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Re: Indexed Annuities and Certain Other Insurance Contracts
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Dear Ms. Harmon:

Old Mutual Financial Network (“Old Mutual™)' is pleased to have the opportunity to offer its
comments in response to the request by the Securities and Exchange Commission (the
“Commission” or “SEC”) in Release No. 33-8933 (the “Proposing Release™) for comments on
proposed rule 151A that would define certain indexed annuities as not being “annuity contracts™
or “optional annuity contracts” under Section 3(a)(8) of the Securities Act of 1933 (the “1933
Act™).

Old Mutual opposes adoption of proposed rule 151A. The first section of this letter addresses
our concern regarding the lack of need for the proposed rule particularly in light of state
insurance disclosure and sales practice protections. The second and third sections discuss
potentially significant collateral damage the rule may cause the non-indexed business of
insurance arising from the breadth of the rule. The fourth section notes serious inconsistencies
between the proposed rule, Section 3(a)(8), and guiding precedent. The last section outlines the
proposed rule’s adverse impact on consumers as they will bear the costs of the rule.

1. THE PROPOSING RELEASE DOES NOT ESTABLISH A NEED FOR FEDERAL
REGULATION

The Proposing Release states “purchasers of indexed annuities have not received the benefits of
federally mandated disclosure and sales practice protection,” cites “complaints of abusive sales

1 Old Mutual Financial Network (“Old Mutual”) is the marketing name for the U.S. life insurance and annuity
operations of Old Mutuat ple. Working through its network of established insurance companies {OM Financial Life
Insurance Company, OM Financial Life Insurance Company of New York), Old Mutual is headquartered in
Baltimore, MD; maintains a National Sales Office in Atlanta, GA, and service centers in Nebraska and Atlanta.
The companies that comprise Old Mutual deliver a diverse portfolio of annuities and life insurance products via an
established group of master general agents. Products are distributed in 50 states and the District of Columbia. Old
Mutual has nearly one million policyholders nationwide. As of June 30, 2008, Old Mutual had $18 billion in
statutory-basis assets.

2 see Indexed Annuities and Certain Other Insurance Contracts, Rel. No. 33-8933, 34-58022 (June 25, 2008).

* Proposing Release at 6.

Oid MutDHPFHBR6SM92t838dis the marketing name for OM Financial Life Insurance Company (Home Office, Ballimore, MDY, and OM Financial Life Insurance Company
of Mew York {Home Office. Purchase, NY). Variable annuity products are distributed through Old Mutual Financial Network Securities, member NASD.




practices,” and states that protections provided by these contracts are “not...substantial
enough.”™ Yet it fails to produce evidence of abusive sales practices, fails to acknowledge state
regulation of disclosure and sales practices, and disregards state regulation of guarantees.

A. No Empirical Evidence Has Been Provided

The Proposing Release identifies consumer protection, especially protection of seniors, as ong of
the driving needs in support of the rule.® As evidence of this need the Proposing Release cites
the statement of Patricia Struck, then President of the North Amencan Securities Adminisirators
Association (“NASAA™), at the first Senior Summit in June, 2006." In her statement, Ms. Struck
reports survey data NASAA obtained from its Inembers about complaints involving indexed
annuities and complaints involving variable annuities.® Because Ms. Struck’s statement reports
this information in the aggregate, and not separately for indexed annuities, these survey results
effectively preclude meaningful analysis of this body of evidence by the Commission and the
public. It certainly does not warrant the extrapolation of nontransparent combined results to the
entire 9populaticn:l of indexed annuity plans currently available in the U.S. retirement market
place.” At the same time, the Proposing Release fails to mention, consider or analyze any of the
consumer protection safeguards adopted by state insurance regulators to protect purchasers of the
non-registered indexed annuities. In short, the SEC has failed to provide any empirical data
regarding abuses related to the sale of indexed annuity contracts that would implicate a federal
interest.

B. The Proposing Release Fails to Acknowledge State Regulation of Disclosure
and Sales Practices

Since indexed annuity contracts were first introduced in the mid-1990s they have been uniformly
regulated under the supervision of state insurance regulators and state insurance law as fixed
annuity contracts. This uniform state insurance regulatory treatment of indexed annuities is
significant in determining status of contracts under Section 3(a)(8) and differs from the uncertain

* Proposing Release at 8.

* Proposing Release at 26,

& See Proposing Release at 8, 15-17.

7 See Proposing Release Note 25, at 16.

¥ Id. Ms. Struck states “The NASAA survey also found that unregistered securities, variable annuities and equity-
indexed annuities are the most pervasive financial product involved in senior investment fraud. In California, 75
percent of the state’s senior investment fraud cases involve unregistered securities. Cases involving variable or
equity-indexed annuities were 65 percent of the caseload in Massachusetts, 60 percent of the caseload in Hawaii and
Mississippi.” We urge the SEC to publish the entire survey, including the survey instrument and all data gathered in
the survey, to permit its review by interested parties. Details of the survey do not appear to be publicly available on
NASAA’s website or otherwise.

? 01d Mutual has received fewer than 3 complainis per thousand in-force indexed annuity contracts for calendar
vears 2005, 2006, 2007 and through June 30, 2008,
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state insurance regulatory status of the variable annuity contract noted by the U. S Supreme
Court in SEC v. Variable Annuity Life Ins. Co., 359 U.S. 65 (1959) (“VALIC”)

The state insurance regulatory landscape surrounding indexed annuities includes state insurance
disclosure and sales practice regulation which the Proposing Release fails to consider. It also
includes standard nonforfeiture laws—part of insurer solvency regulation which the Proposing
Release recogmzes and gives deference to in the context of proposed rule 12h-7""—which
establish the minimum guarantees provided by indexed annuities.

1. State Regulation of Disclosure and Sales Practices Obviates the Need
for Federal Regulation

In the cost/benefit analysis of the Proposing Release, the Commission states:

Disclosures that would be required for registered indexed annuities include
information about costs (such as surrender charges); the method of computing
indexed return (e.g., applicable index, method for determining change in index,
caps, participation rates, spreads); minimum guarantees, as well as guarantees, or
lack thereof, with respect to the method for computing indexed return; and
benefits (lump sum, as well as annuity and death benefits). We think there are

significant benefits to the disclosures provided under the federal securities laws.'?

The Annuity Disclosure Model Regulation13 provides disclosure standards to protect consumers
and foster consumer education. The regulation specifies the minimum information which must
be disclosed and the method for disclosing it. In particular, the following disclosures must be
given in the form of a written disclosure statement at point of sale under Section 4 B. of the
regulation:

At a minimum, the following information shall be included in the disclosure
document required to be provided under this regulation:

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

(2) The insurer’s name and address;

1 The F4LIC Court observed that state insurance regulatory treatment of the then new variable annuity was far from
uniform:

Some States deny these “annuity” contracts any status as “insurance”. Others accept them under
their “insurance™ statutes. It is apparent that there is no uniformity in the rulings of the States on
the nature of these “annuity” contracts.

359 U.8. 65, 69.
! Proposing Release at 47.
12 Proposing Release at 70,

BNAIC 245-1. The goal of this regulation is to ensure that purchasers of annuity contracts understand certain basic
features of annuity contracts.
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(3) A description of the contract and its benefits, emphasizing its long-term
nature, including examples where appropriate:
(a) The guaranteed, non-guaranteed and determinable elements of the contract,
and their limitations, if any, and an explanation of how they operate;
(b) 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;
(c) Periodic income options both on a guaranteed and non-guarantecd basis;
(d) Any value reductions caused by withdrawals from or surrender of the
contract;
(¢) How values in the contract can be accessed;
(f) The death benefit, if available and how it will be calculated;
(g) A summary of the federal tax status of the contract and any penalties
applicable on withdrawal of values from the contract; and
(h) Impact of any rider, such as a long-term care rider.
(4) Specific dollar amount or percentage charges and fees shall be listed with an
explanation of how they apply.
(5) Information about the current guaranteed rate for new contracts that contains a
clear notice that the rate is subject to change.

