plans that either are defined as a “qualified plan”
under Section 3(a)(12)(C) of the Exchange Act or meet the requirements
of Internal Revenue Code Sections 403(b) or 457(b), unless, in the case
of any plan, the broker-dealer makes recommendations to individual plan
participants regarding the variable annuity.
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IV. Review and Explanation of (Revised) Rule 2330
A. Supervisory review standards changed

1. FINRA enlarged the time period for supervisory review to seven days
after the signed application arrives at the broker-dealer’s OSJ in good
order.

a) Compare to prior draft: “Prior to transmitting a customer’s
application for a deferred variable annuity to the issuing insurance
company for processing, but no later than seven business days
after the customer signs the application, a registered principal
shall review and determine whether he or she approves of the
purchase or exchange of the deferred variable annuity.”

b) Compare to earlier draft: the third amendment required the
principal must review and approve the transaction “[n]o later than
two business days following the date when a member or person
associated with a member transmits a customer’s application for a
deferred variable annuity to the issuing insurance company for
processing or five business days from the transmittal date if
additional contact with the customer or person associated with the
member is necessary in the course of the review.”

2. FINRA rationale: ensuring that all broker-dealers have adequate time
to perform a thorough principal review of these transactions.

a) In view of the variety of features and provisions in connection
with the issuance of deferred variable annuity contracts, FINRA
became persuaded that principal review of variable annuity sales
requires greater time than reviews of many other securities
transactions.

b) The provision of a reasonable amount of time for pre-
transmittal review, however, posed potential problems related to
other rules concerning the prompt handling of customer funds.

(1) For instance, FINRA Rule 2330 states generally that
member firms shall not make improper use of customer
funds, and FINRA Rule 2820 specifically requires member
firms to “transmit promptly” the application and the
purchase payment for a variable contract to the issuing
insurance company.

(2) Similarly, Rules 15¢3-1 and 15c¢3-3 under the 1934 Act
require certain member firms to promptly transmit and
forward funds.

(3) Rules 15¢3-1(c)(9) and (10) under the 1934 Act define
the terms “promptly transmit and deliver” and “promptly
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forward” funds as meaning “no later than noon of the next
business day after receipt of such funds.”

3. FINRA solution to regulatory conflicts with prompt pricing standards:

a) FINRA asked for, and obtained from the SEC, regulatory relief
regarding Rules 15¢3-1 and 15¢3-3 when the same circumstances
exist. As a companion to the rule approval, the SEC provided an
exemptive order from the prompt pricing provisions.

b) FINRA made clear that a broker-dealer that is holding an
application for a deferred variable annuity and a non-negotiated
check from a customer written to an insurance company for a
period of seven business days or less would not be in violation of
FINRA Rules 2330 if the reason that the application and check are
being held is to allow a principal to complete his or her review of
the transaction pursuant to proposed Rule 2330.

B. Recommendation requirements revised

1. FINRA revised proposed Rule 2821to state that “[n]Jo member or
person associated with a member shall recommend to any customer the
purchase or exchange of a deferred variable annuity unless such member
or person associated with a member has a reasonable basis to believe
that the transaction is suitable in accordance with Rule 2310.”

2. FINRA is substituting the phrase “has a reasonable basis to believe”
for “has determined,” which appeared in the prior draft of the rule.

3. FINRA rationale: FINRA softened the review requirement in response
to comments that the reasonable basis standard was more strict than with
other similar financial products.

C. Non-recommended transactions conditionally excluded. FINRA revised the
rule conditionally so that it does not apply to non-recommended transactions,
such as situations where the member is acting solely as an order taker. FINRA
believed Rule 2821 should not prevent a fully informed customer from making his
or her own investment decision.

1. Conditional exclusion from rule, however.
a) A registered principal “may authorize the processing of the
transaction if the registered principal determines that the
transaction was not recommended and that the customer, after
being informed of the reason why the registered principal has not
approved the transaction, affirms that he or she wants to proceed
with the purchase or exchange of the deferred variable annuity.”

2. FINRA rationale:

a) Change allows a customer to decide to continue with the non-

Copyright Carl B. Wilkerson © 2010. All Rights Reserved.



41

b) recommended purchase or exchange of a deferred variable
annuity notwithstanding the broker-dealer’s belief that the
transaction would be viewed as unsuitable if it had been
recommended.

c) The new requirement that the principal independently
determine that the transaction was not recommended adds
another layer of protection. Requirement “should discourage
salespersons from attempting to bypass compliance requirements
for recommended sales by simply checking the ‘not
recommended’ box on a form.”

d) Customers must indicate an explicit intent to continue with the
non-recommended transaction notwithstanding the unsuitability
determination, which will help ensure that the customer’s decision
is an informed one.

D. “Undue concentration” standard eliminated. FINRA eliminated prior
requirements that registered principals consider “the extent to which the amount
of money invested would result in an undue concentration in a deferred variable
annuity.”

E. The annuity or deferred variable annuities should be evaluated in “the context
of the customer’s overall investment portfolio.”

1. FINRA Rationale:

a) Requirement was unclear and could cause confusion.
Because other provisions in Rule 2330 already capture the
important aspects of this “undue concentration” determination,
FINRA has eliminated it as superfluous.

F. Generic disclosure allowed
1. Under recommendation requirements, FINRA clarified that required
disclosure may be generic and not specific to the product. Clarification
now requires that “the customer has been informed, in general terms, of
various features of deferred variable annuities. . . .”
2. FINRA rationale:

a) Simply a clearer statement of original rule’s intent.

G. “Unique features” requirement relaxed and expanded
1. Provision now states that salesperson must have “a reasonable basis
to believe that . . . the customer would benefit from certain features of
deferred variable annuities, such as tax-deferred growth, annuitization, or

a death or living benefit.”

