AU WASHINGTON REPORT

FOR ADVA
LIFE UNDERWRITING

Premier analysis of federal legislative and regulatory developments for the nation’s 2,000 most advanced
life insurance planners, focusing on business, estate, qualified and nonqualified retirement planning.

Counsel AALU

Buchanan Ingersoll & Rooney PC  PricewaterhouseCoopers David J. Stertzer, Chief Executive Officer

Gerald H. Sherman William Archer Tom Korb, Vice President of Policy & Public Affairs
Stuart M. Lewis Donald Carlson Marc R. Cadin, Vice President of Legislative Affairs
Deborah M. Beers Sarah Spear, Director of Policy & Public Affairs

Keith A. Mong Ricchetti, Inc. Anthony Raglani, Assist. Dir. of Policy & Public Affairs

Steve Ricchetti
Jeff Ricchetti

Federal Policy Group Sutherland Asbill & Brennan LLP 2901 Telestar Court, Falls Church, Virginia 22042
Ken Kies Stephen E. Roth Toll Free: 1-888-275-0092 Fax: 703-641-8119
Matthew Dolan Eric A. Arnold www.aalu.org

AALU Bulletin No: 09-06 January 15, 2009

Subject: SEC Releases Final Rule on Indexed Annuities

Major References: Securities Act Release No. 33-8996

Prior AALU Washington Reports: 08-113; 08-59

SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO
THE CONCLUSION OF THIS WASHINGTON REPORT.

The U.S. Securities and Exchange Commission (“SEC” or “Commission”)
has released the language of recently adopted Rule 151A, which has an effective
date of January 12, 2011. The rule will require insurers to register as securities
most indexed annuities being currently offered on or before that date. Producers
selling these products will need to be securities licensed once the products are
registered as securities with the SEC.

Importantly, in response to comments submitted by AALU and others, the
SEC narrowed the scope of the rule so that it does not cover the vast majority of
general account life insurance and annuity products. The rule does not cover
indexed life insurance products, although the rule likely will have implications for
the status of such products under the federal securities laws.

On January 8, 2009, the SEC issued the release adopting new Rule 151A under the Securities Act
of 1933 (the *1933 Act”) that defines a specified class of “annuity” and “optional annuity” contracts as
being outside the scope of the exemption in Section 3(a)(8) of the 1933 Act.* The rule, which has an
effective date of January 12, 2011, is intended to clarify the status under the federal securities laws of

! “Indexed Annuities and Certain Other Insurance Contracts,” Securities Act Release No. 33-8996 (Jan. 8, 2009) (the “Adopting
Release”) available at http://www.sec.gov/rules/final/2009/33-8996.pdf.
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indexed annuity contracts, which by their terms credit interest by reference to a security, or group or index
of securities, retrospectively at the end of one or more crediting periods.

BACKGROUND

As previously reported, at an open meeting held on December 17, 2008, by a 4 - 1 vote over the
objection of Commissioner Paredes, the SEC adopted Rule 151A under the 1933 Act that in effect
will require the registration of typical equity indexed annuities. The SEC issued a press release on
December 17 announcing its action.?  This followed the SEC’s consideration of approximately 4,800
comments which were received on a proposed rule that the SEC published on June 25.> The comment
period initially ended on September 10, 2008, and then was re-opened for an additional 30 day period in
mid-October.

The Commission also adopted Rule 12h-7 under the Securities Exchange Act of 1934 (the “1934
Act”) that will exempt issuers of registered indexed annuities and certain other registered insurance
products from 1934 Act periodic reporting requirements. Rule 12h-7 was adopted in substantially the same
form as proposed, except that insurers will not be required to take steps to prevent the development of a
market in these securities, such as limitations on and prior approval of assignments, to the extent that those
actions would be prohibited by state law.

NEW DEFINITION OF AN ANNUITY

Proposed Rule 151A prospectively defines certain indexed annuity contracts that will not be able to
rely on the exemption from registration for annuity or optional annuity contracts in Section 3(a)(8) of the
1933 Act. Absent another exemption, indexed annuities that meet this definition and that are issued on or
after the January 12, 2011 effective date, will be required to be registered as securities. The definition has
two parts.

