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I 
t SupplementalCommentsof the 

Coalitionfor IndexedProductsI RegardingProposedRule 151A 

I The Coalition for Indexed Products(the"Coalition")hereby requests that the 
Commissionconsider comments Rule15lA under the Securities these supplemental on Proposed 

I	
Act of 1933 (the,,ProposedRule"). The coalition previously submitted commentson september 
10, 2008. ,|eeCommentofthe Coalition for Indexed Products(Sept.10, 2008) ("Coalition 
Comment").The Coalition Commentdemonstrated of thethat the plainmeaningandpurpose 
SecuritiesAct of 1933(the"Act" or "'33 Act"), Supreme Courtprecedent,andlower court 
decisionsall make clear that fixedindexed annuities structuredI ("FIAs") as characteristically are 
within Section3(a)(8)'s exemption for "annuitycontracts."Coalition Comment at 6-14. The 

t Coalition Comment alsoshowedthatthe Proposing Releasemisconstruesthemeaning of 
investmentrisk and improperly claims benefitsfrom the ProposedRule because it fails to 
considerthe extensive stateregulatoryand enforcement system that govemsFIAs. Coalition 

I Commentat 14-29 andAddendumat l-6.' 

The comments that have been submittedregardingproposedRule 151A are 

t	 overwhelminglyopposedto the adoption ofthe ProposedRule. However, certain compames, 
tradegroups,regulators,and individuals have expressed some level of support for the Proposed 
Rule. The Coalition believesthat some of these commenters haveintroducedinto the record 

I legaland factual errors that should be correctedto enablethe Commission to make a properly 
informeddecisionregardingtheProposedRule. We submit these supplemental commentsto 
addressthe most significant ofthose elrors. 

I Becauseit is one ofthe lengthiest and most extensive commentsin support ofthe 
ProposedRule, and because it was authored by a state securities regulatoryorganizationquoted 

I in the Proposing Release,we will focus primarilyon the comment letter of the North American 
SecuritiesAdministratorsAssociation('NASAA"). See Comment of Karen Tyler, NASAA 
Presidentand North Dakota Securities Commissioner(Sept.10, 200S) C'NASAAComment";.2 

I TheNASAA Comment errs in numerousimportant aspects, by: (1) introducinganew 
"adequacyof state regulation" testthat is nowhere to be found in Section 3(a)(8) or decisions 
interpretingit; (2)minimizing and mischaracterizing centralto the 

I 
therisk allocation analysis 

SupremeCourt's Section 3(aX8) decisions;and(3)making factual and 1ega1 errorswith regard to 

t	
t In this comment, the term "fixed indexed annuities," or "FIAs," is used to refer to these 
productsas customarily structuredand described atpages2-5 of the Coalition's Septemberl0 
commentletter. 

NASAA hur little basis on which to comment on FIAs, which have been regulated exclusively t	 ' 

by stateinsuranceregulators. Given NASAA's limited background in FIA regulations, it is 

I 
surprisingthat the Commission assertionshasquotedundocumented fiom NASAA in the 
ProposingReleasefor Rule 151A, while not consulting with or taking into consideration the 
viewsofthe 50 state insurance administrators. 

I

I




I

I
 the marketing of FIAs. The NASAA Commentalso completely mischaracterizesthescopeand 

effectivenessof the state insurance regulatorysystem-commentssubmittedin the rulernaking
by state regulators,on the otherhand,demonstratethat the stateregulatoryandenforcementI system is robust and effective in providingmeaningfulinformationto potentialpurchasers,and 
meaningfulpenaltiesfor violators. Ultimately, theeffectof the NASAA comment is nor ro

strengthenthecase for the Proposed Rule, but rather to showthat adopting the rule requires
I radicaldeparturesfrom the principles laid down by thesupremecourt for interpretingand


I 
applyrngSection 3(a)(8). 

,t !F ,t 

FIAsare annuity contractswithin the meaning of Section3(a)(8).TheCommissiont	 shouldreaffirmthatand withdraw its proposed rule,rejectingtheinvitation ofNASAA and 
othersto use "novel"interpretationsofthe Act to regulate products alreadyso closely supervised
by the states.That this is the right course for the Commissionhasonlybecomemoreclearin the t	 weekssincethecoalition'sinitial comment: Theplummetingfinancialmarketshavebeena

bracingreminderof the real meaning ofinvestrnentrisk,aspurchasersofvariableannuitiesand

mutualfundshave experienced sometimesdevastatinglosseswhile holders offixed indexed
I	 annuitieshaveexperiencedno lossand have hadtheir interest credits from the markets' orior un' 

t yearslockedin. (Seethechartsat Exhibit B.) And respectfully. crisiswill require the current 
the Commission to focus on its core mission-it can ill-afford, and there is no need, to undertake 
to regulate congressionally-exempted regulatorsannuityproductsthata legion of state insurance 

t havesaidtheyare continuing theircomprehensiveeffortsto address. 

t 
r. 	 TheNASAA comment Demonstrates That DefiningFixed Indexed AnnuitiesAs


"securities"RequiresMisreadingEveryProngof rhe Test Applied By The courts

UnderSection3(a)(8).


