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VARIABLE ANNUITIES IN THZ 1980~S AND BEYOND 

ASSTRACT 

This  paper a t tempts  t o  quan t i fy  t he  b e n e f i t s  t o  t he  purchaser  o f  • 

n o n - q u a l i f i e d  v a r i a b l e  a n n u i t y  a s  compared  t o  an  i n v e s t ~ a n t  i n  a 

~ u t u a l  fund .  An e a r l y  d i s c u s s i o n  o f  t h i s  s u b ,  a c t  c a n  be  found  i n  

S o c i e t y  o f  A c t u a r i e s '  T r a n s a c t i o n s  d a t i n g  b a c k  t o  t h e  1 9 6 0 ' • .  Wi th  

t h e  a d v e n t  o f  v a r i o u s  t a x  and r e g u l a t o r y  c h a n g e s  d u r i n g  t h e  1 9 8 0 ' • ,  

an  u p d a t e  on t h i s  t o p i c  seems a p p r o p r i a t e ,  p a r t i c u l a r l y  i n  l i g h t  o f  

t h e  r e c e n t  r enewed  i n t e r e s t  o f  b o t h  c o n s u m e r s  and  i n s u r a n c e  

c o m p a n i e s  i n  v a r i a b l e  a n n u i t i e s .  To t h a t  e x t e n t ,  an  a n a l y s i s  o f  

the benefits for insurance companies offering variable annuities 

has also bean Included in this paper. 

A f t e r  an i n t r o d u c t i o n  and • r e v i e w  o f  t h e  h i s t o r y  o f  v a r i a b l e  

a n n u i t i e s  i n  t h e  U . S . ,  t a x a t i o n  and r e g u l a t i o n  a r e  p r e s e n t e d  i n  

d e t a i l  t o  u p d a t e  t h e  r e a d e r  on t h e  r e l e v a n t • h a n g • s  t h a t  have  t a k e n  

p l a c e  i n  t h e  l a s t  d e c a d e .  C u r r e n t  p r o d u c t  d e s i g n s  a r e  I l l u s t r a t e d ,  

a l o n g  w i t h  t h e  p e r t i n e n t  p r i c i n g  c o n s i d e r a t i o n m  f o r  t h e  i s s u i n g  

c o m p a n i e s .  C u r r e n t  ~ I s t r i b u t i o n  c h a n n e l s  a r e  a l s o  d i s c u s s e d .  

A m a p • r a t e  m e c t i o n  i •  d e v o t e d  t o  a c o m p a r i s o n  o f  h i s t o r i c  f u n d  

p e r f o r m a n c e  f o r  i n v e s t l a n t  o p t i o n •  i n  v a r i a b l e  a n n u i t i e s  and R u t u a l  

f u n d s .  The r e s u l t •  o f  t h i s  a n a l y s i s  l e a d  t o  t h e  c o n c l u s i o n  t h a t  

a l t e r - t a x  a n n u a l  r e ~ u r n a  on v a r i a b l e  a r m u i t i t •  h a y •  been  h i g h e r  
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t h e n  t h o s e  on m u t u a l  f unds  d u r i n g  t h e  1 9 5 0 ' s .  

F i n a l l y ,  t h e  p a p e r  i l l u s t r a t e s  r e c e n t  s a l e s  r e s u l t s  f o r  v a r i a b l e  

a n n u i t i e s ,  a s  w e l l  a s  r e l a t e d  p r o d u c t  d e s i g n s  i n  o t h e r  c o u n t r i e s .  

& l o o k  a t  mome a r e a s  o f  f u r t h e r  r e s e a r c h  c o m p l e t e e  t h e  e t u d y .  
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X .  I N T R O D U C T I O N  

V a r i a b l e  a n n u i t i e s  have  b e e n  a v a i l a b l e  i n  t h e  U n i t e d  S t a t e s  s i n c e  

1952, t h e  y e a r  t h e  C o l l e g e  R e t i r e m e n t  E q u i t i e s  Fund (CREF) was 

e s t a b l i s h e d .  I n i t i a l l y ,  t h e  p r o d u c t  was v e r y  p o p u l a r .  By t h e  end 

o f  1958, more  t h a n  175 ,000  I n d i v i d u a l s  we re  c o v e r e d ,  w i t h  a s s e t s  

t o t a l i n g  more  t h a n  $200 m i l l i o n  ( s e e  [ 8 ] ) .  R e g u l a t o r y  p r o b l e m s  

s lowed g r o w t h  o f  v a r i a b l e  a n n u i t i e s  t h r o u g h  1966, b u t  by  1970 ,  Lore  

t h a n  800 ,000  i n d i v i d u a l s  were c o v e r e d  u n d e r  v a r i a b l e  a n n u i t y  p l a n s .  

The d i s m a l  p e r f o r m a n c e  o f  t h e  s t o c k  R a r k e t  t h r o u g h  t h e  1 9 7 0 ' s  and  

t h e  f a c t  t h a t  most  e a r l y  p r o d u c t s  o f f e r e d  o n l y  a retook fund  

hampered t h e  p o p u l a r i t y  o f  v a r i a b l e  a n n u i t i e s .  However ,  t h e  

a v a i l a b i l i t y  o f  B u l t i p l e  fund  o p t i o n s ,  c o u p l e d  w i t h  t h e  Improved  

p e r f o r m a n c e  o f  t h e  s t o c k  ~ a r k e t ,  r enewed  consumer  i n t e r e s t  i n  t h e  

p r o d u c t  d u r i n g  t h e  1 9 8 0 ' a .  

As of  y e a r  end  1988, more t h a n  5 l i l l i o n  i n d i v i d u a l s  w e r e  c o v e r e d  

u n d e r  g r o u p  and  i n d i v i d u a l  v a r i a b l e  annuity p l a n s ,  w i t h  a s s e t s  

t o t a l i n g  s o r e  $60 b i l l i o n .  I n  1989 ,  t o t a l  q u a l i f i e d  and 

n o n q u a l i f t e d  I n d i v i d u a l  v a r i a b l e  a n n u i t y  premiums I n c r e a s e d  by 35t  

t o  an e s t i m a t e d  $7 .5  b i l l i o n ,  whe rea s  t o t a l  I n d u s t r y  p r e m i u m s  f o r  

l i f e  I n s u r a n c e  o n l y  I n c r e a s e d  by 6%. V a r i a b l e  a n n u i t i e s  a c c o u n t e d  

f o r  23t  o f  a l l  a n n u i t y  ma les  i n  t h e  U . $ .  i n  1989,  a c c o r d i n g  t o  t h e  

L i f e  I n s u r a n c e  M a r k e t i n g  and  R e s e a r c h  A s s o c i a t i o n  (LINRA). 

107 



T h i s  p o s i t i v e  t r e n d  has  c a r r i e d  i n t o  1990 .  T o t a l  i n d i v i d u a l  

v a r i a b l e  a n n u i t y  p r e m i u l s  a r e  e s t i m a t e d  s t  $10 b i l l i o n  t h i s  y e a r .  

There is a significant amount o f  new product activity, with more 

than 80 companies now offering products in the market. The 

question remains whether variable annuities can retain their 

momentum ~f the current stock market setback will continue for an 

extended time period. 

1. What =Lt'e V a r i a b l e  k u n u i t i s s ?  

A v a r i a b l e  a n n u i t y  i s  an  a n n u i t y  c o n t r a c t  which  a l l o w s  t h e  

l > o l i c y h o l d e r  t o  i n v e s t  t h e  c o n t r i b u t i o n s  i n  a v a r i e t y  o f  f u n d s .  

Common c h o i c e s  i n c l u t e  one  o r  more s t o c k  f u n d s ,  a bond f u n d ,  a 

money m a r k e t  f u n d ,  an a s s e t  a l l o c a t i o n  f u n d  and a g u a r a n t e e d  

i n t e r e s t  f u n d  ( " f i x e d  o p t i o n " } .  U n l i k e  a f i x e d  a n n u i t y ,  v a r i a b l e  

annuities shift the investment risk to the policyholder, since the 

a c c o u n t  v a l u e  o f  a v a r i a b l e  a n n u i t y  c o n t r a c t  v a r i e s  a c c o r d i n g  t o  

the investment results in the corresponding investment funds. 

Although most monie, paid into varlable annuity contracts are 

single premiums, the majority of contracts permit the l~licyowner 

t o  pay a d d i t i o n a l  p r e m i u ~  a t  any t i m e  t h e r e a f t e r ,  p r o v i d e d  t h e y  

meet certain minimum amount requirements. Once paid, premiums 

accumulate based on the performance of the underlying funds, until 

t h e  p o l i c y h o l d e r  d e c i d e s  t o  a n n u i t i z e  t h e  c o n t r a c t .  D u r i n g  t h e  

a c c u m u l a t i o n  p e r i o d ,  a l l  c a p i t a l  g r o w t h ,  i n t e r e s t  e a r n i n g s  and 

dividends accumulate tax-free. A death benefit equal to the 
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maximum o f  t he  c u r r e n t  fund  v a l u e  and t h e  p r i n c i p a l  p a i d  l e s s  a n y  

p r i o r  w i t h d r a w a l  i s  t y p i c a l l y  g u a r a n t e e d  by t h e  i n s u r a n c e  company.  

A t  a n n u i t i z a t i o n ,  t h e  c o n t r a c t h o l d e r  may s e l e c t  • f i x e d  o r  8 

v a r i a b l e  p e y o u t  o p t i o n .  Under  t h e  f i x e d  o p t i o n ,  t h e  c o n t r a c t h o l d e r  

r e c e i v e s  a l e v e l  m o n t h l y  p a y m e n t  f o r  a s p e c i f i e d  p e r i o d .  When 

c h o o s i n g  a v a r i a b l e  o p t i o n ,  m o n t h l y  p a y m e n t s  v a r y  w i t h  t h e  

p e r f o r m a n c e  of  t h e  u n d e r l y i n g  f u n d s .  

Z. Q u a l i f i e d  T s .  N o n - Q u a l i f i e d  P l a n s  

V a r i a b l e  a n n u i t i e s ,  l i k e  f i x e d  a n n u i t i e s ,  c a n  be  f u n d e d  wi th  e i t h e r  

q u a l i f i e d  ( p r e - t a x )  o r  n o n - q u a l i f i e d  ( a f t e r - t a x )  money.  

Quallfied plans such as IRA's (Section 408(b)) and Keoghs (Section 

401) allow the contractholder to deduct any contributions from 

current income before taxes and to defer taxes on investment 

earnings. When offered as a qualified plan, variable annuities 

h a v e  no t a x  a d v a n t a g e •  ove r  m u t u a l  f u n d s .  I n  a d d i t i o n ,  t h e r e  a r e  

l i m i t s  on t h e  a n n u a l  c o n t r i b u t i o n s  i n  • q u a l i f i e d  p l a n .  

A l t e r n a t i v e l y ,  I R A ' s  c o u l d  b e  i n v e s t e d  i n  p u b l i c  mu tua l  f u n d  

f a m i l i e s  which  t y p i c a l l y  o f f e r  a l a r g e r  • e l e c t i o n  o f  f unds  t h a n  

variable annuity contracts. 

N o n - q u a l i f i e d  a n n u i t i e s ,  on t h e  o t h e r  hand ,  a r e  f u n d e d  v i t h  a f t e r -  

tax dollars. Although the contributions ere not tax deductible, 
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a l l  i n s i d e  g r o w t h  compounds t a x - d e f e r r e d .  I n  c o n t r a s t ,  a n n u a l  

e a r n i n g s  on p u b l i c  n u t u a l  f unds  a r e  t a x a b l e .  A n o t h e r  a d v a n t a g e  o f  

t h e  n o n - q u a l i f i e d  a n n u i t y  c o n t r a c t  18 t h a t  t h e r e  a r e  no  

r e s t r i c t i o n s  on a n n u a l  c o n t r i b u t i o n s  a s  In  q u a l i f i e d  c o n t r a c t s .  

3 .  P a r t i e s  t o  t h e  V a r i a b l e  k n n u i t  X ¢ o n t r a o t  

The  ~ I s  t h e  p e r s o n  who w i l l  r e c e i v e  t h e  m o n t h l y  a n n u i t y  

p a y m e n t s  d u r i n g  t h e  a n n u i t i z a t i o n  p e r i o d ,  p r o v i d e d  he  (she)  l i v e s  

long enough. Most policies specify that the contract nust be 

annultized no later than t h e  annultantte age  85. 

The  c o n t r a c t h o l d e r  / , p a r t i c i p a n t )  i s  t h e  p e r s o n  p u r c h a s i n g  t h e  

a n n u i t y .  The c o n t r a c t h o l d e r  may be  t h e  a n n u i t a n t  o r  name someone 

e l s e  a s  a n n u i t a n t  and s t i l l  r e t a i n  c o n t r o l  o v e r  t h e  p o l i c y .  He o r  

s h e  a l s o  h a s  t h e  r i g h t  t o  d i r e c t  t h e  I n v e s t m e n t  o f  p remiums,  name 

t h e  b e n e f i c i a r y ,  change  t h e  a n n u i t a n t  o r  make p a r t i a l  w i t h d r a w a l s .  

The D e n e f i c l a r v  r e c e i v e s  t he  proceeds f r o n  the  c o n t r a c t ,  should t he  

a n n u i t a n t  o r  t h e  owner  d i e  d u r i n g  t h e  a c c u ~ u l e t i o n  p h a s e  o r  b e f o r e  

t h e  end  o f  t h e  s n n u i ' ~ i z a t i o n  p e r i o d .  T y p i c a l l y ,  t h e  c o n t r a c t  h a s  

• guaranteed d e a t h  benefit feature during t h e  accumulation phase, 

whereby the beneficiary will receive the greater of the contract 

value or the sun of roll contributions less prior withdrawals. 
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I T .  HISTORY OF THE VARIABLE ANNUITT 

The C o l l e g e  R e t i r e m e n t  E q u i t t e s F u n d  (CREF), e s t a b l i s h e d  i n  1952 as  

a c o m p a n i o n  t o  T e a c h e r s  I n s u r a n c e  end  A n n u i t y  A s s o c i a t i o n  (TIAA), 

i s  commonly r e g a r d e d  a s  t h e  f i r s t  v a r i a b l e  a n n u i t y  b e i n g  s o l d  i n  

t h e  U n i t e d  S t a t e s  ( s e e  C a m p b e l l ,  [ 2 ] I  Duncan,  [ 3 ] ) .  

V a r i a b l e  A n n u i t y  L i f e  I n s u r a n c e  Company (VALIC), P a r t i c i p a t i n g  

A n n u i t y  L i f e  I n s u r a n c e  Company (PALIC) and E q u i t y  A n n u i t y  L i f e  

I n s u r a n c e  Company (EALIC), a l l  f o u n d e d  i n  t h e  m i d - 1 9 5 0 * s ,  were t h e  

f i r s t  l i f e  i n s u r a n c e  c o m p a n i e s  s e l l i n g  v a r i a b l e  a n n u i t i e s .  

I n  1959 ,  t h e  Supreme Cour t  r u l e d ,  i n  v V , t h a t  VALIC 

would b e  s u b j e c t  t o  f e d e r a l  r e g u l a t i o n  i n  o r d e r  t o  c o n t i n u e  t o  be 

a b l e  t o  s e l l  v a r i a b l e  a n n u i t i e s .  As a c o n s e q u e n c e  o f  t h i s  

d e c i s i o n ,  VALIC had t o  r e g i s t e r  i t s  v a r i a b l e  a n n u i t y  a s  a s e c u r i t y  

u n d e r  t h e  1933 S e c u r i t i e s  A c t  and i t s e l f  as  an I n v e s t m e n t  Company 

u n d e r  t h e  1940 Ac t .  T h i s  d e c i s i o n  h a s  become t h e  c o r n e r s t o n e  of  

t o d a y * s  d u a l  r e g u l a t i o n  o f  v a r i a b l e  a n n u i t i e s  a t  b o t h  t h e  f e d e r a l  

and t h e  s t a t e  l e v e l .  

I n  t h e  1 9 6 0 ' e ,  s e v e r a l  o t h e r  i n s u r a n c e  companies  b e g a n  n a r k e t i n g  

v a r i a b l e  a n n u i t i e s ,  among t h e f t  t h e  P r u d e n t i a l  L i f e  I n s u r a n c e  

Company o f  Amer ica .  The P r u d e n t i a l ,  t h r o u g h  i t s  c o o p e r a t i o n  w i th  

s t a t e  and  f e d e r a l  r e g u l a t o r y  a u t h o r i t i e s ,  was i n s t r u m e n t a l  i n  

e s t a b l i s h i n g  t h e  i n i t i a l  r e g u l a t o r y  r e q u i r e m e n t s  f o r  t h e  v a r i a b l e  
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a n n u i t y ,  e . g .  t h e  New J e r s e y  V a r i a b l e  A n n u i t y  Law o f  1960 (sea  

Campbell, [2]; see [8]). 

A f t e r  some i n i t i a l  p o p u l a r i t y  d u r i n g  t h e  1 9 S 0 ' s ,  s a l e s  o f  v a r i a b l e  

a n n u i t y  c o n t r a c t s  r a D a i n a d  r e l a t i v e l y  low t h r o u g h  t h e  1 9 6 0 ' s  and 

most  o f  t h e  1 9 7 0 f s .  T h i s  was due t o  p r o b l e m s  w i t h  r e g u l a t i o n  and 

t h e  I n i t i a l  p r o d u c t  d e s i g n  o f  t h e  c o n t r a c t s ,  which o n l y  I n c l u d e d  an 

e q u i t y  f u n d  f o r  t h e  i n v e s t m e n t  of  p r emiums .  The d i s m a l  p e r f o r m a n c e  

o f  t h e  s t o c k  m a r k e t  d u r i n g  t h a t  p e r i o d  c a u s e d  some c o m p a n i e s  t o  

abandon  t h e  v a r i a b l e  a n n u i t y  m a r k e t .  

S a l e s  p i c k e d  u p  b r i e f l y  d u r i n g  t h e  l a t e  1 9 7 0 ' s  and e a r l y  1 9 8 0 ' a ,  

but with the passage of the Tax Equity & Fiscal Responsibility Act 

(TEFRA) in 1982, a~nulty products were dealt another blow. 

According to TEFRA, federal tax liability for lump-sum wlthdrawala 

from annuity contracts is determined on a last-in-flrst-out basis, 

i.e. taxable income is withdrawn before the cost basis of the 

contract is withdrawn. 

I n  t h e  y e a r s  f o l l o w i n g  TEFRA, l i f e  i n s u r a n c e  p r o d u c t s ,  h a v i n g  

p r e s e r v e d  t h e i r  t r a a t u e n t  o f  w i t h d r a w a l s  a s  c o s t  b a s i s  f i r s t ,  

i n t e r e s t  l a s t ,  were more p o p u l a r  t h a n  a n n u i t i e s .  I n  p a r t i c u l a r ,  

s i n g l e  p remium v a r i a b l e  l i f e  i n s u r a n c e  (SPVLI) became t h e  most  

p o p u l a r  v a r i a b l e  p r o d u c t .  SPVLI was b e i n g  a d v e r t i s e d  ms t h e  l a s t  

r e m a i n i n g  t a x - s h e l t e r ,  u n t i l  t h e  p a s s i n g  of  t h e  T e c h n i c a l  & 

M i s c e l l a n e o u s  Revenue Ac t  (TAMRA) i n  1988 p u t  an  a b r u p t  e nd  t o  t he  
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e u p h o r i a  s u r r o u n d i n g  SPVLI. TAMRA i n  e f f e c t  d i s c o n t i n u e d  t h e  t a x  

advantages of s i n g l e  premium llfe insurance over annuities, Daklng 

varlable annuities t he  product o f  c h o i c e  in t h e  variable market 

again. Today, Rore than 80 companies are offering variable 

annuities, wlth total sales in the Indivldual market expected to 

reach $10 billion An 1990. 

The f o l l o w i n g  t a b l e  i n d i c a t e s  t h a t  i n d i v i d u a l  p l a n s ,  o r i g i n a l l y  

ou tnumbered  by  g r o u p  p l a n e ,  now encompass  t h e  m a j o r i t y  o f  r e s e r v e s .  

Tab le  1 

V a r i a b l e  k u n u i t l e p  i n  t h e  O.B, 

Number o f  Persons Covered Total Reserves 
, . (000,8) (ooo,ooo,a) 

Year 

1967" 
1970 
1975 
1980 
1981 
1982 
1983 
1984 
1985 
2986 
1987 
1988 

Source:  

Group 

207 
7O2 

1 ,004 
1 ,559 
1,544 
1,511 
1,600 
1,802 
1,961  
2 ,218 
2 ,393  
2 ,597 

~ e r i c a n  

I n d i v i d u a l  

? 
110 
596 
756 
798 
897 

1,029 
1,195 
1,463 
1,914 
2,287 
2,465 

| 

C o u n c i l  of L i f e  

• F i r s t  y e a r  f o r  v h i c h  d a t a  

Group 

$ 60 
2,413 
5,925 
9,958 

10,840 
11,418 
13,175 
15,729 
18,566 
22,314 
23,558 
26,819 

, q 

Insurance (ACLI) 

was a v a i l a b l e .  

I n d i v i d u a l  

$ 11 
153 

1 ,$88 
4 ,820  
5r789 
6 ,821  
8 ,900  

10,069 
14,918 
20,791 
27,304 
33 ,080  

F a c t  Book.  

113 



Ill.TAXATION OF CONTRACTBOLDERS AND INSURANCE COMPANIEB 

1.  e o n t r a c t h o l d e r  T a x a t i o n  

Under  F e d e r a l  t a x  l aw,  an  i n d i v i d u a l  may p u r c h a s e  an  a n n u i t y  w i t h  

a f t e r - t a x  d o l l a r s  ( n o n - q u a l i f i e d  a n n u i t y )  a n d  n o t  be  t a x e d  on  a n y  

e a r n i n g s  u n t i l  he  o r  she  r e c e i v e s  a d i s t r i b u t i o n  f r o R t h e  a n n u i t y ,  

p r o v i d e d  t h e  d i e t r i b u ~ l o n  f u l f i l l s  c e r t a i n  r e q u i r e m e n t s  d e s c r i b e d  

l a t e r  i n  t h i s  s e c t i o n .  

Alternatively, an individual, employer or trustee may, subject to 

various limits, purchase an annuity to fund • tax-favored 

retirement program. Exalples of such programs •re IRA's (Section 

40S(b)), salary savings plans (Section 401(k)), and tax-sheltered 

annuity plane (TSAe$; Section 403 (b)). Under such • plan, 

employees may exclude annual contributions to an annuity from 

F e d e r a l  g r o s s  income f o r  income  t a x  p u r p o s e s .  

I n  1989, q u a l i f i e d  v a r i a b l e  a n n u i t y  c o n t r i b u t i o n s  exceeded  n o n -  

q u a l i f i e d  c o n t r i b u t i o n s :  Based on a s a m p l e  o f  42 c o m p a n i e s ,  

a p p r o x i m a t e l y  53% o f  t h e  t o t a l  v a r i a b l e  a n n u i t y  c o n t r i b u t i o n s  o f  

$6.8 billion were from qualified variable annuity plans and the 

remaining 47% from non-quallfied plan. (see [12]}. 

A. NoD-OuallfiedAnnultles 

Section 72 of the In~ernal Revenue Coda (IRC) of 1986 governs the 

F e d e r a l  income t a x a t i o n  o f  annuities i n  g e n e r a l .  I n  a d d i t i o n ,  
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S e c t i o n  a l ? ( h )  o f  t h e  code Imposes c e r t a i n  d i v e r s i f i c a t i o n  

s t a n d a r d s  on the u n d e r l y i n g  a s s e t s  o f  v a r i a b l e  a n n u i t y  c o n t r a c t s .  

S e c t i o n  817(h)  s t a t e s  t h a t  t h e  p o l i c t e a  w i l l  n o t  ba  t r e a t e d  aa  

a n n u i t y  c o n t r a c t a  f o r  any  p e r i o d  f o r  w h i c h  t h e  u n d e r l y i n g  

i n v e s t m e n t s  a r e  n o t  a d e q u a t e l y  d i v e r a i f i e d  ae  r e q u i r e d  by T r e a s u r y  

r e g u l a t i o n s .  T h e r e  I s  • e a f e  h a r b o r  p r o v i s i o n  w h i c h  J t a t e s  t h a t  

a n n u i t y  c o n t r a c t s  e e e t  t h e  d i v e r s i f i c a t i o n  r e q u i r e m e D t a ,  ~ f  a t  t h e  

e n d  o f  e a c h  q u a r t e r  no  more t h a n  55 t  o f  t o t a l  a s s e t s  a r e  I n v e s t e d  

i n  cash o r  U.S. Government a e c u r t t i e s  (see b e l o w ) .  

A c c o r d i n g  t o  S e c t i o n  72 ,  an  i n d i v i d u a l  own ing  an a n n u i t y  p o l i c y  

y e l l  g e n e r a l l y  n o t  b e  t a x e d  on i n c r e a s e s  i n  t h e  v a l u e  o f  t h e  

c o n t r a c t  u n t i l  a d i s t r i b u t i o n  o c c u r s ,  wh ich  c a n  be  e i t h e r  a s  a 

w i t h d r a w a l  o£ p a r t  o r  a l l  o f  i t s  v a l u e  o r  a s  a a e r i e s  o f  p e r i o d i c  

p a y m e n t s .  P r i o r  t o  t h e  a n n u i t y  s t a r t i n g  d a t e ,  any p a r t i a l  

w i t h d r a w a l s  a r e  t a x a b l e  t o  t h e  e x t e n t  t h a t  t h e r e  h a s  been  any  

I n c r e a s e  i n  t h e  a n n u i t y  a c c o u n t  v a l u e .  The  b a l a n c e  o f  any  

w i t h d r a w a l  i s  t r e a t e d  aa  • r e t u r n  o f  t h e  p a r t i c i p a n t * a  W i n v e s t ~ e n t "  

i n  t h e  p o l i c y  and t h e r e f o r e  n o t  t a x a b l e .  

T h e  p a r t i c i p a n t ' s  W i n v e e t m e n t "  ~ t h e  c o n t r a c t  e q u a l s  t h e  sum o f  

a l l  c o n t r i b u t i o n s  made by o r  on b e h a l f  o f  t h e  p a r t i c i p a n t ,  l e s s  any  

p r e v i o u s  w i t h d r a w a l s  w h i c h  were  n o t  t a x a b l e ,  l e s s  t h e  v a l u e  o f  any  

r e f u n d  g u a r a n t e e s .  S p e c i a l  r u l e s  a p p l y  i f  come o r  a l l  o f  t h e  c o n -  

t r i b u t i o n s  were  made p r i o r  t o  A u g u s t  14w 1982,  o r  i f  c o n t r i b u t i o n s  
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Bade t o  a n o t h e r  annuity c o n t r a c t  p r i o r  t o  t h a t  d a t e  w e r e  r o l l e d  

o v e r  An a t a x - f r e e  e x c h a n g e .  

I f  • p a r t i c i p a n t  s u r r e n d e r s  t h e  c o n t r a c t  p r i o r  t o  t h e  a n n u i t y  

s t a r t i n g  d a t e ,  t h e  t a x a b l e  d i s t r i b u t i o n  I s  t h e  d i f f e r e n c e  be tween  

t h e  a n n u i t y  a c c o u n t  v a l u e  ( l e s s  any  a p p l i c a b l e  w i t h d r a w a l  c h a r g e )  

and t h e  l n v e s ~ a n t  i n  t h e  c o n t r a c t  Bade by t h e  p a r t i c i p a n t .  Once 

the annui ty  paymen t s  b e g i n ,  a p o r t i o n  o f  e a c h  paymen t  I s  c o n s i d e r e d  

a r e t u r n  o f  t h e  o r i g i n a l  i n v e s t l e n t  and t h e r e f o r e  n o t  t a x a b l e .  

This P o r t i o n  i s  d e t e r m i n e d  by d i s t r i b u t i n g  t h e  p a r t i c i p a n t s  

i n v e s t l e n t  e q u a l l y  o v e r  t h e  l i f e  e x p e c t a n c y  o f  t h e  a n n u i t a n t  a t  t h e  

b e g i n n i n g  o f  t h e  a n n u i t i z a t i o n  p e r i o d .  To c a l c u l a t e  t h i s  l i f e  

e x p e c t a n c y ,  s p e c i f i e d  I o r t a l i t y  t a b l e s  must  be u s e d .  The r e m a i n d e r  

o f  e a c h  payment  w i l l  be  t a x a b l e .  

A f t e r  a p a r t i c i p a n t  h a s  r e c o v e r e d  t h e  t o t a l  i n v e s t m e n t ,  a l l  f u t u r e  

p a y m e n t s  a r e  f u l l y  t a x a b l e .  I f  p a y a e n t s  c e a s e  a s  a r e s u l t  o f  t h e  

d e a t h  o f  t h e  p a r t i c i p a n t ,  a d e d u c t i o n  f o r  a n y  u n r o c o v e r e d  

i n v e s t m e n t  w i l l  be  a i l lowed on t h e  p a r t i c i p a n t ' s  f i n a l  t a x  r e t u r n .  

The t a x a b l e  p o r t i o n  o f  a d i s t r i b u t i o n  i s  t r e a t e d  a s  o r d i n a r y  i n c o u e  

f o r  F e d e r a l  income  t a x  p u r p o s e s .  I n  a d d i t i o n ,  • p e n a l t y  t a x  o f  10~ 

v i i 1  b e  a p p l i e d  t o  t h e  t a x a b l e  p o r t i o n  o f  a d i s t r i b u t i o n ,  u n l e s s  

t h e  d i s t r i b u t i o n  I s  t a k e n :  

( l )  A f t e r  t h e  t a x p a y e r  a t t a i n s  a g e  59 ~, 

(2) As a r e s u l t  Of t h e  d e a t h  o f  t h e  c o n t r e c t o w n e r  o r  t h e  

d i s a b i l i t y  o f  t / l e  t a x p a y e r  , 
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(3) I n  e q u a l  i n s t a l l m e n t s  a s  an  a n n u i t y  f o r  t h e  l i f e  o f  t h e  

t a x p a y e r  o r  t h e  J o i n t  l i v e s  o f  t h e  t a x p a y e r  and  b e n e f i c i a r y ,  

o r  

(4) W i t h  r e s p e c t  t o  Income a l l o c a b l e  t o  an  a n n u i t y  c o n t r a c t  p r i o r  

t o  A u g u s t  14, 1982. 

& d d t t i o n a l  r u l e s  may be  a p p l i c a b l e  t o  c o n t r a c t s  I s s u e d  p r i o r  t o  

J a n u a r y  18 ,  1985. 

Upon t h e  c o n t r a c t h o l d e r s '  d e a t h ,  t h e  b e n e f i c i a r y  i s  t a x e d  on t h e  

d i f f e r e n c e  be tween  t h e  d e a t h  b e n e f i t  and t h e  c o n t r a c t h o l d e r s '  

i n v e s t m e n t .  Up t o  $5f000 o f  t h e  d e a t h  b e n e f i t  may b e  e x c l u d e d  from 

a b e n e f i c i a r y ' s  income.  I f  t h e  b e n e f i c i a r y  e l e c t s  a l i f e  income or  

i n s t a l l m e n t  o p t i o n  w i t h i n  60 d a y s ,  t h e  p e r i o d i c  p a y m e n t s  w i l l  be 

taxed under the regular annuity rules described above. 

B. D e f e r r e d  C o m p e n s a t i o n  P l a n s  t S e c t t o n  457] 

C o r p o r a t i o n s  and p a r t n e r s h i p s  may e s t a b l i s h  q u a l i f i e d  p l a n s  f o r  t h e  

owners  and  their employees  which  p r o v i d e  f o r  c o n t r i b u t i o n s  t o  be 

l a d e  t o  t h e  c o n t r a c t s ;  t h e s e  c o n t r i b u t i o n s  a r e  d e d u c t i b l e  f rom t h e  

e a p l o y e r ' m  F e d e r a l  g r o s s  i n c o a e .  The a n n u a l  l i m i t  f o r  

c o n t r i b u t i o n s  on b e h a l f  o f  an  employee  t o  a l l  d e f i n e d  c o n t r i b u t i o n  

p l a n s  o f  a n  employer  i s  t h e  l e s s e r  o f  $30.000 o r  25% o f  t h e  

employee' s compensation. 
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C. O u a l t  l i e d  P l a n s  

V a r i a b l e  a n n u i t i e s  ~ay  be  o f f e r e d  u n d e r  any  of  t h e  f o l l o w i n g  

q u a l i f i e d  p l a n s  z 

(1 |  H.R. 10 P l a n s  o r  Keogh P l a n s  ( S e c t i o n  401) 

(2) T a x - S h e l t e r e d  A n n u i t i e s  ( S e c t i o n  403 (b ) )  

(3) l ~Are  ( S e c t i o n  408 (b)) 

(4) Corporate Pension and Proflt-Sharing Plans (Section 401(a), 

4oz(k)  ) 

Any u p l o y a e  o f  an  e d u c a t i o n a l  i n s t i t u t i o n  o r  o t h e r  t a x - a x e = p t  

o r g a n i z a t i o n  ( S e c t i o n  501 (c ) )  may e x c l u d e  from F e d e r a l  g r o s s  income 

certain contributions lade by the eIployer to a TS& certificate. 

Some o r  a l l  o f  t h e  c o n t r i b u t i o n s  Bay be  made u n d e r  a s a l a r y  

reduction agreement. Contributions under such an egreeaent may not 

exceed  $ 9 , 5 0 0  p e r  y e a r .  S a l a r y  r e d u c t i o n  c o n t r i b u t i o n s  made u n d e r  

a cash or deferred arrangement (401(k)) are limited t o  $7,979 in 

19%0. T ~ i s  a l o u n t  i s  a d j u s t e d  a n n u a l l y  f o r  c o s t  o f  l i v i r ~  

i n c r e a s e s .  

Any Income o r  g a i n s  on  c o n t r i b u t i o n s  u n d e r  q u a l i f i e d  p l a n s  a r e  

g e n e r a l l y  n o t  s u b j e c t  t o  F e d e r a l  i n c o = e  t a x  u n t i l  b e n e f i t s  a r e  

d i s t r i b u t e d .  I f  a c o n t r a c t  I s  s u r r e n d e r e d ,  t h e  amount r e c e i v e d  

e x c e e d i n g  t h e  p a r t i c l p a n t ° s  a f t e r - t a x  c o n t r i b u t i o n s  ( i f  a n y )  on t h e  

c o n t r a c t  i s  t r e a t e d  a s  o r d i n a r y  lncoDe .  
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D i s t r i b u t i o n s  f rom a q u a l i f i e d  p l a n  o r  a TSA p r i o r  t o  t h e  a n n u i t y  

start ing d a t e  a r e  u s u a l l y  t r e a t e d  as  p r o  r a t a  w i t h d r a w a l s  o f  a f t e r -  

t a x  c o n t r i b u t i o n s  a n d  e a r n i n g s  on t h e s e  c o n t r i b u t i o n s .  I f  t h e  p l a n  

a l l o y e d  w i t h d r a w a l s  p r i o r  t o  t e r ~ i n a t i o n  from s e r v i c e  a s  o f  

May S, 1986, h o w e v e r ,  a l l  a f t e r - t a x  c o n t r i b u t i o n s  made p r i o r  t o  

3 a n u a r y  l ,  1987 Bay be  w i t h d r a w n  t a x - f r e e  p r i o r  t o  w i t h d r a w i n g  any  

t a x a b l e  a m o u n t s .  

D i s t r i b u t i o n s  made d u r i n g  t h e  a n n u i t i z a t i o n  p e r i o d  and u p o n  d e a t h  

o f  t h e  owner  a r e  t r e a t e d  s i m i l a r l y  i n  a q u a l i f i e d  p l a n  o r  TSA as  

t-~ey a r e  i n  a n o n - q u a l i f i e d  p l a n  ( s ee  a b o v e ) .  

D i s t r i b u t i o n s  f rom q u a l i f i e d  p l a n s  and TS&'s  mus t  commence no  l a t e r  

t h a n  A p r i l  1 s t  o f t  he c a l e n d a r  y e a r  f o l l o w i n g  t h e  y e a r  i n  w h i c h  t h e  

part icipant at ta ins age 70~. These d is t r ibut ions ~ay be i n  the 

f o r ~  of  a l i f e  a n n u i t y ,  a J o i n t  and s u r v i v o r  a n n u i t y  o r  s o r e  o t h e r  

f o r ~  of  p e r i o d i c  o r  lump $um p a y o u t .  S p e c i a l  r e s t r i c t i o n s  a p p l y  t o  

w i t h d r a w a l s  u n d e r  t h e  s a l a r y  r e d u c t i o n  p o r t i o n  o f  a TSA. 

G e n e r a l l y ,  w i t h d r a w a l s  l a y  be Rade o n l y  i f  t h e  p a r t i c i p a n t :  

(1) &ttalns age 59~, 

(2) Dies, 

(3) Becomes d isab led,  

(4) Tez~inates serv ice ,  o r  

(5) I n  c a s e  o f  f i n a n c i a l  h a r d s h i p .  
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S i m i l a r  r u l e s  a p p l y  i n  t he  case o f  employee c o n t r b u t i o ~  t o  • 

401 (k) p r o g r a m .  

I n  q u a l i f i e d  p l ans  and c e r t a i n  T$&~e, a p a r t i c i p a n t  vbo i s  m a r r i e d  

needs spousa l  consen t  any t i m e  be o r  she r e q u e s t s  s l o a n ,  

w i t h d r a v a l  o r  o t h e r  d i s t r i b u t i o n  f rom t h e  c o n t r a c t .  I n  a d d i t i o n s  

u n l e s s  t h e  p a r t i c i p a n t  e l e c t s  o t h e r w i s e  w i t h  t h e  w r i t t e n  c o n s e n t  o f  

t h e  s p o u s e ,  a l l  r e t i r e m e n t  b e n e f i t s  p a y a b l e  u n d e r  t h e  p l a n  must  be  

p a i d  i n  t h e  fo rm o f  a q u a l i f i e d  J o i n t  & s u r v i v o r  a n n u i t y  (~7SA).  

U n d e r  a Q3SA, t h e  s u r v i v o r  a n n u i t y  f o r  t h e  l i f e  o f  t h e  spouse  may 

n o t  be  l e s s  t h a n  5 0 t  o f  t h e  amount  p a y a b l e  t o  t h e  c o n t r a c t h o l d e r  

d u r i n g  h i s  o r  h e r  l i t e t i m e .  

D. I n d i v i d u a l  R e t i r e m e n t  A n n u i t i e s  rlP.l.) 

The  max i~uz  amount  o f  d e d u c t i b l e  and n o n d e d u c t i b l e  c o n t r i b u t i o n s  

w h i c h  may be l a d e  t o  e l i  I I ~ ' s  o f  an i n d i v i d u a l  i n  any t a x a b l e  y e a r  

i s  $2,000 ($2,250 f o r  • spouse IRA). Any income o r  Mains on 

c o n t r i b u t i o n s  u n d e r  an  ZRA a r e  n o t  s u b j e c t  t o  F e d e r a l  i n c o e e  t a x  

u n t i l  benefits ere d.Lstributed to the par t ic ipant .  

Distributions from an II~ must follov ~les elmilsr to those of 

qua l i f i ed  plans or TSA's. However, d i s t r ibu t ions  from IP~'s are 

n o t  e l i g i b l e  t o  t h e  s p e c i a l  f i v e - y e a r  a v e r a g i n g  me thod  a v a i l a b l e  i n  

certa in cases to d i s t r i bu t i ons  from qual i f ied plans. 
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E.  A d v a n t a a e s  Over  T 0 x a t i o ~  o f  Mutual  Funds  

An i m p o r t a n t  a d v a n t a g e  f o r  a n n u i t y  c o n t r a c t h o l d e r =  i n  n o n - q u a l i f i e d  

c o n t r a c t s  i s  t h a t  i n v e s t = a n t  e a r n i n g s  a r e  n o t  t a x e d  u n t i l  

d i s t r i b u t i o n .  T h e r e f o r e ,  p r o v i d e d  ~ o n i e s  a r e  n o t  n e e d e d ,  a 

c o n t r a c t h o l d e r  may d e f e r  t a x a t i o n  on i n t e r e s t  e a r n i n g s  u n t i l  t h e  

money £s  r e c e i v e d .  T h i s  o f t e n  o c c u r s  a f t e r  r e t i r e m e n t ,  when t h e  

individual is more likely to be in a lower income tax bracket. 

As w i t h v a r i a b l e  l i f e  c o n t r a c t s ,  m o n i e s  may be  t r a n s f e r r e d  from one  

f u n d  t o  a n o t h e r  i n  a v a r i a b l e  a n n u i t y  c o n t r a c t ,  w i t h o u t  i n c u r r i n g  

c u r r e n t  t a x a t i o n .  T h i s  o f f e r s  an  a d v a n t a g e  o v e r  m u t u a l  f u n d s ,  

where such transfers would generate a taxable event. 

2 .  Cospany  T a x a t i o n  

T h i s  s e c t i o n  w i l l  d e s c r i b e  o n l y  t h o s e  p r o v i s i o n s  o f  c u r r e n t  

i n s u r a n c e  company t a x  l a w s  a p p l i c a b l e  t o  v a r i a b l e  a n n u i t y  

c o n t r a c t s .  

A. D e f i n i t i o n  o f  a V a r i a b l e  C o n t r a c t  

U n d e r  t h e  1984 Tax A c t ,  i n  o r d e r  f o r  a c o n t r a c t  t o  q u a l i f y  a s  a 

= v a r i a b l e  c o n t r a c t  =, a l l  o r  a p o r t i o n  o f  e l l  a m o u n t s  r e c e i v e d  by  

t h e  c o m p a n y ' s  l u s t  be  a l l o c a t e d  t o  an a c c o u n t  w h i c h  i s  s e g r e g a t e d  

f r o R  t h e  company t s  g e n e r a l  a c c o u n t ,  and t h e  c o n t r a c t  R u s t  p r o v i d e  

f o r  t h e  payment  o f  an a n n u i t y  o r  m u s t  be  a l i f e  c o n t r a c t .  I f  t h e  

c o n t r a c t  l=  an a n n u i t y ,  e i t h e r  t h e  amounts  p a i d  i n  unde r  t h e  

c o n t r a c t  o r  t h e  amounts  p a i d  o u t  mus t  r e f l e c t  t h e  i n v e s t m e n t  r e t u r n  
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and m a r k e t  v • l u e  o f  t h e  s e g r e g a t e d  a c c o u n t .  For  • l i f e  c o n t r a c t ,  

e i t h e r  t h e  d e a t h  b e n e f i t  o r  t h e  p e r i o d  o f  c o v e r a g e  m u s t  r e f l e c t  t h e  

i n v e s t m e n t  r e t u r n  and  m a r k e t  v a l u e  o f  t h e  s e g r e g a t e d  a c c o u n t .  

B. t h a n • a s  i n  R e s e r v e s  

The i n c r e a s e  o r  d e c r e a s e  i n  t h e  r e s e r v e s  u s e d  t o  d e t e r m i n e  • l i f e  

insurance company's taxes, shall, for variable contracts, be 

adjusted in the following manner: 

(2) T h e  • m o u n t  a d d e d  t o  v a r i a b l e  c o n t r a c t  r e s e r v e s  d u r i n g  t h e  y e a r  

t o  r e f l e c t  t h e  • p p r e c l a t i o n  i n  t h e  v a l u e  o f  t h e  u n d e r l y i n g  

assets shall be subtracted from the change An reserves; and 

(2) The amount by which variable contract reserves were decreased 

during the year in reflection of a depreciation in the 

underlying asset values is to be added to the change in 

reserves. 

To t h e  e x t e n t  t h a t  an  a p p r e c i a t i o n  o r  d e p r e c i a t i o n  i s  r e f l e c t e d  i n  

t h e  v • r l • b l e  c o n t r a c t  r e s e r v e s ,  t h e  co~pany~s b • s i s  f o r  t h e  

d e t e r m i n a t i o n  o f  c a p i t a l  g a i n s  o r  l o s s e s  on  t h e  d i s p o s i t i o n  o f  t h e  

u n d e r l y i n g  a s s e t s  s h a l l  b e  i n c r e a s e d  o r  d e c r e a s e d  b y  t h e  • m o u n t  s o  

r e f l e c t e d .  
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C. D i v e r s i f i c a t i o n  Rule  

I t  was n o t  t h e  I n t e n t  i n  a l l o w i n g  f o r  v a r i a b l e  l i f e  a n d  v a r i a b l e  

a n n u i t i e s  t h a t  t h e s e  c o n t r a c t s  be  p u r c h a s e d  f o r  m o t i v e s  o t h e r  t h a n  

t h o s e  n o r m a l l y  p r e s e n t  i n  t h e  p u r c h a s e  o f  a l i f e  o r  a n n u i t y  

c o n t r a c t .  Xn o t h e r  w o r d s ,  t h e  n o t l v e  i n  p u r c h a s i n g  a v a r i a b l e  l i f e  

o r  v a r i a b l e  a n n u i t y  c o n t r a c t  s h o u l d  n o t  be  t h a t  o f  p u r c h a s i n g  an 

i n v e s t ~ e n t  c o n t r a c t .  

T h e r e f o r e ,  t h e  1986 Tax Reform Act  (1986 &ct)  p r o v i d e s  t h a t  t h e  I M  

i s  t o  p r e s c r i b e  r u l e s  f o r  t h e  d i v e r s i f i c a t i o n  o f  t h e  s e g r e g a t e d  

a c c o u n t s ,  o t h e r  t h a n  t h o s e  u s e d  f o r  v a r i a b l e  p e n s i o n  c o n t r a c t s .  

The 1986 ~ c t  does~ h o v e r e r ,  p r o v i d e  c e r t a i n  s a f e  h a r b o r s .  I f  

i n v e s t m e n t s  a r e  made i n  a c c o r d a n c e  t h e r e w i t h ,  t he  d i v e r s i f i c a t i o n  

r e q u i r e m e n t s  would  be deemed to have  b e e n  me t .  G e n e r a l l y ,  t h e  s a f e  

h a r b o r  p r o v i s i o n  v o u l d  be l e t  i f  a t  t h e  c l o s e  o f  a n y  c a l e n d a r  

q u a r t e r :  

(1) No n o r a  t h a n  5 5 t  o f  t h e  a s s e t s  o f  t h e  s e g r e g a t e d  a c c o u n t  a r e  

i n v e s t e d  i n  c a s h ,  c a s h  i t e a s ,  g o v e r n n e n t  s e c u r i t i e s ,  

s e c u r i t i e s  o f  r e g u l a t e d  i n v e s t m e n t  compa n i e s  and c e r t a i n  o t h e r  

s e c u r i t i e s  s u b j e c t  t o  l i n i t s t i o n  a s  t o  a n o u n t 8  w h i c h  c a n  be 

i n v e s t e d ,  and  

(2)  No p o r e  t h a n  2S t  o f  t h e  a s s e t s  o f  t h e  s e g r e g a t e d  a c c o u n t  a r e  

i n v e s t e d  i n  t h e  s e c u r i t i e s  o f  a n y  one  company .  
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In March 1989, t h e  Treasury DepartRant i s s u e d  regulatlons 

a m p l i f y i n g  o n  t h e  d i v e r s i f i c a t i o n  r o ~ i r u e n t s  f o r  v a r i a b l e  

c o n t r a c t s  s e t  f o r t h  in  t h e  c o d e ,  and p r o v i d i r ~  an a l t e r n a t i v e  t o  

t h e  s a f e  h a r b o r  p r o v i s i o n  d e s c r i b e d  a b o v e .  

Under  t h e  new r e g u l a t i o n s ,  an  L n v e s t s e n t  p o r t f o l i o  w i l l  b e  d e e n e d  

a d e q u a t e l y  d i v e r s i f i e d  i f  

(1) Ha n o r a  t h a n  55% o f  a l l  a s s e t s  a r e  r e p r e s e n t e d  by a n y  one  

investJent, 

(2) Ha nora than ?0% of a12 assets are represented My any two 

investaents, 

(3) No n o r a  t h a n  80% o f  a l l  a s s e t a  a r e  r e p r e s e n t e d  by a n y  t h r e e  

I n v e s t n e n t s ,  and 

(4) No n o r a  t h a n  90% o f  a l l  a s s e t s  a r e  r e p r e s e n t e d  by a n y  f o u r  

i n v e s t m e n t s .  

Finally, the dlverslfAcation rules do not apply if the segregated 

account is invested An government securities only. 
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D. S t a t e  PTemtum Taxes  

I n s u r a n c e  c o m p a n i e s  c u r r e n t l y  h a v e  t o  pay p r e m l u n t a x e s  on a n n u i t y  

c o n s i d e r a t i o n s  i n  o n l y  • l i m i t e d  number o f  s t a t e s .  The amoun t  o f  

applicable tax varies by state and Is subject to change by the 

legislature. The maJority of Jurisdictions do not Impose any 

premium tax. As of June, 1989, premium taxes at issue of 8 

deferred contract were Imposed only by the Jurisdictions listed 

be low a t  t h e  r a t e s  i n d i c a t e d .  A few o t h e r  s t a t e s  a s s e s s  p r e mi um 

t a x e s  a t  t h e  b e g i n n i n g  o f  t h e  a n n u i t i z a t i o n  p e r i o d .  

Tab le  • 

Alabama 
C a l i f o r n i a  
D i s t r i c t  o f  Columbia  
Kansas 
Kentucky 
Maine 
M i s s i s s i p p i  
Nevada 
Nor th  C a r o l i n a  
South Dakota  
West V i r g i n i a  
~ o s ~  

1.OOt 
.50 t  

2 .00 t  

2 .00 t  
m 

1.OOt 

1.OOt 
2 . 3 5 t  
2.00% 
2 . 0 0 t  
2.00% 
2.00% 
2 . 0 0 t  
3.50% 
1.75% 
1.25% 
1.00% 
1.00% 
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IV. REGULATION OF VARIABLE ANNUITIES 

V a r i a b l e  a n n u i t i e s  a r e  h i g h l y  r e g u l a t e d  i n s u r a n c e  p r o d u c t s .  L i k e  

v a r i a b l e  l i f e ,  v a r i a b l e  a n n u i t i e s  e r e  c o n s i d e r e d  s e c u r i t i e s  and a s  

s u c h  a r e  s u b j e c t  t o  f e d e r a l  s e c u r i t i e s  l aws .  Companies  i s s u i n g  

varla~le contracts must also comply with state Insurance lave which 

are more onerous than those of other insurance products. However, 

most states exempt the variable annuity from state securities laws 

("Blue Sky" laws}. Finally, qualified variable annuities must 

complF with the laws of the Internal Revenue Code (IRC}, which 

define pension and profit sharing plane ellgible for favorable tax 

treatment (see Section III). 