Under Rule 151A, an annuity is subject to registration if:

(1)  The contract specifies that amounts payable by the issuer under the contract are calculated,
at or after one or more specified crediting periods, in whole or in part, by reference to the performance
during the crediting period or periods of a 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.*

The final rule narrows the scope of the proposed rule in two ways. First, it only applies where the
contract specifies that amounts payable are based, in whole or in part, on the performance of a security or
securities index (i.e., a contract will not be covered unless the insurer is contractually bound to pay amounts
based on the performance of a security, group of securities or securities index). Second, the final rule only
applies to contracts that, by their terms, calculate interest at the end of one or more crediting periods
retroactively, in whole or in part, by reference to the performance of a security, including an index or group

% The SEC’s press release is available at_http://www.sec.gov/news/press/2008/2008-298.htm.
% Securities Act Release No. 33-8933 (June 25, 2008) available at
http://www.sec.gov/rules/proposed/2008/33-8933.pdf.

* Adopting Release at 152.
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of securities, during the crediting period. These modifications are intended to address comments from
AALU and others that the proposed rule could have been interpreted as applying to traditional fixed
annuities or discretionary excess interest contracts where interest rates are often based, in part, on the
performance of the securities held in the insurer’s general account.” The new language in Rule 151A was
also intended to clarify that the new rule does not reach contracts covered by the Rule 151 safe harbor,
since contracts that credit interest retrospectively “do not fall within rule 151.”° As a result of these
changes, the rule does not apply to discretionary excess interest contracts where insurers declare the current
rate of interest in advance, nor should it apply to traditional participating policies where insurers declare
and pay dividends at their discretion based in part on the investment return of the insurer’s general account
portfolio.

The “more likely than not” determination is principles based, and would be made by the insurance
company. The Adopting Release states that the amounts payable by an insurer under a contract would
more likely than not exceed the amounts guaranteed under the contract if this were expected to occur more
than half of the time.” The Commission states that analysis made by the insurer would be facts and
circumstances based and would include, among other things, an analysis of the features of the contract, the
options selected by the owner (e.g., surrender or annuitization), and performance of the benchmark index.

Rule 151A continues to be characterized as “principles-based” and to provide that an insurer’s
determinations regarding the “more likely than not” test are conclusive if:

1) Both the insurer’s methodology and the economic, actuarial, and other assumptions used in
the determination are reasonable;

(2 The computations made by the insurer in support of the determination are materially
accurate; and

3) The determination is made not more than six months prior to the date on which the form of
contract is first offered.

The Commission dropped the requirement that the determination be made not more than three years
prior to the date on which the particular contract is issued. The Commission was persuaded by commenters
that if the status of a contract were to change from exempt to non-exempt and vice versa, it would present
practical difficulties.?

EFFECTIVE DATE AND PROSPECTIVE APPLICATION

The effective date of Rule 151A is January 12, 2011, thus extending the 12 month period in the
proposed rule to 24 months. Therefore, the new definition in Rule 151A will apply prospectively only.
The Adopting Release makes clear that nothing in the release is intended to affect the current legal status of
indexed annuities until January 12, 2011, and states that “we do not believe that issuers and sellers of
indexed annuities should be subject to any additional legal risk relating to their past offers and sales of
indexed annuity contracts as a result of the proposal and adoption of rule 151A.”® The SEC notes that
during the period between the adoption of Rule 151A and the effective date:

. at 49-50.
.at 51.
.at 54,
. at 60.
. at 64.

© 0o N o o
ElElElElE



e Anindexed annuity issuer making unregistered offers and sales of a contract that will not be an
"annuity contract” or "optional annuity contract” under Rule 151A may continue to do so until
January 12, 2011 without such offers being unlawful under Section 5 of the 1933 Act as a result of
the pending effectiveness of Rule 151A; and

e Anindexed annuity issuer that wishes to register a contract that will not be an "annuity contract™” or
"optional annuity contract” under Rule 151A may continue to make unregistered offers and sales of
the same annuity until the earlier of the effective date of the registration statement or the effective
date of Rule 151A without such offers and sales being unlawful under Section 5 of the Securities
Act as a result of the pending effectiveness of Rule 151A.%°

The Commission also clarified that insurers may continue to receive additional premium payments after
the rule’s effective date under individual indexed annuity contracts previously issued without registration,
but new sales of an existing form of an indexed annuity contract will not be permitted.™* Similarly, a group
indexed annuity contract offered and sold prior to January 12, 2011 cannot be sold to an individual on or
after January 12, 2011 without reference to Rule 151A.

The SEC has indicated that it intends to work during the 2-year transition period to develop a tailored
disclosure form that would address such issues as appropriate financial statements and filing fees, and
would also consider other regulatory changes to level the playing field with variable annuities and other
investment products.