TheNASAA comment misreads eachof the threepartsof the legaltestcustomarilyt employedunderSection 3(a)(8) to distinguisharuruitiesftom securities.It thereby confinnsthat 

I 
thecommissioncarnotadoptthe Proposed Ruleconsistentwith thetextof the Act and the 
decisionsofthe SupremeCourt. 

I 
A. 	 The "Adequacy" OfState Regulation Is NotA Factor In The Legat AnalysisOf 

llhetherAnFIA Is An Annuity Contract(InderSection3(a)(g). 

Section3(a)(8)appliesto an annuity contract"issuedby a corporation subjectto the 
supervisionofthe insurancecommissioner,bankcommissioner,or anyagencyor oflicer I performinglike functions,of any state or Territory of theunitedstatesor the Districtof 

t 
Columbia."In its commentletter, NASAA attemptsto transform the Act,s requirementof state 
supervisionintoa fu1l-blown ofthe "adequacy"of the state regulatory system.assessment 
NASAA Commentat5-6. NASAA's approachis factually mistaken-FlAs are 
comprehensivelyregulatedby the states-see coalitioncommentat 20-2g-and neitherthe 
statutorytext nor thecaselawsupportsan"adequacy"test. Thestatutemerelyrequiresthatan 
annuitycontractt be"subjectto thesupervision"ofa stateinsurancecommissionei(orsimilar 

I 
entityor official). NASAA cites the SupremeCourt'sUnitedBenefitdecisionfortLeproposition 

I 



I 
I	 that "the SupremeCourt . . . confirmed that the inadequacy of state insurance regulationis an 

I	
important factor to considerwhen applying theSection 3(a)(8) exemption" (Commentat 5-6). 
But United Benefir actually specificallyrejected aweighing of state regulationin the analysis: 
"Theargumentthatthe existence ofadequatestate regulation wasthe basis for the exemption . . . 

I 
was conclusively rejected. . . in VALIC . . . ." SEC v. United BenefitInsurance Co., 387 U.S. 
202,209,210(1967) (citation omitted).The Coalition is aware ofno Section 3(a)(8) opinion in 
which a courtpurportedto assessthe sufficiency ofstateannuity regulation to determine whether 

I 
the contracts at issuewere annuities or securitiesfor the pqposeofthe Act. See,e.g.,SECv' 
Variable Annuity Life Insurance Co. of America,359 U.S. 65 (1959) (VALfC); UnitedBeneft, 
387U.S.202;Assocs.in Adolescent Psychiatry,S.C. v. Home Life Ins. Co.,947 F.2d 561 (7th 

I 
Cir. 1991) ("AUP"); Ottov. YariableAnnuityLife Insurance Co.,8l4 F.2d1127(1thCir. 1986), 
rev'd on rehearing814F.2d1140(?thCir. 1987); Malone v. Addison Insurance Marketing,225 
F. Supp.2d 743 (W.D.Ky. 2002). 

NASAA also misconstruesJusticeBreruran's concurring opinron n VALIC to support itsI "adequacyof state regulation"test. Contraryto NASAA's suggestion atpage6, Justice Brennan 

t	 did zal posethequestionwhether state regulation was adequate,but instead inquired whether 
state regulation was meant by Congressto cover aparticulartypeofproduct. See VALIC,359 
U.S.at 76. In doing so, he was concentrating on the "annuitycontract" clause of Section 3(a)(8). 

I not the "supervision"clause. Nowhere does Justice Brennan's opinion, or anyotherjudicial 
opinion, suggest thattheCommissionis grantedtheauthority by Section 3(aX8) to sit in 
judgmentof theeffectivenessof state regulatory systemsand to "define"annuitiesas securities 

T whenit believesthe states to thecontrary only havefallen short. NASAA'S suggestions 
underscorethe incompatibility of the regulatory approach NASAA championswith the deference 
to state insurance regulationembodiedin Section3(a)(8), the McCarran-Ferguson 

I 
Act, and 

elsewherein the U.S. Code. AccordNASAA Comment at 19 (advocating"a conounent 
approachto the regulation of these investments"). 

I Finally, it is telling thatNASAA appearsto base its reasoning on a pairof courtdecisions 
that did not involveSection3(a)(8) at all. SeeNASAA Comment at 6-7 (ciiitg Marine Bank v. 
IYeaver,455U.S.551(1982),which held that certilicates ofdeposit were not subject to t}leAct, 

t and Reves v. Ernst & Young,494U.S.56(1990),concemingpromissorynotes).Thesecasesare 
inappositebecausetheydid not involve Section 3(a)(8)'s unambiguousprovisionthatthe 
productsaddressedthere-annuities-are not subjectto SEC regulationif the issuing company is 

I regulatedby a state insuranceagency.That is the case with FIAs. 