1.  F e d e r a l  S e c u r i t i e s  R e g u l a t i o n  

F e d e r a l  s e c u r i t i e s  r e g u l a t i o n  c o n s i s t s  o f  s e v e r a l  l aws  and r e l a t e d  

r e g u l a t i o n s .  They were  e n a c t e d  i n  t h e  1 9 3 0 ' $  e nd  1 9 4 0 ' s  by 

C o n g r e s s  t o  c u r b  t h e  a b u s e s  t h a t  had a r i s e n  i n  t h e  s e c u r i t i e s  

m a r k e t s .  Under  t h e s e  l aws ,  s e c u r i t i e s  a r e  r e q u i r e d  t o  be  

registered with the Securities and Exchange Commission (SEC) and to 

be mold through registered broker-dealers. The SEC governs the 

variable annuity as a security, the separate a c c o u n t  as  an 

l n v e s t w e n t  company and  t h e  d i s t r i b u t i n g  company a s  a b r o k e r - d e a l e r  

(see Campb4ll, [ 2 ] ) .  

A l t h o u g h  Congres s  o r i g i n a l l y  e x c l u d e d  a l l  l i f e  i n s u r a n c e  and 

a n n u i t y  p r o d u c t s  f rom SEC r e g u l a t i o n ,  t h e  SEC a s s e r t e d  j u r i s d i c t i o n  
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o v e r  v a r i a b l e  a n n u i t i e s .  I n  d o i n g  s o ,  I t  a rgued  t h a t  t h e  s t a t u t o r y  

e x c l u s i o n s  s h o u l d  n o t  a p p l y  t o  c o n t r a c t s  where  m o s t  o r  a l l  o f  t h e  

t n v e s t z e n t  r i s k  was b o r n e  by t h e  c o n t r a c t o v n e r  r a t h e r  t h a n  t h e  

Insurance co~pany. Passln~ on the investment risk made SEC 

d i s c l o s u r e  r e g u l a t i o n  n e c e s s a r y  and a p p r o p r i a t e ,  I n  t h e  SEC'sview. 

The t r a d i t i o n a l  m o r t a l i t y  r i s k  a s sumed  by t h e  I n s u r a n c e  company 

u n d e r  t h e s e  c o n t r a c t s  was v i e w e d  a s  s u f f i c i e n t  t o  ~ u s t i f y e x c l u s i o n  

f rom f e d e r a l  r e g u l a t i o n .  

The SEC's position was first affirmed in s 1959 Supreme Court 

decision (~ v. Variable Annuity Life Insurance Company), and 

reaffirmed in 1965 (SECv. United Benefit Life Insurance ComDany)o 

With  r e s p e c t  t o  v a r i a b l e  a n n u i t y  s e p a r a t e  a c c o u n t s ,  t h e  $EC t o o k  

t h e  p o s i t i o n  t h a t  t h e  s e p a r a t e  a c c o u n t  s h o u l d  n o t  b e  v i e w e d  a s  p a r t  

o f  t h e  l i f e  i n s u r a n c e  company.  R a t h e r ,  i t  s h o u l d  ~e  v i e w e d  as  a 

separate and distinct entity issuing securities rather than llfe 

Insurance or annuity contracts. Therefore it was not entitled to 

the insurance company exclusion from investment company regulation. 

This position was affirmed An 1963 (Prudential Insurance Company v, 

SEC). 

A. S e c u r i t i e s  Ac t  o f  3.933 (1933 Act )  

T h i s  s t a t u t e  p r e s c r i b e s  c e r t a i n  f i l i n g ,  r e g i s t r a t i o n ,  and 

d i s c l o s u r e  r e q u i r e m e n t s  w h i c h  mus t  be  met  b e f o r e  a s e c u r i t y  can  be  

p u b l i c l y  i s s u e d .  
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(1) R t ~ L ~ .  A s e c u r i t y  c a n n o t  b e  s o l d  u n t i l  • r e g i s t r a t i o n  

s t a t e m e n t  f l i e d  w i t h  t h e  S e c u r i t i e s  and Exchange  C o ~ t m s i o n  

(SEC) has been d e c l a r e d  e f f e c t i v e .  Th ie  p r o c e s s  i n c l u d e s  

r e c e i v i n g  and s a t i s f a c t o r i l y  r e s p o n d i n g  t o  comments  i r o n  t h e  

SEC staff. 

(2) P r o s p e c t u s  D e l i v e r y .  P r i o r  t o  a • a l e ,  • p r o s p e c t u s  mus t  be  

delivered which c o n t a i n s  c e r t a i n  specified Infor~atlon, 

including audited flnanclal statements of the issuer. 

(3) A n t i f r a u d  L i a b i l i t y .  P r o s p e c t u s e s  end a l l  s a l e s  m a t e r i a l  

( i n c l u d i n g  i l l u s t r a t i o n s )  a r e  s u b j e c t  t o  p o t e n t i a l  e n t i f r a u d  

l i a b i l i t - f .  They must n o t  c o n t a i n  m a t e r i a l l y  m i s l e a d i n g  

statements o r  omit r e q u i r e d  m a t e r i a l  s t a t e m e n t s .  Salem 

literature Is subject to a filing and comment prxems. 

B. I n v e s t m e n t  Company Ac t  of  1940 (194Q Act)  

T h i s  s t a t u t e  r e g u l a t e s  t h e  o p e r a t i o n •  o f  i n v e s t m e n t  c o m p a n i e s ,  

which g e n e r a l l y  a r e  d e f i n e d  t o  i n c l u d e  e n t i t i e s  w h i c h  a r e  engaged  

p r t n a r l l y  i n  i n v e s t i n g  i n  8 e c u r l t l e s .  Mutua l  f u n d •  a n d  s e p a r a t e  

a c c o u n t s  a r e  deemed t o  be  i n v e s t m e n t  c o m p a n i e s .  The p r i m a r y  a r e a s  

r e g u l a t e d  i n c l u d e :  

(i) R e = u l a t i o n  of  C h a r a e s .  The 1940 A c t  p l a c e s  l i m i t a t i o n s  on t h e  

a m o u n t  o f  c h a r g e s  t h a t  c a n  be d e d u c t e d  i n  c o n n e c t i o n  w i t h  t h e  

i s s u a n c e  o f  i n ~ e e t n e n t  company m a t u r i t i e s  t h a t  p r o v i d e  f o r  
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p e r i o d i c  p a ~ e n t s .  No d i r e c t  l i m i t a t i o n s  a r e  p l a c e d  on 

e x p e n s e s  ( e . g .  c o B i s s l o n a ) .  Z n s t e a d ,  d i f f e r e n t  l i R i t s  a r e  

p l a c e d  on  c o n t r a c t  c h a r q e s ~  d e p e n d i n g  on t h e  t l ~ p e o t  e x p e n s e s  

t h e y  a r e  d e s i g n e d  t o  c o v e r .  

(a) ~ .  S p e c i f i c  n u m e r i c a l  l i m i t s  a r e  p l a c e d  on t h e  

a m o u n t  o f  s a l e s  l o a d s  t h a t  can  b e  d e d u c t e d .  G e n e r a l l y ,  

t h e  average sa l es  load  deducted cannot  exceed 9 t  o£ t o t a l  

payments d u r i n g  t he  f i r s t  20 c o n t r a c t  y e a r s .  The 

N a t i o n a l  A s s o c i a t i o n  o f  S e c u r i t i e s  D e a l e r s  (MASD) f u r t h e r  

l i m i t s  i n i t i a l  sa les  charges t o  a maxi=um o f  8 . 5 t  o f  

premiums.  

(b) ~ ~ I T _ q ~ E .  S p e c l f t c  n u = e r i c a l  l i m i t s  are n o t  p l aced  

on o t h e r  charges .  I n s t e a d ,  t h e s e  charges g e n e r a l l y  must 

be " r e a s o n a b l e "  i n  r e l a t i o n  t o  the  expenses t h e y  are  

d e s i g n e d  t o  cove r .  Charges des igned  t o  cover  i n v e s ~ e n t  

manage=ent expenses ( i n v e s t m e n t  a d v i s o r y  fees)  can 

i n c l u d e  a b u i l t - i n  p r o f i t .  & d = i n i s t r a t i v e  charges 

q e n e r a l l y  canno t  i n c l u d e  a p r o f i t .  

(2) Corpo ra te  Governance and Vo t i no  Re~u i rements .  C e r t a i n  v o t i n g  

p r o c e d u r e s  mus t  be  f o l l o w e d  i n  c o n n e c t i o n  w i t h  t h e  m anagem en t  

o f  l n v e s ~ e n t  company asse ts :  

(a) E l e c t i n g  d i r e c t o r s ;  
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(b} A p p r o v a l  o f  i n v e s t m e n t  a d v i s o r  a g r e e m e n t ~  

(c} A p p r o v a l  o f  changes  i n  f u n d a m e n t a l  i n v e s t m e n t  p o l i c i e s ;  

and  

(d) A p p r o v a l  o~ e c c o u n t a n t m .  

(3) O p e r a t i o n a l  R e a u i r e m e n t s .  The a d m i n i s t r a t i o n  sys t em m u s t  be  

c a p a b l e  o f  t h e  f o l l o v i n g ~  

(a) Investment company shares orunlts must b • valued daily. 

(b) Purchase payments and redemption requests UUSt be  

processed ¢~ily based on the next computed unit value. 

(c) Contract owners must be able to redeem at any time. 

(d) Payments by the Investment company generally must be made 

within 7 days after receipt of • proper request. 

E a r l y  i n  1990e t h e  SEC announced  t h a t  i t  wou l d  be u n d e r t a k i n g  • 

c o m p r e h e n s i v e  s t u d y  o f  t h e  1940 Ac t ,  i n  an  e f f o r t  t o  m o d e r n i z e  t h e  

e x i s t i n g  r e g u l a t o r y  s t r u c t u r e  g o v e r n i n g  i n v e s t m e n t  c o m p a n i e s .  I n  

J u n e  1990, t h e  SEC p u b l i s h e d  • l e n g t h y  c o n c e p t  r e l e a s e  d i s c u s s i n g  

• b road  r a n g e  o f  i s s u e • .  

A~ong t h e  i s s u e s  u n d e r  s t u d y  i s  whe the r  and t h e  e x t e n t  t o  w h i c h  t h •  

r e q u i r e m e n t s  o f  t h e  1940 ACt s h o u l d  a p p l y  t o  i n s u r a n c e  company 

s e p a r a t e  a c c o u n t s .  The c o n c e p t  r e l e a s e  a l s o  s e e k s  comment•  on 

w h e t h e r  v a r i a b l e  c o n t r a c t •  s h o u l d  be  t r e a t e d  as  s e c u r i t i e s  f o r  

p u r p o s e s  o f  t h e  r e g ~ s t r a t i o n  and p r o s p e c t u s  d e l i v e r y  r e q u i r e m e n t •  
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o f  the  S e c u r i t i e s  A c t  o f  1933, as v e i l  as on more t e c h n i c a l  

questions a b out the applicability of SEC dlscloeure requlresents to 

the offering of variable contracts. 

C. I n v e s t R e n t  A d v i s e r s  Ac t  o£ 1940 

This statute requlresthe registration of entities which manage the 

assets o f  Investnent companies, including separate accounts. 

(1) I n v e s t m e n t  a d v i s e r s  owe c e r t a i n  f i d u c i a r y  d u t i e s  t o  t h e i r  

cl ients.  

(2) They a r e  s u b j e c t  t o  r e c o r d  keep ing  and r e p o r t i n g  r e q u i r e m e n t s .  

(3) Rule 206. In September 1987, the SEC adopted Rule 206 under 

the Investment Advisers Act of 1940. This rule requires: 

(a) A d v i s e r s  v i t h  c u s t o d y  o r  d i s c r e t i o n a r y  a u t h o r i t y  o v e r  

c l i e n t  f u n d s  o r  s e c u r i t i e s  t o  d i s c l o s e  p r e c a r i o u s  

f i n a n c i a l  c o n d i t i o n s  t o  c l i e n t s ,  a n d  

(b) All advisers to disclose any material dlsciplinaryevents 

to clients. 

D. ~ e c u r i t i e s  Exchanae  Act  o f  1934 f1934 Act} 

A l l  p e r s o n s  e n g a g e d  i n  s e l l i n g  s e c u r i t i e s  m u s t  r e g i s t e r  a s  

broker/dealers and comply with certain specified requirements. 

This statute also contains some antlfraud rules. 
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(1) R e o t m t r a t t o ~  o f  S e l l i n a  E n t i t y .  k c a u m e  v a r i a b l e  a n n u i t i e s  

a r e  t r e a t e d  a s  e s e c u r i t y  a t  t h e  f e d e r a l  l e v e l ,  e i t h e r  t h e  

i s s u i n g  i n s u r a n c e  company o r  a s u b s i d i a r y / a f f i l i a t e  mus t  

r e g i s t e r  • s  • b r o k e r / d e a l e r  w i t h  t h e  SEC and  b e c o B e  a • e m b e r  

o f  t h e  N a t i o n a l A s s o c t a t l o n  o f  S e c u r i t i e s D e a l e r s ,  I n c .  (NASD) 

b e f o r e  c o n t r a c t s  can  b e  i s s u e d .  

(2) R e a i s t r a t i o n  o f  A o e n t s .  I n d i v i d u a l s  need  • f e d e r a l  s e c u r i t i e s  

l i c e n s e  t o  s e l l  v a r i a b l e  l i f e .  T h i s  i n c l u d e s  p e r s o n s  engaged  

i n  s o l i c i t a t i o n  o r  c o n d u c t  o f  s a l e s  o f  v a r i a b l e  l i f e  p r o d u c t s ,  

b u t  e x c l u d e s  c l e r i c a l  end  a d a i n l s t r a t t v e p e r s o n n e l .  To o b t a i n  

a l i c e n s e ,  • n  exam B u s t  be  p a s s e d .  

( • )  The S e r i e s  6 exam f o r  " L i m i t e d  R e p r e s s n 1 ~ t l v e s - Z n v e s t m e n t  

Company and Varlable Contracts Products" •atisfies the 

securities requirements to sell registered insurance 

products. 

(b) The Series 7 exaD for General Securitle• Representatives 

(genermlly considered to be lore difficult than the 

Series 6 exam) may also suffice. 

(¢)  A l l  p e r s o n s  a c t i v e l y  "manag ing  = • b r o k e r / d e a l e r  e n t i t y  

B u s t  q u a l i f y  a s  m p r t n c i p • l s ,  m T h i s  i n c l u d e s  s e n i o r  

o f f i c e r s  and a c t i v e  d i r e c t o r s .  ~ I n c i ~ i s  B u s t  t a k e  

a n o t h e r  exam i n  a d d i t i o n  t o  t h e  S e r i e s  6 o r  S e r i e s  7 

e x a w .  
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E. SEC Rules on Mortalltv and Expense Char~es 

In 1983, the SEC proposed Rule 268-3 to regulate mortality & 

expense (M&E) risk charges on variable annuity products. M&E rlsk 

c h a r g e s  had t o  be r e a s o n a b l e  o r  w i t h i n  i n d u s t r y  s t a n d a r d s  t o  be 

deemed acceptable by the SEC. Up until 1987, the SEC took the 

position t h a t  i t  would n o t  p e r m i t  t h e  r e g i s t r a t i o n  o f  a prcKSuct t o  

go effective if the mortality and expense (M&E) charge in the 

contract exceeded 1.25% of the account value annually. 

I n  F e b r u a r y  2987,  t h e  SEC amended R u l e  26a03 and e l i m i n a t e d  t h e  

maximum l i m i t a t i o n  on t h e  M&E c h a r g e .  I n s t e a d ,  each  r e g i s t r a n t  has  

to  r e p r e s e n t  t h a t  i t s  N&E c h a r g e s  a r e  w i t h  r e s p e c t  t o  t h e  s t a n d a r d s  

of the industry: 

(I) Reasonable, and 

(2} A bonaflde charge to cover mortality and administrative 

e x p e n s e  risks. 

If the M&E risk charge is above the range of industry practice, an 

explanation Bust be provided. 

F .  SEC R u l e s  on  Mutua l  Fund E x p e n s e s  and A d v e r t i s i n =  

I n  May 1988,  t h e  S e c u r i t i e s  and Exchange  C o n n i s s i o n  a d o p t e d  new 

r u l e s  a n d  s u b s t a n t i a l  amendments  t o  e x i s t i n g  r u l e s  a n d  r e g i s t r a t i o n  

s t a t e m e n t  f o r n s  t h a t  c o l l e c t i v e l y  impose  s t r i n g e n t  new r e q u i r e m e n t s  

g o v e r n i n g  ( l )  d i s c l o s u r e  o f  m u t u a l  fund  e x p e n s e s ,  and  (2) 

a d v e r t i s i n g  o f  p e r f o r m a n c e  d a t a  f o r  m u t u a l  f u n d s  a n d  v a r i a b l e  

a n n u i t i e s .  
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( l )  D i s c l o s u r e  o f  N ~ u a l  Fund Exc~nses  

(a)  P u b l  i c l v  A v a i l a b l e  M u t u a l  F u n d s .  M u t u a l  f u n d  

p r o s p e c t u s e s  m u s t  I n c l u d e  a t a b u l a r  p r e s e n t a t i o n  o f  

e x p e n s e s  ( " f e e  t a b l e  e) i n  t h e  eumnary  a t  t h e  b e g i n n i n g  o f  

t h e  p r o s p e c t u s .  The f e e  t a b l e  mus t  r e f l e c t  t r a n s a c t i o n a l  

e x p e n s e s  p a i d  d i r e c t l y  b y  s h a r e h o l d e r s  ( e . a . ,  s a l e s  

l o a d s )  a s  w e l l  a s  a n n u a l  f u n d  o p e r a t i n g  e x p e n s e s  ( e . a . ,  

t h e  a d v i s o r y  f e e ) .  The f e e  t a b l e  w i l l  I n c l u d e  a n  example  

showing  t h e  amount  o f  t h e s e  e x p e n s e s  t h a t  w ou l d  be  

I n c u r r e d  by a n  I n v e s t o r  r e d e e m i n g  a t  t h e  e n d  o f  o n e ,  

t h r e e ,  f i v e  and  t e n  y e a r s  b a s e d  on a h y p o t h e t i c a l  $1 ,000  

i n v e s t m e n t  and  a s s u m i n g  8 f i v e  p e r c e n t  r a t e  o f  r e t u r n .  

(b) U n d e r l v i n a  Funds  o f  S e p a r a t e  a c c o u n t s .  N u t u a l  f u n d s  t h a t  

s e l l  t h e i r  s h a r e s  t o  v a r i a b l e  a n n u i t y  o r  v a r i a b l e  l i f e  

I n s u r a n c e  s e p a r a t e  a c c o u n t s  a r e  s u b j e c t  t o  t h e  s a l e  f e e  

t a b l e  d i s c l o s u r e  r e q u i r e m e n t s ,  w i t h  c e r t a i n  e x c e p t i o n s .  

F u n d s  t h a t  s e l l  t h e i r  s h a r e s  e x c l u s i v e l y  t o  v a r i a b l e  l i f e  

i n s u r a n c e  s e p a r a t e  a c c o u n t s  a r e  exempt and may o m i t  t h e  

f e e  t a b l e .  Funds  t h a t  s u p p o r t  o n l y  v a r i a b l e  a n n u i t y  

s e p a r a t e  accoun ts  a r e  n o t  r e q u i r e d  t o  I n c l u d e  t h e  foe  

tables If t h e  variable annuity prospectus ( o r  

p r o s p e c t u s e s )  c o n t a i n  • f e e  t a b l e  s i m i l a r  t o  t h a t  

o t h e r w i s e  r e q u i r e d  I n  t h e  f u n d  p r o s p e c t u s .  F u n d s  t h a t  

s u p p o r t  b o t h  v a r i a b l e  a n n u i t y  and  v a r i a b l e  l i f e  l n s u r a n = e  

s e p a r a t e  a c c o u n t s  can o m i t  t h e  f e e  t a b l e  o n l y  i f  e l l  o f  
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t h e  a p p l i c a b l e  s e p a r a t e  a c c o u n t s  n e a t  t h e  c o n d i t i o n s  f o r  

e x e m p t i o n .  

(2) Per fo rmance  Data A d v a r t i s i n =  

(a) P u b l i c l y  A v a i l a b l e  Mutual Funds .  A d v e r t i s i n g  o f  i m t u a l  

f und  p e r f o r a a n o e  d a t a  i 8  l i m i t e d  t o  ( i )  c u r r a n t  y i e l d ,  

(2) t a x  e q u i v a l e n t  y i e l d ,  and (3} a v e r a g e  a n n u a l  t o t a l  

r e t u r n  f o r  one ,  f i v e ,  and t a n  y e a r  p e r i o d s .  O t h e r  

h i s t o r i c a l  measu res  o f  p e r f o r m a n c e  a r e  p e r m i t t e d  o n l y  i f  

t h e y  r e f l e c t  a l l  e l e B e n t s  o f  r e t u r n .  Except  f o r  money 

m a r k e t  funds ,  a l l  y i e l d  q u o t a t i o n s  must  be accompan ied  by 

the prescribed total return figures. Total return 

quotations are based on erolllng" twelve month periods 

that Lust be updated quarterly. Advertisements 

c o n t a i n i n g  p e r f o r m a n c e  d a t a  must  d i s c l o s e  t h e  h i s t o r i c a l  

nature of the data and the risks of fluctuation of 

p r i n c i p a l  v a l u e  ( e x c e p t  f o r  money market  f unds )  and 

f l u c t u a t i o n s  o f  income. 

(b) V a r i a b l e  A n n u i t i e s .  A d v e r t i s i n g  o f  v a r i a b l e  a n n u i t y  

p e r f o r m a n c e  d a t a  i s  l i m i t e d  t o  t h e  same t y p e  o f  y i e l d  and 

t o t a l  r e t u r n  f i g u r e s .  The r e q u i r e m e n t s  f o r  y i e l d  

q u o t a t i o n s  t o  be  accompanied  by  t o t a l  r e t u r n  f i g u r e s ,  end 

f o r  a l l  p e r f o r m a n c e  datJa t o  be  a c c o ~ p a n i e d  by  t h e  

r e q u i r e d  r i s k  d i s c l o s u r e ,  a l s o  a p p l y  t o  v a r i a b l e  a n n u i t y  

a d v e r t i s e m e n t / .  
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V a r i a b l e  a n n u i t y  s e p a r a t e  a c c o u n t s  o r g a n i s e d  a s  

management  c o m p a n i e s  a r e  s u b j e c t  t o  t h e  new p r o v i s i o n s  An 

a n  a l m o s t  i d e n t i c a l  f a s h i o n  a s  m u t u a l  f u n d s .  The 

p e r f o r l a n c e  d a t e  m u s t  r e f l e c t  e l l  e x p e n s e s ,  i n c l u d i n g  

m o r t a l i t y  end  e x p e n s e  r i s k  c h a r g e s  and  i n s u r a n c e - r e l a t e d  

admlnlstratlve c h a r g e s .  

V a r i a b l e  a n n u i t y  s e p a r a t e  a c c o u n t s  o r g a n i z e d  a s  u n i t  

investment trusts (which Invest in underlying mutual 

funds) are subject to very similar requirements. The 

c a l c u l a t i o n s  a r e  B o d i f i e d  soBewhat  end  a r e  aade  a t  t h e  

s e p a r a t e  a c c o u n t  l e v e l  t o  r e f l e c t  a l l  c h a r g e s  a t  t h a t  

l e v e l  (as  w e l l  a s  a t  t h e  u n d e r l y i n g  f u n d  l e v e l ) .  

(c) U n d e r l v i n a  Funds  o f  S e p a r a t e  A c c o u n t s .  A m u t u a l  f u n d  

t h a t  s e l l s  i t s  s h a r e s  t o  i n s u r a n c e  company s e p a r a t e  

a c c o u n t s  t e c h n i c a l l y  i s  e l i g i b l e  t o  e d v e ~ i e e  i t s  

p e r f o r m a n c e  d a t a  w i t h o u t  t a k i n g  i n t o  a c c o u n t  t h e  c h a r g e s  

a t  t h e  m u t u a l  f u n d  l e v e l .  However,  i n  t h e  SEC's  v i e w ,  i t  

i s  m i s l e a d i n g  i n  m o s t  c a s e s  t o  a d v e r t i s e  t h e  u n d e r l y i n g  

f u n d ' s  p e r f o r m a n c e ,  u n l e s s  t h e  p e r f o r w a n o e  d a t a  a t  t h e  

s e p a r a t e  a c c o u n t  l e v e l  i s  a l s o  d i s c l o s e d  i n  a c c o r d a n c e  

w i t h  t h e  new p r o v i s i o n s .  
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G. S t a t u t o r y  Z x c l u s i o n s  From SEC ACts 

(1) O u a l i f l e d  P lan E x c l u s i o n s .  I n  1970, Congress passed t h e  

Znvestment C o m p a n y ~ e n d u e n t s  Act  ( "Mutua l  Fund B i l l U ) ,  which 

e x c l u d e d  s e p a r a t e  a c c o u n t  p r o d u c t s  i s s u e d  e x c l u s i v e l y  i n  

c e r t a i n q u a l i t i m d  p l a n  m a r k e t s  from t h e  s u b s t a n t i v e  p r o v i s i o n s  

o f  t h e  f e d e r a l  s e c u r i t i e s  s t a t u t e s .  The r a t i o n a l e  f o r  t h i s  I s  

t h a t  q u a l i f i e d  p l a n 8  a r e  r e p r e s e n t e d  b y  s o p h i s t i c a t e d  

i n v e s t o r s  a b l e  t o  f e n d  f o r  t h e m s e l v e s  o r  a r e  p r o t e c t e d  by  

o t h e r  statutes. T h e r e f o r e ,  t he  substantive p r o t e c t i o n  

a f f o r d e d  by t h e  f e d e r a l  s e c u r i t i e s  laws a r e  u n n e c e s s a r y .  

(a) 1940 A c t :  S e p a r a t e  a c c o u n t s  a r e  deemed n o t  t o  be  

i n v e s t m e n t  compan ie s  ( and  t h e r e f o r e  a r e  n o t  s u b j e c t  t o  

t h e  1940 A c t  r e g u l a t i o n  d i s c u s s e d  a b o v e )  i f  t h e i r  a s s e t s  

c o n s i s t  s o l e l y  o f  a s s e t s  from c o n t r a c t s  issued i n  

connec t i on  w i th=  

( l )  C o r p o r a t e  p l a n s  q u a l i f i e d  u n d e r  

I . R . C .  S e c t i o n  4 0 1 ( a )  ; 

( i i )  Xeogh p l a n s ;  

( i l l )  annuity plans qualif ied under 

I . R . C .  Section 404(a) (2) ; 

(iv) C e r t a i n  g o v e r n m e n t a l  p l a n s  ms d e f i n e d  u n d e r  

I , R . C .  S e c t i o n  414 f o r  t h e  e x c l u s i v e  b e n e f i t  o f  

employez~; 
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(v) Canno~ i n c l u d e  asse ts  f rom: l~J~,  S e c t i o n  403(b) 

p l a n a r  d e f e r r e d  c o I p e n s a t i o n  p l a n s  o r  S e c t i o n  457 

p l a n s .  

(b) 1933 and  1934 A c t s .  C o n t r a c t s  funded  t h r o u g h  such  

s e p a r a t e  a c c o u n t s  n e e d  n o t  c o a p l y  v l t h  r e g i s t r a t i o n  and 

p r o s p e c t i v e  d e l i v e r y  r e q u i r e m e n t s  unde r  t h e  1933 Ac t ,  and 

n e e d  n o t  be  s o l d  by p e r s o n s  r e g i s t e r e d  a s  b r o k e r / d e a l e r s  

u n d e r  t h e  1934 Act .  

~ L ~ l :  C o n t r a c t s  i s s u e d  to  c e r t a i n  ]~eogh p l a n s  

d o n ' t  q u a l i f y  f o r  these  1933 and 1934 Act: 

e x e n p t i o n s .  Yo q u a l i f y ,  t h e  Kaogh p l a n  g e n e r a l l y  

B u s t  be  a d o p t e d  by an  emp loye r  which e i t h e r  mus t  be 

• l a y  f ix la ,  a cco tLn t ing  f i r m ,  l n v e s t j s n t  b a n k i n g  

~ l r l ,  p e n s i o n  c o n s u l t i n g  f i r m ,  o r  i n v e s t ~ e n t  

a d v i s o r y  f i r m  o r  m u s t  be  a d v i s e d  b y  a q u a l i f i e d  

p e r s o r  o r  e n t i t y ,  u n a f f i l i a t e d  w i t h  i s s u i n g  

i n s u r a n c e  c o a p a n y ,  vho i s  k n o v l  e d g a a b l  • and 

e x p e r i e n c e d  i n  f i n a n c i a l  and b u s i n e s s  m a t t e r s .  

(c)  A n t i f r a u d  R u l e s :  C o n t r a c t s  e r e  s t i l l  s u b j e c t  t o  

p o t e n t i a l  a n t i f r e u d  l i a b i l i t y  u n d e r  SEC r u l e s .  

(2) D e f i n i t i o n  o f  Inves tment  Cm~anv.  C e r t a i n  e x c l u s i o n s  app ly  t o  

s e p a r a t e  a c c o u n t s  I n  v a r i a b l e  p r o d u c t s :  
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(a) V a r i a b l e  l i f e  and  a n n u i t y  p r o d u c t s  e r e  s u b j e c t  t o  t h e  

1933 ,  1934 and  I n v e s t m e n t  A d v i s e r s  Ac t s  r e q u i r e m e n t s ,  b u t  

n o t  1940 Ac t  r e q u i r e a e n t s  i f  t h e  s e p a r a t e  a c c o u n t s  

f u n d i n g  t h e  p r o d u c t  do n o t  p r o p o s e  t o  angage  p r i m a r i l y  I n  

i n v e s t i n g  o r  t r a d i n g  i n  s e c u r i t i e s  and do  n o t  own o r  

p r o p o s e  t o  a c q u i r e  i n v e s t m e n t  s e c u r i t i e s  e x c e e d i n g  40 t  o f  

t o t a l  a s s e t s  ( e x c l u s i v e  o f  Government  s e c u r i t i e s  e nd  c a s h  

i t a u ) .  

(b) T h e r e f o r e ,  r e a l  e s t a t e  s e p a r a t e  a c c o u n t s  c a n  a v o i d  

1940 Act r e g u l a t i o n ,  i f  p r o p e r l y  s t r u c t u r e d .  

(3) Group Annu~ t i es .  I n  1963, t he  SEC i ssued  Rule  3 ( c ) - 3  under  

t h e  I nves tmen t  Coepany A c t  o f  1940. Th i s  r u l e  p r o v i d e s  t h a t  

g r o u p  a n n u i t y  c o n t r a c t s  and  i n s u r a n c e  companies  i s s u i n g  g roup  

annuities would be exempt froethe 1940 Act, if they satisfy 

the following requirements: 

(a) A p r o v i s i o n  f u r  t h e  g u a r a n t e e d  f u t u r e  i s s u e  o f  a n n u i t i e s  

i n  f i x e d  ~ t o  c o v e r  emp l oye e s  on o r  a f t e r  t h e i r  

r e t i r e m e n t  d a t e s .  

(h) C o n t r a c t  e u s t  be  i s s u e d  i n  c o n j u n c t i o n  w i t h  • p l a n  

q u a l i f y i n g  u n d e r  S e c t i o n  401 o f  t h e  I n t e r n a l  Revenue  

Code.  
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(c) I n v e m t ~ e n t a  i n  t h e  s e p a r a t e  a c c o u n t  a re  l i m i t e d  t o  

e m p l o y e r  c o n t r i b u t i o n s .  

(d)  A t  l e a s t  25 e m p l o y e e s  mus t  be  c o v e r e d  on t h e  e f f e c t i v e  

d a t e  o f t  he  c o n t r a c t .  

The r e q u i r e m e n t  o f  a f i x e d  b e n e f i t  d u r i n g  t h e  payou t  p e r i o d  was 

removed in 1964. 

In 1963, the SEC issued Rule 156 underths 1933 Act whlchprovlded 

that a group annuity contract utillzing a separate account Ia¥ be 

exempted from t h e  registration requirements o f  t h e  1933 Act, if 

certain conditions were fulfilled. 

In 1969, the SEC adopted Rule 6e-l, exempting certain Insuranae 

company separate accounts from the registration requirements of 

t h e  1940 A c t .  

With the passing of the Mutual Fund BIll in 1970 (see (I)), Rules 

3 c - 3 ,  6o-1  a n d  156 were  r e m c i n d e d .  

(4) $EC Rule 151 ("Safe Harbor Rule-). On Nay 27, 2986 the $EC 

issued • release (Rule 251) which exempts any annultF or llfe 

insurance policy from the reglmtratlon and rsgulatlon 

requirements of the various Federal securities laws. (see 

[11] ) .  
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In  o r d e r  t o  q u a l i f y  f o r  t he  s a f e  h a r b o r  p r o v i d e d  u n d e r  

Ru le  151,  an  a n n u i t y  o r  l i f e  p o l i c y  must= 

(a)  Be l s s u e d  b y a  c o r p o r a t i o n  which Is r e g u l a t e d  by a state 

i n s u r a n c e  c o ~ a i s s i o n e r ;  

(b) I n c l u d e  c e r t a i n  g u a r a n t e e s  o f  p r i n c i p a l  o r  i n t e r e s t  w h i c h  

a r e  s u f f i c i e n t  f o r  t h e  I n s u r e r  t o  b e  deemed t o  b e a r  t h e  

i n v e s t m e n t  r i s k ;  and 

(c) Must n o t  be  m a r k e t e d  p r i m a r i l y  a s  an  I n v e s t m e n t .  

However ,  a p r o d u c t  which  d o e s  n o t  m e e t  t h e  p r o v i s i o n s  o f  

Rule 151 may still be exempt from Federal aecurlties 

laws. In such cases, a legal opinion is needed which 

states that the policy Is not a security. 

I n  1987, a f e d e r a l  c o u r t  d e c i d e d  i n  O t t 9  V~. VALIC t h a t  a 

combination annuity (offering both  variable and fixed investment 

options) is to be treated as a security. It appears that in order 

to qualify under the safe harbor provisions of Rule 151, insurer= 

might have to promise not to change the excess Interest rate on t h e  

f i x e d  o p t i o n  more  t h a n  o n c e  a y e a r .  

H. NASD ~ e u u l r e m e n t s  f o r  B r o k e r / D e a l e r s  

The Na t - iona l  A s s o c i a t i o n  o f  S e c u r i t i e s  D e a l e r s  (NASD) was 

e s t a b l i s h e d  i n  1939 t o  e n f o r c e  t h e  r e q u i r e m e n t s  o f  t h e  Ma loney  ACt ,  
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an amendment to the Securities Exch•nge Act of 1934. 

broker/dealers are required to register with the NASD. 

All 

P a r t i c u l a r l y  with r e g a r d  t o  t h e  a d v e r t i s i n g  o f  v a r i a b l e  p r o d u c t s ,  

broker/dealers have t~ comply with numerous NASD requirements: 

(1) 

(2) 

(3) 

The N~SD r e q u i r e s  t h a t  a l l  m a t e r i a l  u s e d  i n  c o n n e c t i o n  w i t h  

the sale or attempted sale of a variable insurance product (or 

any other investment company product) must be •pproved in 

advance  by t h e  N~SD. 

Only  i n d i v i d u a l s  

companies. 

can be registered with the NASD, not 

The NASD does not permit suggestions that one company's 

products contain "unique" features or any other 

unsubstantiated claims. 

(4) 

(5) 

(s) 

The NhSD does  n o t  p e r m i t  s p e c i f i c  c o m p a r i s o n s  o f  one c ompa ny ' s  

v a r i a b l e  p r o d u c t  w i t h  t h a t  o f  a n o t h e r  company .  

~ny  i t em o f  s a l e s  l i t e r a t u r e  can o n l y  be  u s e d  when p receded  o r  

accompanied  by  a p r o s p e c t u s  f o r  t h e  p r o d u c t  m e n t i o n e d .  

The use o f  any wrltt•n • r t i c l e  i n  c o n n e c t i o n  w i t h  the  sa le  o f  

• s p e c i f i c  p r o d u c t  must  be  c l e a r e d  by  t h e  NASD f o r  such u s e .  
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I n  J a n u a r y  1990, t h e  NASD p r o p o s e d  new d e f e r r e d  s a l e s  c h a r g e  

d i s c l o s u r e  r e q u i r e ~ e n t a  f o r  I n v e s t m e n t  company p r o d u c t s .  However, 

t h e s e  r u l e s  w i l l  n o t  app ly  t o  v a r i a b l e  i n s u r a n c e  p r o d u c t s .  

~ .  g t a t e  I n s u r a n c e  R e g u l a t i o n  

The i n s u r a n c e  i n d u s t r y  i s  r e g u l a t e d  by each  o f  t h e  f i f t y  s t a t e s  and 

D.C. Instead of being regulated separately by each state however, 

the National Association of Insurance Conlsaloners (NAIC) 

typically adopts a model regulation on a particular subject, which 

is then passed by the states (see Walker, [7]). 

In 1979, the NAIC adopted a nodal varlable annuity regulation. As 

of January 1990, 23 staten have adopted this model or a sizilar 

law.  Twelve o t h e r  s t a t e s  and t h e  D i s t r i c t  o f  Columbia have  a d o p t e d  

r e l a t e d  r e g u l a t i o n s ,  and t h e  r e m a i n i n g  15 s t a t e s  have  n o t  t a k e n  any 

action to date. 

A. Model Variable Annultv Re=ulatlon 

The following are the major provisions of the NAIC Model Variable 

Annuity Regulation ( see  Appendix A): 

(1) Definition "Variable Annultv" (Article II). Varlable Annuity 

~eans any policy or contract which provides for annuity 

benefits varying according to the Investeent experience of a 

separate account. 
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(2) Separate Account (Article IV). Article IV, Section l deals 

wlth any llnltetions on the assets which may be held in the 

Separate Account. Among the provisions listed are: 

(a) S e p a r a t e  A c c o u n t  funds  u p  t o  t h e  l i a b i l i t y  f o r  any 

g u a r a n t e e d  b e n e f i t s  whose r e s e r v e s  a r e  m a i n t a i n e d  i n  t h e  

S e p a r a t e  A c c o u n t  must be  i n v e s t e d  An a c c o r d a n c e  w i t h  t h e  

l a w s  o f  t h e  s t a t e  g o v e r n i n g  t h e  i n v e s t m e n t s  o f  l i f e  

i n s u r a n c e  c o m p a n i e s .  Beyond  t h a t ,  such  f u n d s  may be 

i n v e s t e d  w i t h o u t  r e g a r d  t o  any  such  l i m i t a t i o n s .  

(b) With r e s p e c t  t o  75t o f  t h e  market  v a l u e  o f  t h e  asse ts  i n  

8 separate account, no more than 10t of such market value 

may be invested in securities of any one ~ssuer, other 

than securities issued or guaranteed by the U.S. 

government. 

(c) An i n s u r a n c e  company and i t s  s e p a r a t e  a c c o u n t s  may no t ,  

in aggregate, own mere than 10% of the securities of any 

o n e  i s s u e r ,  e x c e p t  where p e r m i t t e d b y l a w  o r  a p p r o v e d  by 

t h e  Commissioner.  

Note: P a r a g r a p h s  (b) and (c) do n o t  a p p l y  t o  t h e  i n v e s t m e n t  o f  

• s e p a r a t e  account  i n  an I nves tmen t  co=pany r e g i s t e r e d  

under t h e  Investlent Company Act of 1940. Separate 
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accounts registered under the 1940 Act have a 5t 

l imitat ion instead. 

Artlcle IV, Section 2 states that assets  should bevalued at market 

value, unless otherwise specified In the contract. 

Article IV, Section 3 states that the assets in the separate 

account shall not be chargeable vithllabillties arising out of the 

insurance companyts other business. 

Article IV, Section 6 states that the company shall aaintain in the 

separate account assets wltha value at least equal to reserves and 

other liabilities specified in the contract. 

(3) YaTiable Annuity Contract (Artic]~ VI~. Article VI, Section 

I requires a statement in the contract of the essential 

features of the procedure to be followed by the company in 

determining t he  amount of  the  variable benefits. 

Section 2 states that illustrations may not be based on past 

experience, but must be based on clearly ~dentified 

hypothetical rates of return. 

A c c o r d i n g  t o  S e c t i o n  4,  v a r i a b l e  b e n e f i t  p a l ~ e n t s  Ray n o t  be 

calculated using a higher rate of Interest than 5% or a lower 

mortality table than the Annuity Mortality Table for 1949, 
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U l t i m a t e ,  u n l e s s  a n o t h e r  t a b l e  i s  a p p r o v e d  by t h e  

Commissioner. 

S e c t i o n  5 s t a t e s  t h a t  r e s e r v e s  must be e s t a b l i s h e d  i n  

a c c o r d a n c e  w i t h  a c t u a r i a l  p r o c e d u r e s  t h a t  r e c o g n i z e  t h e  

v a r i a b l e  n a t u r e  o ~ t h e  b e n e f i t s  and any  m o r t a l i t y  g u a r a n t e e s .  

(4) Nonforfeiture Benefits fArticle VII~. The original Model 

Variable Annuity Regulation, adopted by the NAIC in 1974, 

contained only a short subparagraph about nonforfeiture 

provisions, without requirement for a specific level of 

minimum nonforfeiture benefits. 

The c u r r e n t  v e r s i o n  o f  t h e  NAIC M o d e l  V a r i a b l e  A n n u i t y  

R e g u l a t i o n ,  a d o p t e d  i n  1979, added an  a r t i c l e  t o  r e q u i r e  • 

s p e c i f i c  l e v e l  o f  minimum n o n f o r f e i t u r e  b e n e f i t s ,  a s  o u t l i n e d  

below. To date, only two states (Maine, Texas) have followed 

the current NAIC Model on this. According to Article VII, the 

minimum nonforfeiture amount under a variable annuity shall be 

an amount equal to a percentage of net considerations adjusted 

by the net Inves~ent return (as descrlbed below). 

The r e s u l t i n g  a = o u n t  s h a l l  be r e d u c e d  t o  r e f l e c t  t h e  e f f e c t  

(a) Any partial surrenders, 

Cb) Any indebtedness including Interest due, 
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(c) An annual contract charge equal to (1) the lesser of $30 

and  2% of  t h e  end  o f  y e a r  c o n t r a c t  v a l u e  l e s s  ( i l )  t h e  

amount  o f  any  a n n u a l  c o n t r a c t  c h a r g e  d e d u c t e d  from t h e  

gross conslderatlonl, and 

(d) A transaction charge of $I0 per transfer to another 

separate account. 

The annual contract charge of $30 and the transaction charge 

of $10 will be adjusted for changes in the Consumer Price 

Index (CPI). 

Net investment return means the rate of investment return 

credited to the variable annuity contract after all charges. 

This return shall be determined at least monthly. 

The percentages of net considerations referred to above shall 

meet the following requirements: 

(a) Wlth respect to flexible premium contracts, the net 

consideration is defined as t h e  gross premium less an 

annual contract charge o f  $30 less a collection charge of 

$1.25 per peytent less any premlum taxes. The 

percentages o f  net consideration shall be  65% in t h e  

first year and 87.5% in subsequent years. If 

contributions ere increased by not more than two times 

the previous contributions, t h e  percentage of net 
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c o n s i d e r a t i o n s  f o r  t h e  i n c r e a s e  i n  t h e  f i r s t  y e a r  a f t e r  

t h e  i n c r e a s e  s h a l l  be  65%. 

(b) For  s i n g l e  p r e m i u z  c o n t r a c t s ,  t h e  n e t  c o n s i d e r a t i o n  i s  

d e f i n e d  as the  gross  premium less  $75 l e s s  any prembm 

t a x e s .  The p e r c e n t a g e  o f  t h e  n e t  c o n s i d e r a t i o n  i s  90%. 

The  a n n u a l  c o n t r a c t  c h a r q e  o f  $30, t h e  c o l l e c t i o n  c h a r g e  o f  

$ 1 . 2 5  and t h e  s i n q l e  premium c h a r g e  o f  $75 .00  w i l l  be  a d j u s t e d  

t o  r e f l e c t  c h a n g e s  i n  t h e  C P I .  

To demonstrate that the Rinlmum nonforfeiture laws are 

complied with, it is necessary to test the cash value at each 

of the first 20 contract years using a net investment return 

of 7%. The following addltlonal assumptions may be made: 

(a)  One t r a n s f e r  p e r  c o n t r a c t  y e a r  o c c u r s .  

(b) S t a t e  p r e m i u  t a x  a p p l i c a b l e  t o  s t a t e  o f  r e s i d e n c e  i s  

incurred. 

(c) The flexible premituepolicles aszu~e that $100per month 

Is paid for the first 240 months. 

(d) For single premium contracts, a single consideration of 

$I0,000 Is made. 

(e) For contracts f~led In 1980, the charges outlined above 

s h o u l d  be  t a k e n  a s  r e a d .  F o r  c o n t r a c t s  f i l e d  i n  l a t e r  

y e a r s ,  t h e  c h a r g e s  s h o u l d  be  m o d i f i e d  by t h e  CPI f o r  J u n e  
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( f )  

o f  t h e  c a l e n d a r  y e a r  p r e c e d i n g  t h e  day o f  f i l i n g  t o  t h e  

CPI for June, 1979. 

I f  the  c o n t r a c t  a l l o w s  a l l o c a t i o n  t o  b o t h  f i x e d  and 

v a r i a b l e  a c c o u n t s ,  a s sume  100% I s  a l l o c a t e d  t o  t h e  

v a r i a b l e  a c c o u n t .  

For contracts which provide cash surrender benefits, the cash 

surrender benefits should never be less than the minimum 

nonforfeiture amounts and the death benefits should also not be 

less than the cash surrender benefits. 

Any v a r i a b l e  a n n u i t y  c o n t r a c t  w h i c h  d o e s  n o t  p r o v i d e  c a s h  s u r r e n d e r  

b e n e f i t s  o r  d e a t h  b e n e f i t s  a t  l e a s t  e q u a l  t o  t h e  minimtm 

n o n f o r f e i t u r e  amount  s h o u l d  i n c l u d e  a s t a t e m e n t  i n  t h e  c o n t r a c t  

that such benefits ere not provided. 

(5) Reau i red  Repor ts  ( ~1~t;~cle V I I Z I .  A r ~ i c l e V I l I  r e q u i r e s  t h a t  

a r e p o r t  must be sent  t o  t he  p o l i c y h o l d e r  a t  l e a s t  once a yea r  

showing i nves tmen ts  he ld  i n  t h e  separa te  accoun t .  A l so ,  an 

annual statement showlngthe business In the separate account 

must be filed with the Insurance Commissioner once a year. 

In  a d d i t i o n ,  a s t a t e m e n t  iS  r e q u i r e d  t o  b e  s e n t  t o  

p o l i c y h o l d e r s  o n c e  a y e a r  s h o v i n g  e i t h e r  t h e  number  o f  

a c c u m u l a t i o n  u n i t s  and t h e  d o l l a r  v a l u e  o f  e a c h  u n i t  o r  t h e  

d o l l a r  v a l u e  o f  t h e  c o n t r a c t h o l d e r s  a c c o u n t .  
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B. S t a t e  bv S t a t e  R e ~ u l a t i o n  

As e e n t i o n e d  b e f o r e ,  r e g u l a t i o n s  a d o p t e d  by  t h e  s t a t e s  d i f f e r  from 

t h e  model  r e g u l a t i o n  d e s c r i b e d  above .  Some o f  t h e  more  i m p o r t a n t  

d e v i a t i o n s  f rom t h e  model  I n c l u d e =  

(l) Texas  h a s  a l t m i ~  on  t h e  AIR o f  3 . 5 t  f o r  i n d i v i d u a l  v a r i a b l e  

annuities, wherens New York sets the max~eumAIR at 6.5% less 

the asset charges deducted from gross investment results. 

Several other states' requirements •leo deviate free the model 

regulation with respect to the AIR. 

(2) Minimum nonforfeiture b e n e f i t s  are not included in t h e  

requirements of nest of the states. 

(3) New York r e q u i r e s  a 10 -day  f r e e  l o o k  p r o v i s i o n .  

(4) Although variable annuities may be sold in all states, the 

p r o c e s s  o f  o b t a i n i n g  t h e  l i c e n s e  t o  s e l l  v a r i a b l e  p r o d u c t s  

("Variable Authority") varies widely by state: 

In sixteen states, • license to sell variable annuities is 

i n c l u d e d  w i t h  t h e  r e g u l a r  l i f e  l i c e n s e .  I n  two s t a t e s ,  o n l y  

a r e g u l a r  a n n u i t y  l i c e n s e  i s  n e e d e d  t o  w r i t e  v a r i a b l e  

a n n u i t i e s .  I n  a n o t h e r  f i f t e e n  s t a t e s ,  t h e  l i c e n s e  t o  s e l l  

v a r i a b l e  a n n u i t i e s  may be o b t a i n e d  t o g e t h e r  w i t h  t h e  l i c e n s e  

t o  s e l l  v a r i a b l e  l i f e  I n s u r a n c e .  I n  t h e  r e m a i n i n g  s t a t e s ,  a 
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s e p a r a t e  v a r i a b l e  a n n u i t y  l i c e n s e  h a s  t o  be  o b t a i n e d  b e f o r e  an 

i n s u r a n c e  company c a n  s t a r t  s e l l i n g  v a r i a b l e  a n n u i t i e s .  

