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To:

From:

Date:

Re:

MEMORANDUM

File No. 57-14-08

Smeeta Ramarathnam
Office of Commissioner Aguilar

December 19,2008

Indexed Amuities and Certain Other Insurance Contracts -
Release No. 33-8933

On December 15, 2008, Commissioner Aguilar and Smeeta Ramarathnam,
Counsel to the Commissioner, met with tsric L. Marhoun, Senior Vice President, General
Counsel & Secretary" Old Mutual Financial Network; Tom McDonald, Baker & Hostetler
LLP; and Robert Elconin, Lindquist & Vennum. The participants discussed proposed
Rule 151A.

At the meeting, Old Mutual Financial Network provided various documents
relating to proposed Rule l5 1A, including a 15-page handout titled "Old Mutual's View
of SEC Rule 151A." Copies of the documents are attached to this memorandum.

Attachments
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GIBSON, DUNN &CRUTCHER LLP
LAWYERS

A REGISTTRID L IMITTD L IABIL ITY I IARTNERSHIP

INCLUDING PROFTSSIONAT CORPORATIONS

1050 Coonecticut Avenue, N.V. Vashington, D.C. 20036-5306
(202) 955-8500

www.gibsondu.nn, com

EScalia@gibsondunn com

November 17, 2008

Direct Dial

(202) gss-8206
Fax No.

(2U) 530-e606

VIACOURIER

Ms. Florence E. Harmon
Acting Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C.20549

Re: Supplemental Comment on Proposed Rule 151A
Release Number 33-8933 Eile Number 57-14-08)

Dear Ms. Harmon:

On behalfofthe Coalition for Indexed Products, I am submitting the enclosed
supplemental comments regarding the Securities and Exchange Commission's Proposed Rule
151A, which was published for comment on July 1, 2008.

ES/djd

D,C. SAN FRANCISCO PALO ALTO LONDON
ORANGE COUNTY CTNTURYCIfi  DALLAS DENVER

Clicnt No.

04928-00001

LOS ANGELES NEW YORK WASHINCTON,
MUNICH BRUSsELS DUBAI 5I NCAPORI



Supplemental Comments of the
Coalition for Indexed Products
Regarding Proposed Rule 151A

The Coalition for Indexed Products (the "Coalition") hereby requests that the
Commission consider these supplemental comments on Proposed Rule 151A under the Securities
Act of 1933 (the "Proposed Rule"). The Coalition previously submifted commeflts on September
10,2008. See Comment of the Coalition for Indexed Products (Sept. 10,2008) ("Coalition

Comment"). The Coalition Comment demonstrated that the plain meaning and purpose of the
Securities Act of 1933 (the "Act" or "'33 Act"), Supreme Court precedent, and lower coufi
decisions all make clear that fxed indexed annuities ("FIAs") as characteristically skuctured are
within Section 3(a)(8)'s exemption for "annuity contracts." Coalition Comment at 6-14. The
Coalition Comment also showed that the Proposing Release misconshues the meaning of
investment risk and improperly claims benefits from the Proposed Rule because it fails to
consider the extensive state regulatory and enforcement system that govems FIAs. Coalition
Comment at 14-29 and Addendum at 1-6.r

The comments that have been submified regarding proposed Rule 151A are
overwhelmingly opposed to the adoption of the Proposed Rule. However, certain companies,
trade groups, regulators, and individuals have expressed some level of support for the Proposed
Rule. The Coalition believes that some of these commenters have introduced into the record
legal and factual errors that should be corrected to enable the Commission to make a properly
infomed decision regarding the Proposed Rule. We submit these supplemental comments to
address the most significant of those errors.

Because it is one of the lengthiest and most extensive comments in support of the
Proposed Rule, and because it was authored by a state securities regulatory organization quoted
in the Proposing Release, we will focus primarily on the comment lettel of the Nofih American
Securities Administrators Association ("NASAA"). See Comment of Karen Tyler, NASAA -
President and North Dakota Securities Commissioner (Sept. 10, 2008) ("NASA,{ Comment").r
The NASAA Comment errs in numerous important aspects, by: (1) introducing a new
"adequacy ofstate regulation" test that is nowhere to be found in Section 3(a)(8) or decisions
interpreting it; (2) minimizing and mischaracterizing the risk allocation analysis central to the
Supreme Court's Section 3(a)(8) decisions; and (3) making factual and legal errors with regald to

I In this comment, the term "fixed indexed annuities," or "FIAs," is used to refer to these
products as customarily structured and described at pages 2-5 of the Coalition's September 10
comment letter.
2 NASAA has little basis on which to comment on FIAs, which have been regulated exclusively
by state insurance regulators. Given NASAA's limited background in FIA regulations, it is
surprising that the Commission has quoted undocumented assertions iiom NASAA in the
Proposing Release for Rule 151A, while not consulting with or taking into consideration the
views ofthe 50 stat€ insurance administrators.



the marketing of FIAs. The NASAA Comment also completely mischaracterizes the scope and
effectiveness of the state insurance regulatory system tomments submitted in the rulemaking
by state regulators, on the other hand, demonstrate that the state regulatory and enforcement
system is robust and effective in providing meaningful information to potential purchasers, and
meaningful penalties for violators. Ultimately, the effect of the NASAA Comment is not to
strengthen the case for the Proposed Rule, but rather to show that adopting the rule requires
radical departures from the principles laid down by the Supreme Court for interpreting and
applying Section 3(a)(8).

+ :l ,1.

FIAs are annuity contracts within the meaning of Section 3(a)(8). The Commission
should reaffirm that and withdraw its proposed rule, rejecting the invitation ofNASAA and
others to use "novel" interpretations ofthe Act to regulate products already so closely supervised
by the states. That this is the right course for the Commission has only become more clear in the
weeks since the Coalition's initial Comment: The plummeting financial markets have been a
bracing reminder of lhe real meaning of investment risk, as purchasers of variable annuities and
mutual funds have experienced sometimes devastating losses while holders offixed indexed
annuities have experienced no loss and have had their interest credits flom the markets' prior up-
years locked in. (See the charts at Exhibit B.) And respectfully, the current crisis will require
the Commission to focus on its core mission-it can ill-afford, and there is no need, to undertake
to regulate congressionally-exempted annuity products that a legion of state insurance regulators
have said they are continuing their comprehensive efforts to address.

I. The NASAA Comment Demonstrates That Defining Fixed Indexed Annuities As

"Securities" Requires Misreading Every Prong Of The Test Applied By The Courts
Under Section 3(a)(8).

The NASAA Comment misreads each of the three parts of the legal test customarily
employed under Section 3(a)(8) to distinguish annuities ftom securities. It thereby confirms that
the Commission cannot adopt the Proposed Rule consistent with the text of the Act and the
decisions of the Supreme Court.

A. The "Adequacy" Of State Regulation Is Not A Factor In The Legal Analysis Of
Il/hether An FIA Is An Annuity Contract Under Section i(a)(S).

Section 3(a)(8) applies to an annuity contract "issued by a corporation subject to the
supervision of the insurance commissioner, bark commissioner, or any agency or officer
performing like functions, of any State or Territory of the United States or the District of
Columbia." In its comment letter, NASAA attempts to transform the Act's requirement of state
supervision into a full-blown assessment of the "adequacy" of the state regulatory system.
NASAA Comment at 5-6. NASAA's approach is factually mistaken FIAs are
comprehensively regulated by the states-see Coalition Comment at 20-28-and neither the
statutory text nor the caselaw supports an "adequacy" test. The statute merely requires that an
annuity contract be "subject to the supervision" ofa state insurance commissioner (or similar
entity or official). NASAA cites the Supreme Court's United Benefit decision for the proposition



that *the Supreme Court . . . confirmed that the inadequacy ofstak insurance regulation is an
imporlant factor to consider when applying the Section 3(a)(8) exemption" (Comment at 5-6).
But LJnited Beneft acrually specifically rejected a weighing of state regulation in the analysis:
"The argument that the existence of adequate state regulation was the basis for the exemption . .
was conclusively rejected . . . in VALIC . . . ." SEC v. United Benefit Insurance Co.,387 U.S.
202,209,21,0 (1967) (citation omitted). The Coalition is aware of no Section 3(a)(8) opinion in
which a coufi purported to assess the sufficiency of state annuity regulation to determine whether
the contracts at issue were annuities or securities for the purpose of the Act. See, e.g-, SEC v.
Variable Annuity Life Insurance Co. of America,359 U.S. 65 (1959) ("I/ALIC'); United Beneiit,
3 87 U.S. 202i Assocs. in Adolescent Psychiatry, S.C. v. Home Life Ins. Co.,941' F .2d 561 (7th
Cir. 1991) ("AIAP"); Otto v. yariable Annuity Life Insurance Co., 814 F .2d 1 127 (7th Cir. 1986),
rev'd on rehearing 814 F.2d 1 140 (7th Cir. 1987); Malone v. Addison Insurance Marketing,225
F. Supp. 2d 743 (W.D. Ky. 2002).

NASAA also misconstrues Justice Brennan's concurring opinion in ITALIC to support its
"adequacy of state regulation" test. Contrary to NASAA's suggestion at page 6, Justice Brennan
did nal pose the question whether state legulation was adequate, but instead inquired whether
state regulation was meant by Congress to cover a particular tlpe ofproduct. See VALIC, 359
U.S. at 76. In doing so, he was concentrating on the "annuity contract" clause of Section 3(a)(8),
not the "supervision" clause. Nowhere does Justice Brennan's opinion, or any otherjudicial
opinion, suggest that the Commission is granted the authority by Section 3(a)(8) to sit in
judgment of the effectiveness of state regulatory systems and to "define" annuities as securities
when it believes the states have fallen short. NASAA's suggestions to the contrary only
underscore the incompatibility of the regulatory approach NASAA champions with the deference
to state insurance regulation embodied in Section 3(a)(8), the McCanan-Ferguson Act, and
elsewhere in the U.S. Code. AccordNASAA Comment at 19 (advocating "a concurrent
approach to the regulation ofthese investments").

Finally, it is telling that NASAA appears to base its reasoning on a pair ofcourt decisions
tlrat did not involve Soction 3(a)(8) at all. See NASAA Comment at 6 -7 (citing Marine Bank v.
lleaver, 455 rJ.5. 551 (1982), which held that certificates of deposit were not subject to the Act,
and Reves v. Ernst & Young,494U.5.56 (1990), conceming promissory notes). These cases are
inapposite because they did not involve Section 3(a)(8)'s unambiguous provision that the
products add(essed there-annuities are not subject to SEC regulation if the issuing company is
regulated by a state insurance agency. That is the case with FIAs.

B. NAS,L4's Attempt To Minimize And Redefne "Investment Risk" Untlerscores That
FIAs Place Ample Investment Risk On The Insurer, As That Term Is Commonly
Understood And Has Been Used By The Suprerne Court.

Fixed indexed annuities place substantial investment risk on insurers (see Coalition
Comment at 4, 1 1), and the allocation of investment risk between insurel and insured has been
central to both Supreme Court decisions applyng Section 3(a)(8). See VALIC,359 U.S. at 70-
73; Llnited Benefit, 387 U.S. at 209. It is striking, therefore, that when it comes to this part ofthe
Section 3(a)(8) analysis, NASAA begins by openly challenging the goveming caselaw and
suggesting that it be ignored. Investment risk "has received more attention liom courls and
commentators than it deserves," NASAA objects at page 8, presumably including in this



statement decisions of the Supreme Court that are binding on lower courts and the Commission.
The "test has proven to be cumbersome," NASAA explains, and purports to address the
investment risk inquiry only after gnrdgingly "[s]etting aside [its] concems about the validity of
any risk-based test." Id. (emphasis in original).'

As the Proposing Release acknowledges, however, the allocation of risk has been a
central determinant of whether an annuity contract is insurance and thus eligible for the
exemption. Proposing Releas e at 37,752; see also VALIC,359 U.S. at 72-73 (stating that risk is
"the one earmark ofinsurance as it has commonly been conceived of in popular understanding
and usage"). Even NASAA's retained expert admits the importance of investment risk to the
Section 3(a)(8) analysis. See Statement of Craig J. McCann, Ph.D. at3, attached to NASAA
Comment ("Annuity contracts which meaningfully transfer risks ftom investo(s to issuers are
exempt fiom federal securities laws.").. NASAA's challenge to this established principle of
Supreme Court law suggests that NASAA itself recognizes that, under a Section 3(a)(8) analysis
as traditionally applied, FIAs are indeed annuities.'

Even when purporting to address investment risk in its comment, NASAA attempts-
unsuccessfully-to redefine the term in a manner that conflicts with the term itself and with its
historical use. NASAA asserts that loss ofprincipal though the operation ofa fully disclosed
and pre-set withdrawal charge is a form of investment risk. Id. at 8-9. It argues that the
purchaser ofan FIA bears the risk of fluctuations in the stock market index associated with the

3 The NASAA Comment also effectively urges the Commission to disregard Section 3(a)(8) by
suggesting that the Commission eliminate the proposal's "more likely than not" test and include
all FIAs simply on the basis of their indexing feature. NASAA Comment at 21; see also, e.g.,
Comment of William A. Jacobson, Esq., on behalf of the Comell Securities Law Clinic, at 4-5
(Sept. 10, 2008) (expressing support for the ru1e but also stating that the Commission should
only consider FIAs' indexing features). But this proposal is even further removed from
applicable Section 3(a)(8) precedent as it would completely ignore the allocation ofrisk.
a McCann's analysis of risk and valuation for index annuities has been the subject of extensive
criticism. See, e.g., Exhibit A at 30, 43,41-48,59-78 (excerpts ofpresentation ofDr. David F.
Babbel.) In addition, a judge overseeing an FIA case in which McCarm serves as plaintiffs'
expert has appointed an independent expert economist to assess McCann's methodologies.
Negrete v. Fitlelity and Guar. Life Ins. Co,, No. 05-6837, Amended Order Appointing Rule 706
Expert Witness at 2-3 (C.D. Cal. May 23, 2008).
s Indeed, every single case analyzing whether a contract meets Section 3(a)(8) has balanced the
investrnent risks assumed by the purchaser and insurer. See, e.g., YALIC,359 U.S. at70-73i
United BeneJit,387 U.S. at209; AIAP, 941 F.2d at 566-68; Otto, 814 F.2d at 1140-41; Malone,
225 F. Supp. 2d a1750-51; see also, e.g., Olpin v. Ideal Nat'l Ins. Co.,419 F.2d 1250, 1261-63
(10th Cir. 1969) (considering risks to insurer and purchaser in connection with endorsement to
life insurance); B erent v. Kemper Corp.,780 F . Srtpp. 431, 442-43 (E.D. Mich. 1991) (single
premium fife insurance policy), aff'd,973 F.2d 1291(6th Cir. 1992); rryden v. Sun LiJb
Assurance Co. ofCanada,737 F. Supp. 1058, 1062-63 (S.D. Ind. 1989) (whole life insurance
policies with dividend feature); see a/so Coalition Comment at 8-13.



contract and that, depending on the perfotmance of the index, the purchaser could receive "no

excess interest whatsoever." NASAA Comment at 10. And after inconectly identiffing the
purported risks of FIAs, NASAA urges the Commission to rely on a concept of "complexity
risk" that has no support in Section 3(a)(8) law and which NASAA itself admits is a "type ofrisk

[that] is perhaps novel in the context of analyzing [FIA]s." NASAA Comment at 10.

Each element of NASAA's risk argument misses the mark, further confirming that the
Commission would need to ignore established law and irrefutable factual evidence to adopt the
Proposed Rule. Charges for early withdrawal are just that {harges-not investment "risk"
under the annuity contract value itself. See Malone,225 F. Supp.2dat75l. The imposition of
those charges is triggered only by events described in the contract, not by any extemal events in
financial markets. NASAA states that "[t]he Mdloze case was poorly decided," and there is 'ho

basis for [the proposition that an early withdrawal charge is not investment risk] in law,
economics, or common sense." NASAA Comment at 9 & n.4' Judge Easterbrook' however. in
his decision exempting the Flexible Fund under Section 3(a)(8), stated directly that withdrawal
charges do "nothing to throw investment rirsk on the investor'" AIAP,941 F .2d at 567 (emphasis
in original). The Commission itselfhas stated that a withdrawal charge "is simply a sales load
that is deducted upon [withdrawal] [and] normally does not shift additional investment risk to the
contract owner." Definition ofAnnuity Contract or Optional Annuity Contract, Release No. 33-
6645,51 Fed. Reg.20,254,20,257 n.20. Under NASAA's view, transaction fees for purchasing
stocks, mutual funds, permanent life insurance, real estate, or declared rate annuities would also
have to be considered investrnent risk, yet those fees-including withdrawal charges-are
simply administrative costs, not inveshnent dsk.

NASAA also misconstrues the structure ofFIAs and obscures the fact that FIAS place
substantial investrnent risk on the insurer. Premiums fiom FIAs are deposited in the insurer's
"general account," with the insurer bearing the risk that changing interest rates and credit
conditions will affect the value of the account and, potentially, affect the insurer's ability to
satisfu insureds' guaranteed payments. See Coalition Comment at 4. The NASAA Comment
states that "[t]he value of the investor's payment is subject to variation depending upon whethet
prevailing interest lates have risen . . . ." NASAA Comment at 10. In fact, ftom the day of issue
FIA purchasers are assured that in the absence of early withdrawal they will receive their
principal plus interest. The likelihood that they will receive additiozal financial returns is not
"investment risk" as the term is commonly understood. See Coalition Comment at 14-16 and
Addendum at 1-6 and see Malone,225 F. Supp. 2d at 751 (the possibility ofreceiving extra
payments on a guaranteed contract is not "risk" under Section 3(a)(8)).

Finally, NASAA's admittedly bashful introduction of the notion of "complexity risk" (a
"t1pe of risk [that] is perhaps novel," it acknowledges) further illustrates the complete departure
from existing Section 3(a)(8) law that evidently is deemed necessary by one of the Proposed
Rule's principal advocates. NASAA's concept of "complexity risk" bears no resemblance to the
concept of risk discussed in VALIC, United Beneft, or any other cases interpreting Section
3(a)(8). The only pwported authority cited by NASAA is a federal district court in which,
NASAA states, the courl "entertained claims" that FIAs are complex. See id. at 11 (citing
Yokoyama v. Midlantl National Life,2007 WL 1830858 (D. Haw. Feb. 13,2007). However, the
court said nothing with regard to the legal question of whether FIAs are annuities or securities



under the Act or how the alleged complexity ofFIAs would factor into an investment risk
analysis. o

NASAA's treatrnent of "investment risk" is deeply flawed and cannot support the
Proposed Rule.

C. NAS^4,4 Misconstrues The "Marketing" Component Of Section 3 (a)(8) Analysis,
And Inaccurately Characterizes The Marketing OfFIAs.

As NASAA, the Coalition, and other comment€rs have pointed out, the Court in United
Beneft held Ihat the variable annuities in that case were securities based in part on how they
were marketed, stating that the contracts were "considered to appeal to the pulchasel not on the
usual insurance basis of stability and security but on the prospect of 'growth' through sound
investment management." United Beneft,387 U.5. at 211 (emphasis added), citecl in NASAA
Comment at 13 and Comment of William A. Jacobson, Esq., on behalf of the Comel1 Securities
Law Clinic, at4 (Sept. 10,2008). Becaus€ the test set forth in the Proposed Rule fails to allow
for consideration ofhow FIAs are marketed, it conflicts with Section 3(a)(8) jurisprudence.
Coalition Comment at 18-19.

While NASAA correctly recognizes that a product's marketing is an element of the
Section 3(a)(8) analysis, it again misconstrues the Supreme Court's decisions in order to extend
the securities laws to reach FlAs when, properly construed, they would not. NASAA suggests
that simply identiffing the investment aspects ofa product is enough to place it outside the
annuiry exemption ofSection 3(a)(8). NASAA Comment at 12-15. All annuity contracts have
investrnent characteristics, however (Coalition Comment at 7, 18 n.14); mentioning this feature
cannot establish that a product is nol an annuity. Instead, courts have inquied whether a
company has promoted its investment management e\pertise, rlot the fact of invesbnent itself. In
United BeneJit, for example, the Court emphasized that the company was marketing products
based on "the experience ofUnited's management in professional investing." 3ST U.S. at 2l l
n.15. Similarly, Justice Brennan's concurence in VALIC emphasized that with annuities the
purchaser is not "a direct sharer in the company's investrnent experience," whereas when "the
coin ofthe company's obligation is . . . the present condition of its investment portfolio," "the

u NASAA's expert also makes numerous inaccurate statements with respect to FIAs, such as
when he attempts to argue that FIAs have no real cash value. ,9ee McCann Statement at 6.
McCann posits that "[a]n equity-indexed annuity contract has a notional value-as opposed to a
cash value called an account value or accumulation value" and states that he "will refer to
equity-indexed annuities' account or accumulation value as scrip value to differentiate it fiom
the cash value which could be realized by investors." 1d These statements, however, confuse
the two basic financial concepts ofhedging and annuity contacts. "Contract values" or "account
values" of annuities are deposit liabilitiesjust like banks carry for savings accounts and CDs.
There is nothing 'notional" about them. The term "notional" is a hedging term - one buys a
derivative based upon the notional value of the hedged instrument. It has no application to fixed-
indexed annuities.



federally protected interests" underlying the securities laws are triggered. I/ALIC,359 U S. at
78. The Commission itself, in promulgating Rule 151 , noted that "a marketing approach that
fairly and accurately describes both the insurance and investment features ofa particular contract
. . . would undoubtedly 'pass' 

[Rule 151's] marketing test." Release No. 33-6645,51 Fed. Reg.
at20,261 . NASAA's re-characterization of the marketing prong to bar virtually any mention of
"inve stment" is unsustainable.

The NASAA Comment elrs factually in claiming that FIAs characteristically are
marketed primarily as investments: "Scholars, regulators, and aggrieved private plaintiffs all
agree that [FIA]s are marketed primarily as investments." NASAA Comment at 13. This is
mere assertion, not evidence, whereas the malketing materials submitted for the rulemaking
record by the Coalition show descriptions of FIAs that are careful to emphasize the guarantee of
principal, minimum interest, and other features that further financial stability and security; the
materials also explain the interest crediting feature and that it is not a means ofparticipating in
the stock market. See Coalition Comment at 19 and Exhibit C thereto. The fact that the
materials mention the indexed-componer,t ofthe product as a featue that distinguishes FIAs
ftom other annuities the purchaser may be considering hardly indicates that an FIA is not an
annuity.

D. The NASA,4 Comment Misconstrues Other Caselaw.

The NASAA Comment cites a number ofcases arising outside ofSection 3(a)(8) for the
proposition that ifthe insurance exemption were not in the Act, then FIAs would be securities.
NASAA Comment at 4. NASAA's point is unclear: It is precisely to avoid such results that
statutory exemptions are written. The cases NASAA cites are inapt in any event. SEC v. W.J.
HoweyCo.iscitedforthepropositionthatFlAsaleinvestmentcontracts.328U.S.293(1946),
clted iz NASAA Comment at 4. Bnt Howey involved land sales contracts and did not even
mention the word annuity or Section 3(a)(8), NASAA provides no explanation ofhow Howey
sheds light on Section 3(a)(8). Similarly, the NASAA Comment states at page 8 that "[r]isk has
never been an essential element in the definition," and cites for support ,SEC v. Edwards,540
U.S. 389 (2004), a case that did not discuss Section 3(a)(8) and involved the purchase and lease
ofpay phones. These cases add no insight as to the proper meaning of Section 3(a)(8).

NASAA also mischaracterizes the Section 3(a)(8) cases that it does cite. A Seventh
Circuit case is cited for the proposition that "tlere is no meaningful distinction between [FIA]S
and variable annuities." NASAA Comment at 4 (citing lssocs. in Adolescent Psychiatry, S.C. v.
HomeLifeIns. Co.,941F.2d 561,565 (7thCir.1991)("AIAF')). But as the Coalition noted in
its previous comment, AIAP was a case in which Judge Easterbrook and the Seventh Circuit held
that a "Flexible Annuity" with characteristics similar to fixed indexed annuilies fell within the
Section 3(a)(8) exemption. See Coalition Comment at 12, see also NASAA Comment at 8
(citing language ftom AIAP for lhe proposition that the invesbnent risk kst is "cumbersome,"



eventhough_AlAP employed the risk test to hold the Flexible Fund exempt from securities
regulation).'

* * j l .

In advocating a markedly different approach toward each aspect of the Section 3(a)(8)
test applied by the courts, NASAA states at one point that the rationale for Section 3(a)(8) "no
longer exists." NASAA Comment at I L That may be NASAA's view, but it assuredly is no
basis for disregarding Section 3(a)(8) as written and as interpreted by the Supreme Court. That
one of the Proposed Rule's leading proponents sees such sharp distinctions between regulation of
FIAs on the one hand and traditional Section 3(a)(8) analysis on the other should give the
Commission considerable hesitation before adopting a rule that treats FIAs as securities.

fI. State Regulation ofFIAs Is Robust.

The NASAA Comment claims that extensive ftaud involving FIAs and the inadequacy of
state regulation require the SEC to intervene. Not only is that not the legal question before the
Commission, it is factually inaccurate.

NASAA asserls that"variable or eqtily-indexed annuities were involved in a third ofall
cases in which senior citizens were subject to securities llaud or abuse." NASAA Comment at 2
(emphasis added). As support for this charge, NASAA cites its own former president's
statement making the same claim. NASAA Comment at 1,6; see also Proposing Release at
37,755 (citing NASAA president's statement). But NASAA has yet to respond to requests by
Coalition members that it provide information tlat supports this "statistic." And as one Coalition
member explained in a separate comment to the Proposed Rule, there is no indication how many
of these purported cases of fraud involving "unregistered securities, variable annuities, and
equity-indexed annuities" actually concemed -F1,4s, as opposed to the other products mentioned
,9ee Comment of American Equity Investment Life Holding Company, at 14-15 (Sept. 10, 2008);
see also Coalilion Comment at 26 n.21 .

Any reliance on the SEC, FINRA, and NASAA joint examination of ftee lunch seminars
is similarly misplaced. See Coalition Comment at26 n.21; see a/so NASAA Comment at 14
(relying on free lunch report); Proposing Release at37,755 (same). The reporl examined broker-
dealcrs' compliatce with the securities /arus in seminar sales . It did not examine independent
insurance agents, who are the principal sellers of fixed indexed annuities. Within the report,

7 The NASAA Comment mischaracterizes another Section 3(a)(8) case for "implicitly finding
that [FIA]s fall under the broad definition ofa security." NASAA Comment at4 (ciling Hokling
v. Cook,521F. Supp. 2d 832, 836 (C.D. nl. 2007)). In fact, Holding mercly stated that whether
FIAs "are 'annuities' or 'securities' for purposes ofthe federal securities laws is complicated and
resists generalization" and "[d]epending on the mix offeatures, an equity-indexed annuity may
or may not be a security." 521 F. Supp.2dat837. The court did not decide whether the FIAs
were annuities, stating instead that the issue was "better left to a developed factual record after
adequate time for discovery." Id. at 839 (citing AIAP,941F.2d at 561).



moreover, fixed indexed annuities are mentioned only three times, with the report's dominant
focus being on mutual funds, real estate investment trusts, variable annuities, private placements

of speculative securities-such as oil and gas interests-and reverse mortgages. The report
simply did not demonstrate that FIAs presented a particular problem or were even extensively
offered at,.free lunch" events. The NASAA Comment does not address these deficiencies in the
report. At most, the joint examination reveals there are occasional problems with practices that
the commission a lready rcglates-Ihe marketing of variable annuities and mutual funds. That
hardly is a basis for the Commission to expand its jurisdiction to regulate other products

Similarly, NASAA cites court filings as supposed support for the proposition that FIAs
"are often used to perpetrate fraud and abuse" (NASAA Comment at 16), but the citations are to
court complaints and unsubstantiated allegations. See, e.g, NASAA Comment at 16 (citing
Strube v. American Equi4t Investment Life Insurance Co.,226 F.R D. 688 (M.D Fla.2005), as
"describing systematic fraud in the sale of [FIA]s," although the court only was repeating the
plaintiffs unsubstantiated allegations); id at l1 (asserting that the Yokoyanta court "entefiained
claims" regarding the deceptive nature of FIAs when in fact the court simply described plaintiff s
allegations in the context of de nying class certification), Allegations of fraud are not evidence
that fiaud occurred, and indeed, statistics maintained by the State of Maryland, for instance,
show that "[c]omplaints about equity indexed annuities represent less than 1/2 of lYo of the
complaints received by the MlA's Life and Health Unit. " Comment of Ralph Tyler on behalf of
the Maryland Insurance Administration, at7 (Sept. 9, 2008) ("Maryland Comment').

NASAA is likewise unable to support its assertions that state insurance regulation is
inadequate or ineffective. It questions the effectiveness of the disclosure and suitability
requirements of state insurance laws, asserting that commenters opposing the Proposed Rule
"offer no data to support the notion that insurance commissioners vigorously enforce consumer
protection standards." Id. at 16, 19.8 In fact the Coalition Comment demonstrated that the state
regulatory and enforcement system is robust and effective in providing meaningful information
to potential purchasers, and meaningful penalties for violators. Coalition Comment at 2I-2'7 .
The submissions of regulators themselves confirm this. See, e.g., Comment of Jim Mumford, on
behalf ofthe Iowa Insurance Division (Sept. 10, 2008) ("Iowa Comment") (outlining extensive
state regulation ofFIAs and arguing that the Proposed Rule will have a chilling effect on the
efforts ofcompanies and state regulators); Comment of Sandy Praeger, Insurance Commissioner,
NAIC President, et al. (Sept. 10, 2008) ("NAIC Comment") (same); Maryland Comment
(detailing Maryland's regulatory {iamework applicable to FIAs); Comment of Sandy Praeger,
Kansas Insurance Commissioner, NAIC President, et al. (Aug. 14, 2008) ("As insurance
products, indexed annuities are subject to the state insurance non-forfeiture laws, investment
laws, financial regulation laws, advertising laws, replacement laws and guaranty fund laws

" The NASAA Comment relies on Justice Brennan's statement from the middle of last century
that "insurance regulation is not a disclosure regime." NASAA Comment at 7. State insumnce
regulators require substantial disclosures today. See Coalition Comment at21-24 (detailing
extensive state disclosure laws).



among others. They are different fiom variable annuities in very material ways and are subject
to greater scrutiny under state laws.").

The NAIC Comment, for example, states that 43 states have adopted the NAIC Life
Insurance and Annuities Replacement Model Regulation or something similar, at least 33 states
have adopted the NAIC Suitability in Annuity Transactions Model Regulation or related
legislation, and 22 states have adopted the NAIC Annuity Disclosure Model Regulation or
related legislation. NAIC Comment at 1-2.' The NAIC Comment also demonstrates that states
are committed to further improving their regulatory systems, as evidenced by the working groups
currently meeting to address NAIC's model disclosure and suitability regulations. 1d at 3.
NASAA ignores this widespread coordination among states in their regulatory practices and the
fact that many companies adopt model rules on a nationwide basis, even in states where they are
not required. ,lee Coalition Comment at 20.

Comments submitted by Iowa and other jurisdictions refute NASAA'S statements
regarding state suitability laws. The Iowa Insurance Division regulates insurance and securities,
is thus a member of NASAA, and wrote specifically because it was "troubled with the
misinformation that NASAA has provided the SEC" in previous filings. Iowa Comment at 1.
("[I]n the first quarter of2008 [Iowa and its insurance carriers] have issued approximately 44To
of the premium received on indexed annuities."). The Iowa Comment states:

NASAA also has said that the FINRA requirements on suitability are stronger
than the NAIC Suitability Model and that is also very inaccurate. The NAIC
Model is based on FINRA's Rule 2310 but covers variable and fixed annuities,
individual and group, no matter what distribution system is used, and places the
ultimate responsibility on the carrier issuing the policy. It can't get much broader
than that.

Id at 3. The Iowa Comment details the extensive steps it has taken to raise the standards of
conduct for FIA carriers. See Iowa Comment at 1-2.

The Maryland Comment also reflects a robust state regulatory program, providing a two-
page bullet-point summary of Maryland laws applicable to FIAs, and stating:

The Commission should take particular note of Maryland's suitability regulation
(COMAR 31.09.12). By its terms, this regulation 'applies to each
recommendation to purchase or exchange an annuity made to a consumer by an
insurance producer, or an insurer where no insurance producer is involved, that
results in the purchase or exchange recommended.' The regulation imposes
explicit duties on insurers and producers to 'have reasonable grounds for
believins that the recommendation is suitable for the consumer. . . .'

e Six states are currently considering the NAIC Suitability in Annuity Transactions Model
Resulation.

10



The Maryland regulatory regime is as robust as it is comprehensive. Maryland's
insurance regulatory structure demonstrates that any assertion that states do not
currently regulate indexed annuities is false.

Mmyland Comment at 4-5, 6.

Like its assertion that a// scholars agree that FIAs are marketed as inveshnents,
NASAA's claim that no data point to effective state regulatory programs is patently incorrect
and unreliable. The rulemaking record reflects that state regulation is substantial and enacting
the Proposed Rule would only harm consumers by inserting an unnecessary layer of regulation
into the market for FIAs. In the words of the Iowa Insurance Division, the Proposed Rule "will
have a chilling effect on [Stak regulation] as companies have to comply with a new regulator in
this area while still meeting the new requirements imposed by states." Iowa Comrnent at 2-3.

The potential repercussions of adopting Rule 151A and the unnecessary limitations it
could place on the ability of consumers to use FIAs would come at a time when FIAs are
demonstrating their resilience in a troubled market. Purchasers ofFIAs have not experienced the
{scent downturn in the market because the guarantee features of the FIAs mean that FIA holders
will not share in market losses. Gains received by FIA holders in previous years have been
locked in. FIAs are proving a wise approach for consumers who wish to place their money in
relatively safe instruments and have more comfort that they will avoid the worst effects of the
current malket turmoil. ,See Exhibit B.

Conclusion

For all the reasons set forth above, the Coalition for Indexed Ptoducts respectfully
requests that the Commission decline to adopt Proposed Rule 151A. and instead affirm that fixed
indexed annuities are annuities, not securities. These products should be left to state regulation,
as Congress intended and as state insurance commissioners not only stand ready to do,brI are
doing. Duplicative SEC regulation would needlessly constrict the availability of FIAs and raise
thefu cost at the very time they are providing shelter ftom market turbulence, and would
needlessly divert the Commission's resources into an entire new area at a time when the
demands on the Commission's core mission have never been greater.
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Comments
of the

Coalition for Indexed Products
Regarding Proposed Rule l51A

The Coalition for Indexed Products (the "Coalition') hereby provides these comments on
hoposed Rule l5lA under the Securities Act of 1933 (the "Proposed Rule"). The Coalition
comprises most ofthe largest fixed indexed annuity issuers, who together accounted for more
than $17 billion in fixed indexed annuity sales in 2007. The Coalition is vitally interested inthe
hoposed Rule and welcomes this opportunity to comment.'

The Proposed Rule is profoundly flawed and the Coalition resp€ctfully submits that the
proposal should be withdrawn and that the Commission should aIlirm that fixed indexed
annuities---as characteristically structured and offered by insurers today-are not securities
within the meaning ofthe securities laws. As proposed, the rule would narrow the exclusion for
annuity contracts in the Securities Act of 1933 (he "Acf'or "'33 Act') in a way that is
insonsistent with the plain text ofthe Act and the decisions ofthe courts. In place ofthe multi-
factored consideration developed by the Supreme Court and previously endorsed by the
Commission, t}le Proposed Rule would install a test that is centered upon a novel and groundless
definition of"investrnent risk" and that ignores other important factors identified by the Court.

Properly understood, fixed indexed arnuities are in fact annuities within the meaning of
Section 3(a)(8) ofthe '33 Act, and the Commission's proposal to regulate them as securities
manifests a misunderstanding both oftlese produots and ofthe extensive state regulatory system
for the oversight ofall fixed annuity contracts. Because fixed indexed annuities already are
thoroughly regulated by the states as Congress intended, the Commission also errs in claiming
siglificant regulatory benefits for its proposal and is insonect in claiming that the proposal will
further efficiency, competition, and capital formation. In truth, the benefits claimed by the
Commission already are realized through state regulation. The Proposed Rule would only
impose an additional, unnecessary layer ofconflicting regulatory requirements that would
needlessly increase costs and drive from the market a substantial portion ofthe salesforce that
insurers and consumers rely upon for the delivery of fixed indexed annuities. As it raises the

' The Coalition's member companies are Allianz Life Insurance Company ofNorth Americ4
American Equity Investment Life Insurance Company, Aviva Life and Annuity Company,
Conseco Insurance Company, EquiTrust Life Insurance Company, Life Insurance Company of
the Southw€st (a National Life Group company), Midland National Life Insurance Company,
National Westem Life Insurance Company, North American Company for Life and Health
Insurance, OM Financial Life Insurance Company (an Old Mutual company), and OM Financial
Life Insurance Company ofNew York.
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costs paid by senior citizens and others for these popular products, the Proposed Rule would also
restrict competition and the products available to consumers and would impose a burden that
falls particularly hard on the small businessmen and women who are integral to the sale of
annuities and other insurance products.

For these reasons and the reasons set forth at length below, the Coalition asks that the
Commission withdraw its Proposed Rule and affirm that fixed indexed annuities as described
below are annuity contmcts that fall outside the Commission's regulaiory authority.2

I. Factual Background: Fired Indexed Annuities And Proposed Rule 151A.

A. Fbced Indexed Annuities.

Fixed Indexed Annuities f'FIAs") are annuity conhacts under which purchasers receive a
credit based upon the performance ofone or more equity or bond indices, such as the S&P 500
Composite Stock Price Index or th€ Lehman Brothers Bond Index. Interest credit€d to an FIA
contract is periodically "locked in" (typically on an annual basis) so that previously eamed
interest credits-like the principal itself--are protected against future decline in value,

The additional, index-based interest component ofthe contract gives the purchaser the
opportunity to have his policy credited with a potentially higher interest rate than might be
credited on traditional fixed-rate products-_historically, FIA interest credits have averaged I to 2
percent higher than comparable fxed rates.' In years that the index declines, the purchaser
receives no indexed interest, but all previously credited interest and premium payments are
unaffected. The index-based component thus provides the purchaser fte opportunity for higher
indexed interest in years tlat the index rises, while protecting against index deolines. Holders of
fixed indexed annuities have experienced no reduction in contract values at any point during the
volatile markets of recent years.

'The Coalition previously requested an extension ofthe comment period for 90 days in order to
fully respond to the issues raised in the Proposing Release, ,See Comm€nt ofthe Coalition for
Indexed Products (Aug. 19,2008). The Coalition again emphasizes that, given more time, il
could develop a fuller analysis oftle Proposed Rule and provide a more complete response to
the significant issues presented by the Proposing Release.
3 See Assocs. in Adolescent Psychiatry, S.C. v. Home Life h:r,. Co.,941F.2d 561, 565 (7th Cir.
1991) @asterbrook, l .) ("AIAP') (noting that traditional frxed annuities typically "carry
relatively low (implicit) rates ofretum even in an inflation-fiee economy, because underwriters
cannot readily hedge against changes in the economy-wide rate ofreturn'). See also September
10, 2008, Statement of Mark Meyer, Ph.D., at 7 (attached as Addendum hereto) ("[T]he average
annual credits will have an appreciably higher value than for the comparable fixed-rate annuity
due to the typical histo c characteristic ofequity index increases exceeding the risk-tlee rate that
is embedded in option pricing.").
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The formula for calculating the amount ofthe indexed interest is generally reset annually
in advance and includes a method to m€asurc the change in the index, the percentage ofthe
change allowed (the 'larticipation rate'), and a minimum interest credit (the "floor") which is
never less than zero. Upper-end "caps" are often applied to the amount ofindex-related credits
for a given year----a 6 percent annual "cap" or 3 percent monthly cap, for example, would
constitute the maximum amount credited that year or month for index-related gains. Features
such as caps, participation rales, asset fees, spreads, and floors all have the effect ofdefining and
moderating the impact ofmarket factors by placing pre-determined upper and lower limits on the
amount of the contract's index-related credits.