Finally, in addition to requmng a product-specific disclosure statement, the Annuity Dlsclosure
Model Regulation also requires delivery of the Buyers Guide for Equity-Indexed Annuities.'*

State insurance departments undertake an exacting review of each indexed annuity contract
before the contract may be offered in the state. In connection with that review, state insurance
regulators typically request very detailed information about the contract and practices regarding
the offer and sale of the contract. State insurance regulators may condition the sale of a
partlcular indexed annuity on prior regulatory review. Notably, this rev1ew generally includes a
review of the product-specific disclosure statement and related materials.”” Indexed annuity
disclosure statements and related marketing materials are made to conform to applicable
insurance laws in each jurisdiction where the product is sold.'

Disclosures the SEC finds important are being given under state insurance laws regulating
disclosure and sales practices. Proposed rule 151A will result in a duplication of disclosure at

' For examples of this specialized state insurance regulatory disclosure for equity-indexed annuities, see
http://www.idfpr.com/doi/life_annuities/equityindex.asp and http://www.dora state.co.us/Insurance/regs/4-1-
12%20attach.pdf.

13 See, e.g., Minnesota Department of Commerce, Checklist for Annuities,

http://www.state. mn.us/mn/externalDocs/Commerce/Annuities_031103093332_ih4Schk. pdf (requiring insurers
provide “a copy of the disclosure statement that will accompany contracts, i.e., a form that the policyholder signs,
certifying that he/she understands the key features of the contract, which features shall be addressed clearly and
completely in the disclosure document™).

18 Qection 9 of the Advertisements of Life Insurance and Annuities Model Regulation requires insurers maintain
advertising files and requires an authorized officer to state, as part of the insurer’s annual statement filed with the
insurance commissioner, that advertisements disseminated by or on behalf of the insurer in the state during the
preceding statermnent year “complied or were made to comply in all respects with the provisions of these rules and the
insurance laws of this state.”

4
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http://www.dora
http://wrvw.state.mn.us/mn/externalDocs/Commerce/Amuities_031

the consumer’s expense and without any added benefit to the consumer. We belicve the
Commission must take into account the nature, extent and effectiveness of state insurance
disclosure and sales practice regulation both in evaluating the need for the regulatory protections
of the federal securities laws and in making the required cost/benefit analysis related to proposed
rule 15S1A. The cost/benefit analysis is deficient in that regard because the Commission has
ignored state insurance laws regulating disclosure and sales practices.

In addition to the Annuity Disclosure Model Regulation, the growing body of state insurance
disclosure and sales practice regulation we believe the Commission should consider in this

rulemaking proceeding include the following:
e  The Suitability in Annuity Transactions Model Regulation'’
e  The Insurance and Annuity Replacement Model Regulation'®
e The Advertisements of Life Insurance And Annuities Model Regula,tion19
e State “free look” requirements®

e  State oversight and approval of products and related product disclosure, including
the work of the Interstate Insurance Product Regulation Commission®!

e  State insurance unfair trade practice law and regulation™

17 Initially adopted by the National Association of Insurance Commissioners (“NAIC”) in 2003 as the Senior
Protection in Annuity Transactions Model Regulation, this regulation now applies without regard to the age of the
purchaser. It establishes standards and procedures for recommendations to consumers in connection with annuity
transactions. These standards insure that the insurance needs and financial objectives of consumers at the time of the
transaction are appropriately addressed. In particular, Section 6 B. requires the insurance producer (or the insurer if
no producer is involved) to make reasonable efforts to obtain information regarding the purchaser’s financial and tax
status, investment objectives and other information used or considered to be reasonable in making
recommendations to the consumer.

'8 The purpose of this regulation is to regulate the activities of insurers and producers with respect to the
replacement of existing life insurance and annuities by establishing minimum standards of conduct to be observed in
replacement or financed purchase transactions. The regulation assures that purchasers receive the information
needed to make an informed purchase decision.

1% This regulation establishes minimum standards and guidelines to assure a full and truthful disclosure to the public
of all material and relevant information in the advertising of life insurance policies and annuity contracts.

20 See Md. Code Ann. Ins. § 16-105(2008)(requiring notice prominently printed on the face of the annuity contract
informing owner of tight to cancel policy within 10 days of delivery). The Buyers Guide for Indexed Annuities
calls attention to this right as follows: “When you receive your contract, read it carefully. It may offer a "free look™
period for you to decide if you want to keep the contract. Ask your agent or insurance company for an explanation
of anything you don't understand. If you have a specific complaint or can't get the answers you need from your agent
or company, contact your state insurance department.”

! See note 15 supra and Interstate Insurance Product Regulation Commission, Rule Establishing Uniform Standards
for Index-Linked Interest Crediting Features for Deferred Non-Variable Annuity Products (May, 2008)
http://www.insurancecompact.org/ralemaking_records/080530_index linked crediting.pdf.

2 See e.g., Md. Code Ann. Ins. § 27-102(prohibiting unfair trade practices); Md. Code Ann. Ins. § 27-202—216
(defining unfair and deceptive acts and practices); COMAR 31.15.01(unfair trade practices in advertising); COMAR
31.15.04 (unfair trade practices in solicitation of annuity contracts).
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e State insurance department market conduct examinations®™

» Enforcement actions by state insurance regulators and state attorneys general**

Proponents of proposed rule 151A may argue that the Commission should ignore various model
regulations or laws noted above for the Commission’s review which have not been promulgated
or enacted in every jurisdiction. In this regard, the Commission should consider that insurers
doing business throughout the United States routinely develop one disclosure form for each
product and then use it in all jurisdictions where they conduct business, including jurisdictions
that have not yet adopted particular NAIC model laws or regulations. The Commission followed
a similar path when it set the specified rate of interest under Rule 15 1(6).”

The Commission’s Division of Investment Management previously observed that Justice
Brennan “in declaring that state insurance law did not provide adequate protection to an investor
in a mutual fund...appeared to focus on the absence of disclosure requirements in state law”. 26
The world of insurance disclosure and sales practice regulation has evolved considerably since
VALIC was decided on March 23, 1959. Today there is “no absence of disclosure requirements
in state law” applicable to indexed annuity contracts. We urge the Commission to consider state
insurance disclosure and sales practice protections.27

2. State Regulation of Minimum Values

Indexed annuities include important guarantees of principal and credited interest under state
insurance solvency regulation designed to protect contractowners that did not apply to the

B See, e.g., Vermont Department of Insurance
http://www.bishca.state.vt.us/InsurDiv/market conduct_exams/a_marketconduct reports2.htm

Missouri Department of Insurance, Financial Institutions and Professional Registrations
http://insurance.mo.gov/cgi-bin/MCExamsList.pl

* See, e.g, Pennsylvania Department of Insurance, Enforcement Actions, Michael J. Kman, Jr., Docket No. CO 00-
01-002 (March 3, 2000)( Respondent sold three index annuity products and misrepresented to his clients that there
would not be a surrender charge if their contracts were surrendered prior to maturity. After the sale, Respondent
asserts he became aware of the surrender charge. The clients requested their annuity contracts be rescinded and the
full amount of their deposits be refunded, which the insurer did. Respondent has been placed under a two year
period of license supervision). http://www.ins.state.pa.us/ins/cwp/view.asp?a=12768&q=328650&pp=3

3 Under Rule 151(b) the Commission tied the minimum rate required to be credited to the relevant nonforfeiture
law in the jurisdiction in which the contract is issued, or, if the jurisdiction had not adopted such law, or no longer
mandated that a minimum rate apply to existing contracts, then “the specified rate under the contract must at least be
equal to the minimum rate then required for individual annuity contracts by the NAIC Standard Nonforfeiture Law.”
See Definition of Annuity Contracts or Optional Annuity Contracts, Rel. No. 33-6645 (May 29, 1986)(Adopting
Release at 7){hereinafter referred to as “Release 6645”).

* Division of Investment Management, United States Securities and Exchange Commission, Protecting Investors:
A Half Century of Investment Company Management, 393 at note 84 (May, 1992)(hereinafter referred to as
“Protecting Investors™)(emphasis added).

¥ We also urge the Commission to consider that in contrast to the well developed state regulation of disclosure
applicable to indexed annuities, neither the proposed rule nor the Commission’s Form S-linclude any disclosure
standards specific to indexed annuities. Moreover, there is no office of the SEC charged with regulating these
products. By contrast to state insurance regulators, the SEC has no experience whatsoever regulating indexed
annuity contracts.
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variable annuity considered by the Supreme Court in SEC v. United Benefit Life Ins. Co., 387
U.S. 202 (1967) (“United Benefit”).