C. State Securitle~ Rsaulation r"Blu~ ~ky Laws"~ 

In all but two states (North Dakota and Washington), Blue Sky Laws 

exempt variable annuities from thelr regulation. In practice, this 

means that Indlvlduals who sell variable insurance contracts and 

other insurance policies, but not secur~tles, generally should not 

be subject to the state blue sky restrictions on dual registration 

of registered securities saleslen. 

3. Norris Dsclslon 

In the case of Arizona ~Ovvrnina Committee v. Norris, the United 

States Supreme court ruled that in connection wlth retirement 

benefit options offered under certain employer-sponsored employee 

benefit plans, annuity options based on sex-distlnct actuarial 

tables are not permissible under Title VII oft he CAvil Rights Act 

of 1964. The ruling requires that benefits derived from 

contributions paid into s plan after August I, 1983 be calculated 

without regard to the sex of the employee. 

However ,  t h e  r u l i n g  was n o t  made r e t r o a c t i v e ,  so  t h a t  a l l  b e n e f i t s  

f rom c o n t r i b u t i o n s  p a i d  i n t o  a p l a n  on o r  b e f o r e  A u g u s t  1, 1983 may 

s t i l l  be  b a s e d  on s e x - d l s t l n c t  m o r t a l i t y  t a b l e s .  
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V .  PRODUCT DESIGN 

Many v a r i a b l e  a n n u i t i e s  c u r r e n t l y  b e i n g  o f f e r e d  h a v e  been  

i n t r o d u c e d  w i t h i n  t h e  l a s t  few y e a r s ,  b u t  some p r o d u c t s  h a v e  b e e n  

around for 20 years or lore. The following Is a discussion of 

t y p i c a l  p r o d u c t  d e s i g n s  a v a i l a b l e  t o d a y .  

1.  P r o d u c t  Types  

Mos t  c o n t r a c t s  o f f e r e d  t o d a y  a r e  o f  a f l e x i b l e  premium n a t u r e .  

A l t h o u g h  an i n i t i a l  c o n s i d e r a t i o n  o f  $1,000 t o  $ 5 , 0 0 0  i s  

t y p i c a l l y  r e q u i r e d  f o r  e a c h  c o n t r a c t ,  a d d i t i o n a l  c o n t r i b u t i o n s  

may be  made a t  any t~me d u r i n g  t h e  a c c u m u l a t i o n  p h a s e .  A minimum 

of $50 per payment may be required. Contracts in the qualified 

market generally have lower minimum contribution requirements 

than non-qualified products and may be purchased for as llttle as 

$20 inltial premium. Payments may be made by check or through 

automatic deduction, the latter becoming increasingly common. 

Almost ell variable annuity contracts are offered as combination 

contracts. These contracts offer a fixed interest option, backed 

by the insurer's general account, along with the investment 

options available through the separate account. Contractholders 

~ay transfer ionJes between both types of accounts, although 

t r a n s f e r s  o u t  o f  t h e  f i x e d  o p t i o n  a r e  u s u a l l y  l i m i t e d  t o  one  p e r  

ye ar • 
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2.  Death  B e n e f i t s  

S h o u l d  t h e  a n n u i t a n t  d i e ,  t h e  i n s u r a n c e  company u s u a l l y  p r o v i d e s  

a d e a t h  b e n e f i t  e q u a l  t o  t h e  g r e a t e r  o f  

{a) Fund v a l u e  {cash v a l u e )  o f  t h e  a c c o u n t  

(b) Premiums p a i d  l e s s  p r i o r  p a r t i a l  w i t h d r a w a l s .  

More r e c e n t l y ,  some c o n t r a c t s  have  enhanced  t h i s  a d d i t i o n a l  

p r o t e c t i o n  t o  t h e  c o n t r a c t h o l d e r  by  u p d a t i n g  t h e  d e a t h  b e n e f i t  a t  

r e g u l a r  i n t e r v a l s .  The r e v i s e d  d e a t h  b e n e f i t  i s  t h e  g r e a t e r  o f  

t h e  f u n d  v a l u e  and  t he  d e a t h  b e n e f i t  on t h e  l a s t  day  o f  t h e  

i m m e d i a t e l y  p r e c e d i n g  n - y e a r  p e r i o d  { e . g . ,  n - 6 ) ,  p l u s  a l l  

p u r c h a s e  payments  l e s s  w i t h d r a w a l s  d u r i n g  t h e  c u r r e n t  n - y e a r  

p e r i o d .  The c o s t  o f  t h i s  a d d i t i o n a l  b e n e f i t  i s  I n c l u d e d  i n  t h e  

M&E r i s k  cha rge  ( s ee  B i g g s ,  [ 1 ] } .  

3 .  8 a l e s  Loads 

S a l e s  l o a d s  on v a r i a b l e  a n n u i t i e s  c o n s i s t  of  f r o n t - e n d  s a l e s  

l o a d s ,  b a c k - e n d  s a l e s  l o a d s  w h i c h  a r e  on ly  a s s e s s e d  u p o n  

s u r r e n d e r  o f  a c o n t r a c t  i n  t h e  e a r l y  y e a r s ,  a n d  a c h a r g e  f o r  

premium t a x e s  i n c u r r e d  by t h e  I n s u r a n c e  c o l p a n y .  

The m o s t  c o - - o n  p r o d u c t  d e s i g n  t o d a y  i s  a p u r e l y  b a c k - e n d  l o a d e d  

p r o d u c t ,  where a cha rge  o f  up  t o  8% o f  premium o r  f u n d  v a l u e  i s  

being deducted from the fund value upon surrender in the first 

year. This charge is designed to compensate the insurance 

company for some of the expenses Incurred {e.g., commissions) in 

issuing the contract. Surrender charges may be level for the 

first four or five years, then grade down to zero by year twelve 
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a t  t h e  l a t e s t .  At  a n n u i t i z a t i o n ,  t h e  m a j o r i t y  of  c o n t r a c t s  wa ive  

any appllca~le surrender charges. 

F o r  c o m p e t i t i v e  r e a s o n s ,  L o s t  v a r i a b l e  a n n u i t i e s  b e i n g  o f f e r e d  

t o d a y  do  n o t  i n c l u d e  any  f r o n t - e n d  l o a d s ,  a l t h o u g h  • few 

c o n t r a c t s  c h a r g e  a n  a s s e t - b a s e d  d i s t r i b u t i o n  fee  d u r i n g  t h e  f i r s t  

seven to ten years. Premium taxes incurred by the insurance 

company in some of the states ere being deducted at issue or at 

annultlzatlon of the contracts. 

4.  ]Lunual C o n t r a c t  Chaz~;ee 

A l m o s t  a l l  c o m p a n i e s  d e d u c t  an  a n n u a l  a d m i n i s t r a t i o n  c h a r g e  of  

$20 t o  $35 from t h e  c o n t r a c t  v a l u e  a t  t h e  end o f  e a c h  y e a r .  T h i s  

c h a r g e  i s  d e s i g n e d  t ~  h e l p  pay  f o r  t h e  a d m i n i s t r a t i o n  e x p e n s e s  

a s s o c i a t e d  w i t h  a v a r i a b l e  a n n u i t y  c o n t r a c t .  Some c o m p a n i e s  a l s o  

a s s e s s  a n  a d d i t i o n a l  f u n d - b a s e d  a d m i n i s t r a t i o n  c h a r g e  o f  0 .10  % 

to 0.25% each year. These administrative charges are guaranteed 

for the life of the contract. 

The annual mortality and expense (M & E) rlsk charge is designed 

to reimburse the insurance company for the cost of providlng 

guarantees for death benefits and contract charges. This charge 

is limited by the $EC to be 

|1) Reasonable, and 

(2) Within industry standards. 
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An a n n u a l  H & E c h a r g e  o f  1 .25 t  o f  f u n d  v a l u e  has  b e e n  f o u n d  

acceptable by t h e  SEC, with most companies charging between 1.00t 

and 1.25% o f  f u n d  v a l u e  a n n u a l l y .  

5.  I n v e s t m e n t  O p t i o n s  

A. V a r i a b l e  I n v e s t = e n t  O p t i o n s  

V a r i a b l e  a n n u i t y  c o n t r a c t h o l d e r s  h a v e  e wide  c h o i c e  o f  f u n d s  

a v a i l a b l e  f o r  t h e  I n v e s t m e n t  o f  t h e i r  p r e m t t m s .  Most  c o n t r a c t s  

o f f e r  a t  l e a s t  f i v e  o r  s i x  d i f f e r e n t  o p t i o n s ,  I n c l u d i n g ,  b u t  n o t  

l i m i t e d  t o :  

(1) Common S t o c k  Ftmd, 

(2) A g g r e s s i v e  S tock  Fund,  

(3) Bond Fund, 

(4) Managed Fund,  and  

(5) Honey Marke t  Fund .  

A g rowing  number  o f  compan i e s  a l s o  o f f e r  i n v e s t m e n t s  i n  

(6) International Fund, 

(7) Gold/Natural Resources, 

(8) Government Securities, 

(9) High Y i e l d  Bond, o r  

(10) Stock Index Fund. 

Many v a r i a b l e  a n n u i t y  c o n t r a c t s  now o f f e r  t h e  c o n t r a c t h o l d e r  t h e  

cho ice  o f  nore  than  one fund  s e r i e s  t o  i n v e s t  I n .  ~ r p i c a l l y ,  

t h i s  i n c l u d e s  s e v e r a l  f u n d s  o f f e r e d  t h r o u g h  an a f f i l i a t e  o f  t h e  

I n s u r a n c e  company,  p l u s  an  a d d i t i o n a l  fund  s e r i e s  o f f e r e d  t h r o u g h  

a w e l l  known e x t e r n a l  i n v e s t m e n t  a d v i s o r .  The v a r i e t y  o f  f u n d s  
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available i n  a variable annuity allows the agent or broker 

selling the annuity to have at least one good perforllng fund at 

almost any point in tlne, to be used £n sales discussions with 

potential buyers. 

Annual investment advisory f e e s  range from • low of 0.25% to • 

high of 1.00% for the different funds available. Generally, 

international, gold and reel estate funds have higher charges 

than the other funds. In addition to investment advisory 

charges, the contractholder also has to pay for additional 

operating expenses incurred by the funds, although the total of 

investment advlsoly fees plus operating expenses is usually 

capped at 1.00% t@ 1.50%. 

B. Real Estate ODtlon 

Recent interest in real estate insurance products has led several 

insurers to offer a real estate optlon Is in alternative to the 

other investment options in the variable annuity portfolio. 

Several companies are offering real estate - only variable 

annuities. Inves$~ents in a real estate option can be made in 

real estate investment trusts (REIT's) or in real property, such 

as shopping centers end office buildings. Investments in real 

estate must meet certain IRS diversification requirements (see 

Section IIl) to obtain the tax advantages of insurance products , 

such as tax-free ~nslde buildup. 
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P r o d u c t s  w i t h  a r e a l  e s t a t e  o p t i o n  a l o n e  c a n  a v o i d  t h e  

registration under the 1940 Act, if no more than 40% of ell 

investments are made in securities. Advantages of avoiding 

registration as an investment company under the 1940 Act for the 

i n s u r a n c e  company a r e :  

(1) A v o i d a n c e  o f  SEC v a l u a t i o n  and l i q u i d i t y  r e q u i r e ~ e n t s .  

(2) I n s u r e r  has  a c r e  c o n t r o l  o v e r  i n v e s t m e n t  managements due  t o  

the absence o f  c e r t a i n  board and v o t i n g  and cus tod ia l  

requirements. 

(3) Avoidance of certain restictlons on borrowing. 

(4) Avoidance of certain load l~i~. 

(5) Property nay be bought and sold from affiliates. 

However, real estate - only variable annuities also have some 

drawbacks: 

(I) From a marketing standpoint, they are not diversified 

enough. 

(2) The 40% limit of investing in securities nay accidentally be 

violated at a given point in time, due to uncertainties 

regarding what real estate investments are securities. 

(3) A large volume of assets ($50 a|lllon or more) may be needed 

to obtain adequate diversification. 

(4) Higher fund operating expenses. 

(5) Fund performance cannot be adver t i sed .  

For i n d i v i d u a l s  i n t e res ted  i n  inves t ing  i n  r e a l  es ta te ,  a 

variable annuity offers an attractive product tax structure. All 
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i n v e s t m e n t  income end  c a p i t a l  g a i n s  a c c u m u l a t e  t a x - f r e e  u n t i l  t h e  

p a y o u t  p h a s e ,  s u r r e n d e r  o r  p a r t i a l  w i t h d r a w a l .  

There are some pitfalls, though. Annual f e e s  for operating 

expenses and investment management total between i% end 2% a 

year, almost double that of most other investment options 

a v a i l a b l e  i n  a v a r i a b l e  a n n u i t y .  I n  a d d i t i o n ,  r e a l  e s t a t e  

a n n u i t i e s  i n v e s t i n g  i n  i n d i v i d u a l  p r o p e r t i e s  may be  v e r y  r i s k y ,  

g i v e n  t h e  c u r r e n t  m a r k e t  c o n d i t i o n s .  The i n s u r a n c e  company may 

n o t  be  a b l e  t o  r e n t  t h e  b u i l d i n g s  o r  s e l l  them a t  a good p r i c e ,  

l e a d i n g  t o  low o r  n e g a t i v e  r e t u r n s  f o r  i n v e s t o r s .  F i n a l l y ,  

investors who want to transfer funds into other Investment 

options may find that they have to wait as long as six months for 

their 1oney, if too many contracth01ders want to switch at the 

same time. 

C. Fixed Option 

The great majority of insurance companies offer their variable 

annuity as a combination contract, by adding a fixed option as an 

alternative to the variable Investaent options. This account is 

backed by the insurer's general acccount. All uonles in the 

fixed option are credited a guaranteed interest rate which is 

reset annually by the insurance company. The rate is guaranteed 

to be at 2east 4% or 5% per year. Recently, some products have 

been offered with current interest guarantees of 8% or more for 

up to l0 years. Current credited rates for 35 companies averaged 

B.22% at the end of March 1990, which is comparable to the 
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c u r r e n t  I n t e r e s t  g u a r a n t e e s  on t r a d i t i o n a l  f i x e d  a n n u i t i e s  ( s e e  

[123). Renewal Interest rates are typically declared only once 

per year, to avoid registration under the 1940 Act. 

F i x e d  o p t i o n s  do c o n t a i n  a s i g n i f i c a n t  p o r t i o n  o f  t h e  

c o n t r a c t h o l d e r s  m o n i e s .  A l t h o u g h  i t  i J  i m p o s s i b l e  t o  t e l l  how 

much o f  t o t a l  v a r i a b l e  a n n u i t y  a s s e t s  a r e  i n  f i x e d  o p t i o n  

a c c o u n t s  ( b e c a u s e  many i n s u r e r s  i n c l u d e  t h e  v a r i a b l e  a n n u i t y  

fixed option w i t h i n  their general account), a survey of 35 

variable annuities revealed that as of year end 1989, an average 

of 40t of premium deposits Inltlally vent into the fixed account 

(see [12]). 

D. Transfers 

Transfers between the various investment options can be made 

without incurring any immediate tax liabillty. Although 

transfers are generally limited, many insurance companies a11ow 

their policyholders to transfer monies as often as once per month 

vlthout levying any charges. A naxilum of $25 i s  charged on each 

transfer thereafter. Data collected to date on transfers 

indicates that the great majority of contractholders does not 

transfer Ronies more than twice per year in a variable annuity 

contract. Transfers from the fixed option into any of the 

v a r i a b l e  o p t i o n s  a r e  commonly r e s t r i c t e d  t o  o n l y  o n e  p e r  y e a r ,  

e n d  m u s t  o c u r  w i t h i n  30 t o  45 d a y s  o f  t h e  p o l i c y  a n n i v e r s a r y .  I n  

addition, sur.~ transfers are usually limited to 25% of the 

account value in the fixed option. Many contractholders are not 
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aware o f  t h e  f a c t  t h a t  once t h e y  t r a n s f e r  monies  I n t o  t h e  f i x e d  

o p t i o n ,  i t  u s u a l l y  t a k e s  s e v e r a l  y e a r s  t o  g e t  t h e  Money back  i n t o  

t he  v a r i a b l e  o p t i o n s .  

G. U n i t  V a l u e s  

From each  c o n t r i b u t i o n ,  any a p p l i c a b l e  s a l e s  l o a d s  a n d  

a d m i n i s t r a t i v e  c h a r g e s  a r e  d e d u c t e d .  The r e m a i n i n g  a m o u n t  buys  a 

c e r t a i n  number  o f  u n i t s  which i s  d e t e r m i n e d  by d i v i d i n g  t h e  u n i t  

v a l u e  a t  t h e  v a l u a t i o n  d a t a  ( u s u a l l y  d a l l y )  i n t o  t h e  n e t  

c o n t r i b u t i o n .  S i n c e  u n i t  v a l u e s  v a r y  w i t h  t he  i n v e s t m e n t  

p e r f o r m a n c e  o f  t h e  u n d e r l y i n g  f u n d s ,  s u c c e s s i v e  e q u a l  

c o n s i d e r a t i o n s  w i l l  p u r c h a s e  v a r y i n g  numbers  o f  u n i t s  ( s e e  

Duncan, [3]~ Macarchuk, [5]). 

At the end of each valuation period, the unit is valued by 

multiplying the value for the previous period by the net 

investment factor for the current period. At any time prior to 

the annuitization phase, a policyholder's account value can be 

calculated by multiplying the number of units in each of the 

funds by the then currant value of one unit. 

7. Partial Withdrawals 

Once per year, investors are allowed to withdraw a certain amount 

from their contracts without incurring any surrender charges. 

This free withdrawal maybe I0% of prior year's premiums or up to 

1St of the account value. Free withdrawals of annual investment 

earnings are also allowed by some companies. The contractholder 
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u s u a l l y  h a s  t h e  c h o i c e  t o  a l l o c a t e  t h e  w i t h d r a w a l  p r o p o r t i o n a t e l y  

among a l l  i n v e s t m e n t  a c c o u n t s  ( i n c l u d i n g  t h e  f i x e d  o p t i o n )  o r  

o n l y  among s e l e c t e d  a c c o u n t s .  W i t h d r a w a l s  f rom t h e  f i x e d  o p t i o n  

a r e  n o r u a l l y  l i m i t e d  t o  no  Bore  t h a n  25% o f  t h e  f u n d s  i n  t h e  

a c c o u n t  i n  any  g i v e n  y e a r ,  however .  

8 .  A n n u i t i l a t i o n  P h a s e  

When t h e  c o n t r a c t h o l d e r  d e c i d e s  t o  a n n u i t i z e  t h e  v a r i a b l e  

a n n u i t y ,  t h e  f u l l  c u r r e n t  a c c o u n t  v a l u e  o f  t h e  c o n t r a c t  i s  

a p p l i e d  t o w a r d s  t h e  p u r c h a s e  o f  an i m m e d i a t e  a n n u i t y ,  r e s u l t i n g  

An a series of monthly income benefits. The contractholder has 

the option to transfer all of his account value into the fixed 

option at that time, thus changing the contract into a fixed 

Immediate annuity with guaranteed payments. Alternatively, he or 

she Bay decide to allocate funds to the variable investment 

options during the annuitlzation phase, with payments varying 

based on the investment performance of the underlying funds. 

A. Initial Monthly Benefit 

The initial benefit payment is calculated as follows: 

Monthly Benefit - (Account Value/l,000) • (Purchase Rate/l,000) 

P u r c h a s e  r a t e s  v a r y  by a g e  a t  a n n u i t i z e t i o n  and s e x  o f  t h e  

annuitant. Since women have a larger llfe expectancy than ten, 

female annuitants typically receive lower Bonthly benefits than 

male annuitants at identical ages. Many companies provide equal 
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benefits for men and women (eunlsex benefits"} since the Norrls 

Decision (see Section IV}. 

F o r  a r e p r e s e n t a t i v e  s a m p l e  o f  35 v a r i a b l e  a n n u i t y  p r o d u c t s ,  

a v e r a g e  m o n t h l y  p u r c h a s e  r a t e s  f o r  a l i f e t i m e  a n n u i t y  w i t h  a 1 0 -  

y e a r  c e r t a i n  p e r i o d  { d e s c r i b e d  below] v a r i e d  a s  f o l l o w s :  

Month lT  P u r c h a s e  R a t e  mar I 1 . 0 0 0  f l 0  Year  C e r t a i n ~  

Female/ Male/ Female/ Male/ 
A~e 65 Aae 65 Ace 7~ Aae 75 

Guaranteed $5.79 $6.26 $7.12 $7.61 
Rate 

Current* $7.65 $8.14 $9.07 $9.59 
Rate 

Source: Tillinghast VALUE Survey, fourth quarter 1969. 

* Rates revised periodically by the insurance company. 

Example:  

For a male annuitant, age 65, an account value of $50,000 will 

provide the following initial benefit, assuming current purchase 

rates are those of the previous table: 

Initial monthly benefit - (50,000/I,000) * $a.14 - $407. 

For 8 female annuitant of the same age, a variable annuity with 

the same a c c o u n t  v a l u e  would  p r o v i d e  a l o w e r  i n i t i a l  b e n e f i t  o f  

$382.50 (50* $7.~). 
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B. C a l c u l a t i o n  o f  S u c c e e d l n a  Month ly  B e n e f i t s  

The  I n i t i a l  m o n t h l y  b e n e f i t  I s  c o n v e r t e d  t o  a n n u i t y  u n i ~  t o  

d e t e r m i n e  f u t u r e  p a y m e n t  a ~ o u n t 8 .  The number o f  a n n u i t y  u n i t s  

e q u a l s  t h e  f i r s t  p a l ~ e n t  d i v i d e d  by  t h e  v a l u e  o f  an  a n n u i t y  u n i t  

a t  t h e  c o n v e r s i o n  d a t e .  The number  o f  u n i t s  r e n a t n a  f i x e d  

t h e r e a f t e r  (see Duncan, [ 3 ] ) ,  

Du r ing  t h e  a r m u i t t z a t t o n  p h a s e t  u n i t  v a l u e s  v a r y  a c c o r d i n g  t o  ne~ 

t n v e s ~ e n t  p e r f o r m a n c e  a s  c o m p a r e d  t o  t h e  a s s u n e d  t n v e s l ~ e n t  

r e t u r n  (~ZR).  Net  I n v e s t m e n t  p e r f o r m a n c e  ( a f t e r  d e d u c t i n g  M & E 

r i s k  c h a r g e s ,  a d = i n i s t r a t i o n  f ees  and i n v e s t m e n t  a d v i s o r y  

c h a r g e s )  i s  o f f s e t  ~¥ t h e  AZR. V a r y i n g  n e t  i n v e s t m e n t  

p e r f o r m a n c e ,  i n h e r e n t  i n  e q u i t y  end bond f u n d s ,  v i l I  t h e r e f o r e  

l e a d  t o  v a r y i n g  n o n t h l y  p a l ~ e n t s .  Sone i n s u r a n c e  c o m p a n i e s  a p p l y  

c e r t a i n  t e c h n i q u e s  t o  s e o o t h  m o n t h l y  b e n e f i t s  ( s e e  C a m p b e l l ,  [ 2 ] ;  

B i g g s ,  [ 1 ] ) .  

G e n e r a l l y ,  t h e  AIR v a r i e s  b e t w e e n  3 . 5 t  and S t .  Some c o n p a n i e s  

a l l o w  t h e  p o l i c y h o l d e r  t o  s e l e c t  t h e  AIR. C h o o s i n g  a h i g h e r  AIR 

w i l l  l e a d  t o  h i g h e r  I n i t i a l  p a y w e n t s .  T h e r a f t e r ,  t h e  p a y m e n t  

p a t t e r n  d e p e n d s  on t h e  n e t  I n v e s t m e n t  p e r f o r w a n c e .  " However ,  h o s t  

s t a t e s  v i l I  n o t  a l l o y  an & l ~  o f  more than 5 t  (see S e c t i o n  I V ) .  
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C. A n n u i t y  Opt i o n s  

The mos t  connon  a n n u i t y  o p t i o n s  a r e :  

(1) ~ .  Paywents  e r e  made f o r  t he  l i f e  o f  t he  

a n n u i t a n t .  T h i s  o p t i o n  i s  n o t  a v e r y  p o p u l a r  c h o i c e ,  

b e c a u s e  an  e a r l y  d e a t h  o f  t h e  a n n u i t a n t  w i l l  c a u s e  payments  

t o  s t o p  o n l y  a s h o r t  t i m e  i n t o  t h e  c o n t r a c t  d u r a t i o n .  

(:,) L i f e  A n n u i t y  w i t h  N Y e a r s  C e r t a i n  rN=S .10 .1S .20 ) .  

A g a i n ,  p a y m e n t s  a r e  made f o r  t h e  l i f e  o f  t h e  a n n u i t a n t ,  

but w i l l  continue to the benef ic la ry  u n t i l  the end of 

t h e  N y e a r  c e r ~ a i n  p e r i o d ,  i f  t h e  a n n u i t a n t  d i e s  b e f o r e  

t h e  end o f  t h i s  p e r i o d .  

(3) U n i t  Refund  A n n u i t y .  A l i f e  a n n u i t y  w i t h  • d e a t h  b e n e f i t  

e q u a l  t o  t h e  v a l u e  of  t h e  e x c e s s  o f  t h e  p a r t i c i p a n t s  a c c o u n t  

v a l u e  a t  c o n v e r s i o n  o v e r  t o t a l  a n n u i t y  u n i t s  p a i d  t o  t h e  

p a r t i c i p a n t  ( i f  p o s i t i v e ) .  The d e a t h  b e n e f i t  ks e x p r e s s e d  

i n  t e r m s  o f  a n n u i t y  u n i t s  h e r e .  

(4) J o i n t  and S u r v ~ v 0 r  A n n u i t Y .  Month ly  p a y m e n t s  a r e  made 

d u r i n g  t h e  j o i n t  l i f e t i m e s  o f  t h e  a n n u i t a n t  and  a d e s i g n a t e d  

b e n e f i c i a r y  ( u s u a l l y  t h e  s p o u s e  o f  t h e  a n n u i t a n t } .  Payments  

a r e  c o n t i n u e d  a t  a r e d u c e d  amount  upon t h e  d e a t h  o f  e i t h e r  

a n n u i t a n t  o r  k ~ n e f i c i e r y  f o r  t h e  l i f e  o f  t h e  m u r v l v o r .  

I n  q u a l i f i e d  p e n s i o n  p l a n s ,  a q u a l i f i e d  J o i n t  a n d  

s u r v i v o r  a n n u i t y  (QJSA) i s  t h e  manda t o r y  o p t i o n  d u r i n g  

t h e  p a y o u t  p h a s e  ( s ee  S e c t i o n  l l I ) .  The b e n e f i t  t o  t h e  
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s u r v i v o r  mus t  b e  a t  l e a s t  50% o f  t h e  J o i n t  b e n e f i t ,  

u n l e s s  t h e  b e n e f i c i a r y  v a l v e s  t h i s  r i g h t  t h r o u g h  a 

w r i t t e n  a g r e e m e n t .  

(5) P e r i o d  C e r t a i n  A n n u i t y .  M o n t h l y  payments  a r e  made f o r  s 

c e r t a i n  number  o f  ~ o n t h s  (60, 120, 180, 240) on l y .  With 

t h i s  o p t i o n ,  I t  i s  p o s s i b l e  f o r  t h e  a n n u i t a n t  t o  o u t l i v e  t h e  

d u r a t i o n  o f  p a y m e n t s .  

9 .  R e c e n t  P r o d u c t  l n n o v a t i o n e  

C u r r e n t l y ,  t h e r e  i s  a s i g n i f i c a n t  amount  o f  a c t i v i t y  w i t h  r e g a r d  

to variable annuity product deslgn. Some of the more important 

of these developments are: 

A. Lower M & E R i sk  C h a r a e s  

With t h e  r e p r o p o s e d  Rule  26a -3  i n  1987, t h e  SEC b a s i c a l l y  

declared an annual M & E charge of 1.25% to be the ~aximul 

allowable charge. All contracts which have been declared 

effective by the SEC since then have M & E charges at or below 

this limit. Up untll 1987, contracts with M&E charges higher 

than 1.25% were being accepted by the SEC, some of whlch are 

sill1 being sold today. 

B .  A s s e ~ - ~ a s e d  D i s t r i b u t i o n  Charges  

The u o v e  t o w a r d s  l o w e r  M & E c h a r g e s  ha s  l e d  some c o m p a n i e s  t o  

i n t r o d u c e  an  a s s e t - b a s e d  d i s t r i b u t i o n  c h a r g e .  T y p i c a l l y ,  t h i s  

c h a r g e  v a r i e s  f r o 1  0 . 1 5 t  t o  0.20% o f  a c c o u n t  v a l u e ,  a nd  i s  o n l y  
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b e i n g  a s s e s s e d  d u r i n g  t h e  f i r s t  f i v e  t o  t e n  c o n t r a c t  y e a r s .  The 

d i s t r i b u t i o n  c h a r g e  i s  i n c l u d e d  i n  t h e  i n i t i a l  s a l e s  l o a d  f o r  

p u r p o s e s  o f  c o n p l i s n c e  w i t h  any  a p p l i c a b l e  s a l e s  l o a d  l i n i t s .  

C. E n h a n c e d  G u a r a n t i e d  Minimum D e a t h  B e n e f i t  LG~DB} 

As m e n t i o n e d  p r e v i o u s l y ,  e a s e  c o n p a n i e s  h a v e  e n h a n c e d  t h e i r  GHDB 

f e a t u r e  by  u p d a ~ i n q  t h e  g u a r a n t e e d  d e a t h  b e n e f i t  a t  c e r t a i n  

contract intervals. T he  revised death benefit is equal t o  the 

g r e a t e r  o f  t h e  a c c o u n t  v a l u e  and t h e  d e a t h  b e n e f i t  o n  t h e  l a s t  

day  o f  t h e  i n e d i a t e l y  p r e c e d i n g  n - y e a r  p e r i o d  (n - 6 u s u a l l y ) ,  

p l u s  a l l  p u r c h a s e  p a l r l e n t s  l e s s  w i t h d r a w a l s  d u r i n g  t h e  c u r r e n t  n -  

y e a r  p e r i o d .  F o r  p u r p o s e s  o f  d e t e z ~ l n i n q  t h e  n inAnum g u a r a n t e e d  

death benefit, prenlum paynents may be increased at an annual 

interest rate of St. 

D. P e r s i l ~ t n ~ v  Donus  

At  l e a s t  one  i n s u r a n c e  company p r o v i d e s  I t s  c o n t r a c t h o l d e r s  v i t h  

a p e r s i s t e n c y  b o n u s  o f  I t  o f  I n i t i a l  p r e n i t m  p a i d ,  i f  t h e  

c o n t r a c t  r e n a i ~ s  i n  f o r c e  t h r o u g h  t h e  e n d  o f  t h e  c o n t r a c t  y e a r  i n  

w h i c h  t h e  s u r r e n d e r  c h a r g e  f i r s t  v a n i s h e s .  

Z .  L a y - l o a d  P r o d u c t s  

W i t h  t h e  e n t r a n c e  o f  v a r i a b l e  a n n u i t i e s  i n t o  t h e  d i r e c ~  r e s p o n s e  

and  f i n a n c i a l  p l a r m e r  l a r k o t s ,  smse  c o m p a n i e s  h a v e  p a s s e d  on  t h e  

s u b s t a n t i a l  s a v i n g s  i n  p r o d u c t  a c q u i s i t i o n  e x p e n s e s  ( m a i n l y  

c o n i s s l o n s )  I n  t h o s e  B a r k e r s  t o  t h e i r  ¢ o n t r a c t h o l d e r s  b y  

e l i a i n a t i n g  o r  a t  l e a s t  r e d u c i n g  s a l e s  l o a d s  c o n t a i n e d  I n  t h e  
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c o n t r a c t .  At  l e a s t  two c o m p a n i e s  a r e  c u r r e n t l y  o f f e r i n g  v a r i a b l e  

annuity products vlth no front-end or back-end sales load, thus 

e n a b l i n g  t h e  c o n t r a c t h o l d e r s  t o  w i t h d r a w  t h e  f u l l  a c c o u n t  v a l u e  

without incurring any sales charges. 

F. Enhanced  P a r t i a l  W i t h d r a v a l e  

P a r t i a l  v i t h d r a w a l  r i g h t s  h a v e  b e e n  e x p a n d e d  i n  r e c e n t  y e a r s  i n  

s e v e r a l  a r e a s .  F i r s t ,  a l m o s t  a l l  c o m p a n i e s  o f f e r  • f r e e  p a r t i a l  

withdrawal now, for competitive reasons. Second, the amounts 

available for partial wlthdrawas have been increased beyond the 

oriqlnal "10% of Premium" allowance to include up to 15% of 

account value per year. Some companies also include all 

accumulated earnings in the amount eligible for a free 

w i t h d r a w a l .  A f t e r  s e v e n  t o  t e n  c o n t r a c t  y e a r s ,  t h e  f u l l  a c c o u n t  

v a l u e  may be  w i t h d r a w n  a t  no c o s t .  F i n a l l y ,  some c o m p a n i e s  a l l o w  

t h e  c o n t r a c t h o l d e r  t o  w i t h d r a w  even  h i g h e r  amounts  i n  c a s e  o f  

f i n a n c i a l  h a r d s h i p ,  w i t h o u t  t h e  need  t o  s u r r e n d e r  t h e  c o n t r a c t  

completely. 

G. Investment Proarams 

The c o n t r a c t h o l d e r  i s  o f f e r e d  • v a r i e t y  o f  o p t i o n s  w i t h  r e g a r d  t o  

i n v e s t m e n t s ,  t r a n s f e r s  and  w i t h d r a w a l s  o f  f u n d s  i n t o  and o u t  o f  

t h e  I n v e s t m e n t  o p t i o n s :  

(1) D o l l a r  C o s t  A v e r a a i n a .  A f t e r  an  i n i t i a l  i n v e s t m e n t  i n  t h e  

money m a r k e t  f u n d ,  a l e v e l  a ~ o u n t  I s  a u t o m a t i c a l l y  

t r a n s f e r r e d  e v e r y  u o n t h  o r  q u a r t e r ,  a t  no c o s t ,  i n t o  one  o r  

more o f  t h e  i n v e s t m e n t  funds  o f  t h e  c o n t r a c t h o l d e r t s  c h o i c e .  
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The  p r o g r a m  may c o n t i n u e  u n t i l  t h e  m o n e y  m a r k e t  f u n d  f a l l s  

b e l o w  a m i n t n u m  a m o u n t  o r  t h e  c o n t r a c t h o l d e r  e l e c t s  t o  a t o p  

t h e  p r o q r a n .  

T h e  u s e  o f  d o l l a r  c o s t  a v e r a g i n g  e n a b l e s  t h e  c o n t r a c t h o l d e r  t o  

r e d u c e  t h e  i n v e s t a e n t  r i s k .  R e g u l a r  i n v e s t n e n t s  a l s o  a l l o w  t h e  

i n d i v i d u a l  t o  b u y  i n t o  t h e  i n v e s t l a n t  f u n d s  a t  a l o w e r  a v e r a g e  

c o a t ,  b e c a u s e  t h e  s ame  p r e m i u m  b u y s  more  u n i t s  w h e n  t h e  u n i t  

v a l u e  i s  l o w ,  a n d  v i c e  v e r s e .  

(2) AssQt Allocation Program. As an alternative to asset 

allocation funds, some contracts allow the participant to 

e n r o l l  i n  a n  a s s e t  a l l o c a t i o n  p r o g r a m ,  w h e r e b y  a l l  

c o n s i d e r a t i o n s  p a i d  a r e  a l l o c a t e d  a m o n g  s e v e r a l  l n v e s t l e n t  

options based upon current market conditions a s  determined 

by professional investment managers. This option combines 

d o l l a r  c o s t  a v e r a g i r ~  w i t h  t h e  u s e  o f  • p r o f e s s i o n a l  o p i n i o n  

r e g a r d i n g  t h e  a l l o c a t i o n  o f  m o n i e s  p a i d  I n t o  t h e  c o n t r a c t .  

(3) G u a r a n t e e d  I n v e s t m e n t  P r c ~ r a s .  A t  l e a s t  o n e  c o m p a n y  o f f e r s  

a progran whereby the participant's Investment i s  split 

between the fi~:ed end variable options. The percentage In 

the fixed opti¢,n is detelllned by the current interest rate 

of the account and the length of the guarantee period chosen 

(up to 10 years). At the end of the guarantee period, the 

f i x e d  account  w i l l  have grown to  the  i n i t i a l  i n ves tmen t .  

The ba lance  o f  t he  i n v e s t z e n t  w i l l  r e f l e c t  t he  per fo rmance 
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o f  t h e  v a r i a b l e  a c c o u n t s  c h o s e n .  T h i s  i n v e s t m e n t  p r o g r a m  i s  

similar to the design of unit linked annuities in the U.K. 

(see SectionXI). 

(4) Systematic Withdrawal Proaram. Given a minimum account 

value, the contractholder nay decide to withdraw a certain 

stipulated amount at regular intervals. Payments may be 

m a d e  f o r  a l e v e l  d o l l a r  a m o u n t  o r  a p e r c e n t a g e  o f  t h e  

c o n s i d e r a t i o n s  p a i d .  

(5) Se~l ot Automatic Trioaer Points. At least one insurance 

company gives its contractholders the option to 

automatically transfer some or all of the account balance in 

a fund into another fund, once the unit value in • fund has 

reached • certain level. This program can be chosen at 

issuance of the contract and remains in force until revoked 

by t h e  contractholder. 

H. ComDetitlve Interest Rates i n  F i x e d  OPtion 

Average credited interest rates on fixed interest options within 

variable annultyproducts closely resemble those available on 

traditional single premituadeferred annuities (SPDA'j), as the 

following statistic reveals: 
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t / 8 9  J ~ 2  ~=/se 

SPD& ~ r o d u c t e  ° 8.S3% 8.24% 8.0S% 

Flzed  Option** 8.42% 8.&7% e .o4t  

* Tillinghaat Universal Life Analytical Survey (TULU) .  

& v e r a q e ~ u r r o n t  C r e d i t e d  I n t e r e s t  R a t e s  

3 / t 0  

0.17% 

0.==% 

** Tlllinghast Variable Annuity & Life User Exchange (VALUE). 

T h e s e  f i g u r e s  ind ica~-e  t h a t  i n s u r a n c e  companies a r e  c r e d i t i n g  

similar interest rates on fixed options within variable annuities 

and on traditional SPDA products, which makes variable annuities 

a v i a b l e  a l t e r n a t i v e  t o  f i x e d  a n n u i t i e s .  P u r c h a s i n g  • v a r i a b l e  

a n n u i t y  a l l o w s  t h e  i n v e s t o r  t h e  o p t i o n  o f  t r a n s f e r r i n g  u o n i e s  

f rom t h e  f i x e d  o p t i o n  i n t o  v a r i a b l e  a c c o u n t s  t o  t a k e  a d v a n t a g e  o f  

market opportunities, although there are some restrictions as to 

the amount which may be transferred at a given point in time. 

Z. Marke t  V a l u e  A d ~ u s t B e n t  

A f ew i n s u r a n c e  c o m p a n i e s  a r e  o f f e r i n g  f i x e d  i n t e r e s t  o p t i o n s  

w i t h  ~ u a r a n t e e  p e r i o d s  r a n g i n g  f r o R  one  t o  t a n  y e a r s  and a m a r k e t  

v a l u e  a d j u s t n e n t  (PIVA) f e a t u r e .  The  MVA r e f l e ~ t J  t h e  

r e l a t i o n s h i p  b e t w e e n  t h e  g u a r a n t e e d  i n t e r e s t  r a t e  a s  o f  t h e  

e f f e c t i v e  d a t e  o f  t h e  w i t h d r a w a l ,  and t h e  g ~ a r a n t o e d  I n t e r e s t  

r a t e  a p p l i c a b l e  t o  t h e  a n o u n t  w i t h d r a v n .  The MVA i n  b e i n g  

a p p l i e d  t o  a l l  c a s h  w i t h d r a w a l s  o u t  o f  t h e  f i x e d  i n t e r e s t  o p t i o n ,  

o t h e r  t h a n  any v i t h d r a v a l  o c c u r i n g  w i t h i n  30 days  p r i o r  t o  t h e  

e x p i r a t i o n  d a t e  o f  t ~ e  g u a r a n t e e  p e r i o d .  
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G e n e r a l l y ,  i f  t h e  g u a r a n t e e d  I n t e r e s t  r a t e  a p p l i c a b l e  t o  t h e  

amount w i t h d r a w n  i s  l o w e r  t h a n  t h e  c u r r e n t  g u a r a n t e e d  r a t e ,  t h e  

a p p l i c a t i o n  o f  t h e  MVA w i l l  l e a d  t o  • l o w e r  amount a v a i l a b l e  t o  

t h e  c o n t r a c t h o l d e r  upon w i t h d r a w a l ,  and  v i c e  v e r s a .  

The  MVA may b e  d e t e ~ i n e d  b y  t h e  f o l l o v i r ~  f o r m u l a :  

x v A -  [ ( 1  + z } / ( 1  + J + z } ]  * ( s / x z )  - 1 

w h e r e :  

I - Guaranteed interest rate eppllcable to the amount 

withdrawn, 

J - Current guaranteed interest rate at time of withdrawal, 

K • A positive constant, 

N - Number of complete months remaining in the guarantee 

period selected. 

Example :  I m 8%, O ~ 10t, N ~ 24, K " .005, Withdrawal ~ $10,000 

MVA - { [ ( 1  + 0 . 0 8 ) / ( 1  + 0 . 1 0  + 0 . 0 0 5 ) ] ^ ( 2 4 / 1 2 )  - 1 )  

- - 0 . 0 4 4 7 3 7  

T h i s  means  t h a t  a n  a a o u n t  o f  $ 1 0 e 0 0 0 " ( 0 . 0 4 4 7 3 7 )  - $ 4 4 7 . 3 7  w i l l  b e  

d e d u c t e d  f r o m  t h e  f i x e d  o p t i o n  b e f o r e  any  s u r r e n d e r  c h a r g e s  a r e  

a p p l i e d .  
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1 0 .  S a f e g u a r d s  

A f t e r  p u r c h a s i n g  a v a r i a b l e  a n n u i t y  c o n t r a c t ,  t h e  c o n t r a c t h o l d e r  

has several optlons to not be "locked" into a variable annuity: 

A. Fre~-Look Period 

All contracts allow the participant to cancel the policy within 

t h e  f r e e - l o o k  p e r i o d  and  r e c e i v e  • f u l l  r e f u n d  o f  a l l  

c o n t r i b u t i o n s .  A t e n  day  f r e e - l o o k  p e r i o d  i s  commonly o f f e r e d  by 

t h e  i n s u r a n c e  c o m p a n i e s .  

Under S e c t i o n  1015 o f  t h e  ZRCw an i n v e s t o r  ~ay exchange t h e  

varlable annuity for any other (fixed or variable) annulty, 

without incurring any tax consequences. This may be an option to 

the contractholder if the investment options offered through the 

contract do not perform well, or if another company offers a more 

attractive product. Any applicable surrender charges must be 

paid, however. 
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VI. PRICING CONSIDERATIONS 

P r i c i n g  a v a r i a b l e  a n n u i t y  depends  on w h e t h e r  t h e  p r o d u c t  i s  s o l d  

An t h e  i n d i v i d u a l  o r  g r o u p  m a r k e t .  Whi l e  g r o u p  c o n t r a c t s  d i f f e r  

f rom i n d i v i d u a l  c o n t r a c t s  i n  a number o f  w a y s ,  t h e i r  s i m i l a r i t i e s  

g e n e r a l l y  o u t w e i g h  t h e i r  d i f f e r e n c e s .  P a r t i c u l a r l y  b e c a u s e  o f  

r e g u l a t o r y  and  a d l i n i s t r a t t v s  r e q u i r e m e n t s ,  h o s t  g r oup  

p o l i c y o v n e r s  n u s t  be  h a n d l e d  on  an  i n d i v i d u a l  b a s i s .  T h e r e f o r e ,  

t h e  f o l l o w i n g  d i s c u s s i o n  w i l l  be  l i n i t e d  t o  p r i c i n g  

considerations inherent in an individual variable annuity 

contract. 

1.  P r o d u c t  D e s i g n  

V i r t u a l l y  a l l  v a r i a b l e  a n n u i t y  p r o d u c t s  c u r r e n t l y  on t h e  m a r k e t  

a r e  b e i n g  o f f e r e d  i n  b o t h  q u a l i f i e d  and  n o n - q u a l i f i e d  z a r k e t s .  

Minimun i n i t i a l  premium r e q u i r e m e n t s ,  r a n g i n g  up t o  $5 ,000  i n  t h e  

n o n - q u a l i f i e d  m a r k e t ,  a r e  r e d u c e d  t o  comply  w i t h  t h e  maximum 

a n n u a l  c o n t r i b u t i o n  o f  $2 ,000  i n  t he  IRA m a r k e t .  

P o l i c i e s  may be i s s u e d  up  t o  ages  75 o r  80 ,  t o  a l l o w  f o r  a 

n t n i ~ u n  f i v e  o r  t e n  y e a r  a c c u n u l a t i o n  p e r i o d  b e f o r e  t h e  

a n n u i t i z a t i o n  p h a s e ,  wh ich  t y p i c e l l y  R u s t  b e g i n  no l a t e r  t h a n  age  

85 .  A f r e e - l o o k  p r o v i s i o n  I s  u s u a l l y  p r o v i d e d  {mandatory  i n  New 

York ) ,  whereby  t h e  p o l i c y h o l d e r  l a y  e l e c t  t o  r e t u r n  t h e  p o l i c y  

and  r e c e i v e  a f u l l  r e f u n d  w i t h i n  t e n  d a y s  a f t e r  r e c e i p t  o f  t h e  

p o l i c y .  
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A l l  c o n s i d e r a t i o n s  p a i d  w i l l  be  a l l o c a t e d  t o  s u b 4 1 i v i s i o n s  o f  t h e  

underlying separate account or the company's general account, if 

• fixed option is offered. Additional subdivisions ~aybe added 

on at • later point in tlme. 

The  p e r c e n t a g e s  a p p l i c a b l e  f o r  t h e  a l l o c a t i o n  o f  premiums i n t o  

t h e  v a r i o u s  s u b d i v i s i o n s  mus t  u s u a l l y  be  e x p r e s s e d  a s  f u l l  

p e r c e n t a g e s .  C e r t a i n  m l n i l u m s  a p p l y .  The number  and amount  o f  

f r e e  t r a n s f e r s  w i t h i n  t h e  s u b d i v i s i o n s  o f  t h e  s e p a r a t e  a c c o u n t  

may a l s o  be  l i m i t e d .  Up t o  one  t r a n s f e r  p e r  mon th  i s  t y p i c a l l y  

f r e e  o f  c h a r g e .  

F o r  p a r t i a l  w i t h d r a w a l s ,  t h e  p o l i c y h o l d e r  may s p e c i f y  t h e  amount  

o r  p e r c e n t a g e  t o  be d e d u c t e d  f r o z  t h e  i n v e s t m e n t  d i v i s i o n s  o f  t h e  

s e p a r a t e  a c c o u n t .  ~ny s u r r e n d e r  c h a n g e s  w i l l  be  a l l o c a t e d  among 

the investment divisions in the sane proportion as the partial 

withdrawal itself. 

2 o P r o d u c t  Loads  

R e g u l a t o r y  r e q u i r e = a n t s  and a d d i t i o n a l  a d m i n i s t r a t i o n  r e q u i r e d  

( s u c h  as  c a l c u l a t i n g  d a i l y  u n i t  v a l u e s )  l e a d  t o  h i g h e r  c h a r g e s  

b e i n g  a s s e s s e d  on ~ a r i a b l e  a n n u i t i e s  t h a n  w i t h  t r a d i t i o n a l  f i x e d  

a n n u i t i e s .  However ,  t h e  amount  o f  t h e  c h a r g e s  wh ich  l a y  be  

a s s e s s e d  i s  l i m i t e ¢  by SEC and s t a t e  i n s u r a n c e  r e g u l a t i o n ,  a s  

d i s c u s s e d  e a r l i e r .  
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Charges are assessed to cover the insurerts expenses for issuance 

of the contract, daily administration as well as some guarantees 

inherent in the product. 

Sales loads are llmitedby the SEC to a eaxlnu~ of 8.5% of 

premium. They are intended to cover the cost of issuing the 

contract. The bulk of these costs I s  for sales commissions and 

the additional costs of marketing and underwriting the contracts. 

Sales loads are also intended to provide a contribution to the 

costs of product development and filing the policT form in the 

various states the insurer Is licensed in. Another expense to 

the insurance company is the installation of an admlnlstratlon 

system capable of handling daily unit value calculations (see 

Campbell, [2]). 

For competitive reasons, virtually all variable annuities have a 

back-end sales load which Is only charged If the contractholder 

surrenders in the early contract years. This load may be 

expressed as a percentage of premiums pa~d or account value. 

Current back-end sales loads range up to 8t  of premlumor account 

value in the early contract years, and grade to zero for 8 total 

surrender charge period of six to twelve years. At 

annultlzatlon, Rost companies waive the surrender charge. 
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To h e l p  pay f o r  some o f  t h e  a c q u i s i t i o n  e x p e n s e s  a t  i s s u e ,  

s e v e r a l  c o m p a n i e s  a r e  c h a r g i n g  t h e i r  p o l i c y h o l d e r s  an  a d d i t i o n a l  

a s s e t - b a s e d  d i s t r i b u t i o n  c h a r g e  o f  0.15% t o  0.20% d u r i n g  t h e  

i n i t i a l  f i v e  t o  t e n  c o n t r a c t  y e a r s .  

B. Premi~Taxu 

As described in Section III, some of the states levy • premium 

tax of up to 3.50% on annuity prulume. This charge may be 

deducted from the account value at issue or annultlzation of the 

c o n t r a c t  o r  pa id  by t h e  i n s u r a n c e  company. 