A critical feature of FIAs is the applicability of minimum nonforfeiture laws. These
laws-which apply to fixed rate annuities also, but not to variable products---+equire FIAs to
have a guaranteed minimum contract value even after any costs and charges are taken into
accounl. Thus, aftertaking into account possible withdrawal charges discussed below, the
contract value must be equal to at least 87.5 percent of initial premiums canied forward with
interest at a rate ofbetween 1 and 3 percent per year, depending on a legally-prescribed interest
rate benchmark.a

Fixed indexed annuiti€s generally also include liquidity options and mortality features.
The liquidity options typically include (i) annual penalty-free withdrawals ofup to l0 percent of
the value ofthe contract; (ii) the ability to annuitize and receive a stream ofpayments for life
and/or a specified period (these annuitization options frequently san be exercised before the end
ofthe withdrawal charge period without the imposition ofany withdrawal charge); (iii) a nursing
home rider which permits increased withdrawals ofa specified percentage ofthe contract value if
the policyholder enters a nursing home; (iv) a terminal illness rider which permits a withdrawal
of some or all ofthe contract value ifthe policyholder is terminally ill; and (v) for those fixed
indexed annuities sold in qualified markets--*uch as Section 403(b), eligible governmental 457,
and other40l(a) markets*policy loans may be issued up to statutory and/or plan limits.

Two mortality features are common in FIAs. Generally, upon the death ofthe
policyholder (or annuitant), the full contract value is paid to the named beneficiaries without
deduction ofwithdrawal charges, Policyholders may also sometimes annuitize their full contract
value, without deduction of withdrawal charges, at any time after ihe first contract year for a
period based on life expectancy.

When an FIA is sold, no sales charge is typically assessed, Instead, sales commissions
are paid from the insurance cornpany's general assets, allowing 100 percent ofthe premium paid

4 The minimum annual rate ofinterest is the lesser of (i) 3 percent per y€ar or (ii) the five-year
Constant Maturity Treasury Rate reported by the Federal Reserve, reduced by |.25 to 2.25
percent but not less than I perc€nt, ,See NAIC Standard Nonforfeiture Law. This guaranteed
minimum nonforfeiture value applies only at surrender ofthe annuity contract; it does not
establish a minirnum policy value or cash value.
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to be applied to the contract. In addition, minimum nonforfeiture laws guarantee that a confact
owner will receive no less than 87.5 percent of premiums plus a minimum annual rate of interest
even ifthe contract is surrendered in the first year, regardless ofany otherwise applicable
withdrawal charge, As reflected in the table attached hereto as Exhibit A,.the guarantees in
index products aie comparable to those in traditional fixed-rate annuities.5

Unlike premiums from variable annuitieq 100 percent of premiums li'om indexed
annuities and other fixed annuities are deposited in the insurer's "general account" and, after
deductions for expenses related to the sal€ ofthe annuity, invested in the general account'
Indexed and other fixed annuity premiums are not placed in a segregated account as is the case
ofa variable annuity. A typical insurer's general account is invested in "pefmitted invesfnents"
as specified by state law, and consists primarily ofhigh-quality fixed income securities, U.S. and
govirnment agency bonds, and other high-quality permitted assets.o The insurer bears the risk
ihat changing interest rates and credit conditions will affect the value ofthe assets in its general
account. POor performance ofthe assets in the insurer'S general account may require the insurer
to reduce shareholden' equity to satisry its obligations to policyholders. The insurer thus bears a
wide variety of significant risks, including credit risk, prepayment and extension risk, interest
rate risk, asseUliability matching risk, and hedging risk.

The inswer is required by state insurance laws to maintain prescribed levels ofcapital to
support the risks of its business. Even higher capital levels may be required by rating agencies.
Tlie level ofreserves the insurer maintains for its annuity liabilities is also govemed by state
insurance laws. Capital and reserve requirements for FIAs are calculated in a subslantially
identical manner to the calculation for traditional fixed annuities. Purchasers ofFIAs are further
protected by comprehensive "guaranty fund" laws similarto FDIC insurance. State insulance
iaws gen".ully p.ovide guarantee firnd coverage ofat least $100,000 per contract owner (in the

"u"nt 
oftlt. insurance ctmpany's insolvency) that is similar to the coverage for traditional fixed

annuities, and substantially dilferent from the coverage for traditional variable annuities.

J As the Commission notes, some FIAs have been registered when there is an "absenoe of any
guarant€ed interest rate or the absence of a guaranteed minimum value." ,see Indexed Annuities
and Cerlain Other Insurance Contracts, Securities Act Release Nos. 33-8933, 34-58022' 73 Fed.
Ree.37,752,37,754 n.l7 (July 1,2008) [hereinafter Proposing Release]. In this comment, we
address FIAs as characteristically structured and offered by insurers today, namely, products that
(l) meet state minimum nonforfeiture requirements; Q) denlare participation rates, gapt and
spreads a year in advance; (3) do not credit negative interest; and (4) "lock in" credited interest
against future declines in value.
6 A small portion ofFIA premiums are not invested in typical general account bond investment
assets but are invested in options and other similar types ofvehicles to hedge against applicable
market movements. Pursuant to most state laws, insurance companies in their general accounts
are permitted to "hedge" but not "speculate." The insurance comPany--{ot the purchaser-
assumes the potentially significant risks related to hedging, including changes in value and
counterparty performanc€.

I
I
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Companies that offer fixed indexed annuities generally adhere to advertising rules-some
of which are prescribed by state law-{hat limit the ways in which fixed indexed annuities are
marketed. For example, a variety ofterms are prohibited that might confuse the customer as to
the type of product being sold. The practice of Coalition members and the prevailing practice in
the industry is to ernphasize the saf€ty and stability oflhe products, as well as the fact that FIAs
are not investments in or alternatives to the stock market, Guaranteed minimum interesl rates
must be disclosed, and other similar features that protect against a reduction in value and provide
long-term retirem€nt security ar€ also disclosed. The products are presented as long-term
savings vehicles.

Except for the operation ofthe index interest crediting component ofthe product, the
essential elements offixed indexed annuities are identical to haditional fixed annuities. Unlike
variable annuities and mutual funds, fixed indexed annuities do not credit "negative returns" to
contract value. Also unlike variable annuities and mutual funds, fixed indexed annuities provide
a guaranteed minimum nonforfeiture value. Fixed indexed annuities are subject to permitted
investment laws, higher capital requirements, and guaranty fund coverage; variable annuities are
not. All annuity products typically require a purchaser to pay fees for administEtive costs or to
agree to remain in the annuity contract for a oertain period of time, with pe nalties-sometimes
called surrender or withdrawal charges-for prematurely removing funds in excess ofthe
amounts that are allowed by the many liquidity features noted above. It should go without
saying that withdrawal charges-which are generally inoluded in annuity contracts to cover the
costs of premature withdrawals that impair the economic expectations on which the conhact was
based-are not a basis to distinguish fixed indexed annuities from other fixed annuities which
share the same feature under close supervision of state law. See also Assocs. in Adolescent
Psychiatry, S.C. v. Home Life Iw. Co.,941 F.2d 561,567 (7th Cir. l99l ) (Easterbrook, J.)
('711P') (stating withdrawal charges do "nothing to throw investmen risk on the investor")
(emphasis in original).

As discussed more fully at pages 20-27 below, states have a comprehensive regulatory
system for fixed indexed annuities and other fixed annuity products, elements of which include
mandatory disclosure of product terms; contract "readability"; evaluation of"suitability" ofthe
product for the purchaser; monitoring ofmarketing; and authority to investigate complaints and
institute enforcement actions regarding improper practices. Indeed, even as the Commission
proposes to regulate fixed indexed annuities ss secwities, it has encouraged state regulation of
the products as anzrriti€s and rslies upon that regulation to this day.

B. The Proposed Rule.

hoposed Rule l51A would define a class ofannuities that would be deemed notto be an
annuity or optional annuity within the meaning of Seotion 3(a)(8) of the '33 Act. The Proposed
Rule has two prongs. The first determines whether the product is within the bounds ofthe rule at
all by inquiring whether the annuity is "indexed" in some fashion; the second prong then applies
a purportedly closer analysis to determine whether the product is indeed nol an annuity for
purposes of Section 3(a)(8). Specifically, under Proposed Rule l5lA an annuity would bea
security if:

I
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(1) Amounts payable by the issuer under the contract are calculated, in whole or in
par! by reference to the performance ofa security, including a group or index of
securities;' and

(2) Amounts payable by the issuer under the contract are more likely than not to
exceed the amounts guaranteed under the contract.

Indexed Annuities and certain otirer lnsurance contracts, Securities Act Release Nos,33-8933,
34-58022,73 Fed. Reg. 37,752,37,774 (luly 1,2008) [hereinafter Proposing Release]. The
second prong purportedly accounts for investment risk bome by the purchaser. The status under
the '33 Ast ofannuities that fall outside the definition 0'.e., are not "not an annuity") "would
continue to be determined by reference to the investrnent risk and marketing tests articulated in
existing case law under Section 3(a)(8) and, to the extent applicable, the Commission's safe
harbor rule 151." Proposing Release at37,762,

II. Fixed Indexed Annuities Are Atrnuity Contracb Within The Meaning Of Section
3(aX8)'

Section 3(aX8) ofthe '33 Act excludes fi'om the Act any annuity contract (or optional
annuity contract) issued by an insurance company subject to the supervision ofa state insurance
commissioner (or similar entity ot official)'o The plain meaning and purpose of the Act,
Supreme Court precedent, and lower court decisions all make clear that fixed indexed annuities
as iharacteristically structured are oovered by Section 3(a)(8) and are exempt fiom regUlation by
the Commission. The Commission should acknowledge this and withdraw its hopos€d Rule.

A. Fixed Indexed Annuities Are Annuity Contracts Within The Ploin Meaning OfThe
Statute.

Application ofSection 3(a)(8) begins with the plain me€ning ofthe words in the statute.
BedRoc Ltd., LLC v. United States,541 U.S' 176, 183 (2004). In r€levant part, Section 3(aX8)

T "Seourity" would have the same meaning it has in Section 2(a)(l) ofthe '33 Act. See
Proposing Release at 37,759.
I Section 3(a)(8) ofthe Act provides in full:

Section 3. (a) Except as hereinafter expressly provided, the provisions of
this title shall not apply to any of the following classes ofsesurities:

(8) Any insurance or endowment policy or annuity contrast or optional
annuity contract, issued by a corporation subject to the supervision ofthe
insurance commissioner, bank commissioner, or any agency or officer
performing like functions, ofany State or Tenitory ofthe United States or
the District of Columbia[.]

A product falling within Section 3(a)(8) is also exempt from all other provisions ofthe Act.
Tcherepnin v. Knight, 389 U.S. 332,342-43 n.30 (196D; Proposing Release at 37,755 n.27 .
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excludes "[a]ny insurance or endowment policy or annuity contract or optional annuity contrast"
from the Securities Act, Two things are notable about this language: First, ifa contract is an
annuity (and is issued by a corporation regulated by a state insuranc€ commission or the [ike), it
is exempt fiom SEC regulation. Section 3(a)(8) is not an invitation for the Commission to
speculate about the rype.r ofannuities that Congr€ss might have wished the SEC to regulate and
those left for the states. And the Commission's view ofthe "regulatory and protective purposes"
(Proposing Refease at37,757; citation omitt,ed) ofthe securities laws will not suffice to regulate
an instrument otherwise properly regarded as an annuity, not a security.

Second, the text ofsection 3(a)(8) separately refers to insurance policies and anrl.lity
contracts-the two are not the same, and the Commission may not predicate a rule on the
assumption that annuities must display a// the characteristics of life insurance, for instance, and
none that axe associated with investments. "[C]onfacts of life insurance and ofannuity are
distinctly different," I J. Appleman & Appleman,Insurance Law and Practice, $ 84, at 295
(1981), and in some respects "[a]nnuity contracts must . . . be recognized as investments rather
than insurance." Nationsbank of N.C. v. VALIC,513 U.S.251,259 (1995) (quoting Applebaum
& Applebaum); Proposing Release at 37,757 n.42 (recognizing annuities as a "form of
investment'). Thus, to show that a product entails elements oftle "'investment experience"'
(Proposing Release at 37,758; citation omitted) is merely to show that it possesses characteristics
ofan annuity, which are excluded under Section 3(a)(8). That fixed indexed annuities, like all
annuities, display some investment chaxacteristics not found in life insurance conhacts is hardly
a basis to cohclude that they are securities that may be regulated by tle Commission.'

It is notable as well that fixed indexed annuities are regulated thoroughly by the states,
which recognize them as annuities, not securities. See Buyer's Guide To Fixed Deferred
Annuiti€s With Appendix For Equity-Indexed Annuities, National Association of Insurance
Commissioners, at 6 (attached as Exhibit B): "When you buy an equity-indexed annuity you
own an insurance contract. You are not buying share ofany stock or index," And see Commenl

' The Proposing Release quotes out of context Justice Brennanrs reference to "the investment
experience" in his concurring opinion in ,SEC v. Yaiable Annuity Lift Insurance Co. of America,
359U,5.65,77-78 (1959) @rennan, J., concurring), Justice Bt€nnan r€ferred in full to a stock-
holder being "a slarer in the investrnent experience ofthe company''that solicited her
invesfinent-f iterally, a shareholder. Id. at77 (emphases added). In such a case, "dte coin ofthe
company's obligation is not money but is rather the present oondition o/ils irNestment Wrtfolio;'
Id. at 78 (emphasis added). It was this fact-not tle fact of investmeni risk alone-that was
central to Justice Brennan's conclusion that a variable annuity whose value was determined by
the portfolio oflhe issuing company was a security. See id. at 78-79 ("[T]he majority of [the
securities laws'] provisions are of greatest regulatory relevance . . . where the investors . . .
participate on an 'equity' basis in the itMestment experience ofthe enterprise') (emphasis
added); id at 80 ("[W]here the investor is asked to put his money in a scheme for managing it on
an equity basis, it is evident that the Federal Act's controls become vital.') (emphasis added).
Even as it places inordinate reliance on this wo-Justice concurring opinion, the Proposing
Release quotes the opinion out of context and misses its essential point.
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ofthe National Govemors' Association (Sept, 4, 2008) ("Stat€s already regulate equity-indexed
annuities as insurance products."). State regulation of the products is not dispositive, as the
Supreme Court's decision in YALIC shows. But the Commission, like the Supreme Court,
should "sta( with a reluctance to disturb the state regulatory systems that are in actual effsct,
either by displacing them or by superimposing federal requirements on transactions that are
tailorcd to meet state rcquir€m€nts." SECv. Variable Annuity Life hrs. Co' of Am.,359 U.S. 65'
63 (1959), The Commission should be all the more reluctant when its Proposed Rule's
param€ters are defined by product features that are requirements ofstate law, such as minimum
guarantees: The Commission oannot predicate a rule on a state law regulatory regime for
annuities, and claim convincingly that it is regulating securities.

Indeed, the Commission is proceeding in an area where any claim to deference is at its
low ebb. The McCarran-Ferguson Act, l5 U.S.C. $ l0l2(b), establishes a rule of construction
under which federal law shall not be interpreted to "supersede any law enacted by any State for
the purpose of regulating the business of insurance." McCarraa-Ferguson "was intended to
further Congress' primary objective of granting the States broad regulatory authority over the
business of insurance." US. Dep't of Treasury v. FaDe, 508 U'S. 491, 505 ( 1993). Even apart
fiom the constraints imposed on the Commission by McCarran-Ferguson, tlte courts recognize
that deference to an agency's legal interpretations is misplaced when the agency's action would
expand its own jurisdiction. See Adams Fruit Co. v. Barren,494 U.S' 638,650 (1990) ("'[A]n
agency may not bootstrap itselfinto an area in which it has no jurisdiction'"' (quoting Fed. Mar
Comm'nv. Seatrain Lines, Inc.,4l I U.S. 726,745 (1973)),

B. Courts' Interpretation of Section 3(a)(8) Conlirm That Fixed Indexed Annuities Are
Annuily Contracts Under The Act.

The Commission attempts, as it must, to harmonize its proposed rule with tlvo Supreme
Court decisions: SEC v. Variable Annuig Life Insurance Co. of America,359 U'S. 65 (1959)
('VALIC'), and SEC v. United BeneJit Insurance Co.,387 U.5.202 (1967). However, the
products in those cases were fundamentally dilferent from both traditional fixed rate annuities
and fixed indexed annuities. The purchaser in those cases acquired a share in a firnd managed by
the issuing company and assumed virtually the entire investment risk-namely, the risk of
significant loss ofprincipal due to negative investment performance-whils the company
assumed virtually none. The value of fixed indexed annuities, by contrzlst, does not depend upon
investment management by the issuing gompany, and the products provide a statuiorily defined
minimum guaranteed value as well as possibly higher values as a result ofthe interest crediting
methodology.

The difference between the products in those cases and FIAs is thus large, whereas any
difference between FIAs and traditional annuities is literally at the margins. Fixed indexed
annuities are indeed annuities, they are regulated as such by the states, and the Pmposed Rule is
neither legallyjustified nor wananted.

l. VALIC And United BeneJit.

The products at issue in VALIC werc vaiable annuities. Purchasers paid premiurns
which were invested in a fi:nd consisting largely ofcommon stock. Annuitants received a
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proportionate interest in the investrnent fun4 and benefits were paid according to the fund's after
th€ fact, actual investment performance. There were no guaranteed payments, and tie entire
principal investment was thus subject to market performance. In the Court's words, the confacts
"guarantee[d] nothing to the annuitant except an interest in a portfolio ofcommon stocks or other
equities-aninterestwhichhasaceilingbutnofloor;'VALIC,359U'S.at72(footnote
omitted).

On these facts, the Court held that the products were securities falling outside the
exemption of Section 3(a)(8). "[T]he variable annuity place[d] ail the invesfnent risks on th€
annuitant," the Court emphasized, and "none on the company;' Id. at 71 (emphasis added).
There thus was not 'true underwriting of risks, the one earmark of insurance . . . ," Id. at73.
"[T]he concept of insurance' involves some invesonent risk-taking on the part ofthe company,"
the Court explained, and "absent some guarantee offixed income, the variable annuity places all
the investrnent risks on the annuitant. ..." Id.at7l. Because the variable annuity had "no
element ofa fixed return," the retums it provided depended entirely "on the wisdom ofthe
investment policy"; it therefore was properly regulatid as a security. Id at 70.r0

ln IJnited Benefit, purchasers' premiums were placed in a "Flexible Fund," which was
maintained as a separate account, The company-whose marketing materials emphasized the
investment acumen ofthe fund managers and the opportunity to "'share in the growth ofthe
country's economy"'-invested the Fund "with the object of producing capital gains as well as
an interest return, and the major part of the fund [was] invested in common stocks." 387 U.S. at
205 & n.3 . At any time before maturity the purchaser was entitled-in the Supreme Court's
words-'lo his prop ortionate shore ofthe total fund," and oould withdraw all or part of his
share. 1d at 205 (emphasis added). Altematively, the purchaser could demand cash payment of
a "n€t premium guarantee" that rose from 50 percent ofhis premium payments in the first year to
100 percent after l0 years. Id. at205-06. This guarantee was largely illusory, since the
company had set it "by analyzing the performance ofcommon stocks during the first halfofthe
20th century and adjusting the guaxantee so that it wolid not have become operable under any
prior conditiow." Id. at209 n.l2 (emphasis added). The guarantee was thus "low enough that
the [company's] risk of not being able to meet it tlrough investment [was] insignificant." 1d. at
209. See also Otto v. Yariable Annuity Life Iw. Co., 814 F .2d 1127 , 1l3Z (7th Cir. 1986), rev'd
on rehearing,8l4 F.2d 1140 (7th Cir. 1987) (.'[I]n bolh IVALIC and United BeneJit,lthe
insurance company guaranteed a minimum relum so low as to place the investnent risk on the
investor rather than on the insurance company,').

At maturity, the purchaser's interest in tle fund terminated, and he could receive the cash
value ofthe policy-as measured by his intersst in the fund or the net premium guarantee,
"whichever [was] largel'----or he could have his interest converted into a life annuity under

l0 As noted, Justice Brennan based his concurring opinion on the view that "where [the investor
shares in the investrnent experience ofthe insurance company itself], the federally protected
interests in disclosure to the investor ofthe nature of the corporation to whom he is asked to
entrust his money and the purposes for which it will be used become obvious and real." Id. at
78.
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conditions specified in the contract. tJnited BeneJil,387 U.S. at 205-06. As noted, the guarantee
was so minimal that-based on market performance over the past 50 years-lhe company wils
expeckd to always have the ref,ums to fund it from the purchaser's own payments.

In applying section 3(a)(8), the court first determ ned to analyze the accumulation period

in which thi purchaser was invested in the "Flexible Fund" as a fiee-standing product, since
there was no neoessary link to the annuity that the purchaser was able, but not requir€d, to obtain
at maturity. The Court then found "little diffrculty" concluding that the Fund fell outside of
Section 3(a)(8),s provision for annuities and in fact was an investment conhact under Section 2
ofthe Act, Far from being structured in a manner resembling faditional annuities, "'Flexible
Fund' arrangements require special modiflcations of state law," the Court emphasized-
specifically, their essentially illusory "guarantee" required an exemption from state nonforfeiture
liws (which apply with full force to FIAS). .ld at211. The products, the Court flirther
emphasized, resulted in the purchaser literally holding a "proportionate share" in a Fund that had
been marketed based on'lhe experience of United's management in professional investing"
rather than on 'the usual insurance basis ofstability and security." Id. The fact that the
company purported to back-Sop the purchaser with a cash-value guarantee did not convert into
an annuity an int€rest that, at heart was simply a share in a fund invested in common stock, The
purchaser was a shareholder, and the fact that his investrnent "to some degree is insured" by a
minimal guarante€ did not render his investrnent "a conhact of insurance'" 1d

2. Fixed Indexed Annuities Meet The VALIC And United Benelit Test.

Under the criteria applied in VALIC and United BeneJit, ftxed indexed annuities as
characteristically struotured are plainly annuities exempt from SEC regulation by Section 3(aX8).
The purchaser ofa fixed indexed annuity is not subjecting his entire principal----or W Part of
It-to the vagaries of the market or the performance of an individual security. It is thus an
entirely different arrangement than in VALIC, wherc the purchaser essentially had "nothing
except an interest in the portfolio ofcommon stocks or other equities." YAllC' 359U'S. at 72.
ln Uitted Benefit, where the purchaser again held a "proportionate share" in a fund ofcommon
stocks in a manner that was "somowhat similar to . . ' the variable annuities" in VALIC, the Cotrfi
made clear that providing (effectively illusory) insurance ofthe participant's securities
investment did not thereupon convcrt an inveshnent in s€curities into an insurance (or annuity)
conhact. The purchaser's interest was explicitly investment in a stock firnd, and the Court
trcated it as such. See also Assocs. in Adolescent Psychiatry, S.C. v. Home Life Ins. Co.,94l
F.2d 561, 567 (7th Cir. l99l) (Easterbrook, I.) ("AuP") (distinguishing circumstances where
"the seller [is] supplying only investment advice'). As observed in note 9 above, the Proposing
Refease places heavy reliance on the two-Justice concurring opinion in VALIC atthorcd by
Justice Brennan, yet the whole thrust ofthat opinion is that the seourities laws are triggered when
"investors . . . partioipatg on an 'equity' basis in the investment experience" ofthe issuing
company. YALIC,359 U.S. at 79

Fixed indexed annuities, by confiast, possess the essential elements ofa traditional
declared rate annuity except that puchasers' interest credit is tied to the performance ofa stock
index rather than being an express declared rate. Accordingly, state insurance laws
themselves-which distinguish between variable and fixed products and exempt variable
products from protections provided to fixed products, I Unircd Benefrt rccognizes----classi!
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FIAs as fixed products and regulate them as such. Th€ fact that an FIA's value may relate in part
to equities' performance cannot be a sufTicient reason to treat them as securities because ifazy
link to a stock or group of stocks took a product outside ofSection 3(aX8), then VALIC and
United Benefrt wonld simply have said so. Rather than consult the multiple factors that it did,
the Court would merely have observed that the products' value increased or decreased with the
performance ofequities; that this constituted "investment risk"; and that the products therefore
were securities. The Court applied no suoh analysis----and the Commission may not apply it
now,

In other respects as well, the contrast between FIAS and VALIC and United Beneft is
plain. State nonforfeiture laws guarantee that a contract owner will receive no less than 87.5
percent ofpremiums even ifthe conttact is surrendered in the first year, and assure that this
amount will increase at a minimum annual rat€ of I to 3 persent for the life ofthe contract. This
guaranlee is real, genuine, and different in kind from the United Benefit guarantee that had
required an exemption from state nonforfeiture laws in order to be set so low "that it would not
have become operable." United BeneJit,387 U,S. at 209 n.12. In United Benefl the Court also
placed significant weight on the fact that the Flexible Fund guarantees were "substantially"
lower than guarantees for haditional annuities (id. at 208), whereas the guarantees for FIAs are
quite comparable to those for traditional fixed annuities. See Exhibit A (showing that the
guarantees in index products are comparable to those in traditional fixed-rate annuitigs).

For these and other r€asons, purchasers of FIAs bear no "investment risk" as that term is
properly understood, while the risk borne by the insurer is considerable, From the day of issue,
purchasers ofFIAs are assured that in th€ absence of early withdrawal they will receive their
principal plus interest. Even in the event of early withdrawal, they are assured the lion's share of
their principal due to state nonforfeiture laws. The insurer, on the other hand, must realize
retums sufficient to fund payment ofthe guaranteed minimum value, as well as any index-related
interest credits, The withdrawal charge itself is not an "investment risk," it is a chaxge of a type
that is prevalent under an infinite variety ofconhacts whose economic value depends in part on
their duration and which provide, accordingly, for compensation in ihe event ofearly
termination. See AIAP,94l F.2d at 567 (stating withdrawal charges do "nothing to throw
irvestment risk on the investor") (emphasis in original). The charge t'?ically deoreases to zero
over time and is limited so as to not encroach the minimum guaranteed value. It is taken
regardless ofthe performance ofthe index, and has not been set or adjusted with reference to the
fong-term performance of any security or group of securities. Compare United Benelit,387 U,5,
at 209 n.I2 (stating the company had set its guarantee "by analyzing the performance ofcommon
stocks"). Most policies annually exempt up to 10 percent ofthe value ofthe policy from
withdrawal charges.

Finally, as noted at page 5 above, it is the practice of companies that issue FIAs and the
states that rsgulate them to take numerous precautions to ensure that the products are marketed
primarily for the safety and assurances that they offer, rather than as an invitation to share in the
"investrnent experience" oflhe issuing company. YALIC,359U.S. at 78-79 (Br€nnan, J.).

For these reasons, the courts have had no dilficulty determining that fixed indexed
annuities and similar products are covered by Section 3(a)(8). Applying the principles
articulated in YALIC and United BeneJit, the court in Malone v. Addison Insurance Marketing,
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I 1ne , found that the insurer of an FIA had assumed as much or more investment risk than the

purchaser because it was obligated to retum the premium plus the greater of3 perc€nt or the
S&PIndex,regardlessofhowthemarketperformed.225F.Supp.2dT43,T50(W.D.Ky.
2002), The court noted that there was no direct conelation between the benefit payments and the
performance ofthe investrnents made with the sontract owner's premium' Id ("PlaintifPs
benefit payments from American Equity were not directly dependent on the performance of
investments made with her money. That is to say, as a structural matter, PlaintifPs contract did
not operate like a variable annuity: her payments were not a function of a personalized portfolio
and her principal was not held in an independent account,"). The only investrnent uncertainty
assumed by the investor, the court found, was whether she would receive int€rest beyond 3
percent per year on her premium payment:

PlaintifPs risk was not that she would lose the value ofher initial investment, but
rather the risk that had she chosen a different confract her money might have been
worth more than 134 percent at the end ofthe ten-year contract period' That type
of risk-that she could have gosen a better deal but for the pressure she
encountered to enter into this particular contract-is not the type ofrisk central to
determining whether a security exists.

Id. at75l.tl

Other court decisions are consistent with Malorc and conflict with the Proposed Rule's
approach, under which all fixed indexed annuities would be deemed securities though a test that
effectively ignores the risk bome by the insurer. In AIAP, for example, the Seventh Circuit held
that a "Flexible Annuity" with characteristics similar to frxed indexed annuities fell within the
Section 3(a)(8) exemption. In assessing the risks borne by insurer and insured, Judge
Easterbrook noted that "[n]o annuity transfers all ofthe risk to the sell€r'" Rather,

[a]ny fixed annuity plac€s on the buyer the risk that the seller's portfolio will
perform too poorly to finance the promised payments, Section 3(a)(8) therefore
necessarily exempts annuities that leave purchasers with some investment risk. If
on the other hand a sellerjust pins the label "annuity" on a mutual fund, in which
the buyer bears all ofthe risk, $ 3(a)(8) is inapplicable.

941 F.2d al566. The court also emphasized that with the product there, as with FIAs, the
interest component did not depend upon the investment management or advice ofthe issuer such
that it "made the 'annuity' look like a mutual fund, with the seller supplying only investment
advice," Id. at 567. (It bears noting also that linking a company's obligation to pay to the
performance of its own account directly moves risk from company to purchasgr. By contrast,
when a company must make payments based on factors other than its own portfolio's
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I I The Proposing Release acknowledge s only Malone's altemative holding that the fixed indexed
annuity qualified under SEC Rule 151, while ignoring the court's holding that the fixed indexed
annuity fell withinSection3(a)(8).SeeProposingRelease,at37,757n.4l;Malore,225F.Supp.
2d at75l .
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perfornanc€, no such direct Uansfer ofrisk occurs; the company bears the risk ofhaving to pay
regardless of its portfolio's pedorman ce,) See also Olpinv. Ideal Nat'l Ins' Co.,419 F.2d 1250,
1261-63 (lOth Cir. 1969) (considering risk to insurer and purchaser in connection with
endorsement to life inswance); Berent v. Kemper Corp.,780 F. Supp' 431' 442-43 (E.D. Mich.
1991) (single premium life insurance policy), affd,973F.2d 1291 (6thCir.1992); Drydenv.
Sun Life Assurance Co. ofCanada,737 F. Supp. 1058, 1062-63 (S.D. Ind' 1989) (whole life
insurance policies with dividend feature),

In Otto v. Variable Annuity Life Insurance Co.,8l4F.2d ll27 (7th Cir. 1986)' rev'd on
rehearing 814 F.2d I 140 (7th Cir. 1987), the Seventh Circuit initially applied YALIC and United
Benelt to hold that a product with both a frxed interest rate and a non-fixed excess interest rate
was not an annuity, but subsequently reversed itself based on a factor not present with fixed
indexed annuities. In its initial deoision in Otto, the Seventh Circuit understood that
discretionary changes in the excess interest rate affected only new deposits, and tlat "past
deposits would oontinue to eam the inter€st rate in effect at the time the deposit was made," that
is, thal "VALIC in effect guarantees the exsess int€rest on every deposit for the life ofthe
annuity contract." Id. at 1140. After briefing on a petition for rehearing the court reversed itself
and held that the product was a security, because-briefing had disclosed-VAllc had the
"unfettered discretion" to change the current (excess) interest rate on past deposits, as well as
"the absolute right to stop all excess interest payments on all deposits, past or present," .Id at
I l4l. The "claimed rigtrt to change established excess interest rates and to eliminate excess
interest payments efiirely at any time surely tends to shift the investment risk from VALIC" to
the purchaser, the court explained. 1d. (emphasis in original)' With fixed indexed annuities, by
contrast, exoess interest is typically locked-in once earned, becoming a guarantee for which the
company then bears the risk. Further, the interest crediting formula is stated in advance, is
subject to statutorily prescrib€d minimums, and, once set, may not be changed by the insurer
during the stated period.

The Commission, for its part, took the position that even r,viflr tlte company's complete
discretion to set excess interest rates, the product in Ot o remained an annuity. The Commission
filed a Supreme Court azrcus briefurging certiorari to review and reverse a "case [that] has
caused great interest and concem in the insurance industry." Brieffor the United States as
Amicus Curiae ar 5,Itariable Life Annuity Ins. Co. v. Otto,486U.S. 1026 (May 23, 1988)
(denying certiorari) [hereinafter Otto Amicus Briefl. In marked contrast to its Proposing
Release-where the risk bome by the company is efectively ignored-the Commission stated in
Ot o that "it is clear that the assumption ofsubstantial 'investment risk' by the insurance
company is one crucial factor," Id. at 6 (emphasis added). The govemment explained:

The relevant purpose ofthe securities laws is to ensure that investors in securities
are firlly and accurately informed about the issuer and the investment's relevant
features, including ils risks. This protection is tnt needed if, inter alia, the
insurance company assumes a sfficient shsre of irvestment rislg which reduces
the risk to the participant, who is also protected by state regulalion.

Id at 7 (emphasis added and footnote omitted). By placing no weight on the investment risk
assumed by the insurer in fixed indexed annuity contracts, the Proposed Rule now takes a
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position contrary to the Supreme Court's, the lower federal courts', and the Commission's own
repeated pronouncements.

trI. In Designating Fixed Indexed Annuities As Securities, The Proposal Misconstru€s
'rlnvestment Risk," Misconstrues The Supreme Court Cases On Which It Purports
To Rely, And Adopts A T€st That Omits Factors That The Proposing Release
Concedes Are Important In Distinguishing Annuities From Securities; The Proposal
Is Arbitrary And Capricious And Should Be Withdrawn.

The Executive Summary to the Proposing Release promises a rule that is based "upon a
familiar concept: The allocation ofrisk." "lnsurance provides prolection against risk," the
Commission explains, "and the courts have h€ld that the allocation of invesanent risk is a
significant factor in distinguishing a security from a confact ofinsurance." Proposing Release at
37.752.

The rule and analysis that the Commission provides, however, fall short ofthose
benchmarks. The courts have, as the Commission says, made lhe allocatr',cn of investment risk
"a significant factor" in applying 3(a[8). But the Proposing Release overlooks both sides ofthat
allocation by ignoring the risk bome by the company; it distorts the two-sided nature ofthis
allocation by adopting a novel definition of investor risk that is far ftom "familiar"; and it fails to
give any weight to other factors emphasized by the Supreme Court and acknowledged by the
Commission to be significant.

The Proposed Rule reaches an erroneous conclusion via an analysis that is arbitrary,
capricious, and contrary to law. It should be withdrawn.

A. The Likelihood OfAdditioncl Financial Retur s Is Not "Irwestment Risk, "

The Proposing Release posits that the likelihood ofadditional financial returns due to the
performance ofsecurities is "investment risk " and makes this effectively the sole det€rminant of
whether a widespread and populax product that is regulated by every state in the oountry as an
annuity is nonetheless a security for purposes ofSection 3(aX8). In doing so, the Release
oontorts the concept of"invesfinent risk."

As used in VALIC, United Benefl, and common parlance, a purchaser's primary
investmenl risk is the rlsk tD his investn'r,nt-the possibility that his principal will be lost. Itis
for this reason that the Supreme Court placed more emphasis on the guarantee to the purchaser
than on any other single factor, focusing intently on what assurance the purchaser had that he
would get all or substantially all of his money back. An increased likelihood that after the
withdrawal period an investor will get back a guaranteed amount and nmre is not risk at all--+o
the contrary, the more certain an investor is to receive an amount higher than what was
guaranteed, the less risk he takes. Compare lV'ebster's New World Dictionary, Second College
Edition (1976) (defining risk as 'the chance of injury, damage, or loss; dangerous chance;
hazard," or, in the insurance sense, "a) the chance of loss b) the degree ofprobability of loss c)
the amount of possible loss to the insuring company"). The indexed interest in FIAs is in fact a
potential benefit. Although that benefit may be greater in one period than anolher, it does not
affect the value ofthe underlying asset. In locating "investment risk" in the probability of
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eaming additional money-the more, the riskier, evidently-the Commission has adopted a truly
peculiir and insupportable predicate for its rule. See the further discussion in the S€ptember 10,
2008, Statement of Mark Meyer, Ph.D., attached as Addendum hereto'

The coufi in the Malone case recognized this basic economic truth: '?laintiffs risk was
not that she would lose the value ofher initial investment, but rather the risk that had she chos€n
a different conhact her money might have been worth more than 134 percent at the end ofthe
ten-year contract p eriod. That type of risk-that she could have gotten a better deal but lor the
pressure she encountered to enter this parlicular contract-is nol the type of risk central to
determining whether a seculity exists," 225 F. Supp. 2d at 751 (emphasis added) (citing I?21C,
359 U.S. at 7l). The possibility ofextra beneftts on a guaranteed contract is simply not a "risk"
that may be made the cenfal consideration in whether fixed indexed annuities are annuity
contracts under Section 3(a)(8).

Indeed, the Commission's definition ofrisk in this manner has absurd consequenoes that
firrther render it arbitrary, capricious, and contrary to law. Under the Commission's approach, an
FIA with an interest crediting formula that was likely to yield no indexed interest would be
deemed zol to present risk to warrant regulation as a security, Suppose that a broker-dealer sits
down with a client and tells her that two possible investments have been identified, one that is
almost certain to retum $100 and one that presents a high likelihood of plummeting to $40-and
that he resommends she purchase the latter product because it presents less risk. Is that an
analysis the Commission endorses? Ordinarily the Commission regards its regulatory interests to
increase, not decrease when investors are induced to acquire products whose value is more likely
than not to decline.

In addition to deffing common sense, the approach of the Proposing Release ntms VALIC
and United BeneJit on their head. The Court in both cases was concemed about circumslances
where investors might lose their whole investment, or come away with nothing more than a
minimal guarantee. The commission now proposes to regulate precisely when the investor wiil
receive a substantial guarantee and is likely to receive interest on top ofthis as well. That
approach is insupportable. And to the extent the Commission's answer is that any equity-related
gomponent presents "investment risk"----either 'hpside" or "downside"-which is sufficient to
render it a security, YALIC and United Benefit arc a full reply to that as well' ll any linkto
equities rendered a contract a security, then VALIC and United Benefrt would simply have said
so, rather than identiffing the numerous considerations that the Proposing Release itselffirst
acknowledges, then ignores.

The Commission's treatment of investment risk in the Release conflicts with its atnicus
brief in Ollo as well. There, the Commission emphasized that purchasers "did not bea. the
common investrnent risk that changes in the market will erode [theirJ capital contibutions."
Additionally, the company "guaranteed an interest rate of3-l/7Yo ot 4o/o on principal and accrued
interest so that Otto knew that her contributions would produce some income," Otto Amicus
BriefaI T (emphasis added). On these facts, the Commission deemed any risk bome by the
purchaser to be insumcient to convert the confact to a security, even though-the brief
acknowledged-the purchaser "did have some investrnent dsk" because the product carried a
declared rate of 14.5 percent; this was "over ten points higher than the guaranteed minimum
rate"; and this excess rate (as well as excess interest eamed in prior years) "could be reduced or
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eliminated at [the company,s] discretion." Id. at8 (emphasis added). The commission bears
the burden of squaring the concept of"investment risk" set forth in this Proposed Rule with its
prior statements in the Supreme Court.