B. NASAA's Attempt To Minimize And RedeJine "InvestmentRisk" Underscores That 

t FIAs Place Ample Investment Risk On The Insurer, As That Term Is Commonly 
UnderstoodArul Has Been UsedBy The Supreme Court. 

Fixed indexed annuities placesubstaatialinvestmentrisk on insurers (seeCoalition 
Comment at 4, 11), and theallocation of investment risk between insurer and insured has been 
central to both SupremeCourtdecisionsapplyng Section 3(a)(8).See VALIC,359 U.S.at 70
73; United Benefii,387 U.S.at 209. Itis striking, therefore, thatwhen it comesto this partof the 
Section3(a)(8) analysis, NASAA begins by openly challenging thegoverningcaseiawand 
suggestingthat it be ignored. Investment risk "has received more attention ftom courts and 
commentators NASAA objects including in this than it deserves," 	 atpage8,presumably 



I

I	 statementdecisionsof the Supreme Courtthatarebindingon lower courts and the Commisston. 

I	
The"testhasproven to be cumbersome," NASAA explains, and purportsto addressthe 
investmentrisk inquiry only after grudgingly"[s]ettingaside[its] concemsaboutthe validity of 
anyrisk-based t est|' Id. (emphasisin original).r 

I	 however,theallocation of risk has been aAs theProposingReleaseacknowledgos, 
cenhaldeterminantofwhetheran annuity contractis insuranceand thus eligible for the 

I	
exemption.ProposingReleaseat37,752;see also I/ALIC,359 U.S. at72-73 (statingthat risk is 
"theoneearmark ofinsurance asit hascommonly been conceived of in popularunderstanding 
andusage").Even NASAA's retainedexpert admits theimportanceof investment risk to the 
Section3(a)(8) analysis. ,SeeStatementof Craig J. McCarur,Ph.D.at3, attachedto NASAA 
Comment("Annuity contracts r.vhich meaningfullytransfer risks from investors to issuers are I	 exemptfrom federal securities laws.").*NASAA's challengeto this established principle of 

I 
SupremeCourtlaw suggests that NASAA itselfrecognizesthat,under a Section 3(a)(8) analysis 
astraditionally applied, FIAs are indeedannuities.' 

I 
Even when purportingto address investmentrisk in its comment, NASAA attempts-

unsuccessfully-to redefine the term in a manner that conflicts with the term itself and with its 
historicaluse. NASAA assertsthat loss ofprincipai throughthe operation ofa ful1y disclosed 

I	
andpre-setwithdrawalchargeis a form of investmentrisk. 1d at 8-9. It argues that the 
ourchaserofan FIA bears the riskof fluctuationsin thestock market indexassociatedwith the 

' I The NASAA Commentalso effectively urges the Commission to disregardSection3(a)(8)by 
suggestingthat the Commission eliminate the proposal's"morelikelythannot" testand include 
all FIAs simply on the basis of theirindexing feature. NASAA Commeri at 21; see also, e.g., 

I Comment of William A. Jacobson, Esq.,onbehalf of the Comell SecuritiesLaw Clinic,at4-5 
(Sept.10, 2008) (expressingsupport for the rule but alsostating that the Commission should 
only consider FIAs' indexing features). But this proposalis even further removed ftom 
applicableSection3(a)(8)precedentasit would completely ignore the allocation ofrisk. I	 a Mccann's analysis of risk and valuation for index annuities has been the subject ofextensive 

I criticism.See,e.g., Exhibit A at 30,43,4'7-48,59-78 (excerptsofpresentationofDr. David F. 
Babbel.) In addition,ajudgeoverseeinganFIA case in which McCann servesasplaintiffs' 
expert has appointed anindependent expert economist to assess McCann'smethodologies. 

I Negrete\,.Fidelity and Guar. Life Ins.Co.,No. 05-6837, Amended Order Appointing Rule706 
Expert Witness at2-3(C.D.Cal. May 23,2008). 

I 
5 Lrdeed, every single case analyzing whether acontact meets Section 3(aX8) has balanced the 
investmentrisks assumed by thepurchaserand insurer. See,e.g.,VALIC,359 U.S. at70-73; 
UnitedBenefit,387U.S. 	 Otto,874F.2dat7740-41;'Malone,at209;AIAP,941F.2dat566-68; 

I 
225 F. Supp. 2d at "/50-57;see also, e.g., Olpin v. Ideal Nat'l Ins. Co.,4l9 F.2d 1250,1261-63 
(10thCir. 1969)(consideringrisks to insurerandpurchaser with endorsement in connection to 
life insurance); ,Berentv. Kemper Corp.,780F. Supp.431, 442-43 (E.D.Mich. 1991) (single 

I	
premiumlife insurance policy),aff'd,973F.2d 1291 (6thCir. 7992);Drydenv. Sun Life 
AssuranceCo.ofCanada,737 F. Supp.1058, 1062-63 (S.D.Ind. 1989) (wholelife insurance 
policieswith dividend featwe); seealsoCoalition Comment at 8-13. 