IMPLICATIONS FOR LIFE INSURANCE PRODUCTS

The SEC had requested comment on whether Rule 151A should apply to not just indexed annuities
but also to indexed life insurance. The Adopting Release states that the rule will not apply to contracts that
are regulated under state insurance law as life insurance, health insurance, or any form of insurance other
than an annuity. In general, the final rule is confirmatory of clarification sought by AALU from the SEC to
try to assure that unwarranted questions would not be raised about the vast majority of general account life
insurance products. It does this not only by restating that the final rule only applies by its terms to certain
annuities, but by narrowing (as described above) the scope of the final rule even with regard to annuities—
to exclude discretionary excess interest contracts where insurers declare the current rate of interest in
advance; and to exclude traditional contracts where insurers declare and pay dividends at their discretion
based in part on the investment return of the insurer’s general account portfolio. The Adopting Release
does have specific language with respect to indexed life insurance. The Adopting Release states that:

“...rule 151A itself will not apply to indexed life insurance policies [footnote omitted], in which the
cash value of the policy is credited with a guaranteed minimum return and a securities-linked return.
The status of an indexed life insurance policy under the federal securities laws will continue to be a
facts and circumstances determination, undertaken by reference to the factors and analysis that have
been articulated by the Supreme Court and the Commission. We note, however, that the
considerations that form the basis for rule 151A are also relevant in analyzing indexed life insurance
because irllgexed life insurance and indexed annuities share certain features (e.g., securities-linked
returns).”

1914. at 66.
11d. at 64-65.
121d. at 47-48.



Because Rule 151A is prospective — that is, it will not be effective until January 12, 2011 -- it is
likely that until 2011 insurers will evaluate the securities status of indexed life insurance in a manner not
inconsistent with how they will assess their ability to continue to offer indexed annuities without SEC
registration prior to the 2011 effective date. As noted above, the SEC has explicitly stated that indexed
annuities generally can continue to be offered on an unregistered basis until January 12, 2011, without
violating the 1933 Act’s prohibition on the sale of unregistered securities.

With respect to sales of indexed life insurance after the effective date of Rule 151A, given the
SEC’s statements quoted above, it is likely that insurers will be evaluating the securities status of the
indexed life insurance products they offer by considering not only prior Supreme Court and Commission
precedent but also the analysis in the Adopting Release and the “more likely than not” determination
specified in Rule 151A. Depending on the conclusions insurers reach after conducting such an analysis,
indexed life insurance products could also be registered as securities with the SEC. This, in turn, would
require that producers selling such products be securities licensed once the registration statements are
declared effective by the SEC.

CONCLUSION

AALU will continue to monitor and report on any additional developments on this matter. For now,
the picture is as clear as it may be for some time. Concerns expressed by AALU and other groups were
important in narrowing the rule to make clear that it does not apply to, nor should it impact or raise
questions about, the vast majority of general account life insurance products and annuities. Indexed
annuities which are covered by the rule generally may be sold without securities registration until the
January 12, 2011 effective date and thereafter such products generally would require securities registration
and producers who sell them would need securities licenses. For indexed life insurance, carriers have
between now and the January 12, 2011 effective date to determine whether or how products after that date
could be structured and sold without securities registration. As AALU previously noted, it is possible that
some groups could challenge the rule in court. The prospects for successful court challenge are not clear.
In the interim, it is possible, but currently appears very unlikely, that the SEC will make meaningful
changes to the final rule during the two year pendency before the rule’s effective date. In light of the
above, there appears to be a fair measure of closure on this issue at the present time. AALU does not have
any current plans for further engagement on this issue, but welcomes your questions or concerns and will
keep you informed of further information or developments.

Any AALU member who wishes to obtain a copy of any of the items discussed in this Washington
Report may do so through the following means: (1) use hyperlink above next to “Major References,” (2) log
onto the AALU website at www.aalu.org and enter the Member Portal with your social security number and
select Current Washington Report for linkage to source material or (3) email Anthony Raglani at
raglani@aalu.org and include a reference to this Washington Report.

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as
distributed or as re-circulated by our members, please be advised of the following:

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT
BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE
IMPOSED BY THE INTERNAL REVENUE SERVICE.


http://www.aalu.org/
mailto:raglani@aalu.org

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning
of the IRS guidance, then, as required by the IRS, please be further advised of the following:

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK

ADVICE FROM AN INDEPENDENT TAX ADVISOR.

ASSOCIATION T -
FOR ADVANCED
LIFE UNDERWRIT!NG\“-—-/

The mission of AALU is to promote, preserve and protect advanced life insurance planning
for the benefit of our members, their clients, the industry and the general public.

For more information about how AALU’s advocacy efforts help protect your business and the
advanced life insurance marketplace, visit our website at www.aalu.org, or
call toll free 1-(888)-275-0092.
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