The mistaken concept of investment risk in the Proposing Release causes t}le
commission to make a number of other misstatements. For example, the Proposing Release
states that,,[i]ndexed annuities are similar in many ways to mutual funds, variable annuities, and

other securiiils," and that the purchaser ofan indexed annuity "assumes many ofthe same risks

that investors assume when investing in mutual funds, vadable annuiti€s, and other securities."
Proposing Release at37,757-59, That is profoundly inaccufate. The principal investrnent risk .
bome by-purchasers of mutual funds and variable annuities is the loss or decline in value oftheir

capital due to a decline in the underlying securities. That is the risk the Supleme Court focused
oi in VALIC ̂d united Benefit, and it is not a risk borne by purchasers offixed indexed
annuities because of the guarantee to principal and minimum interest supplied by state
nonforfeiture laws. The risk to one's principal investm€nt posed by mutual funds and variable
annuities simply is not comparable. ''

B. The Proposed Rule Fails To Consider Key Factors ldentiJied By The Supreme Court
In Applying Section 3(a)(8)

In making a mistaken concept of ,,investment risk" effectively the sole determinant of
when an FIA is actually a security, the Proposed Rule commits another fundamental error: It
neglects other factors that the Supreme Court repeatedly has said are central considerations in

applying Section 3(a)(8). Under the Supreme Court's cases, the Commission concedes,

12 The mischaracterization of invesfinent risk in the Ploposing Release also leads it to
inaccurately portray the role of withdrawal charges in fixed indexed annuities and annuities
generally. instead oftreating them as a normal contract term, paragraph (b)(1) ofthe Proposed
Rule provides in effect that withdrawal charges are not to be takcn into account when
determining amounts payable but are taken into account when determining amounts guaranteed.
This effectively guaranlees that FIAS with withdrawal charges will "fail" the test and become
securities regardless ofany other feature, since as long as tlere is a withdrawal charge the
amount payable will exceed the amount guaranteed by at least the amount of the withdrawal
charge. The Release attempts to justiff excluding withdrawal charges from amounts payable by
stating that the commission is ',proposing this calculation methodology in order to eliminate the
differintial impact that such charges would have on the determination depending on the
assumptions made about contract holding periods." Proposing Release st37,761, However, that
"diffeientiaf impact'' based on assumed holding periods is equally applicable to the
determination of amounts guaranteed. Neither the Release's rationale nor anything elsejustifies
treating withdrawal charges differently in determining the amounts payable from the amounts
guaranteed, The Commission's proposed treatment ofwithdrawal charges now also conflicts
with its adoption of Rule 151., where it staled that a withdrawal charge "normally does not shift
additional investment risk to th€ contract owner." Definition ofAnnuity Conhact or Optional
Annuity Contract, Release No. 33{645, 5l Fed. Reg' 20 '254' 20'257 n'20.
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'([F]actors that are important to a determination ofan annuity's status under Section 3(a)(8)
incluae 1t) tire allocation of investment risk between insurer and purchaser, and (2) the manner
in which the annuity is marketed." Proposing Release at37,755. Yet, the Proposed Rule
provides for no coniideration ofthe investment risk bome by the insurer, nor for how the FIA is
marketed. These omissions conflict with YALIC, United Beneft, and the entire body ofseotion
3(aX8) caselaw. They render the Proposed Rule arbitrary and capricious and contrary to law for
thai ieason, and because the commission has proposed a rule that fails to give effect to the "facts
and circumstances factors" that th€ rule's Proposing Releas€ says ale determinative, Proposing
Release at 37,757.13

1 The Proposed Rule Improperly Omits Consideration Oflnsurers' Investrnent
Risk.

ln VALIC and Unikd Beneiit,lhe Supreme Court considered tlre risk borne by both
insurer and insured and in reaching its decision in both cases emphasized that the insurer took
virtually no investment risk, In the words of the Commission's Supreme Court amrcas brief in
Otto, ,,[]t is clear that the assumption ofsubstantial 'investment lisk' by the insurance company
is one irucial factot," Otto Amicus Briefat 6 (emphasis added) Yet, the Proposing Release
essentially focuses exclusively on the purported risk bome by the purchaser, without
meaningfully acknowledging or discussing the risks ofthe insurer'

That is enor, and whatever rule the Commission adopts must give significant weight to
the risk borne by the company. That requires an analysis ofthe guarantees provided by the
company because each guarantee places an investment risk on the company (and, conversely,
takei that risk offofthe purchaser). ln a typical fixed indexed annuity, the insurer bears
significant investment risk by providing (1) guarantees ofprincipal, (2) guarantees reflect€d in
thi minimum nonforfeiture value or otherwise, (3) guarantees ofpreviously credited interest,
(4) the guarantee to qedit indexed interest in accordance with the performance ofthe relevant
index and the terms ofthe contract, and (5) for tbe establishment ofthe precise terms ofthe
index interest crediting method prospectively, at the beginning ofeach term. Importantly, while
a stock index's failure to indicate indexed interest credits in a given year does not itselfcause
loss to the insurer, the insurer assumes risk in the years the index does require credits because
under the typical contract it locks those gains in for the purchaser and guarantees them regardless
ofthe performance ofthe insurer's investments in the years ahead. In this respect a down year in
the markets can indeed increase exposure for the insurer because the company may experience a
decrease in the funds that r'l fias available to cover its guarantees even as the purchaser is assured

13 The Commission's narrow approach is also inconsistent with the approach courts have taken in
applying insurance exceptions found in other federal statutes, suoh as *le McCarran-Foguson
Act and EzuSA. See, e.g., (Jnion Labor Life Ins. Co. v. Pireno,458 U.S. 119' 129 (1982)
(explaining multiple factors in determining the "business of insurance" excaption in McCanan-
Ferguson); 1(y. lss 'n of Heslth PIarc v. Miller,538 U.S. 329, 330, 342 (2003) (applying ERISA
insurance exception when it "substantially affect[s] the risk pooling anangem€nt between the
insurer and the insured').
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previously credit€d interest and the increase set forth in the guaranteed minimum non-forfeituie

value provided under state la\#.

Theinsurertakesonriskinotherrespectsaswell:Riskinheresinthelimitsmany
contacts place on the company's ability to change the terms ofthe indexed interest crediting

mahod (i.e.,limits on changes in caps, participation rates, spreads, etc') during the life ofthe

contract. F;rther risk results from limititions on, and the uncertainty of, the comPany's ability to

hedge against its risks, And, the courts and commission have recognized that the company's

assrimpion ofmortality risk must be weighed under Section 3(a[8). See YALIC,359 U.S. at 7l;

Groinge, ,. state sec.Ly" t^. co., 547 F.zd 303' 305 (5th cir. 1977); Definition of Arylity-

contrict or optional Annuity contract, Release No. 33-6645, 5l Fed, Reg. 20,254, 20,256; Ouo

Anicus Brief at 9 ,

Finally, the Proposed Rule fails because it does not e€ft the investrnent risk bome by

the company igainst that bome by the purchaser and because its focus on the purchaser's

indexed'intires-t ,.risk,, lacks any proportionality-it addresses solely whether any indexed

inlerest is likely to be paid and not the potential amaunt of indexed_interest relativ€ to the

!u'.*t""a urounts. 
'ihere is no ass"ri.ent of*ho" the greater risk lies; rather, the proposal

issenrially converts VALIC's ooncern that th€ purchaser not bear. a// the risk into a rule that the

pu.c,hasei beauo risk. Under the caselaw that is clear error, and for a rule that purports to be

i-ounded on ..a familiar concept: the allocation of ristq" it is arbitrary and capricious. Proposing

Release at 37,752 (emphasis added).

2. The Proposed Rule Does Not Consider Product Marketing'

TheSupremeCourthasmadeclearthatmarketingmustbetakenintoaccountinapplying
Section 3(aX8), and the Proposing Release acknowledges as much, stating that marteting "is

anotlrer significant factot" in appiying the exemption. Proposing Release at37,756 (citing

United BeneJit,387 U.S. at 2l l). ''

fa It was important in tJnited BeneJit not merely that the Flexible Fund was being marketed as an

investment iall annuities are investments to a degree), but that the company was marketing ils

own ineestment managentenl. United Benefit trumpeted 'the experience ofUnited's

management in profeJsional investing," the Court observed in the passage cited in the Propo_sing

Refeale, and thereby ,,pitched to the same consumer interestin grorgfth through professionally

managed investment''as mutual funds do. 387 U.S. at 2l I & n.15 (emphasis added), Fixed

indexfo annuifies are not marketed on the basis ofthe companies' investment acumen at all,

since--unlike YALIC and united BeneJit-the performance of purchasers' equity-related
component has no relationship to the issuer's investment experience. Compare also Juslice

Brennan's concurrence, 359 U.S. at 78, emphasizing that with annuities the purchaser is not "a
direct sharer in the company's investrnenl exporience," whereas when "the coin ofthe
company,s obligation is . . , the present condition of its investment portfolio," 'the federally

DroGcted interests" underlying the securities laws are triggered.
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Despite this, the Proposed Rule takes no account ofmarketing' Instead, the text ofthe
Proposed Rule effectively designates all fixed indexed annuities as securities even though-as
discussed above---companies' descriptions ofthe products are ordinarily careful to emphasize
the guarantee ofprincipal, minimum interesl, and other features that further financial stability
and security, and promotional materials explain the interest crediting feature and that it is not a
means ofparticipating in the stock market. Three representative marketing brochures are
attached herewith as Exhibit C, In this respect, too, the Commission has arbitrarily and
capriciously purported to rely on Supreme Court cases interpreting 3(a)(8), yet adopted a test that
omits fastors that the Commission itself recognizes to be "significant."

* * *

ln VALIC and United BeneJit the Supreme Coufi evaluated producls whose value
depended largely or entirely on th€ performance ofequities and considered multiple factors
beiore determining those products to be securities. The Proposing Release, while paying lip
service to the multiple factors considered by the Court, effectively adopts a bright line rule under
which an annuity whose value depends at all on the performance ofequities is a security instead.
That manifestly is not the law.

IV. The Coets of Rule t51A Would Greatly Exceed Its Beuefits' And The Rule Would
Hinder Elficiency, Competition, And Capital Formation.

The Commission is required by law to consider the effects ofthe hoposed Rule on
efficiency, competition, and capital formation. It is prohibited from adopting "any . , . rule that
would impose a burden on competition not necessary or appropriate in firrtherance ofthe
purposes of lthis chapterl," and a failure to adequately appraise a rule's effects on efficiency,
competition, and capital formation will itselfresult in invalidation ofthe rule. Proposing Release
at3i,771 (citinl l5 u.s.c. $$ 77b(b);78c(f)); l5 u.s.c. $ 78w(ax2): see also chamber of
Commerce v. SEC, 443 F.3d 890 (D.C. Cir. 2006)'

The analysis in the Proposing Release ofthe Rule's cosis and benefits-and accordingly,
its effect on efliciency, competition, and capital formation-is plainly deficient' The release
betrays a profound misapprehension ofthe scopc and extent of existing state regulation ofFIAs,
and as a consequence claims benefits fiom SEC regulation that are illusory because the claimed
benefits ofregulation already are being realized. The result is that the Proposed Rule will
increase regulatory costs with no compensating benefit; indeed SEC regulation in this area would
ftusftate regulatory initiatives that the states and FINRA have recently launched at the SEC'S
own encouragement. Compare VALIC,359 U,S. at 68 ("We sttrt with a reluctance to disturb the
state regulatory systems that are in actual effect, either by displacing them or by superimposing
federal requirements on transactions that are tailored to me€t state requiremenls."). And see
Comment ofNational Govemors' Association (Sept.4, 2008) (stating the Proposed Rule would
"subject[] these products to dual regulation").
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In short, FIAs are annuities that are comprehensively regrrlat€d by state law, and by
exceeding the parameters delineated by the Court and Congress-as shown in the preceding
sections-the Proposed Rule will impose excessive, unjustifiable costs that impair efficiency,
competition, and capital formation. ''

A. The Proposed Rule Is Not Eficient.

The Commission is claiming that through this regulation, it will achieve efficiencies.
Because annuities aheady are extensively regulated, however, the Commission cannot claim
further efliciencies without a comprehensive consideration ofthe existing state law regulatory
regime, the efficiencies that regime already realizes, and-corre spondingly-the respects in
which that state regime falls short and further gains may be achieved by the Commission' And
yet, to the extent it refers to state r€gulation at all, the Proposing Release betrays a serious
misapprehension ofstate law requirements. The regulation ofannuities may vary ftom stateto-
state, although states increasingly are adopting model rules proposed by industry and r€gulatory
associations, Further, many companies incorporate the practices endorsed by the model rules
into their nationwide policies, with the effect that model disclosure and suitability practices are
followed by leading providers in all states.

The Proposing Release states that state insurance regulation "is focused on insurance
company solvency and the adequacy of insurers' reserves." Proposing Release at37,762. That
is incorrect; state regulation offixed indexed annuities and other annuities and insurance
products is far broader and includes the following:

. Suitabilitv requirements. As discussed more fully below, suitability regulations
require an agent to consider the financial profile ofa potential purchaser and other
factors to determine whgther purchase ofa fixed indexed annuity would be
appropriate.

r "Free Look" periods. Allow a purchaser to rescind a purchase ofa fixed indexed
annuity, typically up to l5 days after purchas€.

. Annuitv disclosure reqgirements. As discussed more fully below, states require
significant disclosure about the contents, terms, and conditions offixed indexed
annuities.

15 As reflected in the slatement by the Coufi in VALIC, existing state regulation ofannuities
presents questions of federalism that must be weighed by the Commission. The President has
directed by Executive Ord€r that when federalism concems are present, agencies should
"encourage States to develop their own policies to achieve program objectives and to work with
appropfiate officials in other States" and, "where possible, [agencies should] defer to the States
to establish standards." Executive Order 13132, Federalisn, 64 Fed. Reg. 43,255,43,256 (Aug.
4, | 999). This Order does not apply to the Commission by its terms, but reflects solemn
considerations that the Commission must weigh.
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Advertisinq laws. States limit the manner in which ftxed indexed annuities are
marketed. Several statgs require that companies submit to the responsible agency
materials regarding both *re product and the product advertising, to monitor
whether the product will be marketed in a way that is understandable to
consumers. See, e.g., GA. CotvtP. R. & REcs. 120-211-.15 (6) (2008).

Unfair trade practices and oenalties, States regulate deceptive and unfair trade
practices, including misrepresentations or misleading statements regarding fixed
indexed annuities, and use their enforcement and investigative authority to pursue
complaints regarding any type of annuity product. ,See, e.g, NAIC Model Unfair
Trade Practices Act $$ 3-4. Insurance agents can receive penalties or fines for
violating certain sales rules as well.

o Market conduct reviews ofinsurers. Insurers' products and business practices
receive a topdown review from state authorities on a periodic basis (usually
every three years), giving the state an opportunity to aszure itselfthat products are
being designed and marketed within the parameters of state law

. Agent lic.ensing and training. States require insumnce agents to be knowledgeable
about the products they sell and the laws that govern those products and to verif,
the suitability of annuity products for potential purchasers. For example, Iowa
requires tle completion ofa four-hour training course specific to indexed
products and that each insurer have a system in place to verify compliance with
the training requirement. IowA ADMIN. CoDE r' 191-15.82, 15'84.

Beginning as it does with a misapprehension ofthe nature and extent of state insurance
regulation, the Proposing Release proceeds to claim efliciencies from "extending the benefits of
the disclosure and sales practice protections of the federal securities laws" to fixed indexed
annuities; those protections, the Proposing Release claims, "would enable investors to make
more informed investment decisions." hoposing Relea* at 37,77 | (emphases added).

l. State Law Extensively Regulates Disclosures.

With respect to disclosures specifically, the Proposing Release claims that the rule will
yield benefits by requiring disclosure of "information about costs (such as surrender charges);
the method ofcomputing indexed retum (e.g., applioable 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)." Proposing Release ai37,768. Remarkably, however,
companies selling fixed indexed annuities already disclose this information to potenlial
purchasers. A representative disclosure statement is attashed herewith as Exhibit D. For
example, the Annuity Disclosure Model Regulation ofthe National Association oflnsurance
Commissioners ('NAIC'), which has been adopted by 22 stateg requires disclosure ofthe
following on annuity contracts:
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. An explanation ofthe initial oeiling rate, specifying any bonus or introductory
portion, the duration ofthe rate and th€ fact that rates may change fiom time to
time and are not guaranteed;

. The guaranleed, non-guaranteed, and determinable elements ofthe contract,
their limitations, if any, and an explanation ofhow they opefttE;

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

o Any value reductions caused by withdrawals from or sunender ofthe conhact;

o How value in the contract can be accessed;

e The death benefit, ifavailable, and how it will be calculated;

r A summary ofthe federal tax status ofthe contract and any penalties applicable
on withdrawal ofvalues fiom the contract; and

o The impact ofany rider, such as a long-term care rider'16

In many states, the purchaser and insurance agent are both required to sign disolosure
statements as a condition ofpolicy issuance. And states that have not yet adopted the NAIC's
Annuity Disclosure Model Regulation have altemative, significant disclosure requirements. For
exampie, New York requires that a company selling a fixed-indexed annuity disclose "a
statement in bold type to the €ffect that the [fixed indexed annuity] provides benefits linked to an

extemal equity index and does not participate directly in the equity market." N.Y' INS' LAw

$ 3209(bXiXA). New York atso requires disclosure about the equity index formula,
participation rateg any caps on the index, rninimum guaranteed valueq and withdrawal charges.
id. Caiifornia requires explicit disclosure about surrender charges and requires specific
disclosures-for agents doing business in the homes ofseniors' cAL. INS' CoDE $$ 789.10'
10127,13."

r6 Annuity Disclosure Model Regulation Section 5(B).
17 Although not all model laws and regulations promulgated by the NAIC have been adopted by
all states, it is important to note that many model laws are accepted by insurance companies as
establishing a floor of conduct for their business across the country. For example, most
companies substantively comply with the disclosure requirements ofthe NAIC Annuity
Disclosure Model Regulation even though not every state has adopted that model regulation. So
even ftough some laws vary from state to state, companies that operate nationally tend to follow
many of the model laws and regulations for purposes of uniformity and efficiency. And of
course, states that have not adopted model regulations often adopt their own requirements to
provide comparable prot€ctions'
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Many siates also r€quire insurers to deliver a buyer's guide, written by the NAIC, at the
point ofsale for fixed annuities, including ftxed indexed annuities. See Exhibit B. The 9-page
guide provides a simple, easy-to-understand description ofdifferent types ofannuities and
ixplains the components offixed-indexed annuities, such as indexing method, charges and
administrative fees, and withdrawal penalties. The guide also identifies questions a potential
purchaser should ask about a fixed-indexed annuity before purchasing the product. Meanwhile,
industry groups such as the American Council of Life Insurers ("ACL;') and the Association for
Insured Retirement Solutions ("NAVA') have been actively working with the NAIC' FINRA'
and the sEC itselfto develop short-form, plain English disclosure templates that harmonize and
simplifi the disclosures provided to annuity purchasers. These templates are expested to
establi;h a uniform format for fixed, indexed and variable annuities, so that consumers receive
readable, comparable information across products and companies, Th€se documents pass the

"Flesch" test, ; t€st that all annuity contracts must pass which analyzes the dooument for
comprehension by a reader at the lOth $ade level.

As FINRA and the SEC itselfevidently have recognized in promoting the development
of short-form, point-of-sale disclosure materials, materials of this nature most effectively
communicate the necessary disclosures to purchaseN ofannuities. There is no basis to believe
that the prospectus required by Form S-l (the registation statement form on which most fixed
indexed annuities would be registered), which has been desiSled to provide information on a
fundamentally different type offinancial product and its issuer, will provide more effective
disclosures than materials honed from years ofexperience to communicate information on
annuities specifically. These types ofprospectuses are in fast too lengthy and complex to
function as effective disclosure vehicles for annuity products' Many of its disclosure
requirements---+uch as executive comp€nsation and a description ofthe company's business-
are inelevant to purchasers of fixed indexed annuities. Nor can a document as lengthy and
complex as a prospectus serve as an effective disclosure vehicle at the point-of-sale, which is the
poini at which disclosures about annuities have been judged to be most valuable. Indeed, a
prospectus may rery well obscure the information that a potential purchaser offixed indexed
annuities would most benefit from knowing. ''

In short, the SEC has no basis to claim beneftts from applying disclosure requirements
that it designed for fundamentally different products to an area where there is a pre-existing

l8 The Commission's requirements are ill-suited to FIAs in many other ways as well. For
example, in a typical securities offering, the company must register a particular dollar amount of
securities and pay a registration fee based on that amount. Selling or issuing more than that
dollar amount results in selling unregistered securitieg with consomitant legal consequences.
This dollar amount requirement is generally easily satisfied in a typical securities offering, but
would create an obligation on the part of issuers ofFIAs to constantly monitor the amount sold
versus the amount stated in the registration statement. Also, because FIAs would be offered on a
continuous basis, the registration statement would have to b€ refiled and updated annually in the
form ofa post-e{fective amendment subject to Commission review, further increasing the
burden.
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disclosure system developed-with the encouragement in paft of FINRA and the SEC-to
effectively impart information about annuities specifi cally.

2. Sales hactices Are Heavily Regulated By The States'

As to the supposed benefits from SEC "sales practice protections," the Proposing Release
cites a single instance ofthe clairned protections: The application ofbroker-dealer requiroments,
it claims, would impose an "obligation to make only recommendations that are suitable'"
Proposing Release a|37,768. Once again, however, the state regulatory regime a/ready imposes
extinsive suitability requirements. In 2003 the NAIC adopted the Senior Protection in Annuity
Transactions Model Regulation, which in 2006 was expanded to purchasers ofall ages and re-
named the Suitability in Annuity Transactions Model Regulation' The Model Regulation-
which already has been adopted in more than 33 state*-provides for robust standards and
procedures to ensure that the "insurance needs and financial objectives of [purchasers or
annuities] at the tim€ ofthe transaction are appropriately addressed." The Regulation's
protections exceed those in FINRA suitability Rule 2310 by imposing a supervisory role on
insurers and requiring that, among other things, insurers endeavor to obtain information on
consumers' finincial status, tax status, investment objectives, and other information appropriate
for making informed recommendations to th€ consumer. See NAIC Suitability in Annuity
TransactiJns Model Regulation $ 6(8), (D). In May 2007, FINRr{ jointly released a slatement
with regulators fiom North Dakota Iow4 and Minnesota in support of the NAIC Model Annuity
suitability Regulation; the statement is the first significant initiative ofthe Annuity working
Group, w-hich was established by the Minnesota Departrnent of commerce alrd FINRA following
the May 2006 Annuity Roundtable to evaluate the regulatory standards goveming annuities.

Once again, moreover, states have adopted suitability requirements separate from the
NAIC model rules. Florida, for example, recently enacted laws requiring ag€nts to have an

objectively reasonable basis "for believing that the recommendation [for a product] is suitable
foi the senior consumer based on the facts disclosed by the senior consumer as to his or her
investments and other insurance products and as to his or her financial situation and needs."
FLA. STAr. S 627.asa()@) (2008). In making ttre suitability determination, the agent must
gather relevant information from the senior consumer' Id. $ 627 -4554(4)@).''

Importantly, these state suitability requirements have-unlike FINRA requirements-
been tailoied to annuities and annuityJike products specifically, which present different
suitability questions than sesurities. A consumer's suitability to purchase a security is primarily
a matlsr of risk tolerance-i. e., the consumer's inclination and ability to take invesffnent risk.
Suitability for an annuity, on the other hand, is seen as concemed primarily with irquidity,that is,

le A review ofactual responses to these suitability forms refutes the unsubstantiated assertion in
the Proposing Release that "[i]ndexed annuities are attractive to purchasers because they promise
to offer market-related gains." Id. at37,752. A sampling by some Coalition members of recent
suitability forms reveals tlat the large majority ofpurchasers acquire fixed indexed annuities for
stability of premium.
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whether the initial payment and flow of income provided by the annuity ar€ appropriaie for the
purchaser. In short, the suitability requirements that the Proposing Release identifies as a benefit
ofthe rule are unnecessary in light ofcomprehensive state requirements, and are a poor ftt in any
event with the needs ofpurchasers ofannuities. Sample suitability statements are attached as
Exhibit E.20

In addition to the measures identified above, further enhancements to state requirements
are underway. State regulators hav€ charged the Suitability in Annuity Sales Working Group of
the NAIC's Life and Annuity 'A" Committee with developing uniform guidelines for agent
training, supervision, and monitoring to firrther protect consumers from improper sales and
marketing practices, The "A" Committee is also considering a model NAIC regulation to
prohibit the misleading use of senior-specific certifrcations and designations by agents in the
solicitation and sale of life insurance or annuity producs. And, the ACLI is developing
Suitability Monitoring Standards for use in implementing the supervisory procedures in the
NAIC Suitability Model Regulation. These Monitoring Standards build upon SEC and FINRA
rules and guidance on supervisory "best practices," including the recommendations in the Jotrll
SEC/NASD Report on Examination Findings Regarding Brol<er-Dealer Sales ofVariable
Iwwatrce Products (June 2004).

Yet another state initiative not accounted for in the Proposing Release is the Interstate
Insurance Product Regulation Commission ("IIPRC'), an interstate compact that allolY insurers
in participating states to make one product registration filing-via an electronic filing system-
to seek approval oftheir product in all participating states. ,See www.insurancecompact.org The
IIPRC adopts uniform product standards and assists the member states in enforcing those
standards, The IIPRC was adopted in March 2004 and became operational in May 2006;33
states have already joined the IIPRC, and five others have legislation p€nding to join' The IIPRC
has adopted standards regarding registration offixed indexed annuities including, among other
things, the readability of contract forms presented to purchasers' ,lee
www.insurancecompact.org/rulemaking-recordV080530-lnd-Imm-NonVar.pdf.

Finally, and as noted, state laws provide additional protections beyond the regulation of
disclosure and sales practices that the Commission claims as benefits ofthe Proposed Rule.
Annuity writers are subje€t to market conduct examinations by the insurance regulator in their
state of domicile and in any other state where they do business. These wide-ranging exams focus
increasingly on product suitability. Annuity witers are also subj€ct to state unfair trade practice
statu0es which prohibit the misrepresentation ofproduct terms and conditions, and are within the
jurisdiction ofthe state attorneys general, several ofwhom have brought high profile

2o There are a number of features of FIAs that can make them particularly appropriate for senior
citizens. For example, FIAs help avert risk, protect against inflation, provide ax defenal
advantages, protect assets from creditors and fraud, avoid probate delays, and, in some cases,
gompensate purchasers for nursing home care. S€e Seplember 10,2008, Statement ofMark
Meyer, Ph.D., at 7-12 (attached as Addendum hereto).
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enforcement cases alleging unsuitable sales and replacements offixed and indexed annuities to
seniors.''

For all ofthe reasons identified above, the miasures that the Proposing Release claims as
benefits are in fact protections that are currently provided----or are exceeded-under existing law.
The Rule would only impose further costs and burdens on elficiency with no compensating
benefit, adding on top ofexisting state laws an unnecessary, largely duplicative layer offederal
requirements that were developed around securities generally and have not-like this extensive
state regulation-been tailored to annuity products and purchasers particularly, The Proposing
Release estimates that registration requirements alone would impose $E2 million in additional
costs. Proposing Releass at 37,770. In fact the costs will be much higher due, for example, to
th€ oosts to insurance agents who do not cunently have a securities license. The cost to an
individuaf agent of registering and operating as a brokerdealer would be prohibitively
expensive. Acoording to Schedule A ofthe FINRA bylaws, registration and examination fees
can be up to $4,000. In addition to these fees, the legal costs ofregistering and applying for
membership with FINRA, the cost of completing the necessary forms, and the costs ofongoing
compliance could require a "start-up" cost of$25,000 and between $50,000 to $100,000 annually
to maintain the registation. Agents would also have to meet CLE requiremenls, pay licensing
fees, and buy study materials or enroll in a course to pass licensing examinations.

In light ofthese costs, evidently, the Proposing Release concedes that individual and
small distributors not cunently r€gistered as broker-dealers will likely forgo registration and
enter into networking arrangements with registered broker-dealels. Id. ̂ t37,772. This
altemative will also be inordinately expensive, however, because under current industry practice

'' The Release states that growfi in lhe sale of fixed indexed annuities has been accompanied by
an increase in complaints ofabusive sales practices. No factual support is provided for that
statement, and the Proposing Release simply errs in stating that "concems about potentially
abusive sales practices and inadequate disclosure have grown." Proposing Release at37,755. ln
fact, NAIC data reflect that few€r "closed confirmed" cornplaints have been made regarding
FIAS than either variable annuities or fixed-rate annuities. The Proposing Release also relies on
a statemenl the former president ofNASAA made regarding fixed investrnent annuities and
senior invesfinenl fraud, id. at37,755, but NASAA has refused requests by Coalition members
that it provide information that supports these claims. (NASAA, unlike the NAIC, does not
maintain a system for recording complaints about annuities producs.) The reliance ofthe
Proposing Release on the joint examination of free lunch seminars, ld, is also misplaced. The
"free lunch report" examined broker-dealers' compliance with the securities laws in "free lunch"
seminar sales. The report did not examine independent insurance agents, who are the principal
sellers offixed indexed annuities. Within the report, moreover, fixed indexed annuities are
mentioned only three times, with the report's domlnant focus being on mutual funds, real estate
investment lrusts, variable annuities, private placements of speculative securities-such as oil
and gas interests-ald reverse mortgages. The report simply did not demonshate that fixed
indexed annuities presented a particular problem or were even extensively offered at "free lunch"
events.
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the agent will slll/ bear expenses that include examination fees, state registration fees, and
possibly a pro rata share ofthe associated broker-dealer's increased compliance costs, such as
costs associated with capturing and supervising electronic communications pursuant to Exchange
Act rule l7a4(b)(4) and FINRA Rule 2210. And of course, the agent will have to share a
portion ofhis commissions with the registered broker dealer. Altogether, one industry
commentary estimates that total costs of the rule will exceed $700 million. Jack Manion, Zfte
Proposed Rule Will Sock It To Index Annuity DistriD*ors, National Undentiter, ovailable at
http://www.^ljfeandhealthinsurancenews.com/cms/nulh./Weekly%20Issues/issueV2008i29/FocuV
L29cover2."

The Commission's failure to address the extensive state regulation in this area contrasts
notably with the numerous rec€nt occasions in which it has recognized the importance of
avoiding duplicative regulatory and enforcement systems. In adopting Regulation R, for
example, which exempts banks fiom brokerdealer registration for cedain activities, the
Commission actively "sought to minimize" duplicative regulatory burdens and to defer to
banking regufators, Definitiow of Terms and Exemptions Relating to the "Broker" Exceptions
for Banlcs,72 Fed. Reg. at56,514,56,549 (Oct. 3,2007). Currently, the Commission is
requesting comment on a program to reallocate responsibilities for surveillance and detection of
insider trading among various securities exchanges, again to avoid "regulatory duplication [that]
would add unnecessary expenses." Program for Allocatioh ofRegulatory Responsibiliries, T3
Fed. Reg. 48,248, 48,248 (Aug. 18, 2008). And, in another recent change announced with much
fanfare, the Commission will exempt foreign private issuers from registration requirements of
Section l2(g) ofthe Exchange Act i{ among other things, non-U.S. disclosure doouments are
posted on the company's website. See Exemptionfrom Registration Under Section I2(g) ofthe
Securities Elrchange Act of 1934 for Foreign Private Issuers, 73 Fed. Reg. 10,102, 10,105 (Feb.
25, 2008). In each ofthese sases, the Commission crafted its proposal in light ofthe existing
regulatory regime for the particular product or practicg with the objective ofavoiding or
eliminating unn€cessary regulatory duplication. The failure to do so here is further evidence that
the Commission has proceeded in a precipitous, arbitrary, and capricious manner.

B, The Proposed Rule ll'ould hnpair Competition

The assessmgnt in the Proposing Release ofeffects on competition is, Iike its efficiency
analysiq flawed and incomplete.

The Release speculates that enhanced disclosure requirements and the removal of
regulatory uncertainty regarding the status of fixed indexed annuities under tie securities laws
will encourage more broker-dealers and insurers to enter the market. hoposing Release at
37,769, That is mistaken. As an initial matter, the "regulatory uflcertainty" described by the

" Several comments to the Proposed Rule have cited this analysis. See, e.9., Comment of
Courtney A. Juhl (Aug. 15,2008); Comment ofBruce E. Dickes (July 16,2008); Comment of
Dane Sneeter (July 16, 2008); Comment of Michael A Hamess, Jr. (July 10, 2008); Comment of
Andrew Unkefer (July 7, 2008).
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Commission is a makeweight; the market for fixed indexed annuities is robust--as the Proposing
Release observes elsewhere-and any "uncertainty" regarding the legal olassification of FIAs is
as easily dispelled by the Commission reiectinglhePropsed Rule as it is by adopting a rule that
could draw legal challenge due to its plain tension with Supr€me Court precedent.

With resp€ct to the possibility that more broker-dealers and insurers might enter the
market, all evidence points to the contrary, as the Proposing Release admits could be the case:

If some insurers determine to cease issuing indexed annuities rather than
undertake the analysis required by Proposed Rule 15lA and register those
annuities that are outside the insurance exemption under the Proposed Rule, there
will be fewer issuers ofindexed annuities, which may result in reduced
competition. Any reduction in competition may affect investors through
potentially less favorable terms of insurance products and other financial
products, such as increases in direct or indirect fees.

Proposing Release at37,770. Currently, more than 90 percent of fixed indexed annuities are
dishibuted by independent insurance agents, rather than by broket-dealers, Advantage Group
Associates, Inc., Advantage Index Sales & Market Report 4th Quarter 2007 Paft l, at 10 (2008).
Many ofthose independent insurance agents lack the securities licenses that would be required if
fixed indexed annuities were to become subject to the securities laws. Ifthe Proposed Rule is
adopted, a significant percentage ofthes€ agents must be expected to cease selling FIAs after
concluding that the cost of being licensed and subject to additional regulation as brokerdealers is
not worth the benefits ofselling fixed indexed annuities. Indeed, one recent report shows that
this already is the trend in the industry, with more people who sell insurance products dropping
their securities licenses than acquiring them, citing, among other things, the costs ofcompliance
and continuing ed^ucation to maintain licenses for products that repres€nt a small portion of the
agent's portfolio.r' The Proposed Rule will exacerbate this trend, thereby constraining
consumers' choices and increasing prices by reducing competition and raising costs among those
who do remain in the market.

C. The Proposal Would Not Promote Capital Formation.

Regarding capital formation, the Proposing Release claims only that benefits will result
from "improving the flow of information between insurers that issue indexed annuities, the
distributors ofthose annuities, and investors," Proposing Release at37,771. No
"improvements" can be claimed, however, without delineating where the states' current, highly-
developed means for providing information fall short; the respects in which a system designed to
govem the "flow of information" about securities will improve on the informational practices
and requirements tailored specifically to products with the features ofan annuity; and how those
supposed benefits will exceed the costs that undeniably they will impose.

x Practice Managenant Support: Giving Producers llhat They Need Industry Report 9-10
(LTMRA 2008).
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The Commission lacks th€ legal authority to regulate fixed indexed annuities and doing
so would be a poor policy decision that gives short-shrift to extensive state regulatory efforts.
The Proposed Rule would impose substantial, needless costs on those who sell and buy these
valued products, and cannot be reconciled with the Commission's obligation to give due weight
to th€ e{fects ofits actions on efficiency, competition, and capital formation.

V. The Proposed Rule Would Impose Unjustilied Costs On Small Business In
Particular.

Under the Regulatory Flexibility Act, the Commission is required to prepare a
"regulatory flexibility analysis" unless it can certiry that the Proposed Rule will not "have a
significant economic impact on a substantial number of small enlities." 5 U.S.C. $$ 603(a),
605(b). The Commission has made no such certification-it has prepared an initial regulatory
flexibility analysis instead-and thereby tacitly concedes that the Proposed Rule would in fact
have a significant economic impact on small businesses and the men and women who own them
and work for them. Proposing Release at37,771-73,

In fact, the hoposed Rule understates the extent to which the costs identified in Section
IV above would fall on small businesses in particular. The Release states "that there may be
small entities among distributors of indexed annuities" and that the Rule would affect those "who
are not currently parties to a networking arrangement or registered as broker-dealers." Those
distributors, the Release theorizes, would opt to contract with registered broker-dealers in order
to continue distributing FIAs. This would impose "legal costs in connection with entering into a
networking arrangement with a registered broker-dealer, as well as ongoing costs associated with
monitoring compliance with the terms ofthe networking arrangement." Proposing Release at
37,772.

The true costs would be higher asjust shown: Ifthe agents who currently sell FIAs forgo
regishation as broker-dealers, as they are likely to do, then by contracting with broker{ealers
they would incur not only legal costs and monitoring costs, but also havg to share commissions
that they earn fiom FIAs. That would function as an additional incentive not to offer the
produc! increasing the likelihood that the effect of this Proposed Rule would be to seriously
impair the existing distribution channels for fixed indexed annuities, curtailing the products'
availability, and increasing their cost.
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Conclusion

For all the reasons set forth above, the Coalition for Indexed Products respectfully
requests that the Commission decline to adopt Proposed Rule l5l,\ and instead affirm that fixed
indexed annuities are annuities, not securities.

Of counsel:

Eugene Scalia
Daniel J. Davis
GIBSON, DTJNN & CRUTCHER LLP
1050 Connecticut Ave., N.W.
Washington, D.C. 20036-5306
Telephone: (202) 955-8500
Facsimile: (202\ 4 67 -0539
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Statement of Mark F. Meyer' Ph.D.'
Regarding SEC Proposed Rule 151A

I am a Vice-President and co-leader ofthe Insurance Economics Practice at CRA Intemational. I
received a Ph.D. in Economics from the University of Michigan in 1987, with concentrations in
industrial organization, econometrics, and applied microeconomic theory. Since then, as detailed
inlhe altached curriculum vitae,I have been employed at a major law firm and several economic
consuhing firms applying economic, fmancial and quantitative theory and practice to a range of
business and public policy issues.

I have been requested by the Coalition for Indexed Produots to review a new rule proposed by
the Securities and Exchange Commissionr that would likely classiff a certain type ofannuity,
denoted "indexed annuity"z in the SEC's materials, as a financial security subject to regulation
by the SEC. This Proposed Rule 15lA has many implications for a wide range of pa*ies and
will undoubtedly elicit numerous comments covering a wide range of issues. In this statem€nt, I
address tlree aspects where I see deficiencies in the analysis supporting ths Proposed Rule
presented by the SEC: (l ) the definition or characterization of investment risb (2) th€ risks and
returns associated with fixed indexed annuities compared with traditional fixed annuities, and (3)
the suitability offixed indexed annuities for seniors,

I. The Characterization of"Investment Risk'in the Proposed Rule

The defrnition or characterization of 'tisk" appears to be centralto the SEC's analysis regarding
the Proposed Rule. It is important to be clear regarding what constitutes the kinds ofrisk
impo ant to FIA owners and to distinguish this from the kind of risk to which the Proposed Rule
l51A is directed.