I

I




t

I	 contractandthat, depending ontheperformanceofthe index,thepurchasercould receive "no 

excessinterest whatsoever." NASAA Commentat 10. And after incorrectly identifyingthe 
purportedrisks of FIAS, NASAA wges the Commission to rely on a concept of "complexity t	 risk" that has no supporr in Section 3(a)(8) law and which NASAA itself admits is a "t)?e of risk 

I 
[that] is perhapsnovelin the context of analyzing [FIA]s." NASAA Comment at 10. 

Each element of NASAA's risk argument missesthe mark, further confirming thatthe 
Commissionwouldneed to ignore established law and irrefutable factual evidence to adopt the 

I	 ProposedRule. Charges for early withdrawalarejust that---{harges-notinvestment"risk" 
under the annuity contractvalue itself. See Malone,225 F. Supp. 2d at75l. The imposition of 
those charges is triggered onlyby events describedin the contract, not by any extemal eventsin 
financialmarkets.NASAA states lhat"ltlhe Malot?ecase was poorly decided,"and there is "noI	 basis for [thepropositionthat an early withdrawal chargeis not investment risk] in law, 

I	
economics,or common sense." NASAA Comment at9 & n.4. Judge Easterbrook, however,in 
his deoision exempting theFiexiblo Fund under Section 3(a)(8), stated directly thatwithdrawal 
chargesdo "nothing to tl-rrowinvestmentrisk on the investor."AIAP,94l F,2dat 567 (emphasis 

I	
in original). The Commission itselfhas stated that a withdrawal charge "is simply a sales load 
that is deducted upon [withdrawal] [and]normally does not shift additional investment risk to the 
contractolvner." Definition ofAnnuity Contractor Optional Annuity Contract,ReleaseNo. 33

I 6645,51Fed. Reg. 20,254,20,257n20. Under NASAA's view, transaction fees for purchasing 
stocks,mutualfunds,permanentlife insurance,realestate,or declared rate annuities would also 
have to be considered investrnentrisk, yet thosefees-including withdrawal charges-are 

I simply administrative costs,not investmentrisk. 

NASAA also misconstrues thestructureof FIAs and obscures the fact that FIAs place 
substantialinvestmentrisk on the insurer. Premiums from FIAs are depositedin the insurer's 
"generalaccount,"with the insurer bearing therisk that changing interest rales and credit I conditionswill affect the value ofthe account and,potentially,affect the insurer'sabilityto 

T satisfy insureds' guaranteedpayments.,SeeCoalition Comment at 4. The NASAA Comment 
statesthat"[t]hevalue of the investor's paymentis subjectto variationdependingupon whether 
prevailinginterestrateshave risen . . . ." NASAA Comment at 10. In fact, from the day of issue 

I FIA purchasersare asswed that in the absence of early withdrawal they will receive their 
principal plus interest.The likelihood that they will receive additional financial retums is not 
"investmentrisk" astlte tenn is commonly understood. ,SeeCoalition Comment at 14-16 and 

I Addendumat 7-6; antl see Malone,?Z5 F. Supp.2d at757 (the possibility of receiving extra 
paymentsonaguaranteedcontractis not"risk" underSection 3(a)(8)). 

I Finaliy, NASAA's admittedly bashfulintroductionof the notion of "complexityrisk" (a 
"type ofrisk [that] is perhapsnovel," it acknowledges) furtherillustrates the complete departure 
from existing Section 3(a)(8) law that evidently is deemednecessaryby one of the Proposed 

I Rule'sprincipaladvocates.NASAA's conceptof "complexityrisk"bearsno resemblance to the 
concept of risk discussedin VALIC, United Benefit, or any other casesinterpretingSection 
3(a)(8). The only purported authority cited by NASAA is a federal district court in which, 

I NASAA states, the court "entertainedclaims"that FIAs are complex. Seeid. at 1 I (citing 
Yokoyamar. Midland National Life,2}07 WL 1830858@. Haw. Feb. 13,2007)). However, the 
court said nothing with regard to the legalquestionofwhetherFIAsare annuities or securities 

I 



I

I underthe, Act or how the alleged complexity of FIAS would factor into an investment risk 

I 
analysis.o 

NASAA's treatment of "investmentrisk" is deeply flawed and cannot supportthe 

I 
ProposedRule. 

C. 	 NASAA Misconstrues The "Marketing" Component Of Section 3(a)(8)Analysis' 
Antl Inaccurately Characterizes The Marketing Of FIAs. 