In particular, state insurance nonforfeiture laws®® set a floor for benefit payments by establishing
the interest rate used to calculate these benefits and the minimum amount of the initial and
subsequent purchase payments to which this rate must apply. Nonforfeiture laws were initially
enacted to protect purchasers of insurance contracts—not to protect the insurance companies
issuing the insurance contracts,”’ although they clearly play a supporting role in regulating
insurer solvency today.”

In contrast to United Benefit’s Flexible Fund annuity, purchase payments under indexed
annuities are insurer general account—not variable separate account—assets. The purchaser of
an indexed annuity does not participate in the investment experience of the insurer’s general
account. This fact is significant because state insurance nonforfeiture laws protect purchasers of
general account deferred annuities, including indexed annuities, before annuity payments
begin.’' State insurance nonforfeiture laws do not protect purchasers of variable annuities’> who

28 State nonforfeiture laws generally trace their origins to public outrage over tontine policies sold in the United
States from the time of the Civil War until the early 1900s, when they were outlawed as a result of legislation
adopted in New York in 1906. This legislation resulted from a recommendation of the Armstrong Committee
investigations of the insurance industry in New York in 1905.

Under a tontine policy, a dividend was paid only if the insured survived the time period specified in the contract. In
its report the Armstrong Committee noted that the three largest New York insurers at that time “sold mostly tontine
policies on which dividends had fallen far short of the estimates made for policyholders at the time of purchase.”
George A. Notris, Voices from the Field — A History of the National Association of Life Underwriters (National
Association of Life Underwriters, 1989).

“Tontine insurance held certain appeals. The policyholder was offered the possibility of munificent returns on his
investment if he adhered to his contractual agreement. Management, on the other hand, accumulated large amounts
of capital since, unlike annual-dividend insurance, it did not have to disperse yearly payments. Furthermore, since
the company did not pay a cash surrender value on tontine policies, lapsed money was not returned. This amount
proved sizable; a twenty-five percent or higher lapse rate was common.” H. Roger Grant, Insurance Reform
Consumer Action in the Progressive Era, 7 (The Iowa State University Press, 1979).

® gee Alfred N. Guertin, Developments in Standard Non-Forfeiture and Valuation Legislation, Journal of the
American Association of University Teachers of Insurance, Vol. 13, No. 1, 5-15 (Mar. 1946) (Discussing post-
Armstrong investigation legislative initiatives, Guertin states at 7: “The conference of Governors, Attorneys
General and Commissioners and its Committee of Fifteen was dealing with disclosures developed by [the
Armstrong] investigation. Jf was not an emergency involving the solvency of companies, however. 1t is
understandable, therefore, that their report did not contain recommendations on the matter of reserves from the
standpoint of solvency of companies. They were interested in the practices of companies in their relation to
policyholders.”)(Emphasis added).

¥ See, i.e., Report of the American Academy of Actuaries’ Annuity Nonforfeiture Section 6 Work Group on Section
6 of the NAIC Model Standard Nonforfeiture Law for Individual Deferred Annuities (Boston, June, 2005),
hitps://www.actuary.org/pdf/life/nonforfeit_6_june05.pdf (standard nonforfeiture law addresses insurer solvency,
equity between surrendering and continuing policyholders and “smoothness”, i.e., to gradually eliminate any
difference between the cash surrender value of the surrendering policyholder and the paid up annuity value of the
continuing policyholder as the policy approached maturity).

3 See, i.e., Md. Code Ann. Ins. § 16-501(7) (2008).
32 See, i.e, Md. Code Ann. Ins. § 16-501(4) (2008).
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assume (“underwrite”) the risk that the surrender value of the variable annuity will be less than
what they paid for it, and therefore receive the alternative protections of the federal securities
laws which focus on disclosure in lieu of a state regulated guarantee of principal.

Importantly, the minimum guaranteed surrender values in general account indexed annuities are
determined through state legislative processes regulating the business of insurance rather than
being determined at the insurer’s discretion. The guaranteed surrender values in Old Mutual’s
general account indexed annuities are determined in accordance with state insurance
nonforfeiture laws which provide significantly stronger guarantees than the one considered and
rejected by the Supreme Court in United Benefit.

Like all other deferred annuity contracts, indexed annuity contracts credit interest during the
accumulation period.”® The amount of interest an insurer is obligated to credit under a deferred
indexed annuity contract is determined under the most favorable to the contract owner of two
outcomes: (1) by a formula set forth in the contract which takes into account changes in a
commercially published index of securities; or, (2) according to an annual minimum guaranteed
rate of interest determined under state insurance nonforfeiture laws.

One state regulatory advocacy group seeking jurisdiction over indexed annuities blatantly
ignores applicable state insurance law when it claims that guarantees under indexed annuities are
“established by insurers in their discretion, usually at very low rates.”>* In fact, minimum
guarantees under these non-registered contracts are established by the Standard Nonforfeiture
Law for Individual Deferred Annuities adopted through legislative process in 47 states and the
District of Columbia.>® These state insurance solvency laws protect purchasers of general
account indexed annuities against the risk of “insignificant™ guarantees like the one included in
the separate account variable annuity examined by the Supreme Court in United Benefit.

In considering the issue of what constitutes an adequate guarantee of principal under an indexed
annuity contract, the Commission should take into account that under state insurance solvency
laws, insurers offering these contracts are not legally required to provide cash surrender values
prior to maturity.*® However, most insurers include a provision that allows for a lump sum
settlement at maturity or at any other time before annuity payments begin.

When insurers include cash surrender and partial withdrawal rights in their indexed annuities,
state nonforfeiture laws strike a balance between contractowners who hold their contracts until
benefits begin and contractowners who elect to “cash out” before annuity payments begin. Long
term insurance contracts are not demand deposit accounts; there is a significant cost to insurers

3 The Proposing Release at 9 states “During the accumulation period, the insurer credits the purchaser with a return
that is based on changes in a securities index....” The insurer credits interest under an indexing formula; it does not
pass through a “return.”

3 NASAA’s Briefing Paper in Support of the SEC’s Proposed Rule on Equity Indexed Annuities, p. 1 (August 11,
2008).

3% The Van Elsen Report, http://www.veconsulting.com/resources/idanimap.pdf (August 30, 2005).
3 See, i.e., Md. Code Ann., Ins. § 16-503 (2008).
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who provide the right to surrender a long term contract on any day.”” Nevertheless, purchasers
who elect to “cash out” of these contracts receive—at a minimum—the guaranteed cash value
mandated under state nonforfeiture law.

The Commission noted in Release 6645 it had received a substantial number of comments
requesting that it clarify proposed language in Rule 151(b)(2)(i) to avoid any appearance of
favoring front-end loaded contracts over those that incorporate contingent deferred sales charges
or defray sales and other expenses through a charge against contract value. In response to these
comments, the Commission modified the rule slightly to adopt the substance of the suggested
revisions. In doing so, the Commission noted that “the rule does not discriminate against
contracts that do not have front-end charge structures.”®

Few states specifically cap commission rates; for those that don’t, state insurance nonforfeiture
laws implicitly cap sales charges by requiring minimum cash surrender values in all indexed
annuities that provide cash surrender values. In other words, no matter what the commission rate
is on the contract, in a non-variable, non-registered fixed account indexed annuity, the insurer
can never utilize a contingent deferred sales charge (surrender charge) that causes the value
payable to the owner of the contract to fall below the minimum guaranteed amount under state
insurance nonforfeiture laws.

The Proposing Release notes that under current state nonforfeiture laws, indexed annuities
typically provide that the guaranteed minimum value is equal to at least 87.5% of purchase
payments, accumulated at an annual interest rate of between 1% and 3%.% The Proposing
Release further notes that, assuming application of the lowest state authorized guarantee of
87.5% of the premium accumulated at the lowest possible rate of one percent, it will take
approximately 13 years for a purchaser’s guaranteed minimum value to equal 100% of the
purchase payments.40 The SEC’s current view that state insurance nonforfeiture guarantees are
not “substantial enough™*' stands in marked contrast to the favorable views previously expressed
by its Division of Investment Management on the significant protections provided by state
insurance nonforfeiture and reserve laws.