The fundamental meaning of"risk" has undergone a slow evolution over time from its early
Greek (Plato,360 B.C.) and Latin (Iacitus, 109 A.D.) roots, but in large measure it has rernined
unchanged, focusing primarily on disaster, peril, danger, and hazard, Its etymology is discussed
elsewhere (Cline, 2004). Fasl forward 2,400 years and we find its primary meanings continuE to
define risk by reference to undesirable outcomes - the potential for loss. Today, the most
common definitions ofrisk overwhelmingly remain associated with the existence ofhazard,
danger, peril, exposur€ to loss, paiq injury or destructiot (e.g., Webster's Revised Urcbridged
Dictionary), Inthe Meftiam-Webster's Dictiotnry of Lant, the meaning is narrowed to:
possibility of loss or injury; liability for loss or injury if it occurs; the chance of loss; and
uncertainty with regard to loss. In the medical field, risk is associated with; the possibility of
suffering a harmfirl event; a factor or course involving uncertain dangv (American Heritage
Ste&nan's Medical Dictiorcry); possibility of losq injury, disease or death (Metiam-Webster

' Proposed Rule I 5 1A under the Securities Act of 1933 (the "Proposed Rule').
2 I will use the term "fixed indexed annuities," (or "FIAs') to refer to this product subsequently.
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Medical Dictionary). Indeed, in the lexicon of 30 other languages, from Arabic to Swedish, the
predominant meaning ofthe concept of"risk" is associated with the chance ofsomething bad
happening.

In the financial economics community, however, some have altered the meaning of risk to
incorporate the potential for uncertain gain as well as loss - "the chance that an investment's
actual retum will be different than expected" (Investopedia), Broad definilions ofthis type have
been criticized because, as knowledgeable investors know, for almost all securities the chance
that their realized retum will be different fiom th€ exp€cted retum approaches 100%. This is
becaus€ the "different-fiom-expected" defurition focuses only on the probability ("frequency'' in
insurance parlance) without regard to the magnitude ("severity'' in insurance parlance) ofthe
deviations fiom expected return. The focus on loss, however, remains central to the idea of
investment risk for many in the finance community, as the entry in Baton's Dictionary of
Finance and Investment Terms 3'd Ed. indicates where risk is defined as the "measurable
possibility of losing or not gaining in value."

To the extent that some in the field offinancial economics continue to use a characterization of
investment risk that incorporates a consideration ofupside potential as well as downside loss
(both weighted equally), while the understanding ofrisk across other disciplines (as well as in
common usage) focuses on bad outcomes, it is instructiv8 to recognize how this unique financial
economics definition came about and why it is not appropriate in most circumstances.

The early measures ofinvestment risk clearly focused on loss or lowel returns. For example,
Irving Fisher (1906) characterized risk as 'the chance of eamings falling below the interest-
paying line." The economic literatur€ made a distinction between risk and uncertainty in l92l
with the work ofFrank Knight, who associated risk with deviations from the expected outcome
where the probabilities and magnitudes are knowr\ and uncertainty, where the probabilities and
magnitudes are unknown (Knight, 1921). With the introduction of modern portfolio theory
(Markowitz, 1950, 1952), the risk inherent in financial securities began to be measured by the
calculation ofthe standard deviation ofreturns. This turn ofevents was motivated primarily by
its mathematical tractability, although Markowitz admifted (1959) that a much hter treatm€nt
ofrisk would focus on its semlvariance (downside variance)'' Computers were in their nascent
stages in those years and could more easily calculate the (complete) variance ofa distribution
rather than work through all the obseryations in a distribution to focus only on the downside risk.
Hence, the association ofthe notion ofrisk with the mathematical calculation ofvariance (and
standard deviation) was a compromise that at the time could be justified in terms of
computational ease and efficiency, at the expense ofa possible distortion ofthe concept ofrisk.

The use ofthe standard deviation as a measure offinancial risk was embraced by Sharpe's
Capital Asset hicing Model (1964)a and, ahhough today's computers can easily handle
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3 Markowitz received the Bank of Sweden Prizo in Economic Soiences in Memory of Alfred
Nobel ('llobel Prize in Economics") for his work in financial economics in 1990'
a Sharpe shared the 1990 Nobel hize in Economics with Markowitz (and Merton M. Miller).
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downside risk measureg two-sided measures ofrisk (incorporating upward and downward
movements with equal weights) continue to be used in some quarters. Yet there are only two
conditions under which these simple measures oftwo-sided risk (such as variance or standard
deviation) correlate perfectly with downside risk, which captures what is more popularly
considered risk: a Gaussian (i.e,, "normal") distribution ofrates ofretunL or a quadratic utility
function for investors, However, there is now extensive economic literature showing that across
almost all classes ofsecurities, rate ofretum distributions are an)'thing but Gaussiaq and that
quadratic utility functions are anything but rational and have been highly criticized by many of
the most eminent economists ofthe last 50 years (Hicks, 1962; Arrow, 1963; Borch' 1969;
Feldstein, 1969; Hirshleifer, 1970; Mao, 19?0; Rothschild and Stiglitz, 1970; Hakansson, 1972)"
It is noteworthy that in his seminal paper Markowitz (1950, p. 326) proposed to condense
probability information in terms ofmoments and realized that the higher statistical moments may
be relevant, Nevertheless, he limited himselfto the mean and variance for the purposes of his
analys is.

Today modern finance has progressed beyond those rudimentary risk measures and more
sophisticated risk measures focus on downside loss, or the ratio ofupward potential to downside
loss. These measures ofrisk that have been developed during this 'lost-modem portfolio theory
era" (Rom and Fergusoq 1994) are oloser to the original concept and common understanding of
risk thal look toward the chance and magnitude of bad outcomes. "Upside risk" measures have
not gained traction, except as potential reward measures in relation to loss measures (sofiino e/
al, iggg), perhaps the best-known measure ofdownside risk in the investment literature is Roy's
Safety First criteiion (1952), which measures the chanoes ofthe investment value falling below
somapredefined disaster level. Other popular measures ofrisk aversion (which incorporate risk
into uiility theory) were developed by Arrow ( l 964, I 970) and Pratt ( I 964), both of which we igh
losses more heavily in utility functions displaying any risk aversion.

Financial economists have since designed other more sophisticated measures to remedy the
deficiencies assooiated with two-sided (and symmetric) risk measures such as standard deviation,
variance and beta. These newer measures take into account lhe asymmetries and non-normality
that typiry asset retums. Early efforts focused on semi-variance rather than variance (Mao, 1970
and Markowitz 1959, 1970) as a measure ofrisk on the grounds that semi-variance concentrates
on reducing losses, as opposed to variance which considers gains, as well as losses, as
undesirable. Later risk measures took into account the entir€ probability distribution ofreturns.
Having its origins in "majorization theory" (Hardy et al,, 1934) the extensive literature that treats
investment decision-making by considering the entire distribution of retums is known as
stochastic dominance (Quirk and Saposnik, 1962; Fishburq 1964; Hadar and Russell, 1969;
Hanoch and Levy, 1969;Levy,1992; and Vickson,1975,1975, 1977; Whitmore and Findlay,
1978). Later works of Bawa ( I 975, and many subsequent works authored or co-authored by
him), Fishbum (1977),Levy (2006) and others have refined the treatnent ofrisk by focusing on
the lower-partial moments ofthe distributions ofretums. These risk measures retum attention to
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5 Arrow and Stiglitz received the Nobel Prize in Economics in 1972 and 2001, respectively'
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the loss measures that are consistent whh popular understandings ofrisk. Examples ofrecent
risk measures that take into account asymm€tries in the retum distribution and emphasize loss
include the Sortino Ratio (Sortino and Van der Meer, l99l) the Leland measure (Leland, 1999)'
value-at-risk, sonditional value-at-risk measures, and robust, "frt-tailed" measures ofdownside
risk (Dutta and Perry, 2006). It is thes€ measures that represent the stale ofart on risk
measur€ment in the field offurancial economics'

The use ofmodels that emphasize the importance of investor loss aversion is confirmed by
research in the emerging field ofbehavioral finance where such loss aversion behavior on the
part ofinvestors is clear and compelling, As stated by S ofiino el al. (1999), "recent research in
ihe behavioral finance area describes how investors want to behave. In general, investols do not
seek the highest return for a given level ofrisk, as portfolio theory assumes' According to
Shetin and Statman (1998) investors seek upside potential with downside protection."

Given this backdrop ofthe development ofconcepts and measures ofrisk in the financial
economics world, let rne retum to consider the corc ofthe SEC's rationale for the Proposed Rule,
which appears to be that: "When the amounts payable by an insurer under an indexed annuity are
more likely than not to exceed the amounts guaranteed under the oontract, th€ majority ofthe
investment risk for the fluctuating, equityJinked portion ofthe return is bome by the individual
purchaser, not the insurer." There are severalproblems with such an adftoc standard, both in

ierms of its inconsistency with any accepted economic theory, its debatable calculation, and its
perverse incentives.

As others have explained, FIAs are annuity contracts where purchasers receive a credit based on
the positive perfoimance ofone or more equity or frxed income indexes (such as the S&P 500
Composite Stock Price IndexrM or the Lehman Brothers Bond IndexrM). As a consequence of
this itructure, FIAs do not incur negative retums when the underlying equity or fixed income
index for the fluctuating part ofthe return declines. FIAs do have minimum guaranteed values
that increase each year and they have the pajgtrLbl to have higher (and only higher) values should
the indexes move upward.

With regard to its consistency with economic theory, it is clear that the concept of risk
permeating the Proposed Rule 15lA analysis is focused on what economists have dubbed
;hpside polential," and not the "downside tbreat" - at least from the consumo's point of view.
In other words, the sEc's stated concem appears to lgnore the elimination ofdownside risk
inherent in the FIAs and focuses solely on the uncertain amount ofany upside potenthl to the
consumer. This is a curious and improper way of looking at the situation. The individual FIA
purchaser does not suffer any downside investment risk. That downside investment risk is
Lntirely upon the shoulders ofthe guarantor, which in this case is the insurer. Essentially, the
consumer has a contract with upsid€ potentialand a guarantee ofprincipal. The insurer is
,,short" this position and the consumer's upside can be a potential loss to the insurer if it does not
take steps to offset this risk. There are two general approaches that an insurer takes to meet hs
guarant;es, which include providing a portion ofthe upside movement in the indexes to which
the return formula is linked. The first approach is hedging through dynamic trading'
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Under the dynamic trading approacll a portion ofthis risk can be hedged by the insurer th,rough
dynamically synthesizing options by taking multiple positions (typically seven) in index futures
each trading day and rebalancing them on a daily basis, or more ofteq as necessary, according to
a complex ilgoiithm. In additioq this dynamic hedging approach requires the purchase of
muhiple interest rate caps, combined with the sale of interest rate floors, and a managed,
laddeied portfolio ofzero-coupon bonds in order to meet its guarantees. Because there is no
perfect hedge available, the insurer incurs much basis risk and uses its own capital to secure its
promised retums. For a typical portfolio ofFIAs, such an approach would entail more than
)5,000 trades over a l5-year period. Compare this to the single payment ofthe consumer and it
is apparenl which paJty is shouldering the greater part ofthe investment riskl

An altemative approach to hedging the investment risk contained in FIAS is to enter into private
contracts (because traded options do not adequately covel the contractual risks in FIAs) with
third parties willing to manufacture and write options. Such speoialized contracts ate tedious to
creat; and involve counterparty risk, as well as frequent updating as experience emerges with
lapses, exercise of policy options, morbidity and mortality. The insurer may attempt to hedge a
portion ofthe counterparty risk though individualized oredit default swap contracts, oI it may
ibsorb the downside loss potential on its own by using its surplus capital. In either cas€, the
basis risk arising 8om the unhedgeable elements ofthe FIA will have to be absorbed by the
insurer.

A contract that offers the greater ofa minimum guaranteed return each period or an indexed
return will have a probability approaching 100% over time ofgenerating a cumulative return that
is greater than that guaranteed, provided that th€re is a "ratchet€d" return provision in the
contract. The sEc did not state that the calculation of hs 'lnore likely than not" tfueshold was a
monthly, annual, or contract lifetime feature. The ratchet feature is common in almost all FIAS,
which means that the consumer locks in any gains over multiple periods. A "risk measure" that
categorizes virtually everything as being "more likely than not to exceed the amounts guaranteed
under the contract" is analytically meaningless in such circumstances.

The SEC's Proposed Rule i514 would likely create perverse incentives to insurers that may
wish to avoid yet another layer ofregulation. Ifan insurer wants to be 'tnder the wire" for
regulatory purposes, it need do nothing more than adjust the parameters of its contracts going
forward to ensure that nothing more than the minimum guaranteed return is ever credited. It is
difficult to frthom that the intention in giving the SEC oversight in the regulation of securities
was to protect consumers fiom any 'tpside potential" or to motivate financial institutions to
adjust contracts so that consumers could not beneftt fiom higher than minimum guaranteed
relums.

Understanding the structure ofFIAs makes two points immediately obvious. First, as discussed
above, the only "investment risk" that the FLA purchaser aocepts for the fluctuating portion ofthe
FIA return is the "risk" ofhighsr retums, The insurer either absorbs or hedges against the costs
it will incur occasioned by the upward mov€ment in the relevant indexes. Second, contrary to
the presumption embedded in the analysis associated with the SEC's Proposed Rule l5lA' the
insurer retains significant amounts of "investment risk" in providing FIAs to consumers. The
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SEC's ill-advised focus on only one facet of"investment risk" has blinded it to the larger
investment risk profile, and the overall risk mitigation capabilities, ofFIAs.

FIA premiums go into the selling insurers' general acoount, and the payments arising fiomFIAs
come from the general account. The investment performance ofthe general account, therefore,
is crucial when evaluating the overall risk inherent in FIAS. To the ext€nt that the general
account return performance is subpar, the insurer is at risk because the overall guarantees
embedded in the FIAs must still be met. The analysis accornpanying the SEC's Proposed Rule
l51A ignores this reality. The risks the insurer retains in providing FIAs include: (1) the risk of
sapital loss as the general account assets lose value due to rising interest rates or declining stock
prices, (2) the liquidity risk associated with both equities and fixed inoome seourities, (3) the
count€rparty risk associated with swap and derivative positions, (4) and numerous other financial
market and counterparty risks.

I note that th€ SEC's efforts to regulate overall market performance and the management and
reporting ofcorporate funanoes is the primary benefrt that it can provide to purchasers ofFIAs.
As FIAs' upside potential relies on indexes comprised ofnumerous individual securities (that are
often traded on exchanges or in OTC markets), FIA providers have no ability to manipulate the
index results. The SEC, however, through its regulatory oapabilities devoted to fostering greater
market efiiciency and lransparency, as well as good corporate managgment and reporting'
benefits the purchasers ofFIAS quite significantly'

This is an appropriate task for SEC enforcement and one, I contend, where the regulatory
benefrVcost ratio will substantially exceed that associated v/ith the regulation of indexed
annuities. Regulating markets and corporate disclosures addresses systemis risks in the economy
and is considerably more amenable to SEC regulation than the individualized characteristics of
FIAS. It is important to note that FIAs are issued specific to each individual at a particular point
in time, FIAs have numerous options that the puchaser can exercise, and the collection of
options exercised by each purchaser specifically addresses the individualized needs and desires
of that purchaser, Extending SEC regulation to suoh individually designed financial instruments
could well involve the SEC in disputes where extremely particularized investigations would be
needed to attain resolution. As a federal agency with national (and international) scope, SEC
enforc.ement resources are likely better focused on more systemic issues.

II. Comparing Rates of Return Betweetr FIAs and
Traditional Fixed Annuities

To the best ofmy current klowledge, there is no comprehensive and competent examination in
the public, peer-reviewed litera re comparing the risk and retum charasteristics ofFIAs and
traditional fixed annuities. Neverthebss, examination ofthe crediting mechanisms /
characteristics ofthese two products suggests that, over a long enough period oftime, FIAs
would likely yield a return notably higher than that available in an appropriately comparable
traditional fixed annuity with only somewhat greater dispersion.
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Both FIAs and traditional fxed annuities guarantee payments ofpremium and a positive return
on prerniums paid (reduced by any applicable withdrawal charges), The difference, ofcoursq is
that in the traditional fixed annuity product the purchaser typically will receive only the amount
that is guaranteed, and ther€ is no variation or dispersion over time in that amount. In the FIA'
on the other hand, the amount the purchaser will ultimately reoeive may vary with the experienoe
ofthe underlying inde:<, which is uncertain at the time ofpurchase, and will exhibit variation or
dispersion over time. The downside movement in returns, however, is truncated at zero. FlAs,
therefore, have a variation in (expected and, most likely, actual) returns higher than that
associated with traditional fixed annuities. The variation in the FIA returns is the "price" of
obtaining the upside potential arising from the index experience'

Ahhough FIAs are, ofcours€, not guaranteed to retum more than traditional fixed annuities, a
number ofactuarial simulation studies performed in the industry to investigate the index features
in FIAs have found that the average annual credits will have an appreciably higher value than for
the comparable fixed-rate annuity due to the t)?ical historic characteristic ofequity index
increases exceeding the risk-free rate that is embedded in option pricing.

III. The Suitability of Annuities, Including FIAs' for Seniors

There are a number ofreasons why annuities, including FIAS ofthe type covered by the
Proposed Rule, are suitable for senior citizens. American senior citizens face a substantial risk
that the SEC cannot regulate and that annuities, including FIAs, can alleviate - the risk of
outliving their assets. Inthe following paragraphs I will list a number ofbenefits that annuities,
including FIAs, offer consumers. One likely effeot ofadopting Proposed Rule 151A is that some
sellers oftraditional fixed income annuities would no longer be able O also provide FIAs to their
consumers. For these sellers and their customers, the effect ofadopting Proposed Rule 15lA
would be to limit their ability to craft retirement income strategi€s that benefit from the upside in
the equity or fixed income markets.

l) Risk Aversion and Age

Many scholarly studies and population surveys have documented that th€ elderly have less
tolerance for financial risk than younger people. Intuitively this rnakes sense as seniors have
very limited ability to rebuild their financial nest egg. This is partioularly true for single
women.u For example, a 2007 survey ofthe elderly revealed that 28olo were not willing to
place their assgts in any investment that could generate negative returns over any given year
(Matthew Greenwald,2007, p.34). Annuities and c€rtificates ofdeposit both provide
protection against loss ofprincipal tlroughout their accumulation periods; few other assets
accomplish this feat. Some FIAs even allow annuitization any time after the frst
anniversary, and allow annual or monthly withdrawals, typically up to l0o4 per year, without

6 An extensive bibliography offindings regarding the relative risk tolerance ofmen versus
women is provided in Babbel (2008).
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subjeoting the owner to any sunender penahies. This is more than twic.e the withdrawal rate
an individual can get through bond ownership in today's yield environment, without invading
principa! and more than six times the level an individual can get througlr stock ownership at
ioday;s dividend levels, without being subject to market price losses. Ifan individual
invades principal, she is zubject to reverse dollar-cost-averaging, which means that she will
have to iell more bonds or stocks when the rnarket is down in order to achieve a particular
income objective, and then will have fewer bonds or stocks to ride the market back up. The
losses fiom reverse dollar-cost-averaging have proven to be substantial over the three to four
business cycles that typically occur during a retirement phase. The losses are particularly
pronounced ifthe individual enters into retirement at the beginning ofa downward cycle'
With annuity withdrawals or payouts, the individual is not subjeot to such risk. Based on
historical figures, money that is expected to last more than 30 years in a stable market can
become extinguished in fewer than l4 ),ears ifan individual is holding a portfolio ofbonds .
(60%) and stock (40%) at retirement, or in fewer than 7 years ifone has all oftheir savings in

stock.

Defened annuities, including the FIA contracts at issue in the Proposed Regulation, may be

attractive vehicles for risk-averse or inexperienCed investors. For inexperienced investors, or
those unwilling or unable to extend the effort to trade theb own portfolios, traditional and
indexed annuities offer a low-risk and worry-fiee investment alternative. This is supported
by the 2007 NAVA survey on Investment Risk and Guarantees, which indicates that large

"legrnents ofolder Americans are open to products, such as annuities, that allow them to
min-imize their fears while investing in the stock market" (Matthew Gre enwald, 2007, p' l0)'

Indexed annuities allow for some equity or ftxed income market upside exposure, yet are
suitable for senior citizens due to the embedded guarantees' The purchase ofan indexed
annuity can help to achieve a more remunerative investm€nt strategy without subjecting
invested firnds to the losses associated with market downturns.

2) Protection from Outliving One's Assets

The need to protect against outliving one's assets has increased in recent years. The erosion
ofconfidence in Social Security promises and adequacy ofbenefrts, the accelerating domise
ofcorporate pension progrums,' the rising costs ofheahhcare, the erosion ofretirement
income occasioned by inflation, and an increasing American life expectancy have all
contributed to a greater emphasis on private saving for retirement (Munnell, 2003).

As annuities were ftrst developed to ensure that policyowners did not outlive their assets
(Poterba, 1997), an annuity can be an important part ofa retbement plan. A fixed annuity
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7 The number ofdefired contribution plans has risen from approximately 341,000 plans in 1980
to approximately 653,000 plans in 2004. Conversely, the number ofdefined benefit plans has
decreased fiom approximately 148,000 plans to 47,000 plans over the same period. Refer to the
"Facts" from Employee Benefrt Research Institute, June 2007'
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enables the annuitant to receive a steady, monthly payment during the annuity's liquidation
phase for a desired amount oftime, typically for the duration ofthe annuitant's life. A 2007

i\AVA rrru"y on Investment Risk and Guarantees indicated that Srlaranteed lifetime income

is important to older Americans. .,A large majority (82%) of otder Americsns feel that

investments with guaranteed lifetime payments provide supplemental income and peace of
mind" (Matthew Greenwald, 2007, p. 8).

One particular segment ofthe population at risk to outlive their assets is women, Married
women generally outlive their husbands by six years (Babbel, 2008). Also, older women are

50% moie likely than older men to live in poverty' A New York Life Insurance Company
survey conducted in March 2006 found that'bnly 54olo ofwomen expressed confidence that
they would be able to maintain theb lifestyle after their husband's death" (Babbel 2008, p'6)'

Thise data points emphasize that certain profiles within the population rely on products that
provide guiranteed income and that can help offset increased medioal expenditures'

Aoart ftom inflation-indexed soc.ial Security payments, many elderly people may be living

on fxed incomes fiom pensions, immediate annuities, and interest income. It is impossible
for economists to forecist inflation over the 20-35-year tlpical horizon ofretirement with

any ac€uracy, yet the elderly are especially wlnerable to the cumulative effects of inflation
on the purrhuting power oftheir fixed income." Having one or more deferred annuities,
particuiarly an annuity that increases in value as an index increases, allows a senior to
continue accumulating assels in a safe (and tax-efhcient) manner, so that when the need
arises, it is available to be partially or wholly annuitized to supplement one's income'

Some ofthe FIAs under consideration for inclusion in the Proposed Rule offer an annuitant
the ability to convert the contract to one ofthe settlement options including income for a
specifiedperiod, for their lifetimes, and other annuitization options anytime after the frst
contract yeaf.

3) Benelits from the Upside Potential of Equity or Fixed'Income Markets

One ofthe major attractions specific to FIAS is the ability ofthe prrrchaser to beneftt fiom
some ofthe upside potential ofthe equity or fixed-income markets while simultaneously
eliminating all ofthe downside exposure io those narkets and assuring a guaranteed stream
ofpaymenis, Most seniors hope that they will have many years ofenjoyable retirement, The
benefrt fiom the possible upward movements ofth€ equity market (and elimination ofthe
downward movements) is an attractive feature ofFIAs for seniors looking at a long
retirement period,

8 For example, over each ten-year period since Amerioa abandoned the gold standard in January
of 19?2, inflation has eroded thc value offxed income payments by anywhere from 2lolo to
53%.
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Seniors can, ofcourse, get e,rposure to equity m.ukets by investing in a well-diversified
portfolio ofmutual firnds. Such a tactic, however, expos€s them to drops in stock prices and
ihe ravages ofreverse dollar-sost-averaging described above. The mors sophisticated can
mitigate this risk by purchasing options or actively managing their portfolio(s). This
approaclq however, incurs costs and ftw (ifany) seniors have the ability to manage their
portfolios adequately ovo a long retbement period. Purchasing an FIA hands the
responsibility for hedging against a downturn in the index to proftssional investors and, more
importantly, the FIA provider guarantees that the purshaser never suffers the loss.

4) Benelits of Stability and Guaranteed Rrtes of Return

Recent research has shown that senior citizens generally earn about 2olo less per y€ax' on
average, on their stock and bond portfolios than people below 55 years in age, even after
adjusting for the riskiness ofthe portfolios (Korniotis and Kumar,2007). This oan have a
large cumulative negative efrect upon the amount ofcapital available to provide income for
oni's later years, and when people compare annuity returns to what can be eamed in
alternative investments they need to account for this frct. With an FIA one gets the benefit
ofmore stable asset gowth than that available through many other methods, with protection
against negative retums. Few, ifany, individuals oan replicate guaranteed rates ofreturn of
an FIA over a long period oftirne without taking notable downside risk.

5) Nursing Home Care

One ofthe risks ofthe elderty is incurring the expense ofnursing home care, The annual
cost ofa private room averaged $75,000 in 2007' Consider an elderly person who is gfiing
by with about $37,500 per year on a fixed incorrc. When the need for nursing home care
arises, such a person may not be able to afford it without going onlo the welfare rolls, and
would have to seek Medicaid and whalever levels ofcare such a program would support.
Medicare does not cover such expenses. A person could plan for this through long-term care
insurance, ifthere was enough foresight to have purchased it long prior to the need'
However, the person may not wish to spend the money on insurance coverage that may never
be needed. A person could purchase a step-up immediate annuity at the ons€t ofretirement
at 65 years ofage, which would increase payments from $37,500 per year to $75,000 at some
pre-specified date, such as 85 years ofage. But what ifthe person guesses wrong about the
age that such coverage will uftimately be needed? And what ifthe person guesses wrong
about the amount that such coverage will uftimately cost 20 years later? And what ifthe
person never needs the coverage, having died before nursing home care was required? A
deferred annuity, including one that provides beneftts associated with the upside movement
in equity or fixed income markets, provides a good way to hedge against these risks'

Most FIAs provide a nursing care provision that allows between 20% and 100o/o withdrawals
without any penalty, regardless ofwhen the need arises after the first anniversary ofthe
policy. Many FIAS also have a terminal illness rider available. A person can deduct the
amount that is greater than 7.5olo ofher adjusted gross income, which would typically be the
case for people undergoing nursing home care. The costs ofqualified long-term care
services can generally be included as medical expenses. Accordingly, the money placed in a
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deferred FIA will escape taxation during the accumulation phase, and ifused for nursing
home care, may ultimately escape it altogether. Should such care not be needed, the
accumulated funds may be used for other purposes, such as conversion into an immediate
annuity or a period-certain annuity. In either case, the annuitant beneftts fiom an exclusion
ratio that exempts fiom taxation a portion ofeach payment related to th€ basis ofthe contract
and period over which it is expected to be returned. In the interim, the funds continue to
accumulate tax-deferred interest until they are fully expended, in the case ofa period-certain
annuity, or until death in the case of a life annuity. Contrast this whh an ahemalive non-
qualified savings plan for such eventualities as nursing home car€. The funds would be
taxable tlrouglout the accumulation period, and the amount offunds would o?ically be
subject to capital losses that could jeopardze the individual at the time nursing home care is
requ ired,

6) Protection of Assets from Creditors or Fraud

One ofthe great fears ofthe elderly is that someone will obtain control ofthefu assets and
that they will lose their fnancial security without recourse to additional earning power. The
elderly who have easily accessible, fully liquid assets are more prone to having someone
abscond with their money, whether it be a related or unrelated party. In the case ofa related
party, who is assisting an aged person with daily living skills, the aged person is particularly
wlnerable to emotional pressure to transfer assels with the implicit or explicit threat that care
will be withheld ifsuch transfer is not effected. Annuities are protected fiom creditors in
most states, and the procedures involved in liquidating a portion or all ofan annuity in order
to meet an unwise disposal oftheir assets serves as a deterrent. A surrender penalty may be
involved, as well as a delay ofa month or so. This interval will relieve pressure on the aged
peason to transfer assets for such unwise purposes.

7) Tax Deferral

The classic approach taken by financial planners is to encouage tax defenal until one
reaches a lower tax bracket at retirement. In today's uncertain tax envbonment, where
certain tax preferences are scheduled to expire, an election is approaching, and a growing
federal deficit, it cannot rcasonably be assumed that tax rates will remain the same, or that
one will slide into a lower tax bracket as one ages. Therefore, it is prudent to leave some
flexibility in the timing ofthe realization oftaxable incorne.

Research has demonstrated that for e person who purchases a deGrred annuity at age 65 or
beyond, the tax deferral benefrt on a defer€d annuity that is later converted (or exchanged)
into an immediate annuity can exceed 200 basis points per year. In other words, for an
alt€rnative set ofassets to produc€ a similar amount ofafter-tax income, they would need to
generate more than 2% higher pre-tax retum per year than the yield on an annuity. Several
conditions affect the size ofthis tax benefit, including prevailing yields, length oftime the
annuity remains in deferral, lenglh ofremaining life, and the composition ofthe alternative
portfolio among assets that generate capital gains, dividends, and ordinary income.
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8) Avoidance ofProbat€ Delays and Disclosures

Some people purchase deferred annuities as a convenient method ofwealtl tla$fer, in case
the assets are not needed to provide for lifetime income. Ifone annuitizes the wealth atthe
onset ofretiremgnt, there may be nothing to transfer to one's heirs upon death'

The probate process can take a great dealoftime' The sgttlgment time frame for many
estates is fiom nine months to two years. Complex or contested estates can take much
longer. With few exceptions, your heirs will have to wait until probate is concluded to
recJive the bulk oftheir inheritance. Depending on the state, probate and administrative fees
can consume between 6 and l0 percent ofyour estate, That percentage is calculated before
any deductions or liens are taken out'

privacy is an important issue for many peoplg especially as it pertains to their fmancial
matteri. probatid wills are public documents, but life insurance and annuity polices are
private contracts. They do not have to be mentioned in a will and do not normally pass

ihrough probate. As a resutt, life inswance and annuity policies can be used to pass along

assets with the utmost confidentiality and privacy intact'
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Novernber 17, 2008

Via Eand Deliverv

Ms. Florence E. Harrnon
Aoting Secretary
U.S. Securities and Exchange Commission
100 F Street, N.E.
Washington, D. C . 2OS 49 -9303

Re: Supplemental Conrment regarding Indexed Annuities and Certain Other Insurance
Contaots File No. s7-1+08

Dear Ms. Hrrnon:

On Septeinber 10, 2008, Old Mutual Financial Network ('Old Mutual )t submitted a comment
to the 

-securities 
and Exchange commission (the 'commission" or "sEC") setting forth its legal

andfactualanalysisinoppositiontoproposedrulo151A.'OnNovernbor17,2008,OldMutual
filed a supplemental cornment letter providing responses to issues raised by Commissioner Casey
and Jim Bums of the Commission's staff in a meeting on October 20, 2008 with me and Tom
McDonald to discuss proposed ruie 1 5 I A.

Ia this zupplemental comment, old Mufual examines the differential impaot of the cunent
financial crisis on the owners of variablo armuities regUlated by the Commission and ownsrs of
the indored annuities regulated under state irsurance law. During this period ofsevere
worldwide financial stoss, variable annuities have perfonned as desiped, shifting market lossos
to contact owners, resulting in sigrificant losses ofprincipal. In contrast, indexed aruuities
have shielded contract oumers ftom the loss ofprinoipal while protecting and preserving contact
values at minimurr rates ofinterest established under state insurance law.

, Old Mutoal Fioanoial Netwod( f13ld Mutual') i$ the marketing nanc for the U.S. lif€ itsurance and amuity

operations of Old Muural plc. Worting through its netwott ofestabliEhed ilsuraqc€ companies (OM Finarcial Life

Insurace Coqany, OM Financial Life Insuraace C.ompany of New York), Old Mutual is headquafiered in

Baltimore, MD; nEintaiDs a National Sales Offce in AtlaDta, GrA, and s€rvice centers itr N€braska and Atlada"

The comparies that comprise Old Muural deliver a diverse porfolio ofannuities and life irsurauce products via an

established group of master general agellts. Prodrcts ale distribut€d in 50 stat€s and the Distiot ofcolumbia. Old

Mutual bas rcarly oue rniltiou f'olicyholders nationwide. As of June 30, 2008, Old Munul had $18 billion in

st4t[tory-basis as8eb,
2 old Mutusl'$ commeut is publicly ardlable at http://wwlv, sec. eov/comments/s7- l4-08/s7 I 408- 1 832.odf
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The widely differing outcomes experie,nced by owners of variable armuities and indexed
armuities in this financial orisis ud€rscores the misguided natwe of rule 1 5 I A's prerrise that
indoxed annuities inolude stuctural risk tansfer mechanisms similal to variable annuities and
therefore must be regulated as such. We also adtlress certain comm€nts fi1ed with the
Commission which advocate the aprplication ofthis flawed ooncept to indexed annuities.
Finally, we utge the Commission to carefully consider the potentially negative impact the
adoption of proposed rule 151A may have on existing and future rights of indexed armuity
owners under state insurance law and regulation. ln particular, we invite the Commission's
carefirl attention to the social and economic damage which may result from the loss of state
insolvency guarantee law protection crmently applicable to indexed aruruities in the fifty states,
the Disfict of Columbia and Puerto Rico as a result ofthe reclassification ofindexed annuities as
securities.

I. INDEXED ANFIUITIES ARE NOT PURCEASED FOR TEE SAME REASONS
VARIABLE ANNUTIES AND MUTUAL FT]NDS ARE PIJRCflASED AND
REGULATINGTffEM AS SUCH IS A MISTAKE.

The Commission has stated that people buy indexed annuities "for many of tho same reasons that
individuals pwchase mutual funds and variable annuities and opur brokerage accounts"' and
therefore require foderal disclosure, antifraud, and sales practice protection."

Comments filed with the Commission in this proceeding by owners of indexed annuities paint an
entirely different picture and do not support the Cornmission's view regarding the reasons why
people buy indexed armuities. Buyers ofindexed annuities havo stated in filed comments that
they bought their contracts for the guarantee ofprincipal provided by the iisurance company and
for potentially better rates of interest than they might obtain through a taditional certificate of
deposit or a traditional deolared rate fixed amuity. These filed conhaot owner cotrmlents are
generally consistent with the reasons why people buy Old Mutual's indexed annuities.5

In our initial comment letter filed with the Commission, we noted that disclosures the SEC finds
important for buyers ofindexed annuities are being provided under state insurance laws
regulating disclosure aod sales practices.o Corunenters zupporting tho adoption ofproposed
Rule 151A urge (without examining or analyzing state insurance laws regulating disolosure and
sales practices) that the federal disclosure, antifraud and sales practice protections which
ourontly apply to variable annuities are superior to state insuranc€ regulated disclosure and sales
practice protections. These oommenters apparenfly view the fiederal tlisclosure regime as a
'lnagic bullet" to cure the ills of allegedly uninformed buyers. As discussed in Section I. A.
immediately below, federal disclosure has not proved a 'lnagic bullef' for many buyers of

3 Indexed Annuitips and kain Otber Insurance Conuacts, Rel€ase No. 33-8933 (the '"roposing Release") at 5.

1 Id. x6.
5 For example, ia an internal review ofrandomly selected suitability forn6 for contraots issued by Old Mutual
buyers mo$t often cited principal protection as theft most importa goal il1 buying th€ contracl.

5 Supraro:e2-

I
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variable annuities, who, despite receiving the detailed disclosgres required under Form N-4 for

variable annuities,.apparently may still not undefstand the rislcs they assumed when they bought

a variabie annuity.'

A- Variable Annuity Owners Experience Market Lossr While Indexed Annuity
Owners Experience Safety of Principol and Locked In Gains'

Market losses drive,n by the curre,nt financial crisis have fallen unequally on own€rs ofvariable
aruruities and owners of indexed annuities. Owners of variable armuities, despite receiving the

benefit of mandatory and comprehensive federal disclosure, antifraud and sales practice
protections detailing the possible risk oflosing their enthe investnent in a variable annuity'
reportedly are now conc€rned about the safety of their variable annuities!

Many owners of variable annuities have e,ndured a double whammy lately: Their
invesfinent-accrunt balances have taken a hi! as have the financial-strength
ratings on the inswers that issued their annuities.

Agents and brokets say they've received a flood of cails from clients in recent
weeks about the safety of their variable annuities , in prt fireled by the stock-
market tun-noil and the government rescue of insurer American Intemational
Group Inc.'

This reported lack of understanding about the risks being assumed by variable mnuity buyers-
despitareceiving the benefit of mandatory and comprehensive federal disclosure, antifraud and
sales practice protections-is firrther highlighted by proposed Maryland regulation COMAR
31.04.14.04, which provides in part:

An inswer delivering or issuing for delivery in this State a variable annuity
oontract shall deliver to tho applicant for the mnaact, and obtain a wdtt€n
acknowledgernent ofreceip from tle applicant coincident with or before the
execution of the application, the following disclosure that:

? perbaps the tuc issue is not a debate ov€r the ad€quacy of stat€ v€rsus ftderal disclosure but rather how to insure

that aDlluity buy€rs use the important disclosure materials thcy are given" The Ptoposing Releas€ does not addre'ss

this issue. Tho Proposing Release ofiers no empirical evidence based on focus group studies or otherwise that an
additional layer of federal disclosure for intlexed alnuiti€s would be worth its oost

8 Typical I'arirbtc anmrity prospeotus disclosure: "Iff€ do not glarant4€ the itrl€stnent tesulB ofany S€parate
Accou[t. Ther€ is no assurance tbat the value ofyour Contract \rtill equal the total of the paym€nts
you Eake to us."
e M.P. Mcqueen,,4re Annuities ot Risk Now? Some Answers,Anall St. J., Oct. 29, 2008 (emph88i8 added). In
quoting thie article, we d€plorc ia miscbaracterkation of American Intrmntional Group, Inc. as an insurer. As a
parent ioopany of several i[sure$, Amerioan Intemational Group, Inc. is not itself an insurer. The obligations of
ADerica! Inlematioasl Oroup, Itrc., as a Doq-itrsur€f,, ar€ not subj€st to iEportad insura[ce guarantecs provided by
stat€ ir1surarce guaranty laws atrd pres€ot differeat risks to its investorc and counerparties than do the general

account insurance obtgations of its insurance subsidiaries which eujoy inportant insuauce guarantees provided by

state ilswaoce guara[ty lawE.
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0) is printed in at least 12 point type; and
(2) Shall rsad as follows: "Please be aware that the non-guaratrteed b€nefits ofthe
variable aflnuity contract for which you are applying are not proteoted by the
Maryland Life and Health lnsurance Guaranty Corporation. Only the account
values guaranteed by the insurer are protected by the Maryland Life and Health
Insurance Guaranty Corporation up to the statutory limits."

The newly proposed notice j oins an existing notice that must be delivered with the variable
annuity to the buyer. The proposed regulation is necessitated by 'tecent financial problems in
the market."'u

The record in this rulerraking proceeding delnonstates that owners ofindexed annuities have
not suffered the market losses experienced by owners of variable annuities. We are not aware of
aoy comment among the more than 4,000 comments filed with the Cornmission by an owner of
an indexed annuity who has expressed angst over the possibility ofnot being credited enough
int€f,est or wishing they had purchased a mutual fund or variable annuity or opened a brokerage
account.

B. An Insurer'c Use of an Index. ac Part ofg Formula to Set an Exc.ss Inlerest
Credldng Rate, is Not Equivalent to the Risk and Reward Transfer
Provlslons of a Variable AnnuttY.