2. FINRA Rationale:
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a) FINRA accepted commenters’ position that there are other
financial products that have features similar to those of a deferred
variable annuity, so a requirement that the customer would benefit
from the unique features was relaxed to benefiting from certain
features.

b) Living benefits added to the list of certain features that may be
beneficial for customer in addition to death benefit.

H. Required surveillance practices for replacement activities clarified

1. FINRA indicated that principal need not examine every transaction
when salesperson has a potentially higher rate of replacement sales.
FINRA emphasized instead review on a periodic basis via exception
reporting rather than as part of the principal review of each exchange
transaction

2. FINRA revised the supervisory procedures guarding against
inappropriate replacement practices so that, “the member also must (1)
implement surveillance procedures to determine if the member’'s
associated persons have rates of effecting deferred variable annuity
exchanges that raise for review whether such rates of exchanges
evidence conduct inconsistent with the applicable provisions of this Rule,
other applicable FINRA rules, or the federal securities laws
(“inappropriate exchanges”) and (2) have policies and procedures
reasonably designed to implement corrective measures to address
inappropriate exchanges and the conduct of associated persons who
engage in inappropriate exchanges.”

V. ACLI Views on Rule 2330:Guideposts to Administrative History
A. Principal Review Provisions
1. ACLI recommend adding a further refinement allowing additional time,
with customer consent, for processing to resolve incomplete portions of

the application. ACLI's submission can be found at
http://sec.gov/icomments/sr-finra-2008-019/finra2008019-14.pdf

2. This suggestion follows the policy embodied in Rule 22¢-1 under the
Investment Company Act of 1940 allowing pricing of customer orders to
extend beyond this rule’s 5 day time period, with customer consent, to
resolve deficiencies in the application.

a) The added time period for clarification of application
deficiencies could be modeled after provisions in Rule 22c-1.

b) The recommended refinement would fulfill customer objectives

and price the contract more promptly than if the application were
suspended, returned and refilled.
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¢) By mandating advance consent and explanation before any
delays to complete the application, customers will be protected
and in control.

B. Non-recommended Transactions.

1. ACLI supported the application of the amended rule to recommended
transactions only.

2. ACLI commended FINRA's flexibility and its willingness to carefully
reconsider this issue. This revision will promote consistent, enterprise-
wide uniformity in compliance practices.

C. Suspense Account Issues

1. ACLI noted that some life insurers believe the amended rule’s
treatment of suspense account issues may be feasible under their
operation and structure, if certain aspects of the standards are changed.

2. ACLI noted that other companies, however, found that the revised rule
would present significant problems for the movement of money after
receipt from the customer.

3. ACLI suggested an alternative that would allow immediate transmittal
to the insurance company suspense account without conditions, and
would facilitate broker-dealer communication with life insurers once the
principal’s suitability review has been approved or rejected.

a) Customer funds could not be transferred from suspense
accounts at the insurance company without completion of
registered principal approval.

b) Such an amendment to the Rule with have the positive effect
of promoting communication between the broker-dealer and the
insurance company regarding the suitability of the
recommendation, a positive step in ensuring the suitability of
variable annuity sales.

D. Process Issues

1. The FINRA amendments introduce “supplementary material” for the
first time in Rule 2821. ACLI noted that the legal status of these
appendages is imprecise and unclear.

a) The latest proposal does not explain the purpose or intent of
the rule’s supplementary material. It is far preferable for
administrative rulemaking to have all applicable provisions appear
in the text of the rule rather than in “supplementary material.”

b) ACLI observed that during the four year evolution and
amendment of Rule 2821 [now renumbered as Rule 2330], FINRA
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has not provided any analysis of the proposal’s economic and
competitive impact. ACLI recommended that these economic
reviews be developed and specifically reviewed by the SEC.

VI. Other Industry Comments: Guideposts to Administrative History
A. Principal review timetable

1. One Commentator supported the proposal to start the seven day
principal approval period when a broker-dealer receives a “correct and
complete” application at an office of supervisory jurisdiction (“*OSJ") of the
firm, and believed the standard is workable and should generally provide
sufficient time for principal review. See comment filed by the Committee
of Annuity Insurers, http://www.sec.gov/comments/sr-finra-2008-
019/finra2008019-10.pdf

a) The Commentator, however, sought clarification that the
trigger date does not begin when an application is received at any
OSJ of the firm. 1d. According to the commentator,, in order to be
“correct and complete” the application must be received at the
particular OSJ designated by the firm for processing such
applications.

b) The Commentator also suggested that suggests that the Rule
be revised to address infrequent situations when seven business
days will not be a sufficient amount of time for the registered
principal to conduct the required review. Id.

(1) For example, it was anticipated that there will be
situations where a “complete and correct” application is
received but a registered principal conducting a review
needs further information or documentation from the selling
representative or the customer.

(2) In order to address such situations, the Commentator
believed that the Rule should permit a broker-dealer to
obtain the consent of the customer to delay the seven day
period. The letter noted that this exception could be
patterned upon the provisions of Rule 22¢-1 under the
Investment Company Act of 1940. Id.

(a) The provisions of Rule 22c-1 relating to the two
day/ five day procedure and the possibility of the
customer consenting to a delay were adopted by
the SEC in 1985, and have worked well for both
customers and the industry for over twenty years.

(b) Rule 22c-1 provides that, in complying with the
“two day/five day” time period to price the payments
under a variable annuity contract, the insurance
company may, if the application for the variable
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annuity is incomplete, refrain from returning the
initial purchase payment when the two day/five day
period expires if “the prospective purchaser
specifically consents to the insurer retaining the
purchase payment until the application is made
complete.”

(¢) Under Rule 22c-1, the prospective purchaser
must be informed of the reasons for the delay in
pricing the contract.