The Division of Investment Management in the context of recommending that the Commission
propose amendments to the Investment Company Act to exempt variable insurance contracts
from the charge restrictions in sections 26 and 27, instead requiring that charges under these
contracts be reasonable in the aggregate, noted the comparable role played by state insurance
nonforfeiture laws:

37 See, e.g., TIAA-CREF’s analysis of why it cannot afford to waive restrictions in its Traditional Annuity which
does not provide lump-sum cash withdrawal benefits, and instead only allows participants to withdraw their funds
from the Traditional Annuity in 10 annual installments. TIAA-CREF Traditional Annuity Contract 2007 Legistation
— Optional Retirement Program (2008) www.unf.edu/dept/humanres/articles/tiaa_cref_orp.pdf.

% See Release 6645 at 6.

 See Proposing Release at 13,
.

1 Proposing Release at 26.
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State insurance law, particularly its nonforfeiture provisions, is designed to
achieve objectives that are similar to the restrictions of sections 26 and 27. Like
section 27(d) of the Investment Company Act, nonforfeiture law protects contract
owners from paying excessive charges by limiting an insurer’s deduction when an
owner voluntarily surrenders his or her contract. In deciding what is appropriate
for an insurer {0 retain, state officials, through the nonforfeiture requirements,
attempt to balance the extent to which an insurer has not recovered the expenses
incurred in issuing the contract and the extent to which the surrendering contract
owner has prepaid for services for which he or she will never receive. Because
selling costs are usually a key component of unamortized expenses, nonforfeiture
law, like section 27(d), helps to limit the amount of these expenses an insurer may

keep.

Less directly, state reserve requirements, like sections 26 and 27 of the Investment
Company Act, also protect a contract owner from paying excessive charges for
contract services. The reserve requirements achieve this aim in two important
respects: (1) by requiring that mortality costs be determined in accordance with
prescribed mortality tables; and (2) by requiring that prepaid premiums or cash
value be credited with a minimum rate of interest. While reserve requirements do
not affect directly the amount of expenses that may be deducted under a contract,
they generally assure the maintenance of minimum values so that guaranteed
benefits can be provided.*

While numerous commenters have attacked commissions paid by some insurers as excessive,
and the Commission has offered its view that minimum cash surrender values are not adequate
(“we do not believe these protections are substantial enough”),* Congress has not yet repealed
the McCarran-Ferguson Act and nothing in VALIC or United Benefit empowers the Commission
to substitute its judgment for the applicable state legislature’s determination of what “fraction of
the benefits will be payable in fixed amounts™ under fixed annuity contracts. One indexed
annuity referenced in the Proposing Release™ that is currently registered with the Commission
offers sales commissions of up to 15%. Yet, to our knowledge, FINRA has not proposed a rule
for registered indexed annuities similar to its Conduct Rule 2830 which prohibits FINRA
members from offering investment company shares when aggregate sales charges exceed a
certain level specified in the rule.

IL THE PROPOSED RULE IS OVERLY BROAD ON ITS FACE

The Commission states in the Proposing Release that its proposed rule 151A “is intended to
clarify the status under the federal securities laws of indexed annuities.” Contrary to the stated

intent, proposed rule 151A on its face* does not limit the scope of its application to the

*? Gee Protecting Investors at 411-412.

43 See Proposing Release at note 51 and accompanying text.
4 See Proposing Release at note 17,

** Proposing Release at 5.

46 See Proposing Release at 93-94.
10
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regulation of certain indexed annuitics. Instead, proposed rule 151A potentially sweeps within
its ambit most of the general account life insurance and annuity contract business of U.S. life
insurers. Proposed rule 1514, if adopted in its current form, effectively repeals or significantly
amends Section 3(a)(8) in the absence of Congressional action to do so.

A, The Overbroad Scope of Rule 151 A Would Lead to Uncertainty in
Interpretation And Application of the Rule

All life insurance company general account products with cash values must credit current interest
or determine values above guaranteed values by reference to performance of gencral account
investments. Insurers must invest purchase payments they receive for general account indexed
annuities in accordance with state insurance solvency laws regulating permitted investments.
Importantly, these laws do not distinguish insurance company general account investments by
type of product. Instead, these state insurance laws apply to the entire reserve an insurer is
required to maintain for all general account products it sells. Depending on the products an
insurer offers, this may include life, health and disability insurance as well as annuitics.

For example, OM Financial Life Insurance Company, domiciled in Maryland, must comply with
Maryland Insurance Code § 5-511(a-1) when it invests purchase payments it receives under its
indexed annuities. This statute provides:

Each life insurer shall have and continually maintain an amount equal to its entire
reserves, as required by this article, in any combination of the types of assets
authorized by subsections (c) through (p) of this section subject to the limit, if
any, set for cach type or class of investment.

OM Financial Life Insurance Company must also comply with the cited statute when it invests
the premiums it receives for its general account life insurance policies as well as when it invests
the purchase payments it receives for its traditional fixed annuities.

The assets permitted under the quoted insurance regulatory law include various types of
securities as defined in Section 2(2)(1) of the Securities Act. OM Financial Life Insurance
Company accordingly holds various securities, as defined in Section 2(a)(1) of the Securities Act
as part of its statutory general account reserves as mandated by Maryland insurance law.

At a minimum, OM Financial Life Insurance Company of necessity must calculate amounts it
will actually pay under each of its general account annuities and life insurance policies having a
cash value—not just its indexed annuities—in whole or in part, by reference to the performance
of a security, including a group or index of securities it holds as part of its statutory reserves for
these contracts, thus satisfying the first part of the new test in Proposed Rule 151 A(a)(1).

Depending on how broadly the Commission or a court subsequently interprets “amounts
payable” in proposed Rule 151 A(a)(1), the proposed rule may reach a variety of other contracts,
such as long term care insurance policies that have cash values. This test may also extend to
features of contracts that do not have cash values, but have current pricing elements that deliver
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“performance” that is better than the guaranteed maximum pricing, for example, current non-
guaranteed premiums on indeterminate premium term life insurance policies.

B. Indexed Annuity Contracts Fall Within the Section 3(a)(8) Exemption

The text of Section 3(a)(8) does not support the test set forth in proposed rule 151 A(a)(1).
Section 3(a)(8) execmpts from the registration requirements of the 1933 Act:

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

Indexed annuities are annuity contracts issued by insurance corporations that are subject to the
supervision of state insurance regulators. This supervision includes traditional solvency
regulation as well as state insurance disclosure and sales practice regulation. This supervision
has been continuous since indexed annuities were first introduced in the mid-1990’s.

In VALIC, the Court observed its:

reluctance to disturb the state regulatory schemes that are in actual effect, either
by displacing them or by superimposing federal requirements on transactions that
are tailored to meet state requirements. When the States speak in the field of
‘insurance,” they speak with the authority of a long tradition. For the regulation of
‘insurance’ though within the ambit of federal power [citation omitted], has
traditionally been under the control of the States.*®

Indexed annuities are annuities within the plain meaning of the statute. Congress has not acted
to repeal this statute. Similarly, Congress has not acted to repeal the McCarran-Ferguson Act
under which Congress left the business of regulating insurance to the states. As discussed above,
the states have uniformly regarded indexed annuities as part of the business of insurance since
they were first introduced in the mid-1990’s and have regulated these contracts as traditional
deferred annuity contracts are regulated under those laws—laws that are “in actual effect.” In
proposing rule 151A, the SEC takes a position inherently inconsistent with the U.S. Supreme
Court’s reluctance in VALIC “to disturb the state regulatory schemes that are in actual effect.”
In doing so the SEC proposes a rule so broad that it effectively repeals Section 3(a)(8) for an 1ll-
defined class of contracts much broader than indexed annuities.