C. A d m i n i s t r a t i o n  Fee  

C o n t r a r y  t o  f i x e d  a n n u i t i e s ,  v a r i a b l e  a n n u i t i e s  a s s e s s  an  a n n u a l  

c o n t r a c t  f e e  t o  h e l p  pay f o r  t h e  h i g h e r  e x p e n s e s  a s s o c i a t e d  w i t h  

the maintenance of a variable annuity. Daily unit value 

calculations and the occurrence of transfers and partial 

withdrawals, along with the cost of premium collections, may 

result in annual maintenance expenses of $50 or more l~r 

contract. It would be prudent for pricing purposes to reflect 

annual inflation factors in this figure. 

C o n t r a c t  f e e s  r a n g e  up t o  $40 and  a r e  d e d u c t e d  a t  t h e  end  o f  e a c h  

y e a r  o r  upon  s u r r e n d e r  o f  t h e  c o n t r a c t .  S i n c e  t h i s  p o l i c y  f e e  i s  

g u a r a n t e e d  i n  t h e  c o n t r a c t ,  an  a d d i t i o n a l  a s s e t - b a s e d  f e e  o f  

0 .20~  o r  0 .25~  o f  a c c o u n t  v a l u e  p e r  y e a r  i s  c h a r g e d  by  many 

c o m p a n i e s .  However ,  a s i z e a b l e  amount  o f  v a r i a b l e  a n n u i t y  a s s e t s  

176 



may be n e e d e d  b e f o r e  t h e  i n s u r a n c e  company can  b r e a k  e v e n  on 

a d m i n i s t r a t i o n  c o s t s .  

D. M o r t a l i t y  ~ Expense  Load (M&E) 

C u r r e n t l y ,  t h e  SEC w i l l  n o t  d e c l a r e  a n y  v a r i a b l e  a n n u i t y  c o n t r a c t  

e f f e c t i v e  i f  t h e  N&E l o a d  exceeds  1 .2S%. T h i s  l o a d ,  w h i c h  i s  

cha rged  by  Deny c o m p a n i e s ,  i s  d e s i g n e d  t o  r e i ~ u r s e  t h e  I n s u r a n c e  

compan ies  f o r  t h e  c o s t  o f  p r o v i d i n g  c e r t a i n  g u a r a n t e e s  w i t h  

respect to mortality and administrative expenses. 

I n  r e a l i t y ,  o n l y  a p o r t i o n  o f  t h i s  c h a r g e  may be n e e d e d  t o  c o v e r  

the cost of these guarantees, vlth the relainder providing for a 

p o r t i o n  o f  t h e  d i s t r i b u t i o n  e x p e n s e s  o r  c o n s t i t u t i n g  e p r o f i t  t o  

the insurance company. 

~. o~er ~ads 

Other  c h a r g e s  i n c l u d e  a fee  f o r  t r a n s f e r s  a s  w e l l  a s  f e e s  f o r  any  

r i d e r s  i n c l u d e d  i n  t h e  c o n t r a c t .  

The pricing actuary will need to do • series of sensitivity tests 

t o  d e t e ~ i n e  t h e  a p p r o p r i a t e  c h a r g e s  t o  be  i n c l u d e d  I n  t h e  

contract, using different scenarios fort he premlunpayment 

pattern, contract surrenders and vlthdrawals, and Interest rates. 
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3.  | e p e r e t e  l©oou.nt 

A. S e p a r a t e  Accoun~  S t r u ; t u r e  

The separate account includes several subdivisions, which lay be 

structured as an open-end lanagement invaetsent company or as a 

unit investment trust (see Nacarchuk, [5]). 

Under  t h e  f i r s t  a p p r o a c h  r • s e p a r a t e  a c c o u n t  i s  e s t a b l i s h e d  and 

r e g i s t e r e d  a s  • n a n a g e ~ e n t  i n v e s t ~ e n t  company u n d e r  t h e  1940 ACt .  

The i n s u r a n c e  c o z p a n y  i 8  r e g i s t e r e d  a8 t h e  i n v e s t m e n t  a d v i s o r ,  

a l t h o u g h  t h e  i n v e s t m e n t  managenen t  i s  t y p i c a l l y  p e r f o r m e d  by a 

s u b s i d i a r y  o r  s u b c o n t r a c t e d  t o  an o u t s i d e  i n v e s t n e n t  a d v i s o r .  

Alternatively, an insurance company ~ay organize a separate 

account as a unit investment trust (UXT). The UXT invests in the 

securities of one or Bore open-end investnent companies who are 

registered under the 1940 Act. These open-end investaent 

cospanles are the mutual fund8 which constitute the subdlvis~ons 

o f  t h e  s e p a r a t e  a c c o u n t ,  e . g .  s t o c k ,  b o n d  o r  c o n e y  m a r k e t  = u t u a l  

fund .  

Under  a l e s s  c o ~ o n  a p p r o a c h ,  t h e  s e p a r a t e  a c c o u n t  I s  o r g a n i z e d  

a s  a UIT which  p u r c h a s e s  s h a r e s  o f  a s i n g l e  D u t u a l  f und .  

B. C h o i c e  o f  X n v e s t = e n t  A d v i s o r  

The i n s u r a n c e  co=pany  may f o r e  a s u b s i d i a r y  i n v e s t m e n t  a d v i s o r  o r  

a l t e r n a t i v e l y  s i g n  up a w e l l - k n o v n  o u t s i d e  i n v e s t n e n t  a d v i s o r  o r  

do b o t h .  
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One a d v a n t a g e  o f  f o rming  a s u b s i d i a r y  i n v e s t m e n t  a d v i s o r  i s  t h a t  

t h e  I n v e s t m e n t  management f e e s  a r e  r e t a i n e d  i n - h o u s e  and may 

c o n t a i n  an a d d i t i o n a l  p r o f i t  c h a r g e .  The d r a w b a c k  o f  t h i s  

a p p r o a c h  I s  t h a t ,  e s p e c i a l l y  f o r  s m a l l  i n s u r a n c e  c o m p a n i e s ,  an  

unknown ~ n v e s t m e n t  a d v i s o r  w i t h o u t  any  s i g n i f i c a n t  t r a c k  r e c o r d  

may n o t  a t t r a c t  enough I n t e r e s t  by p o t e n t i a l  b u y e r s .  

For that reason, many insurance companies are contracting the 

i n v e s t ~ e n t  a d v i s o r y  s e r v i c e s  o f  w e l l  e s t a b l i s h e d  f i r m s  such  a s  

t h e  b i g  m u t u a l  fund  g r o u p s .  These  funds  a r e  o f f e r e d  t o  v a r i a b l e  

a n n u i t y  c o n t r a c t h o l d e r s  s e p a r a t e l y  from t h e  p u b l i c l y  a v a i l a b l e  

funds. Several Insurers have added an outside mutual fund family 

as an alternative to the funds offered through its own subsidiary 

Investment advisor. 

By o f f e r i n g  • v a r i e t y  o f  f u n d s ,  a g e n t s  a r e  a b l e  t o  r e f e r  t o  t h e  

t r a c k  r e c o r d  o f  a t  l e a s t  one  o f  t h e  funds  o f f e r e d  i n  a l m o s t  a n y  

m a r k e t  s i t u a t i o n .  The d i s a d v a n t a g e  of  u s i n g  a n  e x t e r n a l  

i n v e s t m e n t  a d v i s o r  i s  t h a t  w i t h  i n v e s t m e n t  a d v i s o r y  f e e s  

t y p i c a l l y  h i g h e r  t h a n  t h o s e  cha rged  by an  I n - h o u s e  I n v e s t m e n t  

a d v i s o r ,  t h e  i n s u r a n c e  company may n o t  be  a b l e  t o  make any  p r o f i t  

on t h e  i n v e s t m e n t  a d v i s o r y  f e e s  cha rged  t o  I t s  p o l i c y h o l d e r s .  

C. Unit Values 

The u n i t  value of each portfoiIo oft he mutual fund is determined 

on each valuation date as the value of ell Investments held by 

the portfolio as of the close oft he New York Stock Exchange 
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(NYSE) on t h a t  day ,  r e d u c e d  by  a n y  o u t s t a n d i n g  l i a b i l i t i e s  and 

a c c r u e d  i n v e s t m e n t  e K p e n s e s ,  end  i n c r e a s e d  by a n y  d i v i d e n d s  and 

Interest accrued on that day (see Duncan, [3]). 

Any a p p l i c a b l e  I n v e s t m e n t  a d v i s o r y  changes  w i l l  b e  d e d u c t e d  d a i l y  

from t h e  p o r t f o l i o s  o f  t h e  f u n d ,  b a s e d  on t h e  d i s t r i b u t i o n  o f  

a s s e t s  among t h e  s u b d i v i s i o n s .  The n e t  u n i t  v a l u e  o f  each  

subdivision Is determined by subtractlng the M&E risk charge and 

any other asset-based charges from the above unit value. 

D. Investment Programs 

As previously discussed, some or all of the following investlent 

programs may be available to variable annuity contractholders: 

(I) Dollar-cost averaging 

(2) Asset allocation programs 

(3) Systematic withdrawals 

(4} Guaranteed return of principal (systematic allocation 

be tween  v a r i a b l e  and  f i x e d  a c c o u n t s )  

(5) Selling units at certain trigger points. 

4 .  P r o d u e t  G u e r a n t o e s  

The t y p i c a l  v a r i a b l e  a n n u i t y  c o n t a i n s  s e v e r a l  g u a r a n t e e s :  

A. Guaranteed M~nimum Deal;h Benefit rGMDB~ 

During the accumulation phase, • guaranteed mlnlmuB death benefit 

equal to the greater of 
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(1) Fund v a l u e  ( c a s h  s u r r e n d e r  v a l u e ) ,  and 

(2) Premiums p a i d  l e s s  p r i o r  w i t h d r a w a l s  

i s  p a i d l t o  t h e  b e n e f i c i a r y  upon  d e a t h  of  t h e  a n n u i t a n t .  

A few c o m p a n i e s  h a v e  enhanced  t h i s  GMDB by  u p d a t i n g  i t  

periodically, as previously discussed. 

B. G u a r a n t e e d  P r o d u c t  Loads  

V a r i a b l e  a n n u i t y  c o n t r a c t s  i n c l u d e  s g u a r a n t e e  t h a t  m o n t h l y  

b e n e f i t s  d u r i n g  t h e  p a y o u t  p h a s e  w i l l  n o t  be  a f f e c t e d  by  

e x c e s s i v e  s a l e s  o r  a d m i n i s t r a t i v e  e x p e n s e s  or  by v a r i a t i o n s  i n  

a c t u a l  s o r t a l i t y  e x p e r i e n c e  from assumed l e v e l s .  A l t h o u g h  t h e r e  

may o n l y  be  a l i m i t e d  i o r t a l t t y  r i s k  f o r  t he  i n s u r e r  d u r i n g  t h e  

accumulation phase, the expense risk may be significant, due to 

the complex administration of variable annuities. 

C. F ixed  O c t i o n  

Most  c o n t r a c t s  o f f e r  ~ h e i r p o l i c y h o l d e r s  a g u a r a n t e e d  i n t e r e s t  

d i v i s i o n  a s  an a l t e r n a t i v e  t o  t h e  v a r i a b l e  i n v e s t m e n t  o p t i o n s ,  

t h u s  s h a r i n g  some o f  t he  i n v e s t m e n t  r i s k  w i t h  them.  However,  t h e  

i n v e s t m e n t  r i s k  f o r  t h e  i n s u r e r  i s  l i s i t e d  t o  t h e  u n d e r l y i n g  

g u a r a n t e e d  r a t e  o f  4% t o  5% a n n u a l l y .  C u r r e n t  i n t e r e s t  r a t e s ,  

wh ich  a t  t h e  p r e s e n t  t i m e  r a n g e  up  t o  9%, a r e  t y p i c a l l y  o n l y  

g u a r a n t e e d  f o r  one  c o n t r a c t  y e a r .  Longer  a t t r a c t i v e  i n t e r e s t  

g u a r a n t e e s  m a y b e  combined  w i t h l a r k e t  v a l u e  a d j u s t m e n t s ,  whereby  

t h e  i n s u r e r  s a y  a d j u s t  t h e  amount  s u r r e n d e r e d  o u t  o f  t h e  f i x e d  

o p t i o n  t o  a c c o u n t  f o r  t h e  d i f f e r e n c e  / n  marke t  I n t e r e s t  r a t e s ,  

thUS lowering or eliminatlngtha ralnvestment (C-3) risk. In 
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a d d i t i o n ,  t r a n s f e r s  o u t  o f  t h e  f i x e d  a c c o u n t  a r e  s u b j e c t  t o  

r e s t r ~ c t i o n s  a s  t o  amount  and t i n i n g .  

To support t h e s e  contractual guarantees, Insurers a s s e s s  t h e  M&E 

r i s k  c h a r g e  on  t h e  a c c o u n t  v a l u e  d u r i n g  b o t h  a c c u m u l a t i o n  and 

payout phase. Although the SEC llalte the uount of the NiE 

charge to 1.25% on new filings, part o f  t h i s  charge :my be a 

profit to the insurance coapany, If certain econoaies of scale 

can be achieved. The remainder of the M&E charge provides for a 

contribution towards distribution expenses incurred at issue. 

S.  C o u i S s l O ~ 8  

C o ~ i s s i o n s  and  d i s t r i b u t i o n  a l lowances  f o r  v a r i a b l e  a n n u i t i e s  

depend  on t h e  t y p e  o f  d i s t r i b u t i o n  t h e  p r o d u c t  i s  s o l d  t h r o u g h .  

They r a n g e  f r o m  s a l a r y - o n l y  a r r a n g e m e n t s  f o r  p r o d u c t s  s o l d  

t h r o u g h  d i r e c t  m a r k e t i n g  t o  5t  o f  p r e m i u z  p l u s  o v e r r i d e s  f o r  

p r o d u c t s  s o l d  i n  t h e  s t o c k b r o k e r a g e  o r  c a r e e r  agency  m a r k e t .  

More on t h i s  t o p i c  can  be  found I n  t h e  s e c t i o n  on d i s t r i b u t i o n .  

6 .  m e m a ~ a a  

B e c a use  v a r i a b l e  a n n u i t i e s  t y p i c a l l y  h a v e  a b a c k - e n d  s a l e s  l o a d ,  

t h e  m a j o r i t y  o f  c o m p a n i e s  a r e  h o l d i n g  t h e  a c c o u n t  v a l u e  a s  a 

s t a t u t o r y  r e s e r v e .  To r e d u c e  s t a t u t o r y  s u r p l u s  s t r a i n ,  some 

c o m p a n i e s  a r e  u s i n g  m o d i f i e d  r e s e r v e s  b a s e d  on t h e  C o m m i s s i o n e r s  

A n n u i t y  R e s e r v e  V a l u a t i o n  Method (CARVI(). 
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Tax r e s e r v e s  u s u a l l y  e q u a l  s t a t u t o r y  r e s e r v e s ,  a l t h o u g h  some 

compan ie s  may h o l d  a l o w e r  t a x  r e s e r v e  e q u a l  t o  t h e  c a s h  v a l u e .  

R e s e r v e s  f o r  t h e  g u a r a n t e e d  minimtm d e a t h  b e n e f i t  (GMDB) f e a t u r e  

may be e q u a l  t o  t h e  one y e a r  t e r i c o s t  f o r  t h e  d e f i c i e n c y  o f  t h e  

d e a t h  b e n e f i t  o v e r  t h e  a c c o u n t  v a l u e .  S e v e r a l  c o m p a n i e s  

a p p r o x i m a t e  t h i s  r e s e r v e  a s  a p e r c e n t a g e  o f  premiums o r  a 

p e r c e n t a g e  o f  t h e  fund  v a l u e ,  v a r y i n g  f r o m  0.15% t o  0.50% 

annually (see Hackman, [4]). 

7.  A n n u i t i s s t i o n  Phase  

Moat v a r i a b l e  a n n u i t y  c o n t r a c t s  o f f e r  v a r i a b l e  s e t t l e m e n t  o p t i o n s  

a l o n g  w i t h  t h e  f i x e d  o p t i o n s  t y p i c a l l y  o f f e r e d .  V a r i a b l e  o p t i o n s  

m a y b e  b a s e d  upon  t h e  same i n v e a t u n t  d i v i s i o n s  used  d u r i n g  t h e  

a c c u m u l a t i o n  p e r i o d ,  g i v i n g  t he  p o l i c y h o l d e r  t h e  f l e x i b i l i t y  t o  

transfer between variable divisions after payout has begun. 

However, funds cannot be shifted between the fixed and variable 

settlement options during the ar~ultlzation phase. 

Upon settlement, regulations mandate that the annual contract fee 

and t h e  a s s e t  c h a r g e s  s h o u l d  n o t  change  d u r i n g  t h e  p a y o u t  p h a s e .  

Most c o m p a n i e s  w a i v e  any  a p p l i c a b l e  s u r r e n d e r  c h a r g e s  u p o n  

a n n u i t i z a t i o n .  

The a s s u ~ e d  i n t e r e s t  r a t e  (AIR) used  b y  t h e  i n s u r a n c e  company t o  

d e t e r m i n e  t h e  i n i t i a l  m o n t h l y  payment f o r  v a r i a b l e  s e t t l e m e n t  

o p t i o n s  r e f l e c t s  a m o d e r a t e  l e v e l  of  a n t i c i p a t e d  i n v e s t m e n t  
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e a r n i n g s .  The AIR may b e  f i x e d  by t h e  i n s u r a n c e  c o l p a n y ,  o r  t h e  

policyholder may choose an AIR. AIR'8 range from 3.5% to St, 

wlth 4t being the most ¢oaaon. Most states w111 not allow an AIR 

of more than 5% (see Section IV}. All succeeding palnNnts will 

be based on the difference between the net investment return and 

the AIR (see Biggs, [I])o 

To c a l c u l a t e  t h e  p a y o u t  r a t e s ,  u n d e r l y i n g  u o r t a l i t y  i s  b a s e d  on  

t h e  I n d i v i d u a l  A n n u i t y  M o r t a l i t y  T a b l e s  o f  1971 o r  1983, 

p r o j e c t e d  fo rward  10 t o  20 y e a r s .  M o r t a l i t y  r i s k  na y  be a 

s i g n i f i c a n t  f a c t o r  d u r i n g  t h e  p a y o u t  p h a s e ,  i n  c o n t r a s t  t o  t h e  

accu:ulation phase. 

To d a t e ,  B o s t  p o l i c i e s  a r e  i n  t h e  a c c u m u l a t i o n  p h a s e .  At t h e  e nd  

o f  1988, t h e  number o f  p e r s o n s  i n  t h e  p a y o u t  p h a s e  was o n l y  

75 ,000  (as  compared t o  5 , 0 0 0 , 0 0 0  :in t h e  a c c u m u l a t i o n  p h a s e ) ,  w i t h  

a n n u a l  b e n e f i t s  t o t a l i n g  a p p r o x i m a t e l y  $500 l i l l i o n .  

8.  & d n i n i s t r a t i o n  

V a r i a b l e  a n n u i t i e s  r e q u i r e  more c o e p l i c a t e d  and  e x p e n s i v e  

a d n l n i s t r a t t o n  t h a n  f i x e d  a n n u i t i e s .  R e g a r d l e s s  o f  w h e t h e r  t h e  

v a r i a b l e  a n n u i t y  I s  a g r o u p  o r  i n d i v i d u a l  p r o d u c t ,  i n d i v i d u a l  

r e c o r d s  n u s t  be  m a i n t a i n e d .  Q u a r t e r l y  o r  a n n u a l l y ,  t h e  

p o l i c y h o l d e r  i s  merit an accoun t  s t a t e l e n t .  
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A. I n s t a l l a t i o n  of  ReGords 

Any company e n t e r i n g  t h e  v a r i a b l e  a n n u i t y  f i e l d  s h o u l d  have  an  

a d m i n i s t r a t i o n  s y s t e m  Ln p l a c e  b e f o r e  t h e  p r o d u c t  d e s i g n  I8  

f i n a l i z e d ,  t o  a v o i d  u n n e c e s s a r y  d e l a y s  i n  i n t r o d u c i n g  t h e  

p r o d u c t .  The s y s t e m  s h o u l d  be  a b l e  t o  a l l o w  f o r  f r e q u e n t  u p d a t e s  

o f  p o l i c y  r e c o r d s  and  f o r  t h e  d a i l y  c a l c u l a t i o n  o f  u n i t  v a l u e s .  

I t  c a n  be d e v e l o p e d  I n - h o u s e  o r  b o u g h t  t h r o u g h  a n  o u t s i d e  

s o f t w a r e  v e n d o r .  An a l t e r n a t i v e  I s  t o  have t h e  a d m i n i s t r a t i o n  

done  t h r o u g h  a T h i r d  P a r t y  a d m i n i s t r a t o r  (TPA). 

B. A d m i n i s t r a t i O n  Of ReCords 

P o l i c y  r e c o r d s  f o r  v a r i a b l e  a n n u i t i e s  c o n t a i n  d e t a i l e d  

p o l i c y h o l d e r  I n f o r m a t i o n ,  p a l ~ e n t  r e c o r d s ,  u n i t s  c r e d i t e d  a nd  any  

i n f o r m a t i o n  n e c e s s a r y  w i t h  r e g a r d  t o  a n n u i t y  o p t i o n s ,  pa yme n t  

d a t e s  and b e n e f i c i a r i e s  s e l e c t e d .  A p o l i c y  m a s t e r  f i l e  i s  

p r o c e s s e d  d a i l y ,  w i t h  any  c o n t r i b u t i o n s  o r  w i t h d r a w a l s  a p p l i e d  t o  

buy  o r  s e l l  u n i t s  a t  t h a t  d a y ' s  u n i t  p r i c e .  F e d e r a l  r e q u i r e m e n t s  

m a n d a t e  r e l a t i v e l y  q u i c k  a c c e s s  t o  t h e  f i l e .  

C. P o l i c y  S t a t e = e n t  

S t a t e m e n t s  c o n t a i n i n g  p o l i c y  i n f o ~ a t l o n  a r e  s e n t  t o  

c o n t r a c t h o l d e r s  a t  l e a s t  a n n u a l l y ,  t y p i c a l l y  q u a r t e r l y .  

s t a t e m e n t s  c o n t a i n  I n f o r m a t i o n  on t h e  f o l l o w i n g  i t e m s :  

The se  

(1) Number o f  s h a r e s  i n  e a c h  I n v e s t m e n t  d i v i s i o n  

(2) U n i t  v a l u e  o£ e a c h  i n v e s t l e n t  d i v i s i o n  

( ] )  D o l l a r  v a l u e  o f  each  I n v e s t m e n t  d i v i s i o n  
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(4) Total account value 

(5) Any policy transactions during the prior internal 

(6) A statement that the cash value will vary according to the 

investzent performance of the  separate account.  

9.  J t ~ r t - u p  Bxponaeg 

Companies  w r i t i n g  v a r i a b l e  a n n u i t y  b u s i n e s s  w i l l  n e e d  a d d i t i o n a l  

c a p i t a l  a t  i s s u a n c e  o f  t h e  l ~ l i c l e s .  A l l  c o n s i d e r a t i o n s  p a i d  by 

t h e  contractholder must be deposi ted into the separate account, 

but the insurance company incurs additional expenses associated 

with the issuance of the contracts. 

The n a t n  e x p e n s e  a t  i s s u e  a r e  c o m m i s s i o n s  and d i s t r i b u t i o n  

allowances to be paid to the entities responsible for the 

distribution of the contracts. These entities can be the 

company's career agents, independent financial planners, banks 

and thrifts or securities brokers. Commissions and distribution 

allowances vary by company and distribution channel, but • common 

range for these expenses is 5% to 7% of premiums paid. 

A d d i t i o n a l  e x p e n s e s  a r e  i n c u r r e d  f o r  m a r k e t i n g  a n d  i s s u i n g  t h e  

p o l i c i e s ,  a s  w a l l  a s  s e t t i n g  u p  t h e  c o n t r a c t s  on  t h e  

administration systen in use, for a total pre-tax cash strain of 

6t to 8 t  o f  initial premluns paid. The presence of immediate tax 

credits may reduce thls strain somewhat. 
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I d e a l l y ,  a company i s  w r i t i n g  b o t h  f i x e d  and  v a r i a b l e  a n n u i t i e s  

a t  t h e  same t i m e ,  w i t h  f i x e d  a n n u i t i e s  g e n e r a t i n g  e n o u g h  c a s h  t o  

f i n a n c e  t h e  S t r a i n  f rom s e l l i n g  v a r i a b l e  a n n u i t i e s .  

A l t e r n a t i v e l y ,  w i t h  m o d e r a t e  new b u s i n e s s  g row th ,  r e n e w a l  p r o f i t s  

on b u s i n e s s  i n  f o r c e  may o f f s e t  t h e  s t r a i n  c a u s e d  b y  new b u s i n e s s  

I s s u e d .  

O t h e r  p o s s i b i l i t i e s  t o  r e d u c e  s u r p l u s  s t r a i n  a r e :  

( a )  I n c l u d e  a f r o n t - e n d  l o a d .  

(b) Use of colnsurance or surplus relief reinsurance. 

(c} Reduced upfront commissions in exchange for asset-based 

t r a i l  c o m m i s s i o n s .  

10. T a r g e t  S u r p l u s  

The amount of surplus in an insurance company's balance sheet 

directly effects the company's rating by such agencies as A.M. 

Best'e, Moody's or Standard & Poor'8. Companies commonly include 

target surplus in their pricing considerations to account for 

that. 

A l t h o u g h  t h e r e  a r e  f o r n u l a s  r e q u i r i n g  a c e r t a i n  amoun t  o f  t a r g e t  

s u r p l u s  f o r  t h e  c o m p a n y ' s  g e n e r a l  a c c o u n t  a s s e t s  i n  o r d e r  t o  

o b t a i n  • h i g h  r a t i n g  f rom t h e  a b o v e  r a t i n g  a g e n c i e s ,  t h e r e  do n o t  

s e e n  t o  b e  any  r e q u i r e m e n t s  f o r  m i n i B u n  s u r p l u s  i n  s e p a r a t e  

account assets at this time. Rather, companies are analyzed on 

an i n d i v i d u a l  basis by the rating agencies. 
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C o n s e q u e n t l y ,  w h i l e  m o s t  companies  a r e  p r i c i n g  f o r  • t a r g e t  

s u r p l u s  o f  3 t  t o  5 t  o f  a s s e t s  i n  t h e  f i x e d  o p t i o n  t o  c o m p l y  w i t h  

the requirements on the company's general account assets, target 

s u r p l u s  on s e p a r a t e  a c c o u n t  a s s e t s  i s  l o w e r  t h a n  t h a t  o n  t h e  

f i x e d  o p t i o n ,  some t imes  a s  low as  O.$Ot  t o  I t  o f  s e p a r a t e  a c c o u n t  

a s s e t s .  

11. R o l l o v a r a  

With  t h e  i n t r o d u c t i o n  o f  a l t e r n a t i v e  d i s t r i b u t i o n  c h a n n e l s  l i k e  

s t o c k b r o k e r s  and  b a n k s ,  i n s u r a n c e  c o m p a n i e s  a r e  f a c e d  w i t h  t h e  

p r o b l e m  of  how t o  keep  b r o k e r s  and o t h e r s  w i t h  l i t t l e  o r  no  

l o y a l t y  t o  t h e  i n s u r a n c e  company f rom r e p l a c i n g  t h e  o r i g i n a l  

v a r i a b l e  a n n u i t y  w i t h  t h e  p r o d u c t  o f  a n o t h e r  company, o n c e  t h e  

s u r r e n d e r  c h a r g e  p e r i o d  e x p i r e s .  

The r e a s o n  f o r  t h e  b r o k e r  t o  r e p l a c e  t h e  p r o d u c t  i s  t h a t  a f t e r  

r e c e i v i n g  t h e  i n i t i a l  commiss ion  on t h e  o r i g i n a l  p r o d u c t ,  no  

a d d i t i o n a l  r e n e w a l  c o m m i s s i o n s  a r e  u s u a l l y  p a i d  by t h e  i n s u r a n c e  

company.  By r e p l a c i n g  t h e  o r i g i n a l  p r o d u c t  w i t h  a d i f f e r e n t  

p r o d u c t ,  t h e  b r o k e r  i s  a b l e  t o  r e c e i v e  a n o t h e r  f u l l  c o m m i s s i o n  

for the sale. With the advent of competitive products in recent 

y e a r s ,  such  f o l l o w e r s  h a v e  a l r e a d y  b e e n  r e p o r t e d  by some o f  t h e  

companies who have been in the market long enough to see 

surrender charges vanish on their original products. 
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Companies can take several actions to prevent an excessive amount 

o f  r o l l o v e r s :  

(1) I n t r o d u c t i o n  o f  an  a s s e t - b a s e d t r a i l  c o m m i s s i o n ,  

(2) I n c r e a s e d  g u a r a n t e e d  m i n i m u l d e a t h  b e n e f i t ,  

(3) Parslstencybonuses to pollcyholderm in the years after the 

surrender charge expires. 

However, none  o f  t h e s e  a c t i o n s  a r e  a g u a r a n t e e  a g a i n s t  f o l l o w e r s .  

I n s u r a n c e  c o m p a n i e s  i n t r o d u c i n g  v a r i a b l e  a n n u i t i e s  maF be w e l l  

advised to price their products such that they break even on 

profits before the end of the surrender charge period ("worst- 

case s c e n a r i o " ) o  
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Vll. AFTER-TAX BENEFITS - 

VARIABLE ANNUITIES V S .  MUTUAL F ~ ( r D s  

The f o l l o w i n g  s e c t i o n  i s  d e s i g n e d  t o  g i v e  a c o m p a r i s o n  o f  n e t  

a f t e r - t a x  I n v e s t m e n t  r e t u r n s  on v a r i a b l e  a n n u i t y  s e p a r a t e  

a c c o u n t s  w i t h  t h e  c o r r e s p o n d i n g  r e t u r n s  f o r  o t h e r  i n v e s t m e n t s .  

I n  p a r t i c u l a r ,  a d e t a i l e d  c o m p a r i s o n  w i t h  n e t  i n v e s t m e n t  r e t u r n s  

on mu tua l  f u n d s  o v e r  a 2 0 - y e a r  p e r i o d  i s  p e r f o r m e d ,  and t h e  

ensuing effects on after-tax returns to the investor are 

analyzed. An earlier dls=usslon of this subject can be found An 

I s ] .  

l .  8 s p a r e r •  & c c o u n t  ~ n a l T e i s  

A t  t h e  end o f  1988, ~ e p a r a t e  a c c o u n t s  f o r  U . S .  l i f e  and h e a l t h  

i n s u r e r s  t o t • l e d  $115.7  b i l l i o n ,  • g a i n  o f  11.5% from 1987.  175 

i n s u r e r s  m a i n t a i n e d  f u n d s  i n  s e p a r a t e  a c c o u n t s ,  w i t h  15 c o m p a n i e s  

r e p o r t i n g  $2 b i l l i o n  o r  more  In  s e p a r a t e  a c c o u n t s .  

S e p a r a t e  a c c o u n t s  r e p r e s • n t e d  a b o u t  10t  o f  t h •  i n d u s t r y ' s  t o t a l  

a s s e t s .  F o r  mu tua l  i n s u r e r s ,  s • p a r • t e  a c c o u n t s  r e p r e s e n t  b e t w e e n  

11% and 12 t  o f  t h e i r  a s s e t s ,  w h i l e  f o r  s t o c k  c o m p a n i e s ,  t h e  

p r o p o r t i o n s  were  b e t w e e n  8% and 9%. 

A t  t he  end o f  1988, common s tocks  were t h e  l e a d i n g  s e p a r a t e  

account  i nves tmen t  c a t e g o r y ,  f o l l o w e d  by l o n g - t e r n  bonds: 
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B e = a r a t e  &cco~K)t -, | ) J m t r l b u t : | o n / Y i e l d e  Of ~ s s e t e  1988 

Assets 

Long-teru 
Bonds 

Preferred 
Stocks 

Common 
Stocks 

Mortgage 
Loans 

Real 
Estate 

Short-tel-m 
I n v .  

Cash 

Other 

TOTAL 

Total 
Anount 

( $ B i l l i o n )  

$2v.8 

0.3 

43.3 

4.3 

10.1 

Average 
Gross 

Inv. Y i e l d  

9.85% 

7 . g 4  

4.50 

10.17 

12.39 

Average 
Capital 

Galns /Losses  

(0.23)% 

2 .23  

8 .67  

0 .26  

2 .97  

12.5 

0.6 

17.0 

$115.7 

8.05 

5.14 

3.68 

7 .03 t  

( 0 . o l )  

(0.52) 

2 .80  

3 . 8 8 t  

Average 
Gross 
Y i e l d  

9 .42 t  

10.17 

13.17 

10.43 

14.36 

8.04 

4.62 

10.g1% 

Source:  A.M. Best Company I n s u r a n c e  Database. 

O v e r a l l ,  sepa ra te  accounts  p roduced gross invest~nent  i n c o l e  o f  

$7.4 b i l l i o n  and c a p i t a l  g a i n s  and losses o f  $4 .1  b i l l l o n  f o r  a 

c o ~ i n e d  gross  y i e l d  o f  10.91%. A f t e r  i nves tmen t  expenses, a ne t  

y i e l d  o f  10.OSt r e s u l t e d .  
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2 .  Mutual  Funds  

The f o l l o w i n g  t a b l e  r e v e a l s  t h a t  n o n e  o f  t h e  p o s t w a r  d e c a d e s  has  

matched the 1980'm for all-round stellar performance of stocks, 

bonds and money market securities: 

Stocks 
(s~P 500) 

Corporate 
Bonds 

Treasury 
Bonds 

T r e a s u r y  
Bills 

Inflation 

1 9 5 0 s  

+ 4 8 6 %  

I 

INVESTMENT R E ~ N S  

I 1 , 6 0 ,  I 

+ 1 1 2 %  

i 

1970s 

+77% 

1 9 8 0 s  

+403% 

+ 11 

- 1 

+ ; 0  

+ ~S 

+ 18 

+ 16 

+ 4 6  

+ 2 8  

+ 83  

+ 71 

+ 84 

+103 

+ 2 4 0  

+277 

+ 1 3 4  

+ 65  

S o u r c e :  S t a n d a r d  & P o o r ' s ;  I b b o t s o n  A s s o c i a t e s .  

The o u t s t a n d i n g  p e r f o r m a n c e  o f  s t o c k s ,  bonds and money m a r k e t  

s e c u r i t i e s  d u r i n g  t h e  1 9 8 0 ' s  p r o p e l l e d  t h e  number o f  m u t u a l  f u n d s  

f r o m  564 a t  t h e  end  o f  1979 t o  more  t h a n  3 ,000 a t  t h e  end  o f  

1989 .  D u r i n g  t h e  same t i m e  p e r i o d ,  t o t a l  mutua l  f u n d  a s s e t s  

i n c r e a s e d  f rom $95 b i l l i o n  t o  $982 b i l l i o n ,  w i t h  25% o f  U . S .  

h o u s e h o l d s  o w n i n g  m u t u a l  f u n d s  a t  t h e  end o f  2989 .  
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During the  1 9 8 0 ' s ,  e q u i t y  mutual funds  have performed b e t t e r  than  

f i xed  income mutual  funds ,  t o  be s u r p a s s e d  only  in pe r fo rmance  by 

international funds :  

T a b l e  $ 

M u t u a l  Fun4s  - ~ n n u a l i s e d  { R e i n v e s t e d }  R e t u r n s  ! 1 2 / 3 1 / 8 ~  

7 

Type of Funds 1 Year ' 5 Years ~ i0 Years 

E~ulty 

Money Market 

Flxed Income 

Balanced 

Internatlonal 

A l l  Funds 

S&P 500 

2 3 . 9 5 t  

8 . 8 3  

9 . 4 2  

1 9 . 4 6  

2 2 . 2 5  

1 8 . 4 8 t  

3 1 . 6 4 t  

1 6 . 0 1 t  

7 . 2 1  

9 . 9 7  

1 5 . 1 1  

2 8 . 1 2  

1 5 . 0 7 t  

20.36% 

S o u r c e :  L i p p e r A n e l y t t c a l  S e r v i c e s  I n c .  

1 5 . 5 4 t  

9 . 7 3  

1 1 . 1 0  

1 5 . 0 8  

1 9 . 2 6  

1 4 . 6 7 t  

17 .55% 
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3.  V a r i a b l e  ; ~ n u i t 7  P a r t o r a a n o e  D a t a  

V a r i a b l e  a n n u i t y  and l i f e  s e p a r a t e  a c c o u n t s  combined  had 

a n n u a l i z e d  r e t u r n s  s l i g h t l y  l o w e r  t h a n  t h o s e  o f  mu tua l  f u n d s ,  due 

t o  t h e  d e d u c t i o n  o f  i n s u r a n c e  e x p e n s e s .  F o r  money m a r k e t  f u n d s  

f o r  e x a m p l e ,  t h e  d i f f e r e n c e  i n  r e t u r n s  was  a p p r o x f n a t e l y  0.80% t o  

0.90% p e r  y e a r t  a s  i n d i c a t e d  i n  t h e  f o l l o w i n g  t a b l e s  when 

compared to the returns i11uatrated in Table 5. 

V a r ~ a b l $  ~ ¢ c o u n t a  - ] ~ n n u a l l l e d  ( R e i n v e s t e d )  R e t u r n s  @ 1 2 / 3 1 / 0 9  

I . .  r '  i i r - - m  

Type of Funds 

Money Market 

Inv. Grade Bond 

Capital Appreciation 

Growt.h 

Growth & Income 

1 Year  

7 . 9 5 t  

11 .55  

28.77 

27 .13  

25 .23  

Source: Lipper Analytical S e r v i c e s  Inc. 

5 Years 

6.45% 

10.52 

16.11 

1 5 . 9 0  

1 7 . 1 6  

10 Y e a r s  

8 . 8 2 t  

1 0 . 6 2  

1 3 . 6 2  

1 4 . 8 1  

1 6 . 0 1  

Although variable annuity separate accounts were not listed 

separately in this comparison, returns should be comparable to 

those of variable life accounts (higher asset charges on t h e  

annuities offset by additional cost o f  insurance char~es on llfe 

products), io that the ¢ombinatlon of all variable subaccountl 

should have fairly similar returns than variable annuity 

subaccount=. 
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A separate survey on net annualized returns of variable annuities 

was performed, using • sample of 17 products out of the 

Tilllnghast VALUE Variable Annuity Survey (see [12]}. To be 

selected, a variable annuity product had to have one or Bore 

funds with at least five years of performance data. Six out of 

the 17 products selected have been sold for ten or more years. 

The 17 products chosen had a total of 66 subaccounta with at 

least five years of performance data. While data on investment 

performance for up to five years was readily available from the 

survey, 10-year investment performance was obtained by conducting 

a separate telephone survey. 

The following Is a s-~mary of key statistics of the data sample: 

O 

O 

e 

17 Variable annuity products included 

66 Subaccounts with at least 5 years performance data 

12 subaccounts with a t  least I0 years performance data 

22 Equity funds 

17 Bond funds 

17 Money market funds 

10 Managed funds 

$11.742 billion total assets on December 31, 19a9 

These  66 f u n d s  were a n a l y z e d  w i t h  r e g a r d  t o  t h e  n e t  a n n u a l i z e d  

r e t u r n s  ( i n c l u d i n g  r e i n v e s t m e n t  of  d i v i d e n d s  and  c a p i t a l  g a i n s ,  

and  n e t  o f  i n s u r a n c e  and  f u n d  e x p e n s e s )  f o r  p e r i o d s  o f  one y e a r ,  

five years, ten years and since inception. Results are 

Illustrated in the following table. 
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Net  K n ~ u a l i t e d  R e t u r n s  on V a r L a b l a  Knnu i ty  & o c o u n t s  a 1 2 / 3 1 / 8 t  

Type  o f  Fund 

~quity 

Bond 

Money Market 

Managed 

Weighted 
Average 

t 
Assets 

S0o2t  

1 4 . 0  

13 . .6  

2 2 . 3  

1 0 0 . 0  

1 
Year 

2 6 . 7 0 %  

9 . 3 4  

7 . 8 8  

1 7 . 4 1  

1 9 . 6 6 %  

S 
Years  

1 8 . 0 S t  

1 0 . 3 8  

6 . 3 4  

1 3 . 4 6  

1 4 . 3 8 t  

10 
Years* 

16.35t 

1 0 . 9 0  

8.82 

13.23 

14.93% 

Source: Tillinghast VALUE Survey; Company Data. 

t Only  12 a c c o u n t s  h a d  p e r f o r m a n c e  d a t a  f o r  10 y e a r s .  

S i n c e  
I n c e p t i o n  

15.43% 

11.03 

7.12 

12.25 

12.59% 

Equity funds, which formed the dominant portion of assets, also 

outperformed all other categories of funds, with long-term net 

annualized returns of Rote than 1St. Managed funds, the next 

largest category of funds when measured in assets, achieved 

investment returns IN excess of 12% per year for all investment 

horizons observed. Bond fttnds ganerally achieved long-term net 

returns in the 9t to 11t range, while honey market fund returns 

varied from 6.34% (f~ve years} to 8.82t (ten years}. 

With long-term weighted average net annualized investment returns 

in the 14t to iSt range, variable annuity f u n d s  achieved 

performance results comparable to those of mutual funds (see 

Table S). This result lay seem somewhat surprising, given the 
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f a c t  t h a t  v a r i a b l e  a n n u i t i e s  l e v y  a d d i t i o n a l  c h a r g e s  to  • 

c o n t r a c t h o l d e r  b e s i d e s  i n v e s t m e n t  a d v i s o r y  f e e s  a n d  f u n d  

e x p e n s e s .  These  a d d i t i o n a l  c h a r g e s ,  m a i n l y  a d m i n i s t r a t i o n  f e e s  

and m o r t a l i t y  and e x p e n s e  c h a r g e s ,  t y p i c a l l y  add  a b o u t  1% t o  t h e  

l o a d s  d e d u c t e d  f r o m  a v a r i a b l e  a n n u i t y .  

However ,  a c l o s e r  l o o k  a t  t h e  d i s t r i b u t i o n  o f  a s s e t s  i n  mu tua l  

f u n d s  r e v e a l s  t h a t  a t  t h e  and o f  1989,  Rore  t h a n  h a l f  o f  R u t u a l  

f u n d  a s s e t s  was i n v e s t e d  i n  money l a r k e t  f unds  a n d  bond funds  

( s e e  [ 1 3 ] ) .  With l o n g - t e r m  n e t  i n v e s t m e n t  r e t u r n s  f o r  money 

m a r k e t  f u n d s  and bond f u n d s  l o w e r  t h a n  t h o s e  o f  e q u i t y  f u n d s ,  

weighted average net investment returns for mutual funds ere 

found to he approxilately equ•l to those of v•rlable annuities, 

w h e r e  t h e  p r o p o r t i o n  o f  l o w e r  y i e l d i n g  bond and  money m a r k e t  

funds was only 28t of total assets (see Table 7). Thus, the 

higher proportion of equity fund •ssets in variable annuities 

compensated for the additional insurance expenses •ssociated with 

variable annuities. 

When c o m p a r i n g  t h e  d a t a  on i n v e s t ~ e n t  p e r f o r m a n c e  i n  T a b l e s  5 and 

7 ,  i t  s a m  r e a s o n a b l e  t o  a s s u n e  t h a t  g r o s s  a n n u a l  i n v e s t m e n t  

p e r f o r m a n c e  f o r  b o t h  i n v e s t m e n t  a l t e r n a t i v e s  i s  i n  t h e  16% r a n g e .  

One o f  t h e  r e a s o n s  f o r  t h e  c o m p a r a b l e  i n v e s t m e n t  p e r f o r m a n c e  z a y  

be  t h a t  many o f  t h e  c u r r e n t  v a r i a b l e  a n n u i t y  p r o d u c t s  o f f e r  

s e v e r a l  f u n d  a l t e r n a t i v e •  f r o m  an e x t e r n a l  m u t u a l  f u n d  g r o u p .  

A l s o ,  i n s u r a n c e  company i n v e s t m e n t  s u b s i d i a r i e s  t e n d  t o  be more 
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conservative in their Investaent decisions, thus avoiding the 

pitfalls of down markets. 

4 .  C o m p a r i s o n  o f ]Munua l  R l ~ e n s e a  

The n e x t  s t e p  I n  t h i s  a n a l y s i s  i s  t o  d e t e r m i n e  t h e  a v e r a g e  a n n u a l  

e x p e n s e s  w h i c h  a r e  i n c u r r e d  f o r  an  i n v e s t m e n t  An a m u t u a l  fund a s  

c o m p a r e d  t o  an i n v e s t m e n t  i n  a v a r i a b l e  a n n u i t y .  F o r  v a r i a b l e  

annuities, data on average expenses was obtained from the 

Tillinghast Value Variable Annuity Survey (see [12]), while for 

mutual funds, average expense information was obtained from 

Lipper Analytical Services (see [14]). 

As m e n t i o n e d  i n  S e c t i o n  IV,  t h e  SEC r e q u i r e s  t h e  p r o s p e c t u s e s  f o r  

a l l  m u t u a l  funds  and v a r i a b l e  i n s u r a n c e  p r o d u c t s  t o  be  

a c c o m p a n i e d  by an e ~ p e n s e  i l l u s t r a t i o n ,  showing t h e  e x p e n s e s  

e x p e c t e d  t o  be i n c u r r e d  by a p o l i c y h o l d e r  i n  a p a r t i c u l a r  fund 

o v e r  v a r i o u s  p e r i o d s  o f  t i m e .  The  i l l u s t r a t i o n s  e r e  a s s u m i n g  a 

s a m p l e  i n i t i a l  i n v e s t m e n t  o f  $ 1 , 0 0 0  and a 5% g r o s s  a n n u a l  

i n v e s t m e n t  r e t u r n .  F i q u r e s  a r e  shown f o r  p e r i o d s  o f  o n e ,  t h r e e ,  

f i v e  and  t e n  y e a r s ,  s e p a r a t e l y  f o r  c o n t r a c t s  i n  f o r ~ e  and 

surrenders. 

F o r  t h e  17 v a r i a b l e  a n n u i t i e s  i n c l u d e d  i n  t h e  p r e v i o u s  a n a l y s i s ,  

t h e  f o l l o w i n g  a v e r a q e  r e s u l t s  w e r e  o b t a i n e d  a t  y e a r  end  1989: 
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SEC E z : $ D s e  I I | g S ~ r a t i o n  - V a r i a b l e  k u n u i t L e e  

AVERAGE pROJBCTED FUND EXPF.NSE8 

$1,ooo e s t  (Fund) 

Expense upon 
Surrender (t Fund) 

Expense without 
Surrender (t Fund) 

Funds  i n c l u d e d *  

Y e a r  1 Y e a r  3 ~ Y e a r  5 Y e a r  1 0  

$1,050 

$ s4 
(8 .0t )  

$ 25 
(2 .4 t )  

61 

$1,158 

$ 125 
( l o . 8 t )  

$ 73 
( 6 . 3 t )  

61 

$1,276 

$ 166 
(13.0t) 

$ 122 
(9.6t) 

6 1  

$1,629 

$ 263 
(16 .1t )  

$ zs~ 
( i s . s t )  

61 

*Data yes unavailable for flve funds. 

Source: Tillinghast VAI£TE Survey, IV Quarter 1989. 

E x p e n s e s  i l l u s t r a t e d  i n c l u d e  b o t h  f u n d  e x p e n s e s  and  i n s u r a n c e  

( s e p a r a t e  a c c o u n t )  e x p e n s e s .  E x p e n s e s  a r e  h i g h e r  when  a c o n t r a c t  

As s u r r e n d e r e d  b e c a u s e  o f  t h e  a d d i t i o n a l  s u r r e n d e r  c h a r g e s  

incurred. After 10 years, most contracts' surrender charges have 

v a n i s h e d .  

I t  i s  a l s o  a p p a r e n t  f r o m  t h e  t a b l e  t h a t ,  n o t  c o n s i d e r i n g  

s u r r e n d e r  c h a r g e s ,  a v e r a g e  t o t a l  e x p e n s e s  o v e r  a t e n  y e a r  p e r i o d  

a r e  e q u a l  t o  1 S . 8 t  o f  t h e  f u n d  v a l u e .  W i t h  a v e r a g e  a n n u a l  f u n d  

e x p e n s e s  d e c r e a s i n g  f r o m  2.4% f o r  a o n e - y e a r  p e r i o d  t o  1 . 9 t  o v e r  

a f i v e - y e a r  p e r i o d  e n d  t h e n  t o  1.6% o v e r  a t e n - y e a r  p ~ r i o d ,  • 

c o n s e r v a t i v e  a s s u ~ p t i o n  would  be  a n  a v e r a g e  a n n u a l  e x p e n s e  o f  

1.6% o f  t h e  f u n d  v a l u e  f o r  p u r p o s e s  o f  t h i s  a n a l y s i s .  W h i l e  
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a v e r a g e  a n n u a l  e x p e n s e s  a r e  e q u a l  t o  1 . 6 t  o v e r  t h e  f i r s t  t e n  

y e a r s  o f  t h e  i n v e s t a e n t  p e r i o d ,  t h e y  a r e  l i k e l y  t o  drop  b e l o w  t h e  

1 . 6 t  mark  d u r i n g  t h e  s e c o n d  h a l e  o f  t h e  2 0 - y e a r  p e r i o d  b e i n g  

a n a l y z e d .  One o f  t h e  r e a s o n s  f o r  t h i s  c o n c l u s i o n  i s  t h a t  many 

v a r i a b l e  a n n u i t y  p r o d u c t s  h a v e  l o v e r  a n n u a l  c h a r g e s  a f t e r  10 

y e a r s .  F o r  e x a m p l e ,  s e v e r a l  p r o d u c t s  l o w e r  t h e  m o r t a l i t y  and 

e x p e n s e  c h a r g e s  a f t e r  10 y e a r s .  O t h e r s  h a v e  a d i s t r i b u t i o n -  

r e l a t e d  a s s e t  c h a r g e ,  w h i c h  v a n i s h e s  a f t e r  s e v e n  t o  t e n  y e a r s .  