VIl. Administrative History of Rule 2821 [now renumbered as Rule 2330]

A. Round Six. On April 17, 2008, FINRA filed an amendment with the SEC
requesting delayed implementation on provisions of Rule 2821.

1. On May 5, 2008, Rule 2821 [now renumbered as Rule 2330] became
effective, except for paragraphs (c) and (d), which involve principal
review, non-recommended transactions, and handling of customer funds
pending supervisory approval.

2. The FINRA amendment requests an order from the SEC revising the
implementation timetables for Rule 2821 (c) and (d) until 180 days after
the SEC approves further supplemental changes to the rule. The rule’s
effectiveness, therefore, will have two stages, with one date certain and
another yet to be determined.

3. FINRA's fifth amendment can be found at
http://sec.gov/rules/sro/finra/2008/34-57920.pdf

B. Round Five. On March 5, 2007, FINRA filed its fourth amendment to the initial
2005 filing with the SEC on proposed Rule 2821 [now renumbered as Rule 2330]
governing suitability and supervision in the sale of individual variable annuity
contracts.

1. The fourth amendment dealt principally with modifications to
supervisory review standards and recommendation requirements.

2. FINRA's fourth amendment can be found at
http://www.nasd.com/web/groups/rules regs/documents/rule filing/nasdw

018737.pdf .

C. Round Four. On November 15, 2006, FINRA filed its third amendment to the
initial 2005 filing with the SEC, which is discussed below. FINRA requested
prompt SEC approval of the rule without the opportunity for notice and public
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D. comment.

1. In brief, the third amendment addressed, among other things: the time
period for supervisory review; non-recommended transactions; undue
concentration criteria; specificity of disclosure; and recommendation
requirements.

2. FINRA's third amendment to the proposal appears at
http://www.nasd.com/RulesRegulation/RuleFilings/2004RuleFilings/NASD
W_ 012781 .

3. As of November 15, 2006, the SEC staff did not intend to renotice
FINRA proposal for public comment in light of amendment three. See
comments of Catherine McGuire at ALI-ABA Seminar on Life Insurance
Company Products (Nov. 15, 2006) at program MP3 801:25:40.

E. Round Three. On June 6, 2006, the Securities and Exchange Commission
invited comment on a revised FINRA suitability and supervision rule for variable
annuity transactions recommended by registered representatives of broker-
dealers. See Release No. 34-54023; File No. SR-NASD-2004-183, which
appears at http://www.sec.gov/rules/sro/nasd/2006/34-54023.pdf .NASD filed two
amendments to its initial 2005 rule proposal, at:

a) http://www.nasd.com/web/groups/rules_regs/documents/rule_f
iling/nasdw_016480.pdf

b) http://www.nasd.com/web/groups/rules_regs/documents/rule f
iling/nasdw_014678.pdf

2. Over 1964 letters of comment were filed on the 2006 revisions, with
the vast majority opposing all or parts of the FINRA initiative. A tiny
fraction of the comments supported FINRA action. See the comment file
at http://www.sec.gov/rules/sro/nasd/nasd2004183.shtml

F. Round Two. On July 19, 2005, the Securities and Exchange Commission
invited comment on FINRA's initial free-standing suitability and supervision rule
for variable annuity transactions recommended by registered representatives of
broker-dealers. See Release No. 34-52046A; File No. SR-NASD-2004-183,
which appears at http://www.sec.gov/rules/sro/nasd/34-52046a.pdf .

1. The SEC granted a 21-day extension to the initial 2005 comment
period at Release No. 34-52191(Aug. 2, 2005) [File No. SR-NASD-2004-
183] in response to ACLI's request dated July 27, 2005 (located in the
comment file at
http://www.sec.gov/rules/sro/nasd/nasd2004183/cbwilkerson072705.pdf ).

2. The actual text of the proposal did not appear in the SEC’s invitation
of comment directly, but only through cross reference to FINRA’s general
website address. The text appears in full at
http://www.nasd.com/web/groups/rules_regs/documents/rule_filing/nasdw

012780.pdf
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3. Most of the 1396 commentators opposed Rule 2821, and either
recommended its elimination or substantial overhaul, as discussed below.
See http://www.sec.gov/rules/sro/nasd/nasd2004183.shtml.

G. Round One. Prior to the SEC invitation of comment, FINRA solicited
comment in June 2004, on an earlier version of the proposal that sought to
formally codify several interpretive positions on supervision and suitability in a
rule of conduct, and would have required broker-dealers to prepare and deliver a
written point-of-sale document to customers.

1. The proposal appeared in FINRA Notice to Members 04-45. See
http://www.nasdr.com/pdf-text/0445ntm.pdf. and Wilkerson, Proposed
Variable Annuity Suitability Rule and Risk Disclosure Statement, ALI-ABA
Conference on Life insurance Company Products (Nov. 2002).

2. FINRA's draft proposal elicited 1,129 letters of comment.

a) According to the release, only fourteen of the commentators
fully supported the proposal, and twenty offered partial or qualified
support.

b) Using FINRA's numbers, 97% of the commentators opposed
the initiative.

3. Companion Action by FINRA and SEC
a) On the same day of this FINRA rule proposal, the SEC and
FINRA issued a joint report on inspection examination
observations about the sale of variable insurance products.

(1) The joint report, which is referenced in ACLI General
Bulletin No. O4-053, highlights both good practices by
broker-dealers, as well as practices needing improvement.

(2) A copy of the report can be found at
http://www.sec.gov/news/studies/secnasdvip.pdf

b) The SEC also issued an alert on June 9, 2004 “to remind
investors that variable annuities are not suitable for all consumers,
especially investors who need the money in the short term or who
borrow against their home mortgage in order to purchase a
variable annuity or variable life insurance product.”