I As NASAA, theCoalition,andother commenters havepointedout,the CotrI in United 
Benefrt held that the variable annuities in that case weresecuritiesbasedin parton how they 

I were marketed, stating that the contracts were"consideredto appeal to the purchasernot onthe 
usualinsurancebasisof stability and security but ontheprospectof 'growth' throughsound 
investmentmanagement."UnitedBenefit,387 U.S' at 211 (emphasisadded),cited in NASAA 

l 
I Commentat 13 and Commentof WilliamA. Jacobson,Bsq., on behalf of the Comell Securities 

Law Clinic, at 4 (Sept.10, 2008). Becausethotest set forth in the Proposed Rulefails to allow 
for considerationofhow FIAs are marketed, it conflicts with Section 3(a)(8)jurisprudence. 
Coalition Comment at 18-19. 

I 
While NASAA correctlyrecognizesthat a product's marketing is anelementof the 

Section3(a)(8)analysis,it again misconstrues Court'sdecisionstheSupreme in order to extend 
the securities laws to reaoh FIAs when, properlyconstrued,they would not' NASAA suggests 

I 
thatsimply identiflng the investmentaspectsofa productis enough to placeit outside the 
annuity exemption of Section 3(a)(8). NASAA Comment at 12-15.All annuity contractshave 
investmentcharacteristics, at 7, 18n.l4); mentioninghowever(CoalitionComment this feature 

I	
cannot establish that a product is notan annuity.Instead,courts have inquiredwhethera 
companyhaspromotedits investmentwsn&gernentexperfise,not the fact of investrnent itself. ln 
UnitedBenefit,for example,the Court emphasizedthat the company was marketing products 

I 
basedon"theexperienceof United's managementin professionalinvesting."387 U'S. at 211 

in VALICemphasized the 
purchaseris not "a direct sharer in the company's investmentexperience,"whereaswhen"the 

! 
coinof thecompany's obligation is . . . the presentcondition of its investment portfolio,"'the 

n.15. Similarly,JusticeBrennan'sconcurrence 	 thatwith annuities 

I 
u NASAA's expert also makesnumerous haccurate statementswith respect to FIAs, such as 
when he attempts to argug that FIAs have no real cash value. ,See McCa:rn Statement at 6' 
McCannposits that "[a]n equity-indexedannuitycontracthasa notionalvalue-as opposedto a 
cashvalue-called an account valueor accumulationvalue" andstates that he "will refer to 

I equity-indexedannuities' account or accumulation value as scrip value to differentiate it from 
the cashvalue which could be realized by investors." 1d These statements, however, confuse 

I	
the two basic financial concepts ofhedging and arnuity contracts. "Contract values"or "account 
values" of annuities aredeposit liabilities just like banks carry for savings accounts and CDs' 
There is nothing "notional" about them. The term "notional" is a hedging term----onebuys a 

I 
derivative based upon the notional value of the hedged instrument. It has no application to fixed-
indexedannuities. 

I

I




I

I	 federallyprotectedinterests"underlyingthe secwities laws are triggered. ItALIC,359U.S. aI 

78. The Commission itself,in promulgatingRule 151, noted that "a marketing approach that 
fairly and accurately describesboththe insurance andinvestmentfeaturesofa particularcontract 

'pass't ... wouldundoubtedly [Rule151's]marketingtest."ReleaseNo.33-6645,51Fed. Reg. 

I 
at 20,261,. NASAA's rc-chafacteizationof the marketingprongto bar virtually any mentionof 
"investment"is rursustainable. 

are 

t marketedprimarily as investments: "Scholars,regulators,and aggrieved privateplaintiffs al1 
agree that [FIA]sare marketed primarily as investments'" NASAA Comment at 13. This is 

I 
mere assertion, not evidence, whereasthemarketing materials submitted for the rulemaking 
recordby the Coalition showdescriptionsofFIAs that are careful to emphasize theguaranteeof 
principal,minimuminterest,andotherfeaturesthat furlher financial stability and security; the 

I 
materialsalsoexplain the interest crediting feature and that it is not a means ofparticipating in 
the stock market. See Coalition Cornment at 19 and Exhibit C thereto. The fact that the 
materialsmentionthe indexed-component FIAs 

The NASAA Comment ensfactually in claiming that FIAs characteristically 

I 
ofthe productasa feature that distinguishes 

from other annuities the purchaser may beconsideringhardly indicates that an FIA is not an 
annulty. 

D. TheNASAACommentMisconstruesOther Caselaw. t	 The NASAA Comment cites a number of casesarising outside of Section3(a)(8)for the 

t	 propositionthat if the insurance exemptionwerenot in the Act, thenFIAswould be securities. 
NASAA Comment at 4. NASAA's point is unclear:It is preciselyto avoid such results that 
statutoryexemptionsarewritten. The cases NASAA cites are inapt in anyevent. SEC v. 'll/'J. 