For  : u t u a l  f u n d s ,  d a t a  on a v e r a g e  t o t a l  e x p e n s e s  p e r  fund  was 

o b t a i n e d  f rom L i p p e r  A n a l l r t i c a l  S e r v i c e s  ~no.  Fo r  t a x a b l e  money 

m a r k e t  f u n d s ,  t h e  med ian  a n n u a l  e x p e n s e  r a t i o  was c a l c u l a t e d  t o  

be  0 . 6 9 t  ( s e e  [ 1 4 ] ) .  F o r  f i x e d  Income and  g e n e r a l  e q u i t y  f u n d s ,  

Tab l e  9 i l l u s t r a t e s  m e d i a n  a n n u a l  e x p e n s e  r a t i o s  as  a p e r c e n t a g e  

o f  a v e r a g e  n e t  a s s e t s .  

T a b l e  t 
N e d i a n  T o t a l  Z x p e n s e  R s t i o 8 / ~  o f  l v o r a g e  Not A s s e t s  

A s s e t  B I E a  Rq'uI ty Fuade  F i x e d  Income Funds  

$ 0 - $ 25 m i l l i o n  1 . 7 3 t  1 . 0 0 t  

$ 25 - $ 50 m i l l i o n  1 .44  1 . 0 0  

$ 50 - $100  m i l l i o n  1 . 2 4  1 . 0 8  

$100 - $250  m i l l i o n  1 . 1 1  1 . 0 0  

$250 - $500  m i l l i o n  1 . 0 0  0 . 9 6  

0 . | 1  
I I 

U L i p p e r  - D i r e c t o r s  A n a l y t i c a l  D a t e " ,  2rid 

$500+ M i l l i o n  
| 

S o u r c e :  

0.89  

E d i t i o n  1991.  
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With average expenses varying by asset size, it is necessary to 

go back to our sample of variable annuity products to calculate 

t h e  average mutual fund e x p e n s e  ratio which will be used in t h e  

expense comparison between variable annuities and mutual funds. 

F o r  t h e  s ample  o f  66 v a r i a b l e  a n n u i t y  funds  a n a l y z e d  e a r l i e r ,  

T a b l e  10 i l l u s t r a t e s  t h e  b reakdown o f  funds  b y  a s s e t  s i z e  and 

i n v e s t m e n t  c a t e g o r y .  

TsJala 10 

Number o f  Funds by & s e a t  J i z e / I n v s s t m e n t  C a t e g o r y  

A s s e t  S i z e  
Xomey 
M a r k e t  Z g u i t y  Bond " 

$ 0 - $ 25 M i l l i o n  , 6 , 4 , 7 , 2 

$ 25 - $ 50 M i l l i o n  4 3 I 3 1 
| | | 

$ 50 - $100 M i l l i o n  3 6 i 3 0 

$100 - $250 M i l l i o n  2 i 4 ] 2 3 
| | i 

$250 - $500 Million 2 2 I 3 

$500+ M i l l i o n  0 

IT 
II v l  r II I I I  

Tillinghast Value Survey. 

T o t a l  

_I 

2Z 

Source: 

_1 

17 

Managed 

_1 

10 

A s s t m i n g  t h e  sane  b reakdown o f  m u t u a l  f unds  by  a s s e t  s i z e ,  and 

u s i n g  t h e  e x p e n s e  r a t i o s  o f  T a b l e  9 ,  t h e  f o l l o w i n g  a v e r a g e  

expense ratios were calculated for money market, equity and bond 

m u t u a l  f u n d s :  

Money M a r k e t  : 0 . 6 9 t  
• q~ity ~ ~.2S% 
Bond = 1 .01% 
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F o r  managed f u n d s ,  a v e r a g e  o p e r a t i n g  e x p e n s e s  w e r e  n o t  a v a i l a b l e .  

H o w e v e r ,  a t  a n y  p o i n t  i n  t i m e ,  managed funds  c o n s i s t  o f  a mix o f  

s t o c k s ,  b o n d s  and  money m a r k e t  a s s e t s ,  w i t h  s t o c k s  g e n e r a l l y  

r e p r e s e n t i n g  t h e  d o m i n a n t  p o r t i o n  o f  a s s e t s .  S i n c e  s t o c k s  a l s o  

r e p r e s e n t  t h e  m a j o r i t y  o f  a s s e t s  i n  ou r  v a r i a b l e  a n n u i t y  d a t a  

sample (see Table II), it was assumed that the average expense 

ratio for managed funds approxilately equals the aggregate 

average expense ratio which will be obtained for the other three 

investment categories. 

To calculate this expense r a t i o ,  we viii assume the same mix of 

assets by investment category for mutual funds as we have found 

in our variable annuity data sample (see Table 7). Thus, an 

aggregate annual expense ratio of 1.11% for mutual funds results: 

TLble 11 
C a l c u l a t i o n  o f  & g ; r e g a t e  M u t u a l  Fund E x p e n s e  ~ a t i o t  

I n v a s t a e m t  
C a t e g o r y  

Equity 
Bond 

Money M a r k e t  

Managed 

W e i g h t e d  A v e r a g e  

% Tn~al 
&ssetm 

Rzponso 
R a t i o  

50.2% I 1.25% 

1 4 . 0  I 1 .01  
! 

13.6 i 0.69  

2 2 . 3  

~oo.o% 
. / a  

1.11% 

F o r  p u r p o s e s  o f  c o m p a r i n g  a n n u a l  e x p e n s e s  w i t h  v a r i a b l e  
a n n u i t y  d a t a  s a m p l e  d e s c r i b e d  e a r l i e r .  

W i t h  m u t u a l  f u n d s  a ~ e r a g i n g  a 1.1% a n n u a l  e x p e n s e  r a t i o  and 

variable annuity funds averaging a 1.6% annual expense ratio, the 
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d i f f e r e n c e  i n  p r o - t a x  I n v e s t m e n t  r e t u r n s  i s  0.5% p e r  y e a r  i n  

f a v o r  o f  m u t u a l  f u n d s .  

I t  may seem s u r p r i s i n g  t h a t  t h e  d i f f e r e n c e  i n  t h e  e x p e n s e  r a t i o  

b e t w e e n  v a r i a b l e  a n n u i t i e s  and m u t u a l  f unds  i s  o n l y  0.5% p e r  

y e a r ,  s i n c e  m o r t a l i t y  and e x p e n s e  c h a r g e s  plus a d m i n i s t r a t i o n  

f e e s  t y p i c a l l y  add an  e x t r a  1% o f  e x p e n s e s  p e r  y e a r  t o  t h e  

variable annuity, a s  mentioned previously. 

The difference of 0.5% (1% vs. 0.5%) i s  t h e  result of different 

expenses for the underlying investment funds. Many insurance 

companies are limiting total annual fund expenses, i.e. the sum 

of Investment advisory fees plus fund operating expenses, to a 

maximum of I% per year. For mutual funds, an annual limit of 

1.50% to 2.00% is ~ora conon. Insurance companies are also more 

conservative in their investment management, resulting in lower 

fund operating expenses. 

F i n a l l y ,  12b-1 c h a r g e s  a r e  common on mutua l  f u n d s ,  b u t  r a r e l y  

used within varlable annuities. According to LIpper Analytical 

Services, Inc., typlcel 12b-I charges are equal to 0.25% per year 

for equity and bond funds, while for money market mutual funds, 

they equal 0.15% per year (see [14]). 

When a d d i n g  up t h e  d i f f e r e n c e s  i n  fund  e x p e n s e s ,  an  a n n u a l  e x t r a  

e x p e n s e  of 0.50% on mutual funds does  not see,. unreasonable. 
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The a b o v e  r e s u l t  i s  f u r t h e r  c o n f i r u e d  by an e a r l i e r  o b s e r v a t i o n  

r e g a r d i n g  n e t  a n n u a l i z e d  r e t u r n s  o f  money l a r k e t  m u t u a l  f u n d s  

(Table 5 vS. Table ?). (A comparison of money larkst funds is 

appropriate here, because money ~arket funds have Lore consistent 

investment objectives within different funds as compared to the 

other investment alternatives.) 

For  money m a r k e t  f u n d s ,  n e t  a n n u a l i z e d  r e t u r n s  f o r  m u t u a l  f unds  

e x c e e d e d  t h o s e  o f  v a r i a b l e  a n n u i t i e s  by a p p r o x i m a t e l y  0 . 9 0 t ,  a s  

m e n t i o n e d  p r e v i o u s l y .  At  a 5 - y e a r  i n v e s t m e n t  i n t e r v a l ,  t h e  

d i f f e r e n c e  i s  0.87% (7 .21 t  vs.  6.34%),  w h i l e  a t  a l O - y e a r  

i n t e r v a l ,  i t  i s  0 . 91 t  (9.73% vs .  8 . 8 2 t ) .  Cons ider ing  t h a t  f o r  

v a r i a b l e  a n n u i t i e s ,  l o s t  p r o d u c t s  do  n o t  v a r y  t h e i r  i n v e s t m e n t  

a d v i s o r y  f e e s  by i n v e s t m e n t  c a t e g o r y ,  we can assume • 1 . 6 0 t  

a n n u a l  e x p e n s e  r a t i o  f o r  money m a r k e t  f u n d s  w i t h i n  v a r i a b l e  

a n n u i t i e s .  F o r  money m a r k e t  m u t u a l  f u n d s ,  t h e  a n n u a l  e x p e n s e  

r a t i o  i s  0.69% ( s e e  T a b l e  11) ,  r e s u l t i n g  i n  an e x c e s s  p r e - t a x  

a n n u a l  r e t u r n  o f  0.91% (1.60% l e s s  0 . 6 9 t ) ,  which i s  e x a c t l y  t h e  

margin observed in Tables 5 and 7. 

A c o m p a r i s o n  o f  a f t e r - t a x  n e t  a n n u a l i z e d  r e t u r n s  b e t w e e n  mu tua l  

f u n d s  end v a r i a b l e  a n n u i t i e s  w i l l  b e  t h e  s u b j e c t  o f  t h e  n e x t  

s e c t i o n .  
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S .  Variable Eunultlms v s .  Mutual Funds 

The Tax Reform Act (TI~)  of 1986 preserved the tax advantages of 

Insurance while virtually eliminating tax shelters and curtailing 

deductions for Individual retirement accounts. It also 

eliminated the preferential tax rate for capital gains, making it 

more attractive to buy securities through tax-sheltered vehicles 

llke variable annuities and variable llfe. 

To q u a n t i f y  t h e  b e n e f i t s  t o  t h e  p u r c h a s e r  o f  a n o n - q u a l i f i e d  

v a r i a b l e  a n n u i t y  a s  compared  t o  an I n v e s t m e n t  i n  m u t u a l  f u n d ,  an 

a f t e r - t a x  a c c u m u l a t i o n  mode l  was c o n s t r u c t e d .  T h i s  a f t e r - t a x  

accumulation B o d e l  was used to calculate a series of net present 

values (NPV's) for the variable annuity, discounting the expected 

series of after-tax accumulations st an Interest rate equal to 

the assumed annual after-tax return rate for mutual funds. A 

positive total net present value for the series of accumulations 

would indicate a better net after-tax return for variable 

annuities than for mutual funds, end vice versa. 

Net  p r e s e n t  v a l u e s  w e r e  c a l c u l a t e d  u n d e r  v a r y i n g  a s s u m p t i o n s  f o r  

investment returns, surrender charges, withdrawal asau~ptlons, 

f e d e r a l  Income t a x e s  and  t a x  p e n a l t i e s  on e a r l y  w i t h d r a w a l s .  A l l  

r e s u l t s  a r e  I l l u s t r a t e d  i n  Append i ce s  B and C and s u m m a r i z e d  

below. A description of the formulae used in the after-tax 

accumulation model is given In Appendix D. 

205 



The first series of tests compared NPV'E for variable annuities 

with those of mutual funds, using • variety of assumptions whi=h 

were deemed reasonable. A second ser~es of tests first solved 

for the critical annual rate of withdrawal which sets the NPV to 

z e r o ,  t h e n  t e s t e d  t h e  s e n s i t i v i t y  o f  t h e  a n n u a l  r a t e  o f  

w i t h d r a w a l  t o  d i f f e r i n g  t a x  and i n v e a t n e n t  r e t u r n  a s s u m p t i o n s .  

The f o l l o w i n g  i s  a d e s c r i p t i o n  o f  a s s u m p t i o n s  u s e d  and r e s u l t s  

o b t a i n e d  f o r  t h e  v a r i o u s  t e s t s  P e r f o r m e d .  

A. has0 zun 

&ppondix B- Pego I i l l u s t r a t e s  b o t h  a s s u m p t i o n s  employed  and 

results obtained for the base scenario ("Base Run"). 

The individual purchaser was assumed to be 55 years old, which 

r e p r e s e n t s  an a p p r o x i m a t i o n  f o r  t h e  a v e r a g e  a g e  o f  t h e  t y p i c a l  

b u y e r  o f  a v a r i a b l e  a n n u i t y  c o n t r a c t .  T h i s  i s  r e l e v a n t  t o  t h e  

extent that there i s  an additional tax penalty for early 

withdrawals from annuity =ontrects. It was assumed that an 

additional tax penalty of 10% applies to ell withdrawals made 

before age 59.5, representir~ the current tax environment. 

S i n c e  a l l  w i t h d r a v a l s  e r e  assumed t o  o c = u r  a t  t h e  end o f  a 

c o n t r a c t  y e a r ,  t h e  10% t a x  p e n a l t y  w i l l  a p p l y  t o  t h e  

p o l i c y h o l d e r ~ s  f i r s t  f o u r  w i t h d r a w a l s  u n d e r  t h e  b a s e  s c e n a r i o .  
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A g r o s s  a n n u a l  r e t u r n  o f  16% y e s  assumed f o r  b o t h  i n v e s t m e n t  

m e d i a .  D e d u c t i n g  f e e s  o f  2.1% p e r  annun f o r  m u t u a l  f unds  and 

1.6% p e r  annum f o r  v a r i a b l e  a n n u i t i e s  l e a d s  t o  n e t  a n n u a l  r e t u r n s  

o f  2 4 . 9 t  f o r  m u t u a l  f u n d s  and 14.4% f o r  v a r i a b l e  a n n u i t i e s ,  wh ich  

ks  a p p r o x i m a t e l y  e q u a l  t o  t h e  a v e r a g e  l o n g - t e r m  n e t  a n n u a l  

r e t u r n s  i l l u s t r a t e d  i n  T a b l e s  5 a~d 7.  

The i n i t i a l  i n v e s t n e n t  was a s sumed  t o  be  $ 1 0 , 0 0 0 ,  r e p r e s e n t i n g  

a p p r o x i m a t e l y  t h e  a v e r a g e  i n i t i a l  p remi tm i n  t h e  v a r i a b l e  a n n u i t y  

m a r k e t p l a c e  ( s e e  [ 1 2 ] ) .  W h i l e  t h e  model  i s  a b l e  t o  h a n d l e  

a d d i t i o n a l  p remiums i n  r e n e w a l  y e a r s ,  such a p remium p a t t e r n  was 

n o t  t e s t e d  h e r e ,  s i n c e  t h e  e m p h a s i s  o f  t h i s  a n a l y s i s  i s  on t h e  

s e n s i t i v i t y  o f  t h e  NPV t o  t h e  a n n u a l  r a t e  o f  w i t h d r a w a l .  

S u r r e n d e r  c h a r g e s  s t a r t  a t  61 o f  t h e  fund v a l u e  i n  t h e  f i r s t  

y e a r ,  g r a d i n g  t o  z e r o  by y e a r  s e v e n .  Th is  p a t t e r n  i s  d e s i g n e d  t o  

r e p r e s e n t  an a v e r a g e  s u r r e n d e r  c h a r g e  i n  t o d a y ' s  v a r i a b l e  a n n u i t y  

m a r k e t p l a c e  ( s e e  [ 1 2 ] ) .  Whi l e  some , u t u a l  f u n d s  a l s o  h a v e  

s u r r e n d e r  c h a r g e s ,  we d i d  n o t  assume any i n  t h e  u u t u a l  f u n d  we 

a r e  c o m p a r i n g  a g a i n s t ,  f o r  s i a p l t c i t y  r e a s o n s .  

F e d e r a l  i ncome  t a x e s  a r e  assumed t o  e q u a l  28% p e r  y e a r .  T h i s  

a s s u m p t i o n  c o u l d  be  c h a n g e d  e a c h  y e a r  o r  i n  q u i n q u e n n i a l  a g e  

i n t e r v a l s .  The 28% a s s u m p t i o n  was chosen  t o  r e f l e c t  t h e  f a c t  

t h a t  w h i l e  m o s t  v a r i a b l e  a n n u i t y  i n v e s t o r s  a r e  i n  t h e  28% t a x  

b r a c k e t ,  few a r e  a s sumed  t o  be  i n  t he  31t t a x  b r a c k e t  and e v e n  

f e w e r  a r e  i n  t h e  15% t a x  b r a c k e t .  
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For  w i t h d r a w a l s ,  o n l y  p e n a l t y - f r e e  w i t h d r a w a l s  w e r e  assumed 

i n i t i a l l y .  " P e n a l t y - f r e e "  w i t h d r a w a l s  a r e  t h o s e  a v a i l a b l e  each  

y e a r  w i t h o u t  i n c u r r i n g  • s u r r e n d e r  c h a r g e .  The mode l  a s e u n e s  t h e  

a v a i l a b i l i t y  of  one  f r e e  w i t h d r a w a l  o f  up t o  10% o f  premium p e r  

y e a r .  A l l  w i t h d r a w a l s  i n  e x c e s s  o f  t h a t  a r e  s u b j e c t  t o  t h e  

s u r r e n d e r  c h a r g e  d e s c r i b e d  a b o v e .  

The base scenario assumes an average penalty-free withdrawal of 

5~ of premlumper year. This assumption is conservative when 

compared to current industry experience, as only a small number 

of investors (less the I0%) makes use of the free withdrawal 

provision each year. Using this assumption, the policyholder 

recovers the entire initial premlum after twenty years, the end 

of the observation period. Later on, a sensitivity test will be 

run assumlngthat the policyholder withdraws the full penalty- 

free withdrawal of i0% of premium each year. All withdrawals are 

assumed to occur at the end of each year. 

E x p e c t e d  n e t  p r e s e n t  v a l u e s  a t  t h e  end of  f i v e ,  t en ,  f i f t e e n  and 

twenty years were calculated by discounting the expected series 

of after-tax accumulations from the variable annuity at the 

after-tax rate of return on the mutual fund. After-tax 

accumulations include both the annual net payment (withdrawals 

l e s s  t a x e s  l e s s  a n y  a p p l i c a b l e  s u r r e n d e r  c h a r g e s )  p l u s  t h e  

a f t e r - t a x  a n n u i t y  s u r r e n d e r  v a l u e  a t  t h e  end o f  f i v e ,  t e n ,  

f i f t e e n  o r  t w e n t y  y e a r s .  For  n o n - q u i n q u e n n i a l  d u r a t i o n s ,  n e t  

present values were interpolated. 
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The a f t e r - t a x  r e t u r n  on  t h e  m u t u a l  f u n d  was c a l c u l a t e d  a s s u m i n g  

t h a t  100% o f  t h e  a n n u a l  r e t u r n  on t h e  m u t u a l  fund  i s  b e i n g  p a i d  

o u t  i n  t h e  fo rm o f  i n v e s t m e n t  i ncome  p l u s  r e a l i z e d  c a p i t a l  g a i n s  

a t  t h e  e n d  o f  e a c h  y e a r ,  end i s  t h e r e f o r e  t a x a b l e  i n  f u l l .  

U s i n g  a f e d e r a l  i n c o m e  t a x  r a t e  o f  28% p e r  y e a r  r e s u l t s  i n  a n e t  

a n n u a l  a f t e r - t a x  r e t u r n  o f  2 0 . 7 3 q  on m u t u a l  f u n d s :  

14.90% • ( 1 - . 2 8 )  = 10.73% 

When discounting the expected series of after-tax accumulations 

from the variable annuity at 10.73%, the following results were 

obtained for the various time intervals observed (see Appendix B- 

Page 1 ) :  

E x h i b i t  • 
V a r i a b l e  ~ n n u i t y  (VA) v s .  Mutua l  Fund 

Summary o f  R e s u l t s  - Base  Run 

V& B e t  A n n u a l  
Time R o r l s o n  After-Tax Return After-Tax Re 

5 Tears 10.16% ~240} 

10 Years 11.23 414 

15 Years 11.76 

20 Tears 12.18 

BPV a t  M u t u a l  Fund 
R e t u r n  

1z288 
2z478 

Break-Even Tear: ? 

Net a n n u a l  a f t e r - t a x  r e t u r n s  f o r  t h e  v a r i a b l e  a n n u i t y  i n c r e a s e  

from 10.16% after 5 years to 12.18% after 20 years. If we define 

a " b r e a k - e v e n "  y e a r  a s  t h e  y e a r  i n  w h i c h  t h e  NPV o f  v a r i a b l e  

a n n u i t y  a c c u m u l a t i o n s ,  d i s c o u n t e d  a t  t h e  m u t u a l  f u n d  a f t e r - t a x  

r a t e  o f  r e t u r n ,  i s  f i r s t  p o s i t i v e  and a u b s e ~ e n t l y  r e m a i n s  

p o s i t i v e  f o r  t h e  r e m a i n d e r  o f  t h e  p r o j e c t i o n ,  a b r e a k - e v e n  y e a r  
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of  seven  r e s u l t s  f o r  t h e  b a s e  r u n .  I n  o t h e r  words ,  t h e  

p o l i c y h o l d e r  has  t o  r e m a i n  i n  t h e  v a r i a b l e  a n n u i t y  c o n t r a c t  f o r  

a t  l e a s t  s e v e n  y e a r s  b e f o r e  t h e  a d v a n t a g e s  of  t a x - d e f e r r a l  

ou twe igh  t h e  h i g h e r  a n n u a l  cha rges  i n  t h e  v a r i a b l e  a n n u i t y .  

However, t h e  l o n g e r  t h e  p o l i c y h o l d e r  r e m a i n s  w i t h  t h e  v a r i a b l e  

a n n u i t y  c o n t r a c t ,  t h e  b i g g e r  t h e  s p r e a d  i n  t h e  n e t  a n n u a l  a f t e r -  

t a x  r e t u r n  becomes ,  r e a c h i n g  a l m o s t  1 . S t  p e r  y e a r  by t h e  end  o f  

year twenty (12.18t vs. I0.73t). 

B. S e n s i t i v i t y  T e s t s  

Once the assumptions for the base run were established, • series 

of sensitivity t e s t s  was performed. Net present values, net 

a n n u a l  a f t e r - t a x  r e t u r n s  end b r e a k - e v e n  y e a r s  were c a l c u l a t e d  

assuming the following changes in the base assumptions: 

(I) Higher/Lower Gross Annual Return 

(2) Higher/Lower variable Annuity Net Annual Return 

()) No Tax Penalty/Longer Tax Penalty 

(4) Higher/Decreasing Federal Income Taxes 

(5) Higher/Lower Surrender Chan~es 

(6) S e n s i t i v i t y  t o  P a r t i a l  w i t h d r a w a l s  

(7) Change i n  Mutua l  Fund A s s u m p t i o n s  

A d e t a i l e d  d i s c u s s i o n  o f  a s s u m p t i o n  e m p l o y e d  and  r e s u l t s  o b t a i n e d  

f o r  each  o f  t h e s e  r u n s  f o l l o w s .  R e s u l t s  a r e  a l s o  i l l u s t r a t e d  i n  

Appendix  I - Pages  2 t h r o u g h  17. 
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(a)  H i g h e r / L o v e r  G r o s s  Annua l  l e t u r n  

Whi le  g r o s s  a n n u a l  r e t u r n s  were  i n  t h e  1 6 ,  r a n g e  d u r i n g  t h e  

1980 '8  ( s e e  T a b l e s  5 and  7)e  such p e r f o r m a n c e  may o r  ~a¥ n o t  

r e p e a t  t t s e l £  i n  t h e  f u t u r e .  T h e r e f o r e .  t h e  s e n s i t i v i t y  o~ 

r e s u l t s  t o  g r o s s  a n n u a l  r e t u r n s  was t e s t e d a  u s i n g  a s s u m p t i o n s  o f  

1 2 t  ( lower  g r o w t h )  and  2 0 t  ( h i g h e r  g r o w t h ) .  R e s u l t s  a r e  shown i n  

&ppendlz  B - Pages  2 and 3 and s u ~ a r i z e d  b e l o w .  

Time H o r i z o n  

. , ,  . .  

~ x h l b l t  2 

V a r i a b l e  A n n u i t y  vS. M u t u a l  Fund 
12t/20, Gross  Annua l  R e t u r n  

EPV a t  M u t u a l  Fund A f t e r - - T a x  R e t u r n  

12q A n n u a l  R e t u r n  . 2 0 q  Annua l  ~ e t u r n  

5 Year s  

10 Years  

25 Years  

20 Years  ?59 

Break-Zven  Year  

1361) 
(69) 

12 

( e g )  

I t 014  

2r555 

4 , 6 4 4  

& d e c r e a s e  i n  t h e  g r o s s  a n n u a l  r e t u r n  f r o m  16t  t o  12t  i n c r e a s e d  

t h e  b r e a k - e v e n  y e a r  f rom 7 t o  12,  w h i l e  an  i n c r e a s e  An t h e  g r o s s  

r e t u r n  f rom 16t  t o  20 t  o n l y  d e c r e a s e d  t h e  b r e a k - e v e n  y e a r  t o  y e a r  

6s t h e  end  o f  t h e  s u r r e n d e r  cha rge  p e r i o d .  Thus~ b r e a k - e v e n  

y e a r s  e r e  v e r y  s e n s i t i v e  t o  a l o v e r  g r o s s  r a t e  o f  r e t u r n s  b u t  do 

n o t  ~ p r o v e  much f o r  • h i g h e r  g r o s s  a n n u a l  r e t u r n .  
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Nat present values, on the other hand, were sensitive to both • 

l o w e r  end • h i g h e r  g r o s s  a n n u a l  r a t e  o f  r e t u r n .  F o r  a 20 y e a r  

t i m e  h o r i z o n ,  NPVs d e c r e a s e d  f rom 2 ,478  t o  ?59  f o r  a 12% g r o s s  

r e t u r n ,  w h i l e  an i n c r e a s e  i n  t h e  g r o s s  r e t u r n  t o  20% p e r  y e a r  

Increased the NPV from 2~478 to 4,644. 

An i n c r e a s e  i n  t h e  n e t  a n n u a l  r e t u r n  l e a d s  t o  a h i g h e r  NPV f o r  

t h e  v a r i a b l e  a n n u i t y  i n v e s t o r  (and v i c e  v e r a a ) ,  b e c a u s e  t h e  

a d d i t i o n a l  a n n u a l  e a r n i n g s  a r e  f u l l y  t a x - d e f e r r e d  u n t i l  s u r r e n d e r  

o r  w i t h d r a w a l  o f  t h e  p o l i c y ,  w h e r e a s  t h e y  • r e  t a x a b l e  i n  f u l l  

e a c h  y e a r  i n  a m u t u a l  f u n d .  

(b)  B l g h e r / L o w e r  V • r L a b l e  A n n u i t y  (V&) Net  JLnnual R e t u r n  

The n e x t  two t e s t s  were  run  t o  f i n d  t h e  s e n s i t i v i t y  o f  r e s u l t s  t o  

• c h a n g e  i n  t h e  VA n e t  a n n u a l  r e t u r n .  Whi l e  t h e  b a s e  run  a s s u m e s  

0.50% more e x p e n s e s  on t h e  VA end t h u s  • l o w e r  n e t  r e t u r n  (14.40% 

VA n e t  r e t u r n ) ,  t h e  two t e s t s  p e r f o r m e d  f i r s t  a ssumed no s u c h  

d i f f e r e n c e  (14.90% VA n e t  r e t u r n ) ,  and t h e n  a d o u b l i n g  o f  t h e  

d i f f e r e n c e  t o  1.0% ( 1 3 . 9 0 a  VA n a t  r e t u r n ) ,  r e s p e c t i v e l y .  R e s u l t s  

a r e  shown i n  Append ix  • - P a g e s  a and 5 and a r e  summar ized  b e l o w .  
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I I  I I 

I x h i b l t  3 

V a r i a b l e  A n n u i t y  ~ ' s .  Mutual  F u n a  
H i g h e r / L o w e r  V& B e t  Annua l  R e t u r n  

IrPV a t  Mut:uel Fund  &fter--Ta3r Re~:uz"n 

14.D0% V& L 13.90% VA 
Time H o r i z o n  J A n n u a l  R e t u ~  A n n u a l  R e t u r n  

' S T e a r s  , ( 7 1 )  , .. 

I0 Tears 

15 Tears 

20 Tears 

Break-Even Tear 

( 7 1 )  

796 
ltg$S 
31466 

1496) 

49 

6 8 3  

Ia575 

I0 

When s e t t i n g  t h e  v a r i a b l e  a n n u i t y  n e t  a n n u a l  r e t u r n  e q u a l  t o  t h e  

m u t u a l  f u n d  n a t  a n n u a l  r e t u r n  o f  14.90%, t h e  b r e a k - e v e n  y e a r  

again decreased to year 6, the end of the surrender charge 

p e r i o d .  O b v i o u s l y ,  a b r e a k - e v e n  y e a r  of  1 would  r e s u l t ,  were i t  

n o t  f o r  t h e  e x i s t e n c e  o f  t h e  s u r r e n d e r  c h a r g e .  C o n v e r s e l y ,  

increasing the annual difference in net returns to 1.0% in favor 

of mutual funds increased the break-even year to year I0, shoving 

c o n s i d e r a b l e  s e n s i t i v i t y  t o  t h e  d i f f e r e n c e s  i n  t h e  n e t  a n n u a l  

return betveen mutual funds and variable annuities. 

F o r  n e t  p r e s e n t  v a l u e s ,  t h e  m a g n i t u d e  of  c h a n g e s  r e s u l t i n g  from 

t h e  r e v i s e d  n e t  a n n u a l  r e t u r n s  i 8  a p p r o x i m a t e l y  e q u a l  i n  e i t h e r  

d i r e c t i o n .  F o r  a 2 0 - y e a r  h o r i z o n  f o r  example# t h e  NPV i n c r e a s e s  

f rom 2 , 4 7 8  t o  3 , 4 6 6  a s s u m i n g  a 0 . S t  i n c r e a s e  i n  t h e  n e t  a n n u a l  

213 



return, a n d  decreases from 2,478 t o  I,SYS when a 0.St decrease in 

the net annual return i8 essu~ed. 

(©) No Tax P e n a l t y / L o n g e r  Taz  P e n a l t y  

To t e s t  t h e  s e n s i t i v i t y  o f  r e s u l t s  t o  a change  i n  t h e  t a x  p e n a l t y  

p e r i o d ,  t e s t s  w e r e  p e r f o r m e d  f o r  • y o u n g e r  i s s u e  a g e  ( a g e  50) and 

an older issue age (age 60). Uaing the current federal income 

tax environment with a tax penalty assessed up to age 59.5, the 

S0-year old incurs a tax penalty for the first nine annual 

withdrawals, while the 60-year old does not incur any tax 

penalty. Results for the two tests are il~ustrated in ~ppendiz B 

- P a g e s  6 and 7 end summar ized  b e l o w .  

ZzhLb£t 4 

V a r L a h l e  AnnuLty v a .  Mutual Fun4 
Issue Ago S0/Issue Age ~0 

NPV a t  Mutual  Fund &fret-Tax Return 

Time H o r i z o n  

S Years 

10 Years 

IS Years 

20 Tears 

Break-Even Year 

Zssua &Ne SO 

(627) 

291 

la165 

2a355 

Xssue A~e $0 

(84)  

S71 

ls444 

2t634 
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There i s  some sensitivity to the length of the tax penalty, as 

Illustrated in the above result. Ex~ending the tax penalty from 

4 years to 9 years (issue age 50) ~ncreases the break-even period 

tO 9 y e a r s ,  w h t l e  an e l i m i n a t i o n  o f  t h e  t a x  p e n a l t y  r e d u c e s  t h e  

b r e a k - e v e n  p e r i o d  by one  y e a r  t o  s i x  y e a r s .  Net  p r e s e n t  v a l u e s  

a r e  a f f e c t e d  p r e d o m i n a n t l y  d u r i n g  t h e  f i r s t  t e n  y e a r s  o f  t h e  

p r o j e c t i o n  p e r i o d ,  w h i l e  a f t e r  t w e n t y  y e a r s ,  t h e  m a g n i t u d e  o f  

changes  i n  t h e  NPV i s  5% o r  l e s s  when compared  to  t h e  b a s e  

s c e n a r i o .  

(d) H £ g h e r / D e c r e s s £ n g  Federa l  Income Tez R a t e  

Wl~ile the majority of variable annuity investors are in the 28t 

t a x  b racke t  (1990 a d j u s t e d  gross income between $32,450 and 

$78,400 for a married coup le  filing ~ointly), 8 significant 

number of people investing in variable annuities are assumed to 

be in the highest marginal tax bracket (currently at 31%). Two 

tests were performed for investors in that tax bracket. One test 

assumes that the investor remains in the 31t  t a x  bracket for the 

full length of the projection, while the other one assumes 8 

decreasing tax rate, from S i t  initially t o  28t  after 5 years and 

then finally to 1St after I0 years, when the investor is presumed 

t o  be An retirement. Results are illustrated An & p ~ n d L z  • - 

Pages S and % and are summarized b e l o w .  
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I ! I 

E x h i b i t  S 

V a r i a b l e  KnnuLty  v s .  M u t u a l  F u n d  
H i g h e r / D e c = e a s i n g  F e d e r a l  I ncome  Taz Rate 

MPV at Mutual Fund After-Tax Retuz~ 

10 T e a r s  

la498 15 Tears 

20 Tears 

Break-Even Tear 

H i g h e r  FZT Rate  

(21~J 

$02 

21979 

? 

TLne M o r l s o n  

5 T e a r s  

D e c r e a s i n g  FIT R a t e  

(217J 

550 

liB03 
21318 

While  8 h i g h e r  o r  d e c r e a s i n g  f e d e r a l  i n c o m e  t a x  r a t e  does  no~ 

change  t h e  b r e a k - e v e n  y e a r  f o r  t h e  i n d i v i d u a l  when compared t o  

t h e  b a s e  s c e n a r i o ,  n e t  p r e s e n t  v a l u e s  do c h a n g e  t o  some e x t e n t .  

Assuming • h i g h e r  t a x  r a t e  o f  31t t h r o u g h o u t  t h e  p r o j e c t i o n  

per iod increases NPV's a t  a l l  durat ions by l o t  or  more, thus 

reflecting the impact of the increased tax deferral available. 

Assuming a d e c r e a s i n g  f e d e r a l  income t a x  r a t e  i n c r e a s e s  NPVs 

dur ing the f i r s t  15 years as conpared t o  the  base scenar io .  At  

t h e  end  o f  20 y e a r s  however ,  t h e  b e n e f i t  o f  h a v i n g  a l o v e r  t a x  

r a t e  upon  w i t h d r a w i n g  t h e  e n t i r e  v a r i a b l e  a n n u i t y  a c c o u n t  v a l u e  

i s  p o r e  t h a n  made up by  t h e  a d d i t i o n a l  a n n u a l  ~ u t u a l  f u n d  

e a r n i n g s  c a u s e d  b y  t h e  l o w e r  t a x  r a t e s ,  a n d  t h e  NPV d e c r e a s e s  

from 2,478 ( u n d e r  the base s c e n a r i o )  t o  2,318. 
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( a )  H i g h e r / L o w e r  S u r r e n d e r  C h a r g e s  

To q u a n t i f y  t h e  i m p a c t  o f  h i g h e r  and  l o w e r  a n n u i t y  s u r r e n d e r  

c h a r g e s  on NPV8 and t h e  b r e a k - e v e n  y e a r ,  t w o  a d d i t i o n a l  t e s t s  

w e r e  p e r f o r m e d .  The f i r s t  o n e  a s | u m e d  8 h i g h e r  i n i t i a l  s u r r e n d e r  

change of St of the fund value, decreasing to zero by the and of 

y e a r  n i n e .  An a l t e r n a t e  t e s t  a s sumed  an I n i t i a l  s u r r e n d e r  c h a r g e  

of St of premiums, grading to zero at the end of the fifth 

contract year. These two deslgne represent the maximum end 

~/nimum surrender charges currently in use among the variable 

annulty products surveyed in Tlllinghast'e VALUE survey (see 

[ 2 2 ] ) .  R e s u l t s  a r e  i 1 1 u s t r n t e d  An A p p e n d i x  B - P a g e s  10 and  11 

and are summarized below. 
'i . 

Time H o r i z o n  

5 Tears 

10 Y e a r s  

15 Years 

20 Y e a r s  

Break-Even Year 

E x h i b i t  6 

V a r i a b l e  A n n u i t y  v s .  M u t u a l  Fund  
H i g h e r / L o w e r  S u r r e n d e r  C h a r g e  

NPV at Mutull Fund &fter-Taz K ~ t u r n  

N i g h e r  
! S u r r e n d e r  Charge  S u r f  

(451)  

414 

, la288 

?,4~s 

8 

S u r r e n d e r  Charge 

(14a) 
414 

]t288 

2a478 

The r e s u l t s  o f  t h e  two  t e s t s  I n d i c a t e  t h a t  a h i g h e r  i n i t i a l  

surrender charge does Increase the break-even year by one to year 
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8 ,  w h i l e  a 5 - y e a r  s u r r e n d e r  c h a r g e  d e s i g n v i t h  l o v e r  c h a r g e s  does  

not decrease the breakeven year any further. Once the surrender 

charge expires, there Is no difference in the NPV's. 

( f )  S e n s i t i v i t ,  t o  P a r t i a l  W i t h d r a w a l s  

The b a s e  s c e n a r i o  assumed  • f r e e  p a r t i a l  w i t h d r a w a l  o f  $1 o f  

premiua per year. A series of four tests was performed to find 

out about the sensitivity of results to varying levels of partial 

withdrawals. The four tests assumed the following changes of 

assumptions from the base scenario: 

Test I: Full utilization of the 10% of premium free partial 

withdrawal each year. 

Test 2: No withdrawals. 

T e s t  3: Full utilization of free partial withdrawal, plus 21 of 

premium excess withdrawal each year. 

T e s t  4 :  Full utilization of free partial withdrawal each year, 

assuming 8 decreasing faders1 income tax rate. 

R e s u l t s  a r e  i l l u s t r a t e d  i n  &Fpsnd lx  iJ - Pages 12 t h r o u g h  ~5 and  

e r e  summar i zed  be low.  
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II 

, x h £ b L t  7 

V a r i a b l e  & n n u i t y  v s .  Mu tua l  Fund 
S e n s / t L v l t y  o f  P a r t i a l  W i t h d r a w a l  A s s u m p t L o n  

BrPv at Mutual Vund ~fteF-Tal Retuzsa 

Tins I 
I 

H o r i z o n  , T e s t  .1 ,, Tost~ :~ i T e s t  3 , T e s t  4 

5 Tears  I 

10 Tears 

1S T e a r s  

20 Tears 

Break-Even 
Tear 

. ( 4 6 9 )  
(159) 

224 

?66 

13 

(12) 
988 

2~3S2 
4,191 

6 

(Sgl) 
(421) 
( 2 3 4 )  

48 

20 

(457) 

(112) 

327 

464 

12 

Assuming that the policyholder withdraws the full 10t of premium 

each year which is available without incurring a surrender charge 

p e n a l t y  ( T e s t  1) i n c r e a s e s  t h e  b r e a k - e v e n  y e a r  f r o m  y e a r  ? t o  

year 13. A significant impact on results is also visible in the 

NPVs. After 20 years, the NPV i8 only ?66 as compared to an NPV 

of  2,478 under the base scenario. 

Converse ly ,  assuming t h a t  the  p o l i c ~ , h o l d e r  does n o t  ~ a k e  use o f  

t h e  f r e e  w i t h d r a w a l  p r i v i l e g e  a t  a l l  ( T e s t  2) d e c r e a s e s  t h e  

b r e a k - e v e n  y e a r  t o  y e a r  6 ,  t h e  e n d  o f  t h e  s u r r e n d e r  c h a r g e  

p e r i o d ,  l~PVs i n c r e a s e  r a p i d l y  u n d e r  t h i s  a s s u m p t i o n ,  r e a c h i n g  

a l m o s t  d o u b l e  t h e  NPV'8 o b t a i n e d  u n d e r  t h e  b a s e  s c e n a r i o .  

O b v i o u s l y ,  t h i s  c o m p a r i s o n  18 v e r y  f a v o r a b l e  f o r  v a r i a b l e  

a n n u i t i e s ,  t a k i n g  a d v a n t a g e  o f  t h e  f u l l  t a x  d e f e r r a l  a v a i l a b l e  
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until the policy is surrendered at the end of five, ten, fifteen 

o r  t w e n t y  y e a r s .  

T e s t  3 a s s u m e s  t h a t  t h e  p o l i c y h o l d e r  w i t h d r a w s  an a d d i t i o n a l  2t  

o f  premium e a c h  y e a r  above  t h e  f u l l  f r e e  p a r t i a l  w i t h d r a w a l .  

Both f e d e r a l  income t a x e s  and  s u r r e n d e r  c h a r g e s  e r e  a p p l i e d  t o  

t h e  e x c e s s  w i t h d r a w a l s ,  r e s u l t i n g  i n  • s h a r p  i n c r e a s e  o f  t h e  

b r e a k - e v e n  y e a r  f rom y e a r  13 ( T e s t  1) t o  y e a r  20, t h e  e n d  o f  t h e  

observation period. This t e s t  indicates that the variable 

annuity policyholder cannot withdraw the full annual increase in 

t h e  a n n u i t y  accoun t  v a l u e  ( i f  t h a t  i n c r e a s e  exceeds  t h e  f r e e  

partial withdrawal available) and still do better than with an 

investment in a mutual fund. Therefore, an investor who desires 

h i g h  a n n u a l  l i q u i d i t y  may be b e t t e r  o f f  i n v e s t i n g  i n  a m u t u a l  

fund which does not have any back-end loads. 

T e s t  4 i s  • m o d i f i c a t i o n  of  T e s t  1 t o  s ee  i f  a d e c r e a s i n g  p a t t e r n  

o f  m a r g i n a l  f e d e r a l  income t a x  r a t e s ,  which  may be a l i k e l y  

s c e n a r i o  f o r  an i n v e s t o r  c l o s e  t o  r e t i r e m e n t ,  has a s i g n i f i c a n t  

impact on t h e  r e s u l t s  o b t a i n e d  i n  T e s t  2.  

E x h i b i t  ? i n d i c a t e s  t h a t  such  i s  n o t  t h e  c a s e .  W h i l e  t h e  b r e a k -  

even  y e a r  d e c r e a s e s  f rom y e a r  13 t o  y e a r  12,  NPVs o n l y  i n c r e a s e  

s l i g h t l y  d u r i n g  t h e  f i r s t  f i f t e e n  y e a r s  and  a c t u a l l y  d e c r e a s e  a t  

t h e  end  o f  20 y e a r s  when compared t o  t h e  r e s u l t s  o b t a i n e d  i n  T e s t  

1.  
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(g) Changes  i n  Mutua l  Fund & s s u n p t i o n s  

F i n a l l y ,  two s e n s i t i v i t y  t e s t s  were p e r f o r m e d  t o  m e a s u r e  t h e  

L~pact  o f  a c h a n g e  i n  t h e  c h a r a c t e r i s t i c s  assumed fo= t h e  m u t u a l  

fund  c o m p e t i n g  w i t h  o u r  v a r i a b l e  a n n u i t y .  These c h a n g e s  a r e :  

Test 1: 5 t  o f  m u t u a l  f u n d  g r o s s  a n n u a l  r e t u r n  a r e  u n r e a l i z e d  

c a p i t a l  gains. 

Test 2: There  ks a 3t  s a l e s  l=md f o r  a l l  i n v e s t m e n t s  i n  t h e  

mutual f u n d .  

Results for these two tests are illustrated in &ppendlz B - Pages 

IG and 17 and are summarized below. 

E x h i b i t  • 

V a r i a b l e  A n n u l t j  v s .  M u t u a l  Yund 

BPV s t  M u t u a l  Fund & f r e t - T a x  R e t u r n  

Time H o = l z o n  

5 Tears 

T e s t  I 

10 T e a r s  

15 Tears 446 

20 T e a r s  

Break-Even Tear 

I II 

~]43) 
13 

14051 

10 

, T e s t  2 

46 

705 

1;593 

2.j 811 

5 
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While a l l  p r e v i o u s  t e s t s  h a v e  assumed t h a t  t h e  f u l l  a n n u a l  r e t u r n  

f o r  t h e  m u t u a l  f u n d  i s  i n  t h e  f o r J  o f  i n v e s t m e n t  l n c o n e  and  

r e a l i z e d  c a p i t a l  g a i n s  a n d  t h e r e f o r e  t a x a b l e  i n  f u l l  each  y e a r ,  

Test I assumes a certain proportion of the annual net return (5% 

to be exact) to occur in the form of unrealized capital gains, 

which are not taxed until the owner of the mutual fund withdraws 

a l l  o r  a p o r t i o n  o f  t h e  f u n d .  T h i s  a s s u m p t i o n  i n c r e a s e s  t h e  

b r e a k - e v e n  p e r i o d  f o r  t h e  v a r i a b l e  a n n u i t y  i n v e s t o r  t o  t e n  y e a r s ,  

wh i l e  d e c r e a s i n g  NPVs s i g n i f i c a n t l y .  T h u s ,  r e s u l t s  a r e  s e n s i t i v e  

to the proportion of annual mutual f u n d  returns which are 

unrealized capital gains and therefore not taxable until 

withdrawn. 

Anothe r  v a r i a t i o n  o f  t h e  a s s u m p t i o n s  u n d e r l y i n g  t h e  t y p i c a l  

mutual fund is illustrated in Test 2. While the b a s e  assumption 

for mutual funds is that the investor does not have to pay a 

front-end sales load, a signlflcant proportion of mutual funds do 

charge a sales load of 2% to 8% currently. To test the impact of 

such a sales load on NPVs and breakeven years, • 3% sales load on 

mutua l  f u n d s  was i n c l u d e d  i n  T e s t  2. 

R e s u l t s  i ~ p r o v e  s i g n i f i c a n t l y  f o r  t h e  v a r i a b l e  a n n u i t y  u n d e r  t h e  

assumptions of Test 2. The break-even year decreases from year 

seven to year five, and the NPV increases by about 14% after 20 

years, from 2,238 under the base scenario to 2,543 under the 

revised scenario. 
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O. J e r o  lrPVs Under V a r v i a a  Wi thd rawa l  Assumpt ions 

A second  s e r i e s  o f  t e s t s  was p e r f o r m e d  t o  s o l v e  f o r  t h e  c r i t i c a l  

a n n u a l  r a t e  o f  w i t h d r a w a l  f r o m  t h e  v a r i a b l e  a n n u i t y  wh ich  s e t s  

t h e  NPV t o  z e r o ,  o r  i n  o t h e r  w o r d s ,  l e a v e s  t h e  e x p e c t e d  a f t e r - t a x  

v a l u e  o f  b o t h  i n v e s t n e n t s  e q u a l .  The s e n s i t i v i t y  o f  t h i s  a n n u a l  

r a t e  o f  w i t h d r a w a l  was t e s t e d  u n d e r  d i f f e r i n g  f e d e r a l  income t a x  

and i n v e s t m e n t  r e t u r n  a s s u m p t i o r m .  The I n t e n t  o f  t h i s  a n a l y s i s  

i s  t o  g i v e  t h e  a n n u i t y  p u r c h a s e r  s o a e  i n d i c a t i o n  o f  t h e  l i q u i d i t y  

r i s k  I n h e r e n t  i n  t h e  p u r c h a s e .  

The following tests were p e r f o r m e d :  

(i) Annual rate of withdrawal which results ~n a zero NPV after 

5, 10, 15 or 20 years. 

(2) Zero  NPV a f t e r  20 y e a r s ,  a s suming  a h i g h e r / l o v e r  g r o s s  

a n n u a l  r e t u r n .  

(3) Zero  h~v a f t e r  20 y e a r s ,  a s suming  a h i g h e r / d e c r e a s i n g  

f e d e r a l  i n c o n e  t a x  r a t e .  

(4) Zero NPV a f t e r  10 y e a r s / 2 0  years ,  assuming a l owe r  g ross  

a n n u a l  r e t u r n  and d e c r e a s i n g  f e d e r a l  i n c o n e  t a x e s .  

R e s u l t s  f o r  t h e s e  t e s t s  e r e  I l l u s t r a t e d  i n  l p p e u d i z  C - P a g e s  1 

t h r o u g h  10 and s u m = a r i z e d  b e l o w .  
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Exhibit 9 shows results for the first set of tests performed: 

Ezhlb~t D 

V a r i a b l e  A n n u i t y  v s .  Mutua l  Fund 
Annua l  W i t h d r a w a l  (% Premium) which  s e t s  NFV t o  Z e r o  

After n Tears/Base Rssumntlons 

r l l  

t t  

Free Excess Total 
Annual Annual Annual 

n Tears Withdrawal Withdrawal Withdrawal 

20 10.00% 2.141 12.14% 

15 lO.OOt  0 . 9 8 t  1 0 . 9 8 t  

10 8 .61% 0.00% 8.61% 

5 

5 *  

./A 
0 . 4 8 t  

./A 
0.00% 0 .484  

Assuming a marginal federal income tax rate decreasing from 
31% initially to 28t after five years, and to 15t after I0 
years. 

As expected from the last section ( s e e  Exhibit 7 Test 3), to 

reach a zero NPV after 20 years, the annual withdrawal is 

slightly above 12% of premiums. In order to break even after 10 

years, the policyholder cannot take advantage of the full free 

annual withdrawal of 10t of premium each year. 

Using the base scenario assumptions, a break-even year of 6 

results even if no annual withdrawal is taken in any year (see 

Exhibit 7, Test 2). However, assuming a decreasing marginal 

federal income tax rate, the pollcybolder will break even in 5 

years if only a small annual withdrawal of no more than 0.48% of 
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premium ($48 in our example) is taken from the annuity each year 

( see  &ppend£x C - Page 4 ) .  