(1) The SEC's new alert is entitled Variable Annuities and
Variable Life Products: Questions to Ask, and can be
found at
http://lwww.sec.gov/investor/pubs/varaguestions.htm

(2) SEC Chairman William Donaldson stated “[i]t is critical
that broker-dealers ensure that the securities they sell are
appropriate for the individual investor. Given the
complexity of variable annuities, extra care is required. The
findings of these examinations show that many firms
should take steps to improve their practices. Investors
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considering purchasing a variable annuity can obtain
information about the product from the SEC and FINRA.”

Implementation Timetable and History

A. The implementation dates on this new FINRA Rule have experienced several
revisions.

B. On April 17, 2008, FINRA filed an amendment with the SEC requesting
delayed implementation on provisions of Rule 2821, a new variable annuity
suitability and supervision rule.

1. In part, the amendment responds to industry requests that FINRA
delay the rule’s implementation because several aspects of the proposed
rule needed further clarification, and because the costs of developing
systems in light of the evolving clarifications would be unnecessarily
increased.

C. On May 5, 2008, Rule 2821 became effective, except for paragraphs (c) and
(d), which involve principal review, non-recommended transactions, and handling
of customer funds pending supervisory approval.

D. Oiriginally, the SEC approved Rule 2821 on September 13, 2007 with an
effectiveness date of May 5, 2008. On September 7, 2007, the U.S. Securities
and Exchange Commission approved new FINRA Rule 2821, which establishes
suitability and supervision standards for variable annuity sales. See 72 Fed. Reg.
177 (September 13, 2007) at 52403.

a) On January 29, 2008, however, the SEC issued an order at
FINRA's request bifurcating implementation of Rule 2821 because
of continued industry concerns about its proper application.

b) The SEC order granted (i) delayed implementation of
paragraphs (c) and (d) until August 4, 2008 to allow FINRA time to
address the challenged provision, and (ii) retained the original
implementation date of May 5, 2008 for paragraphs (a), (b), and
(e), that largely govern sales practice and training issues.

2. FINRA requested the amendment in response to interpretive and

operational issues. ACLI asked FINRA to allow more time for systems
development on Rule 2821, particularly in light of several outstanding
operational issues.

a) On interpretive clarifications, ACLI recommended (i) additional
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b) time for principal review when applications are incomplete; (ii)
exclusion of non-recommended transactions from principal review;
and, (iii) authorized deposit of customers’ initial premium
payments in life insurers’ suspense accounts pending principal
review of the transaction.

C) In its meetings with the SEC and FINRA about delayed
implementation and substantive clarification, ACLI strongly
recommended that the SEC circulate subsequent revisions to the
rule for notice and comment before approving the rule (i) to give
all interested parties a fair opportunity to address the revisions,
and (ii) to avoid further rule postponements and associated
system expenses. The SEC staff indicated that it would not grant
an order of approval until after the opportunity for notice and
comment this time. In contrast, the September 7, 2007, SEC order
had approved FINRA'’s Rule 2821 [now renumbered Rule 2330]
amendments and instituted effectiveness dates, while inviting
comment after-the-fact.
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The NAIC Annuity Disclosure Model Regulation:
Disclosure Standards in Annuity Distribution

Carl B. Wilkerson, Vice President & Chief Counsel-Securities & Litigation
American Council of Life Insurers © 2010 All Rights Reserved.

I. Scope of Outline
A. This outline summarizes the elements of the NAIC Annuity Disclosure
Model Regulation, the required Disclosure Statement and the required NAIC
Buyer’s Guide to Fixed Deferred Annuities, including a supplement for Equity
Indexed Annuities.

B. The NAIC Annuity Disclosure Model Regulation can be found at NAIC
Model Reporting Service 245-1 (April 2006).

II. Objective of the Annuity Disclosure Model Regulation

A. To provide standards for the disclosure of certain minimum information
about annuity contracts to protect consumers and foster consumer education.

1. The regulation specifies the minimum information which must be
disclosed and the method and timing of delivering it.

2. The regulation seeks to ensure that purchasers of annuity contracts
understand certain basic features of annuity contracts.

lll. Annuities Covered by the Regulation
A. All group and individual annuity contracts, except:
1. Registered or non-registered variable annuities.

2. Immediate and deferred annuities having only non-guaranteed
elements.

Copyright Carl B. Wilkerson © 2010. All Rights Reserved.



51

3. Annuities used to fund:

a) An employee pension plan which is covered by the Employee
Retirement Income Security Act (ERISA);

b) A plan described by Sections 401(a), 401(k) or 403(b) of the
Internal Revenue Code, where the plan, for purposes of ERISA, is
established or maintained by an employer,

c) A governmental or church plan defined in Section 414 or a
deferred compensation plan of a state or local government or a

tax exempt organization under Section 457 of the Internal
Revenue Code; or

d) A nonqualified deferred compensation arrangement
established or maintained by an employer or plan sponsor.

4. Structured Settlement Annuities.

5. Note: Under the model regulation, states may optionally elect to
exclude charitable gift annuities and structured settlement annuities also.

IV. Information Mandated in Required NAIC Disclosure Statement

A. The generic name of the contract, the company product name, if different,
form number, and the fact that it is an annuity;

B. The insurer's name and address;

C. A description of the contract and its benefits, emphasizing its long-term
nature, including examples where appropriate:

1. The guaranteed, non-guaranteed and determinable elements of the
contract, and their limitations, if any, and an explanation of how they
operate;

2. An explanation of the initial crediting rate, specifying any bonus or
introductory portion, the duration of the rate and the fact that rates may
change from time to time and are not guaranteed,;

3. Periodic income options both on a guaranteed and non-guaranteed
basis;

4. Any value reductions caused by withdrawals from or surrender of the
contract;

5. How values in the contract can be accessed:;

6. The death benefit, if available, and how it will be calculated;
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7. A summary of the federal tax status of the contract and any penalties
applicable on withdrawal of values from the contract; and

8. Impact of any rider, such as a long-term care rider.

D. Specific dollar amount or percentage charges and fees, which must be
listed with an explanation of how they apply.

E. Information about the current guaranteed rate for new contracts that
contains a clear notice that the rate is subject to change.