*7 In an indeterminate premium term policy, the premium may fluctuate between the current charge and a maxirmum
amount stated in the insurer's premium tables, which are based on the insurer's mortality experience, expenses, and
investment returns. See http://www.finweb.convinsurance/types-of-term-policies.html

#8359 U.S. 653, 68-69.
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IIl. THE TEST IN PROPOSED RULE 151A(A)(2) IS OVERLY BROAD AND
MEANINGLESS WHEN ONLY ONE OUTCOME IS POSSIBLE

Since any general account product that credits interest over and above guaranteed minimums
must necessarily do so by reference to the performance of securities held as part of the insurer’s
general account reserves, nearly every product that is subject to the test will be a security. In
fact, it is difficult to conceive of any saleable product that potentially credits excess interest that
would not be a security. As such, the “test” is not a pass-fail test. It is a fail-only test. Asa
practical matter, a test with only one outcome is a meaningless test and could just as easily be
restated as “any product that potentially credits nonguaranteed interest is a security.”

IV. THE TEST IN PROPOSED RULE 151A(A)(2) IS CONTRARY TO AND
INCONSISTENT WITH SECTION 3(A)(8) AND GUIDING PRECEDENT CITED

IN THE PROPOSING RELEASE

Proposed rule 151 A incorporates a new test that is neither derived from nor supported by
Section 3(a)(8) or the U.S. Supreme Court decisions interpreting the scope of Section 3(a)(8)
cited in the Proposing Relcase. Stated differently, the new test—which essentially defines
investment risk as the risk the contractowner will receive less excess indexed interest than hoped
for over and above the minimum guaranteed rate of interest established by the applicable state
nonforfeiture law—is contrary to Section 3(a)(8) and guiding precedent cited in the Proposing
Release. The new test completely ignores the fact that indexed annuities protect contractowners
against the very risks implicating the need for federal securities law protections in VALIC and

United Benefit.
A. Proposed Rule 151A Fails to Evaluate State Regulated Guarantees

1. VALIC

In VALIC, the Supreme Court held that the variable annuity at issue was not an “annuity” within
the meaning of Section 3(a)(8) because the entire investment risk was borne by the annuitant, not
the insurance company. The variable annuity guaranteed “nothing to the annuitant except an
inte:re:s}1 9in a portfolio of common stocks or other equities—an interest that has a ceiling but no
floor.”

The key investment characteristic that cansed the annuity at issue in VALIC to fall outside the
scope of Section 3(a)(8) was that the insurer provided no guarantee of principal and interest. The
Supreme Court contrasted the variable annuity at issue in VALIC with traditional insurance
contracts, noting that the “common understanding of “insurance” involves a gnarantee that at
least some fraction of the benefits will be payable in fixed amounts.”° The Court also noted that
“companies that issue these [general account] annuities take the risk of failure™! because an

135978, 65,72.
M359118. 65, 71.

Sty
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insurer may not obtain a large enough return on the premiums it invests to meet its contractual
guarantees.

Unlike the variable annuity contract examined by the Supreme Court in VALIC, insurers issuing
non-registered indexed annumes today provide at least the guaranteed minimum values required
by state nonforfeiture laws.”” Thus, unlike a variable annuity, which contains no guarantee of
prmc:lpal and interest or guaranteed minimum values, there is always an insurance guarantee
present in indexed annuities that “at least some fraction of the benefits will be payable in fixed
amounts.” Indexed annuities have a significant floor which is established by state legislatures in
regulating the business of insurance.

Old Mutual’s indexed annuities are not variable annuities. The annuitant has no inierest in a
portfolio of common stocks or other equitics. The value and benefits offered under Old Mutual’s
indexed annuities are independent of the investment experience of the insurance company’s
general account. Assets supporting Old Mutual’s obligations under its indexed annuities are part
of the insurance company general account—not a variable separate account—and as part of its
statutory reserve, do not support any other general account liability to any greater or lesser
extent.

In particular, Old Mutual’s indexed annuities provide the following guarantees:

e  The guarantee of principal and all previously credited interest;

52 Indexed annuities comply with the same state standard nonforfeiture law that traditional fixed annuities comply
with, as contrasted to registered indexed annuities that comply with a modified guaranteed annuity state regulation
(contracts with certain market value adjustment (“MVA”) features) or variable annuities that pass the actual
investment experience of a separate account through to contract holders and which are not subject to a state standard
nonforfeiture law.

To paraphrase VALIC, state legislatures in regulating the business of insurance adopt nonforfeiture laws that
determine “what fraction of the benefits will be payable in fixed amounts” under indexed annuity contracts. The
Proposing Release recognizes the protection that state insurance law provides in regulating the financial condition of
insurers in the context of proposed rule 12h-7. It fails to appropriately consider the equally important protection that
state insurance law provides to purchasers of indexed deferred annuities—including those who choose for whatever
reason to surrender their contracts while a swrrender charge remains applicable.

From a product perspective, state insurance law addresses fusurer solvency through a variety of laws including but
not limited to:

o  valuation laws which regulate reserves an insurer must hold by type of contract

e investment laws which specify permitted investments and investment concentration for general account
products; and,

s  risk-based capital requirements.

Obviously, these laws intended to protect insurer solvency indirectly protect purchasers of contracts by facilitating
the likelihood that the insurer will be able to pay its contractual obligations when due. However, state insurance
law also directly protects purchasers by requiring insurers to provide certain mlmmum benefits to persons
who surrender these contracts. See Black and Skipper, Life & Health Insurance, 13 Ed. p. 754-756. “Concepts
of Equity” (2000).
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e  The guarantee that an index credit will never be less than zero, in other words, there
will be no negative interest;

e  Guaranteed surrender charges that do not vary with the investment performance of
the insurer’s general account;

e  Guaranteed surrender charges that do not vary with changes in market interest rates,
in other words, Old Mutual’s indexed annuities do not include MVA features of any
kind;>?

e  Guaranteed surrender charges that do not reduce the surrender value below the
minimum permitted values under state insurance nonforfeiture laws regulating the
business of insurance;

e Guaranteed surrender charges that are fixed percentages established at contract issue
and are contingent solely on when a surrender or early annuitization occurs during
the surrender charge period,;

e  Guaranteed surrender charges that are unrelated to any change in the underlying
indexes referenced by the interest crediting formulas in the contract;

e  Guaranteed surrender values that are computed using a “specified rate of interest” as
defined in Rule 151 and will always equal or exceed the minimum nonforfeiture
amount required under state nonforfeiture laws regulating the business of insurance;

e A guaranteed death benefit before annuity payouts begin, paid without the
assessment of surrender charges which might otherwise be lawfully imposed under
state nonforfeiture laws regulating the business of insurance; and,

s  Guaranteed annuity purchase rates on annuity payout options which include life
contingent payments, which are established at contract issue and may not be changed
by the insurer when longevity improves.

In contrast to the SEC’s position that the guarantees provided by indexed annuities are not
“substantial enough,” these state regulated insurance guarantees assumed by the insurance
company place all the investment risk on the insurance company and none on the annuitant. The
insurance “companies that issue these annuities take the risk of failure.”™

> The cost to an insurer of foregoing an MVA has been estimated to be as much as 100 basis peints annually:

“The ‘two-tiered annuity,” where one interest rate is available to those policyholders who surrender in a lump sum,
whereas a higher rate is available to those who receive their benefit in the form of an annuitization over several
years, was developed to reward policyowners whoe do not subject the insurer to the "cost” of book value surrender.
However, critics of this form of annuity argue that those who surrender in a lump sum are receiving an amount that
is unfairly low, and that the buyer of such policies might be forced into receiving this lower value by an unexpected
emergency.

While this criticism appears to have merit, it ignores the difference in costs to the insurer, which can be measured as
the price of the option granted to the policyowner to receive the lump sum value without adjustment for market
value losses of the assets backing such annuity. Such an option mandates that the insurer must invest portions of the
funds received in shorter duration securities than it would invest in if such an option were not present. This option
has been priced by some studies that indicate this "cost" to be as much as 100 basis points annually.”

NAIC Proceedings 1993, Vol IB, p. 1429

359 1.8. 65, 71.
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2. United Benefit

In United Benefit, the Supreme Court held that the variable annuity at issue was not an “annuity”
within the meaning of Section 3(a)(8) because the insurer promised “to serve as an investment
agency and allow the policyholder to share in its investment experience” and while the insurer
provided a guaranteed surrender value, it was “insignificant.”

In United Benefit, the Supreme Court analyzed a variable annuity under which the insurer
invested the net premiums through a separate account established under Nebraska insurance
law,> primarily in common stocks™® and the contract owner bore the investment risk. In United
Benefit the annuity at issue fell outside the scope of Section 3(a)(8) because the guarantee of
principal was not meaningful.