1. NASAA Comment Letter

The North Americm Securitios Adminisfrators Association, Inc. (NASAA), a stong proponent
ofProposed Rule 151A, agrees with the SEC's slaternent in the Proposing Release that indsxed
annuities expose investors to investnent risks that are virtually identical to the risks ofinvesting
in mutral firnds and variable armuities." NASAA's mmment letter refers to a paper prepared by
an economist nanred Dr. Craig J. McCam ('McCann"), whose firm is narned Securities
Litigation & Consulting Group, Ioc. We note that McCann is a paid plaiatiffs expert wibress in
numerous class actions brought against fixed annuity insurers. McCrnI's pap€r argues that
indexed annuities are "quite similar to €quity-participation securities."" McCann dismisses the
insurance features which serve to distinguish indexed annuities ftom equity-participation
securities as 'tirtually worthless bells and whistles""-an argument that suggests that the very
state insurance solvency and notrforfeiture guarantees that havo proteoted index anmrity owners

10 E-mail from Brenda A. Wilson, FLMI, AssociaG Commissioner, Life ald Health Section Maryland Insurance
Adninistation to Leah Walters, Arnericaa Council of Ufe Insurers (Oct.29,20f8 12:05:0? EST) (on trle with
author).
rr See comnent lefter ofNorth Americatr Securitieg Administators Association Inc., citing An Economic Analysis
ofEquity-Indered Annallies, Prepared by Cnig J. McCann, PbD, CFA, Securities Litigation & Consulting Group,
Inc. publically available at http://$,\trw-sec.qov/cornnents/s7- l4-08/s71408-l759.pdf
12 1d., McCaoa paper at 4.
13Id, Mccam paper at 5.
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in the recelrt market collapse-gu.arantees not found in equity-participation securities-have no

value at all,

Although we beliwe the lack ofunderstanding of insurance products, lack of ernpirical evidence,
and weakness of substantiation and objeotivity of argument are self-evident withitr Mccann's
paper, we believe the egregious nature of the paper warrants at the least a summary rosponse.

. Variable annuities involve a pass-through ofinvestnent performance to the co,nsumer,
both gains and losses. Variable annuities operate like invesffient companies.'* The
variable annuity contract own€r-not the insurer-bears the risk of market losses.

. Traditional declarod rate fixed annuities leave the crediting of ourront int€f,est rates to
the discretion ofthe insurer. This is firndamental to the business ofinsurance.

e Fixed iodexed annuities guarantee the consumer that currmt interest rates will be
deterrnined aocording to a mathematical formula, which includes inputs basod on the
perforrnance ofthe referenced index, but can never be less than zero. Any
participation rate, cap or spread that is included in the mathematioal forrrula used to
determine what portion ofan increase in the referenced index wiil be credited for tlte
period is set in advance for an initial period when the contact is issued and may be
reset p€riodically thereafter at the discretion ofthe insurer, as with interest rates under
a taditional declared rate fixed annuity as noted above. The insurer-not the owner
ofan indexed annuity--bears ttre risk of market losses.

The fact that cunent inter€st rates arc in whole or in part at tho discretion of the
insurer in taditional fixed and indexed annuities does not equate to the consum€f,
bearing investnent risk, as recent market conditions have hiShlishted. Whero the
insurer bears all of the risk on the underlying general account assets, and detennines
in its discretion what it can pay confact owners above minimum guarantees, it is
conducting the business of insurance and absorbing any risk of loss that the consumer
might otherwise bear.

A hlpothetical variable annuity contact owner that invested in the S&P 500 on
October 9, 2007 when the S&P 500 closed at 1565.15 would be down more than 44%
as ofNovember 14, 2008, whereas a hlpothetical indexed annuity contract owner
may have received 0% cunent interest but would have suffered no loss dudng this
sarne period. The variable aruruity investor in this example needs the S&P 500 to
retum to 1565.15 (from 873.29 as ofthe close of tho market on Novealber 14,2008)
simply to be whole. In oontrast, the indexod annuity owner has the pot€ntial to eam
sipificant interest on the full initial prerniwn as tle S&P 500 index gradually claws
back to 1565.15.'"

" SEC v. Variable Amuity Life Ins. Co., 359 U.S. 65, 81-92 (1959) (Breonen, J., coucEring).

r5 By way of examplg we include an illustration comparing accormt values as of 10/31/08 for Old Mutlal's most
popular product when issue.d on 10/31/2004,l03ll05, 10/31/06 and 10/31/07 compared to e S&P indoc without
divideuls or splits and a ETF SPYDER where S&P gains hcludc dividetrds and splits. The differences speak for
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The acrount value in a fixed indexed antruity is not a notional value. It is the value of

the contact available to the contraot owner as in any raditional fixed (or variablQ

annuity. wlether in fixed or variable annuities, the account value will be subject to a

surrenior charge if accessed during the su:render charge period. The surrender charge

is not what makes a variable annuity a security and should not be what dete'l:nines if a

fixed indoced annuity is 'airtually identical" to a vriable aDnuity. In a traditional

fixed or fixed indexed annuity, the account value n"ill never be less than a guaranteed
minimuar value. In a variable annuity there is no minimrun account value. 'o

Fixed indexed annuities and equity-participation securities are similar in terms of

utilizing an index to determine an smormt, but vastly different in terms of securing the
palment of the amount so determined' An equity-participation security is an

uniecured debt obligation with future payout based solely on the credit ofthe issuer.

A fixed indo<ed annuity is a state regulated insuranoe product with future payout

backed by assets ofthe insurer's general acrount. Although the insurer bears the risk

of investment perfomrance on its general account assets, its inveshnents and solvenry

requirements are highly regulated by state insurance de,parhnents. Theso state

insurance protections are notably absent from equity-participation securities."

2. K&L I Gates Comment Letter on Behalf of Varigble Annuity
Insurers'

certain comments submitted to the comrnission suggest that the irwestment risk bome by a
purohaser of a fixed indexed aonuity is derived from tho retospective nature of interest
crrditing. One cornmenter appeafs to argue that while traditional fixed armuities are properly
exernpted under Section 3(a)(8) ofthe Securities Act of 1933, indexed annuities are not. The
comment stated ..Because fixed annuities, in contrast, guarantee interest at rates stated in
advance, a purchaser knows what the relative risks and rewards are in deciding whether to make
an initii purchase, make additional payments and/or exchange into another producl"'o This is

themselves but rarge ftom a logs of37.5% or the S&P Inilex coepared to a 3% q€dit for an FIA issu€d l0/31/07

ardaloss of2.1%onthe ETF SPYDER to a6.80lo credit for anFIA issu€d 10/3 V04. See Sch€dule I'

16 By way of o<a41e, we include m illustration showing actual Available Cash Surreuder Values relative to th€ OLd

Uutua IrIe iUusrated in Schedule 1. The illustatiou spealG for itselfbut d€monstrat€s that as ofl0/3il08 each of

the FIAs issued as of October 31st for the prior 4 y€ars have an Awilable Casb Sunender Value g€atly in excess of

the value available in an S&P Ind€x or ETF SPYDER See Scheahrle 2'

r? See Eleanor Laise, l other 'Sofe' Ba Leaves Meny Burned, Wall SL J', Nov. 1 I ' 2008 ('With WaU Street in

t[moil, many of the risks of s&uch[ed products are trow coming to lighl...Principal-prote.oted not$ typioally 8re

d6igned to renrm the pdtrcipal inve$brsDt a't maturity, along with some portion of the gaiDs i!1 arl undellyitrg

beqchmark such 8s the Standard aad Poor's 500 stock inde)i Yot iuvestors selling before maturity may not rccoup

their firll inve8tm€nt, and the principal protection depends o,n tbe issuer's ability to meet its obligatiols...When an

issuer goes belly up, as l:bman Brothers Holdings Ino. did in Septemb€r, structued product investors 8re g€!€ffilly

leff standing i! lille reitb other creditors and may face a loog v,ait to deternine how mucb, if aoything, they'l be

able to recovet').
rE comme.nt letter ofK&L I G8r€,s on behaf of AXA Equitable Life Insurance company, Hartford Finaucial

services Group, Inc., Massschusets Mutual Lifc Insuraace company, Metl-ife, Inc. aad New York Life Insurance
6
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an argUment of f4rm ovet substance. This argume,nt ignores tle effect of surrender charges on a
tsaditional fixed amuity, and ignores tbe fact that current int€rest rates are typioally set in
advance for only one yeaf, at a time-not for the entire surrender charge period. An owner of a
fixed annuity who is not pleased with the late declared in advance is no less resficted from
"exchang[ing]" into another product than is the own€r of a fixed indexeil annuity because both
would incur surrender charges (during the surrender charge period), Further, the decision
whether to purchase a fiaditional fixed annuity or to make additional purchase payments into a
taditional fixed annuity based on current declared int€rost rates is a desision with a oneyear
time horizon where interest rat€s are declared annually, The long{em nature of an annuity
contract would indicate that the puchaser of a taditional fixed annuity should be prepared to
hold tho contract for a period well beyond the period of certainty regarding the current interest
rate, and thus tho on€ year ofc€rtainty is not a substaotive reasou to distinguish the "ilvestnenf'
risk in a haditional fixed annuity from the 'tnvesbnent" risk in a fixed indexed annuity.

TITN ADOPTION OF RULE 151A MAY IIEGATTWLY IMPACT EXISTING
STATE INST]RANCE SOLVENCY GUARANTEES PROTECTING
PI]RCHASERS OF INDEXED ANFIUITMS A}ID MAY RESULT IN A
COMPLETE LOSS OF GUARANTYASSOCIATION COVERAGE IN SOME
JTJRISDICTIONS.

ratios, insurers can fail. The "safety nef' that protects life insurance policy holders and annuity

Company publically available at http://www.sec.eov/commentvsT-14-08/s?1408-l942.Ddf Several ofthese
insurers previously filed indivkfual conment letbs with the CoDmission AXA Equitabl€ Lif€ IDsuranoe Company,
publically arailable at http://www.sec.sovlcormentvsT-14-08/s71408-1725.pdf, Hardord Financial Services
Group, Inc., publicslly amilable at http://www.sec.pov/conmentvs?-1408/s71408-1646.Ddf: MeiLife, Inc.
publicslly svailable at http://www. sec. sov/conunents/s7- t 4-08/s7 1408- 1 83 5.pdf and New Yor* Life Insurance
Coryaoy publically available at http://www.sec.eov/conunetrtvsT-14-08/s71408-1862.pdf. As thc Coomission
evaluat€s these comment letters it may wish to consider whether the coDm€t s of some or all of these insurers-8s
coqanies that offer l,ariable aonuities ard certain fxed onuities (but not fixed indexed amuities-- €ad hsve
expressed no interest ia their counent lotters in offering indexed annuities to tbe public if the Commission would
only clari& th€ Etatrs ofthese products by adopting proposed nrlc 151A)--arc more dceply rootEd in limiting
ccnpctition in the U.S. market place for annuity product offcrin$ by eliminating indexed annuities &om that
mad(et.

Some of the variable annuity insurers participaung in the K&L I Gates cotrDent leue! individrally expressed
concem that sensatiodalized reportiag ofindexed atrlllrity sales abuse may hurt sales of all amuities, For example,
s€€ tho coflment lett€r ofHarford Finanoial Servioes Group, Inc. (UnforbnatBly, the si8lificant regulatory activify
atrd aegative media coverag€ in receirt years, much ofwhich has resulted Aom ard focused on inappropriate sales
practices involviog EIAs, might dirsuade some corsumers fiom erren considering whether my annuities can help
the.n achieve their finanoial goals') and the coment lettsr of Metlif€, IDc. (Turther, uasuitable salcs and
markctilg of EIAS may tarnish tle r€putatiorl of amuity products as a whold). I! our initial coon€d letter wE
reviewed the applicable legal preced€Nrt of tle Unit€d Ststd Supreme Court and its applicatim to indexed auuities.
Negative media ooverage ofa particular ilsumrce product is lot a substadtive facto! in d€Grmining the availability
of an exemption under Section 3(a)(8) ofthe Securities Act of 1933.

re Proposing Release at 5?.

7

As noted in the Proposing Release, state insurance regulation includes the regulation of insurers'
financial condition.rv In spite ofclose supervision by state i$uranc,e regulators ofinsur€f, capital
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contract ownefs if an insurance company does become insolvent is provided by the life and

health insurance guaranty association laws of the fifty states, the Distriot of Columbia aod Pu€rto

Rico. Accordine to the National Association of Life and Health Insurance Guaranty

Associations ('riolUCr),20 ln the last 25 years state guaranty associations have:

o provided protection to moie than 2.3 million polioyholders

. guaranteed more than $2 1 .2 billion in coverage benofits

r contributed $4.4 billion to e,nsure that policyholders received the' benefits.2l

The scope of eoverage under guaftnty assooiation laws i8 purely statuto#t qta uTo a999rdqe

to state iaw. Most states provide at least $100,000 in vrithdrawal and cash values for haditional

annuity oontacts-including non-registered indexed annuities. In computing the ggafanteed

amount, some states cap the arnount of interest accordiog to a statutory formula, some states

apply these caps without rcgrd to whether an indexing formula is eurployed to compute interest
under the contact. Some states also exclude any indexed interest that has not been oredited to

the contract at the time of the insurer's impaimlqlt or irxolvenoy.

Although the wording varies, all guaranty associations exclude from coverage 'that portion or
part ofany policy or contract under which the risk is bome by the policyholder.'- Since tbe

?0 The National Orgaoization oflife and Health Insurance Guaranty Associations (NOLHCA) is a voluntary

association made qr ofthe life aad health it1$rance guaraoty associatioos of all 50 states, the Dstict of Coluobia,

and puerto Rico. NOLHGA was founded in 1983 when the stale guaranty associations determined that thqe was a

need for a mechanism to help them coordinate their efforts to ptrovide prot€ctiotr to polioyholdcrs when a life or

health irsurance coqaly insolv€trcy afiects peoplc itr nany stat€s.

http: //wrvw.nolhqa.con/aboutnolhea/main. cft r/locatiodwhatisnolhea'

2l htfir://www.nolhea.con/policvholderinfo/main.cfin/looation/svstemworks.
2 Honeywe[ Inc. v. ]v{n Lifc and Health Ios, Guaranty ABs'n", 518 N.W. 2d 557 (Minl 1994).

23 Ala. code $ 2l-4+3 (IrxisNods 2008) ((b) This chapter shall trot spply to: (2) Tbat portion or part ofanypolioy
or conract under which the risk is borne by the policyholder.); Alaska StaL $ 2 I .79.020 (LexisNexis 2008) ((c) This
chaprq does not apply to (2) that part ofth€ risk bome by lhe policy or oontract hoLleri)i Ariz. Rev. StaL $ 2G6E2

0-en6Nolris 2OOS) (B. This articlE does not spply to: I ' Ary policies or cotrtracb, or any part ofsuch policies or
contraots, under which the risk is boroe by the policyholder, including variable plens and aont"acts.)i Ark. Code

Ann- $ 23-9C106 (2008) (A. This cbapter shall not provide colrrage for: (1) A portion ofa policy or corftract tlot
guaranteed by the insurer, or undcr which the risk is bome by the policy or cotltact owrer;); Cal. Ilrs. code $
1067.02 @ceriag 20OB) ((bX2) This article shall not provide ooverage for aay ofthe following: (A) Any portion ofa
policy or oontract not guaranteed by the insr:rer, or under which the risk is bome by the policyholder or
ionractbolder.); Colo. Rev. $taL $ 10-20-104 (2008) (O) This srticle shall not provi& coverage for: (I) Any portion

ofa policy or cotrtact not guarante€d by the member insurer, or under wbich the risk is borne by the policy or
oontact hold€q); Coo!. Go. Stat. Ana, $ 38a-860 (2008) (4(2) Said sections 38a-858 to 384'875, inclusive, sha
lot provide coverage for: (A) Any portion of a policy or contraot not grrararteed by the insurer, or rmder which the
risk is bome by the policy or cortract hoLder;): Del. Cod€ Aotr. til 18, $ 4403 (2008) (b)(2) This c.h4ter shaU not
provid€ covelage for lhe following: a. Any portion ofa policy or contract not guaranteed by th€ iDsurer or rmder
which the risk is borne by the policy or cotrtract owncr;); D.C' Code Ann $ 3i-5402 (LexisNetds 2008) (OX2)

Coverage shall not be provided foc (A) Ally portion of a policy or conaact not guaratrteed by the itrsuler, or under
which the risk is bome by the holder ofthe policy, contrac! or certificate;); Fla. Stat. Atrr. $ 631'713 (L€xisNexis

8
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2O0S) ((3) Tlis part docs Dot ry,ply tor (b) That portion or psrt of aoy polioy or cotrtrsct und€r uihich tie risk is bomc

tv the poicvhoider.): Ga. Code-Ann. $ 33-38-2 (2008) ((c) This chaPt€r sball rct applv to: (2) Tbat portion orlgt

oi _y poti"y o, 
"ooi*t 

under wbjch the risk is borne by the poliryholder;); Haw. Rev. Stat. Ann g 43 I : 1 6-203

O,6;rNexis-200S) (O)(2) This pan shall not provi<te coverage for: (A) Aay portion of a polily o( cmqal no] _- ̂
[rta"tcca uv tu"Guri, or rmder which the risk is borne by the policy or conFact bold€E); Idaho cod€ $ 414303

ZZOO8) ffZj dris 
"hupter 

Jha[ uot apply to: (b) Tbat portion or part ofany polioy or coutract under wbich rhe risk s

io*"ii tG porcVtolderJ; 215 I[ bonp. Stat. AD!. 5/531.03 (I$dsNexis 200E) ((b) This Article $ha[ not

provide coverage ion (i) that portion or pct of such policies or conlracts und€r which the risk is borue by the

i"u"yt"ra_;l-r"a. cod" .c"". $ zz-e+-2.3 (IrxtuNexie 2OOE) (e) This chspter does nglnroyrde goyelase fgr q
fi,n Ltp.tt 6 O" f"Uowing: (tJ e part of a iertificate, policy, or cotrttace (B) rnd€r Y/iioh the risk is bome bv the

payee, c'ertificate lolder, or-thi iolicy or contract owner.); Iowa Code $ 508C.3 (200E) (3.This chaptor do€s not -
lily'tor t. rnat portion or partif a iolicy or contract undqr w'hichrtre- risk is bome by the policyhold€r'); Ka!. Stat

nI' $ +o-foog (2006) (n) The contractual obligations of the iryaite.d or insolv€rt$ i$rr€r for *tich ths

,**oiuti- u""o."r, or nay become, Iiable shall be as great as but no gredef, rh"n the contrschral obligations ofthc

i-o"irra or Usofu"nt insurer would have been in the absence ofan inpairment or inrolvcocy unless such -
oU'ligations are rpauced as permiued by subsection (e) but thc assooiation shall not provide ooYcrage foi (1) Any
portilon ofa policy or contact not guaranleed by the insurer, or unier which the risk is bome by the policy or

conract uolclec); Ky. Rev. Stat. An!. $ 304.42{30 (I-exisNsxis 2008) (A(b) This subtide .hall. not provi<le

"ou"og" 
tot, t. i\ny portim ofa polioy or contact lot euaranteed by thg gsurer, or under whioh the risk is bom€

Uy t" ioti"y ot oootr*t o*ner);-I-a. Rev. Stat. Aan. $ 22:1395.3 (2008) (B.(2) This Pafi shell rc1plsvide co-v€rag6

fJr: Gieny portion of a policy or oontract not guaranteed by the insurer, or under which the risk is bome by the

po["v or 
"dtrn"t 

hokkr); trli. Rev. Star AD!" tit. 24-A, g 4603 (2008) (2. XCEPIIONS. This ch4ter does not

lpply to: B. Aly policies or oontacts, or any part ofthesepoligigl or-co_ntlact8, under which thc risk is bome by the
p'oicvnofad; i,li. Code A1a.,Ios. $ 9403 (i:,€rrisNpxis 2008) ((bX2) Cov*age may not be_provided under.this

iottiif" fot' (ii u"y part of a poUcy or contract I . that is not guarant€cd by the insurpr, or uacler which the risk is

borne bv thc'iolicyiroL{er or contract holder); Mass. A!n. Lsrl's ch" 175 g 1468 (LoxisNexis 2008) (€XBX2) This

*a1i9a "r,.rr ast piovide coverage under: - (a) any portion ofa policy or cootract not guaranteed by the iosurer, or

ooao uAi.l tn" tirt is bome by-tbe policy or contract holder;); Mich. Coop. Laws Serv' $ 500.204 (Irxisf'{exis

2OO8) (5) Tbis chaptEf does aot provide coverage for the following: (a) A portion of a poliry or cootmct not
go* ii.f q rc ii""to or uoder which the risk is borne by the policy or contact oq'!rer' ircludilg, but oot limitd

t, Au -og;rd""d portion of a variable or separate account product.);.Mim. Sbt Ann. g 618.19 (W€'t 2008)

1SIOO. l. t i-itation oicoveragc. Sections 6lB.l8 to 618.32 do not provid€ coy€rsg€ for: (1) a poilion ofa policy or

;otrtact not guannte€d by the insurer, or under vifiich thc inveetm€dt rist is borne by thc policy ot coltact_hold€r);
Miss. Cocle ion. $ 83-23:205 (2008) ((2)O) This article shall aot provide cov€rage for (i) A portion of a poliry ot

coatact not guarant€ed by the insurer, or uader whic,h the risk is borne by the policy or oontsact ownert; lvlo. Ann.

stst- $ 3?6.7-17 (Wesr ZOOS) (1, S€ctions S16.?15 to 3?6,?58 shalt not provide coverage fol: (1) Any Poltio! of a
policy or cortact Dot guaranrccd by the insurer, or under which the ri:k is bome by tbe policy or confiact hotaler);

iraooi. CoA" en"" g f3-i0-201 (200?) (10) This part does not provide coverage for: (a) policies or conlracta or ary
pa* ofthc policiejor contracts not gualatrte€d by th€ memb€r i[sur€r ot'unier which th€ risk is bome by the

iolicyonrer); tteb. nw. stat. A!!- $ '14-2703 (LcnisNQxis 2008) (@)O) The act sb4U not applv to: (i) Aav portion

ofany policy or contsact not guaraD&ed by the insurrr or utrder whicl thc risk is borne by the policy or contact

holrred; Nev. Rw. stat Ann. $ 6S6C.035 (Lexisl.I6xis 2008) (1 . This chapter does oot provide cowmge for; (a) A
portion ofa policy or contraot not gua nte€d by the insurer, orrmder-which th€ risk is borne by the ownerofthe
potlcy ot co"t*i); Nfi. Rev. stai Ano. $ 408-8:5 (LexisNexis 2008) (tr'(b) This chapter sh4l mt Provid!
coverage for: (1) Any portion of a policy or coutact not guaraoted by tbe insurer, or under vihich the risk is bome
Uy the iolicy or conracr holdcq); N.J, Stat. AtrD- g 178:324-3 (West 2008) (c. This act shall not providecoverage

for: (1j any portioq of a policy o( coEtact not guaranteed by the insurer- or undcr vrhich the risk is borne by the
polioy ot *ottu"t noHer;); N.M. St8t. Atrn. $ 59A42-3 (LexisNexis 2008) @. chapter 59A, &ticle 42 NMSA 1978'shall 

not apply as to: (2) that pofiion or part of any policy or cotrEact unier wLich &o risk is bome by the
po1cyhohlr;j; N.y. Ins. fa* $ ZZOf (C-"ot. 2OO8) (O) This articl6 {h.ll_not apply to: (2) That portio! or p8n of
8!y policy, contract or ageement utder which the risk is bome by the holder thereof,); N.c. G€n. stat. $ 58-62-2 I
(ZOOA) (i) T'nis &ticle does not provide covemge for: (1) Any part ofa policy not guaradc€d by the iruucr, or

9
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withdrawal and cash values ofvariable contacts regulated by the Commission are expressiy
excluded from the scope ofguaranty association coverage, the Comrrission's erroneous
conclusion that the puchaser of an indexed annuity is "exposed to significant investnent dsld'"'
coupled with the adoption of proposed rule 1 5 I A requiring these conhacts to be registered as
securities with the Commission-may effectively exolude tlese oontacts from the scope of
guaranty association cnvenge."

under which the risk is bome by the policl&old€f); N.D, C€nt. Code S 26.1-38.1-01 (2008) (3. This ch4ter does not
provide covemge for: a- Any portion ofa policy or contract trot guaranteed by the rnsurer, or under which the risk is
bome by the policy owner or contract owl€r;); Ohio Rev. Cotio Ana. $ 3956.04 (LexisNexis 2008) (@)(2) This
chapter do€c rot providc covcrage for any of the following: (a) Aay portioa of a policy or oontact noJ guarant€cd by
the igur€f,, or uoder wbich the risk is borne by the policy o! contract hold€r); Okla. Stat. Ann. tit. 36' $ 2025 (W€st

2008) @.2.This act shall not provide ooveragc for: a- any portion ofa policy or ooatsact uot guaranteed by the
insurer, or under which thc risk is bome by the policy or contact holder); Or. Rev. Stat. $ 734.790 (2007) (3) ORS
734J50 to 734.890 b not provids cov€rage for: O) TlBt poftion or part ofaay policy or contr€ct under which fle
risk is bome by the poUcyholder.); 40 Pa. Cons. Stat. $ 99 L 1703 (2008) (@) (2) Tbis article shall not provicle

coverage for any of the followilg: (i) Any portion of a policy or coatract oot guarulteed by rbe iDsurer or und€r
rvticb the risk is bome by th€ policy or contrsct holder.); P.R kws AllL tit. 26 $ 3903 (2005) (b!2) This ohapter
rh,ll rot proyid€ coverage for: (A) Any portion ofa policy or contract which is lot gnaranteed by the insurer or
under wbicb the risk is assuncd by the potcy or contraot holdcr;); R'I. Gen. Laws $ 27-34.3-3 (2008) (bX2) This

chq)t€r stall mt provitle coverage for; (i) A portiou ofa policy or conlract not gusranteed by the insutr, or under
whioh the risk is bome by the policy or contraot ownerJ; S.C. Code Ann. $ 38-2940 (2007) (2) This ohapter does
not apply to: (a) Any policy or conEact or prt thereofunder which the risk is borne by the policytolder'); S.D.
Codified kws $ 58-29C46 (2008) (B.(2) This ohrpter may lot provide ooverage for: (a) A portion of a policy or
co ract not guaranteed by the insurer, or under which the risk is bom€ by the policy or contraot o$mer;); Tern.
Code Ann. | 56-12-204 (2008) (OX2) This part &es not provicle coverage for: (A) Arry portion ofa policy or
contract not guarant€ed by the insurcr, or under which the risk is borne by tle policy or contrEct holdee); Ter Ins.
Co&,463.2$ QA07) (O) This chapter does not provide coverage for: (1) any part ofa policy or coutrsct oot
guarantcod by the iosur€r or under which the risk is bome by thc policy or contract omerr; Utah Corte Ann. $ 3lA-
28-103 (2008) (O) This palt doe8 not prcvide covaage for: (i) a portion ofs policy or coatracr (B) uriler which tbe
risk is born€ by the policy or oontaot owne!); VL Stat' ADn' tit. 8, $ 4153 (2007) (b)(2) This subch4ter rhrll not
provide coveragc for: (A) any portion ofa potcy of contract not guarant!€d by the insuler, or undor which th€ risk is
bome by the policy or contract holder;); Va Code Ann. $ 38.2-1700 (2008) (C. This cbrpter shall lot apply to: 2.
That portioD or palt of any policy or contraot under which tle risk is bome by the poiicyholder;); Wash Rev- Code
Am. g a8.32A.025 (,exisNexis 2008) ((2)(b) Ttis chaptcr do€e not provid€ oov€rage for (i) A portion ofa policy
or contact not guarantecd by the insurer, or under which the risk is borne by the policy or contract ownerJ; W. Va.
Co& g 33-26A1 (2008) ((bX2) This articl€ shall not provide coverage for: (A) Aay portion of I ltolicy or conhact
not guafint€€d by th€ insurer, or under which the risk is bome by the policy or coatsact holder;); Wis. Stat. S 646.01
(2007) (1Xb) Exccptioos. This chapter does trot apply to any ofthc following: l. Any portions ofa lifc insurance
policy or aoxuity contract that iE oot guannte€d by the iusur€r or utrd€f, whioh the risk is borne by the policy or
policyholder,); Wyo. Stat. Ara. $ 2642-103 (2008) (c) This act shall not provid€ ca!€rage for: (i) Anyportion ofa
policy or colltract oot guaradeed by the io.surer or under which the risk is bome by the policyholder or cotrtract
holderJ.
s Proposing Release at 5.
- Folowing receot market turEoil, the U.S . Treasury Departoaqf f'Treasury D€parh€of') determined it x'as
nec€ssary to provide a Gryorary guarant€e program for money ma*et fulds. The Tressury Departu€nt ststed the
following rationale for its uuprecedented action:

Money market funds play an importaat rol€ as an invesfrmt v€hicle for many Americans; they
are also a fundameutal sourc€ of filancing for our cqital markets aad finaacial institutions.

t0
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O1d Mutual appreciates tho SEC's re-opening of the commetrt period for 30 days and the
opportunity to submit additional conments on fhe proposed rule. During the initial comment
period, on August 1, 2008, Old Mutual filed a fomral request with the Commissioo in this

nrlernaking proceeding to extend the comment period to January 8, 2009 to permit its company

manage,rrent to uscertain the precise impact ofthe proposal. Regrettably, the sEC did not agree

to extend the comment period during the initial comment period and gave no indication after it

closed that it would re-open the corrme,lrt period. we beiiwe the proposed rule deserves more
anaiysis than the re-opened 30 day comment period has permitted, especially in view ofthe
Novernber 14, 2008 statement of Director Donohue that a final rulo proposal, if made by staff,
will exclude 'Gditional" fixed amuities.26 If so, the Commission should reconsider its

Maintaining coafidenc€ in the mon€y martet fuf,d industry iE critical to protectiug the iltegnty
and stability ofthe global fimncial system. This action will enhance market co!.fid€nce and
alleyiate iN€stors' conc€rns about th€ ability for motrey D,arket mutual fi|nds to absorb a 1088.

http://www.aeas.sov/officeVdomestic-finance,/kev-initiativevmon€v-market-fund shtml'

Indexed annuities play ao iryortant role for Americans saving for retirenent and other long tcrm nE€ds. Congr€8s

encograges thc use of anmrities for the accumulatiou oflong term sayings by individualc tbrougt favorable tax oode
provisions. Consiclerations paid for inde:ced annuities become part ofan insurer's geocral account. bsurers, aoting
principally as tong tern le0ders, iavest general accouut assetc in th€ economy, thus serving as a fundamental source

oflong term financing and capital formation in the nation's economy, "Life iasurers arc the larg€st source ofbond

finarcirg for Amcrica's corporatioDs, They provide $2.5 trillion in Uquidity to the €conomy." Frank Keating I-euer

to tte Editor, 1n$rre6 Are Major Source ofCapiral, Wall St. J., Nov. 12,200t. By way ofconparisoq 'lrime

noney fiuds, wiich irv€$t in comm€roial paper, held rougbly $2 trillion in assctr in €ody Septomber, and fell to

$1.56trillionbyearlyOctober."DiyaGullapal|i,MoneyFundsLagDespiteU'S,4cfon' Wall Sr J'' Nov. 12' 2008.

Thus, tbe Treasury Departmenf s stated retionale for the temporary guarant€e progam for noney market filads is

even more compelling for indexcd annuities beoause insurer's gcneral accoutrt investu€ols provide longer term

sources of capital. Accordbgly, since the Commission's adoption ofproposed nrle l51A may result in ihe loss of

solvency guarantees cunenrly provirled by staie law for indexed annuities, we urge the Commission to wo* v.ith the

Trcasury D€parh€nt to proviale alternative permalent guaranlees ofthcsc iryorant savings products to repLaoe

existing permaoeut statc insuranoe solvency guarante€s which may be lulliEed if proposed nrle l5lA is adopted.

5 In remarks before the AJ-I-ABA Life luurance Products C.olf€rerce on November 14, 2008, Andrew J. Donohue,
Director oftbe Commissioa's Division of Inve$tmsnt Muagem€nt stated that th€ staff is reviewing and analyzing

oommente received in this rulenaking; alrd wcnt on to say:

Sev€ral oommeNrts expressed conc€m that the lule as proposed is overbroad io its scope, so that it could be rcad to

cover taditiotsl fixed aumities. In the proposing release for the nrle, the Commiesiou contrasted th€ two t]?es of
suuiti€s, noting tbat in the case ofan indexed annuity the purchaser assumes substantially different risls atrd
b€rcfts. Notably, at tho tim€ that such a contract is purchase4 the risk for the urlnown, unspecfied, aod fluctuating
securities-linked portion ofthe renrm is primarily assumed by the purchaeer. Utbe staffmakes a final rule

remmmendation we would expeot to make clear tbat traditional fixed mauities are excludcd.
h@:/Arww.sec.gov/aewVspe.ecb/2008/spchl 1 1 408ajd.htm

In view ofDi!€.ctor Dooobue's quoted r€madG, it is disa.uting that insuren arguiry for firrowilg ofthe proposed

nrle, s€€ note 16 Jrrprra, have mt provided the Commission with a rigorous comparative analyris ofwhy the public,

und,er applioable precedeuts oftbe U.S. Supreoe Court aad the Commission's guidance, is not also equally entitled
to the protections of federal disclosure, antifiaud and sales practice protections when the pubtis bu).s c€rtain
traditional noo.registered anuity contracts (i,€,, ma*et valuc adjustcd amuities, group anauities and discrctionary,
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decision to end the cornment period today, especially when one considers that the traditional
fixed annuities to whioh Dtector Donohue is referring include some which are dfuectly tied to
the value ofrmdedying securities held by the insurer and depend directly on the investnent
acumen ofthe issuing insurance company.

We also note that the unreasonably short corunent period has not allowed Old Mutual to firlly
determine the extent to which Rule 1514 will limit consumer choice by causing independent
imurance producers to forego the offering ofindexed annuities i4 order to avoid costly
compliance with securities iegulation regisbation requirements.2?

In any event, we respectfrrlly reservo the right to supplernent oun comme.nts herein with the
Commission. If you have any questions about oul supple,mental oommonts or would like any
additional infomration, please contaot me at (410) 895-0082.

r{,{il-' 
Eric Marhoun
Senior Vice Prosident & General Counsel

The Honorable Christopher Cox, Chainnan
The Honorable Kattrleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Prades

Andrew J. Donohue, Director, Division of lnvesfinent Management
Susan Nash, Associate Direotor, Division of Investnent Management
Wiltiam J. Kotapish, Associate Director, Division of lnvestm€trt Manag€ment
Keith B. Carpenter, Special Counsel, Division ofluvestnent Managernent
Michaol L. Kosoff, Aftomey, Division of Investu€trt Managetnent

errc€Bs int€rest contracts) offered by these insurers. Is ttre owner of a "traditional fxed amuit/' in thc form of a
(non+egistered) market value amuity coutact thnt coqutes its sccouat ralue by refereace to underling

inve.etueuts speoifioally selected aud aotively nanaged by the insurer lot equally or more deserving under U. S.

Suprem€ Cout precedents and the Commission's guidaace of federal disclosure, antiftaud md sales practice

protectioff *1'en the owner ofan indexed annuity whose rahre is computed by reference to a colomercial indcx that

tle irsurer does not actively m'n'g€ or cotrtol aad involves no mark up or down of accouut values based on the

holdings ofthe insurer's g€Nreral accoutrt?

27 In an informal suwey of Old Mutual pro<hrcers, over 40% of the non-securities registered produoers who

rEspold€d statcd that they would not offer FIAS if Rule 151A is adopt€d

12
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September 10, 2008

Ms. Florence E. Harmon
Acting Secretary
U.S. Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-9303

Re: Indexed Amuities and Certain Other Ilsurance Conhacts
File No. 57-14-08

Dear Ms. Harmon:

Old Mutual Financial Network ("Old Mutuai';r 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) ofthe Securities Act of 1933 (the'1933
Act').

Old Mutual opposes adoption of proposed rule 1 5 1 A. The first section of this letter addresses
our concern regarding the lack ofneed for the proposed rule particularly in light ofstate
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.

I. THE PROPOSING RELEASE DOES NOT ESTABLISII 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,"3 cites "complaints ofabusive sales

I OId Muhral Financial Network ("Old Mutual") is the marketing name for the U.S. life insurance and arLnuity
operations of Old Mutuai plc. Working through its network ofestablished insurauce companies (OM Finaucial Life
lnsurance Company, OM Financial Life Insurance Cornpany ofNew York), Old Mutual is headquartered iD
Baltimore, MD; maintains a Natioml Sales Of6ce in Adauta, GA, atrd service cente$ in Nebraska and Atlauta.
The companies that conrprise Old Mutual deliver a diverse pordolio of annuities aud life insuratrce producb via an
established group ofnraster geDeral agctrts. Products are disffiut€d in 50 states aDd th€ District ofcolurr$ia- Old
Mutual has nearly one million policyholders nationuride. As ofJurc 30, 2008, Otd Mutual had $18 billion in
statutory-bas is assets.
2 See Indexed Aruruities and Certain Other Insurance Contacts, Rel. No. 33-8933, 34-58022 (June 25, 2008).
3 Proposing Release at 6.

olor i , rut}$.h4Bf6r5t{ '2r .33t tsrr 'e.a. ietng.raoeto|cMFin3nc]aLt 'e |nsUranceconrp?ny(Hom3of ice 'Ba| l in1. le ' iF
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O d t {u lua l  F  nanc ia l  N€twork

:  ! , : , . : : :  : , -
' 1 .  - .  . . . , .  :  .  - . . . ' . ,

,  r j i i . : i j  , l :  i



practices,"4 and states that protections provided by these contracts are 'hot...substantial

enough."5 Yet it fails to produce evidence of abusive sales practices, fails to acknowledge state
regulation ofdisclosure and sales practices, and disregards state regulation ofguarantees.

A, No Empirical Evidence Has Been Provided

The Proposing Release identifies consumer protection, especially protection of seniors, as one of
the driving needs in support of the rule.o As evidence of this need the Proposing Release cites
tJre statement of Patricia Struck, then President of the North American Securities Administrators
Association ("NASfu{"), at the first Senior Summit in June,2006.7 In her statement, Ms. Struck
reports survey data NASAA obtained ftom its members about complaints involving indexed
annuities and complaints involving variable annuities.o Because Ms' Struck's statement reports
this information in the aggregate, and not separately for indexed annuities, these suwey results
effectively preclude meaningfirl analysis ofthis body of evidence by the Commission and the
public. It certainly does not warrant the extrapolation ofnontransparent combined results to the
entire population of indexed annuity plans currently available in the U. S . retirement market
place.e At the same timo, the hoposing 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. kr short, the SEC has failed to provide any empirical data
regarding abuses related to the sale ofindexed 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 unifomrly
regulated under the supervision of state insuance r€gulators and state insurance law as fixed
annuity contracts. This uniform state insurance regulatory treatment ofindexed annuities is
significant in determining status of confacts under Section 3(a)(8) and differs from the uncertain

a Proposing Release at 8.
5 Proposirrg Release at 26,
6 ,9ee Proposing Release at 8, 15-17.
t,9ee Proposing Release Note 25, at 16.

8 Id. Ms. Stmck states "The NASAA survey also found that unregistered securities, variable annuities and equity-
indexed aunuities are the most pervasive finarcial product involved in senior investuient fiaud. In Califomia, 75
percent ofthe state's senior investment fraud cases involve urregistered securities. Cases involving vafiable or
equity-itrdexed arnuities were 65 percent ofthe caseload in Massachusetts, 60 percent ofthe caseload irr Hawaii aud
Mississippi." We wg€ the SEC to publish the entire suwey, including the survey instrument and all data gathered in
the survey, to permit its review by iutercsted parties. Details of the surv€y do not appear to be publicly available on
NASAA's website or otherwise.
t Old Mutual has received fewer than 3 complaints per thousand in-force indexed auruity contacts for calendar
years 2005, 2006, 2007 and through June 30, 2008.
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state insuance rcgulatory status of the variable annuity contract noted by the U.S. Supreme
Court in SEC v. Variable Armuity Life Ins. Co., 359 U.S' 65 (1959) C'yALIe).'"