F. Insurers must define terms used in the disclosure statement in language
understandable by a typical person in the target market.

V. Required NAIC Buyer's Guide to Fixed Deferred Annuities (appears at the end
of the outline).

A. A Buyer’'s Guide prepared by the NAIC provides information about different
aspects of annuities, such as

1. What an annuity is.
2. Descriptions of the different kinds of annuities.
a) Single premium or multiple premium.
b) Immediate or deferred.
c) Fixed or variable.
3. How interest rates are set for the deferred variable annuity.
a) Explanation of current interest rate.
b) Explanation of minimum guaranteed rate.
c) Explanation of multiple interest rates.
4. Description of charges in the contract.
a) Surrender or withdrawal charges.
b) Free withdrawal features.
c) Contract fee.
d) Transaction fee.
e) Percentage of premium charge.

f) Premium tax charge.
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5. Fixed Annuity Benefits
a) Annuity income payments.
b) Annuity payment options.
(1) Life only.
(2) Life annuity with period certain.
(3) Joint and survivor.
VI. Timetable for Delivery of Required Disclosure Statement and Buyer’s Guide:

A. At or before the time of application if annuity application is taken in a face-
to-face meeting.

B. No later than five (5) business days after the completed application is
received by the insurer, if annuity application is taken by means other than in a
face-to-face meeting.

1. With applications received from a direct solicitation through the mail:

a) Inclusion of a Buyer's Guide and Disclosure Statement in the
direct mail solicitation satisfies the requirement for delivery no
later than five (5) business days after receipt of the application.

2. For applications received via the Internet:

a) Taking reasonable steps to make the Buyer's Guide and
Disclosure Statement available for viewing and printing on the
insurer's website satisfies the requirement for delivery no later
than five (5) business day of receipt of the application.

3. Annuity solicitations in other than face-to-face meetings must include
a statement that the proposed applicant may contact the insurance
department of the state for a free annuity Buyer’'s Guide. Alternatively, the
insurer may include a statement that the prospective applicant may
contact the insurer for a free annuity Buyer's Guide.

4. Extended Free-Look Period: where the Buyer’'s Guide and disclosure
document are not provided at or before the time of application, a free look
period of no less than fifteen (15) days shall be provided for the applicant
to return the annuity contract without penalty. The free look runs
concurrently with any other free look provided under state law or
regulation.

VII.Required Report to Contract Owners

A. For annuities in the payout period with changes in hon-guaranteed
elements and for the accumulation period of a deferred annuity, the insurer
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must provide each contract owner with a report, at least annually, on the status
of the contract that contains at least the following information:

1. The beginning and end date of the current report period;

2. The accumulation and cash surrender value, if any, at the end of the
previous report period and at the end of the current report period;

3. The total amounts, if any, that have been credited, charged to the
contract value or paid during the current report period; and

4. The amount of outstanding loans, if any, as of the end of the current
report period.

VIIl. A State-by-State Index to the NAIC Annuity Disclosure Model Regulation
Appears on page 11 following the outline on the NAIC Suitability in Annuity Transactions
Model Regulation.
IX. NAIC Buyer’s Guide: Appears on Pages Immediately Following This Outline

A. Fixed Deferred Annuities are highlighted at the front of the Guide.

B. Equity Index Annuities are highlighted in a supplement at the back of the
Guide.

Annuity Buyer’s Guide

Prepared by the National Association of Insurance Commissioners
The National Association of Insurance Commissioners is an association of state insurance
regulatory officials. This association helps the various insurance departments to coordinate
insurance laws for the benefit of all consumers.

This guide does not endorse any company or policy.

Reprinted by XYZ Life Insurance Company

It is important that you understand the differences among various annuities so you can choose the
kind that best fits your needs. This guide focuses on fixed deferred annuity contracts. There is,
however, a brief description of variable annuities. If you're thinking of buying an equity-indexed
annuity, an appendix to this guide will give you specific information. This Guide isn't meant to offer
legal, financial or tax advice. You may want to consult independent advisors. At the end of this Guide
are questions you should ask your agent or the company. Make sure you're satisfied with the
answers before you buy.

WHAT IS AN ANNUITY?

An annuity is a contract in which an insurance company makes a series of income payments at
regular intervals in return for a premium or premiums you have paid. Annuities are most often bought
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for future retirement income. Only an annuity can pay an income that can be guaranteed to last as
long as you live.

An annuity is neither a life insurance nor a health insurance policy. It's not a savings account or a
savings certificate. You shouldn't buy an annuity to reach short-term financial goals.

Your value in an annuity contract is the premiums you've paid, less any applicable charges, plus
interest credited. The insurance company uses the value to figure the amount of most of the benefits
that you can choose to receive from an annuity contract. This guide explains how interest is credited
as well as some typical charges and benefits of annuity contracts.

A deferred annuity has two parts or periods. During the accumulation period, the money you put into
the annuity, less any applicable charges, earns interest. The earnings grow tax-deferred as long as
you leave them in the annuity . During the second period, called the payout period, the company
pays income to you or to someone you choose.

WHAT ARE THE DIFFERENT KINDS OF ANNUITIES?

This guide explains major differences in different kinds of annuities to help you understand how each
might meet your needs. But look at the specific terms of an individual contract you're considering and
the disclosure document you receive. If your annuity is being used to fund or provide benefits under
a pension plan, the benefits you get will depend on the terms of the plan. Contact your pension plan
administrator for information.

This Buyer's Guide will focus on individual fixed deferred annuities.