At any time before maturity, the insurer provided a guaranteed surrender value under the contract
equal to the greater of:

¢ her proportionate share of the fund; or

s 3 cash surrender value equal initially to 50% of net })remiums in the first five years,
increasing to 100% of net premiums afier 10 years. 7

Notably, United Benefit was not obligated to offer any guarantee in its variable annuity.
Accordingly, under the Nebraska state insurance regulatory scheme governing insurance
company separate account products, United Benefit was free to set the terms of the guarantee in
its favor rather than the contract owner’s under most economic scenarios.

%3 Following the VALIC decision in 1959, state legislatures adopted laws authorizing life insurance companies to:
(1) issue variable annuities; and, (2) establish separate accounts. A variable separate account is an asset account
maintained independently from the insurer’s general investment account and is used primarily for retirement plans
and variable products. This arrangement permits wider latitude in the choice of investments, particularly in equities.
2007 Life Insurers Fact Book, supra, note 18.

Section 2(a)(14) of the 1933 Act defines separate account as “an account established and maintained by an insurance
company pursuant to the laws of any State or territory of the United States, the District of Columbia, or of Canada or
any province thereof, under which income, gains and losses, whether or not realized, from assets allocated to such
account, are, in accordance with the applicable contract, credited to or charged against such account without regard
to other income, gains, or losses of the insurance company.”

Purchase payments for a general account indexed annuity are not held in a variable separate acconnt. The purchaser
of an annuity issued by a variable separate account participates in the investment gains and losses of the separate
account. In contrast, the assets of the general account belong to the insurance company. General account assets are
used by the insurance company in support of the business it conducts, including the payment of guaranteed
obligations it has assumed under the terms of the general account indexed annuities it issues. The purchaser of a
general account indexed annuity does not participate in the gains or losses of the general account of an insurer.

36387 U.S. 202, 205.
Tid

 The record in United Benefit showed that “United set its guaraniee by analyzing the performance of common
stocks during the first half of the 20™ century and adjusting the guarantee so that it would not become operable
under any prior conditions.” 387 1.8. 202, 209,
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The “guaranteed surrender value” in United Benefit’s variable annuity was not required by law;
rather, it was apparently added to United Benefit’s variable annuity in an attempt to satisfy the
assumption of investment risk requirement that the Supreme Court found lacking in VALIC.

B. Proposed Rule 151A Fails to Evaluate Investment Risk Assumed by the
Insurer

Tnsurers issuing fixed annuities (both traditional and indexed) assume a variety of investment
risks including:

o the risk that they will have insufficient funds to meet all contractual obligations.

e the risk of disintermediation. This is the risk that interest rates will rise and contract
owners will exercise their right to surrender the contracts. To pay these surrender
values, the insurer must sell assets, primarily bonds, from its general account at
depressed market values, in which case the insurer may incur substantial losses well
in excess of any surrender charges the insurer may collect. Some insurers have
addressed this risk by shifting it to the contract owner through a registered MVA
feature; Old Mutual’s indexed annuities do not include any MV A features, and Old
Mutual retains one hundred percent of the disintermediation risk under its indexed
annuities.

e reinvestment risk. This is the risk that as bonds in the insurer’s general account
mature or coupons are paid, available bond returns are reduced to a level that will not
support the guarantees embedded in the contract including the guarantees dictated by
state nonforfeiture laws.

In addition to these risks, insurers issuing fixed indexed annuities face a variety of other
investment risks related to the strategies they employ to hedge the risks they assume when they
agree to pay interest based in part on changes in an external index they neither control nor
manage:

e  counterparty or credit risk. This is the risk that the hedge asset purchased to fund the
indexed crediting strategy may not return the required amount needed to credit the
contractually agreed upon rate of interest due to default of the issuing party. If this
occurs, the insurer must still pay the calculated rate of interest due under the coniract
from its general account assets.

s the risk that the hedge program will return less than the amount needed to credit the
contractually agreed upon rate of interest. This occurs frequently as insurers must
make assumptions concerning persistency (how many contract owners will keep
their contracts rather than surrender them) and strategy allocations (how contract
owners may choose to allocate their contract value among various interest crediting
options available under the contract)}—with the timing of each of these events being
determined solely by the contract owner without regard to, or knowledge of, the
insurer’s general account assets which support its contractual obligations.

In each case, regardless of the results of any hedge strategy the insurer may employ, the insurer
must credit interest as determined in accordance with the interest crediting formula in the
contract. Under no circumstance may the insurer credit a lesser amount of interest because the
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insurer’s hedge strategy failed to produce the funds necessary to honor the insurer’s contractual
obligation. The insurer alone bears this risk.

The Proposing Release omits any discussion of these investment risks insurers assume when they
issue indexed annuity contracts. Instead, proposed rule 151A’s new test equates “investment
risk” with indexed interest credited on the initial investment that exceeds the minimum
guaranteed rate of interest established by the applicable state nonforfeiture law. This risk is not
the type of investment risk the U.S. Supreme Court in VALIC defined as relevant in

Section 3(a)(8) analysis.

C. Proposed Rule 151 A Adopts an Incorrect Measure of Investment Risk

The Proposing Release indicates annuity owners assume the investment risk under the contract
when they are “more likely than not to receive payments that vary in accordance with the
performance of a security.” Under proposed rule 15 1A(a}(2), this investment risk is present
when “amounts payable” are more likely than not to exceed “amounts guaranteed.”®

Proposed Rule 151A(a)(2) equates amounts of current interest®' to be received by the contract
owner under the terms of the index-linked interest crediting formula to investment risk assumed
by the owner of an indexed annuity. But the risk of what the current interest rate will be is not an
investment risk of the type indicative of a non-exempt security under Section 3(a)(8). It is
fundamental to the business of insurance and exists in all contracts in which the insurer indicates
it will (or may) credit a current interest rate that exceeds the state mandated minimum guaranteed
rate of interest established by state legislatures in regulating the business of insurance.

The Proposing Release indicates the consumer “underwrites the effect of the underlying index’s
performance on his or her contract investment and assumes the majority of the investment risk
for the equity-linked returns under the contract.”®* This statement confuses the uncertainty of not
knowing what current interest rates the insurer will declare in the future with underwriting of
investment risk. In every traditional fixed annuity the consumer bears the risk that the insurance
company may not declare a current interest rate that exceeds the state mandated minimum
guaranteed rate of interest.

The difference between “amounts payable” and “amounts guaranteed” is simply a measure of
excess interest declared by an insurance company, not investment risk.* Historically, crediting

% Proposing Release at 5.
% Proposed Rule 151A(a)(2).

! Note that the “more likely” standard indicates that more current interest indicates more consumer risk, which is
inconsistent with the solvency point of view that the obligation to pay more current interest indicates more insurer
risk.

%2 Proposing Release at 6,

5 Under Subsection (b)(1) of Proposed Rule 151A surrender charges would also be included in this difference.
Insofar as the Proposed Rule intends to deem a contract a security if it charges a contingent deferred sales charge,
we would consider this preemptive of state regulation of insurance which establishes minimum contract surrender
values for fixed annuities and therefore imposes maximum permissible surrender charges. In any event, we disagree
in concept with a rule dictating when charges should be taken into account. If amounts payable at a point in time or
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of excess interest has been indicative of insurance company risk taking, not risk taking by the
annuity owner. Once a current interest rate is declared the insurance company is obligated to
credit contract values at that interest rate regardless of whether its general account assets perform
consistently with the declared rate of current interest.

The Rule 151 Proposing Release® distinguished the frequency of crediting of current interest
from the amount of current interest to be credited and noted that the amount to be credited,
although indicative of the amount of risk the insurer bears, is a solvency risk adequately
addressed by state insurance regulation:

Of course, the degree of investment risk assumed by the insurer also is based on the
amount of discretionary excess interest it guarantees. But that risk, i.e., the risk that the
insurer, by making imprudent investments or because of insolvency, will not be able to
satisfy its contractual obligations, is the type of risk that Congress deemed to be
adequately addressed by state insurance regulation. See VALIC, 359 U.S. at 77
(emphasis added).”