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 recogrizes and gives deference to in the context of proposed rule I 2h-7' '-which

establish the minimum guarantees provided by indexed armuities.

1 State Regulation ofDisclosure 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 armuities include
information about costs (such as surrender charges); the method of computing
indexed retum (e.g, applicable index, method for determining change in index,
caps, participation mtes, spreads); minimum guarantees, as well as guarantees, ol
lack thereof, with respect to the method for computing indexed retum; and
benefits (lump sum, as well as annuity and death benefits)' We think there zue . ̂
significant benefils to the disclosures provided under the federal securities laws."

The Armuity Disclosure Model Regulationls 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 ofa written disclosure statement at point ofsale under Section 4 B. ofthe
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 ofthe contract, fte company product name, ifdifferent, and
form number, and the fact that it is an annuity;
(2) The insurer's name and address;

'o The VALIC Cowt observed that state insurance regulatory teatnent ofthe then ncw variable annuity was far fiom
udforsr:

Some Stales deny these "aDnuity" contracts any status as "insurance". Others accept them mder
their "insurance" statutes. It is apparent that th€re is no uniformity in the rulings ofth€ States on
the natue ofth€se "aD.nuity" contacts.

359 U.S. 65, 69.
rr Proposing Release ai 4?.
12 Proposing Release at 70.
t'I,lAIC 2+5-t. I.he goal offiis regulation is to ensure that purchasers ofannuity contacts underutand certain basic
featues of aunuity coDtacts.

3
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(3) A description ofthe contract and its benefits, ernphasizing its long-teml
nature, including examples where appropriate:

(a) The guaranteed, non-guaranteed and determinable elements of the contract,
and their limitations, if any, and an explanation ofhow they operate;
(b) An explanation ofthe initial crediting rate, specifuing any bonus or
intoductory portion, the duration ofthe 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-guaranteed basis;
( ) Any value reductions caused by withdrawals from or surrender ofthe
convact;
(e) How values in the contract can be accessed;
(f The death benefit, ifavailable and how it will be calculated;
(g) A summary ofthe federal tax status ofthe contract and any penalties
applicable on withdrawal ofvalues from the contact; and
(h) Impact ofany rider, such as a long-term care rider.

(4) Specific dollar arnount or percentage charges and fees shall be listed with an
explanation ofhow they apply.
(5) tnfonnation about the curent guaranteed rate for new contracts that contains a
clear notice that the rate is subject to change.

Finally, in addition to requiring a product-specific disclosure statement, the Annuity Disclosure
Model Regulation also requires delivery of the Buyers Guide for Equity-Indexed Annuities.ra

State insurance departments undertake an exacting review of each indexed armuity contract
before the contract may be offered in the state. In cormection with that review, state insurance
regulators typically request very detailed infomration about the confiact and practices regarding
the offer and sale of the contract. State insurance regulators may condition the sale of a
particular indexed armuity on prior regulatory review, Notably, this review generally includes a
review ofthe 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.'o

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 ofdisclosure at

'a For exarples oftbis specialized state insurance regulatory disclosue for equity-indexed armuities, ̂ ree
h@://www.id&r.corn/doi/life_annuitieVequityindex.asp and httpy'/www.dora.state.co.us/Insuancchegs/4l-
l2%o20attach-pdf-
tt See, e.g., Miuesota Departoreot of Commerce, Checklist for Amuities,
hftp://www. sta&.mn.us/mn/extemalDocs/Commerce/Annuities_O3 1 103 0933 32_lh45cbk.pdf (requiring insurers
provide "a copy oftho disclosure statement that will accompany contacts, i.e., a furm tllat the policyholder signs,
ccrtiffing that he/she understauds the key features ofthe contact which featues shall be addressed clearly and
completely in the disclosue document").
t6 Section 9 ofthe Advertisements ofLife Insurance and Auuities Model Reguladon requires irsurers maintain
advertising files and requires au authorized officer to state, as part ofthe insursr's annual statement filed with the
insurance commissioner, that sdvertisernents dissemitated by tr on behalfofthe insurer io tho statc duritrg the
prcceding statement year "complied or were made to comply in all respects with the provisions ofthese rules and the
insuance laws ofthis state."
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the consumer's expense and without any added benefit to the consumer' We believe the

Commission must take into account the natwe, extent and effectiveness ofstate insurance

disclosure and sales practice regulation both in evaluating the need for the regulatory protections

ofthe federal securities laws and in making the required cosVbenefit analysis related to proposed

rule I 5 I A. 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
discloswe and sales practice regulation we believe the Commission should considel in this
rulemaking proceeding include the following:

o The Suitability in Amuity Transactions Model Regulation"

. The Ilsurance and Annuity Replacement Model Regulationr8

o The Advertisements of Life Insurance And Annuities Motlel Regulationre

State "free look ' requirements2o

State oversight and approval ofproducts and related product disclosure, including
the work ofthe Interstate Insurance Product Regulation Commissioni'

State insurance unfair trade practice law and reguladon2z

a

t7 Initially adopted by the National Association oflnsurance Conmission€rs (NAIC") in 2003 as the Senior
plotection in Amuity Transactions Model Regulation, this rcgulation now applies witlout regard to tho ago oftho
purchaser, It establishes standards and procedues for recomn:endatioDs to coDsumers in connection with auruity
transactions. Tlese standards iEsur€ that the iruurance needs aad financial objectives ofconsumers at the time ofthe

transaction are appropriately addressed. In particular, Section 6 B. requircs the insurance producer (or the iruurer if
no proilucer is involved) to rDake rcasonable efforts to obtain information regarding the puchaser's fmancial and tax

status, investment objectives and other iaforrnation used or considered to be reasonable in making
recommcndations to the consumer.
18 The purpose ofthis rcgulation is to regulate the activities ofiusurers aod producers with lesp€ct to the
replac€meat of existing life insuance and aunuities by establishing minirnum standards of conduct lo bc obscrved in
replac€ment or financed purchase transactions. The regulation assurcs that purchasers receivc the information

needed to make au informed purchase decision.

le Thrs regulation establishes minimum standards and guidelines to assure a firll and tuthfirl disclosue to the public

ofall matsrial and relevant fuforrnation in the advertising oflife insurance policies and aDlruity cotrtacts.

20 See Md. Code Ann. Ins. $ l6-105(2008)(requiring notice prominently printed on th€ fac€ oftho annuity conb:act
infonning owaer ofright to cancel policy within 10 days ofd€livery). The Buyers Guide for Indexed Annuities
calls attention to this right as follows: "Wtren you roceive your contac! read it carezuly, It may offer a "free look"
period for you to decid€ ifyou want to keep the contact. Ask your agent or insurance conrpany for an explanation
ofanything you don't understaad. Ifyou have a specific complaint or can't get the answers you need from your agent
or company, contact your state insuance deparhn€nt."
2t See ttote l5 J,pr4 and hterstate hsuance Product Regulatiotr CormissioD" Rule Establishing Uniform Staldards
for Index-Lb.ked Interest crediting F€atues for Deferred Non-Variable Amuity Prodrcts (May, 2008)
http://www.insurancecompact.org/rulemakirg-records/08053O-index-linked-crediting.pdf.
22 S"e e.g., Md. Code Arur. Ins. ! 27-102(prohibiting urfair trade practices); Md. Code Ann. Ins . 5 27-202--:216
(dcfmitrg ufair and decepdve acts and practices);CoMAR 31.15.01(unfair tsade practices in advertising);COMAR
3 1 . I 5.04 (unfair t'dde practiccs in solicitation of aDnuity contlacts).

5
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a

Enforcanent actions by state insurance regulators and state attomeys geneftl24

State insurance dspartnent market conduct examinations23

Proponents ofproposed rule 151A may argue that the commission should igpore 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 fonn for each
product and then use it in all jurisdictions where they conduct business, includingjurisdictions
that have not yet adopted particular NAIC model laws or regulations. The Commission followed
a similar path-when ii set ihe specified rate of interest under Rule 1 5 1 (b) .25

The Commission's Division of Investment Management previously observed that Justice
Brennan "in deolaring 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" "o
The world ofinsurance 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 lad' applicable to indexed annuity. contracts. We urge the Cormission to consider state
insurance disclosure and sales practice protections.''

2. State Regulation of Minimum Values

lndexed annuities include irnportant guarantees of principal and credited intffest under state
insurance solvency regulation desigred to protect contractowners that did not apply to the

B See, e.g., Y ernlon.t D€parhnent of Insuanc€
http:i/www.bishca.state.vt.us/InsurDiv/market-conduclcxarns/a-rDarketconduclrcports2.htm

Missoud Departrnent of Insurancg Financial Institutions and Prcfessional Registrations
http://insurance.mo. gov/cgi-bin/McExamslisLpl

2a See, e.g, Pentsylvania Departruent of Insurance, Enforcement Actions, Michael J' Krnan Jr., Docket No. co 00-
01-002 (March 3, 2000X Respondent sold three index aonuity producb and misreprEsonted to his clictrts that th€re
would trot be a surender clarge if Oeir contracts wer€ suEendered prior to rEturity. Aft€r the sale, Respondert
asserts he became aware of the surrender charge. The clients requested their annuity contracts be rescinded and the
full amourt oftheir deposits be re6-uded, which the insuer did. Respondent has been placed under a two year
period of liceuse supervision). h@://www.ins.state .pa.uVi$/cwp lview.asp??:1276&q528650&pp=3

25 Under Rule I 5 I (b) the Commission tied the mininum rate re quired to be qedited to the r€l€vant nonforfoiture
law in the jurisdiction in which the contact is issue4 or, if the jurirdiction had not adopted such law, or no [onger
rnandated that a minimum rate apply to existing conftcts, ther 'lhe sp€cified rate under the contact mlst at l€ast be
equal to the minimum rate then required for indiyidual annuity cootracts by the NAIC Standard Nonforfeitue Law-"
See Defilition ofAnnuity Contacts or Optional Altruity Contrac8, Rel. No. 33-6645 (May 29, 1986)(Adopting
Release at Txhereinafter referred to as 'Release 6645").

26 Division oflnvestrnent Managerrenq United States Securities and Exchange Commissiorl Protecting Investors:
A llalf Ceutury of hvestment Corpany Mauagemert, 393 at note 84 (May, 1992xhereinafter rcfeE€d to as
"Protecting Investors")(emphasis added).
27 We also urge the Commission to consider tlat in conhast to the well developed state regulation ofdisclosu€
applicable to indexed annuities, neither the proposed de nor the commission's Form S-li:rclude any disclosure
standards specific to indexed auruities. Moreover, there is no offce ofthe SEC charged with regulating these
products. By coltrast to state insurance regulators, the SEC has no experiencc whakocvcr regulating indexcd
anouity contncts.
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variable annuity considered by the Supreme Court in @ 387
U.S. 202 (1967) ("Uni!sd Eenefi!').

In particular, state insurance nonforfeiture laws28 set a floor for benefit payments by establishing
the interest rate used to calculate these benefits and the minirnum amount ofthe initial and
subsequent purchase payments to which tlis rate must apply. Nonforfeiture laws were initially
enacted to protect purchasers of^insurance contracts-not to protect the insurance companies
issuing the insurance cortracts," although they clearly play a supporting role in regulating
insurer solvency today."

In confiast to United Benefit's Flexible Fund aruruity, purchase payments under indexed
aruruities are insurer general account-not variable separate accout-assets. The purchaser oI
an indexed annuity does not participate in the investment experience ofthe ilrsurer's general
account. This fact is significant because state insurance nonforfeitwe laws prctect purchasers of
general account deferred armuities, including indexed aruruities, before annuity payments ̂ ^
begin.3r State insurance nonforfeiture laws do not protect purchasers of variable annuities" who

a State notrforfeitue laws gonerally tace thoir origins to public outage over tontinc policies sold irr the Uoited
States ftom the time ofthe Civil War until the early 1900s, when they were oudawed as a result of legislation
adopted in New York in 1906. This legislation resulted ftom a recommendation ofthe Amstrotrg Cornrnittee
investigations oftho insurance ilrdrstry in New York in 1905.

Under a tontine policy, a dividend was paid only if the insured survived the tirne period specified in the contract. In
its report tl€ Arrnstrong CorEnittee noted that the thlee largest New York insurers at that time 'told mostly tontine
policies on which dividends had fallen far slnrt ofthe estimat€s made for policyholders at the time ofpuchase."
George A. Norris, Voices ftom thc Field - A History of the National Associatiou of Life Undervrriters fNational
Association of Life Underffiters, 1989).

"Tontine i.nsurance held certair appeals. The policyholder was offer€d the possibility ofmunific€nt r€tums otr his
investrnent if he adhered to his contractual agrecrncnt, Manageneut, oo the other hand, accumulated large amounts
of capital since, unlike annual-divideud insuraDc€, it did trot have to dispersc yearly payments, Furthermore, since
th€ corpany did not pay a cash surrender yalue ou tontine policies, lapsed rnoney was not rctumed. This amout
proved sizablc; a twenty-fiv€ percent or higher lapse rate was common." H- Roger Grant, Insurance Reform
Consumer Action in the Progressive En, 7 (The lowa State Unive$ity Press, 1979).
2e See Atfted N. Guerti\, Developments in Standard Non-Fotfeiture and Valuation Legrlarroz, Joumal ofthe
Anerican Association ofUaiversity Teachers of Insurauce, Vol, 13, No. 1, 5-15 (Mar. 1946) (Discussing post-
Armstoug invcstigation legislative initiatives, Guertin states at 7: "The conference ofcovemors, Attomeys
Gcncral and Commissioner and its Committee ofFifteen was dealing with disclosues developed by fthe
Armstollg] investigatior. It was ot an emergenct inwli\g the solvenq ofcompanies, however. ltis
understandable, &erefore, that tleir report did not contaitr recornmendations on the matter ofreserves ftom thc
standpoint of solvency of cornpanies. They werc interested in the practices of companies ifl their relation to
p o Ii cy ho M ers." ) (Erryhasis added).
3o See, r'.a, Report ofthe American Academy ofActuaries' Aruruity Nonforfeiture Section 6 Work Group on Section
6 ofthe NAIC Model Stadard NoDforf€itue Law for Individual Defened Annuities (Boston, June, 2005),
https://www.actuary.org/pdfllife/nonforfeit_6june05.pdf(standard nonfor&ibrc law addresses iusurer solvency,
equity betwe€n sunendering and continuing policyhold€rs and "smoothness", i.e., to gradually eliminate any
differeDce between the cash surrender valuc ofthe surrendering policyholder aad the paid up annuity value of the
continuing policyholder as the policy approached matuity).
'\ See, i,e., Md. Code AI1IL Ins. $ 16-501(7) (2008).

12 See, i-e., Md. Qode Am. hs. $ 16-501(4) (2008).
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assume (,,underwdte,,) the risk that the sunender value ofthe variable annuity will be less than
what they paid for it, and therefore receive the altemative protections ofthe federal securities
laws which focus on disclosure in lieu of a state regulated guarantee of principal.

Importantly, the minimum guaranteed surrender values in gez eral account indexed armuities are
determined tbrough state legislative processes regulating the business ofinsurance rather than
being determined at the insurer's discretion. The guaranteed sunender 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 armuity confacts credit interest during the
accumulation period.33 The amount ofinterest an insurer is obligated to credit under a deferred
indexed aruruity 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 ofsecurities; or, (2) according to an annual minimum guaranteed
rate of interest determined under state insurance nonforfeiture laws.

One state regulatory advocacy group seekingjurisdiction over indexed annuities blatantly
ignores applicable state insurance law when it claims that guarantees under indexed annuities are
'istablishJd by insurers in tJreir discretion, usually at very low rates."ra In fact, minimum
guarantees under these non-registered contracts are established by the Standard Nonforfeiture
l,aw for Individual Deferred Annuities adopted through legislative process in 47 states and the
District of Columbia.35 These state insurance solvency laws protect purchasers of general
account indexed amtuities against the risk of "insignificant" guarantees like the one included in
rhe separate account vari^ble armuity examined by the Supreme Court in United Benefit.

In considering the issue ofwhat constitutes an adequate guarantee ofprincipal under an indexed
annuity contact, the Commission should take into account that under state insurance solvency
laws, insurers offe-ring these conhacts are not legally required to provide cash sunender values
pdor to matudty.'o 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 sunender and partial withdrawal rights in their indexed armuities,
state nonforfeiture laws strike a balance between contractowners who hold their conhacts until
benefits begin and contractown€rs 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

33 The Proposing Releas€ at 9 states "During th€ accumulation perio4 the ilsurer credits the purchaser with a return
that is based on changes in a securities index...." The itrsuler credits iuterest uud an indexing formula; it does nol
pass though a 'tetum,"

3a NASAA's Briefing Paper in Support ofthe SEC's Proposed Rule on Equity Indexed Anrurities, p. I (August 11,
2008).
35 Thc Van Elsen Report, http;//www.veconsulting.com/resourcesiictanlmap,pdf(August 30, 2005).
36 See, i.e., Md. Code A]lrL, Ins. $ 16-503 (2008).
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who provide the right to sunender a long term contract on any day.3t 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 clarifi proposed language in Rule 151ft)(2)(i) to avoid any appearance of
favoring fronlend loaded contacts 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."3E

Few states specifically cap commission rates; for those that don't, state insurance nonforfeiture
laws implicitly cap sales charges by requiring minirnum cash surrender values in all indexed
armuities that provide cash surrender values. In otler 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 (zurrender 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 curent state nonfodeiture laws, indexed annuities
typically provide that the guaranteed minimum value is equal to at least 87.5% ofpurchase
payments, accumulated at an annual interest rate ofbetween lYo and 3Yo." The Froposing
Release further notes that, assuming application ofthe lowest state authorized guarantee of
87.5% ofthe premium accumulated at the lowest possible rate ofone percent, it rvill take
approximately 13 years for a purchaser's grraranteed minimum value to equal 100% ofthe
purchase payments.ou The SEC's current view that state insurance nonforfeiture guaxantees axe
not "substantial enough""' stands in marked contrast to the favorable views previously expressed
by its Division of Investment Management on the sigrrificant protections provided by state
insurance nonforfeiture and reserve iaws.

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 tlese
contracts be reasonable in the aggregate, noted the comparable role played by state insurance
nonforfeiture laws:

ti See, e.g.,"lIAA-CREF's analysis ofwhy it cannot afford to waive resbictions in its Traditional Arauity which
does not Fovide lutrp-sum cash with&awal benefits, anil instead oDly aUows participauts to withdnw their firnds
ftom the Traditional Annuity in l0 aurual installneuts. TIAA-CREF Traditioral Annuity Contact 2007 Legislatioo
- Optional Retirernent Progran (2008) www,uaf.edu/dept/humanres/articles/tiaa-cref-orp.pdf.
38 See Release 6645 at 6,
3e See Proposing Release at 13.
* Id.
'r Proposiug Release at 26.

9
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State insurance law, particrrlarly its nonforfeiture provisions, is designed to
achieve objectives that are similar to the restrictions of sections 26 and27. Like
section 27(d) ofthe Investment Company Act, nonfodeiture law protects contract
owners from paying excessive charges by limiting an insurer's deduction when an
owner voluntarily surrenders his or her confact. In deciding what is appropriate
for an insurer to 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.

kss directly, state reserve requirements, like sections 26 and 27 of the Investment
Company Act, also protect a contact 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 mimmum rate of interest. While reserve requirements do
not affect directly the amount of expenses that may be deducted under a contract,
they generally assure ths maintenance of minimum values so that guaranteed
benefits can be provided.a2

While numerous commenters have attacked commissions paidby 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'),43 Congtess 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 fxed amounts" under fixed aruruity contracts. One indexed
annuity referenced in ihe Proposing Releasea{ that is curently registered with the Commission
offers sales commissions ofup to l5ol0. 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.

II. 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 federai securities laws of indeied annuities."as Contrary to the stated,
inteni proposed rule 1,51A on ib facaa6 does not limit the scope of its application to the

a2 See Protecting Investon at 411-412.
13 See Proposing Releasc at note 5l and accompanying tcxt.

e See Proposing Relcas€ at noto 17,
ar Proposing Release at 5.
{6 See Proposing Releas€ at 93-94.
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regulation of certain indexed aruruities. Instead, proposed rule 151A potentially swgenl wi.tfin

its ambit most of the general account life insurance and armuity contract business of U'S. iife

insurers, Proposed ru1e I 5 I A, if adopted in its cuuent form, effectively repeals or sigrificantly

amends Section 3(a)(8) in ttre absence of Congressional action to do so.

A. The Overbroad Scope of Rule 15lA Would Lead to Uncertainty in
Interpretation And Application of tle Rule

A1l life insurance company general account products with cash values must credit current interest
or determine values above guaranteed values by reference to performance of general account
investrnents. Insurers must invest purchase payme,lrts they receive for general account indexed
annuities in accordance with state insurance solvency laws regulating permitted investments.
knportantly, these laws do not distinguish insurance company general account investments by
type of product. Instead, these state insuance laws apply to the entire reserve an insurer is
required to maintain for all general account products it sells. Depending on tlre products an
insurer offers, this may include life, health and disability insurance as well as annuities.

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

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

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 armuities.

The assets permitted under the quoted insurance tegulatory law include various types of
securities as defined in Section 2(a)(l) ofthe Securities Act OM Financial Life Inswance
Company accordingly holds various securities, as defined in Section 2(a)(l) ofthe 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 a.nnuities and life insuance policies having a
cash value-not just its indexed armuities-in whole or in part by reference to the performance
of a security, including a group or index ofsecurities it holds as paxt of its statutory reserves for
these contracts, thus satisffing the first palt ofthe new test in Proposed Rule 15lA(a)(1).

Depending on how broadly the Commission or a court subsequently interprets "amounts
payable" in proposed Rule 151A(a)(1), the proposed nrle may reach a variety of other contracts,
such as long terrn 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

ND: 4826-578?-8354
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.,performance,' that is bettet than the guaranteed maximum.pricing, for examqle, current non-

guaranteed premiums on indeterminate premium term life insurance policies'"'

B, Indexed Annuity Contracts Fall Within tle Section 3(a)(8) Exemption

The text of Section 3(a)(8) does not support the test set forth in proposed ru1e 15lA(a)(l)'

Section 3(a)(8) exempts from the registration requirements ofthe 1933 Act:

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

Indexed annuities ale annuity contacts 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 fust introduced in the mid-1990's.

ln 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 ofa long tadition' For the regulation of
'insurance' though within the ambit of federal power [citation omitted]' has
raditionally been under the control ofthe Sutes.'"

Indexed annuities are armuities 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 ofregulating insurance to the states. As discussed above,
the states have uniformly regarded indexed annuities as part of the business ofinsurance since
they were firct introduced in the mid-1990's and have regulated these contracts as traditional
deferred annuity contracts are regulated wrder those laws-laws that are "in achral effect." Irt
proposing rule I 5 I A, the SEC takes a position inherently inconsistent with the U. S ' Supreme
Court's reluctance in VALIC "to disturb the staie 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 ill-
defined class ofcontracts much broader than indexed armuities.

47 In a[ indgtermitrate ptemium term policy, the premium rnay fluctuate between the current charge and a rnaximum
amoutrt stated in the insw€fs premium tables, which are based on the insurels mortality exp€rierce, expenses, and
investmetrt retums, See http;//www.finweb.com/insurance/types-of-term-policies.htnl
0t 359 u.s. 65, 68-69.

72
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III. THE TEST IN PROPOSED RULE 151A(AX2) 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 necesiarily do so by reference to the performance ofsecurities held as part of the insurer's
general account reserves, nearly every product that is subject to the test will be a security. In

iact, it is difficult to conceive ofany saleable product that potentially credits excess interest that
would not be a security. As suclr, the 'test" is not a pass-fail test. It is a fail-only test. As a
practical matter, a test with only one outcome is a meaningless test and couldjust as easily be

restated as "any product that potentially credits nonguaranteed interest is a secwity-"

IV. THE TEST IN PROPOSED RULE 151A(AX2) IS CONTRARY TO AND
INCONSISTENT WITH SECTION 3(AX8) AI{D GUIDING PRECEDENT CITED
IN TIIE PROPOSING RELEASD

Proposed rule 151A 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 ofSection 3(a)(8)
cited in the Proposing Release. Stated differently, the new test-which essentially defines
invesftnent 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 1aw-is confiary 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 isks implicating the need for federal securities 1aw 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 ofSection 3(a)(8) because the entire investrnent risk was bome by the annuitant, not
the insurance company. The variable annuity guaranteed 'hothing to the annuitant except an
interest in a portfolio of common stocks or other equities-an interest that has a ceiling but no
floor."49

The key investment characteristic that caused the annuity at issue in VALIC to fall outside the
scope of Section 3(a)(8) was that the inswer provided no guarantee ofprincipal and interest. The
Supreme Court contrasted the variable annuity at issue in VALIC with traditional insurance
contacts, noting that the "common understanding of "insurance" invg.lves a guarantee that at
least some fraction ofthe benefits will be payable in fixed amounls."'u The Court also noted that
"companies that issue these [general account] annuities take the risk of failure"t' because an

'e 359u.s.6s,72.
'o 3s9 u.s. 65, zt.
t' Id.
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insurer may not obtain a large enough retum on the premiums it invests to meet its contraotual

guarantees.

Unlike the variable annuity conhact examined by the Suprane Court in VALIC, insurers issuing

non-resistered indexed annuities today provide at least the guaranteed minimum values required

bv statJ nonforfeiture 1aws.52 Thus, unlike a variable armuity, which contains no gUarantee of

principal and interest or guaranteed minimum values, there is always an insurance guarantee _
present in indexed ar:nuities that "at least some fraction ofthe benefits will be payable in fixed.'u*o,-tr." 

Indexed armuities have a sigrificant floor which is established by state legislatures in

regulating the business of insurance.

Old Mutual's indexed annuities are not variable amuities. The aruruitant has no interest in a

portfolio of common stocks or other equities, The value and benefits offered under Old Mutual's

Ldexed annuities are independent ofthe investment experience ofthe insurance company's
general account. Assets supporting Old Mutual's obligations under its indexed arutuities are part

of the insurance company general account-not a variable separate account-and as part of its

statutory res€rve, 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:

. The guarantee ofprincipal and a1l previously credited interest;

52 Indexed annuities comply with the same state standard nonforfeiture law tbat taditional fixed annuities conply

with, as contrasted to regisiered indexed annuities that couply with a rrcdilied guarante€d aDJruify state rcgulatiotr

(cotrtacts v.ith certain market value adjustment ("MVA') featues) or variable annuities that pass the actual

ilvestrnent experience ofa sq)amte account tbrough to contract holders aod which are not subject to a state standard

nouforfeiture law.

To paraphrase VALIC. state legislatues in regulating the business of inswance adopt nonforfeitu€ laws that

determine .\yhat fiaction ofthe benefits will be payable in fixcd amounts" under indexed annuity contracts. The
proposing Release recognizes thc protection that state insurarce law provides in regulating the financial condition_ of

rzsrr.ers in the context of proposed rule I 2h-7. It fails to appropriately consider the equally ir4ortant plotection that

state insurance law prc.vidssto purchasers ofinilexed deferred armuities-including those who choos€ for whatever

reason to surender their contacts while a suretrder cbarge lemains applicabie.

From a product perspective, state insurance 1aw addresses r'flJt rer solvcncy tbrough a variety of laws includiug but

not limited to:

r valuation laws whichrcgulate res€wes an insurer must hold by tlTc ofcontnct

. hvestment laws which specifi permitted inyestErcuts and investneot conce ration for general accounr
products; and"

. risk-based capital lequiem€lts.

Obviously, tbesc laws hteid€d to Fot€ct irsurcr solvency indireciy protecl purchaseru ofcontacts by facilitating

the likelihood that the inswer vrill be able to pay its contactual obligations whcn due. Hovr'ever, state insurance

frw also directly protsts pwchasers by requiri[g insurers to provid€ ceriaio mitr-imum beoefits to persons

who surrender these contracts. .9ee Black and Skippcr, Lifc & Hcalth Iuurancr, 13- ErL p, 754-756. "CotrcePts

of Equity" (2000).

t4
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. The guarantee that an index credit will never be less than zero, in other words, there

will be no negative interest;

. Guaranteed surrender charges that do not vary with the investment performance of

the insurer's general account;

. Guaranteed sunender charges that do not vary with changes in market interest rates,

in other words, old Mutual's indexed annuities do not include MVA features ofany

kind;53

o Guaranteed surrender charges thal do not reduce the surrender value below the
minimum pemritted values under state insurance nonforfeiture laws regulating the
business of insurance;

o 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;

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

o Guaranteed surrender values that are computed using a "specifred rate of interest" as

defined in Rule 151 and will always equal or exceed the minimum nonforfeiture
arnount r€quired under state nonforfeiture laws regulating the business of insurance;

. A gparanteed death benefit before aru:uity payouts begir5 paid without the
assessment of surrender charges which might otherwise be lawfully imposed under
state nonforfeiture laws regulating the business of insurance; and

o 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 tlle guarantees provided by indexed annuities are not
..substantial enoug[,,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

ins*-..^""o-panies that issue these annuities take the risk of failure."sa

53 The cost to an insurer offoregoing an MVA has been estimat€d to be as much as 100 basis points annually:

..The ,two-tiered amuity,' where one interest rate is available to tlose policyholders who surrender in a lunp sunq

wher€as a higher laie is available to those who receive their benefit in the form ofan annuitizatiou over several
years, was developed to rcward potcyowners who do not subject the inswer to tlre "cost" ofbook l'alue surrender.

ilowever, critics ofthis form ofannuity aryue tbat those who surrender in a lunp sum aro rccciYing an amormt that

is unfairly low, and tbat tle buyer of such policies rdghl be forced hto r€ceiving this lowcr value by an unexpect€d

emergency.
Whili this criticism appears to bave merit, it ignorcs the difference in costs to the ilsurer, which can be measured as

the price ofthe option $a[ted to the policyownq to receive the lulllp sum value without adjustrrent for market

value losses of the assets backing such annuity. Such an optiou oandates that the iDsurer must invest portioDs ofthe

firnds received in shorter durstion securities ttran it would invest in if such an option were not present. This optiotr
bas been priced by sorre sh.dies that indicate this "cost'' to be as much as I 00 basis points annually."
NAIC Proceedings 1993, Vol. IB' p. 1429
to359 u.s. 65, 71.
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2. @C-Bendi!

ln Uniterl Benefit, the Suprerne Courl held that the variable annuity at issue was not an "annuity"

*ithi" th" ."""i"g of Section 3(a)(8) because the insurer promised "to serve as an investrnent

agency and allow ihe policyholder to share in its investment experience" and while the insurer

piovided a guaranteed surrender value, it was "insignificant'"

In United Benefit, the Supreme court analyzed a variable armuity under which the insurer

investe<l the net premiums through _a seParate account established under Nebraska insurance

1aw,55 primarily in common stocks56 and the contract owner bore the investment risk. In United

Benefii the annuity at issue fell outside the scope ofSection 3(a)(8) because the guarantee of

principal was not meaningful'

At any time before maturity, the inswer provided a guaranteed surrender value under the contract

equal to the gleater of:

. her proportionate share ofthe firnd; or

o a cash surrender value equal initially to 50% of net p,remiurns in the first five years,

increasing to 1 00% of net premiums after I 0 years.-

Notably, United Benefit was not obbgatedto offer any guarantee in its variable annuity.

Accordingl} under the Nebraska state insuance regulatory scheme governing insurance

corrpany separate account prodrctq United Benefit was Aee to set the terms of the guarzurtee ln

its favor rather than the confact o't'!Tler's under most economic scenarios's8

,t FoUowing tle VALIC decision in 1959, state legislatures adopted laws authorizing life insurance conryanies to:

(l) issue variable aanuitics;an4 (2) establish ssparate accounts, A variable_separate account is anasset account

maintained independently fiom the insurer's general iovestrent accouut and is used prirnarily for retireErent plans

and variable products, Tlris a[angernent permits wider latitude in the choice ofinvestrnents, particularly in equities,

2007 Life Ilsurels Fact Book, trPra, trot€ 18.

Section 2(a)(f4) ofthe 1933 Act defin€s separate aacount as "an accouat established and maintained by an insurance

""-p-y 
p*s""ttt to the laws ofatry State or tedtory ofthe United States, th€ District ofColumbia, or ofCanada or

any irovince thereof, under which itcome, gains and losses, whether or nqt rcalizcd, ftqm assets allocat€d to such

account are, in u"-rdance with the appticablo contact, areditcd to or charged against suoh accouot without rcgard

to other income, gains, or losses ofthe insurance corryany."

purchase pagnents for a general accouttt irdexed annuity are not held in a variable separate account. Thc puchas€!

of an annuity issued by a variable sepante account participates in tho investmont gains and losses of the sePaBte

account. h contast, the assels ofthe general accoultbelotrg to the insurancc conpany, General account assets arE

used by the insurance company in support ofthe business it conducts, iacluding the payment of guaranteed

obligations it has assurned undcr thc tsrrns ofthe general account indexed aanuities itissues, The purchaser ofa

geniral eccount indexed. annuity does not porticipate irr the gai s or losses of the general account of 4n insurer.

tu 387 u.s. 202.205.
t'Id.

58 The record in !gi19g!!gpg1ft showed that ',United set its guanntee by analyziDg the perforoance ofcommon

stocks during the first halfofthe 206 ceuhuy and adjusting the guarantee so ttrat it would not bccone openble

under any prior conditions." 387 U S. 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 satisfflhe

assumption of investment risk r€qufuement that the Supreme court found lacking in vALIC.

B. Proposed Rule l51A Fails to Evaluate Investment Risk Assumed by the
Insurer

Insurers issuing fixed annuities (both traditional and indexed) assume a variety ofinvestrnent

risks including:

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

o 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 a"ssets, primarily bonds, ftom 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 confact owner through a registered MVA
feature; Old Mutual's indexed annuities do not include any MVA features, and Old
Mutual retains one hundred percent of the disintermediation risk under its indexed
annuities.

r reinvestnent risk. This is the risk that as bonds in the insurer's general account
matue or coupons are paid, available bond retums are reduced to a 1eve1 that will not
support the guamntees 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 ths suategies they employ to hedge the risks they assume when they
agree to pay interest based in part on changes in an extemal index they neither contol nor
manage:

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

. the risk that the hedge program will retum less than the amount needed to credit the
contractually agreed upon rate of interest. This occurs frequently as insurers must
make assumptions conceming persistency (how many contact 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 contractFwith tlre timing of each of these events being
determined solely bythe 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 sfrategy the insurer may employ, the insurer
must credit interest as determined in accordance with tlle interest crediting formula in the
contract. Under no circumstance may the insurer credit a lesser amount of int€rest because the

NDr 4826-57824154
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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 ofthese investment risks insurers assume when they

issue indexed annuity contracts. Instead, proposed rule I 5 I A's new test equates "investnent
risk,'with indexed interest credited on the initial investrnent that exceeds the minimum
guaranteed rate of hterest 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 151.4 Adopts an Incorrect Measure of Investment Rlsk

The Proposing Release indicates annuity owners assume the investnent risk under the contract
when they are "more likely -than not to receive payments that vary in accordance with the
performance ofa security."te Under proposed rule 151A(a)(2), this investment risk- is present

when "amounts payable" are more likely than not to exceed "amourts guamnteed."o'

proposed Rule i 51A(a)(2) equates amounts of current interest6l to be received by the contract
owner under the terms ofthe index-linked interest crediting formula to investrnent risk asswned
by the owner of an indexed armuity. But the risk of what the current interest rate will be is not an
investuient risk of the type indicative ofa non-exempt security under Section 3(a)(8), Itis
fundamental to the business of insurance and exists in all contracts in which the insurer indicates
it will (or may) credit a curent interest rate that exceeds the state mandated minimum guaranteed
rate of interest established by state legislatures in regulating the business ofinsurance'

The Proposing Release indicates the consumer "underwrites the effect ofthe underlying index's
performance on his or her contract investment and assumes the majority of the inves0nent risk
for the equityJinked retums under the contract."o' This statement confuses the uncedainty ofnot
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

5e Proposing Release at 5.
e Proposed Rule 15 tA(a)(2).
6r Note that the "more likely" standard indicates that nore current futerest indicates more colsumer risl which is
inconsistent with ttre solvency point ofview that the obligation to pay more cuEent inter€st itrdicates more iusurer
risk.
62 Proposing Releasc at 6,
63 Under Subsectiou (bX1) ofProposed Rule 15lA surctrder charges would also be included in this difference.
Insofa! as the Proposed Rule intends to de€m a cortract a s€curity if it charges a co ingetrt deferl€d sales charge,
we would consider this preerrptive ofstate regulation of iuurance which establishes miuimum contact surrender
wlues for fixed annuities and ftcreforc inposes maximum permissible surrelder charge6. In aay event, we disagrce
in concept with a rule dictating when charges should be aken into account. If amoufs payable at a point ir time or

l 8
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of excess interest has been indicative ofinsurance company risk taking not risk taking by the

annuity owner. Once a current interest rate is declared the insurance company is obligated to

credit tontract values at that interest rate regardless ofwhether its general account assets perforrn

consistently with the declared rale of current interesl.

The Rule 151 Proposing Releasen distinguish dthe frequency of crediting of current interest

fromthe amount of current interest to be credited and noted that the amount to be credited,
although indicative ofthe amount ofrisk the insurer bears, is a solvency risk adequately
addressed by state insurance regulation:

Ofcourse, the degree of investment risk assumed by the insurer also is based on the
amount of dtscretionary 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
satisry its confactual obligations, is the type ofrisk that Congress deemed to be
adequately addressed by state insum.nce regulation. See VALIC' 359 U.S. at 77
(emphasis added).o'

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:
"fl]nvestors who purchase these securities are primarily affected by issues relating to tbe
insurer's {inancial ability to satisfi its contractual obligations-issues that are addressed by state
law and regulation."'"

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

The Proposing Release acknowledges that'trarketing is another significant factor in determining
whether a state-regulated insurance contract is entitle.d to the Securities Act 'annuity contract'
exemption" 67 and-cites the applicable language from United Benefit'68 The Proposing Release
further states that the Commission analyzes "indexed annuities r:nder the facts and circumstances
factors articulated by the U.S. Supreme Court in VALIC and United Benefit."6e However, the
Proposing Release fails to analyze the marketing ofindexed annuities' Further, proposed rule

upon bappening ofan event (surrender) are net ofcbargcs then charges should be taken into account, and if amounts
guaranteed at a poirlt in time or upon happening ofan event (death) are Dot net of charges then charges shotld not be
taken into account
q 

Dcfinition of'Annuity Contract or Optional Annuity Contracf, Rel. No. 33-6558 (Nov. 21, 1984)(proposing Rule
l 5 l  ) .
6Id at Note 18.
6 Proposing Release at 7.
57 Proposing Release at 19,
* Id.
6e Proposing Release at 23.
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l51A 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' tbrough sound

invesfinent management." The omission ofthis factor ftom proposed rule 151A is startling

given the ernphasis the Proposing Release places on abusive sales practices'

In United Benefit the supreme court first articulated the "marketing test" for purposes of

deterrnining which contracts meet the requirements of section 3(ax8). The supreme court

based ie conclusion in part on the manner in which the variable annuities were advertised. The

Supreme Court noted that United Benefifs annuity, and others like it, were no! promoted "on the

usual insurance basis of stability and security but on tho prospect of 'growth' tbrough sound

investment management."?0 Such contacts were marketed to compete with mutual firnds and

were "pitched to the same consumer interest in gtowth through professionally managed

invesfinent. " "

The obligation not to market an indexed annuity primarily as an investnent, howevet, does not
preclude an insurer from discussing what may be considered to be the investrnent aspects of the

contract. In Associates in Adolescent Psl'chiatr.V v. Home Life Insurance Comoanv, the federal
district court determined that the annuity contract was not marketed primarily as an investment

iust because isolated statements in the company's sales literature refened to the investrnent
Lpects of the annuity contract.T2 The court noted that certain statem€nts in marketing materials

mintioned the desirability ofexcess interest as a way oftaking advantage of fluctuating interest

rates, and that the "sales pitch" for the contract emphasized the insurer's abilities in the

management and investrnent ofmoney. ln 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

[ut-"ity]. But that is simply a consequence ofthe [annuiry's] nature as a
refirement funding vehicle; shrewd inveshrent is necessary in order to save
enough for comfortable retirement."''