Single Premium or Multiple Premium
You pay the insurance company only one payment for a single premium annuity. You make a series
of payments for a multiple premium annuity. There are two kinds of multiple premium annuities. One
kind is a flexible premium contract. Within set limits, you pay as much premium as you want,
whenever you want. In the other kind, a scheduled premium annuity, the contract spells out your
payments and how often you'll make them.

Immediate or Deferred

With an immediate annuity, income payments start no later than one year after you pay the
premium. You usually pay for an immediate annuity with one payment.

The income payments from a deferred annuity often start many years later. Deferred annuities have
an accumulation period, which is the time between when you start paying premiums and when
income payments start.
Fixed or Variable
* Fixed
During the accumulation period of a fixed deferred annuity, your money (less any applicable

charges) earns interest at rates set by the insurance company or in a way spelled out in the annuity
contract. The company guarantees that it will pay no less than a minimum rate of interest. During the
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payout period, the amount of each income payment to you is generally set when the payments start
and will not change.

* Variable

During the accumulation period of a variable annuity, the insurance company puts your premiums
(less any applicable charges) into a separate account. You decide how the company will invest those
premiums, depending on how much risk you want to take. You may put your premium into a stock,
bond or other account, with no guarantees, or into a fixed account, with a minimum guaranteed
interest. During the payout period of a variable annuity, the amount of each income payment to you
may be fixed (set at the beginning) or variable (changing with the value of the investments in the
separate account).

HOW ARE THE INTEREST RATES SET FOR MY FIXED DEFERRED ANNUITY?
During the accumulation period, your money (less any applicable charges) earns interest at rates
that change from time to time. Usually, what these rates will be is entirely up to the insurance
company.

Current Interest Rate

The current rate is the rate the company decides to credit to your contract at a particular time. The
company will guarantee it will not change for some time period.

» The initial rate is an interest rate the insurance company may credit for a set period of time
after you first buy your annuity. The initial rate in some contracts may be higher than it will be later.
This is often called a bonus rate.

» The renewal rate is the rate credited by the company after the end of the set time period. The
contract tells how the company will set the renewal rate, which may be tied to an external reference
or index.

Minimum Guaranteed Rate

The minimum guaranteed interest rate is the lowest rate your annuity will earn. This rate is stated in
the contract.

Multiple Interest Rates

Some annuity contracts apply different interest rates to each premium you pay or to premiums you
pay during different time periods.

Other annuity contracts may have two or more accumulated values that fund different benefit
options. These accumulated values may use different interest rates. You get only one of the
accumulated values depending on which benefit you choose.

WHAT CHARGES MAY BE SUBTRACTED FROM MY FIXED DEFERRED ANNUITY?
Most annuities have charges related to the cost of selling or servicing it. These charges may be

subtracted directly from the contract value. Ask your agent or the company to describe the charges
that apply to your annuity. Some examples of charges, fees and taxes are:
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Surrender or Withdrawal Charges

If you need access to your money, you may be able to take all or part of the value out of your
annuity at any time during the accumulation period. If you take out part of the value, you may pay a
withdrawal charge. If you take out all of the value and surrender, or terminate, the annuity, you may
pay a surrender charge. In either case, the company may figure the charge as a percentage of the
value of the contract, of the premiums you've paid or of the amount you're withdrawing. The
company may reduce or even eliminate the surrender charge after you've had the contract for a
stated number of years. A company may waive the surrender charge when it pays a death benefit.

Some annuities have stated terms. When the term is up, the contract may automatically expire or
renew. You're usually given a short period of time, called a window, to decide if you want to renew or
surrender the annuity. If you surrender during the window, you won't have to pay surrender charges.
If you renew, the surrender or withdrawal charges may start over.

In some annuities, there is no charge if you surrender your contract when the company's current
interest rate falls below a certain level. This may be called a bail-out option.

In a multiple-premium annuity, the surrender charge may apply to each premium paid for a certain
period of time. This may be called a rolling surrender or withdrawal charge.

Some annuity contracts have a market value adjustment feature. If interest rates are different when
you surrender your annuity than when you bought it, a market value adjustment may make the cash
surrender value higher or lower. Since you and the insurance company share this risk, an annuity
with a MVA feature may credit a higher rate than an annuity without that feature.

Be sure to read the Tax Treatment section and ask your tax advisor for information about possible
tax penalties on withdrawals.

Free Withdrawal
Your annuity may have a limited free withdrawal feature. That lets you make one or more
withdrawals without a charge. The size of the free withdrawal is often limited to a set percentage of
your contract value. If you make a larger withdrawal, you may pay withdrawal charges. You may lose
any interest above the minimum guaranteed rate on the amount withdrawn. Some annuities waive
withdrawal charges in certain situations, such as death, confinement in a nursing home or terminal
iliness.

Contract Fee

A contract fee is a flat dollar amount charged either once or annually.

Transaction Fee

A transaction fee is a charge per premium payment or other transaction.

Percentage of Premium Charge
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A percentage of premium charge is a charge deducted from each premium paid. The percentage
may be lower after the contract has been in force for a certain number of years or after total
premiums paid have reached a certain amount.

Premium Tax

Some states charge a tax on annuities. The insurance company pays this tax to the state. The
company may subtract the amount of the tax when you pay your premium, when you withdraw your
contract value, when you start to receive income payments or when it pays a death benefit to your
beneficiary.

WHAT ARE SOME FIXED DEFERRED ANNUITY CONTRACT BENEFITS?
Annuity Income Payments

One of the most important benefits of deferred annuities is your ability to use the value built up during
the accumulation period to give you a lump sum payment or to make income payments during the
payout period. Income payments are usually made monthly but you may choose to receive them less
often. The size of income payments is based on the accumulated value in your annuity and the
annuity's benefit rate in effect when income payments start. The benefit rate usually depends on your
age and sex, and the annuity payment option you choose. For example, you might choose payments
that continue as long as you live, as long as your spouse lives or for a set number of years.