The next series of tests solves for the annual rate of withdrawal 

which sets the NPV to zero after 20 years, assuming varying gross 

annual returns and marginal federal income tax rates. The 

following results were obtained (see AppendlxC - Pages S through 

S). 

E x h i b i t  10 
V a r i a b l e  A n n u £ t y  T s .  M u t u a l  Fund 

T o t a l  A n n u a l  W i t h d r a w a l  (% P r e m l u a ) / V a r y £ n g  
Gross  Return & FIT Rate 

Z e r o  NPV After 20  Years 

E x c e s s  T o t a l  
Cha~ge f r o m  F r e e  A n n u a l  A n n u a l  A n n u a l  
B a s e  S c e n a r i o  W l t h d r a w s l  ; W i t h d r a w a l  W £ t h d r a w a l  

I 
| 

2 0 t  Gross r 
Return 10.00t ! 6.23% 16.23% 

1 2 t  G r o s s  I I 
Return , 7.80t ! O. 00% 7 • 80% 

31t Level FIT 
Rate I 10 .O0 t  2.37% 1 2 . 3 7 t  

Decreasing • 
F I T  Rate lO .OOt  

I 
1.20t II.20% 

Marglnal federal income tax rate decreasing from $1t 
initially to 28t after five years, end to 1St after 10 
years. 

Exhibit I0 illustrates that a change in the gross annual rate of 

return observed from the base scenario rate of 16t leads to a 
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s imi lar  change in the annual withdrawal rate which sets both 

investments equal after 20 years. Thus, s 4% increase Sn the 

gross annual rate of return from 16% to 20% increases the total 

annual withdrawal available from 12.14% to 16.23%, while a 4% 

decrease in the gross annual return, from 16% to 12%, decreases 

the resulting annual withdrawal rate from 12.14% to 7.S0%. 

An I n c r e a s e  i n  t h e  m a r g i n a l  f e d e r a l  i n c o m e  t a x  r a t e  f r o m  2 8 t  p e r  

y e a r  t o  31% p e r  y e a r  o n l y  s l i g h t l y  i n c r e a s e s  t h e  a n n u a l  

w i t h d r a w a l  a v a i l a b l e  f rom 12.14% o f  p r e m i u m  t o  12.37% o f  p r e m i u m ,  

while a decreasing marglnal federal income tax rate decreases the 

annual withdrawal available from 12.14% of premium to 11.20% of 

premium.  

Finally, two tests were performed under assumptions which, in the 

author's opinion, present a "most likely" scenario for the 1990s. 

With economies in s worldwide recession, gross annual investment 

returns may well be below those reached in the 1980s. Thus, a 

12% gross annual return may be more realistic for this decade. 

A l s o ,  a s  t h e  a v e r a g e  v a r i a b l e  a n n u i t y  i n v e s t o r  i s  c l o s e  t o  

r e t i r e m e n t ,  a g r a d u a l  d e c r e a s e  i n  t h e  m a r g i n a l  f e d e r a l  i n c o m e  t a x  

rate to the 15% tax bracket after 10 years c a n  be expected. 

Two t e s t s  w e r e  p e r f o r m e d ,  s o l v i n g  f o r  t h e  a n n u a l  r a t e  o f  

w i t h d r a w a l  w h i c h  s e t s  t h e  NPV t o  z e r o  a f t e r  10 y e a r s  o r  20 y e a r s  

u n d e r  t h e s e  " m o s t  l i k e l y "  a s s u m p t i o n s .  R e s u l t s  a r e  i l l u s t r a t e d  

i n  A p p e n d i x  C - P a g e s  t and  10 a n d  a r e  s u m m a r i z e d  b e l o w .  
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As E x h i b i t  11 d o c u m e n t s ,  t h e  t y p i c a l  v a r i a b l e  a n n u i t y  

p o l i c y h o l d e r ,  w i t h d r a w i n g  5% of  premium p e r  y e a r  w i t h o u t  

i n c u r r i n g  a s u r r e n d e r  c h a r g e ,  w i l l  do b e t t e r  t h a n  w i t h  an  

i n v e s t m e n t  i n  a m u t u a l  f u n d  u n d e r  t h e  "mos t  l i k e l y "  a s s u m p t i o n s ,  

i f  he o r  she  d o e s  n o t  s u r r e n d e r  t h e  c o n t r a c t  f o r  a t  l e a s t  10 

y e a r s .  An a n n u a l  w i t h d r a w a l  o f  5.05% o f  premium p e r  y e a r  

r e s u l t s  i n  a z e r o  N P V a f t e r  10 y e a r s ,  w h i l e  an ennui% F 

p o l i c y h o l d e r  w i t h d r a w i n g  7 . 3 2 t  o f  premium each  y e a r  w i l l  r e a c h  a 

z e r o  NPV a f t e r  20 y e a r s ,  u s i n g  t h e  "most  l i k e l y "  a s s u m p t i o n s .  

i . . . . . .  • , 

E x h i b i t  11 
V a r i a b l e  A n n u i t y  v s .  M u t u a l  Fund 

Zero WPV&fter n Tears/'Most L1kelT" XssumDtlons* 

m T e a r s  
F ree  A n n u s l  

W i t h d r a w a l  
ZxceJe 

Annua2 
W~thdrewel 

T o t a l  
A n n u a l  

W i t h d r a w a l  

20 7.32% Premlu: N/A 7.32t Premium 
I 
l 

I0 5.05t Premium N/A 5.05t Premium 

I I I L  

&ssuming • 12% g r o s s  a n n u a l  r a t e  o f  r e t u r n  and a m a r g i n a l  
f e d e r a l  i n c o m e  t a x  r a t e  which d e c r e a l e 8  from 31% i n i t i a l l y  
t o  28% a f t e r  S y e a r s  and  f i n a l l y  t o  1S % a f t e r  t e n  y e a r s .  

Thus ,  as  l o n g  a s  t h e  i n v e s t o r  is w i l l i n g  t o  s t a y  with t h e  

v a r i a b l e  a n n u i t y  c o n t r a c t  f o r  a t  l e a s t  10 y e a r s ,  t h e  a d v a n t a g e s  

o f  t a x  d e f e r r a l  o u t w e i g h  t h e  h i g h e r  a n n u a l  c h a r g e s  o f  t h e  a n n u i t y  

when assuming a 5% free annual withdrawal. 
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D. S u g a r 7  

For  an i n d i v i d u a l  i n v e s t i n g  i n  • v a r i a b l e  a n n u i t y ,  t h e  a d v a n t a g e s  

o f  t a x  d e f e r r e d  g e n e r a l l y  o u t w e i g h  t h e  h i g h e r  a n n u a l  c h a r g e s  

a s s e s s e d  on t h e  a n n u i t y  i f  t h e  i n d i v i d u a l  d o e s  n o t  s u r r e n d e r  t h e  

p o l i c y  f o r  • m i n i l u n u ~ b e r  o f  y e a r s .  

~ i l e t h i s  r e s u l t  i s  n o t  v e r y  ! mob a f f e c t e d  by  • change  i n  t h e  

a s s u m p t i o n s  f o r  s u r r e n d e r  ohargem, f e d e r a l  income t a x  r a t e s  a nd  

t a x  p e n a l t i e s ,  v a r y i n g  g r o s s  a n n u a l  r e t u r n s  and  e x c e s s  

w i t h d r a w a l s  can  s i g n i f i c a n t l y  Iml~ct the a f t e r - t a x  r e s u l t s  

o b t a i n e d  u n d e r  t h e  two i n v e s t m e n t s .  
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VXXX. DXBT]tXBUTXON 

1 .  D i s t r i b u t i o n  C~na--e l8  

V a r i a b l e  a n n u i t i e s  a r e  b e i n g  s o l d  t h r o u g h  v a r i o u s  d i s t r i b u t i o n  

c h a n n e l s .  T h e s e  l n c l u d e z  

(1 )  S t o c k M r o k e r ~ ,  

(2 )  Xgency f i e l d  f o r c e e  

(3 )  F i n a n c i a l  p l a n n e r s ,  

(4 )  Banks  and  t h r i f t s a  and  

(5)  D i r e c t  r e s p o n s e  m a r k e t i n g .  

S t o c k b r o k e r s  may I n c l u d e  r e g i o n a l  b r o k e r / d e a l e r s  a s  w e l l  a s  New 

York Stock Exchange (NYSE) me~r flrzs with a nationvide 

presence. 

Several companies are very successful In selling variable 

annuities exclusively through their agaa~ fiel4 force. Other 

companies are using their agents as one of various distribution 

o u t l e t s .  

Y l ~ a n © l a 2  p l a n n e r s  h a v e  b e e n  a b l e  t o  I n c r e a s e  t h e i r  ~ a r k e t s h a r e  

I n  t h e  v a r i a b l e  a n n u i t y  m a r k e t .  & few c o m p a n i e s  a r e  o f f e r i n g  n o -  

l o a d  p r o d u c t e ~  n a k i n g  them a p r o d u c t  o f  c h o i c e  f o r  f e e - b a a e d  

f i n a n c i a l  p l a n n i n g .  

229 



Banks and  t h r i f t s  have  been  a b l e  t o  s i g n  a g r e e m e n t s  w l t h  s e v e r a l  

companies, selling varlable annuities as an alternative to 

Certificates of Deposit (CD's}. 

D i r e c t  r e s p o n s e  n a r k e t i n g  i s  u s e d  b y e  few c o n p a n i e s  who a r e  

a f f i l i a t e d  w i t h  a m u t u a l  f u r ~ .  The m u t u a l  fund a c c o u n t h o l d e r s  

e r e  c o n t a c t e d  t h r o u g h  d i r e c t  B a l l .  I n  a d d i t i o n ,  t h e  v a r i a b l e  

a n n u i t i e s  a r e  a l s o  s o l d  s t  t h e  d i s c o u n t  b r o k e r a g e  o u t l e t s  o f  t h e  

m u t u a l  f u n d  f a m i l i e s .  

2. Karketeharee 

According t o  • recent survey on a representative sample of 

variable annuity products, the following were the marketshares by 

distribution channel in the first half of 1990: 

Regional brokers: 30% 

NYSE member flrmsz 2S% 

Career agents: 20% 

F i n a n c i a l  p l a n n e r s :  15% 

Banks and  t h r i f t s :  St 

D i r e c t  m a r k e t i n g z  2 t  

There h a s  b e e n  an  i n c r e a s e  i n  s a l e s  f o r  s e c u r i t i e s  f i r m s  s e l l i n g  

v a r i a b l e  a n n u i t i e s  (bo th  r e g i o n a l  and n a t l o n a l } ,  w h e r e a s  c a r e e r  

a g e n t s  a s  t h e  t r a d i t i o n a l  d i s t r i b u t i o n  c h a n n e l  a r e  l o s i n g  

m a r k e t s h a r e .  F i n a n c i a l  p l a n n e r s  have  been  a b l e  t o  g r a s p  a 
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c e r t a i n  p e r c e n t a g e  o f  t h e  m a r k e t ,  v i t h  b a n k s ,  t h r i f t s  and  d i r e c t  

mail companies only recent ly  enter ing the competit ion. 

3 .  ~ S E  Men~ar F i r J s  

Inc reas ing ly ,  insurance companies are s e l l i n g  t h e i r  v a r i a b l e  

a n n u i t i e s  t h r o u g h  n a t i o n a l  b r o k e r a g e  f i r m s  as  one o f  t h e i r  

d i s t r i b u t i o n  c h a n n e l s .  For  t h e  t o p  20 NYSE b r o k e r a g e  f i r e s ,  

t o t a l  i n d i v i d u a l  v a r i a b l e  a n n u i t y  premiums s o l d  i n  1989 amounted  

t o  $1 .8  b i l l i o n ,  o r  24 t  o f  t o t a l  i n d i v i d u a l  v a r i a b l e  • n n u i t y  

premiums o f  $7 .5  b i l l i o n .  For  1990,  premium p r o d u c t i o n  i s  

estimated a t  $2.8 b i l l i o n ,  represent ing • 28t marketsharee based 

on an  e s t i m a t e  of  $10 b i l l i o n  i n d i v i d u a l  v a r i a b l e  a n n u i t y  

premiums £n 1990. 

4.  Zmpect  o f  D i s t r i b u t i o n  C h a n n e l s  

The d i s t r i b u t i o n  o f  v a r i a b l e  a n n u i t i e s  a f f e c t s  b o t h  p r o d u c t  

d e s i ~  and cap i ta l  r e t i r e m e n t s  o f  the ~ssu I~  comp•ny. 

A. I m p a c t  on P r o d u c t  D e s i g n  

P r o d u c t s  s o l d  i n  t h e  s t o c k b r o k e r  m a r k e t  t y p i c a l l y  pa y  h i g h • r  

i n i t i a l  c o m m i s s i o n s  t h a n  t h o s e  s o l d  t h r o u g h  o t h e r  c h a n n e l s .  

Commis s ions  p l u s  d i s t r i b u t i o n  • l l o v a n c e s  l a y  r each  u p  t o  7 . 0 t  o f  

premium £n  t h e  f i r s t  y e a r .  Somet imes ,  l o w e r  i n i t i a l  c o m m i s s i o n s  

a r e  c o m b i n e d  w i t h  a d d i t i o n a l  a s s e t - b a a e d  t r a i l  c o m m i s s i o n s  i n  

r e n e w a l  y e • r 8  t o  improve  p e r s i s t e n c y .  S u r r e n d e r  c h • r g e s  on  t h e s e  

p r o d u c t s  may be l e v e l  f o r  up t o  f i v e  y e a r s  t o  pay f o r  t h i s  

c o m ~ i s s i o n  s t r u c t u r e .  
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V a r i a b l e  a n n u i t i e s  d i s t r i b u t e d  t h r o u g h  t h e  c o n p a n y ' s  a g e n c y  f o r c e  

u s u a l l y  pay  c o m m i s s i o n s  which a r e  l o v e r  i n  t h e  f i r s t  y e a r ,  b u t  

i n c l u d e  t r a i l  c o n m t s s l o n 8  i n  r enewa l  y e a r s  t o  reward  p e r s i s t e n c y .  

S u r r e n d e r  c h a r g e s  g r a d e  down over  a p e r i o d  of  s i x  t o  t e n  y e a r s .  

Fo r  p r o d u c t s  s o l d  t h r o u g h  f i n a n c i a l  p l a n n t r s ,  ba nks  o r  t h r o u g h  

d i r e c t  m a r k e t i n g ,  c o u i s s i o n 8  a r e  l o w e r  t h a n  f o r  t h e  o t h e r  

d i s t r i b u t i o n  c h a n n e l s .  I n  p a r t i c u l a r ,  o n l y  a s a l a r y  i s  p a i d  t o  

t h e  r e p r e s e n t a t i v e s  o f  m u t u a l  fund f a m i l i e s  s e l l i n g  v a r i a b l e  

a n n u i t i e s  t h r o u g h  d i r e c t  m a r k e t i n g .  T h e s e  lower  ¢ommis82ons  a r e  

passed on t o  t h e  consumers  t h r o u g h  l o v e r  o r  no s u r r e n d e r  c h a r g e s ,  

o f f e r i n g  a t t r a c t i v e  s u r r e n d e r  v a l u e s  e v e n  f o r  s h o r t - t e r l n  

i n v e s t o r s .  

B. C a p i t a l  R e u u i r e m e n t s  

Wi th  n o s t  v a r i a b l e  a n n u i t i e s  f e a t u r i n g  a b a c k - e n d  l o a d e d  des i~rn ,  

a l l  monies  p a i d  i n  a r e  d e p o s i t e d  t o  t h e  s e p a r a t e  a c c o u n t .  'X~i8 

Beans t h a t  a l l  c o n = l s s l o n s  and a c q u i s i t i o n  expenses  • r e  • cash  

s t r a i n  t o  t h e  i s s u i n g  company.  T h i s  c a s h  s t r a i n  may r e a c h  up  t o  

8 t  o f  premium ( p r e - t a x )  f o r  p r o d u c t s  • o l d  t h r o u g h  s t o c k b r o k e r s  

and  c a r e e r  a g e n t s ,  b u t  m a y b e  as  low &8 2 t  t o  3 t  f o r  v a r i a b l e  

a n n u i t i e s  s o l d  t h r o u g h  d i r e c t  r e s p o n s e .  The e f f e c t  o f  l u e d t a t e  

t a x  c r e d i t s  w i l l  r e d u c e  t h i s  s t r a i n  somewhat .  
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ZZ .  ADVANTAGES AND DISXDVP./~AGE$ 

&lthough  v a r i a b l e  a r m u i t i e s  o f f e r  numerous  a d v a n t a g e s  t o  b o t h  t h e  

I s su ing  co=pany and the  c o n t r e c t h o l d e r s ,  t h e r e  a re  a l s o  some 

dravbacks vh tch  Rust  be cons ide red  (see [ 1 0 ] ) .  

1. P o l i c y h o l d e r  

The a d v a n t a g e s  o f  b u y i n g  a v a r i a b l e  a n n u i t y  f o r  t h e  p o l i c y h o l d e r  

c an  be s u m = a r t z e d  a s  f o l l o w s :  

&. C o m b i n a t i o n  o f  I n s u r a n c e  and l n v e s t = e n t  

V a r i a b l e  a n n u i t i e s  o f f e r  t h e  c o n t r a c t h o l d e r  t h e  o p p o r t u n i t y  o f  

i n v e s t i n g  i n  m u t u a l  f u n d s  w i t h  a f u l l  ~ u e r a n t e e  o f  t h e  p r l n c £ p a l  

I n v e s t e d  (GMDB) I n  c a s e  o f  d e a t h .  T h i s  g u a r a n t e e  i s  o n l y  

a v a i l a b l e  t h r o u g h  t h e  p u r c h a s e  of  an I n s u r a n c e  c o n t r a c t .  

B. Power o f  Tax ~ f e r r a l  

X l l  i n v e s t m e n t  £nco=e and  c a p i t a l  g a i n s  a c c u = u l a t e  t a x - f r e e  u n t i l  

t h e  b e g i n n i n g  o f  t h e  a n n u t t t = a t i o n  p e r i o d  o r  a ny  p a r t i a l  o r  f u l l  

s u r r e n d e r s .  I n  a d d i t i o n  t o  t h a t ,  a l l  t r a n s f e r s  be tween  t h e  

v a r i o u s  i n v e s t m e n t  o p t i o n s  do n o t  i n c u r  a n y  t a x e s ,  e i t h e r .  

For  s u r r e n d e r s  b e f o r e  age  59%, a d d i t i o n a l  t a x  p e n a l t l e s l a y  

o f f s e t  t h e  b e n e f i t s  o f  t ~ I s t ~ x - f r e e o o z p o u n d i n g  f e a t u r e .  On 

t h e  o t h e r  band ,  any  I n c r e a s e  I n  f e d e r a l  e n d  s t a t e  t n c o : e  t a x e s ,  a 

l i k e l y  p o s s i b i l i t y  g i v e n  t h e  s i z e  o f  t h e  c u r r e n t  b u d g e t  d e f i c i t ,  
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v o u l d  f u r t h e r  enhance  t h e  v a l u e  o f  t h i s  t a x - f r e e  compounding  

f e a t u r e .  

c .  

Enhanced  p a r t i a l  v l t h d r a v a l  f e a t u r e s  a l l o y  t h e  c o n t r a c t h o l d e r  t o  

v t t h d r a v  • p o r t i o n  o f  t h e  a c c o u n t  v a l u e  e a c h  y e a r  v t t h o u t  

s u r r e n 4 e r i n g  t h e  c o n t r a c t : .  

D. F l e x i b i l i t y  

A f t e r  t h e  i n i t i a l  c o n s i d e r a t i o n  i s  paid~ t h e r e  I s  no o b l i g a t i o n  

t o  pay any  f u r t h e r  p remiums ,  l e a v i n g  t h e  c o n t r a c t h o l d e r  t h e  

d e c i s i o n  as  t o  vhen and  how much a d d i t i o n a l  p remium he o r  she  

v o u l d  l i k e  t o  pay .  

F u r t h e r m o r e ,  t r a n s f e r s  ~ e t v e e n  t h e  v a r i o u s  i n v e s t B e n t  d i v i s i o n s  

e l l o v  t h e  c o n t r a c t h o l d e r  t o  c u s t o m i z e  t h e  v a r i a b l e  a n n u i t y  

a c c o r d i n g  t o  h i s  ov~ r i s k  p r e f e r e n c e .  T y p i c a l l y w  y o u n g e r  

~ n v e s t o r s  a r e  w i l l i n g  t o  t a k e  more r i s k ,  w h i l e  £ n v e s t o r s  a t  o r  

n e a r  r e t i r e m e n t  a r e  l o o k f n g  f o r  Bore s a f e t y .  

Z. I n v e s t m e n t  P r o a r e u s  

The a v a i l a b i l i t y  o f  a s e r i e s  o f  funds,  c o u p l e d  v i t h  a t t r a c t i v e  

~nves t~ent  p rog ress  e enab Iea  t he  i n v e s t o r  t o  i n c r e a s e  r e t u r n s  on 

a l o n g - t e r m  i n v e s t n e n t .  ~ s e t - a l l o c a t t o n  f u n d s  a l l o w  t h e  

c o n t r a c t h o l d e r  t o  u se  t h e  e x p e r i e n c e  o f  p r o f e s s i o n a l  l n v e s t n e n t  

~ a n a g e r s  i n  Bak ing  l n v e s t n e n t  d e c i s i o n s .  F i n a l l y ,  f l u c t u a t i o n s  
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I n  t h e  u n d e r l y i n g  a c c o u n t  v a l u e s  c an  be  m i t i g a t e d  t h r o u g h  payment  

o f  p remiums  a t  r e g u l a r  i n t e r v a l s .  

F. Financial Securltv 

A l l  a s s e t s  i n  t h e  s e p a r a t e  a c c o u n t  a r e  kep t  s e p a r a t e  from t h e  

i n s u r a n c e  c o m p a n y ' s  a s s e t s ,  a n d  t h e r e f o r e  a r e  n o t  a v a i l a b l e  t o  

pay  t h e  i n s u r a n c e  c o m p a n y ' s  o t h e r  l i a b i l i t i e s .  However ,  t h e  

b u y e r  i s  s t i l l  r e l y i n g  on  t h e  i n s u r e r  t o  pay a d e a t h  b e n e f i t  t h a t  

may exceed the  account  b a l a n c e .  

G. E s t a t e  P l a n n i n a  Too l  

S ince  t a x e s  a re  more s i g n i f i c a n t  than  i n f l a t i o n ,  v a r i a b l e  

a n n u i t i e s  are s good i n s t r ~ e n t  f o r  accumu la t i ng  f unds  a t  

retirement. Combined with an irrevocable trust and second-to-dle 

life insurance, variable annuities can be used a s  a valuable 

e s t a t e  p l a n n i n g  t o o l .  

V a r i a b l e  a n n u i t i e s ,  g i v e n  t h e  power o f  t a x - f r e e  compound ing ,  l a y  

a l s o  b e  u s e d  t o  fund  t h e  c o s t  o f  f u t u r e  e d u c a t i o n  f o r  c h i l d r e n .  

A c c u m u l a t i n g  f u n d s  f o r  15 t o  20 y e a r s  Lay Lore  t h a n  compensa te  

f o r  t h e  a d d i t i o n a l  10t  t a x  p e n a l t y  upon e a r l y  w i t h d r a w a l  o f  

f u n d s .  

Z. O u a l - t e r l y  Repor ts  

Every  q u a r t e r ,  t h e  c o n t r a c t h o l d e r  rece i ves  an a c c o u n t  s ta tement ,  

s h o v i n g  a summary o f  t r a n s a c t i o n s  d u r i n g  the  p r e v i o u s  q u a r t e r .  
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Soma o f  t h e  d r a v b a c k s  a s s o c i a t e d  v l t h v a r l a b l e  a n n u i t i e s  are= 

C o n t r a r y  t o  a f i x e d  a n n u i t y ,  t h e  p o l i c y h o l d e r  b e a r s  t h e  

i n v e s t m e n t  r i s k  f o r  e l l  p o n i e s  L n v e s t e d  / n  t h e  s e p a r a t e  a c c o u n t .  

& l t h o u g h  s t o c k s  and  bonds  have h i s t o r i c a l l y  b e a t e n  i n f l a t i o n  i n  

l o n g - t e r ~  r e t u r n s ,  t h e  s t o c k  l a r k e t  c r a s h  of  1987 i s  a v i v i d  

example  f o r  p o s s i b l e  f l u c t u a t i o n s  i n  s h o r t - t e r ~  r e t u r n s  t o  t h e  

i n v e s t o r .  I n a d e q u a t e  d i v e r s i f i c a t i o n  may a l s o  l e a d  t o  p o o r  

i n v e s t m e n t  r e t u r n s  i n  a v a r i a b l e  a n n u i t y .  

B. H i a h a r k n n u a l  Fees  

Compared t o  m u t u a l  f u n d s ,  where a n n u a l  e x p e n s e s  a r e  t y p i c a l l y  i n  

t h e  I t  r ange~  v a r i a b l e  a n n u i t y  c o n t r a c t h o l d e r s  pay  a n  a v e r a g e  o f  

2 t  i n  a n n u a l  c h a r g e s .  For  t h i s  a d d i t i o n a l  I t  i n  a n n u a l  c o s t a  t h e  

a n n u i t y  owner  r e c e i v e s  t h e  t a x  p r o t e c t i o n  and t h e  u n i q u e  

g u a r a n t e e  o f  p r i n c i p a l  on d e a t h .  

C. ]bona-term Investment  

S u r r e n d e r  c h a r g e s  i n  t h e  i n i t i a l  c o n t r a c t  y e a r s  and  a d d i t i o n a l  

t a x  p e n a l t i e s  upon  v i t h d r a v a l  o f  f u n d s  b e f o r e  age  59~ r e q u i r e  s 

l o n g - t e r m  c o u i t ~ e n t  by  t h e  owner o f  s v a r i a b l e  a n n u i t y .  

D. L i m i t e d  I n v e s t m e n t  O v t t o n s  

Soae  v a r i a b l e  a n n u i t y p r o d u c t s l a y  o n l y  o f f e r  a c h o i c e  o f  t h r e e  

t o  f o u r  f u n d s  v i t h o u t  any s i g n i f i c a n t  t r a c k  r e c o r d ,  managed by a 

subs id ie r~ ,  c f l ~ e  insurance  conpany, lk'nen D u t u a l  f u n d  f a m i l i e s  
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a r e  o f f e r e d  t h r o u g h  • v a r i a b l e  annui ty ,  u s u a l l y  n o t  • 1 1  

t n v e s t B e n t  o p t i o n s  e r e  a v a i l a b l e  f o r  a n  i n v e s t m e n t .  

A l though  a l l  v a r i a b l e  a n n u i t i e s  o f f e r  a c one y  e a r k e t  o p t i o n  f o r  

l i q u i d i t y  a n d  s a f e t y ,  n o t  a l l  p r o d u c t s  a r e  o f f e r i n g  • f i x e d  

o p t i o n  a s  • n  a l t e r n a t i v e  t o  t h •  v a r i a b l e  I n v e s t m e n t  o p t i o n s  i n  

t ~ e s  o f  u n c e r t a i n  f i n a n c i a l  ~ a r k e t s .  

2 .  I n f o r = a t i o n  on I n v e s t m e n t  P e r f o r m a n c e  

C o n t r a r y  t o  p u b l i c  m u t u a l  f u n d s ,  c o n t r a c t h o l d e r s  who a r e  

i n t e r e s t e d  i n  t h e  p e r f o r m a n c e  o f  t h e  s e p a r a t e  a c c o u n t  f u n d s  w i l l  

n o t  be  a b l e  t o  g e t  t h i s  d a t a  f rom d a i l y  newspapers. I n s t e a d ,  

t h e y  have  t o  buy  f i n a n c i a l  s a g a z l n e s  s u c h  a s  UBarron~s"  t o  f i n d  

p e r f o r m a n c e  d a t a  d u r i n g  t h e  t J ~ e  I n t e r v a l  be tween  two q u a r t e r l y  

r e p o r t s .  

2. I n s u r a n c e  Company 

V a r i a b l e  a n n u i t i e s  a r e  a t t r a c t i v e  f o r  I n s u r a n c e  c o m p a n i e s  f o r  t h e  

f o l l o w i n g  r e a s o n s :  

~ .  ~o I n v e s t m e n t  R isk  on S e p a r a t e  Account  & s s e t l  

C o n t r a r y  t o  f i x e d  a n n u i t i e s ,  t h e  ¢ o n t r a c t h o l d e r b e a r a  t h e  e n t i r e  

£ n v e s t n e n t  r i s k  on a l l  a s s e t s  i n v e s t e d  i n  t h e  s e p a r a t e  a c c o u n t .  

I n s u r a n c e  c o m p a n i e s  a r e  l i a b l e  o n l y  t o  t h e  e x t e n t  a n y  v a r i a b l e  

a n n u i t y  a s s e t s  a r e  I n v e s t e d  I n  t h e  f i x e d  o p t i o n .  T h i s  I n v e s t m e n t  

r i s k  i s  l i m i t e d  t h r o u g h  s e v e r e  r e s t r i c t i o n s  on w i t h d r a w a l s  from 

t h e  f i x e d  o p t i o n .  
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B. P a r t i c i p a t i o n  i n  Mutual  Fund B u s i n e s s  

Mutual  f u n d  a s s e t s  i n c r e a s e d  t e n f o l d  d u r £ n g  t h e  1 9 8 0 ' s ,  f rom 

u n d e r  $100 b i l l i o n  o f  a s s e t s  In  19?9 t o  J u s t  u n d e r  $1 t r i l l i o n  i n  

1989.  25~ o f  a l l  h o u s e h o l d s  ovned m u t u a l  f u n d s  a t  t h e  end o f  

1989.  V a r i a b l e  a n n u i t i e s  e n a b l e  i n s u r a n c e  c o m p a n i e s  t o  

p a r t i c i p a t e  In  t h i s  g r o w i n g  ~ a r k e t .  

c .  F a r t i c i ~ a t i o n  i n  Grov ina  I n s u r a n c e  Marke t  Segment  

O f f e r i n g  v a r i a b l e  a n n u i t i e s  i s  one a l t e r n a t i v e  f o r  i n s u r a n c e  

c o m p a n i e s  t o  p a r t i c i p a t e  i n  t h e  a n n u i t i e s  m a r k e t ,  t h e  f a s t e s t  

g r o w i n g  s e g m e n t  o f  t h e  l i f e  I n s u r a n c e  lndustrF. Whi le  s t  t h e  end 

Of 1979,  a n n u i t i e s  h e l d  • ~ a r k e t  s h a r e  o f  o n l y  21~ o f  t o t a l  l i f e  

i n s u r a n c e  p r e m i u m s ,  t h i s  s h a r e  has  i n c r e a s e d  t o  40% a t  t h e  end  o f  

1989. A p p r o x i m a t e l y  one  q u a r t e r  o f  a l l  a n n u i t y  p r e n i u m s  a r e  f o r  

v a r i a b l e  c o n t r a c t s .  I n  p a r t i c u l a r ,  when f i x e d  income r a t e s  a r e  

l c v j  v a r i a b l e  a n n u i t i e s  o f f e r  an a t t r a c t i v e  a l t e r n a t i v e  t o  

t r a d i t i o n a l  d e f e r r e d  a n n u i t i e s .  

D. L u c r a t i v e  f o r  S a l e s  Fo rce  

V a r i a b l e  a n n u i t i e s  e n a b l e  • g e n t s ,  b r o k e r s  and f i n a n c i a l  p l a n n e r s  

t o  c o m p l e t e  t h e i r  p o r t f o l i o  o f  p r o d u c t s  v i t h  an a t t r a c t i v e  l o n g -  

t a r 1  t a x - d e f e r r e d  I n v e s t m e n t ,  which c a n  b e  u s e d  a s  a s a v i n g s  

v e h i c l e  f o r  r e t i r e m e n t ,  an  e s t a t e  p l a n n $ n g  t o o l  o r  t o  f u n d  

c h i l d r e n e s  c o l l e g e  e d u c a t i o n  c o s t s .  
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E. O u t s i d e  I n v e s ~ = e n t  A d v i s o r s  

By s i g n i n g  up  w a l l  known £ n v a s t a e n t  s a n a g e r a  f o r  t h e  m a n a g e s e n t  

of the funds offered, slaller, less known insurance companies are 

able to sake fast inroads into the market, using the proven track 

r e c o r d  of  t h e  i n v e s t m e n t  manager  a s  8 s a l e s  t o o l .  

F.  A n n u a l F e e s  on & s ~ e t s  

I n s u r a n c e  compan ies  r e t a i n  an  a n n u a l  f e e  o f  a p p r o x i m a t e l y  2 t  o f  

a s s e t s  from t h e  a c c o u n t ,  an  a z o u n t  which g rows  p r o p o r t i o n a t e l y  

w i t h  t he  a s s e t s  each y e a r .  

There  a r e  a l s o  a number  o f  d rawbacks  f o r  t h e  i n s u r a n c e  company i n  

c o n j u n c t i o n  w i t h  the  i s suance  o f  v a r i a b l e  a n n u i t i e s :  

A. Start-up Ex-oensea 

Since most products offered today feature a back-end loaded 

d e s i g n  f o r  c o m p e t i t i v e  r e a s o n s ,  a l l  m o n i e s  p a i d  i n  by t h e  

c o n t r a c t h o l d e r  a r e  t r a n s f e r r e d  t o  t h e  a c c o u n t  o p t i o n s  s e l e c t e d .  

I n  r e a l i t y ,  t h i s  means t h a t  a l l  expenses  a n d  c o m m i s s i o n s  

a s s o c i a t e d  w i t h  t h e  i s s u a n c e  o f  t h e  c o n t r a c t s  m u s t  be  p a i d  o u t  o f  

t h e  l n s u r e r l s  f u n d s ,  t h u s  g e n e r a t i n g  an I n i t i a l  c a s h  s t r a i n  o f  up  

t o  10t  o f  c o n s i d e r a t i o n s  p a i d .  

C o n t r a r y  t o  f i x e d  a n n u i t i e s ,  v a r i a b l e  a n n u i t i e s  r e q u i r e  an  

a d m i n i s t r a t i o n  s y s t e m  c a p a b l e  o f  h a n d l i r ~  f l e x i b l e  p r e ~ i u ~ s ,  

d a i l y  c a l c u l a t i o n  o f  a c c o u n t  v a l u e s  end t h e  o c c u r r e n c e  o f  p a r t i a l  
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w i t h d r a w a l  a t  ~ r r e g ~ l e r  ~ n t e z ~ a l s °  ~rhls e d ~ l n i m t r a t i o n  p ro~e88  

Bay be  p e r f o r n a d  i n - h o u m e  o r  t h r o u g h  an o u t s i d e  t h i r d - p a r t y  

a d m i n i s t r a t o r  (TP&)w w i t h  cos ts  s i g n i f i c a n t l y  exceeding those o f  

t r a d i t i o n a l  a n n u i t i e s .  D e l i v e r y  o f  a p r o s p e c t u s  and t h e  B a i l i n g  

o f  q u a r t e r l y  a c c o u n t  s t a t e m e n t 8  f u r t h e r  add t o  t h e  c o s t s  o f  

8 d n l n i s t r e t i n g  t h e  c o n t r l c t s .  

C. Nora C o m p l i c a t e d  

B e f o r e  a g e n t s  and b r o k e r s  c a n  s e l l  a v a r i a b l e  a n n u i t y ,  t h e y  have  

t o  be a b l e  t o  u n d e r s t a n d  t h e  p e r t i n e n t  p r o d u c t  f e a t u r e s  

t h e = s e l v e s ,  which  r e q u i r e s  more t r a i n i n g  and e d u c a t i o n  t h a n  f o r  

t r a d i t i o n a l  a n n u i t i e s .  I n  a d d i t i o n ,  t h e  v i s i b i l i t y  o f  t h e  

c o n t r a c t  c h a r g e s  and l o a d s ,  a s  w e l l  as  t h e  n e c e s s i t y  o f  o b t a i n f n g  

an  NASD l i c e n s e  c o n t r i b u t e  t o  t h e  f a c t  t h a t  many a g e n t s  and  

b r o k e r s  a r e  n o t  i n t e r e s t e d  i n  s e l l i n g  v a r i a b l e  a n n u i t i e s  t o  t h e i r  

c l i e n t s .  

D. R e a u l a t i o n  

As p r e v i o u s l y  d i s c u s s e d ,  i n s u r a n c e  c o n p a n i e s  h a v e  t o  go t h r o u g h  

an  o n e r o u s  r e g i s t r a t i o n  p r o c e s s  b e f o r e  t h e y  c a n  s t a r t  s e l l i n g  

v a r i a b l e  a n n u i t i e s ,  l n c l u d ~ g  

(1) l ~ e g l s t r a t i o n  o f  p r o d u c t  a s  a s e c u r i t y  ( s E e ) ,  

(2) C o = p l y i n g  w i t h  modal  r e g u l a t i o n  ( S t a t e s ) •  a nd  

(3) L i c e n s i n g  r e q u i r e m e n t 8  f o r  a g e n t s  (HASD). 
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Z. GKDB R i s k  

Z n s u r a n c e  compan ie s  a r e  l i a b l e  f o r  t h e  r e t u r n  o f  t h e  

c o n t r a c t h o l d e r ' e  i n v e s t m e n t  i n  c a s e  o f  d e a t h  d u r i n g  t h e  

accumulation phase. 

F.  ~ n s u r a n c e  Co~nanv R a t i n o  

The r a t i n g  o f  t h e  I n s u r a n c e  c o m p a n y ' s  c l a i m s  p a y i n g  a b i l i t y  may 

become an  I s s u e  f o r  s e v e r a l  r e a s o n s z  

A b i l i t y  t o  s i g n  up n a t i o n a l  b r o k e r / d e a l e r s  f o r  t h e  

d i s t r i b u t i o n  of  t h e  p r o d u c l ~  

A b i l i t y  t o  s i g n u p  v e i l  known o u t s i d e  i n v e s t m e n t  

a d v i s o r s .  

For  i n s u r a n c e  compan ies  w i t h  a n  I n s u f f i c i e n t  r a t i n g ,  t h e  above 

considerations may present s i g n i f i c a n t  problems In  the launching 

o f  a v a r i a b l e  a n n u i t y .  
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Z .  RECENT SALES RESULTS 

V a r i a b l e  a n n u i t i e s  have  no t  been  a b l e  t o  i n c r e a s e  t h e i r  

marketshare in recent years, according t o  statistics published by 

the Auerlcan Councll of Life Insurance (ACLI) Fact Book. In 

particular, the impact of TEFRA (1982) and the stock market crash 

o f  1987 h a v e  had a damperlng l l p a c t  on s a l e s .  

Year 

l g G T t  
1970 
l g?S  
1980 
2981 
1982 
1983 
1984 
1985 
1986 
l g 8 7  
1988 

V a r i a b l e  3 = n u i t v  Premiu=s 1967-1t80 

( $ X i l l i o n s )  

V a r i a b l e  k u n u i t y  Premiums 

I n d i v i d u a l  

$o.o 
0 . 1  
0 . 5  
1 . 0  
1 . 9  
2 . 6  
2 . 6  
2 . 0  
3 . 0  
5 . 3  
6 . 7  
4 . S  

Source: 

Group T o t a l  

$o.1 $o.x 
0 . 3  0 . 4  
1 . 1  1 . 6  
1 . 5  2 . 5  
1 . S  3 . 4  
1 . 3  3 . 9  
1 . 4  3 . 0  
2 . 1  4 . 1  
1 . S  4 . S  
2 . 8  8 . 1  
2 . 7  9 . 3  
2 . 6  7 . 2  

~ e r i c a n  Counc i l  o f  L i f e  

T o t a l  
Annui ty  

Premiuas  

$ 2 . 7  
3 . ?  

1 0 . 2  
2 2 . 4  
2 7 . 6  
3 4 . 6  
3 0 . 5  
4 2 . 9  
5 3 . 9  
8 3 . 7  
8 8 . 7  

1 0 ] . 3  

V a r i a b l e  / 
i o f  T o t a l  

A n n u i t y  P r e m i s s  

St  
10 
16 
11 
12 
21 
10 
10 

I 
10 
10 

? 

I n s u r a n c e  Fac t  Book. 

* P r i o r  y e a r s  no t  a v a i l a b l e  
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Nowever, i t  mus t  b e m o t e d  t h a t  ACLI s t a t i s t i c s  do n o t  I n c l u d e  

f r a t e r n a l  i n s u r a n c e  compan i e s  and i n s u r a n c e  s u b s i d i a r i e s  o f  

Canadian companies operating in the U.S. 

A c c o r d i n g  t o  t h e  A.](. B e s t  i n s u r a n c e  company d a t a b a s e ,  n i n e t y  

i n s u r a n c e  compan i e s  r e p o r t e d  • t o t a l  o f  $12.S  b i l l i o n  f o r  

i n d i v i d u a l  and  g roup  a n n u i t i e s  c o m b i n e d  An t h e  y e a r  198S# f o r  a 

r a t i o  o f  20.6% o f  v a r i a b l e  t o  t o t a l  a n n u i t y  premiU~So Da ta  f rom 

the Life Insurance Marketing and Research Association (LIMRA} 

Indlcatea that variable annuities accounted for approximately 23% 

o f  a l l  a n n u i t y  premiums i n  t h e  U.S.  i n  1989, ba se d  on a s u r v e y  o f  

42 t o p  s e l l e r s  o f  a n n u i t i e s .  

F i n a l l y ,  d a t a  from t h e  T l l l / n g h a s t  VALUE s u r v e y  shows t h a t  

v a r i a b l e  a n n u i t y  premiums i n c r e a s e d  b y  33% i n  t h e  f i r s t  q u a r t e r  

o f  1990 a s  compared t o  t h e  same p e r i o d  a y e a r  ago,  w i t h  t o t a l  

i n d i v i d u a l  v a r i a b l e  a n n u i t y  premiums e s t i m a t e d  a t  $10 b i l l i o n  f o r  

1990. 

These r e s u l t s  i n d i c a t e  a n  u p t r e n d  f o r  v a r i a b l e  a n n u i t i e s  An 

r e c e n t  y e a r s .  The p r i m a r y  r e a s o n s  f o r  t h e s e  s a l e s  i n c r e a s e s ,  a t  

a t i m e  when t h e  o v e r a l l  l i f e  i n s u r a n c e  m a r k e t  has  s l o w e d  down i n  

g rowth ,  a r e  t h e  e n a c t m e n t  o f  TM(RA i n  1988,  t h e  r a p i d  r e c o v e r y  o f  

t h e  s t o c k  D a r k e r  s i n c e  t h e  c r a s h  o f  2987 and t h e  i n t r o d u c t i o n  o f  

I n n o v a t i v e  p r o d u c t s  t o  t h e  marke t ,  ©oup led  w i t h  t h e  d e v e l o p m e n t  

o f  a l t e r n a t i v e  d i s t r i b u t i o n  c h a n n e l s  l i k e  f i n a n c i a l  p l a n n e r s ,  

banks  and d i r e c t  r e s p o n s e  m a r k e t i n g .  
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XX. OTHER NON-TRADITIONAL ANNUITIES 

1. U n i t e d  B a s t e s  

I n  r e c e n t  y e a r s ,  s e v e r a l  p r o d u c t s  have b e e n  d e v e l o p e d  v t t h  

p r o d u c t  f e a t u r e s  t h a t  a r e  o u t s i d e  t h e  s c o p e  o f  t h e  t r a d i t i o n a l  

f i x e d  a n n u i t y .  P m o n g t h e m  a r e  t h e a a r k e t  v a l u e  a d j u s t e d  (MV&) 

a n n u i t y ,  a n n u i t i e s  w i t h  w i n t e r e s t - o n l y "  a d j u s t m e n t s  and 

guaranteed equity annuities. 

A. M a r k l t  Va lue  A d j u s t e d  A n n u i t i e s  

L ike  a t y p i c a l  f i x e d  a n n u i t y ,  an  MV& a n n u i t y  f u l l y  G u a r a n t e e s  

ca sh  s u r r e n d e r  v a l u e s  a t  t h e  end  of  t h e  c u r r e n t  i n t e r e s t  r a t e  

g u a r a n t e e  p e r i o d .  U n l i k e  a t y p i c a l  f i x e d  a n n u i t y ,  however ,  an  

M V A a n n u i t y  o r  B o d i f i e d  g u a r a n t e e d  a n n u i t y  (MGA} c o n t a i n s  • 

f o r w u l a  a d j u s t m e n t  t o  s u r r e n d e r  v a l u e s  b e f o r e  D a t u r i t ¥  t o  r e f l e c t  

c u r r e n t  m a r k e t  c o n d i t i o n s .  When I n t e r e s t  r a t e s  on new m o n i e s  s t  

t h e  t i m e  o f  s u r r e n d e r  a r e  h i g h e r  t h a n  t h e  c o r r e s p o n d i n g  r a t e s  a t  

the time the policy was issued, cash surrender values are 

a d j u s t e d  downward from r e g u l a r  s u r r e n d e r  v a l u e s ,  end v i c e  v e r s a .  

The a d j u s t m e n t  f o r m u l a  i s  d e s i g n e d  t o  t r a c k  t h e  ~ s r k e t  v a l u e  o f  

t h e  u n d e r l y i n g  a s s e t s  a s  i n t e r e s t  r a t e s  r i s e  o r  f a l l .  

l q ~ ' s  t M p i c a l l y  p r o v i d e  c u r r e n t  i n t e r e s t  g u a r a n t e e  p e r i o d s  o f  up  

t o  t e n  y e a r s .  The  p r o d u c t  mus t  be  r e g i s t e r e d  w i t h  t h e  SEC a s  a 

s e c u r i t y  under  t h e  1933 ~ d  1934 Acts .  MC~ p roduc t  assets  a re  

g e n e r a l l y  h e l d  i n  a s e p a r a t e  a c c o u n t ,  a n d  c a r r i e d  a t  marke t  v a l u e  
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i n  t h e  a n n u a l  s t a t e m e n t .  N e i t h e r  t h e  MVA a n n u i t y  n o r  any  

s e p a r a t e  a c c o u n t  a s s o c i a t e d  w i t h  i t  needs  t o  b e  r e g i s t e r e d  u n d e r  

t h e  1940 A c t ,  however .  

MGA's arm becoming  P o p u l a r  wi th  i n s u r a n c e  c o m p a n i e s  f o r t  he  

f o l l o w i n g  r easonm:  

[1) F a c i n g  i n c r e a s i n g  v o l a t i l i t y  o f  t h e  f i n a n c i a l  m a r k e t s ,  

g u a r a n t e e s  a r e  now more l I p o r t a n t  t o  c o n s u m e r s .  

(2) I n s u r a n c e  compan ies  e r e  a b l e  t o  m i n i m i z e  I n v e s t m e n t  r i s k  a s  

v e i l  a s  o f f e r  more a t t r a c t i v e  I n t e r e s t  g u a r a n t e e s .  

(3) Longer  i n t e r e s t  g u a r a n t e e s  can  be o f f e r e d .  

(4) With h i g h e r  v a l u a t i o n  r a t e s ,  s u r p l u s  s t r a i n  can  be r e d u c e d  

below t h a t  o f  a t r a d i t i o n a l  f i x e d  a n n u i t y .  

MGA p r o d u c t s  c u r r e n t l y  s o l d  p r i m a r i l y  use  g r o u p  t r u s t  s t r u c t u r e s ,  

b e c a u s e  a p p r o v a l  u n d e r  s t a t e  i n s u r a n c e  l aws  i s  p o s s i b l e  i n  a few 

s e l e c t e d  s t a t e s  o n l y  ( e . q .  CT, NY, WI). R e c e n t l y ,  t h e  A C L I h a s  

b e e n  more a c t i v e l y  supporting NAIC model r e g u l a t i o n  a p p r o v a l s  

f o r  MGAta. T h e r e f o r e ,  one w o u l d  e E p e ~ t o  s e e  s t a t e  r e g u l a t o r y  

o b s t a c l e s  d i m i n i s h  o v e r  t i m e .  
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B. Annuities v l t h  I n t e r e s t - O n l y  A d j u s t m e n t s  

SoDa a n n u i t i e s  f e a t u r e  i n t e r e s t  g u a r a n t e e s  wh i c h  c o n t a i n  f o r B u l a s  

t o  a d j u s t  f o r  t h e  c u r r e n t  i n t e r e s t  e n v i r o n m e n t .  I f  t h e s e  

f o r a u l a s  o n l y  a f f e c t  t h e  I n t e r e s t  r a t e s  c r e d i t e d e  t h e y  a r e  n o t  

c o u p l e t s  D a r k e r  v a l u e  a d ~ u s t l e n t s .  I n s t e a d ,  t h e y  a r e  c a l l e d  

" I n t e r e s t - o n l y "  a d j u s t ~ e n l : s .  

~ n n u i t i e s  v i t h  t h i s  d e s i g n  h a v e  r e c e i v e d  a p p r o v a l  An e o s t  s t a t e s .  

&leoe I t  a p p e a r s  t h a t  t h e y  do n o t  need  SEC r e g i s t r a t i o n  Af t h e  

I n t e r e s t  g u a r a n t e e s  a r e  a t  l e a s t  one  y e a r ,  q u a l i f y i n g u n d e r t h e  

" s a f e  h a r b o r "  r u l e  (SEC ]~ule 1 5 1 ) .  

C. G u a r a n t e e d  E ~ u t t v  ~ n n u i t t e s  

1~hen b u y i n g  a v a r i a b l e  a n n u i t y ,  t h e  p o l i c y h o l d e r  a s s u l e s  t h e  

i n v e s t m e n t  r i s k  f o r  a l l  R o n i e s  i n v e s t e d  i n  t h e  s e p a r a t e  a c c o u n t .  

Z n s u r e r s  have  b e e n  d i s c u s s i n g  t h e  p o s s i b i l i t y  o f  g u a r a n t e e i n g  a 

mAnimu= a s s e t  v a l u e  a t  t h e  end  o f  a s p e c i f i e d  p e r i o d  on e q u i t y  

funds s:tnce the  1960es (see ~tFnar ,  [ ( ; ] ) .  