Similarly, to the extent any purchaser of an indexed annuity bears a risk of insurer insolvency
there is adequate state regulation. The Proposing Release acknowledges in connection with the
proposal of Rule 12h-7 that solvency risks are adequately addressed by state regulation:
“[I]nvestors who purchase these securities are primarily affected by issues relating to the
insurer’s financial ability to satisfy its contractual obligations—issues that are addressed by state
law and regula.tion.”66

D. Proposed Rule 151 A Disregards Marketing as a Factor under Section 3(a)(8)
And Therefore Is Inconsistent With Supreme Court And Other Judicial

Precedent

The Proposing Release acknowledges that “marketing is another significant factor in determining
whether a state-regulated insurance contract is entitled to the Securities Act ‘annuity contract’
exemption” ®’ and cites the applicable language from United Benefit.°® The Proposing Release
further states that the Commission analyzes “indexed annuities under the facts and circumstances
factors articulated by the U.S. Supreme Court in VALIC and United Benefit.”®® However, the
Proposing Release fails to analyze the marketing of indexed annuities. Further, proposed rule

upon happening of an event (sutrender) are net of charges then charges should be taken into account, and if amounts
guaranteed at a point in time or upon happening of an event (death) are not net of charges then charges should not be
taken into account,

% Definition of ‘ Annuity Contract or Optional Annuity Contract’, Rel. No. 33-6558 (Nov. 21, 1984)(proposing Rule
151).

“ Id, at Note 18.

% proposing Release at 7.
7 Proposing Release at 19.
@ Id.

® Proposing Release at 23.
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151A does not incorporate a requirement that the class of contracts to be denied the exemption
must, in accordance with United Benefit, be “marketed in a manner that appeals to the purchaser
not on the usual basis of stability and security but on the prospect of ‘growth’ through sound
investment management.” The omission of this factor from proposed rule 151A is startling
given the emphasis the Proposing Release places on abusive sales practices.

In United Benefit the Supreme Court first articulated the “marketing test” for purposes of
determining which contracts meet the requirements of Section 3(a)(8). The Supreme Court
based its conclusion in part on the manner in which the variable annuities were advertised. The
Supreme Court noted that United Benefit’s annuity, and others like it, were not promoted “on the
usual insurance basis of stability and security but on the prospect of ‘growth’ through sound
investment mamagemf:nt.”70 Such contracts were marketed to compete with mutual funds and
were “pitched to the same consumer interest in growth through professionally managed
investment.””!

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

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

This finding of the Home Life court was reiterated in the decision of the federal district court in
Berent v. Kemper Corp.” In finding that the life insurance policies in question were marketed
primarily as insurance, the court determined that “the facts that the sales brochures also discuss
the investment features of the policies and that Plaintiffs...perceived the policies as investment

387 U.S. 202,
Id.
72729 F. Supp 1162 (N.D. HlL, 1989); aff’d, 941 F.2d 561 (7™ Cir.1991), cert denied, 502 U.S. 1099 (1992),
 Id. at 1174 (emphasis added).
74 780 F. Supp. 431 (E.D. Mich. 1991); afi"d, 973 F. 2d 1291 (6™ Cir. 1992).
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vehicles does not change...the conclusion that the...policies were not marketed primarily as
investments.””

More recently, the federal district court in Malone v. Addison Insurance Marketing, Inc.,’
applying the United Benefit marketing test, analyzed a marketing brochure (that promised
“stability and flexibility”), the contract form, and a disclosure form for an equity indexed annuity
and found that the materials did not demonstrate the contract was marketed as an investment.

Specifically, the Malone court said:

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

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

The court concluded that the contract was exempt from the federal securities laws under
Section 3(a)(8).”

The Commission has not promulgated rules prescribing acceptable or unacceptable marketing
techniques for purposes of determining a product’s status under Section 3(a)(8). However, it has
agreed with judicial determinations that references to investment features of a contract do not
necessarily preclude a court from finding that the contract was not marketed primarily as an
investment. When adopting the standard under Rule 151 that a contract not be marketed
primarily as an investment, the Commission explained that

“[b]y adopting this standard...the SEC is not saying, nor has it ever said, that an
insurer in marketing its product cannot describe the investment nature of the
contract, including its interest rate sensitivity and tax-favored status... [A]
marketing approach that fairly and accurately describes both the insurance and
investment features of a particular contract, and that emphasizes the product’s

5 Id. at 443.
€225 F. Supp. 2d 743 (W.D. Ky, 2002).
7 I1d. at 753-754.

" The Proposing Release is critical of Malone’s findings under Rule 151 but it does not criticize the court’s ruling
under Section 3{a)(8).
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usefulness as a long-term insurance device for retirement or income security
purposes, would undoubtedly ‘pass’ the rule’s marketing test. 7

Old Mutual controls the content of its indexed annuity marketing materials to comport with these
standards and the standards applicable to the advertising of these contracts under state insurance
law. By not considering marketing as a factor, the proposed rule is inconsistent with Supreme
Court and other judicial precedent.

E. Proposed Rule 151A Disregards Mortality Risks as a Factor under
Section 3(a)(8)

Both judicial® and Commission interpretations recognize that mortality risk is an important
consideration in determining whether annuity contracts come within the Section 3(a)(8)
exclusion. In a general statement of policy issued on April 5, 1979, the Commission identified
the assumption of mortahty risks and investment risks as central features of life insurance or
annuity contracts.®! In the release adopting Rule 151, however, the Commission withdrew
Release 6051 and abandoned this reqmremf:nt for purposes of the safe harbor. Nevertheless, the
Commission continued to express the view that mortality risk may be an apgropriate factor to
consider determining the availability of an exemption from Section 3(a)(8).

Old Mutual’s indexed annuities provide a death benefit before annuity payouts begin. This death
benefit is significant in that interest is calculated under the indexing formula until the death
benefit is calculated. This contrasts with the general contract surrender value under which no
indexed interest is credited to amounts surrendered during an indexing period.

In addition, although not required to do so under applicable state nonforfeiture law, when Old
Mutual pays the death benefit under an indexed annuity, it waives any remaining surrender
charge. Because Old Mutual waives surrender charges when it pays a death benefit under its
indexed annuities, the value of the death benefit may be even greater to seniors than it is to
younger retirement savers. In any event, Old Mutual assumes a significant traditional insurance
mortality risk in providing this benefit that proposed rule 151A fails to consider.

In addition to assuming the mortality risks associated with the death benefit Old Mutual provides
under its indexed annuities, Old Mutual assumes other significant mortality risks under its

™ Release 6645 at 13.

8 Grainger v. State Security Life Insurance Co., 547 F.2d 303, 307 (5™ Cir. 1977)(considering the relationship
between the size of the death benefit and the size of premium payments as part of the court’s Section 3(a)(8)
analysis), reh’g. denied, 563 F.2d 215 (5% Cir. 1977), cert. denied sub nom. Nimmo v. Grainger, 436 U.S. 932
(1978): Dryden v. Sun Life Assurance Co. of Canada, 737 F. Supp. 1058 (S.D. Ind. 1989)(concluding that the
insurer’s obligation to pay a fixed sum to a designated beneficiary upon the death of the owner of a life insurance
policy caused the insurer to bear the risk of poor performance of its investments).

81 Statement of Policy Regarding the Determination of the Status Under the Federal Securities Laws of Certain
Contracts Issued by Insurance Companies, Rel. No. 33-6051 (Apr. 5, 1979)(hereinafter referred to as “Release
60517).

%2 See, e.g., Brief for the United States as Amicus Curiae at 9, Variable Annuity Life Insurance Co. v. Otto, No 87-
600 (1988).
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indexed annuities in connection with annuity payment options it provides based on life
contingencies. By currently guaranteeing life annuity options that can be selected at some future
time, Old Mutual assumes a mortality risk that the longevity of its annuitants may be greater than
it assumed when it issued the contract.