There is a table of guaranteed benefit rates in each annuity contract. Most companies have current
benefit rates as well. The company can change the current rates at any time, but the current rates
can never be less than the guaranteed benefit rates. When income payments start, the insurance
company generally uses the benefit rate in effect at that time to figure the amount of your income
payment.

Companies may offer various income payment options. You (the owner) or another person that you
name may choose the option. The options are described here as if the payments are made to you.

« Life Only - The company pays income for your lifetime. It doesn't make any payments to
anyone after you die. This payment option usually pays the highest income possible. You might
choose it if you have no dependents, if you have taken care of them through other means or if the
dependents have enough income of their own.

« Life Annuity with Period Certain - The company pays income for as long as you live and
guarantees to make payments for a set number of years even if you die. This period certain is
usually 10 or 20 years. If you live longer than the period certain, you'll continue to receive payments
until you die. If you die during the period certain, your beneficiary gets regular payments for the rest
of that period. If you die after the period certain, your beneficiary doesn't receive any payments from
your annuity. Because the "period certain” is an added benefit, each income payment will be smaller
than in a life-only option.

* Joint and Survivor - The company pays income as long as either you or your beneficiary
lives. You may choose to decrease the amount of the payments after the first death. You may also
be able to choose to have payments continue for a set length of time. Because the survivor feature is
an added benefit, each income payment is smaller than in a life-only option.

Death Benefit
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In some annuity contracts, the company may pay a death benefit to your beneficiary if you die before
the income payments start. The most common death benefit is the contract value or the premiums
paid, whichever is more.

CAN MY ANNUITY'S VALUE BE DIFFERENT DEPENDING ON MY CHOICE OF BENEFIT?

While all deferred annuities offer a choice of benefits, some use different accumulated values to pay
different benefits. For example, an annuity may use one value if annuity payments are for retirement
benefits and a different value if the annuity is surrendered. As another example, an annuity may use
one value for long-term care benefits and a different value if the annuity is surrendered. You can't
receive more than one benefit at the same time.

WHAT ABOUT THE TAX TREATMENT OF ANNUITIES?

Below is a general discussion about taxes and annuities. You should consult a professional tax
advisor to discuss your individual tax situation.

Under current federal law, annuities receive special tax treatment. Income tax on annuities is
deferred, which means you aren't taxed on the interest your money earns while it stays in the
annuity. Tax-deferred accumulation isn't the same as tax-free accumulation. An advantage of tax
deferral is that the tax bracket you're in when you receive annuity income payments may be lower
than the one you're in during the accumulation period. You'll also be earning interest on the amount
you would have paid in taxes during the accumulation period. Most states' tax laws on annuities
follow the federal law.

Part of the payments you receive from an annuity will be considered as a return of the premium
you've paid. You won't have to pay taxes on that part. Another part of the payments is considered
interest you've earned. You must pay taxes on the part that is considered interest when you withdraw
the money. You may also have to pay a 10% tax penalty if you withdraw the accumulation before
age 59 1/2. The Internal Revenue Code also has rules about distributions after the death of a
contract holder.

Annuities used to fund certain employee pension benefit plans (those under Internal Revenue Code
Sections 401(a), 401(k), 403(b), 457 or 414) defer taxes on plan contributions as well as on interest
or investment income. Within the limits set by the law, you can use pretax dollars to make payments
to the annuity. When you take money out, it will be taxed.

You can also use annuities to fund traditional and Roth IRAs under Internal Revenue Code Section
408. If you buy an annuity to fund an IRA, you'll receive a disclosure statement describing the tax
treatment.

WHAT IS A "FREE LOOK" PROVISION?

Many states have laws which give you a set number of days to look at the annuity contract after you
buy it. If you decide during that time that you don't want the annuity, you can return the contract and
get all your money back. This is often referred to as a free look or right to return period. The free look
period should be prominently stated in your contract. Be sure to read your contract carefully during
the free look period.

HOW DO | KNOW IF A FIXED DEFERRED ANNUITY IS RIGHT FOR ME?
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The questions listed below may help you decide which type of annuity, if any, meets your retirement
planning and financial needs. You should think about what your goals are for the money you may put
into the annuity. You need to think about how much risk you're willing to take with the money. Ask
yourself:

» How much retirement income will | need in addition to what | will get from Social Security and
my pension?

» Will | need that additional income only for myself or for myself and someone else?
* How long can | leave my money in the annuity?

* When will | need income payments?

» Does the annuity let me get money when | need it?

» Do | want a fixed annuity with a guaranteed interest rate and little or no risk of losing the
principal?

» Do | want a variable annuity with the potential for higher earnings that aren't guaranteed and
the possibility that | may risk losing principal?

* Or, am | somewhere in between and willing to take some risks with an equity-indexed
annuity?

WHAT QUESTIONS SHOULD | ASK MY AGENT OR THE COMPANY?
* Is this a single premium or multiple premium contract?

« Is this an equity-indexed annuity?

* What is the initial interest rate and how long is it guaranteed?

* Does the initial rate include a bonus rate and how much is the bonus?

* What is the guaranteed minimum interest rate?

» What renewal rate is the company crediting on annuity contracts of the same type that were
issued last year?

« Are there withdrawal or surrender charges or penalties if | want to end my contract early and
take out all of my money? How much are they?

» Can | get a partial withdrawal without paying surrender or other charges or losing interest?

» Does my annuity waive withdrawal charges for reasons such as death, confinement in a
nursing home or terminal illness?

* Is there a market value adjustment (MVA) provision in my annuity?