This finding of the Homg. Life court was reiterated in tlre decision of the federal district court in
Berent v. Kemper CorD.74 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 investnent features ofthe policies and that Plaintiffs...perceived the policies as investrnent

^ 381 u.s. zoz.

" Id.
72 729 F. Supp 1162 (N.D. nL, 989); afd,941 F.2d 561 (7^ citr.lggl), cet dmred, 502 U.S. 1099 (1992)

73 Id. at 1174 (Wbasis added).
74 780 F. supp. 431 (E.D. Mich, l99l); ffd,973 F.2d 1291 (66 Cir' 1992)
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vehicles does not change...the conclusion that the...policies were not marketed primarily as

investments. "?5

More recentln the federal district court in Malone v. Addison Insurance Marketins. Iqc.,%

applying the united Benefit marketing test, analyzed a marketing brochure (that promised
.ti"fiifity -a n."iUitity"), the contract form, and a disclosure form for an equity indexed annuity

and found that the materials did not demonstrate the contact was malketed as an investment'

Specifrcally, the Malone court said:

[M]aking reference to investments in the context of assuring the security of an

annuitanfs premium, and an aggressive marketing stategy 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] gro*th in lieu ofstability.

[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".... Lr addition, the contract itself states plainly... "that past S&P 500

Index activity is not intended to predict future activity and tlnt the S&P 500 Index
does not include dividends".... Moreover, the one-page summary Plaintiff sigrred,
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 contfact was exempt from the federal secwities laws under

Section 3(a)(8).78

The Commission has not promulgated rules prescribing acceptable or macceptable marketing

techniques for purposes of determining a product's status under Section 3(a)(8). However, ithas

agreed with judicial determinations that references to investnent features of a contract do not

nicessarily preclude a court from finding that the contract was not marketed primarily as an
investnent. When adopting the standard under Rule I 5 1 that a contract not be marketed
primarily as an investnent, 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 carmot describe the investment nature of the
conhact, including its interest rate sensitivity and tax-favored status... [A]
marketing approach that fairly and accurately describes botl the insurance and
investment features of a particular contract, and that emphasizes the product's

15 Id. at 443.

16 225F. su,w.2d743 (lM.D. Ky, 2002).
17 Id. at753-754.
78 T1e Proposing Rclease is critical ofMalone's findings under Rule l5 t 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 uridoubtedly 'pass' the rule's marketing test."7e

Old Mutual cont.ols the content of its indexed armuity marketing materials to comport with these

standarcls and the standards applicable to the advsrlising gfthese 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 RuIe 15lA Disregards Mortality Risks as a Factor under
Section 3(a)(8)

Both juclicial8o and Commission interpretations recognize that mortality risk is an important

consideration in determining whether annuity contracts come within the Section 3(a)(8)

exclusion. [n a general statement ofpolicy issued on April 5, 1979, the Commission identified

the assumption of mortality risks and investnent risks as central features of life insurance or

arutuitv contracts.8t In the release adopting Rule 151, however, the Commission withdrew

Release 605 1 and abandoned this requirement for purposes of the safe harbor. Nevertheless, the

Commission continued to express the view that mortality risk may be an apPJopriate factor to

consider determining the availability of an exernption from Section 3(a)(8)."'

Old Mutual's indexed annuities provide a death benefit before annuity payouts begin. This death

benefit is sigrLificant 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 surendered during an indexing period.

In addition, although not required to do so under applicable state nonforfeiture law, when old

Mutual pays the death beneft under an indexed aruruity, it waives any remaining surrender
charge. Bicause Old Mutual waives sunender charges when it pays a death benefit under its
indexed annuities. the value of the death benefit may be even greater to seniorc than it is to
younger retirement savers. In any event, Old Mutual assumes a sigrrificant traditional insurance
mortality risk in providing this benefit that proposed rule I 5 1 A fails to corsider'

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

7e Release 6645 at 13.

80 Grainger v. Sute Security Lif€ Insurarce Co., 547 F.2d 303, 307 (5tL Cir. 1977)(consideriDg the relationship
between the size ofthe death benefit andlhe size ofpremium paym€rts as part ofthe court's Section 3(a)(E)
auatysis), reh'e. denied, 563 F.2d 215 (5' Cilt. 197'7), cert' denied sub norn Nimmo v. Gratnger, 436 U.S. 932
(1978); Dryden v. Sun Life Assurance Co. ofCa:rada, 737 F. Supp. 1058 (S.D. Ind. lgSgxconcluding that the
insurer's obligation to pay a fixed sum to a designated beneficiary upon the death ofthe owner ofa life insurance
polioy caused tho insuer to bear the risk ofpoor performance of its invesments).

8r Statement ofPolicy Regarding the Determination ofth€ Status Under the Federal Securities Iaws ofCertain
Coatrdcts Issuod by Insuanca Cospanies, Rel. No. 33-6051 (Apr. 5, l979)(hereinafter rcfened to as "Release
6051').
e See, e.g.,Bief fot the United States as Amicus Curiae at 9, Variable Amuity Lifc Insurauce 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 aruruity options that can be selected at some future

time, Old Mutual assumes a mortality risk that the longevity of its annuitants may be grcater than

it assumed when it issued the contract.

V. PROPOSED RIJLE 151AWILL HAVE TIIE UI\INTENDED 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 yems. Many of these

retirees will not have a source of guaranteed monthly income for their lifetime apart ftom Social

Security benefits. A recent study commissioned by Americans for Secure Retirement, a coalition
ofmore than 50 organizations representing women's, small business, agricultural, Hispanic and
African American groups concluded that retirees would be much-better prepared ifthey had a
guaranteed source of retirement income beyond Social Security."'

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 guararfees. Because they guarantee a strearn ofincome for 1ife, 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 variety ofregistered and non-
registered products from which to choose. Consumers who have selected indexed aruruities over
variable annuities, mutual firnds or other securities for some portion oftheir retirement savings
have generally done so to obtain stable income, a guarantee ofprincipal and interest that has
been credited to the contract, and the other guarantees that indexed amuities provide.

A- Additional Costs oflssuing 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 froposing Release, such as
costs ofperforming the required test, cost ofregistering products,o* cost of printing prospectuses
and mailing them to investors, costs of life insurance agents entering into networking
arrangements with broker-dealers, and loss ofrevenue.

B Nancy Treos, 'Many Retirces Face Prospect ofoutliving savings, study says" The washington Post, July 13,
2008.
& The Proposing Release estirDates aggregate annual coss of$82,500,000 assuming 400 contacts each year will be
filed oo Form S- I . This worls out to a per cotrtnct cost of $206,500 for preparing and ftling registration statemetrts
for indexed annuities. Using this figure, it will cost Old Mutual in cxcess of$4,500,000 to file the 22 irde:rcd
annuities it curently offers, This figure does trot include prospectus pdnt ard nltailitrg co6ts or the cost ofbiring
independent actuarial consultants to develop or validate the company's testing procedures.
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Costs not noted may include:

o costs related to due diligence undertaken by prolessionals and required 
"in 

connection

with the preparation and frling ofa rcgisfiation statement on Form S-l ;"'

o costs to design, develop and maintain new recordkeeping systems required in

connection with registered products;"'

. costs ofdestroying existing inventories ofmarketing rnaterials;

. costs of preparing and fi1ing new advertising materials8T with FINRA;

. costs of administering registered products in excess oftle oosts of administering
non-registered Products;

r costs related to increased audit expenses, including the need to inform independent
auditors about the companies' controls, procedures and assumptions related to its

registered contract business operations;

o costs to build or modify systerns due to direct requirements ofthe proposed nrle
(e.g., to provide prospectuses and confimrs) or indirect consequences ofthe proposed

rule (e.g., possible product design revisions);

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

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

o costs of stafling additions and staffrng replacements as new needs are determine4
for example, adding wholesalers by finns that do not currently distribute their
product through broker-dealers;

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

r 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

85 The proposing Relcase at 76 mcntions oDly tho costs ofpleparing aud reviewing disclosue; it does not addrcss

the costs of ptofessioDal due diligence examination required in connection with the preparation ofa rcgistration

statement on Form S-1.
86 The Proposiug Release at 76 rnentions only the cost ofretaining records. For corryanies that do not curreudy

issue legistered contracts these costs rlay be significatrt

8? Note, however, in the absence the SEC's adoption ofa rule for indexed amuities conparable to Rule 482, the
SEC adversely aud unfairly burdens the marketing ofindexed anauities vis-a-vis variable annuities and mutual
funds.
83 This cost will be greater for insurers who currendy lack a variable c-ontact or mutual firnd distribution plaform.
The Proposing Relea se st'15 afr,'17 -78 rctrtions only the cost of entering into n€tworking agreemenb which applies
to distnAutors. Irot insutels.
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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 151.{ Will Have the Effect of Decreasing Competitiotr and/or
Product AvailabllitY

Because indexed annuities are currently regulated as insurancg 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 aruruities cunently can choose among providers: the purchaser can
select an insurance licensed only provider, or may choose an insurance licensed provider who is
also an associaJed person of a registered broker-dealer. Proposed rule 1 5 I A 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 15 1A will need to design their contracts so that the indexing formula more often tlran not
retums no more than the applicabte state nonforfeiture guaranteed rate of interest. Insurers
offering such contracts may find that those contracts are uncompetitive with other altemative
long term savings vehicles in many, ifnot most, interest rate environments,

The effect of the adoption of Rule 15lA clearly will be to reduce consumer choice and inffease
the costs ofowning an indexed annuity conkact.

C. Registration of Products Will Have ttre Elfect of Reducltrg Guarantees In
Products and/or Transferring Greater Investment Risk to Consumers

Indexed annuities already registered with the Commission,8e because of the MVA 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."

In view of the significant cost to insurers ofproviding the guarantees required by the standard
nonforfeiture law for individual deferred aruruities 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 firnds as the underlying

Ee See Proposiug Release at Note 17 arld accorpaoying text,
s Nonforfeihue value s for amuities with MVA f€ahre.s are trot detemiDcd under the standard nonforfeitu€ lalv for
individual deferred anauities that applies to indexed annuities; rather, nonforfciture values for MVA coDtracts are set
uDder a sepaBte regulation,

ND: 4826-5782-839



investnent option, and by doing so, eliminate the requirernent to provide any ofthe guarantees
now found in non-registered indexed annuities'

Other insurers may find ways to shift additional risk to the purchaser ofa registered indexed
annuity. For example, rather than guarantee no negative interest, perhaps an insurer will
guanntee that no more than l7o negative interest will be credited during the applicable crediting
period. Other irsurers may reduce the interest crediting period from at least 12 months to
something less.

The clear result would appear to be that the costs ofowning 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 cunent comment period has permitted, especially
since it potentially requires registration with the Commission ofa number of insurance products
offered today by insurers that do not offer indexed annuities and who are likely unaware ofthe
need to analyze the impact ofthe proposed rule on their contracts. In any event, we respectfirlly
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 contrnents or would like any
additional informatioq please contact me at (410) 895-0082.

& General Counsel

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

Andrew J. Donohue, Director, Division of Invastment Management
Susan Nash, Associate Director, Division of Investment Management
William J. Kotapish, Associate Director, Division of krvestment Management
Keith E. Carpenter, Special Counsel, Division of Inveshnent Management
Michael L. Kosofl Attorney, Division of Investment Management

Sincerely,

m-
Senior Vice President

NDr 4826-5?82-8354
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Novemb€r 17, 2008

U,S. Securities and Exchange Comnission
100 F Street, NE
Washingtorl D.C. 20549-1090

Attention: Ms. Florence E, Harmon
Acting Secretary

Re: Additional Comments on Conunission's Securities Act Release No.
8933 and Securities Exchange Act Release No. 58022 (June 25' 2008),
File S7-14-08

Dear Commissioners:

The National Association for Fixed Annuities (NAFA") appreciates this opportunity to submit additional comments
on Rute 151,t ('Proposed Rule 151A' or '?loposed Rule')t that the Cornmission has proposed under the Secudties
Act of 1933.

As the Commission knows, NAFA is ar organization created to provide ftaidng and education to foster

b€tter understanding of flxed aflnuities, including declared-rate, indexed and immediate annuities. It is the only

independent, non-profit organization dedicated exclusively to the education and prornotion ofthese products."

A.NATA.I@,

NAFA submifted its oliginal comments or Proposed Rule 15lA to the Commission in a detailed 126-page

letter, dated September 10, 2008.

Today, NAIA is submitting additional comments that addrcss certain financial aspects ofProposed Rule

151A h two enclosures to this letter. NAFA intends these additional comments to provide certain information
requested, and respond to certain questions asked, by the Comrnission in its Proposing Release

The enclosures consist ot

1. a paper by NAFA entitled "Economic Impact of Rule 151A" ('1{AIA Report"), and

2. a paper commissioned by NAFA and developed by CRA Intemational entitled "Report on Dr.
McCann's Analysis" ("CRA Repofi"). (Dr' Mccam's analysis was submitted to the Commission
by letter, dated September 10,2008')

The CRA Report provides a rebuttal to ffiticisms of fixed indexed annuities assefied by Dr. McCann in a
letter to the Commission, dated September 10, 2008.

I The Commission proposed Rule 151A' in Iudexed Annuities and Certain Oth€r Insurance Contracts, Securities
Act Release No. 8933, Securities Exchange Act Release No. 58022 (June 25, 2008) ("Commission's Proposing
Release"). The Commission reopened the comment period in Indexed Amuities and Certain Other Insuance

Contracts, Secudties Act Release No. 8976, Securities Exchange Act Release No 58769 (Oct. 10,2008)

2 
NAFA represents life insurance companies ("insurers'), distributon and other organizations involved with the

creation and marketing of fixed annuities. NAFA membership represents over 96% of all insurers that primarily

offer fixed aonuity pfoducts declared rate, index and irunediat€, In addition, NAFA'S marketing cornpany and
agent membership rcpresents more than 90% of fxed annuity production through the independent marketing
channel.
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The NAIA Report responds to the Commission's request for comm€nts on its cosi/benefit analysis in

Section M.B. ofthe Commission's Proposing Release. In addition to the costs detailed in the NAFA Repon' NAFA

submits that the Corrunission's costbenefit anatysis fails to consider additional costs ofProposed Rule 15lA'

including costs to consum€rs ofpotentially lower credititrg rates under registered fixed index€d annuities, and the

resultinftower retiremurt savings for consumers. NAFA submits that the Commission's 30-day extension ofthe

commen-t period did not providtthe industry with sufncient time to conduct a complete analysis ofthe costs of

Proposed Rule 151A.

B. Commission's Comment Process

Today rnarks the end of 1he second comment pedod for Proposed Rule 151A. The Commission proposed

Rule I 5 1 A on June 25 , 2008 and granted an unreasonably short comment pedod (covering two national holidays

and summer vacation) to September 10, 2008. Then, despite the almost unanimous chorus ofrequests from every

comer oftle insurance industry to extend the comment period, the Comnission reflrsed. Finally and without any

forewaming, the Commission announced, on October 17, 2008" a limited 30{ay extension until today.

This last extension was particularty perverse, as it came five weeks after the initial period had ctosed.

Those five weeks woutd have been put to good use by those in the industry to collect data and conplete studies

empirically demonskating the costs ard the flaws in the rationale for Proposed Rule 151A. As it was, the indusky,

inctuding NAFA, hadjust 30 days to submit additional comments.

C, NAFA Position

NAFA suppods effods to enhance the interests ofthe public in general and ofpurchasers of atrnuities,

including fixed indiied annuities, in particular. It is in the interest of insurers and producers that rogue sales

paraonr -d inupptopriate sales practices be eliminated in connection with fixed indexed products, just as the same

is true in corurection with atl insurance products and, indeed, all financial products.

At the same time, NAFA, with all due respect for the Commission, firmly believes that state insurarce

regulators are better positioned than the Commission to achieve these public interest objectives while promoting

efficiency, competition and capital forrnation. Accordingly, NA.FA opposes the Commission's Proposed Rule

151A. The Proposed Rule, for the reasons set out in NAIA's comment letter of September 10, 2008:

a contravenes Congressional intent,

o overlooks or ignores Supreme Cout standards,

. contradicts a directly applicable decision of a federal district courg

. contradicts Commission positions, and

. fails to meet requirements for Commission rulemaking.

As a result, Proposed Rule 1 5 I A is flawed and arguably invalid. NAFA believes that a court would vacatei

the Proposed Rul€.

NAIA uges the Corunission to with&aw Proposed Rule I 5 1 A, rely on cunent and developing state

insurance law and initiatives, and reinvigorate its traditional liaison with state insurance regulators. NAFA's

rationale is spetled out, in detail, in its letter to the Commission, dated September 10, 2008.

Ifthe Commission has any questictr or needs further information, please contact the undersigned at (414)

3 32-93 06 ot ktra@)Dafa'ns.
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3 The courts, in the last few years, have struck down

I
Planning Ass'n v. SEC, 482 F.3d 481 (D.C. Cir. 2007); Goldstein v'
ofCommerce v. SEC, 443 F.3d 890 (D.C. Cir. 200Q

Page 2 of 2
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Kim O'Brien
Executive Director

Enclosures (2)
WDC 207101v2
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Comments on I)r. McCann's Analysis Submitted as Part of NASAA's

Comment Letter to the SEC, Dated September 10, 2008r

Miguel A. Herce, Ph.D

CRA International, hc.

November 17,2008

In this report I evaluate Dr. McCann's claims that Fixed Indexed Annuities (FlAs) are

"complex contracts" whose issuers "obfuscate investment risks by repackaging what is

actually a simple underlying investment in securities," and whose performance is such that,

based on Dr. McCann's simulation exercise, "99.8% of the time [an] investor would be better

offwith [an alternative investment in] Treasury securities and stocks than with [an] equity

indexed annuity."z I also evaluate what I consider to be Dr. McCann's irrelevant and

erroneous calculations, and the negatively biased conclusions he bases on such calculations.

Finally, I provide extensions and variations to some ofDr. McCann's calculations to shed

greater insight on FIAs, their athibutes, and their performance under realistic conditions

I believe that the five serious deficiencies I analyze in depth, as rvell as with the many other

deficiencies I comment upon in a more cursory manner, are central to Dr. McCann's very

partial and negatively biased view ofthe merits ofFIAs. The SEC should not take Dr.

McCann's analysis at face value.

In this report I do not maintain that FIAs are appropriate for all individuals or even all

seniors. Contrary to Dr. McCann's almost universal rejection of FIAs, I submit, based on

long accepted economic principles ofrational choice, that a rigorous analysis of FIA

I Craig Mccann, An Economic Analysis ofEquity-lndexed Annuities, September I0, 2008, submitted to the
North American Securjtjes Administrators Association (NASAA).
'?Craig Mccann, An Economic Analysis ofEquityJndexed Annuiti€s, Sept€mber 10,2008, pp. 1.27.
Following industry practice I use lhe term "lixed indexed annuities" (FIAS) instead ofthe alternative "equjty-
indexed annuities" fEIAs).
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performance leads to the conclusion that, given a choice, many rational individuals beyond

moderate degrees of risk aversion will favor FIAs over the kind of altemative investments

Dr. McCann envisions. I also submit that an even larger group ofindividuals would benefit

from having FIAs as a component ofa portfolio of retirement savings vehicles.

Market Risk

Upside volatility does not impose risk to purchasers. FIAs, when used as intended, truly

truncate or eliminate domside market risk, while keeping only a portion of the upside

volatility. But Dr. Mccann's naive view ofrisk as identical to volatility hides an even deeper

misunderstanding of who transfers market risk to whom.

Insurance companies try to avoid market risk. But, contrary to Dr. McCann's assertions, they

do not do so by passing on the market risk to policyholders. Indeed, they go to great lengths

to make sure that both the companies and the policyholders, especially persisting

policyholders, are protected from market risk. This is the reason why an insurer's target

accounting spreads (which Dr. McCann disingenuously refers to as an expense ratio) are

what they are, say 2.5Yo per year. This is also the reason why these spreads are not anything

like mutual funds' expense ratios.

Ironically, Dr. McCann's argument that insurers pass along all ofthe market risk to investors

can be legitimately applied to his favorite purveyors ofsound investments, mutual fund

companies. By charging annual expense fees calculated as a percent of asset value under

management, and by charging significant front- or back-end loads calculated as a percent of

asset value fansferred, a mutual fund company is able to truly and completely pass virtually

all portfolio market risks along to fund shareholders. Arguably, the mutual fund industry as a

whole is designed to pass along virtually all portfolio market risks to mutual fund

shareholders. Accordingly, unlike insurance companies and banks, mutual fund companies

are required to hold very little risk capital.

Crediting Methods and other features of FIAs
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Dr. McCann discusses two basic methods used to credit interest in an FIA, the point-to-point

method and the overaging method, but it is the latter method that he discusses in detail and on

which he reports calculations.3 I believe that Dr. McCann's analysis conceming the

averaging method is very limited in scope and, more importantly, incorrect.

According to the averaging method, the crediting rate for a given year is calculated as the

greater ofzero or the ratio ofthe average ofthe monthly index values to the index value at

the end ofthe previous year, minus one. Dr. McCann is fully aware that the crediting rates

obtained under both the point-to-point and the averaging method cannot be negative. First,

he states that "[a]s with the poinrto-point method, the percentage difference in the month-

end average level during the contract year from the level at the beginning ofthe year is

reduced by one or more gimmicks and the resulting credit, if positire, is applied to the prior

anniversary's scrip value." (ltalics added) Second, the formula he reproduces in Equation I

ofhis report clearly shows that the crediting rate cannot be negative.a

In spite ofhis awareness of non-negative crediting rates, Dr. McCann has chosen to illustrate

the averaging method by ignoring the impossibility of negative crediting rates. Figure I of

his report shows a December 31,2004 value of544 for the monthly averaging index he

constructs. This figure also shows the monthly averaging index declining after it peaks in the

year 2000.

I have replicated the calculations in Figure I ofDr. McCann's report and included a monthly

averaging index which, consistent with non-negative crediting rates and Dr. McCann's

awareness ofthem, has a floor ofzero percent.s This index also has a value of 100 at the

start of 1975 and grows to 962 by December 31,2004, which is 77To higher than the errant

figure of544 calculated by Dr. McCann. In Figure l below I show the various indices

considered by Dr. McCann as well as the monthly averaging index with a zero percent floor.

Figure 2 shows the same indices on a logarithmic scale to illustrate more clearly the periods

r Craig Mccann, An Economic Analysis ofEquityJndexed Annuities, Sept€mber 10,2008, Section III.D., and
Figures I and 2. Note that the point-to-point method is more n'idely used.
a Craig McCann, An Eaonomjc Analysis ofEquitylndexed Annuities, September 10,2008, pp.9,10.
' While I am able to replicate Dr. Mccann's values of 1,768 and 544 for the S&P 500 index .ilithout djvjdends
and his version ofthe monthly averaging index, Dr. Mccann repods a value 0f4,921 for the S&P 500 index
with dividends as ofl2l31/04. This is 3.47o higher than the value of4,758 I obtained using monthly retum data
from Morningstar's SBBI 2008 Yearbook and Bloomberg. 
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Dr. McCann's calculations over the period 1975 - 2004 imply annualized rates ofreturn of

10.0Yo, 13.7Yo and 5.8%, respectively, for the S&P 500 index with no dividends, the S&P

500 index with dividends, and Dr. McCann's Monthly Averaging Index with no floor.o My

calculations for the Monthly Averaging Index with a zero percent floor imply an annualized

retum of 7.8o2 over the same period. This is a respectable retum for an index that is

guaranteed never to decline in value and many moderately risk-averse, rational individuals

would consider an FIA based on such an index to be quite appealing.

6 Note that in practice, index mutual funds rvould incur loads, fees, ta,\es, and tracking erlor over time whereas
the stock index itself to rvbich the crediting rates are tied, is not affected by any ofthese drains; moreover,
money grorvs tax deferred in an annuity. To see th€ impact ofta\ defenal on alter-tax annuity accumulation
values, sec "Mcasuring thc Ta,r Benefit ofa Tax-Defened Annuity," David F. Babbel and Ravi Reddy, October
4,2008, Wharton Financial Institutions Center Policy Briel This can be downloaded at;
htlp:rlic-wharlor].upenn.cd ulfi c,/Polic\rllo20paec1'Altnuity'I il)ir4ion 1.Dd 1'

4
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where the monthly averaging index falls but the monthly averaging index with a floor ofzero

percent stays constant. I conclude, and I believe Dr. McCann would agree with me, that the

value of544 and the monthly averaging index he constructs are irrelevant for any informed

analysis of an FIA's crediting method.
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Monthfy Av€raging Method with and witho\t a 0o/.Floor (1ll/75 - l2/31/04)

- S&P 500 (Price Aprecialion)

* S&P 500 (Total Returr)

- Monthly Averaging lndex

* Monthly Averaging lndex with Floor of0%
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As telling as constructing an appropriate monthly average index is, it is also useful to

consider the implications for retirement savings of recent financial events. The US and

international stock markets are sharply down from what they were a year ago. Many record-

breaking daily declines in stock prices observed during September and October ofthis year

are among the largest since 1926 urd many experts believe that stocks will perform modestly

over the next few years. Indeed, over the past ten years (from October 31, 1998 through

October 31,2008) the S&P500 index with dividends has retumed an average ofonly 0.400/o

per year.

The implications ofevents over this decade and, in particular, the 2000 - 2002 period and the

past year in US and intemational stock (and bond) markets for retirement savings, an area

where FIAs play an important role, are staggering. In light of this it is therefore striking that,

for his report to the SEC as part of NASAA's comment letter of September 10, 2008, Dr.

McCann has chosen to recycle two charts based on data through the end of2004, from
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previous work he did up to January 2006, without bothering to update and correct such

work.?

Consistent with the preceding discussion, I have extended Dr. McCann's indices, as well as

the monthly average index with a floor ofzero percant, through the end ofOctober 2008. I

repon my findings in Figure 3 below.s

The value of4,095 for the S&P 500 index with dividends and the value of 1,05 8 for the

monthly averaging index with a zero percent floor imply annualized rates ofretum over the

l l l175 -  10131108 per iod of  |  1.6%. and 7.20%. respect ively.e

7 Figures I and 2 in Dr, Mccann's report to the SEC are exact reproductions ofFigures I and 2 in his working
paper, with Dengpan Luo, PhD, An Overvjew of Equity-lndexed Annuities, 2006, downloadable from slcg's
rvebpage r-r"11g1-.s-Lc"g...q1r-rg. Dr. McCann's report to the SEC as part of NASAA'S Comment letter is dated
September 10,2008. AlthoughtheUS financial maxkets have experienced their most dramalic declines in
September and October of2008, these markets have been declining steadjly since October of2007.
' The value of 533 for the monthly average index with no floor is based on a an average ofmonthly S&P 500
levels from November 2007 through October 2008, used as an estimate ofwhat the average for the months of
January through Decemb€r 2008 would be, Using the January through October 2008 monthly average results in
amonthly averaging index value of519.82. In any case, the monthly average index return for 2008 wil l most
likely be negative and so the contribution to the monthly averaging index with a floor ofzero percent $'ill most
likely be zero as reflected in a value ofat least 1,058.
' The tax advantage accorded to annuities through tax d€fenal can actually be quite substantial over periods as
long as the 30-year period considered by Dr. McCaffI, as well as for shorter periods. lfa more suitable
benchmark portfolio ofCDs or bonds, or even a mixed portfolio ofstocks and bonds is used, this tax advantage
for consumers becomes even more appaxent. A poltfolio producing ordinary income would have to eam 100-
3 50 basis points more per year to keep pace wjth the affer-tax earnings produced by an annuity. See Babbel and
Reddy- op crr 
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As indicated above, an appropriate monthly averaging index with a floor ofzero percent has

an appealing property that insulates it from the severe downtums that stocks experience.

And while Figure 3 shows that over close to 34 years the S&P 500 index with dividends is

almost four times the size ofthe monthly averaging index with a zero percent floor, this

comparison is misleading for the reason that no FIA has a surrender charge period of 34

years, typical periods being l0 to l 5 years.

I have shown that extending Dr. McCann's period through October 31, 2008 significantly

reduces the annualized returns on the S&P indices but does not reduce the retum on the

monthly averaging index as muoh. I have also considered other periods ending on October

31,2008, either because their lenglh is more consistent with the surrender charge period ofa

tlpical FIA or due to the relevance ofrecent events. Table 1 below reports annualized returns

for the indices of interest over these other periods.

Table l. Monthly Averaging Method - Annualized Return for Selected Periods

S&P 500 S&P 500 Monthly Monthly
with no with Averaging Averaging
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0lt0l/75 - tz/31/04

0lt0t/75 - l0/31/08
0lt0t/95 - t0/31t08
01101198 - l0/31/08
12/31/99 - l0/3 1/08
10/31/07 - l0/31/08

10.0%

8. lo /o

55%
-0.02Vo

-4.6%

-37.5%

13.7%

tt.6%
7A%
1.6%
-3.0%

-36.1o/o

5.8%

5.1%
3.2%

-0.03%
-2.2%
-15.4%

7.8%

7.2%

6.2%

3.8%

2.4V,

0.0o/o

Inspection ofTable 1 shows that considering periods such as 1995 - 2008 and 1998 - 2008

results in the monthly averaging index exceeding the S&P index with no dividends in the

former period, and beating both indices over the last ten years. If, in addition, we note that

FIAs often enjoy a premium bonus, say 5Yo to 10Yo, and that a mutual fund which tracks the

S&P 500 total return index is subject to annual fees and other expenses, we begin to

understand that an FIA's crediting rate based on the monthly averaging method is much

higher in actuality than Dr. McCann erroneously illustrates.

I also look at the impact, as ofOctober 31, 2008, of investing in stocks or purchasing an FIA

whose crediting rate is based on the monthly averaging index with a floor ofzero percent

around the two recent peaks, December 31,1999 and October 31,2007. Ifthere isanyneed

to comment on the last two rows ofTable 1 above it is to note that the odds ofobserving an

annual return of negative 36.10/o or lower arg about two in one hundred, based on monthly

retums since January 1926.r0

Dr. McCann is aware that consideringjust a single 3O-year path, or even considering a few

paths as shown in Table I above, does not provide a complete description ofthe relative

performance ofthe monthly averaging method. Forthis reason, Dr. McCann "constructed

241 l}-year periods by rolling l0 years ofdata forward one month at a time from 1975 to

2004." This exercise allows him to report that, over a horizon of l0 years ard stafiing with a

base value of 100, average values ofthe S&P 500 index with dividends, the S&P 500 index

with no dividends, and the S&P monthly averaging index were 463, 327, and 183,

'' Using monthly retum data, there are 983 l2-month periods starting on January | 926 through October 2008,
for which an annual return can be calculated, Annual rcturns ofnegativ€ 36.17o or worse have occured l8
time s durins this interval.
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respectively. Dr. McCann then concludes that "[u]nsophisticated investors miglrt believe that

they wilf get 100% ofthe increase from 100 to 463 when in fact they recaive only 23To of

this increase."r I

But Dr. McCann repeats the same error of ignoring the fact that an FIA's crediting rate

provides a floor ofzero percent each year, and his argument that the monthly averaging

method with no floor ofzero percent continugs to generally perform so poorly when

compared to the S&P 500 index with dividends isjust as irrelevant as in the case ofhis

analysis ofthe 30-year period from 1975 to 2004, and for the same reason.

I have shown in Table I above that when a floor ofzero percent is combined with the

monthly averaging method, the resulting annualized rates of return are significantly higher

than what Dr. McCann's calculations imply.

Next, I show that when all possible 10-yeaf paths constructed for oach month in Dr.

McCann's period of I 975-2004 are properly analyzed, his values of463, 327, and 183, and

his conclusion that "[u]nsophisticated investors might believe that they will get 100% of the

increase from 100 to 463 when in fact they receive only 230lo ofthis increase," continue to be

inelevant in an informed analysis ofthe monthly averaging method.

I revise the calculations Dr. McCann illustrates in Figure 2 of his report in tlvo ways. First, I

construct 241 l0-year paths for each ofthe indices ofinterest. Each path starts with a value

of 100 and grows at the annual rate implied by the corresponding index for each ofthe ten

years in the path. For instance, the S&P 500 index with dividends retumed 37 .21Yo in 1975

and so the index changed from 100 to 137.21 at the end of 1975. Over the ten years 1975 -

2004 this index grew from 100 to 396.27 returning an average of 14.8% per year. I construct

a new path at the beginning ofeach month in the period so that I have a full ten-year path in

each case. I then average all 241 paths for each ofthe indices ofinterest.

Second, I also construct a monthly averaging index with a zero peroent floor, using the same

methodology I havejust described. Figure 4 below shows these average paths for the three

" See pp. 11 and 12 ofDr. Mccann's report. The tigure of23 0/o is calculatcd as the ratio ofthe increase in the
monthly averaging index to tbo increase the S&P 500 index with dividends (83 - 363 = 0.23)
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indices Dr. McCann considers and for the monthly averaging index with a zero percent

floor.l2
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Figure 4
Monthly Averaging Index with and without a 0% Floor

(Average of24l l0'year Paths, JAN75 - DEC04)

- S&P 500 (Price Appreciation)

* S&P 500 (Total Return)

- Monthly Averaging lndex

* Monthly Av€raging Index with Floor of0%
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The annualized returns for the S&P total return index, the monthly averaging index with no

floor and the monthly averaging index with a floor ofzero percent are, respectively, 15.4%,

6.4To and 7 .7Y".

I have also considered periods other than the 30 years from 1975 to 2004. In Table 2, I

report the annualizgd rates of return for all these periods, for each ofthe four indices I

construct.

Table 2. Monthly Averaging Method - Annualized Return over l0-Year Periods

S&P 500 S&P 500 Monthly Monthly
with no with Averaging Averaging

Dividends Dividends index Index

r2 My method ofconstructing the average paths is consistent with the notion ofan average path and differs fiom
the one considered by Dr, Mccann. ltisstiil the case, ho$,ever, that Dr. McCann's monthly averaging index in
Figure 2 ofhis report ignores the effect ofa zero percent floor.
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I (no floor) (0% floor)

t JAN75 _ OCTO4

JAN/75 - OCTOS

JAN/26 - OCTOS

1l.60/o

10.8%
7.60/o

15.4%

14.4o/o

l2.t%

6.4o/o

6.0%

4.2o/o

7.7%

73%
7.0%
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JAN/95 _ OCTOS 6.1% 79% 3.7o/o 63%

As is the case with Table I above, Table 2 shows that ignoring the floor ofzero percent is

misleading and irrelevant for a discussion ofthe contribution ofthe monthly averaging

method 10 an FIA crediting rate.

The period from January I 926 through October 2008 is relevant because of its length. It

allows researchers to get a better sense ofwhat the distribution of monthly stock returns

actually is, rather than making distributional assumptions, such as log-normality, which are

not supported by the available data. The extraordinary stock market volatility ofthe recent

months indicates that rare events are not so rare after all. And in light ofthese events, it is

perhaps unrealistic to expect that an S&P 500 total return fund may yield an average annual

return of 15.4% (minus expenses, loads, taxes, and tracking enor) over a period often years.

The last row in Table 2, showing annualized rates over the period from January 1995 to

October 2008, is also ofparticular interest. Mutual fund companies usually report ex-post

annualized retums for the funds they sell, including annualized retums "since inception."

FIAs begun to be sold in the US in 1995 and therefore, in the spirit ofthe "since inception"

information that mutual fund companies provide, it may be of interest to know what the

average annualized rate ofreturn is, over a ten'year period, for the indices of interest. Table

2 shows that this retum is 6.5% for the monthly averaging index with a zero percent floor,

not far from the 7.9o/o for the S&P 500 index with dividends. Note that if we add a 5% to

10% premium bonus to an FIA based on the monthly averaging index, and iffees and

expenses (as well as other factors such as load, taxes, and tracking error) are deducted from

the return on the S&P 500 index with dividends in order to approximate realistic index fund

returns, the difference between a 6.50% retum and a7.9o/o retum may well get reduced to zero.

Figure 5 shows the evolution ofthe four average indices for the period ofJanuary 1995

throush October 2008.
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Figure 5

Monthly Averaging Index with and without a 07o Floor
(Average of47 lo-year Paths, JAN95 - OCT08)

- S&P 500 (Price Appreciation)

* S&P 500 (Total Retum)

- Monthly AY€raging Index
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Although Dr. McCann mentions the more popular point-to-point method that is also used to

credit interest in an FIA, he does not present any calculations on the performance ofa point-

to-point index, subject to a cap, relative to the S&P 500 index with reinvested dividends'

However, he does address this issue in the working paper he coauthored with Dr. Dengpan

Luo, from where Figures I and 2 of Dr. McCann's report to the SEC came, and where he

states that "[t]he effect of annual caps is dramalic because the average long run return to

stocks is heavily influenced by years with unusually high retums. For example, the

annualized price appreciation in the S&P 500 flom 1975 to 2004 was 10.0%. If we cap the

yearly increase at l4olo, the resulting series has an annualized appreciation of only 5,5%."rr

As in the case ofDr. McCann's monthly averaging index calculations, this comparison of

10.00% versus 5.5% is flawed by failing to understand that an FIA's crediting rate based on

the poinrto-point method with a cap must also include a floor. When I correct Dr. McCann's

calculation and include a floor ofzero percent on the annual point-to-point retum with an

annual cap of l4%, the resulting annualized rate over the 30 years from 1975 to 2004 is

E Cmig McCann, PhD and D€ngpan Luo, PhD, An Overvie* ofEquityJndexed Annuities, 2006,
doumloadable from slcg's webpage rtrflv.s]cs.com, Section IILG., pp. 8-9,

l 0
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* Monthly Averaging lndex with Floor of0%
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8.5%, not 5.5%. Table 3 below reports annualized rates for the capped point-to-point index,

with and without a floor, for the same periods shown in Table 1.

Table 3. Point-to-Point Method - Annualized Reiurn for Selected Periods

S&P 500 S&P 500 PtP Index PtP Index
with no with with 14% Cap with 14%;o Cap

Dividends Dividends (no floor) (0% iloor)

l
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
t
t

0U0lt75 - 12/31/04

01t0t/7s - r0/31/08
0v0lt95 - 10/31/08

0l/01/98 - 10/31/08
t2/31/99 - 10/31/08
10131/07 - l0/31/08 -37.5% -36.1% -36.1%

10.0%

8. lo /o

5.5%
-0.02%
-4.6%

13,7%

lt.6%
7.4%
1.6%
-3.0%

5.5%

4.2%
1.0%
-2.3%
-5.7%

8.5o/o

8 . 1 %

8.0o/o

6.4%
4.7%
0.0%

Table 3 shows that ignoring a floor ofzero percent when discussing a capped point-to-point

method for crediting interest to an FIA is an egregious distortion and has dramatic

consequenoes indeed.

In this Section ofmy report I have shown that Dr. McCann's analysis ofan FIA's basic

crediting methods is incorrect and inelevant when his calculations ignore the basic feature of

a zero percent floor in spite ofDr. McCann's awareness that crediting rates based on either

the point-to-point or the monthly averaging methods cannot be negative. Consequently the

conclusions that Dr. McCann derives from his analysis related to Figures I and 2 in Sections

lI and III of his report are irrelevant for the purpose ofjudging the merits ofFIAs.