I 
Howey Co. is citedfor the propositionthat FIAs areinvestmentcontracts.328 U.S. 293(1946), 
cited ln NASAA Comment at4. ButHowey itvolved land sales conhacts anddid not even 
mention the word annuity or Section 3(a)(8), NASA.A providesno explanation of howHowey 

I 
sheds light on Section 3(a)(8). Similarly,the NASAA Comment statesatpage8 that "[r]isk has 
never been an essential element in thedefinition,"and cites for support,SECv.Edwards,540 

I 
U.S. 389 (2004),a case thatdidnot discuss Section 3(a)(8) and involved thepurchaseandlease 
of pay phones. Thesecasesaddno insight as to thepropermeaning of Section 3(a)(8). 

the Section 3(a)(8) cases 

t	 Circuitcaseis cited for thepropositionthat "tlere isnomeaningfuldistinctionbetween[FIA]s 
andvariableannuities."NASAA Comment at4 (citinglssocs. in AdolescentPsychiatry,S.C.v. 
HomeLifeIns. Co.,94l F.2d561,565(7thCir.1991)(AIAP')). But as the Coalition notedin 

I its previouscomrnent,AIAP w,rs a casein which Judge Easterbrook and the Seventh Circuit held 
thata "Flexible Annuity" with characteristics fell within the 

NASAA also mischaracterizes 	 that it doescite. A Seventh 

similarto fixed indexed annuities 
Section 3(a)(8) exemption. See Coalition Comment at 12; see alsoNASAACommentat8 

l 
(citinglanguagefromAIAP for the propositionthattheinvestmentrisk test is "cumbersome," 

t

I

I




I

I even though AIAP employed therisk test to hold the FlexibleFund exempt from securities 

I 
regulation)./ 

: * { . *  

I	 In advocating amarkedly different approachtoward each aspect of the Section 3(a)(8) 
test applied by the courts, NASAA states at one pointthat the rationalefor Section3(a)(8) "no 
longer exists." NASAA Commentat 1 1. That may be NASAA's view,but it assuredly is no 
basis for disregardingSection3(a)(8)as written and as interpreted by the Supreme Court.That 

I 
t one of the Proposed Rule's leadingproponentssees such sharp distinctions between regulation of 

FIAs on theonehand and traditional Section3(a)(8)analysison the other should givethe 
Commissionconsiderablehesitationbeforeadoptinga rule that treats FIAs as securities. 

I	
II. StateRegulation of FIAs Is Robust' 

I 
The NASAA Comment claims that extensive fraud involving FIAs and the inadequacy of 

state regulation require the SEC to intewene. Not only is that not the legal questionbeforethe 
Commission,it is factuallyinaccurate. 

NASAA asserts that"ydliableor equlity-indexed wereinvolved in a third ofall annuities 

I	 casesin which senior citizens weresubjectto securitiesfraudor abuse."NASAA Comment at 2 
(emphasisadded).As support for this charge, NASAA cites its own former president's 
statementmakingthe same claim. NASAA Commentat 16; see also Proposing Releaseat 

I 
t 37,755(citingNASAA president'sstalement).But NASAA has yetto respondto requests by 

Coalitionmembersthat it provide information that supports this "statistic." Ald asone Coalition 
member explained in a separatecommentto the Proposed Rule, there is no indication how many 
ofthesepurportedcasesofftaud involving "uruegistered securities, variable annuities, and 
equity-indexed annuities" actually concemed FIAs, asopposedto the otherproductsmentioned. 

I 
SeeComment of American Equity Invesbnent Life Holding Company, at 14-15 (Sept. 10, 2008); 
see also Coalition Comment at 26 n.21. 

I 
Any relianceon the SEC, FINRA,andNASAAjoint examinationof free lunch semlnars 

is similarly misplaced. See Coalition Comment at 26 n.2l; see also NASAA Commentat 14 
(relying on ftee lunch report); Proposing Releaseat 37,755 (same).The report examined broker-

I 
dealers' compliance with the seczrities laws in seminarsales.It did not examine independent 
insuranceagents,whoare the principalsellers of frxed indexed annuities. Withinthereport, 

anotherSection3(a)(8)caseI that[FIA]s fall under the broad defrnition of a security." NASAA Comment at4 (citingHolding 

t The NASAA Comment mischaracterizes 	 for "impiicitly finding 

v. Cook,521F. Supp. Zd 832,836 (C.D.I11.2007)).In fact, Iloiding merely stated that whether 

I FIAs"are'annuities'or 'securities'for purposesofthe federal securities laws is complicatedand 
resists generalization" and "[d]epending onthe mix of features, an equity-indexed annuity may 

I	
or may not be a security." 521 F. Supp. 2d at837. The court didnot decide whether the FIAs 
were annuities, stating instead that the issue was "betterleft to a developed factualrecordafter 
adequatetimefor discovery."1d at 839 (citing AIAP,941 F.Zd at 561). 