C o i n c i d e n t a l l y ,  i t  was n o t  u n t i l  1987 t h a t  s e v e r a l  i n s u r e r s  

a c t u a l l y  o f f e r e d  such  a p r o d u c t .  Wi th  t he  retook m a r k e t  c r a s h  i n  

O c t o b e r  o f  I g B ? ,  t h e s e  c o m p a n i e s  s u f f e r e d  some h e a v y  l o s s e s  and  

s u b s e q u e n t l y  w i t h d r e v  t h e  g u a r a n t e e d  e q u i t y  a n n u i t i e s .  

S i n c e  t h a n ,  no  more a t t e m p t s  h a v e  b e e n  uade a t  o f f e r i n g  a n n u i t i e m  

v i t h  e q u i t y  g u a r a n t e e s .  
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O u t s i d e  t h e  U . S . ,  n o n - t r a d i t i o n a l  a n n u i t i e s  a r e  s o l d  D a i n l y  I n  

t h e  U .K . ,  i n  t h e  f o r n  o f  u n i t  l ~ n k e d  a n n u i t i e s .  S i m i l a r  d e s i g n s  

a r e  a l s o  b e i n g  s o l d  I n  A u s t r a l i a ,  Canada ,  t h e  N e t h e r l a n d s  end 

France, a l though no t  to  • great  e x t e n t  (see [ 8 ] ) .  Re¢en t l y ,  

v a r i a b l e  a n n u i t i e s  were  a l s o  i n t r o d u c e d  i n  I t a l y ,  S p a i n  and  

S w i t z e r l a n d .  The f o l l o w i n g  a n a l y s i s  ks f o c u s e d  on t h e  U.K. o n l y .  

A. R e c e n t  S a l ~  ]~esu l t s  

I n  1988,  a l l  a n n u i t y  s a l e s  combined  bad  • m a r k e t s h a r e  o f  28 t  o f  

new premiums. Although a breakdown between linked and non-llnked 

s a l e s  was n o t  a v a i l a b l e ,  i t  I s  e s t i m a t e d  t h a t  u n i t  l i n k e d  

a n n u i t i e s  a c c o u n t e d  f o r  l e s s  t h a n  h a l f  o f  a l l  new a n n u i t y  

premlums. 

i i i i 

New Life Insurance Premiums An the U.K. in 1988 

Type 

U n i t  L i n k e d  L i f e  

P e n s i o n A n n u i t i e e  

L i f e  A n n u i t i e s  

O t h e r  

Total 

New P re l i u=s  (£ NM) 

3 , 3 5 0  

1,644 

487  

2 . 0 9 0  

7v571 

% Total 

4 4 . 2 |  

2 1 . 7  

6 . 4  

l 100 .0 t  

Source: Assoc ia t i on  o f  B r l t i s h  I n s u r e r s  (ABI). 

Pension a n n u i t i e s  represent  the  p a r t  o f  the  savings fund 

accumulated during employment which Dust be used to purchase a 
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p e n s i o n  ( f o r  t a x  r e a s o n s ) .  Due t o  t h e  r e c e n t  growth al%d 

i m m a t u r i t y  o f  t h e  p e r s o n a l  p e n s i o n s  m a r k e t ,  a n n u i t y  s a l e m  a r e  

e x p e c t e d  t o  c o n t i n u e  t o  grow r a p i d l y  f o r  t h e  f o r e s e e a b l e  f u t u r e .  

P u r c h a s e d  l i f e  a n n u i t i e s  a r e  a l s o  e x p e c t e d  t o  grow i n  e x c e s s  o f  

p e r s o n a l  a s s e t s ,  a s  t h e  p o p u l a t i o n  a g e s  and  p e r s o n a l  s a v i n g s  a r e  

c o n v e r t e d  i n t o  l ) e n s i o n s  a f t e r  r e t i r e m e n t .  

Among u n i t  l i n k e d  a n n u i t i e s ,  t h e  two mOSt p o p u l a r  t y p e s  b e i n g  

s o l d  a r e  t h e  s p l i t - f u n d  a n n u i t y  a n d  t h e  Immedia te  a n n u i t y ,  which  

s h a l l  be  e x a m i n e d  i n  more d e t a i l  i n  t h e  f o l l o w i n g  two s e c t i o n s .  

B. SPlit-Fund Unit Linked Annultv 

I n  a s p l i t - f u n d  u n i t  l i n k e d  a n n u i t y ,  p a r t  o f  t h e  i n i t i a l  s i n g l e  

premium i s  u s e d  t o  p r o v i d e  g u a r a n t e e d  m o n t h l y  income f o r  • p e r i o d  

of  f i v e  o r  t e n  y e a r s .  The b a l a n c e  i s  i n v e s t e d  i n  a s e r i e s  of  

f u n d s  o f f e r e d  by  t h e  i n s u r a n c e  company,  s i m i l a r  t o  t h e  s e p a r a t e  

a c c o u n t  s t r u c t u r e  i n  t h e  U.N. 

C o n t r a c ~ o l d e r s  can choose between d i f f e r e n t  l e v e l s  o f  mon th l y  

income.  Unde r  t h e  s t a n d a r d  o p t i o n ,  • g rowth  r a t e  o f  l o t  p e r  y e a r  

I n  t h e  f u n d s  s e l e c t e d  v i i i  r e t u r n  t h e  I n i t i a l  I n v e s t m e n t  i n  f u l l  

s t  t h e  end  o f  t h e  c o n t r a c t  p e r i o d .  A d e a t h  b e n e f i t  e q u a l  t o  t h e  

i n i t i a l  I n v e s t m e n t  l e s s  t h e  t o t a l  o f  t h e  a n n u i t y  p a ~ e n t s  made 

u n t i l  d e a t h  Im p r o v i d e d .  Coverage  1 a ¥  be  o f f e r e d  on m i n g l e  o r  

J o i n t  l i v e s .  
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C o n t r a c t  c h a r g e s  t y p i c a l l y  i n c l u d e  a 51 Of premium s a l e s  c h a r g e  

p l u s  a l& a n n u a l  fund  c h a r g e .  & d d i t i o n a l  c h a r g e s  a r e  l e v i e d  on  

e l l  t r a n s f e r s  a f t e r  t h e  f i r s t  one i n  e a c h  y e a r .  The 

c o n t r a c t h o l d e r  may s u r r e n d e r  t h e  whole p l a n  o r  o n l y  t h e  a o c o u n t  

v a l u e  o f  t h e  f u n d s .  I n s t e a d  o f  e x p l i c i t  s u r r e n d e r  c h a r g e s ,  u n i t  

v a l u e s  a r e  r e d u c e d  by  • m a r g i n  upon s u r r e n d e r  (Ubid v a l u e  w) when 

c a l c u l a t i n g  a c c o u n t  v a l u e s .  

Xnves tmen t  f u n d s  o f f e r e d  a r e  s i m i l a r  t o  t h o s e  on v a r i a b l e  

p r o d u c t s  i n  t h e  U . S . ,  i n c l u d i n g  s t o c k ,  ~ n d ,  money m a r k e t ,  

managed and  I n t e r n a t i o n a l  f u n d s .  & b o n u s  f u n d ,  s i m i l a r  t o  t h e  

f i x e d  o p t i o n  i n  t h e  U . $ . ,  may a l s o  be o f f e r e d .  

Current investment income is  free of tax u n t i l  the end of the 

c o n t r a c t  d u r a t i o n .  Up t o  St  o f  t h e  i n i t i a l  l n v e s t e e n t  may b e  

withdrawn each year without incurring any immediate tax 

l i a b i l i t y .  Any w i t h d r a w a l  i n  e x c e s s  o f  t h e  a n n u a l  a l l o v a n c e  w i l l  

r e s u l t  i n  a t a x  l i a b i l i t y .  For  t h e  m o n t h l y  a n n u i t y  p a y z e n t $ ,  t h e  

p r i n c i p a l  i s  exempt  from t a x  u n d e r  t h e  T s x  Ac t  1988, ~ u s t  l i k e  An 

t h e  U.$ .  The b a l a n c e  o f  t h e  payments  w a l l  be  t r e a t e d  a s  

i n v e s t m e n t  income and i s  l i a b l e  t o  t a x  a t  t h e  b a s i c  t a x  r a t e .  

C. X~media te  U n i t  L inked  J m n u i t i e a  

~n increasing h u m o r  o f  un i t  linked l l f e  po l ic ies  is  b e i n g  

converted in to  u n i t  l inked iauedlate annui t ies.  Nest un i t  l inked 
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l i f e  c o n t r a c t s  a l l o y  s u c h  a c o n v e r s i o n  a n y t i n e  a f t e r  t h e  I n s u r e d  

a t t a i n s  age  45,  b u t  n o t  a f t e r  e t t a i n s e n t  o f  age  75 .  

An i n i t i a l  c h a r g e  o f  5% o f  t h e  s u r r e n d e r  v a l u e  i s  t y p i c a l l y  

d e d u c t e d  b e f o r e  p r e a i t m s  a r e  a p p l i e d  t o  t h e  p u r c h a s e  of  t h e  

l = a e d i a t e  a n n u i t y .  I n  a d d i t i o n ,  t h e r e  I s  a n  e x p e n s e  cha rge  o f  £1 

t o  £1 .50  on  each m o n t h l y  p a g e a n t .  

Funds  s a y  b e  s e l e c t e d  a t  I s s u e  of  t h e  a n n u i t y ,  a l t h o u g h  t r a n s f e r s  

a r e  a l l o y e d  d u r i n g  t h e  p a y m e n t  p e r i o d .  P a ~ e n t s  may be ~ a d e  on  

s i n g l e  o r  j o i n t  l i v e s ,  v i t h t y l ~ l c a l  g u a r a n t e e  p e r i o d s  of  f i v e  o r  

t e n  y e a r s .  The AIR i s  u s u a l l y  I n  tJ~e 5 t  t o  6 t  r a n g e .  

A l t h o u g h  c o ~ i s s i o n s  on l : a s d i a t e  a n n u i t i e s  a r e  o n l y  I t  o f  t h e  

a a o u n t  c o n v e r t e d ,  p r o f i t  m a r g i n s  f o r  i n s u r a n c e  compan ies  a r e  

t y p i c a l l y  v e r y  l o v ,  r a n g i n g  f r o a  0 . 5 t  t o  2~ o f  t h e  i n i t i a l  

p r e : i u a .  Never the less,  i n d u s t r y  experts expect  a n n u a l  g r o v t h  

r a t e s  o f  up  t o  25 t  i n  t h e  u n i t  l i n k e d  l ~ : e d i a t e  a n n u i t y  m a r k e t  i n  

t h e  f u t u r e ,  f o r  t h e  f o l l o v l n g  r e a s o n s :  

(Z] The m a j o r i t y  of  l l f e  s a l e s  I n  the 1 9 8 0 ' s  vere u n i t  l i n k e d  

p r o d u c t s ,  

(2} I n c r e a s i n g  age  o f  t h e  p o p u l a t i o n ,  

(3) l~ igher  p e n s i o n s  f rom eaployers,  and 

(4) I n s u r a n c e  co :par ty  a o n o l ~ l y .  
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X Z I o  CONCLUSION AND AREAJ OF FURTHER RESEARC~ 

V a r i a b l e  a n n u i t i e s  o f f e r  v a r i o u s  b e n e f i t s  t o  b o t h  t h e  p u r c h a s e r  

e n d  t h e  i n s u r a n c e  company.  

F o r  t h e  c o n t r a c t o v n e r ,  v a r i a b l e  a n n u i t i e s  o f f e r  t a x - d e f e r r e d  

g r o w t h  o f  c a p i t a l  w i t h  no  l i c i t  on  t h e  a n n u a l  l n v e s t l e n t .  A 

h l o t o r i c  c o m p a r i s o n  o f  a f t e r - t a x  r e t u r n s  w i t h  m u t u a l  f u n d s  

i n d i c a t e s  t h a t  n o n - q u a l i f i e d  v a r i a b l e  a n n u i t i e s  g e n e r a l l y  y i e l d  

h i g h e r  r e t u r n s  t h a n  t a x a b l e  l u t u a l  f u n d s ,  i f  t h e  p o l i c y h o l d e r  

r e m a i n s  I n  t h e  c o n t r a c t  f o r  a minimum number o f  y e a r s .  On t o p  o f  

t h a t ,  a g u a r a n t e e d  r e t u r n  o f  p r i n c i p a l  upon d e a t h  i s  t y p i c a l l y  

p r o v i d e d .  

I s s u i n g  v a r i a b l e  a n n u i t i e s  e n a b l e s  t h e  i n s u r a n c e  company t o  

p a r t i c i p a t e  I n  a g rowing  s egmen t  o f  t h e  i n s u r a n c e  m a r k e t  w i t h o u t  

a n y  o f  t h e  i n v e s t m e n t  r i s k  a s s o c i a t e d  w i t h  t r a d i t i o n a l  f i x e d  

a n n u i t i e s .  

Drawbacks do exist, however. The contractowner bears the 

Investment risk In • long-term Investment, and the insurance 

company i s  t a k i n g  on m o r t a l i t y  and  expense  r i s k s .  

F u r t h e r  r e s e a r c h  on t h i s  t o p i c  c o u l d  i n c l u d e  t h e  u s e  o f  v a r i a b l e  

a n n u i t i e s  ~n o t h e r  a r e a s ,  s u c h  am f u n d i n g p o s t - r e t i r e B e n t  

o b l i g a t i o n s ,  and  a h i s t o r i c a l  c o m p a r i s o n  o f  r e t u r n s  on v a r i a b l e  

a n n u i t i e s  w i t h  t h o s e  o f  t r a d i t i o n a l  a n n u i t i e s .  
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A P P E I ~ I X  A 

T a b l e  o f  C o n ~ t n m  

Artick I. 
Artlck II. 

IlL 
Article IV. 
&rtic~ V. 

Vl. 
Ar~c~ VII. 
Article VIII. 
Article IX. 
Art~Ae X. 

Article I: Authm4ty. 

MODEL VARIABLE A,qNUITY REGULATION 

Authority. 
De6aiCioM. 
Qualifications of Immrn~ce Compsnle* to l ~ e  V~able Annuitie~ 
Selperat* Account. 
Filial of Cuntz~U. 
Varbble Annuity Coatmct~ 
NonforfeKm~ B ~ t ~  

F o . d p  Comlmni~. 
Qu~ti~ of Agents For The Sale of Variable ARuuit/es. 

Pursuant to authority siren by S*ct, ion (insert applicable ~ction} of the Imm.,snce Laws of (is- 
sere state), the Ins~snce  (Commissiom~, Dir, ctor or SuporintmndentL *f~r due notice and 
pub/icecion end after affor~nl~ in~'~tmd pzrsons opportunity to pre~tnt written data. v~ws 
and ~f~nents .  does hereby m~lze end promu]~tr~ the fo~]ow'i~g rules and rt~JJation~ to be ~p- 
plicable to insurance comlmn~es deliverm| or issuing for delivery in this e~ce variable annuitit~ 
as defined m P~rsj'reph L of Ar*.~le IL pursu,nt to S~t~on (i~mrc •ppt~cable section) of the In* 
entente Laws o( tk(a Stat& 

These regulations shaYJ become effectiv, [inse~ date). 

[D~hlm4J Ncmr ~ ~ vW abv~qme~ depend cm the ex~mm 4 ~ u  ~ d e  • ~ m  ****aCe's xmn~emce codm with 
respect ~ cbe mechad for *dopCm41 ~ u d  ~ t ~ m ~  

Article lie D*flzitlo~ 

I. The t~rm "vsrhtble tnnuity'" when used in this l~&,u~tion, shall m,an tny policy o~ con- 
tr•ct which provides for aanuity buefl t ,  which vary according to the invt~tm~mt ez- 
perience of eny mlutre~ account or account4 malnta~eCl by the insurer as to such ~ or 
contract, s t  provided for in Section tinsort •ppl~c~ble ruction} of the 18we of this Stat~. 

1 ~ ' ~  Nm~ The obje,~/vt he~ i) w ~q, f lm tin c~trscts em,m~ b~ t/m r~gu~tlmm ~ ime~,t- ell f m ~  ~ zmsm~ 
eoet~•ct~ t ~  b~mfitt o~ . h ~ h  v ~  eeco~clinlg t ,  the mvmtm~t  ea'pm'~am of • top,raCe t ~ o ~ a t  ,uchorizml I~. v.b* 
*n*bL~ terrace, isc~d~I ~ ud is~t~vid~u~ vm-i~t- ~ c u m ~ t i o a  ~ vm'iab t- b ~ f i t ,  m~c I~,c~_~-'~- o~ Imr- 

2. "Af~enf" when us4~l in the Kefrulatio~. elm~ mean amy person, torpor•t/on, pm'tnarship, or 
o~er legal entity which under the laws of this St.m~ i* licenNd as • life insurance q~tnr~ or 
~Uc i t~ .  ~ne r t l  agent or li~e insurm~or broker. 

ii O~,, pm~m~ ~bJ* w b* ~ m mM~ MJ* mmmm~* 

Article !II: q~dl/icadoe of I n . r u m  C o m p a h ,  To l u u ,  V~hthle Auzlt~L 

1. No company sludl de£vw or hJne for delivery vtrinble Jnnuit iu within thi, S~Ce unless ta} 
i t  b ~ or organized t o d o  • life lmmranm ar anntt i ty business in I.l~e SC4te, and (b| r.be 
Ce,-m~sioner is utisfutd that  it~ coodJtioo or method of oper,clou in c~nmbct.lon with 
iesutnce of such contrlctm will not render it,  operation k-,-,'dc~e to the public or its 
policybo4dore in this State. in  this connection, tim Cemnd~sionlr shall conmder tmon8 
oLher thiuZs: 

Th* history o~1 fimmchd coed~t~oa of the compan~ 

liJ) The cl~rsct4r, responsibility and fitness of the eric*re and cl~recCor, of the comptnT. 
u d  

Reprinted wlth the permission of the National Association of Insurance 
Commissioners. 

Copyright 1977 NIARS/NA2C 
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v ~  AmJ=y It~r~,t/m 

tiff) The ltw a,ud regu/at.io= u~d~  which the comp-.,y is authorized ia the state of domicile 
to  issue variable anauit.i,m. 

If the company is a mabs|d/ary of ~ ld~dtt4d l/re inmu'a~ce company, or a~fi~tt4d with 
~uch company by common manaj, ement or owee~tMp, it may be deemed by the Commas- 
monet to have ~t~sfied the provisions of c]auN (b) of Paragraph ) hereof U m~e~ it o~ such 
,~lmi~t,d life company u t ~ f i e s  the a f ~ t . i o m ,  d proviaions; provided, further, t.lut~ com- 
p a r e s  l/~nsed and ~ v i ~  • s s t i s f s c t a 7  record of doing business in rids S ~  for • period 
of at least three years may be deemed to have ut isf led the Co,~m!-sione~ with respect to 

• clsum (b) of Psralrraph 1 tbov~ 

& Before any company sha~ delfv~ or/ssue for de,  very variable a~nu/~ie~ w~thin th~ Surge K 
8haU submit to the Co-,~;-tionm, In) • ~ de/.cripUon of the ~ of variable ar~uities 
it iatends to issue, Co) if rKtueeted by r, be Commissioner, • copy of the statutes ~nd rogu~- 
tions of its state of dom/c~  under which it is authorized to issue variable annuities, and (c) 
Lf requesf, ecl by the Comm;qudooer. biographical da~t with m p o c t  Lo officers lind directors of 
the comptny of ~ NAIC un/~orm bioKrapkic~ data forms. 

~ No4~. Para&~tp& * traKS~t~ the type mr m a b ~  wh.~b mi&'bt be Ippr~pr~ ~. to affm'd It ~ -  far deY.stTS/~ 

Sonn ~..~. $~,~,te0 p,~kJe ,mse~m8 ~ ~m tt~ kmu/nS ~ f m ~  Ill. ~u~uce c~np~b~ tt~m s t a ~  
p,~msub~ =~I sbo app~ te emnpms~ ~ m be tiamNd W m/l vsr/sble ~ m ~ .  ~ ~ ~ ~ 

fw ~e .c~apa.~m,.tlam,.~. If. howevw, u ~ddStSo~ Jmnmu~ ~wOtwm~mt tm ~ u~/t~, v.s~t~t uun~,"- 
b coe~d,..~l dee~sble. Cbe ~ s u t u ~  feb dun me~ • mqu~um~nt ntJU~dd be ~ ~ by ,tmmt, u d  
~q~om.mettds Y.hst the s~.s~,m ~ lq~i~ ~o~J/d4rat/o~ M ths e~pet'M~co ~ s ~ t  m ~ ~ .  ~me 
P.mqlrq~ 2 8bo~. 

'rbe C~m/tt~m rscomme~ t.lmt I~ t~m~ m aqmc~ CSl~t~ md m~'pl~ sq, qtdmamat* tw ~ ~ ~ 
a u ~ , - -  t ~ e  , ~ / b e  the ~Lme -- tJ~om fo~ K/~ b~c-t~m ~ompe~ee fru~n~y. U stricter ~ ~ ~ ~ 
qu~m*u~ eb~dd t- mu~dm-od =,cu.u~:.l~, clmm sl~mM ~ op~et.e~a.lly ip~ovklad by a~ut~ m~d n i~ ox,-oa.ggly ~ 
aunu~ tirol ti~ ~tat~ pm-ma ws/v~ e~ m~.h ~ t ~  p~mumc to mira u d  ~ ~ ~ ~ ~ 

"F~ ~ rosy ws~ve say 0~ .n th~ ~qu/mmm~J ~ fme.b M Se~U~ (lnm5 ~pp]ksbb ~ ~ 

m ~ cut~.lh, cmJrm-m~ u~ m,.~.b mq,.~,~msm, m.0 is t.l~ epis~;.ms ~ r.~ ~.omm/mm~m,. ocbrw/~ t.qcrd., ~ 
q~tte ptm~zim to m a m ~  katde~- 

IV: Seperst~ A ~ . a t .  

A dome~/c company issulz~ vtrisble m~nu/t/~ shsl] m~b l l sh  one (r  more mpm~t~ accounts 
pursuant to Sec~on (hu~m't appUcable mc~ou) of the Insurance Law~ of this Star& ~ b j ~ t  to the 
following prov is i~s  of Lhe 

1. Ca) Except u may be provided with rwpeet to ~ for Zum'uued b e a ~ u  and funds 
referred to in Para~'aph llb)./D amount# -~o~t~d to any separst* a~cc~nt and uc- 
cum~tt ions  ~ may be invmtod aad n~nveez~l  without m O : d  to Shy re- 
quirementa 0~ t/m/tat/o~, ~ by the taws of th~  Sca~e Iov-~ninl the in- 
vutme=t~ of life fnmsrtnoe comiNLUb~ u d  (ii) the inveetment~ in euch separet~ ac- 
count or ec:~mmta 8hall not be taken int~ account i= spply~n~ the invutme=t lin~ta- 
t,iow ~ 8pplicable to tho h ~ v ~ e n ~ J  of the compeny. 

Rmervu  far (11 bem~ta Iruamatmd u to d o l ~  am _ount taxi dumt icL  ~ ~ ~ 
8umsntmd u to L ~ I N L I  amount or stated rate o~ in ta rmt  may be m . ~ t s / m d / n  • 
, e p t n ~  s c c o u n t ~  • INrtioe d the a~ots  of Jmch mq~ar~te account s t  Im-t ~ to 
luch  r ~ e r ~  liabl/V7 is i n v m ~ d  in ~ with the laws and ret, uht~om of t, hie 
S~.t~ 8 o v w n / ~  the invuunen~,  d Rf, inJumnm compenhe. Such ~ o f " -  
asseta sbo  ,ha]] not be t a k m  lu~o account in 8p~ytn~  the fnvmt.u~nt l imSauoB 
othervbe upplicab]o to the tnvmt.mmta of t .~  emnpe.u~. 

w i ~  ~ c ' t  r~ 765 d U~ ~ u 4 r ~  yahm d ~lm ~,~2 m i~ a W ~  i p = ~ t  ~ 
COml~my JlMJ] pu~:l~ue o~ o the rv i~  .a~m." .tbe.0ecuriUm of Any is~m., otb~..t~m 
mc-~i~es Immed or fr~r- . . teed as to pru~pat  w m t m ~ t  by the UnitJd States. ss 
msd/Jtely after such pu.rcha~ er Aequ/.si~oa t/m market  value of such investment. 
topY.her w/t.h pr/or [nveotment~ d luch 84~anJt4t iceo~nt  in such 8oc'm~ty taken at  
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market,  would u e ~ !  10% of th~ msrket va~ue of the a e ~ r a  of Mid mq~rats  account; 
provided, how,rvw, tha t  the Co...m;-~don~ may wadve m0cb limSt~r.io~ i f ,/~ his opinion. 
s ~ h  waiver will not render the oper• t ion of such s e p t r • t o  account  hazardous to the 
pubUc or l x~ 'ybo lde r s  in ch/s S~to.  

Id) U n / ~  ~ pennf t ted  by  k w  m' spprov*d by the  Co,~m.|*qdom~. no comp,my 
, l ~ J  purchaso ot o t h ~ s ¢  •cquL-s foe Its sop•rats • c ~ u n t s  ~ young s~'urit~ss of 
any is•urn" l~. as • resul t  of ~ c h  •cqm~ition the immrlnce comp~my and i ts  separat~ sc- 
count& in t ~  alH~Ifst*,  will own mor t  tha~ 105 d the t o t a l  issued and o u t s ~ n d i ~  

: v~r.L~ ~ - ' ~ i ~  ~" ~ucb .iuue~. provided, t h , t  tJ~ fo r*so /~ .  ,hal l  ~ apply w / ~  
respect to ~ c i ,  s held m separate  a~countm, the v o t / n l  r i~ht~ in which a t ,  * ~ -  
cisable only in *cco~dam~ with i z~u-uc t iou  from per~om, Imvin~ i n t s ~ t  in such ,c- 
cou~t~. 

(e} 'me  I/xm~tSons provided in ParalFrapb" I(¢~ msd l(d] above  •ha l l  not aPply to the in* 
vestment with rNp*ct to • ~ p ~ r a t s  •coo~mt in tbo socur/t~os of an inv,s~mamt 
pamy registm',d under the Invutxmmt Company Act of 11)40, provid, d that the in- 
v,stments ~ such invutm*nt company comply in subs•eric, with Par~raphs Z(¢) and 
l(d~ b, moL 

D v ~  N.e~ W r t ~ , ~ . ~  stem .ta. coet~i~ the brm, d lmsSua~ i~ Ps;scr~ph 1/,0 permJcci~.invmtmes~, ~itbout 
~tn~t t~ i~cm*u* limit~ " .t~_ m de r~p3~.. ~ li~ imm~*~z c o ~ .  P,~,~5~ph 1~  w~usd ~ • qmmUmUv* 
JLm~uo~ ~ p~mo~ dJvenffic~uoa ~ /~m/t mwMCmmst rick. i t  should be ~ ek-t ~ s~lp,u~ suumm TM 

r~Ik.u~t~sd ~ tJ~ IM40 A~t m~l b~ mlbject t~ IJl~ J% rd~ ~a~l~" tile• Ac~ thm~ ~ ~ ~ ~ ~ ~ ~ 
ip~-m,t~ grue~ fl*~b~ty, up ~ 10%. viUs r ~  ~. thou4 a,q~rat~ ~ ~ ~ ~ It b ~ ~ 

~Pirai~aph lid~ wo~iki ~ tho ~ by tbs Sel~ni~ ~ t  d tl~ sicurKS~ M a~ ilm~t ff ~ ~ 
,.o~Id n,m~ m ~ o~m~M~i~ ~ mo~ ~ u  10~ ~ ~ w m q  mc~ic/m ~ mzc~ imm~. mit~ ~ -  boktu~s by ~ corn* 

l~J aml ltd~ woukt ~ . l ~  ff t/~ m~...mm~ ~ tl~ ~vmtmm~ ~ ddd ~o¢ , ~  m ~  m ~  ~ .  

Bas~ satlt~i~ fw asmpt~u bow investmnt I/m~'tsttens. as ~ u t/n q~sm~ust/~s Jfmi~tle~ ~m ~ tt~ 
and l~d} ~ d  U~t uempt~e ~mu *J---- Um/CSU0N m PsrNp~p& 1(~. s k ~  I I ~ b l 3 '  k" sm~nd by autm~. 

2. U~*ss  o t l m r w ~  approved by  the ~xmm/si6ons~. assets s l l o c a t l d  to Ml~ra t s  acco~mt 81ni~ 
be v¢lu,d • t  thmr market  value oa t / ~  d l t ,  of v,duet/on, or i f  ~ is no r m d 0 y  avai lable 
market, t i~n  u prov/dsd uJ~der tho t e rms  o/" tho co, t rac t  w t J~  r u / ~  w ~ ~ t ~  ~ 
merit •pplic~bl•  to such **pm-•r~ •cco,mt; Ix'ov/d,d. thee un~*ss ~ •plprOv,d by the  
Commi~ ioNr .  t l ~  portSo~ if  amy. of t ~  mm*t~ of *ucb mq~r*to  a ~ c ~ m t  oqu~d to t h ,  ~ m *  
party's ~ u e r v ,  liabfl/ty with rqrard  to  t ~  benefit4 and funds referred to  in e.]xu~es fi) and I/D 
of P s r x ~ a p h  lib) ~ be valued in accordam~ with t ~  r u i n  oCh , rwi~  ~opl icabk to  
company's  

I ~ , f u ~  N,~= Is ,~- aura d vsrid~ umMUm k ,~ , / sS  s XI40 A~* ~ll im~d ,cram* , sd  ~ ~ ~ m ~  
*lb* i~csdm~ lw ~ ~ w~ b* ~ * ~ l i s  nd~ ~ t ie miami,  a c u t e ,  ar b* * .sparse. ,pplkal~ mi¢¢~ a i p ~  
w ~  ,rod tJ,, ~ k t S m  is drs/s~ se Im ' ,~  mi~ 

~I. I~' amd to t ~  a t ~ t  i~  p r m 4 d ~  u ~ k t  the sppl/c~bl¢ coat~llct~, t ime p o r t / ~  ~ ~ u ~  M 
~my ~ c h  Npara t~  account ~qual to the  r m e r v N  and ocb~ con~rsct  l /xb~t~m with respect to  
such , c ~ m t  ,*,.u ~ b* r .b~r / ssb l ,  , , i l~  li~bl]itim ~ ou t  d any  olJmr i m s i m a ,  t b ,  

,~wlimtl iz is pro6*l~ mmss*~. ** s s m t ~  d pom'sJ ~lpm'a~. k~. ~ Nc~ mmisl~ma b ~ a u ~  

4. No~w/thsctnd/n4r mmy other p r o v ~ o u o  of t -w • compsn7 m a y  

I~ with r , s p ~  w amy s ~ m r a l *  a ~ t  r , ~ t m ~ !  =dab t im Sscu r i t im  E s c l u m / ,  Com- 
mission, as  • uni t  i nves tmen t  t ru s t  u e r c i m  vo4~n8 r i g h t s  in  c o u e c ~ o a  with any 
aec~-iUm of a rqp~latad i n v ~ t m , m t  comlptny rue • t a red  uJ~der th4 I n v u ' . m ~ t  Cam- 
~ m y  Act  of 1940 amd held in r u t h  sep~-at~ • c c o u t s  ;,, accor~_~_,~-*_ with in~u'uct/o~a 

p l r so~ ,  ha w in t~ r~ t~  m ~ c h  a c c o s t s  m~ably u d•tsrmLm,d by th~ company. 
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(b) with respect to u y  separate mccount registered wtt.b the. Securities *ad Ezchant5 
Commission u • management investment company, establish for such account a com- 
mJttm, board, or o~er body, the memb4~ of wlxie..~ may o~ may not be otherwise af- 
filiatt,d.wiCh such eom puy  and rosy be elected to such membership by the vote of 
persons havin4j int,rests in such sccount ratably u det4trmtaed by the company. Such 
~m. mmitt*m, board o, othw body m y  b y e  thepowe,  am.rAMble alone or in conjuac- 
non m ~  others to ~ such *epm'a~e account and the investment of it, asset& 

A ~ m p u y ,  eomm~ttm, board or other body may m,  ke such ether prov/s/osm in mspsct to u y  
~.cn s~J~a~  ac~mant u may be de*m~d 8pproprmt~ to fscifitat~ compliance with rsquh'ements 
O! .ally lOGeS. ~" IJLat~ ~W ItOW or bla'ltal*t~ la o~oct; providod thltt th* Co~m!ssioner 8pproves 
IU ~n ~ ItS ~ b&1.JU'd01~ tO the l~lb~c of th4 COmpUy'8 pollc~boldeft ia t]~t Stst& 

Ds'sfthq NeO,: ~ ~ep,ust~ e¢~m~nu er,t ee4~b*m~d v~.JW t, bt Secu...l~ee tnd g x ~  ~---;--,~',. ,  unde" ~ ~ 
ye*tmen* Comlmay Act of I J40. ~d con~rac*.boMm~ i~ Nr~ sepe~te ~ t s  muse ~ ~ ~ ~b~. ~ 
m t ' e ~ m ~ t i ~  ~ f l l  t~ t  ~almlptmm~t ~ t ~  ~ ~f  t h t  8 ~ m m t .  ~ubl~ 's4gtapb 4ts{ b ~ ~ ~ f ~  t m ~ m  
s ~ u ~ m t  nqrtstm~cl wit.b t im SF.,C u ,  ua t t  t l tvmtmm~t w u s t ,  u m ~ r  which a/I o ( t ~  ~ ~ ~ m i n t  ~ m ~  m 8 
• *linT*t* mut~d fund. la thb ~ 8** ~ Pm'*jrapb le~. ~ubpm'a~aph 4~ ~ou~d pro'mix • ImS~t&.~q~h of 
vo,.in8 fichu, m ~be ~ r ~  d Lbe uderb, b~ mut,.al b.md m t.be c ~  

When, s , ~ w  ,~eo~mt i~ m~" tm~. u a ~  t ~  1940 Act u ,  ~ * * . i ~ v * * ~ n x  comply the cou~mc~bolders 
lmv~ the right *o dsct, m t t m  m~ poww to mmm~ t/m Neouat snd mvmt at* ~ t ~ .  Sublmrqx.sph 4~b~ 

5. No ~ u c h a n ~  or offer t r u ~ w  of u m t s  may be made by 8 eoml~ay l~twMn ~ y  of i~ 
separste ~ccotmts or between any other i n v u t ~ e n t  ~ccount JJ~d one or mor~ of its sepsr~te 
accounts un/eu, in t ~  ca~  ors  transfer into • mparst~ scceuat, ~uch transfe~ is re, de sole- 
ly to ne~bl/sh the account or to support the operatim of the eontract~ w/oh mpec t  to t3~ 
separat, account to which the transfer i~ made, ~ d  unless such t:~tasfw, whethe: iato or 
f rom • tqutrat~ ,*ceoumt, is msde Is) by * t r a ~ f z r  of cash. e~ Ib) by • ~nmsfe of s*curities 
ha v ~  • va/uation which could be reedily determined in the marketplace, provided t.bat 
mJea ~r~msfer of  socunties i* approved by tl~ Co~nm{t~ioa~. The ~omm{as{o~ may 
su~hor~  other ~rus~ers s m o ~  such scco~m~, H, ia hi* opinion, such ~ f ~ r s  wouJd not 
b~ in~q~u~b~. 

counx s o c m u ~  ~ ",he e p e ~ i ~  of dm va.-ial~ amnul~7 ~ ~ t~ ma~  im tomb. 

6. Th* ~omp,ny shall ,~*~*.a~n in MeJ~ m,w...h m,p..rm~ ,~covm*. asse~ w~th • v~]u, ,¢ l u s t  equal 
to  the reserve* and othe~ contrsct liabi//t.im with respect to such account, except u may 
o~berwim be approved by the Co,,,-~*-~mer. 

Dm/~b8 N ~  "l~J .me~e vm~m.fmm s mm~be d mbch8 mfub .~W. wMeb pnn~_ that MmU du~ b ~ ~ 

T. RuJes und~ any pe.ovisJoe of t.{be I n s u r s n ~  Law. of ~.is S~M m" u y  ~ U ~  , p p U ~  
~ the offlc,~ u d  ~ of i n s u r u ~  compan.ies vith ,,uJpe~ ¢,o cou.fiict of interujt ~ 
also apply to member* ofaay mperate accounts con~ttme, ! ~  or other ,,~,~m,, body. No 
officer a director of week .co= .[~nx.n~ .zu~..me~ber of tJu ~,,,,,,~,:me, bosrd ¢, body d a 
separat4 account sl~/l recsive a~rucuy or indirectly u y  c o ~ 8 i o n  or any other cx~mpens~ 
t~on with respect to the pure/sue ot u l e  of 8Jwet~ of inch s e a t o  ~:ommt. 

Art:tel, V: ~ ut Cmuucnm. 

Th,  fd in | requ i r t - ,n t8  ,pplicable to vtrhtble u n u i t ~  shall be throe ~ rsqu~me, , t s  other- 
wise appUcable under ez~tinii 8taCutm tad regulations oG t / ~  S~t4 wJ~  rmpect to individual 
~ d  group li/e immrtnce ted annuity contract form tql;%,~, to th, extent apprepriatL 

VI: Variable A u u l ~  ~mtrmet8. 

1. Any variable annuity p*~vidin8 benefit* payable in variable amount, deUvea~d or issued fro- 
deUve:7 ia ckia Sutte sludJ cont~n • , c a v e a t  of  the esseucia.1 f u tu res  of  ~ procedures to 
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be foLlomed by the insurance ¢ompzay in d e ~  the doIhtr emount of such vtriablt 
benefits. Any such contrsct, includh~ • F o u p  contract and any certificate in ev~denc, of 
variable benefits issued thervuuder, shall s t i rs  chat such dollar amount wiU vary to reflect 
investment experience and sbal/contmn on it.s fi~st p~ge • clear statement ~o the effect that 
the benefits thereunder are ou • variable basis. 

2. lUustrsbons of bem~fiLs psyjble u~le~ any variable annuity shaft noC include proj*ct.ions of 
past. investment experience into the future o~ att~mpt4~ lsr.~tio~s of f u ~  mv~tlss~tt 
ezperienc~ provided that nothing cont~hsod herei~ is mtqmdml to prohibit use of 

". hypoth,t iud ,ssum,d ra~,s of r ,  turn to mustrst~ pmmble t*vtls of b,nefit~. 

$. No individual v t r ~ b b  annuity contract ~ for the paymnt of periodic stipulamd 
poymsnts shall be deliv,red or imm, d for d~dive~ in this S.~te un~,ss it contsins in 
subs~nce the following provision or provisions which in the opi~on of the Comm~qsion~ 
*re more favorable to the holders of such cout."*ct~ 

{a) A provision that ther~ ~ be a period of irr*~t of 30 days or of one month, mickin 
wMch muy scipulac,d payment to the hssuter fs//iag due ~ug  g~  first may be made, 
d m ~  which period of ~rac~ the contract ,ha/] continue in force. The contract may in- 
d u d e  • s t a t emen t  of the basis  fo~ det~.3~inln~ the d l  TM aS Of wJ~¢h It~y t~t/Ch I ~ t ~ t  
r*c~dved duriz~ the period of grace shad/be applied I~ produce the v~lue~ und~ r.he 
contract trismg th , r ,  from: 

(b} A provision that. at any time within (insert number) ymLrls) from the date of default, in 
mtkinj  periodic stipulated payment~ to the msurw durlnf the life of the ,nnuitan~ 
and unJm the cash surr-,,dw vzlue has been paid. tb,  coutrac~ may be rtinstatad 

~.~d~ebY ment to the insur~ of such ovtrdue peyments as ruqufl~l by contrscL and of 
c,dnes, to the insurer on ~ contract, including inter,st. The contract m~y in- 

elude • s ~ e m e n t  of the b4tsis f0~ d e t ~ r m / t ~  the da~e as of which the amount to 
cover sucb overdue psyments 8rid indebtedness s h ~  be applied ~o produce the vsJue~ 
under the contract ~r i , i~  ther,koa~ 

IFomer .q~bsec~e Vl ..~ d~kt~ 67 I~ NAJC l~azm,41mtslJ 

I ~ f ~  ~m~ T ~  mmmum ~u)d mmmmeed tJzJ~mo d ~ d*b~m~ m ~  Sr*m u d  r m m m * ~ t  ~ ~ ~ 
b. ,  of • ~ s~s*~ mqui~ th,w m i~vidu~ ~..d doU~ defm"r~ ~ .  Se~'~LI comp~zm mum8 v,~ble 

/a~ peymeu~J he m y  rBul~ douqj xo r.ber~ftar et ~r/t im* It  is ssmamsd t/~t Pm~Fepls ~sl ~ be isSSplp~.sb~ to 

30 ,**y ip.K~ pm~. 

4. Any va."mbJe smau/ty oont4ct deal/rind or/s~ued for delivery hs th~ S~tt~ sh~d/~pulate 
the investment ~ n t  factors to be uNd in compuLin4g th~ dollar smmmt of varisbl~ 
benefits or other variabl~ contractual pa .~samts of value* thin.under, and may guatant4~ 
that expense snd/ot m o r t i f y  nmdts ~ not adversely aH~c~ ~ucb dollar *mounts. In t ~  
c u e  of 8~ iJa~ividusJ vari~b~ amsu/ty 00~LrICt unde~ which the expense sod mo~,sUty 
re~xK8 may adv,rmly affo~ the dollar ~mo~mt of I~.nefit~ the expense and m o r t 4 ~  fs~ 
*ars shall b, 8cipu/at~d in the co~u~ct. 

In comput~ the dollar ~mo~nt a~ variable bene4qt~ of oth~ contractua/peyuseuLs o~ vs/ou 
uad~" an Lm:Uv'klmd var~bl~ annuity ¢o~tmct: 

(a) ~ne innuaJ net investment increment usumption sha~ not ezcued $% except wlth the 
approval of the Comm~m. 

(b) To the ezt4mt that the k ~ l  of bt~flt~ m a t  be aff~ct~ by f u t ~  mm. t~ ty  nmdts,  the 
mortality facte¢ shs/J be ~ from t/~ Amsu~ty MorC~ty Table for lfNg, 
UlthnatL of 4my mod~catJon u~ tl~t tablu no" l~tvin| a lowm, lifo mcpmctasscy at any 
slgL oc if 8pprov*d by th* C _ ~ ¢ s l o ~ r .  from anocJ~ tablL 

"'Expense'" as used in this Ptragrapl~ may exclude some or -11 t~xes, as et~pulatmd in the cow 
gracL 
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Vm-m~ ~nms~ It~u~tu~e 

5. The r e s ~ e  Liability for vm-isble annuities -),-n be estsblished pursuant to the re- 
quirements of the Sumdard VoYoat~ou Law in accordanct with actuarial procedures tlutt 
recognize the vezisbie n~ture of the ben~flte provided and any moru~ty i rum~tem.  

Art/tie VII: Nonforfeiture Beneflt~. 

~ 8  N ~ T h ~  ~ ~ be iJt~mt oe~ I~ the P . u d ~  No.far.Urn Ltv kr Isddvidmd I~dm-~d ~s- 
n m ~  ~ been ~lot~od in t~s ~,sm. 

1. This Article shall not apply to any fl) rubssuranc~ (L0 group annuJ~ contract purchases in 
cou~ecCion w~th oue or more r~tktment _pl&ns or plans ofdeterrud compensation u t ~ b ~ b e d  
or , - . i , ~ e d  by or for one or mo~ .mploya~ ~ J u d / ~  par~.~•hip, or . o h  proprietor- 
sh/ps}, employee orpnisat.ions, or any combin~Uon thin.of, or ot]~r than plans prov/d,in~ 
i~d~vidu~I retirement account~ or in~v~dual re¢/remcat ~ u i t / ~  under SecUon 408 of the 
lnte~a] Rev~mu# Code. u now or hmm~or amended, flU) premium deposit fund. liv) invest- 
ment annuity, tvl immediate u~f i ty .  ( ~  dsfm~d sanuity contract ~ l u m u J t y  pay~lmt~ 
have commenced, (~1 reversiona~ ~nnu/ty. or t~ any (~U| contract which is to be deUv~ud 
outside thiJ s t~e  throuzb an 8~n t  m" othor representative of the compuy isouLn4r the con- 
tract. 

2. To the eztent that ouy variable annuity co~-ect prov~de~ benefl~ which do no~ ~ in 
cordsnce with the invNUnent performs~co of • sepertte •ccount before the tnnuic~ com- 
mencement clL0t~, such contract slud~ conud~ IX~Vi~onJ wh/ch ~t~J~7 the requL,'emen~ of 
Ithe Sr~n(bu-d Nonforteiture Law for Deferrod Ammtties-- |mm~ approprm~ stetut~ry 
c ~ t i o n  for this Lsw) and shall not otherwise be Imbject to this Artic~ 

Du~tlq Neu~ Fw ~be pmpme of d e m m ~ U ~  that ~be --z.~-.um noeforfe~ve ameuma uad~ the f l z e d ~  of 
the conu-a~ comply with Staz~hu.d NmsYmq4d~usu Lt ,  fw Defm.~t ~u~t~e. ~ eomi~a~ -~-.~ umm~ that 100~ 
of the cons~dersr.~, s.~ aJloca~d to the fixed ~ If tin wntroct wv~dm fm ~ e r s  bet~vem the find and 

an•char i~vestm~z divisioe vlth~n the same Npe~tt~ ~ocount. t~ dam-mired in Pms~uph 4 d ~ ~ 

3. In the case of • contract issued on or ~ | Inser t  ol~rsUve d-M cd this Ast~cle. which 
should be at kmst 15 mouth af t~  • d o p t ~  no vJrinble e~n~icy cou~r~ct, except u •tecod in 
Pars~grtphs I and 2. •ludl be deUvezed or luuod for delivery in th/s state un/eu  it con•tins 
in smbsCance the follo~q~ provisions, or cor r~pos~b~  prov~slons wh/cb in the opinion of 
the ~o~m;.eioner 8re at l u • t  ~ favor~blo to the contncthoidor, upon ceos~Uc~ of pe T. 
men• of considert~ion~ uncle~ the 

ht} T~t t upon c~sMUon of payment of cmuddm-at~oas under • contrec~ the comlxu~ ~ 
grant a pt~d-up 8~nulty benefit on • phm described iz •be contract that cempUes ruth 
Ptrqrraph 7. Such de~cript~o~ will include • statement of the m ~ t y  ~ble.  if ~ny, 
and frum'~tmd or umuned intm~ot n t t u  used in cs~ulatlnZ annuity p e y m a t s .  

(b! If i contract I ~  for • hunp nun oettleu~mt at mJturtty, or 8t ea  7 ocher 
that upon o u r ~  of tim coetmct at or prior to the cemmencement of u y  annuity 
payn~ente, fin company will pay in lieu of any paid-up annuity benefit • cash r ~ m n d ~  
I N ~ t  u described in the contract t ~ t  compUee with Par t~•pb  8. The contract may 
provide that the company ~ tha riSht, a t  itm opt/oL to defer the det4o-;--~o~ 
sued psymmst d say coads surrender benefit for any period during which the New York 
St~ck E s ~  is closed for Lrsd/J:qj (except for normal holiday cloa/n~ or w b a  the 
Secure/as tad E z ~  Comm/uioa h ~  d e ~  that 8 •tat# of emm.gsncy exist, 
which m~y mike such detmqnimtion and payment lmprtct~81. 

4¢1 A statement that ~ p~dd-up emmi W, c u b  muTender or death ben~to  that may be 
8V•~ him UlXJIF ~ CODt.~•C~ ~ mot ~ t kmn ~ mln|mq.iJm beINfit j., ~ 1~ @.lily 
• tsmte of the s~t~ in which the controct iJ delivered and . -  exphmtflm of ~ . . . . . . .  
in which ~ c h  benefice m~ altered by the es~t6nce of any addJtSmud amounts credited 
by the company to the cooL-set, any/ndebtodmms ~ tha compuy on the contract or 
~ny pr~r  withckamd8 from m ~ suyTm~lero of the contract. 
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4. The minimum values u s p o i l e d  ta this Art/ok of any lu6d-up annu/ty, cash s u r ~ n d ~  or 
de~h ~ f i ~  • v i a b l e  under a variable annuity contracT, • lul l  be bu4d upon nonforfei&m 
• mount~ a ~  tJ~ mqu~remm:ta of ~ p~r~p'apl~ 

Tbe ~;~;~u.m ~onfodeJture •mount  ~ any d•te IX'/or to the  ~ n u / t y  comxu•ncement d•t~ 
be an ~ c ~ n t  equ&l to the pm-,~nta&,s• of ant om,dd~•tions l u  •pocked in Paragraph ~} ~ s -  
od !or dec~ated) by the ~tt  isxvestn~mt return alloc4t, d to the pm~cent4gss of Mt consid~ra&ions. 
which amount #h~l] be reduced to ~ the effect M: 

" /0 ~ny partSal witlukawls from or p a r t ~  mm~,ndmre of the c o ~  

(fit ¢.be tmou.~  of say indchcsdlum ea the coutra, ct., includi~ i n ~ t  due and accrual; 

{~f} aa annual eoatrmct charlge not k~• tlum zero and ~ i ua / t o  {a) the 14~sm" of thirty do•late 
{130.00) and g% of the ond of year controct v~due J e u  {b) t/~ amount of any anntud con- 
tract c h ~ p  deducted from ,my ~ conJid~•&to~J cr~&ocl to cbe contract dur/ng 
such contract ye~n. and 

/iv) • t r a c t i o n  ch&rp of t~n dallars (810.00) for .~ch t ransf~ to anothm. Nparet~ s o  
count, o~ to ~ inv~tmont  d/vie/on within the  ~ mparat~ •ccount. 