V. PROPOSED RULE 151A WILL HAVE THE UNINTENDED CONSEQUENCE
OF REDUCING LONG TERM VALUE TO CONSUMERS INTERESTED IN
GUARANTEED GENERAL ACCOUNT PRODUCTS

About 77 million baby boomers are expected to retire over the next few years. Many of these
retirees will not have a source of guaranteed monthly income for their lifetime apart from Social
Security benefits. A recent study commissioned by Americans for Secure Retirement, a coalition
of more than 50 organizations representing women's, small business, agricultural, Hispanic and
African American groups concluded that retirees would be much better prepared if they had a
guaranteed source of retirement income beyond Social Secunty

Annuities are insurance contracts that pay a steady stream of income for either a fixed period of
time or for the lifetime of the annuity owner, in addition to providing a number of other
important guarantees. Because they guarantee a stream of income for life, annuities protect
senior consumers against the real and growing possibility of outliving their financial resources
due to factors such as increased longevity, rising health care costs, declining investment markets
and reductions in Social Security benefits.

Consumers saving for retirement benefit when they have a varicty of registercd and non-
registered products from which to choose. Consumers who have selected indexed annuities over
variable annuities, mutual funds or other securities for some portion of their retirement savings
have generally done so to obtain stable income, a guarantee of principal and interest that has
been credited to the contract, and the other guarantees that indexed annuities provide.

A. Additional Costs of Issuing Registered Products will Be Passed Through to
Consumers

Insurance companies issuing registered indexed annuities will incur additional one-time and
permanent additional costs. Many of these costs are noted in the Proposmg Release, such as
costs of performing the required test, cost of registering products,* cost of printing prospectuses
and mailing them to investors, costs of life insurance agents entering into networking
arrangements with broker-dealers, and loss of revenue.

% Nancy Treos, “Many Retirees Face Prospect of Outliving Savings, Study Says” The Washington Post, July 13,
2008.

% The Proposing Release estimates aggregate annual costs of $82,500,000 assuming 400 contracts each year will be
filed on Form S-1. This works out to a per contract cost of $206,500 for preparing and filing registration statements
for indexed annuities. Using this figure, it will cost Old Mutual in excess of $4,500,000 to file the 22 indexed
annuities it currently offers. This figure does not include prospectus print and mailing costs or the cost of hiring
independent actuarial consultants to develop or validate the company’s testing procedures.
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Costs not noted may include:

e  costs related to due diligence undertaken by professionals and requu‘ed 1n connection
with the preparation and filing of a registration statement on Form S- 1;2

e  costs to design, develop and rnamtaln new recordkeeping systems required in
connection with registered products

e costs of destroying existing inventories of marketing materials;
e  costs of preparing and filing new advertising materials® with FINRA;

s costs of administering registered products in excess of the costs of administering
non-registered products;

¢ costs related to increased audit expenses, including the need to inform independent
auditors about the companies’ controls, procedures and assumptions related to 1ts
registered contract business operations;

¢  costs to build or modify systems due to direct requirements of the proposed rule
(e.g., to provide prospectuses and confirms) or indirect consequences of the proposed
rule (e.g., possible product design revisions);

e  costs associated with negotiating and preparing selling agreements between the
insurance company, its principal underwriter and registered broker-dealers;®

e  costs associated with staffing reductions including in some cases, costs of
compliance with “plant closing” laws for insurers downsizing or exiting altogether;

e  costs of staffing additions and staffing replacements as new needs are determined,
for example, adding wholesalers by firms that do not currently distribute their
product through broker-dealers;

e  costs arising from increased litigation expense and professional witness fees; and

e  costs attributable to increased insurance and bonding expense.

These costs would necessarily be passed through to the consumer in the form of lower
guarantees, lower credited interest rates, higher surrender charges, higher optional feature
charges or other product design modifications. Additional costs to the consumer will necessarily

% The Proposing Release at 76 mentions only the costs of preparing and reviewing disclosure; it does not address
the costs of professional due diligence examination required in connection with the preparation of a registration
statement on Form S-1.

% The Proposing Release at 76 mentions only the cost of retaining records. For companies that do not currently
issue registered contracts these costs may be significant.

% Note, however, in the absence the SEC’s adoption of a rule for indexed annuities comparable to Rule 482, the
SEC adversely and unfairly burdens the marketing of indexed annuities vis-a-vis variable annuities and mutual
funds.

% This cost will be greater for insurers who currently lack a variable contract or mutual fund distribution platform.
The Proposing Release at 75 and 77-78 mentions only the cost of entering into networking agreements which applies
to distributors, not insurers,
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result in lower long term retirement value to consumers which is not a desirable outcome given
the current retirement crisis in America.

B. Proposed Rule 151A Will Have the Effect of Decreasing Competition and/or
Product Availability

Because indexed annuities are currently regulated as insurance, the Commission is well aware of
the fact that insurance agents unaffiliated with broker-dealers are the primary distributors of
indexed annuities today. We expect some of these insurance licensed only providers will
become affiliated with broker-dealers as an associated person. We expect far more will not do
so. Purchasers of indexed annuities currently can choose among providers: the purchaser can
sclect an insurance licensed only provider, or may choose an insurance licensed provider who is
also an associated person of a registered broker-dealer. Proposed rule 151A will eliminate the
first choice entirely.

In view of the costs associated with registered products, we expect some insurers will simply
stop selling these contracts altogether, and as a result, will lose significant revenues. In some
cases, if an insurer can not find other revenue sources, it may need to merge with another
company or cease doing business altogether.

On the other hand, insurers who choose to offer non-registered contracts following adoption of
Rule 151A will need to design their contracts so that the indexing formula more often than not
returns no more than the applicable state nonforfeiture guaranteed rate of interest. Insurers
offering such contracts may find that those contracts are uncompetitive with other alternative
long term savings vehicles in many, if not most, interest rate environments.

The effect of the adoption of Rule 151A clearly will be to reduce consumer choice and increase
the costs of owning an indexed annuity contract.

C. Registration of Products Will Have the Effect of Reducing Guarantees In
Products and/or Transferring Greater Investment Risk to Consumers

Indexed annuities already registered with the Commission,” because of the MV A feature
contained in these contracts, may not guarantee minimum interest rates or may provide
guaranteed minimum values that are less than what those values would be if they were computed
under the standard nonforfeiture laws applicable to indexed annuities. 90

In view of the significant cost to insurers of providing the guarantees required by the standard
nonforfeiture law for individual deferred annuities applicable to indexed annuities, we believe it
is reasonable to conclude that some insurers will simply file the product with the Commission as
a separate account variable annuity on Form N-4, utilizing index funds as the underlying

% See Proposing Release at Note 17 and accompanying text.

9 Nonforfeiture values for annuities with MV A features are not determined under the standard nonforfeiture law for
individual deferred annuities that applies to indexed annuities; rather, nonforfeiture values for MV A contracts are set
under a separate regulation.
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investment option, and by doing so, eliminate the requirement to provide any of the guarantees
now found in non-registered indexed annuities,

Other insurers may find ways to shift additional risk to the purchaser of a registered indexed
annuity. For example, rather than guarantee no negative interest, perhaps an insurer will
guarantee that no more than 1% negative interest will be credited during the applicable crediting
period. Other insurers may reduce the interest crediting period from at least 12 months to

something less.

The clear result would appear to be that the costs of owning an indexed annuity contract would
increase.

Old Mutual appreciates the opportunity to provide comments on this proposal. In accordance
with the Proposing Release at 2, we are filing this paper comment in triplicate with the
Commission’s Acting Secretary. On August 1, 2008, Old Mutual filed a formal request with the
Commission in this rulemaking proceeding to extend the comment period to January 8, 2009 to
permit its company management to ascertain the precise impact of the proposal. We believe the
proposed rule deserves more analysis than the current comment period has permitted, especially
since it potentially requires registration with the Commission of a number of insurance products
offered today by insurers that do not offer indexed annuities and who are likely unaware of the
need to analyze the impact of the proposed rule on their contracts. In any event, we respectfully
reserve the right to supplement our comments herein with the Commission should it elect to
extend the comment period. If you have any questions about our comments or would like any
additional information, please contact me at (410) 895-0082.

Sincerely,

Tl

Enc Marhoun
Senior Vice President & General Counsel

cc: The Honorable Christopher Cox, Chairman
The Honorable Kathleen 1.. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Parades

Andrew J. Donohue, Director, Division of Investment Management

Susan Nash, Associate Director, Division of Investment Management
William J. Kotapish, Associate Director, Division of Investment Management
Keith E. Carpenter, Special Counsel, Division of Investment Management
Michael L. Kosoff, Attorney, Division of Investment Management
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