I

t




I

I moreover,fixed indexed annuitiesare mentioned onlythree times, with the report's dominant 

I	
focus being on mutual funds, real estate investrnenttrusts,variable annuities, privateplacements 
of speculative securities-suchas oil and gasinterests-andreversemortgages.The report 
simply did not demonstate thatFIAspresentedaparticularproblernorwere even extansively 
offered at "free lunch" events. The NASAA Comment doesnot address thesedeficienciesin the 
report. At most, the joint examinationrevealsthere are occasional problemswith practices that I	 the Commission alreadyrcgulates-the marketing of variable aruruities andmutual funds. That 

I 
hardlyis a basis for theCommissionto expand its jurisdiction to regulate otherproducts' 

Similarly,NASAA cites court filings as supposed support for the propositionthat FIAs 
"areoften used to perpetratefraud and abuse"(NASAA Commentat 16), but the citationsare to 
courtcomplaintsandunsubstantiatedallegations. See, e.9., NASAA Commentat i6 (citingt Strubev.AmericanEquity Investment Life Insurance Co.,226 F.R'D.688(M.D.Fla.2005)'as 
"describingsystematicfraud in thesaleof [FIA]s," althoughthecourt only was repeating the 
plaintiff s unsubstantiated rd at I I (asserting court"entertainedallegations); 	 thattheYokoyamaI claims"regardingthedeceptivenature of FIAs when in fact the court simply described plaintiff s 

I 
allegationsin the context of denying class certification). Allegations of fraud are not evidence 

l 
thatfraud occurred, andindeed,statisticsmaintainedby the State ofMaryland,for instance, 
show that "[c]omplaints aboutequity indexed annuities representless than I/2 of l% of the 
complaintsreceivedbytheMIA's Life and Health Unit." Commentof Ralph Tyler on behalf of 
theMarylandInsuranceAdministration,at7 (Sept.9,2008)('MarylandComment"). 

l 
NASAA is likewise unable to support its assertionsthat state insuranceregulationis 

inadequateor ineffective. It questions of thedisclosure 

I 
the effectiveness andsuitability 

requirementsofstate insurance laws, asserting that commenters opposing the Proposed Rule 
"offerno data to supportthe notion that insurance commissioners consumervigorouslyenforce 
protectionstandards."Id. at 16, 19." In fact, the Coalition Comment demonstratedthat the state 
regulatory and enforcement system is robust and effective in providingmeaningful information 

! to potential purchasers,and meaningful penaltiesfor violators.CoalitionComment at21-27 . 
The submissions of regulatorsthemselvesconfirmthis. See, e.g.,Commentof JimMumford, on 
behalf of theIowaInsuranceDivision(Sept.10, 2008) ("IowaComment")(outliningextensive 

I stateregulation of FIAs and arguing that theProposed Rule will have a chilling effect on the 
efforts of companiesand state regulators); Commissioner,Commentof SandyPraeger,Insurance 
NAIC President, et al. (Sept.10,2008)('NAIC Comment")(same);Maryland Comment 

I (detailingMaryland's regulatory framework applicable to FIAs);Commentof SandyPraeger, 
KansasInsuranceCommissioner,NAIC President, etal. (Aug.14,2008)("As insurance 
products,indexedannuitiesare subject to thestateinsurancenon-forfeiturelaws, investrnent 

I laws, financial regulation laws, advertising laws, replacement laws and guarantyfund laws 

t	 o The NASAA Comment relies on JusticeBrennan'sstatementfrom the middleof last century 

I	
that"insuranceregulationis not a disclosure regime." NASAA Comment at 7. State insurance 
regulatorsrequire substantial disclosurestoday. Jee CoalitionComment at2l-24 (detailing 
extensivestate disclosure laws). 

I

I




I

I amongothers. They are different fromvariable armuities in very material ways and are subject 

to greaterscrutinyunderstatelaws."). 

I 
I The NAIC Comment, for example, statesthat 43 states have adopted the NAIC Life 

Insuranceand Annuities ReplacementModel Regulation or something similar, at least 33 states 
have adopted the NAIC Suitability in Amuity TransactionsModel Regulation or related 
legislation, and 22 stateshave adopted the NAIC Annuity Disclosure Model Regulation or 
related legislation. NAIC Comment at 1-2.' The NAIC Comment also demonstratesthatstates 
arecommittedto further improving their regulatory systems,asevidencedby the working groupsI	 currently meeting to addressNAIC's model disclosureand suitability regulations.Id. at 3

I	
NASAA ignoresthis widespread coordination amongstates in their regulatorypracticesand the 
fact that many companies adopt model rules on a nationwide basis,evenin states wherethey are 
notrequired. .iee Coalition Comment at 20. 