"'Net inv~tment  re turn"  mmu•  that  the ra t ,  of inv~tamat  t~turn to be credited to the variable 
a n ~ / t y  contract ia • ~  with the tw'm~ of Urn ~ n t z ~ t  a f t~  deductions for tax ch~iP~, if 
any, end for u m t  ch i rps  e~ther at • ret~ ant in mu:eu of t.lmt sCllt~l in the contact, or i~ the 
case of a conLr•cC isumm/by • non-profit corporat/o~ .und~ which the con•rat•holder partSCilmt4s 
~Uy m the iav~tm~nt ,  merCUry and ezlp4am u p m s u c e  of the account, in aa amotmt ~ot tn ~11. 
cess Of ~ a ~  4Ugl~m ~ Offmt by o th~  chtduct/oa~. Th* m e t / / ~ v a ~ t  mourn to be 
crod/t4d to a contract ~ud] be detm-min~ at t---t  monthly. 

"/'be annuaJ contract char/~ of thirty ~ 18~0.00) end •be tnmutetion cberl~ of t~n doUars 
(el0.001 referred to above will be •djusr~l  to reflect e l u u ~  in the ~on.sum~ P r ~  Index in mc- 
cordanc~ with Psra~raph 6. 

5. The p * m m t a l ~  of ut~ cosudd~ratiom used to d*fim t l~  mlatmum non/odeitur~ amount in 
Parsip'eph 4 sludl meet the mquimmonta of ~ psrNp~ph. 

lal W i ~  r e s p ~  to con•rices ia~vidinl  fw ~ coeLdorat iou,  tlw mt considers•iota 
for • given era•race y ~ r  used to defoe the m,,,,,,,um s ~ ' o ~ u , 1  unount obAll be tm 
amou.nt mot loss t ~  zmro Lnd elud) be equal to the ~ d l u g  Fooe c ~ d ~ r m t ~  
c~dit4d to the contact &wing U~t contract y ~  k ~  on ~nm~l eont~ct ctuul~ of 
t~r ty  d ~  (830.001 ~ imm a ~ c / ~ r p  d 0~  dol/~ Md ~eutT-flve i n t o  
(Sl.~} per co~iderac/m cred/tod to 0~0 ooat~ct  durin~ that contract year l e u  any  
charles for prlm/~B tons. ~ I ~ ' m : ~ ,  of not eonsid~otia~ eba.ll be s ize- f ive  
Imrcmst (f~q qt) for tim fuse cmstntct ymr  8rid zi/b~r-Nven u d  ore-bell pm~:mst {87½St) 
I ~  dm second and b e g  eo I t r a~  ymu-L Ne t wf t l w tud iM the provls ic~ d t i n  
pmc~.~n¢ ~ t m s c L  t l~  p m ~ t ~ q ~  ~ be s i z ~ - ~  p m ~ t  { ~ }  of •be ~ of 
the tCK4 /~  oonsiderat~t for slay ~ l d  coUt~tCt y ~ r  which e.~cmds by ~ wore 

two Limm the r~m d tho~ portion d ~ e  net oons~der~tio~, in - "  prior conU~-~ 
y,~rs for which the p s r c n t e ~  w u  sizty.nv~ pm~s~ l u g ) .  

(hi With r•op~c~ to cmtructa ~ for m 0~{gla consideration, t ~  net coneid~rttkm 
~md to define •be ~ , ,~- ,~m noaforfzitum ~mount e ] ~  be •be Ip'ou considzrttion Im~ 
a contract chau'p of eevm:tT.flvs dolhu~ (IV5.00) mid l e a  ~ y  c ~ p  for prtmStun 
taste ,  The p m ~ m t a p  of the net cmaddmtlon ~ be sdMt~ p m ~ a t  ( ~ O q b L  

The annul/cont..-~ct cbarll~ of thirty dollarw (83.0.00L ~ coll,.•ion c h i r p  of one doflar t ad  

• • .d~ ~ 
Index in accordm~ce w/th P&81~ph  (L 

6, DemonscmUo~ clot  • contract '•  uou~od&icu~ amo~uto comply with t ~  ArCiclz s b ~ / b e  
bes*d on the fo~owin¢ um~np t i oa~  

(a) Valu.-  •hou]d be t~ tod  • t  the eoda M etch of the  first twenty (201 co,  trice yearr. 
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vs~b~.  ~ lt~r~tum 

Ib) A net izvestment  return of 7% per year ,bouki be 

4c) If the contract provides for transfers to another s e p a r a ~  sccmmt  or to a n o t ~ r  invent- 
meat  division witlzln the same s~ ra t~  e ~ J n t ,  one transfer per contract year should 
be a s s u m ~  

kl) In datm'minindt the state prmnium t6z applicabk ~o the contract, the stets of r e s i d e m  
should be assumed to e q u t / t h e  st~t~ of d~ver~,  

• ~eJ With respect to contracts provldln 8 for periodic eons|daracione, monthly considera- 
tions of |100 shou)d be assumed for each of the first 840 montluc 

if) with r e l i c t  to contrtet~ providing for • Idng]e eons]der-tJon, a 810.000 single con- 
siderat~se shouJd be as•tuned; and 

U0 The foUowin~ contact d = q ~  should be used: 

| .  For cooer•tee flJed ~n 1980 or am,Urn-, the Annual controct charfre of t ~  do~tre 
(S30.00l referrs~ to in paragraphs 4 and 5, the ch~trKe of ten dolbtrs (S10.00} per 
t ransf~ referr~ to in l ~ r q r s p h  4, the collection charf~ of one dollar and twenty- 
five cents ($1.2S) per consideration referred to in p l rqr raph  5. ~ the contract 
¢hsr8t of seventy.five dol/an ($75.00) referred to in paref[raph 5(bL 

2. For con•feces filed in 1981 or Jat~, the above contract  ~zrZes  muJciptied by the 
nttio of fi) the Consume~ Price Index for June of the calendar y ~  p r ~  the 
date of m ~ . .  to ~il the Commmw Pr/ct Index for June,  1979. 

th) If ~be contac t  provides for allocat~on of considerations to both fixed and vsrkble ac- 
counts. 100% of the cousickra~ioas should be assumed to be aJ/ocsted co th* variable 
~ , ~ L  

As used herren, the Consumer Price Index means such Index for all urban conf ine r s  
for all i tems as pub/~ebed by the B u ~ o u  of Labor S t e c i s ~ c s  of the Unflmi Ste tes  
D,perUnent of Labor o~ ite _eucc~____*or. 

If pubUcation of the Coneun~" Prk~ [z~lez c ~ m .  or ff such Index ~ becomes 
unav-;~-ble or is altered in much • way - -  to be unusuable, the CommiHJonw 
substitute an index he deems to be onitdbk. 

7. Any paid-up ennu~ty benefit ~ v a ~ b b  under • v ~ k b b  annui ty  contrsct ~b~l be such tha t  
iLs p r ~ n t  value on the s~M~/t~ ¢omm/mcsm~t  dat~ is St k~st equal to the ,,,;,,;mv.m 
forf~tuce amount on the date. Such present v~)ue sh~] be computdd uzin~ the morte//ty 
table, ff ~ y ,  and the ~ r a n t m ~  or assumed intm~st rates used in caiculat/z~ the annuity 
paymmte. 

8. Foe vtri~ble unnu/~  ooutntcts wh/ch provide ca*h 8u~.endw benefits, the ~tch surrender 
benefit s t  any time pr/or to the un~u/ty onmmenc~ment dat~ sludl use t~ less than the  
m~n/~um no~forfe~zre amount next  computed xf t~  the r~qu~,t  for surrend,~ is rec~v,d 
by the compmsy. The death benefit under such contr~cte shall be s t  k u ~  *qua/to the cash 
surrender b u n a ~  

9. Any verkbl* mmuity ~ a t r a c t  wbJch d o ~  no~ ~ v ~ d e  cash muTend*r be~flt~ or does no~ 
provide d ~ t h  benefits at I ~ s t  ~qu~l t~. the m,~,,,~,~m nonforhdture az~s~u~ ~ to the an- 
nu/ty commdm~m~t  d~tt~ ~ in¢lune • s t • tern•at  ~ • prominent  pmc4 m ~ contzuct 
~ t  such ~ u  m no~ p r o v i ~  

10. Notw~thstend'u~. the r~luiremento o~ this A.-tScle, • ve,-kble sz~u~ty con tac t  mty  provi~. 
undm' the mt3~tionJ Sp~f i~!  in he) or {be ~ thee the coml~my, at it~ optio~ may cun~.  
the tnn.,~Cy and pay the cou~rectboid~ it~ •ecumukted value end by such p~wmeat ~e 
released of any further obl i~Uon unde~ m~ch co~tr~t~ 

(•) ff st the time the ennudty becomw payable the accumulated veJue is }ess Chsn $2,000. 
or wonJd provide an raceme the ~ t / a m o u n t  of wb~cb/a lase Cban $20 per montJ~ or 
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~O) if prior to ~ time the .a~nu~ty becomes payable under • periodic petymenc vlrisbk an. 
nuJty contract ~o considm' l l~ l  b lv l  been MJc4dved ~md~ *..he col~rl~ fro' I pl~od oJ 
~vo (~} fu//y,m~ and both (11 th,  tot+/consid*rscions p~d prior to such period, reduced 
to reflect any ~ wtthdr, wb from or ~ surrind*rs of the coatr,ct, m~d (ii) the 
eecu, m-~.,t4d vslue, -mount, to bs~ t,b,a ILO00. 

11. For any va.risb]e annuity co=tr.ct which provkks, within the mtma contnJct by ride' or sup. 
plemenr,4d contract provision, both annuity be~f l~  aad life iasurtnce bo=efi.,~ ~ t  sre m 
u c e m  o~ the I p r ~  o4' cash surrend~ benefits or a r , t u ~  of lhe ~ conmde~acions with 

• i.nt~.egL t, be m;wtmU~ I~l~rorf~,u.e bq~ld~tl ib,l~ be e ~  to L ~  gum d ~ m~n!m~ ~ 
fOIrfl~t~L'~l benefitl for the I~m~X~ty porUon and ~ mi-JmllXlO llo~fol~ei~u'e bel~lfltS, if my,  
for ~t~ llfe ~ .portion computod as if ~ IXXt/on w.re J ,M,p,~te ~U'eC~ .  Not- 
w~thst.a=di~r the 1~ovisioas of PsrqF.sph 4. sdd/t, iona/behests payable (a) in the event of 
totJl ~ permmmm~ disbili~, (hi as revarslonary annuity or d~4u'rod rmmrsionary annuity 
benefit& ot (c) as oth~ po!~7 beneflt~ addlKiomd to life ;,, .su,'~n~, t ~ J ~ n t ,  u d  annuJ~p" 
benefits, and considerato~s for .n  such eddi'.~oual benefits, thst may be r ~  by this Ar~ 
cicl~ Tin incluJio~ of such ed~r, iomd lmaafits s b ~  be disr~gx~dwi in a~,m~ninZ 
m~n~mttm nol~o/~tw~ a.~o~x~to, ]Mti~.~lp AlM~ty, C, lllb sun'eader ~md dexth be,',eflt~ ahsU 
uot be r~quirod in ,ny  paid.up benefit*, m s l e ,  such ,ddiCioo~ benefits ~imu~ml~ would m- 
qu~e ,~i-;mum smmforleitur~ ammmt~, l~d-up annmty, cash ~ d e r  m=d du th  l~nafics+ 

AJr~ck VIii: l ~ q u / r ~  P.ep~q~ 

I. Any company issu/n4~ indtvtdtud vm-b,ble ,~..uJtiss sludl ~ to t b ,  cmst~8~.holdm, at 
once m NCh contract ymr aftor the ~ n t  at his last address I m o ~  to t /~ com~ny, a 81~lt4- 
merit or |La~emellts ~ g  th ,  i~v~Jtme~t~ ~ i~ the tep~urtto ac~o~mc Tim company 
sl~dl sub,-it annually to the InJ, m-t~e Co~, , ,+*+~"  • 8t..+toment of Im, ssi.neu of its 
separ*m ,ccount or accouaYm in such form as may t~ ~ b 4 d  by th~ N,tional Associ~ 
~ion el Iuure.ace Comm~ssio~8. 

Dr~n~s N ~  ~ ~ tstod~ ~ ~m,~ d~ ka~S~ m~ci~Uy amuck ~0 ~qdy ~s ,~- ~ ~ t  ~ 

Any c o m p l y  issuing individual vL,~ble J~nui~i,s shad m ~  to tJ~e c o ~ c ~ t ~  at least 
ooc~ in MCh contract y ~ r  a h ~  the first s t  b~s last , dd r~ ,  known to the co~p4my • scsu~ 

m c x ~  o~ u m m t  y con~act ~ wn~c~ i ~ m n t s  have z ~ o ~  comma~aca~ (el 
number of accumulation umts credited to such cou~rac~ a~l ~ doubt veJu, of a ~=it~ or Col 
the v~u,  of ~ con~ctho]dor 's  ~ccmmt. 

Article IX: IPor-~lm C o m ~  

~+~ c~e ~.,, ~ rqr~t~o,, ;- th.  p~.+ce of do,,,.+c~ or,, !+~ .~  com. p,,,n~ ~ ,  d*Z~, oJ' pmt~.+ 
~on to polic~hol.d~s and thl.publis which is .s~bscstu~y.. ~ 1 ~  u~t. ~ by ~ r ~  
Uoas. the C+mm~mo~.  to t~e ezton¢ deemed tpps~pnxt4 by him i= i ~  disc~r~omc may cousider 
complianc~ w~th m+ch law or reluist~m u complian~ wi~b cbm+ s~pdaciom. 

ml ,~  ~ upe~ t .~  I~  a~qer,~ .~ ,~  em eoequace~ eelu~wd. 

Ar6c~ X: q ~ t f l c s f l o a s  d A l * s ~  f ~  t/m S a ~  d Vm4sbk Au~dflm. 

X. Is) Nopersoa may *el) or offer for *ale tn this state troy variable u n .  Sty ~ c r e c t  - ~ ! - u  
such person b ms eE~n¢ o~1 i ~  ~ with ~ Comm~siouor. in • form smcisfactm7 to 

may be r o q ~  for the iolicittt+oa of ~ of vermbl, smnmcy coutrscts by amy fed*re/ 
s~t4 # 4 ¢ ~ t ~  law. 

~D) .JUly d'~tm|nmLiOII Ildm;nlelblt/~ by 1.~ Deplrttmmlnt for the ~ Of d e t m ~  the 
eU~biUty of .uy  person for l i ~ u i ~  u as *.put ,hall. ~ the effective dste of IJ~ds 
relrU.~t.io=, incJocb such que~uo,',- coucemml ~ ,  l~story, p u r p o ~  s.~u/at.i~ end 
s4~ of variable annuity cootntcta as the Commissioner dmmu approim~l~ 
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2. Any person qualified in this state und~  this Ar~cle to sell or off~ to sml/vLrijb], 8nnaicy 
¢on~scL* s h*ll im~i/atm|y report to t.lse C~m~ss/One~. 

(a) Any suspension or tsvocsLio~ of his siptnts license i~ Jmy other state or ~ ' i t o r y  of the 
Uni~d S~su~ 

{b} The impoMtion of any discipl~m, ry mmcUon, includinz s~spe~iom ~ ezpulsion h~m 
membership. *uspe~ion. or r~vocatiou of or denial of registraUo~ imposed upon him 
by any national .s~uritJes ezchsn~, or mttion-I Ncurities as~ciation, o~ any federLL 

• s ~ .  or ~e.~r/r~rbLI ~ w/Oh jur~cUct/on over secur/tJes or variable a~nuJty con- 
" tracts; 

~) Any judlpement or injuuction entered s p t n s t  him on the basls of conduct deem,d to 
have ~,,volvod ~ u d .  d,~.~t, mim-epremmtat/on, o~ violat~o~ of any iz~m-a~ce or 
Ncuri~es [sw ~ ~i',dst.~ 

$. The Commjss/oner m~y reject any appUat~/on ¢~ nspend or revoke c~ refuse to renew any 
ai~ent's qualification und~ this Article to ~ or off,r to Nil variable annuity conCr,cCs 
upon any/Found that wou/d bar such sppl/cant or m~r.h s~ent from bein~r Ucens~ to ~eU 
other l/re Lasurance conr.rsct~ in this ~.a*e. The rtdm ffovernin~ any p r o c o e d ~  r e l ~ t ~  to 
the s~spension or revocation of an allsnt'* ~ ,k.ll also I ~ v e ~  any p r ~  fro" 
suspension or revocation of a~ aL'ent'* qual/flcstion to ~ or offer to eel/variable ann~icy 

• concrltc~. 

1975 Ply:. ! ~s-74k9 
~ o ~ !  

2 6 3  



IIPPIEI~II • - PRgE I ( IEV lRI )  

V,elllAltE AUlRIITT ~/. W 

IAI!  Itll 

I s s u e  Age n SS ~ I:herlWS~ 

l l r m s  m i  l e l n l m  ; 16.001 Per Veer • le*r - . -  C l ~ g e  --  

Ver l lb | t  Pa~IIITV IN([ 411~Jll • e ( ~  I 14.~X + T+er 1 I sl FLe~ 
Z 5X 

NUlUlII Fund Wet RImUIt llstvl~n |p re .T Is ) |  14.90~L le t  T i l t  $ 4X 

NutWt Pt/~ l i ~  m l  h i - -  (A l l ' T I l l ) .  + 1•.TJ% I 5 Tiers $ 2% 
l•.~J~ 0 10 Teerl 6 I% 
1•.P3~ t 1!F ~eers ?* ~1 
l • , ; ' J l  I H Teers 

Fe¢ll~ml 11~ce~ IO0 1 ~ TO•re I - !I 
ve,.~ 6 + 18 

2 n  IeeTe 11 - IS 
~1~ Teere 26 - 20 

Ta~ Pe~el t~te 5~.3)1 14101 l e r l y  V t thd rue l  

F rH V l t k d r e ~ t l  $~ 9 r m l m  I TeeT 

h ~ o  v t t l N i r m l l  S 10~ Prmlve I l w  

r ~  

Centr ist Ir~eme P ~ t t y  I n l t i s |  V.&. Tund V.A. Fund I;rer IJlctse fsste qm $,Ckerge at* I l t t  
l ira" ;er  1111 ~ li • T l i l t ; r i m  V l t iv l r ' t  Utthek"l  Vlthdlr,tl l Vlthdr ' ls POISI~T 
11) 12+) (,~b) ($) iS) 15) 16) (7)  (O) $9) 110) 

$ 21m 1011 f 0 , • N  IO,OM 1,444 $04 • 1t10 • 310 
2 28~ 10~ O 1•,Wdl 1,51~J SO0 O 1 ~  O 310 
3 )01~ ~ 0 12,015 $,T)0 500 • I~1 • 310 

2611 10X • I$,Z~4 $.~;r $04 • 190 • 3 le 
$ ~8~ 01 • 14,6~3 2,11@ ~ • 1~*0 • 360 
& 26~ OX O 16.263 2 ,~2  500 0 1(,9 O 360 
T 26X OX • $0.105 Z,MT 500 0 1l@ O 3641 
| 28X 0X O 20,212 2,911 $gQ • $~0 • 360 
9 26X 011 O 22.622 3,ZM 500 0 140 l 360 

I(I Z6X OX • E$.)00 3.~$$ 54~ 0 140 • )40 
$1 28~ OX • 20,555 £~109 SO0 • tL0 0 
12 2611 0~ 0 32.$4L I,4h79 SO0 • t1.0 0 
T) ~ $  OT 0 )4.2?2 5.~2~ ~4~ 0 llO • 360 
14 ~ 0X • LO,~g~ $ ,41~$ ~ • 11.0 O 
lq~ 381~ OX • &6,399 6,lUll SO0 • 148 O 
16 281% ~ • 52,5BI /,$PZ S00 • 140 9 360 
17 ZOX 01¢ • 59,652 • , $ ~  500 • 11.0 9 
18 2 n  i x  • 67'. ~ , t  9 .  ~J5 5eo o 11.o • ~o 
19 261. 011 O 76,~? 11,M0 500 • 140 O 

~1~ 01~ 9 I17,SI~ 12,612 SO0 Q 140 • ]441 

Set /kqnuel A f t e r - l n  l ie tu~ to ~ r e c t h e ~ d e r  I 3 Yeat'e t t0.16X 

UIt IkmUO( AfT~'*TIm •etvrw I S  ¢l l~l l lct l ls ldof + ~P 14 •eerO ; tt.~J1( 

Mlter-1~va $ e t ~  te  ¢~ recTke tde r  I I)5 V~"a t 11 °/'6X 

AfteT-TU Iletum te Cem~tr~tketdle@ ~ ~q) Viers  I 12,18X 

I IrRk-I+w~ Y ~ r  : 7 

set A, mue~ 

met Iknnuet 

V.Ao Fund ~ V.&. CIW TOll ~ A-T Vs|ve 
I[ 0 T Charge [ • • I ka r r~ l i~  i[ O • 
(11) 11|) 11~1) ( l&)  115) 

IO, N •  6)0 1B.2•4 I M  18,17'6 
12.015 601 11,615 5M I@,|Tr 
1 5 , ~  5)0 lZ.T~6 !,012 1 1 . ~  
14,653 4441 14,Z13 1,401 12,612 
16,26] 325 13.~4 1.645 14,2T5 
18,105 181 l ? , q ~  2,219 15.~5 

22,422 0 2Z,622 3,5]4 19.M8 
25o380 O 25,100 4,31~ 21,9r& 
28,$35 O 28,$35 5o1~ ~J,)45 
32,14L 0 32,1&& 6,290 2SoqMA 
)&,Z~ • ~.ZTS 7.)$6 28.916 
&0,996 O &O,~6 • , 6 ~  ~ ,317  
46.399 0 ~4,$99 19, lq12 ]6, ~qDT 
52.581 0 52,581 11o923 &0,45• 
S9,652 0 59o652 t 3 , q 1 9 5  45,7~O 
61.712 0 6?, T4Z 14,1M 51.5P4 
3'6,e97 • TA,ggr 141. PS9 M,~)0  
1ff,585 0 M,51~ ZI,T't4 45.1~I 
$9.4q~ O ~,414PT 2~,115 TL,M2 

I ~  i t  A f t l r - T u  Eernell l i ne  m l i v i d |  Fvnd4 ! 5 Tiers (~411 

l l ~  st After-Tml |m'nlq IIIste on ~ I  fWldl I t •  triers &t4 
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N q ~ o l l l  • - ~ 2' ( ~ V I N 0 )  

VNII/~L| 4MllUITV VS. NU~fAL FUIO 

NIGI~A ~tOSS ~ I~11J~ 

leeu~ ~ ! 55 Surrender C15~lNlI 

~lrose Aemmt Aetum s ~ , 0 ~  ~ ~eea - '~e~* - -- ~m ' •e  --  

V~ lob ie  m i t t  iOet ~mmm| N e ~ m  s 18.tOK Peq- ¥(H~ 1 6K femd 
2 5t  

10utuel fund • e l  Anmm( ~ t u m  (Pre-Vea)J 18.5~t P*r veer 5 &X 

PKll~l Futd Net dlW~| na ture  ( & f t - t e M t  I$.&TX /' 5 Veq~-~t 5 ;IX 
13.61X / fO TeArs 6 1K 
15.61~ I 15 TEAT• ?* 0~ 
15.61X I ~tJ Veers 

f e d • r o t  I m  T u  t ~AX ( • e a t  I - S 
2 n  teer~ 6 * 18 
281 yeeae I1 - 15 

('eArs 16 . 20 

1roe P m ~ i t l , ( t o  59.55J 10][ h r | ?  Ultbdrem~l 

f m  Vlthdrmmtt 5~ Premium / YeoA" 

eXtmll t / I t S •  t IlK ~ m  I Y W  

O~ 

ContTKt I m  Iqmelty In|fOAl Y.A. FLed V.A, ;rod f ree h t t o e  lreaee m l.~r~Oqle m Net 
TeAr Tex lee Pequot • 0 Y I n c r e m  Ulthdr* l  VithdrW| Vlthdr '18 v i thd r ' |e  Pol lw~ 
(15 12e) (2b) (5) (&) 15) 16) |7) (89 I • )  (105 

'1 28• IOX lOoOee I@.Ooo I.IKO ~o0 o 19o O 51o 
2 28K 1OK • 11°3~• Z°MT 500 • 190 • 310 
$ 2811 10K O I:P,9Zr 2.3711 ~ 0 199 • 510 

5 ~AX ~ O 1?.0~9 5.1~3 ~CIO • 140 • 
6 ~At OX • 1 9 ° ~  3,618 ~00 0 140 • 360 
? 28~ ~ O ~ ,?E0 4.192 $9Q I) ILO O 360 
8 28X 01; t 26,472 6 , 8 t l  ~ O 1~,0 O 360 
9 ~8~ n O 3 ~ ,M5  5,613 ~00 0 14e O 360 

10 21~ 031 0 36.018 6o62~ 500 0 1~;0 | 360 
11 ~q~ 01[ O ~ , 1 4 5  T,~55 ~ 0 t&O 0 360 
12 28X O~ • 69,4,00 9,090 ~00 0 t40 0 364) 
13 281L 0~t 0 5 7 , ~  t0,670 5 ~  0 IL0 0 360 
14 28X O~ O M ,  160 12,TAI ~00 0 I~0 0 
15 ~ I~X • 00,~01 54,73T ~00 0 ILO 0 564) 
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15 ?RX OX 0 17.L113 1,818 TRO 0 218 
111 281[ ~ @ 11,521 !,926 71J0 ~ 218 
17 Z6X 01; O 19.M7 |,045 ~ 0 218 
16 ~ O1~ 0 20,93~ 2.177 7110 O 2111 
19 ~ ~X • Z2,3Zff Z.322 3+110 0 2111 
20 2111 01~ • 23,111'1 2,41L1 ~ 0 2111 

get NvlU~( After- leo Netum Co Com4rm:theider ~ $ Yeerl I 6 . ~  

lie| /mnu~| A f te r -1~  ItotUm 1o Contro¢tl~etder I 10 Were s ?.~0~ 

Rn~u~| After-ro~( I ~  to C4ed~rl¢(t~4p~cl~r / IS Yelrg ! ? . ~ X  

Net Immmt After-Tim Return to ContrKthotder ! 20 I l l s  ! 7.11SIL 

I r t l k * f  n n  t n r  t ~0 

J.O~rl l i  on l e t  V.A. Fwtl Rurrqmlbr 
(dfthdr'(o P e ~ t  E 0 Y Ckerye 

19) 1t0) f113 112) 

O ~ 111, ~qS0 616 
II ~ 10,$&7 527 
tl ~ 10,861 ¢35 
O ~ 11.215 336 
0 ~ 11,599 ~32 
¥ 562 1 2 , ~  1)0 
O 562 12,495 0 
O ~ 13,015 0 

0 562 14,221 0 
0 562 14,W0 0 
O S6Z 15,691 0 
0 562 16.$L3 0 
0 562 17.t113 0 
0 ~ 18,521 0 
0 542 19eLM7 11 
O 562 Z0,9~ 0 
O 562 2~.329 0 
B ~ 2  Z],1171 B 
0 562 ~,573 O 

V.A. COY TM m 
! O Y Surrend~ 
113) (14) 

9.446 O 
10.D19 ? 
10,429 163 
10.876 333 

11,905 533 
12.~qrJ 
13,015 844 
1],~M 1 .0~  
14,221 1,18~ 
14.920 1.3?? 
15.691 1,59] 
16,543 I,O~l~ 
17,483 2.095 
18,521 2,386 
IP,467 2,707 
20.9]i2 $,0G1 
22,3?9 3,452 
Z|.I;Pl ] t  ~ 
~,$73 4,]HbO 

! 14~ )  

t ( 3 ~ )  

s (2113 

I 0 

O( d f te r - f l~  [errllM |o(g on Nutlm| fu;Ide q 5 ¥oorl 

ot tfter-~eR tiNqwd Rote on Nut~ |  fundb I 10 Tom1 

ot A f te r -To  I [ ~ g l  1tote m NUtm| P41~ll I 13 Y~' I I  

St After*t im Eos-fwd ROte en Nutu4| Funds I ~0 TOrerO 

A-T votue 
¥ 0 Y  
(15) 

9.644 
10.012 
)0 ,N6  
1e.54] 
10,984 
11,371 
11,'/~P7 
12,170 
lZ.583 
13,039 
13,~2 
14,~1e 
~6.711 
15.300 
16.135 
16o qPM' 
17,1871 
18.177 
19,N7 



APl~liOIl C - PAGE P (ll¥1Kq)) 

VARIABLE AHllUIY? Vl. ~ 

ZEEO ~ AFTER ~ Yl[Alll / RlOll~l Fll~R/~L IllC~qE TAXlli 

I I I I l  A p  ! 93 

l i m e  A r m l l  Return I 16.e0~ Ptr  Yew 

¥~rldde Nmulty ge t  ~alnull Return I 14.4n Plh" Veer 

N~III t  Fund Not J~n~l(  I loturn ( P r t - T l l ) !  14.90~ Per lrRlr 

Flut l l l  Fund Net Ikmml le tuw~ ( l f t - f M ) l  t0.ZSI I I YeOrl 
qO.ZSY. I 10 ~t.ers 
10.201, I 15 Veers 
1 0 . ~  I Z0 TlkPO 

Su~rl~der C h i n s  

• yew" • -- ( ;h r le  --  

I K Fund 

3 4~ 
/~ 3X 

7* n 

P l d l r l l  I ~ m  TO. l 

" I~  P m i i W l t l l  Sg.~Jh 

f r ~  ~Jllttdrwel 1 

Ix4:He VI~ILe t 

311[ v # .  I -  S 
31Y, Veers 6 * 10 
31X THe'S 11 - 15 
311 veers 16 - ~) 

10t l t t tT" l l l th#ovo l  

lO.OB IJ~edm ! Yo~ 

2,311 ~ , t ~  r Eee 

f~J 
O0 
,~J 

Cmtr lc t  I m m  P l m l t y  i n l t | e l  V . k  f ~ d  VJ .  Fund free | l l ce , I  
Y w  11,1 II+I ~ I • ¥ Increlle Vlthdr.|  ~ l t k l r q  
( I )  ( h )  (2b) (213 (4) 153 (6) (T) 

I 311 1 ~  tO, i ~  10,11~1 1,&40 1,00~ ~IF 
2 31Z 101 0 10.~i3 I.&613 I , N 0  25P 
3 3111 I011 t 10.435 1.$0] 1,0N 237 
4 31I 101 t l l . } l e  1,541 t , 0 ~  23F 
5 3~S OK • 11,8~$ I , ~ A  1,800 23T 
6 $11 OI I 11,31;I 1,6~ t,(1~ 23T 
? 3111 Ol (10 I ! .T t4  1,41#Z t,000 231' 
8 3 t l  0X i 12,21R 1,PS~ 1,H0 23}' 
9 311 Wl 0 12.7"~ I.IHR t,O00 237 

10 31Z OX O 13,311 1,91| t,004 23}' 
11 311 011 • 13.997' 2,016 t , 0N  237" 
1Z 31~ 01 I I&.T~ Z . I N  1.000 231' 
19 31X OI I 13,665 2.236 1 , ~  2lIP 
t4 31X Ol I 16,M4 2,4M 1.000 237" 
13 31X WI i 17,8&9 2,571 1,000 237" 
16 3111 051 0 19.1M 2,F6~ 1,004 23~ 
IY 31X 02; 0 ~i.10P 2,9C1~ t,000 23P 
11 31X OX • 22,451 3.233 1,00~ 237" 
19 3111 011 11 24o4&F 3.520 lo00e 297 
~0 31X IX • 26,730 3,1J49 1 , ~  ~7" 

k t  ~ l e l ,  411e'-~l+, I t l tVm t~ ¢tmtr l~t l~td l r  I 5 YeWl : 8.}'IX 

k t  Imnua( Af t l r -T¢[  14~m t l  ¢e~tr# thotd~r  f I~ Ye~rll t 9.ME, 

I ~  k + m t  M t ~ * T u  tetum te Cmt , c~ke tdv  ! 15 Yews t 9.9~1 

le t  lemml After-Tel I l i u m  te Cantrectholtd~ I ~0 Y W l  I 10.261[ 

l l e l  im I . c h l r l e  m l e t  
I / l i k e ' i t  Vitl~dr' l! f ~ w ~ t  

18) Ig) 110) 

507 14 716 
507 12 ?18 
3O7 9 721 
SOF ~r 

5 O49 
Z 151 

0 85/* 

384 0 856 
~4, 0 154 

~ 6  O 8~4 
0 854 

~W, 0 1~4 

_.W+ 0 I ~  

Y.A. FEnd ~ V.A. ~ Till on 
2 0 Y  ~ l O T  k r rmdm" 
(11) (12) (131) (14) 

IO.~U 612 9,391 I 
10,435 3~  9.913 0 
10.?N &Zl I l i , Tr~ 111 
11,003 3]e 10,6~ 27~ 

11,~Wi f i t  11,~5e S05 
IZ.ZOZ tl ~ | , l~ t  683 
12,7"22 e lZ,T~Z 866 
13.31Y i 13,3~? ~ , l ~  
13.99T O 13.99~ 1.231P 
qA,T/~ 9 14.T/3 1.440 
1 5 , ~  t 15,"L5 I , ~  
16,4~4 0 16,M4 2,072 
17,1&9 O 1Y, l&9 2,433 
19.112 0 19,1M 2.846 
20,?07 0 ZO,?07 3,$19  
22.65t 0 22.651 3.860 
24.4&T 0 Z4.i&T 6,A71P 
~S,F30 0 26, F30 5,186 
29,342 O 211,342 5,996 

5 YR~t  t 1Me) 

IO Y~x'l  t 1A55) 

15 T t o ~  I (WlS) 

l l~  i t  Aft lw*1n | l i ned  Rate eh Hot4Jo( Funm I 

lips( t t  AftM'*1~ k m o d  h t e  m Mutmt f rom I 

I q  et A f t ~ - T u  [ e m d  tsto m ~stwt Ymds ! 

lit Aft tr 'Tl lx ElWlSd r i t e  m ~ 1  fWli l  I 

A-T Vdue 
t O T  
(15) 

9 ,H!  
9.913 

1@. 1M 
Ig,39F 
1LF?5 
11.125 
11.519 
11,8711 
~Z,2M 
12.738 
I$,25~ 
l~.S0g 
1&,612 
I$.£11 
16,$~4 
1}',)M 

19,969 
~1,~4 

IlreWt - |wn  Y~.- t M 



AP~IEIQI v (: • PAGE 8 (IITVlSll)) 

Y /a l l / i l l  /I/nluflv Vl. ~ Ki lo 

/ t H  l iP/ Af?[ll ~ T l ld !  I DI~JlIAIIN FII~IAI. |Kgq l  Y U I I  

Isstm ~ ! 55 Su~remier Chsrtes: 

0~o*1 A m w l  f )e tU~ I 16.00~ Per Ye~lr - yeaw - *- L~4~ge -- f e d s ~ l  Income Ysx t 

Vsrlsble / rami fy  l e t  /mnuet Ileturl~ t 1&.401 Pet" Tear 1 61 furd 
2 SX 

k/Sue( Fund Net lklnu01 Ilett~n (Pr~*IW)I 1&.90~ Per Yeer ] 6X 
4 3Z r ~  P e ~ l n , ( ~  H . 5 ) !  

IIuttm| Fund k t  Anmm| liletl/m (Af t* l lm)t  1 0 . ~  I 5 Yeero 5 Zll 
1O.~lOX I 10 Y ~ s  6 1~, Free Vl t ld rmMl |  
11.22X I 15 Yew's 7+ 01 
11.58X I ~ Veers lscnS V l t h# lwh~  t 

31~ Yeor8 I -  $ 
28X Vurs 6 * 10 
151[ Ye4J~J 11 * 15 
15X Xeers 16 * ZO 

10'£ [ e f l y  V l t l ~ m (  

~0.N1 P r e l i m  / YNr  

1 . ~  Premium I Veer 

~0 

~ar~rlct t ~  Peneity I n l f l l d  y.A, Furd Y J ,  Fund free l s c e .  Y.see an I.G4~'lle In  I ~ I  
h e r  lira Tim P I l~g i t  • • T |~remle Vl tkdr* t  v l thc l r , |  t f l t hd r i l l  U l t kd rg l  Peymm~ 
(1) ( h )  (~o) (3)  (6) (5) (6) (?)  (8) (9) (10) 

I 31X 101 10 , i00  10,044 1,640 1 ,Ne 129 &59 7 653 
Z 31X lCtX • 11,3R 1,416 t .NO 120 459 6 455 
3 311 101 0 10,MT 1,539 1,000 12g 4,59 5 656 
& 31)i 10X 0 11,106 1.599 1,NO 129 /*59 & 65Y 
5 3tX 0X 0 1 l,~dlS 1,604 1,000 lZ9 367 Z 
6 ~q51 OX O 12,1)3 1,767 1,0OO 120 31& 1 
7 ~tX ~'~ 0 1Z,76! 1,838 1 , ~  120 314 0 806 
8 20X 01~ 0 13,&79 1,941 1,000 I /0 31& O 806 
9 28X 0/. 0 16,N0 2,0S9 1,00Q 120 316 0 806 

10 28X 01~ O 15,239 2o196 1,000 120 316 0 
11 15X OX 0 16.]1& 2,3/.9 1,000 120 148 0 952 
I2 15X 01I 0 IT ,~$ Z,SZ6 1,004 120 I M  0 f lZ  
13 15X 01( 0 18,~9 2,F29 1 ,0~  120 I M  0 952 
16 15~ 01 0 ~ , ~ 5 1  2,960 1 , 0 ~  120 168 O 
15 151¢ 01 O 22,399 ],225 1,0~0 120 168 0 952 
16 15X 01( 0 2t,$0S ]~,520 1,000 120 I M  0 95Z 
1T 151 ~ e 26,913 )o0~6 1,000 IZO 1M 0 952 
18 15X ~ 0 20,669 4,27'2 1 , 0 ~  120 1M 0 952 
19 15~ 01[ 0 32,i1~2 4, F'/4 1,000 120 I M  II 95~ 
20 151[ 0X 0 )16.&211 $, 2t.6 I,IIG0 120 I M  0 952 

mot Amuel After-Sex Is turn to  ¢u~trl¢thetd~r I S Tilers ! 8.9~4 

le t  Anmm( AftCw'Yes l e t v rn  10 ¢lmlrs¢tke|dsf I 10 YeOrll ! 11J .~  

le t  I~nuel A11et'-les lieturn to ¢emerl~th~tckr I 1S Yeert I I 1 .1 ) I  

li~t Imrlus( Af ter - lN i  RIIWTt tO ¢em~r~tkeldm' I 20 yeet~; t 11.~1~ 

Y.A. Pund I le r rem~ Y.4. e ly  I ra  en 
1 0 ¥  Ch i rp  l o t  
111) (12) 113) (lab) 

10,32t) 619 9 , N 1  i 
le,M? 534 10,15Z 6Z 
11,106 ~ 10,661 2F1 
11,585 368 11,~37 501 
12.133 Z45 11o691 
1Z,761 128 12,63] 737 
13,47~P • L3,67~ 9 ~  
14,300 0 14,]011 1.294 
15,2)9 i 15,~39 1,667 
16,314 I 16,51& 1,7M 
17,5/,3 t 17,543 !.131 
fll,g~9 0 16.9~9 1,~1/*Z 
~,558 e 20.558 1.584 
22.)99 @ 22.199 I ,M I I  
:)/,,$05 0 24,505 • Z,176 
26,913 0 26,913 2,537 
Z g , ~  O zg ,M9 2,q~o 
3Z,k'Z 0 ) Z , ~ 2  3 , ~ $  
)6,~21 0 14,¢20 $ , ! ~  
t0,$~t 0 tOoSN, 4.~kl 

t t  After-Tex |qmmd l i #e  on ~ |  f ~  I S T W l  I ~ ] 3 )  

et Aftqw'lex |~hed  test  on IkRtm( F M  I te Yeoro ! (~lWr) 

JlIPV Ill AftlN"tlNI |Sffgd Nit# On Aluflm| Fulsiru I I~ YlNlrl ! (15) 

IPV st A f t e r -1~  l e m d  h t e  on m t  funds I 29 Y*~ll ! O 

A-r y e l w  
I O V  
(15) 

9,71P1 
10,fro 

lO,nO 
11,3o5 
I I , I I ~  
t2.505 
1),096 
l ~ t ,m  
1&,51~6 
1~,4,12 
1T,MT 
10.973 
N, SN 
ZZ,]Z9 

Z6, T19 
Z g , 3 q  
~2J4& 
~ ,  lri'l 

t r ~ k - l ~ m  Veer : 



AI91EilIX C " ~ f (ilLrflMO) 

VMl i tL i [  MIUITY VI .  I I /?t l l .  

~ A t l f l l  20 l r l I l l  l LOU[I MOl l  ~ l l l U l t  & I I I W A I I I I  t l l l l l t i  IliC~H! l I I l l l  

lelue ~ I 

i r o n  ~ t  t l ~  I 

Ver l l l l le  Anfll/ l~ Iklt Arglutl letul~l I 

f u e l  Fund Net h i  I l i u m  t i r e - l U l l  

Iqli~lltl feAsd i / ~ l  t i t +  l i f t - l u l l  

55 lUrresdlr  Chlr l le  ! 

11.00~ ~er I l l #  - Y~H" * - -  C11arl~l -*  l e ~  IrlellO I I  i 

IO.40S Per Year 1 6T fund 
2 5X 

i0.90K Per Year 3 4Z 
4 3X TIX P~m~ttldto 59.5) t  

7 , 5 ~  I 5 ¥IH~PI ! ZX 
Y.61~l / 10 Yexre 6 1X F r l t  U l thdr le l l l  
i , I T T  # 15 Ylef'i l i  051 
| . i ~  / 20 T w o  l i n e  I f f ~ l l  i 

31T Yeore I -  $ 
ZeX Yeor~ 6 -  10 
15T fe~re i f  • l l  
TST Ye~rl 16 - 20 

101 l l r l l  i i i h l t l l m l  

0.00~ PrlmlMi I T W  

O0 
~0  

¢ ~ i t r e c i  I m  PIIVlIW l n l t l l l  V.A. l i d  V.A, fu ld  f e e l  [ItClll  l u l l  on 
ye*P l i i  Tim PlOU~l I 0 Y l l t t l e l l  V l l l d r , l  i l t k l r ' l  i l t l ~ r t , l l  
(1) (2e) (21)) I l l  ( I )  (5) (61 (P) (8) 

1 311 10~ 11),100 19.t00 1,0~0 732 O 300 
i 31T IOX O 11,3M %07*'Z ?3Z O 300 
$ SIX 10111 O 10°4M t ,10 t  ~ 2  0 ~Q 
& 3IT 10~ 0 ( I ,1~$ 1,1&6 732 0 300 
5 31T Oil O 11,&$? t,109 /32 0 227 
6 ~ ~ 0 51.11~4 1.25F Y32 0 2~J 
? 28~ 11'4 0 12.399 1,21R~ #3Z 0 205 
• Lqgl. 01( 0 1Z,956 q,34P ~ 0 ~OS 
• 28X 0~ O 13,5~r2 1,411 73Z 0 255 

11 ~ 0~ 0 IA.~Ji 1.411~ 732 0 ~05 
t l  15~ OX 0 15.001 f.$60 T3Z 0 110 
11 I$T OT O 15,1Z8 !,646 73Z 0 110 
t3 15~ 011+ O 14,T4~ t,P&( T3Z 0 110 
14 15T OX 0 I?,?~Jl f,84~ 73~ 0 110 
15 15T ~ 0 10.1J65 1,9~2 ;r'JZ 0 110 
T6 tSX Oil | ~q~.095 2°090 132 0 ttO 
1# i~T 011 0 i1,455 2,231 T32 O T10 
18 15X 0X 0 ~2,9~2 2,387 7~2 0 110 
1~ ~ST 01 0 ~ , ,MT 1,559 /3Z 9 1~0 

tSt 01 O Z6,&34 Z.~I9 TIT 0 +110 

Net A~II~I AftlPP-TIm leturn to C~roc tk i ) lder  # 5 Yegre I 6.&6X 

h i  /ramJet Af ter- t im I l l ( t i t  t l  C l n t r u : t h e t M  I 10 ¥1ere I 7.351 

l~ l  ~ I  After-taR lletvrl~ to ca154trllCthollllr l 15 f l e r l  t 8 . ~ I  

k t  0k~l~l After-Tax I l i U m  te Cantrettholder I 20 Y W l  I 1.473 

$ . ( ; k r #  i n  I I*t  ¥.A. l i d  k l r r l r d ~  
i l t hd r+ le  ~ ! • ¥ (h~'tle 

(9)  (tO) I f 1 )  ( tZ)  

• &32 10,308 6tO 
O 132 10,648 552 
0 ~ 11,0Z3 ~ !  
ill &3Z 11,45T 343 
I S05 1 1 , ~  2]1 
0 S2)' 12,399 1~  
0 ~ r  12.956 I 
e 52T I~J.ST~ • 
I 52T 14,Z51 O 
0 527 15o001 I 
O 622 t5.821i 0 
0 622 16m742 D 
II 6~| 1T,TSt 0 
0 62Z T8,165 0 
II 622 ~0.095 0 
0 6ZZ 21,455 O 
0 622 2Z,qRZ O 
0 622 Z4,10? 0 
I 632 ~ , L ~  0 
0 6ZZ l l l ,A~l II 

V . I .  L3V I ~  m 
I O Y surremkr 
(13) (14) 

9,M9 0 
19,115 i t  
tO,MZ 2Yf 
I t .094 448 
11,656 5t3 
12,2;5 63r 
12o954 828 
15,5T! 5 ,0~  
fI°ZSt 1,190 
15,001 f,&00 
t5,il~8 87& 
16,74Z 1oOII 
tT,"/'St 5,163 
18,M5 t,]~O 
20,095 $+51& 
Z1,655 1,718 
22,952 1,963 
~4,61P Z, 191 
~6,43~ 2,~65 
~6.~$9 ZolrM 

(4/4)) 

(2~0) 

l i ~  et After-Tax |4irlsgd Note ore NUtUOl Fund8 / S YeeMI i 

l i t  AftM'-TLq |erymJ Note ~1 Iqutuol Furldo I 10 Y~lrlll ! 

IIPV l i t  AfI4H'-TIe | e r f t l  l i l l e  i n  PlUIblII( fldl~llll I 15 Tiers I 

lIP1/ at Aft l~-tem l x f ~  l i e  in  NUtUxl lUndo l zO TwO ! 

(11) 

A*f V~ue 
E O T  
(15) 

9 , M 9  
~ , O M  
10,~3  
l l ,145  
11,143 
I f . i M  
12.129 
~2oST! 
1 ] .~1  
IY,610 
1&,gS& 
15.?31 

17°554 
18,581 
19, #35 
Z1,809 
22,416 
~ , ( M I  
~ . 4 A ]  

t r e e k - | ~  Tier t 20 



APP(IIOIII C " PA~It 10 (IttrYllltO) 

YMI~ILE AmKIIYY Iq. II~I FUIO 

~IIO ~V Mill 10 YIMI / ICIII MOII ~ I~111 8 M~II~IIII FIIII~ III~ I~I 

gross I ~ t  te lum l 

Vl~Plabte r a l l y  Illtr Ibeaml Neturn t 

WAitlll lurid l l |  IIN~III l l l lur~ ((tft '¥IIq)$ 

I~ l~ t (  fund I l l  NeaI (  IlltW'fl (&f t 'TIs lS 

55 Swrmder  CherIes ~ 

12.0OX Per ¥1mr - ¥oor - --  Chil.14~ .-  ~lNIirll| Inca l t  Tim ! 

IO.&OX P~r veer 1 6)( ~und 
2 5~ 

10.Nl l  p ~  veer 3 61 
t ~X Ti t  ~ i t y ( l e  ~H~.5)I 

P.S~1| I 5 ¥ellrl 5 ~I~ 
P . l ~  I 10 ¥e411tl 6 I I  l m  I l f h t l  
1.21 sr I 13 YeIrl }'~+ 0X 
8.47~ It ~ Y4Nlrl i l [ l l~l  V|lkdrllt lell  l 

31X Y n r l  S -  5 
20X Yeerl 6 -  10 
15X Veere |1 - 13 
15X ¥oerl 16 - 2q) 

IOX em'ty I | t i d r u l |  

5.115 It p r l l e a  I Veer 

g.~10K Prw~tm I v w  

I%) 

r.4~treat I m  P ~ I ~  | ~ t t l l l  Y.A. Pvn~ Y.A. ~ruml 
Y w  Yea Ysa Pe~Nm | • Y I m  
11) (28) 121)) 13) 14) f5) 

1 311K I~1~ 11,800 1toM0 1,01,0 
| $111. I n  0 10,5]1& 1,096 
$ 31Y. fOX l 11,127 1,157 
& 31~ I~X 0 11,1~P~ 1,225 
5 31X OX II lZ.500 1,300 
6 ZSZ 15( O 1~,291 I , M 3  
Y ~ (IX 0 14,1T4 1,4"P& 
• Z81{ 01[ O 15,1&$ 1,57~ 
9 Z81[ OX (I '~6,Z14 1,M6 

10 ~ OX 0 17,3~ 1,809 
11 lYl  01[ O I I I , /00 I , ~ 5  
lZ 15X 011 g ZO, 1&0 2,095 
13 15~1 01 e 21,YJ9 2 , ~  
141 151 011 • 23 ,~6  2,&~3 
15 15X OZ 9 25,42& :~,64~ 
10 131l 01( 0 ~7, S¢i~l ~,1i67 
17 I$II OT, i ~9,925 $,112 
111 15X K 0 ]h~.553 3,31fl 
19 15X 0~ I ]15,61:~ 3,1~J 
20 151 ~ I 311,590 t ,113 

Ni t  Imm~| AftQr-?l~ ItltUl~ to ( ;q j~ re¢~|do f  I 5 yeeri  I 

• 11 A.nr~J| Alt tr-11m t l t v m  to ¢~rs~l t totdo~ I 10 Yeore 

l e t  bsn~Jl A f l t f - T u  let~l~ 10 Centro¢thetd~ I 15 ¥ to r l  

Net ~bm~o| Af tor . lo l t  letuq~ to ¢m1~r84;the|der I ~ Yeerl 

Ilrnkolven Y u r  
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Appendix D 

Description of  Formulas Used for After-Tax Accumulation Model 
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