In the next two Sections I discuss Dr. McCann's claims that "99.8% of the time the investor

would be better off with [a portfolio ofl Treasury securities and stocks than with [an] equity-

indexed annuity," and that the value ofan FIA on the day ofpurchase can be as low as 70

cents per dollar.la

ilI. FIA Performance Compared to Stocks and Bonds

'* Craig McCann, An Economic Analysis ofEquit ' - lndexed Annuities, September 10, 2008, Section VI.
T J
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In his report, Dr. McCann describes a simulation exercise he has conducted where he

compares the performance ofan FIA to a portfolio ofstocks and Treasury securities, which I

will refer to as Dr. McCann's 30/70 portfolio, where 3004 of the initial amount is invested in

a simulated S&P 500 Total Return fund and the remaining 700lo is invested in a l4-year zero-

coupon Treasury strip.r5 He concludes, presumably based on a large number of simulated

l4-year paths for the values ofthe FIA and the 30/70 portfolio, that "99.8% ofthe time the

investor would be better offwith the Treasury securities and stocks than with the equity-

indexed annuity."r6

I have not been able to replicate Dr. McCann's simulation experiment since the information

he provides is incomplete and some of it appears to be contradictory (is there an "index

margin of 4Yo," or is it a "470 monthly cap" - see pp .26,27), but I have been able to

replicate similar experiments Dr. McCann has conducted elsewhere where he has similarly

claimed that various versions ofhis mixed portfolio ofstocks and a Treasury security beat a

l4-year monthly point-to-point FIA "98, 98.5, almost 99 peroent ofthe time," depending on

the initial allocation between stocks and bonds.

Central to Dr. McCann's various simulation experiments is the assumption that index returns

are identically, independently, and log-normally distributed with a certain mean and

variance.lT This assumption turns out to be far from realistic. A Jarque-Bera test for

normality ofa random time series, applied to continuously compounded monthly S&P 500

capital gains returns from January 1926 to October 2008 yields a test-statistic value of

2706.r8 The corresponding value for continuously compounded monthly S&P 500 total

retums is 2722. These values are so large, compared to a 5o/o critical value of 5.99, or a

0.0001% critical value of27.63 (representing odds ofone in one million), that one has to

conclude that monthly S&P 500 retums are not log-normally distributed. Similar

conclusions are afftrmed for shorter subperiods.

' '  Craig McCann, An Economic Analysis of Equity-lndexed Annuities, September 10, 2008, pp, 26-28.
'" Cfaig McCann, An Economic Analysis ofEquity-lndexed Annuities, September 10,2008.p.27.
" See p.9 and footnote 8 ofDrs. McCann and Luo's slcg working paper of2006 cited above. This log-normal
distribution assumption implies a normal distribution ofcontinuously compounded rates of retum.
'" Jarque, Carlos M. and Anil K. Bera ( 1980). Eflicient tests for normality, homoskedasticity and serial
independence of regression residuals, Ecoaomics Letters 6 (3): 255-259.
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Based on the strong rejection ofthe log-normality assumption, Dr. McCann's success rates of

98%o or 99Vo for his portfolios of stocks and Treasury securities need to be reevaluated. In

order to do so, I approximate the actual distribution of monthly S&P Index returns with the

empirical distribution ofhistorical monthly returns from January 1926 through the present.

More specifically, when looking at an n-year FIA, I consider all possible n-year paths

beginning on January 1926. Each path has l2xn consecutive months and this allows me to

preserve the distributional features, including short-term dependencies, contained in the

actual data. For each path I construct an n-year value ofthe annuity and any altemative

investment. It is then possible to calculate the fraction ofthe time that the n-year annuity

beats the alternative investment in a realistic setting.

I consider a monthly point-to-point FIA with a monthly cap of 3.5Yo, a 0.07o annual floor, a

premium bonus of 6%, a minimum guarantee of 1.5% per year and a surrender charge period

of 14 years. This is the annuity Dr, McCann claims a simulation exercise shows being worse

than his portfolio 98%,98.5% or even 9902 of the time. I also consider another monthly

poinfto-point FIA with a monthly cap of 4.25V", a 0.002 annual floor, a premium bonus of

3olo, a minimum guarantee of2,l5Yoper year and a surrender charge period of9 years. These

two annuities are actual annuities that have been sold by issuers in recent years.

I compare the l4- or 9-year annuity value to l4- or 9-year values ofthree alternative

investments. First I look at an S&P 500 total return "fund" constructed from the historical

S&P 500 index with no dividends, plus a 2.25Yo annual dividend yield and minus a 0.20%

annual expense fee.le Next I consider a "50/50-2" portfolio where halfofthe initial amount

is invested in the total return fund just described and the other half is invested in an n-year

zero-coupon bond. My third portfolio also has halfofthe initial amount invested in the total

retum fund and the other halfinvested in a "bond fund" whose retum is the historical

Intermediate Term Government Bond retum (from the SBBI database) minus annual fees of

0.26%. I refer to this portfolio as the 50/50 portfolio. To aid comparison with Dr. McCann's

approach, none ofthese portfolios are ever rebalanced. Historical data are monthly relums

on the S&P 500 Index with no dividends and on Intermediate Term Government Bonds from

re Note that loads, tracking error and tax treatment are not included in my comparison, Including these factors
would resulL in belter FIA performance 
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January 1926 through February 2008. This period results in 819 14-year paths and 879 9-

year paths,

Table 4 reports the percent oftimes that the l4- and the 9-year annuities beat the altemative

investments.

Table 4. Percent oftimes FIA Beats Alternative Investments

Altemative Investment l4-Year FIA 9-Year FIA

S&P 500 Total Return Fund

50/50-Z Portfolio

50/50 Portfolio

215%

25.0%
33.8%

37.1%

56.3o/o

63.3%

The percent of times the FIAs ofinterest beat alternative investments reported in Table I are

much higher than the LYo or lYo thal Dr. McCann seems to obtain in his simulation

experiments. These rates are surely better in reality since mutual funds investors often buy

high and sell low. I believe that his unrealistic assumption that index retums are log-

normally and independently distributed is the main reason why success rates differ so much.

Figure 6 shows histograms ofannual crediting rates for the l4- and the 9-year annuities

calculated under both the normal distribution assumption and the actual empirical

distribution of historical monthly returns.

The distribution ofcrediting rates based on actual returns assigns considerably less

probability mass to crediting rates below.5olo per year than the simulated distribution does,

Consequently, significantly more probability mass is assigned to crediting rates higher than

5% under the historical return distribution, especially in the range l\Yo to 30Yo.20

Figure 6. Distribution ofEmpirical and Simulated Crediting Rates
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The results I report in Table 4 indicate that none ofthe FIAs I consider systematically beats

any given altemative investment and that no altemative investment systematically beats any

of the FIAs. There is, however, awell accepted framework ofrational choice which I can

use to illustrate the fact that many rational individuals will prefer an FIA to any ofthe

alternative portfolios considered. This isthe framework ofexpected utility which can be

used to rank investment altematives based on the full distribution of retums as a function of

an individual's risk tolerance. Using the familiar power utility function

( t ) u <",> +- *+,)' - pl p = o'1,2" "'

where p is the coefficient ofrisk aversion I calculate the expected utility ofwealth, I + r, for

the various instruments considered, where r is an annual crediting rate in the case ofan FLA,

and an annual return in the case ofone ofthe portfolios considered. I also consider an

investment on 3-month US Treasury bills. Since retums are random I calculate the expected

utility associated with each alternative as a function ofthe risk aversion coefficient, as the

average utility over the empirical distribution ofcrediting rates and returns for the various

alternatives I consider (there are 82 annual return observations, from 1926 to 2007, for each

alternative I consider. I do not include the 50/50-2 portfolio due to the presence ofthe 14- or

9-year zero-coupon bond). Figure 7 ranks each altemative for risk aversion coefficients

between zero and 25,
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Figure 7
Expect€d Utility ofFIAs and Altemative Investments
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Coefficient of Risk Aversion

Figure 7 shows that rational individuals with risk aversion coefficients 2.5 or higher, a fairly

moderate level, rank the l4 year annuity higher than any investment altemative and that

rational individuals, no matter what their degree ofrisk aversion would prefer the 9 year

annuity to any investment altemative. Based on my expected utility analysis I conclude that

while rational individuals with a high tolerance for risk may prefer a portfolio ofstocks and

bonds to certain FlAs, even moderately risk-averse individuals will rationally prefer FIAS to

stocks and bonds. From the point ofview of diversification, an even larger number of

rational individuals will consider FAIs as part ofa prudent investment strategy.

IV. Valuation of FIA Features

Dr. McCann claims that the "value of the death benefit is less than l0 basis points per year."

(p. l6) He claims to be valuing them from the consumer's perspective, yet this is clearly an

allusion to what he purports to be an insurer's actuarial cost and has very little to do with an

individual consumer's valuation ofsuch benefit. In this section I present evidence to show

that, even when using his valuation model, his calculation is incorrect, and that the death

benefit for seniors is worth far more than he discloses.
l 8
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Dr. McCann calculates the purchase day value ofan FIA using a statistical version ofa

simple FIA valuation model that ignores many of the features which make FIAs attractive

and distinct from the kind of investment products he compares them to.2r This valuation

approach is based on his assumptions that index returns are identically, independently log-

normally distributed and that it is possible to replicate all contingent payoffs under lhe FIA.22

These assumptions are simply not applicable to either index returns or to long-term, age-

dependent products such as FIAs,

Dr. McCann's purchase day valuation models do not provide any meaningful guide to FIA

valuation, not only because of his unrealistic assumptions on which they are based, but also

because they attempt to valuejust one ofthe many features ofan FIA.

To illustrate the shortcomings of the valuations Dr. McCann obtains I use his model to

incorporate two ofthese features, mortality risk (the beneficiary receives the full annuity

value should the policyholder die before the annuity's term) and penalty-free withdrawals

(10% ofaccount value). I consider an actual l7-year annual point-to-point annuity with a

premium bonus of l0%, an annual cap of 7Vo, a 0.002 annual floor, a minimum guaranteed

rale of 2.25Yo per year, and a participation rate of 100%, which Dr. McCann incorrectly

believes is 50%. This annuity was sold in August 2005.

Table 5 reports the purchase day value that Dr. McCann estimates for this annuity, 69 cents

per dollar of premium. I also report the conected estimate when the participation rate is set

at the correct level of 100%, 76 cents per dollar.

Finally, I report the impact on Dr. McCann's value estimates of incorporating mortality risk

and penalty-free withdrawals. Depending on the age ofthe policyholder and the discount

rate used in Dr. McCann's model, purchase day value estimates, even according to a simple

model relying on unrealistic and wrong assumptions, actually range from 100 to 103 cents

per dollar when the correct discount rate is used. Given the difference that using realistic

distributional assumptions makes, as I have shown in the previous Section, and given that

' '  See p. 1l ofDr. Mccann slcg working paper with Dr. Luo, An Overview ofEquityJndexed Annuities,2006.
?2 See Serena Tiong, 2000, Valuation ofEquity-Indexed Annuities, North Amer icon Actuarial Journal,4, pp.
49- t70 .  
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one would have to incorporate a number ofother annuity features to properly assess an FIA's

value, I conclude that it is simply not credible to maintain that the purchase day value ofan

FIA is 69 cents per dol lar of  premium.

Table 5 - The Relevance of Mortality Risk and Penalty-Free Withdrawals
(Purchase Day Value Estimate per Dollar of Premium)

Dr. McCann's Estimated FIA Value:

Estimated FIA Value Using Correct 100% Participation Rate:

Panel A: lncorporatins Mortalitv Risk

Purchase at Age 65 Purchase at Age 75 Purchase at Age 80

Discount Rate Female Male Female Male Female Male

$0.69

$0.76

AA Insurer's Rate $0.79 $0.81
Risk-Free Rate $0.88 $0.90

$0.83 $0.86
$0.92 $0.94

$0.88 $0.90
$0.95 $0.97
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Panel B:

Discount Rate

Risk and P

Purchase at Age 65

Female Male

Withdrcrwals (al l0%

Purchase at Age 75

Female Male

Purchase at Age 80

Female Male

AA Insurer's Rate

Risk-Free Rate
$0.9s
$1.00

$0.96

$1 .00

$0.96
$1.01

$0.98
$1 .02

$0.98
$ 1.02

$0.99
$1.03

V. Target Investment Spreads

Dr. McCann is operating under a serious misunderstanding when he equates target

investment spreads to mutual fund loads and fees (pp. 16-22). He characterizes these spreads

as ranging from "275 to 300 basis points implied annual cost of equity-indexed annuities (p.

l6)." Later, in referring specifically to American Equity, he uses an average annual spread

figure of28l basis points (p. l9). This leads him to make statements that are entirely

erroneous and misleading.23 First, Dr. McCann must understand that there is a difference

between a stated yield spread and an economic spread. Stated yields on assets are not their

expected retums. Neither are stated crediting rates the expected cost ofliabilities.

2r See, for example, David F. Babbel and Stavros Zenios. "Pitfalls in the Ahalysis of Option-A dj usted Spreads."
Financial Anab)sts Jorrnal 48:4 (1992): 65-69.
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Sophisticated financial institutions often speak in a "shorthand" manner by refening to stated

yields and target eamings spreads instead ofactual expected economic returns. People

understand in these institutions that a targeted accounting earnings spread is sufficiently

higher than the aatual expected economic eamings spread to account for the cost ofvarious

risks. Were this not the case, nobody would invest in Treasuries or top-rated bonds Of

course, it is the economic retums that ultimately matter to an economic enterprise, not the

accounting spreads. A typical insurer will have a target yield together vith a target credit

quality, market sector, and maturity range. That target yield will be set high enough to

compensate for the portfolio losses that are Iikely to occur over long periods oftime,

including those stemming from debtor insolvency, default, delay, maturity extensions,

sinking fund options, doubling-up provisions, call options, prepa)ment options, illiquidity,

and other more arcane debt features. An insurer may have different portfolio yield targets for

different instruments ofthe same credit rating - for example, the insurer may require yields

on AA-rated mortgage-backed securities to be 50 to 100 basis points higher than those on

AA-rated corporate debt, owing to the uncertainty ofdebtor prepayment speed on mortgages.

This is what financial experts refer to as the premium required for "negative convexity."

Yields on almost all non-Treasury financial assets are higher than their expected returns,

owing to such factors as possible default, sinking fund provisions, call features, and

prepalment (or delayed payment) behavior on the part of borrowers, negative convexity,

duration mis-match, foreign currency exposure, and so forth. These same institutions

understand that the "certainty-equivalent" yield ofa financial instrument is approximated by

the yield ofa Treasury bond of similar duralion characterislics.2t The stated asset yield (or

portfolio yield, in the case ofan insurer's general account) may be several percent higher

than its expected return. For example, over the past 12 years the yield spreads on financial

instruments ofvarying credit quality vs. Treasury bonds of similar duration have been as

renorted in Table 6:

'?a This is a simpljfication, ofcourse. There are other complexities involved in fixed income security valuation
that are not discussed hers, but treated in the vast fixed income valuatjon literature. Basic treatments ofsome of
th€se issues are provided in David F. Babbeland Cmig Me"rill, Valuation of Interest-Sensitive Finaacicrl
Instruments. John Wiley, 1999; and Anthony lvj. Santomero ard David F. Babbel, Financial \larkets,
lnstruments and Institutions. Macrcw-Hill, 2"d ed. 200l. More advanced treatments are available inan
extensive literature, paxticularly in many recent issues ofthe Journal ofFinqnce, Review of Economic Studies,
Journal of Financial aad Quantitqtive Analysis, Journql of Fixed Income, and elsewhere, 
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Table 6. Dailv Yield Snreads over 10-Year Treasurv Notes. Jan. 1996- Oct. 2008

Instrument
Low spread, High spread, in Average spread,
in percent percent in pglqg4t

10-yr AAA-rated corp. bond

l0-yr AA-rated corp. bond

l0-yr A-rated corp. bond

l0-yr BBB-rated corp. bond

l0-yr BB-rated corp. bond

l0-yr B-rated corp. bond

30-yr mortgage-backed security

0.46

0.48

0.70

0.74

1.47

2.23

0.61

2.81

3.83

4 .11

4.86

7.59

10.29

3.91

0.81

1.00

t . l8

1.62

7.99

4.3 8

| .57

Source: U.S. Federal Reserve Board ofGovernors and Bloomberg

Figures 8, 9, and 10 show the daily yield spreads for the securities considered in Table 6.
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Figure 9. '10 yr Treasury / Corporate Yield Spreads
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Equally important, these average yield spreads will vary by sector (e.g., industrials,

transportation, utilities, energy), by duration, and by individual company. Indeed, the range

ofyield spreads for a given maturity and a particular investment grade bond quality (e.g., A-

rated) may vary by an additional 30lo or more across other bonds of similar quality and tenor

on any given day.?s Spreads range even wider on non-investment quality bonds on any given

day.

The insurer may actually earn the stated yield, but more often than not, the insurer will earn

something different, and sometimes very different. The economic retum ofthe instrument or

asset portlolio can be determined only after knowing the timing and amount ofany

distributions, as well as the change in market price. In almost all cases, the promised yield is

an upward-biased measure ofthe expected retum, and more importantly, the certainty-

equivalent yield. It is the difference between certainty-equivalent portfolio yields and

liability costs that is a correct measure of business profitability; anlthing beyond or belolv

that is more a function ofthe amount ofrisk taken on bythe financial institution. The

financial statements relied on by Dr. McCann in making his statements will not reflect the

actual returns on financial assets at any point in time. Indeed, the accounting numbers on

which his eamings spreads are based can show positive asset earnings at the same time that

true economic earnings are very negative.

The "short-hand" of an insurer targeting a spread of, say, 3% may equate to an intrinsio

profitability of 1%. Contrast this with the spread or margin charged by a mutual fund. In the

case of a mutual fund, a l%o matgin is the same charge in market values and in accounting

entries. The market risk is absorbed by the mutual fund investor, and the margin will be

earned regardless ofwhat happens to the value ofthe fund. But not so for an insurer, who

absorbs the major part of the risk each year and provides a guaranteed return to the

policyowner based on a formula that cannot be changed until the crediting rate period

concludes.

VL Other Issues

" See, for example, Jerome Fons, "Using Defbult Rates to Model the T€lm Structur€ o1'CreditRisk." Financial
Analysts Joumal 50i5 (1994); 25-32,
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There are many other aspects ofFIAs that Dr. McCann criticizes. I address them briefly in

this Section.

Regarding Dr. McCann's statem€nts on market value adjustment (MVA) factors (pp. l4-15),

surely Dr. McCann is aware that such products are already regulated by the SEC, unless their

possible downward adjustments are limited to be less than what would otherwise violate the

nonforfeiture requirements ofeach state. Therefore, only the annuities with potentially more

severe MVAs are those that are regulated by the SEC. Moreover, for products that do feature

MVAs, the risk transfer allows the insurer to offer more attractive crediting rate terms, lower

surrender charges, or otherwise more favorable terms to policyholders who will be less

inclined to surrender their policies prematurely in search of higher yields as market

conditions change.

Dr. McCann has stated that FIA issuers are generating extraordinary commissions to

salesmen and profits to issuers, yet he has not given any evidence of either. Commissions for

salesmen tend to average less than 102 per year ofcontract lenglh, which is not dissimilar to

other financial contracts sold at the retail level. Indeed, equily mutual funds have loads that

can go as high as 8.5% (plus annual maintenance fees that generally exceed lolo per year).

Moreover, investors switch from one fund to another after 3-4 years, on average, in search of

better performance, and this behavior may generate new front-end or back-end loads with

each switch.26 The combination ofthese factors means that investors typically perform far

worse than the market indices would suggest, generating only about halfas much income

over 20 years as the market indices.

Dr. McCann has pointed out that a rule proposal which exempts from SEC oversight only

those equity-indexed annuity contracts whose payofls are more likely than not to exceed the

amounts guaranteed under the contract would exempt none, as all existing equity-indexed

annuities would meet this criterion, requiring all to be registered under Federal securities

laws (p. 2). If my interpretation of this provision is accurate, he is correct in his assessment.

26 See John C. Bogfe, "The relentless rules of humble arithmetic." Financial Analysts Jownat 6l:6 (2005)t 22-
35; Ilia D. Dichev, "What are stock investors' actual historical retums? Evidence from dollar-weighted retums,"
American Economic Review 97'.1(2007)r 386-401;and DALBAR, "The Measurement ofSuccess,"
Quantitative Analysis of Investor Behavior (2008),
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However, this proposed rule is simply weird. Do consumers need the SEC to protect them

lrom financial instruments that could return more than their guaranteed minimums?

Dr. McCann claims that "equity-indexed annuities are quite similar to equity-participation

securities, which are traded on the American Stock Exchange under various brand names (p.

4)." I would point out that there are big differences. None offer the ta.x deferral ofFIAs,

none offer options that can parlay any gains during the accumulation period into continu€d

tax defenal through annuitization, almost none lock in annual gains through ratcheting

provisions, none ofler guarantees backed by the general account ofan insurer, and

backstopped by the state insurance guaranty associations and National Organization of Life

and Health Guaranty Association, almost none are traded in a liquid market, and any early

dispositions are tlpically done with the issuing bank, none offer special early surrender

provisions that allow cashing out at pat value upon death, disability, or entrance into a

nursing home, and none provide guaranteed cash-out provisions at each point in time

throughout their lives. Moreover, equity participation securities are not being offered

currently with other than very short maturities, because they are generally offered when

volatility is low. It doesn't take much more to note that some of the most popular SEC-

registered equity-participation securities were backed by Lehman Brothers, Bear Steams, and

Merrill Lynch. Many of these securities may already be worthless.

Dr. McCann seems to believe that annuities cannot be sold at prices which reflect their costs.

In states where insurance prices are regulated, which occurs most often in certain

property/casualty lines of business, laws are set lo provide for insurer pricing that reflects

their expected losses, marketing costs, administrative costs, loss adjustment expenses, and a

fair rate of retum on their capital. Dr. McCann's annuity pricing equivalent eliminates all but

the annuity's analogue of"expected losses." I would note that in his mutual fund

comparisons, he typically uses Vanguard as his benchmark. Vanguard, which offers mutual

funds in their traditional sense, has been the lowest cost provider ofindex funds for many

26
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years (although Fidelity recently began marketing an S&P Index fund on a loss-leader basis

that leatures even lower mainlenance expenses).2?

Dr. McCann castigates annuities for linking their crediting rates to positive movements in the

S&P or other stock indices (p. 7). Yet the equity participation securities he touts on p. 4

overwhelmingly link their returns to indices sans dividends, or individual stock prices.

Moreover, the fact that FIAs are linked to positive returns in price indices without dividends

simply means that the dividend retums are not "baked into their price." It would be feasible

(albeit less convenient from a consumer's monitoring point of view) for an FIA to be linked

to an index that includes dividends, but most options, futures, and private options that are

used to hedge the risks faced by insurers who offer FlAs are based on price indices and not

total return indices. Therefore, it is easier for the insurer to hedge this element oftheir

annuity liabilities and the annuities are priced accordingly.

Dr. McCann has stated in footnote 6 that annuity "issuers obscure the simple economics of

this investment by making it superficially extraordinarily complicated (p. 5)." This is an

extraordinary claim. He obviously has not attempted to hedge one ofthese instruments.

Issuers who hedge them with over-the-counter customized derivatives contracts must incur

substantial basis risk, counterparty risk. and pooling risk; there are no derivative contracts

available that hedge the many risks which face the issuer, and substantial amounts of capital

are needed to handle the basis risk, counterparty risk, and pooling risk that remains affer

obtaining a derivatives contract that hedges one element ofthe annuity contract. An issuer

may choose to purchase a counterpafiy credit default swap, or absorb the risk ofdefault by

putting its own capital at risk. Ifthe insurer chooses to hedge the interest rate component,

interest rate caps must be purchased and interest rate floors can be sold to lessen that hedging

cost, but these also involve siglificant basis risk. Typically, available derivatives can hedge

only one day out ofevery 365 days ofan annual coverage period; ifa death, disability,

nursing home confinement, withdrawal, or surrender occurs on any other day, there is

substantial basis risk involved. Insurers handle these risks through pooling, risk absorption

through capital, and in the case of early surrender, the imposition of surrender charges.

'' John C. Bogle, "Bringing Muiualiry to Mutual Funds," -Rolman International Journal of Pension
Management l: l  (2008): 54-64.
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For insurers who opt to dl,namically hedge the hedgeable elements oftheir contracts, they

may need to undertake over 20,000 trades for a | 5-year annuity contract, where the hedges

are typically enacted by taking multiple (e.g., seven) positions in the futures market on each

day, where these positions are adjusted daily or more frequently, depending on market

conditions. Yes, the annuities can be pooled, exposures can be netted against each other to

some extent, and hedging economies can be achieved, but a good dynamic hedging program

is not a trivial exercise like it may be in a theoretical world; in the real world there are many

contingencies that Dr. McCann has overlooked, and talented financial managers are

necessary to secure the promises ofannuities through dynamic hedging.

Dr. Mccann states that "equity-indexed annuities can be valued using standard, scientific

methodologies. (p. 25)." I am aware ofno annuity provider that prices annuities according to

the model he uses, which relies on the earliest version ofthe Black-Scholes-Mefion option

pricing model to determine what he claims to be a fair price of an FIA. Indeed, if an insurer

were to price annuities according to his formula, it is unlikely that an insurance regulator

would approve its sale. Regulators ask insurers to show that they can remain financially

viable under realistic market conditions, and the "normal distribution ofrates ofreturn"

together with the constant interest rate and constant volatility that he assumes would fail their

stress test criteria. His certitude about the model's pricing implications vis-d-vis what he

purports to be a fair annuity price should be considered in light ofthe caution that Professor

Merton gave regarding the application ofoption pricing models in the concluding paragraph

ofhis Nobel Lecture ofDecember 9, 1997: "Even this briefdiscourse on the application to

finance practice of mathematical models in general and the option-pricing model in particular

would be negligently incomplete without a strong word ofcaution about their use. Attimes

we can lose sight of the ultimate purpose of the models when their mathematics become too

interesting. The mathematics offinancial models can be applied precisely, but the models

are not at all precise in their application to the complex real world. Their accuracy as a

useful approximation to that world varies significantly across time and place. The models

should be applied in practice only tentatively, with careful assessment oftheir limitations in

each application." Rather than exercise caution, especially in light offthe fact that the real

world violates all 20 ofthe underlying assumptions ofthe pricing model he has put forth, Dr.

McCann proceeds with reckless abandon and posits his model price as a proper basis on
28
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which courts may determine and assess damages to annuity purchasers. He has done this in

every jurisdiction in which he has testified concerning annuity pricing.

Dr. McCann states that "Other things equal, equity-indexed annuities with longer surrender

periods provide less value to investors than annuities with shorter maturities (p. 8)." He

bases this statement on his pricing model mentioned above. The fact that his pricing model

substantially underestimates the crediting rates provided to annuity purchasers (and in the

medium to higher ranges of crediting rates, underestimates their fiequency by roughly

100%), combined with his use ofa model-inconsistent discount rate that would render

suspect the value ofevery other derivative security, and even all U.S. Treasury bonds,

together with the fact that he ignores most ofthe options provided by annuities, are the

factors that create this artifact. Conecting the omissions and incorrect application of his

model and this pricing anomaly vanishes,

On p. 8 of his submission, Dr. McCann criticizes two-tier annuities because their surrender

penalties do not completely disappear over time unless the annuity holder opts to annuitize.

He claims elsewhere that the probability ofannuitizing a deferred annuity is typically less

lhan 5Yo. He neglects to explain that by their very design, two-tier annuities provide a

disincentive to surrender prematurely, and indeed are designed to perform best when the

annuity purchaser annuitizes during the decumulation stage, rather than procure a lump-sum

payout. The issuers of such two-tier annuities have lower lapsation than they would have

otherwise, which allows them to invest in longer-term, less liquid assets and garner the

higher returns that such assets typically fetch. These higher retrrrns can be passed through to

consumers via contractual parameters. Moreover, avoiding the deadweight costs oflapsation

allows the annuity issuer to offer relatively attractive annuitization terms that can be based on

cohort pricing at the outset ofthe contract purchase. Experience ofannuitization under these

contracts, while still early, is in excess of 6002 -- a far cry above the 5olo number cited by Dr.

McCann as being typical.

On p. 9 of his submission, Dr. McCann castigates FIAs for reducing annual annuity

accumulation values through "one or more gimmicks," but fails to recognize that in the

absence ofsuch contractual provisions, the annuity would be costlier to the consumer.
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Dr. McCann dismisses the value of"bonus credits" (pp. l3-14), saying that they are fully

offset by higher surrender charges, longer surrender periods and larger pricing spreads."

While he offers two anecdotal examples, he fails to recognize that, without such bonus

credits, there would be greater uncertainty to the purchaser about what the ultimate

accumulation values will attain. With bonus credits, at least part ofthis uncertainty is

resolved, and less is left to the future evolution ofthe relerence index. Moreover, reducing

the deadweight eoonomic drains to policyholders imposed by those who surrender their

policies prior lo maturity provides the insurer the flexibility to offer more attractive

provisions to all policyholders. Dr. McCann exhibits a severe misunderstanding of this issue.

Dr. McCann claims (p. 14) that the surrender charges can be as high as 25%o. The only

annuiry with which I am familiar that imposes such a high surrender charge offers a l0oZ

bonus credit, lvhich is not forfeited upon surrender; accordingly. the net surrender charge is

l5%, which amounts to about l% per year ofthe policy period, consistent with most other

annuities. This amount is necessary to collect from surrendering policyholders because of

distribution costs. They could be imposed at a lower level as part ofthe purchase price to all

policyholders, but it is deemed fairer to impose them only upon those who impose the costs;

this allows more attractive terms to be set that can benefit policl'holders who manage their

annuity in the manner that it was designed.

\all ConcludingRemarks

A rigorous evaluation of Dr. McCann's calculations related to the merits ofFIA crediting

methods, the chances that FIAs perform better than investments in stocks and bonds, and the

valuation ofthe maturity payoffs ofFIA leads me to believe that his calculations are wrong,

misleading, and based on assumptions not supported by the available data. Dr. McCann's

conclusions, based on his flawed calculations, are negatively biased, unsubstantiated and

wrongly maintain that FIAS are, qualitatively, similar to portfolios ofstocks and bonds and,

from a quantitative point of view, perform much worse than portfolios ofstocks and bonds.

None ofDr. McCann's conclusions should be taken at face value.

In this report I have corrected some of Dr. McCann's main errors and shown that FIAs are

not qualitatively similar to portfolios ofstocks and bonds. FIAs are rather very different
30I
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products and have many valuable features that contribute to their value. Dr. McCann's

insistence in arguing that FIAs are comparable to mutual funds only reveals his lack of

understanding ofhow FIAs work, how US financial markets work, and how cornpetitive

pressures in the insurance industry work. I have also shown that, even when compared to

portfolios ofstocks and bonds FIAs perform very well, especially when moderate risk-

aversion levels are considered, and would be appealing to a very large class of rational

individuals.
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Total Additional Cost to Carrier and Distribution approximately $480,000,000
Total First Year Business Income to Distribution approximately $1,500,000,000
Total First Year Profit Loss to lnsurance Companies approximately $300'000'000

This Economic lmpact Analysis is an estimation only of the initial operational costs and income
losses incurred to comply with proposed rule 151A at its enactment. NAFA believes the
information provided to be true and accurate, and a fair representation ofthe costs, fees and
expenses associated with the distribution of a fixed indexed annuity in the event proposed Rule
151A is adopted and enacted. The information provided is a minimum projection and may be
reasonably expected to increase under the circumstances as set forth in each category
addressed below. Unfortunately due to the unreasonably short comment period NAFA has not
had adequate time to do a more in depth analysis of long term capitalization requirements and
ongoing marketing, compliance and operational expenses which will be necessary to distribute
indexed annuities under the duplicative regulation and additional capital requirements for
marketing organizations and insurance caniers. Accordingly, projections for years two and
beyond are not provided; however, it is reasonably anticipated that continued business activity to
comply with proposed Rule 151A will require significant financial resources, as set forth herein, in
order to comply with both federal and state regulatory schemes.

l. Producers

Total Cost Estimate - $140,000,000

Cunently, there are approximately 199,000 licensed and active insurance agents selling life
and annuity products of whom approximately 80,000 to 90,000 sold fixed annuities in 2007' .
Of these agents who sold fixed annuities in 2007, approximately 55% were not FINRA
registered agents (Agent Sales Journal Annuity Study 2008). Producers without securities
licensing who chose to become securities licensed will each have to spend between $5,000
and $6,000 each in licensing, broker-dealer registration, and exam fees. This figure is based
on the study conducted by Gorilla Compliance, LLC which is summarized below. Assuming
30% become securities licensed the total cost will be over $140 million.

Tolal Income Loss Estimate - $t,500,000,000

Approximately $25 billion dollars of fixed indexed annuities were sold in 2007.' The average
fixed indexed annuity sale was $52,000r totaling approximately 500,000 new fixed indexed
annuity contracls. The loss of business income tothe agents is signiflcant. Industry experts
estimate that fixed indexed annuity sales will drop from approximalely $30 billion of premium
a year (projected for 2008) to $10 billion" per year if Rule 151A is enacted. Thisequatestoa
loss of almost $1.5 billion in lost business income. Moreover, the average non-SEC licensed
agent employs 1-4 individuals whose livelihoods will be severely jeopardized by the
economic impact.

' LIMRA lntemational
! LIMRA Intemational 4b Qualt€! Study 2007
3 Armuityspecs.conq President, Sheryl Moore
" The Advantage Compendiuq Jack Marrion, President

I
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Economic lmpact of Proposed Rule 151A
Page 2 of 3

ll. Independent Marketing Organizations (lMO)

Total Cost Estimate - $92,000,000

The analysis set forth below regarding Rule 151A's impact on an IMO is based on a study
conducted by Gorilla compliance, october 2008, and is available through Danette Kennedy,
President, Gorilla Compliance. The analysis is based on the foltowing assumptions:

. IMO has two principals;

. IMO will obtain SEC licenses required by Rule 151A and adopt the required business
model to distribute indexed annuities;

o IMO is an introductory broker domiciled in Kansas and conducting business in CA' CO'
CT, KS, lVO, NJ, OH, PA, and TX (the states with the largest amount of indexed annuity
sales),

This estimate does @! include the additional costs the IMO would incur for the following items
for the two principalsJ ) office equipment and furniture, 2) leased office space and utilities, 3)
telephone system, 4) computer hardware, 5) travel expenses, 6) printing costs, and 7) employee
benefits and programs such as 401(k), disability, life or health insurance, etc.

Many expenses/costs/fees are directly impacted by business growth. Higher costs are expected
in year tvvo and thereafter as the llilo increases the number of representatives affiliated with it
and the number of jurisdictions in which it transacts business. The number of representatives
affiliated with the lMO, including the number of jurisdictions, as well as the fee structure of each
individual jurisdiction, will significantly impact the estimated costs and expenses. These costs
and expenses will particularly increase due to the mandated net capital requirements -

requirements which are arguably unnecessary with respect tO insurance products where the
issuer - which maintains significant reserves - is charged with the duty to supervise suitability.
For example, the required fidelity bond, assuming 60 representatives/employees and $25,000
minimum fidelity bond will generate an approximate cost of $1,700.00. The number of branches
affiliated with the IMO will impact the fidelity bond cost. There are approximately 150 lMOs
without broker dealer licensing and the conseNative cost estimate is $617,000 each for
compliance with Rule 151A, with the total industry cost being estimated at over $90,000'000.
lMOs average around 35 employees (some as large as 200 and others as small as 7 - 10);
these dramatic cost increases will have a substantial impact on the lMOs'ability to retain
emDlovees.

Total lncome Losses Estimate- $300,000,000

In addition, with an estimated $20 billion reduction in sales, the IMO revenue, which currently
averages $1.50% of sales (includes all priced IMO commissions and bonuses), then lMOs will
lose approximately $300 million in revenue income. lMOs with other lines of business revenue
will need to change their business plan to recover revenue losses through additional sales of any
fixed annuities that remain outside the securities registration, lffe insurance, LTC, etc. However,
the impact to the many small businesses entities that lMOs

2300 E Kensington Blvd . Mjlwaukee, WI 53211 r B8B-884-NAFA
NAFA was created to promote the awa€ness and uMerstanding ol fixed annuities. lt is the only independent, non'Profit organization

dedicated exclusively lo lhese unique pmducts. Pemission to distribute and/ot reproduce this document may be given to NAFA m€mb€ts
upon r€quest. Any unauthodzed use is strictly prohibited-
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lll. Carriers

Total Cost Estimate -
Total Profit Loss Estimate -

Carrier Financial Information

I
I

$237,000,000
$300,000,000s

t
t
T
I
I
t
I
T
T

Total FA Companies
Total FIA Companies

BD Startup
BD Annual Maintenance
New Compliance-Paralegal
Legal Start Up Costs
FINRA lmplementation
FINRA Maintenances
State Fees
S-1 Fees
Reg istration Statement
Preparation
State Fil ing
Annua lAud i t
Operations/Ad ministration/
Systems
Printing Prospectus/Supply
Cha in

lmmediate
1 ,855,815

600,425

Carrier with Variable Authority

per Carrier Total (17)

$1,000,000 $17,000,000
$ 50,000 $ 850,000
$ 500,000 $ 8,500,000

$ 25,000
$ 2,000 $ 2,ooo
$ 20,000 $ 340,000

Carrier without Variable
Authority

per Carrier Total (27)
$3,000,000 $81,000,000
$1,000,000 $27,000,000
$ 50,000 $ 1,350,000

Annuity Policies In Force Total Policles6 Admitted Ass€ts7

(000)

567,625,819 $5 ,055,550,711
145,374,496 $1,725,483,255

683
265
44

Deferred
35,263,890
'13,838,662

# of companies in AIV Best Statement File 2007 Year End'

Companies wiih at least 1 deferred annuity policy

Companies sell ing FlAs

Rule 151A Carrier Expenses

$ 5,000
$ s0,000
$ '100,000

$ 20,000

$ 85,000
$ 850,000
$ 1,700,000

$ 340,000

$ 20,000

$ 62,500

$ 5,000
$ 50,000
$ 2s0,000

$ 20,000

$ 540,000

$ 1,687,500

$ 135,000
$ 1,350,000
$ 6,750,000

540,000

Combined
Total
$ 81,000,000
$,14,000,000
$ 2,200,000
$ 8,500,000
$ 25,000
$ 2,000
$ 880,000
$ 87,210,00010

$ 1,687,500
$ 220,000
$ 2,200,000

$ 8,450,000

$ 880,000
I Additionat Fees paid to FTNRA .125 % on the first $'100,000 in premium and continues on scale for every $1 of
I impacting produd pricing premium greater than $100,000

rotals $1,747,000 $28'757'000 $4'402,500 S 206,010,500 $237,254,500

I

I
I
I
I

" Estimate based on one year sales of indexed annuities
6 AM Best Repon 2007 total life and annuity policies in force
TTotal Net Admihed Assets (column 3 of Assets Exhibit)l in 000s
8 Defined using AM Best Groups and Una{frliated Singles
e Annual Maintenance includes: salaries for CEo/COO/FINOP/2 Principals/l compliance Officer
to Annuity Specs 10/1/2008 states 342 IA products times $255 S-1 Fees

2300 E Kensington Blvd . lYilwaukee, WI 53211 . 888-884-NAFA
NAFA was created to oromote lhe awareness and understanding of fixed annuities. lt is the only indep€ndent, non-profit organization

dedicated exclusively to theso unique prcducts. Permission to distribute and/or reproduce this document may be given to NAFA mombers
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