» What other charges, if any, may be deducted from my premium or contract value?
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* If | pick a shorter or longer payout period or surrender the annuity, will the accumulated value
or the way interest is credited change?

* Is there a death benefit? How is it set? Can it change?

» What income payment options can | choose? Once | choose a payment option, can | change
it?

FINAL POINTS TO CONSIDER

Before you decide to buy an annuity, you should review the contract. Terms and conditions of each
annuity contract will vary.

Ask yourself if, depending on your needs or age, this annuity is right for you. Taking money out of an
annuity may mean you must pay taxes. Also, while it's sometimes possible to transfer the value of an
older annuity into a new annuity, the new annuity may have a new schedule of charges that could
mean new expenses you must pay directly or indirectly.

You should understand the long-term nature of your purchase. Be sure you plan to keep an annuity
long enough so that the charges don't take too much of the money you put in. Be sure you
understand the effect of all charges.

If you're buying an annuity to fund an IRA or other tax-deferred retirement program, be sure that
you're eligible. Also, ask if there are any restrictions connected with the program.

Remember that the quality of service that you can expect from the company and the agent is a very
important factor in your decision.

When you receive your annuity contract, READ IT CAREFULLY!! Ask the agent and company for an
explanation of anything you don't understand. Do this before any free look period ends.

Compare information for similar contracts from several companies. Comparing products may help
you make a better decision.

If you have a specific question or can't get answers you need from the agent or company, contact
your state insurance department.

This Space Left Blank Intentionally
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APPENDIX I-EQUITY-INDEXED ANNUITIES

This appendix to the Buyer's Guide for Fixed Deferred Annuities will focus on equity-
indexed annuities. Like other types of fixed deferred annuities, equity-indexed annuities
provide for annuity income payments, death benefits and tax-deferred accumulation.
You should read the Buyer's Guide for general information about those features and
about provisions such as withdrawal and surrender charges.

WHAT ARE EQUITY-INDEXED ANNUITIES?

An equity-indexed annuity is a fixed annuity, either immediate or deferred, that earns
interest or provides benefits that are linked to an external equity reference or an equity
index. The value of the index might be tied to a stock or other equity index. One of the
most commonly used indices is Standard & Poor's 500 Composite Stock Price Index (the
S&P 500), which is an equity index. The value of any index varies from day to day and is
not predictable. (Note: S&P 500 is a registered trademark of the McGraw-Hill
Companies, Inc., used with permission.)

When you buy an equity-indexed annuity you own an insurance contract. You are not
buying shares of any stock or index.

While immediate equity-indexed annuities may be available, this appendix will focus on
deferred equity-indexed annuities.

HOW ARE THEY DIFFERENT FROM OTHER FIXED ANNUITIES?

An equity-indexed annuity is different from other fixed annuities because of the way it
credits interest to your annuity's value. Some fixed annuities only credit interest
calculated at a rate set in the contract. Other fixed annuities also credit interest at rates
set from time to time by the insurance company. Equity-indexed annuities credit interest
using a formula based on changes in the index to which the annuity is linked. The
formula decides how the additional interest, if any, is calculated and credited. How much
additional interest you get and when you get it depends on the features of your particular
annuity.

Your equity-indexed annuity, like other fixed annuities, also promises to pay a minimum
interest rate. The rate that will be applied will not be less than this minimum guaranteed
rate even if the index-linked interest rate is lower. The value of your annuity also will not
drop below a guaranteed minimum. For example, many single premium contracts
guarantee the minimum value will never be less than 90 percent of the premium paid,
plus at least 3% in annual interest (less any partial withdrawals). The guaranteed value
is the minimum amount available during a term for withdrawals, as well as for some
annuitizations (see "Annuity Income Payments") and death benefits. The insurance
company will adjust the value of the annuity at the end of each term to reflect any index
increases.

WHAT ARE SOME EQUITY-INDEXED ANNUITY CONTRACT FEATURES?
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Two features that have the greatest effect on the amount of additional interest that may
be credited to an equity-indexed annuity are the indexing method and the participation
rate. It is important to understand the features and how they work together. The following
describes some other equity-indexed annuity features that affect the index-linked
formula.

Indexing Method

The indexing method means the approach used to measure the amount of change, if
any, in the index. Some of the most common indexing methods, which are explained
more fully later on, include annual reset (ratcheting), high-water mark and point-to-point.

Term

The index term is the period over which index-linked interest is calculated; the interest
is credited to your annuity at the end of a term. Terms are generally from one to ten
years, with six or seven years being most common. Some annuities offer single terms
while others offer multiple, consecutive terms. If your annuity has multiple terms, there
will usually be a window at the end of each term, typically 30 days, during which you
may withdraw your money without penalty. For installment premium annuities, the
payment of each premium may begin a new term for that premium.

Participation Rate

The participation rate decides how much of the increase in the index will be used to
calculate index-linked interest. For example, if the calculated change in the index is 9%
and the participation rate is 70%, the index-linked interest rate for your annuity will be
6.3% (9% x 70% = 6.3%). A company may set a different participation rate for newly
issued annuities as often as each day. Therefore, the initial participation rate in your
annuity will depend on when it is issued by the company. The company usually
guarantees the participation rate for a specific period (from one year to the entire term).
When that period is over, the company sets a new participation rate for the next period.
Some annuities guarantee that the participation rate will never be set lower than a
specified minimum or higher than a specified maximum.

Cap Rate or Cap

Some annuities may put an upper limit, or cap, on the index-linked interest rate. This is
the maximum rate of interest the annuity will earn. In the example given above, if the
contract has a 6% cap rate, 6%, and not 6.3%, would be credited. Not all annuities have
a cap rate.

Floor on Equity Index-Linked Interest

The floor is the minimum index-linked interest rate you will earn. The most common floor
is 0%. A 0% floor assures that even if the index decreases in value, the index-linked
interes