I	 Commentssubmittedby Iowa and other jurisdictionsrefuteNASAA's statements 
regmding state suitability 1aws. The Iowa InsuranceDivision regulates insurance and secuities, 

I	
is thusa member of NASAA, and wrote specifically becauseit was "troubledwith the 
misinformationthatNASAA has provided the SEC"in previousfilings. Iowa Commentat 1' 
("[I]n thefrrst quarterof2008 [Iowaandits insurance carriers] have issued approximarcly44o/o 

t	 of the premiumreceivedon indexed armuities."). The Iowa Comment states: 

NASAA also has said that theFINRA requirementson suitability axe stronger 

I 
thanthe NAIC Suitability Model and that is also very inaccurate. The NAIC 
Model is based onFINRA's Rule 2310 butcoversvariable and fixedannuities, 
individual andgroup,no matter what distribution systemis used, and placesthe 

I 
ultimate responsibility on the carrier issuing the policy. It can't getmuch broader 
thanthat. 

I	
1d.at 3. The Iowa Commentdetails the extensivesteps it has taken to raisethe staadards of 
conductfor FIA carriers. ,lee Iowa Commentat 1-2. 

I 
The Maryland Comment also reflects a robust state regulatory program,providingatwo-

pagebullet-pointsummary of Maryland laws applicable to FIAs, and stating: 

The Commission shouldtakeparticularnoteof Maryland's suitability regulation 

I (COMAR3 1.09.12). By its terms, this regulation 'appliesto each 
recommendation or exchange by an topurchase an annuity made to a consumer 
insuranceproducer,or an insurer where no insuranceproduceris involved, that 
results in thepurchaseor exchangerecommended.'The regulation imposesI	 explicit duties on insurers andproducersto 'havereasonablegroundsfor 
believinsthat the recommendation is suitable for the consumer.. . .' 

l 
I ' Six states are currently considering the NAIC Suitability in Annuity TransactionsModel 

Rezulation. 

I 
10




I 
I The Maryland regulatory regime is as rcbustas it is comprehensive.Maryland's 

I 
insurance regulatory structuredemonstratesthatany assertion that states do not 
cunentlyregulateindexed annuities is false. 

Maryland Comment at4-5,6. 

I 
I Like its assertion that a/i scholars agreethatFIAs aremarketed as invesfinents, 

NASAA's claim that no data pointto effective state regulatory programsis patentlyincorrect 
andunreliable.The rulemaking recordreflects that state regulation is substantial and enacting 
the Proposed Rulewould only harm consumers by inserting an unnecessary layer ofregulation 
into the market for FIAs. In the words of the IowaInsuranceDivision, the Proposed Rule"will 

I haveachilling effect on [Stateregulation] as companieshave to comply with a new regulator in 
this area whilestill meeting the new requirements imposed by states." Iowa Comment at 2-3. 

of adoptiagRule 151A and the unnecessary 
couldplaceonthe ability of consumers to use FIAs would come atatime when FIAs are 

t 
I 

demonstratingtheir resilience in a troubled market. Purchasers ofFIAs have not experienced the 
recent downtum in themarket because theguaranteefeaturesof the FIAs mean that FIA holders 
will not share in market losses. Gains receivedby FIA holdors in previous years havebeen 
lockedin. FIAs are proving awiseapproachfor consumerswho wish to placetheirmoneyin 
relatively safe instruments and havemorecomfort that theywill avoid the worst effects of the 

I Thepotentialrepercussions 	 limitations it 

current market turmoil. ,lee Exhibit B. 

t	 Conclusion 

I 
Forall the reasons setforthabove,theCoalition for Indexed Products respectfully 

requeststhat the Commission decline to adopt ProposedRule 151A, and instead affirm that fixed 

I 
indexed annuities are amuities, notsecurities.Theseproductsshouldbe 1eft to state regulation, 
asCongressintended commissioners areand as state insurance not only stand ready to do,btl/' 
doing. Duplicative SECregulationwould needlessly constrict the availability ofFIAs and raise 
their costat the very time they areprovidingshelterfrom market turbulence, andwould 

I	
needlesslydivert the Commission's resourcesintoan entire new area at a time when the 
demandson the Commission'score mission have never been geater. 

I	 Of Counsel: 
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I	
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1050ConnecticutAve., N.W. 
Washington,D.C.20036-5306 
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I 2. Recent Historical Evidence 

t 
of two T 

representative comparedto alternative 
This section looksat the performance 

annuities, 
I investments. areissuedAnnuities eachyear 

startingon 111195 is when the first FIA was(1995

I issuedin the US). We assume no mortality and 
no surrender andjustlook at the value of the 

I annuitiesand alternative atthe end investments 
ofthe surrender chargeperiodor as of 10/31/08, 

t whichever first.comes 

tonote that the comparison 

I in terms of the annuities' maturitypayoffvalue 
and does notincludethe additional of 

T It is important isdone 

benefits 

I mortalityriskandpenalty-freewithdrawals. 

I

I
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I

I 2. Recent Historical Evidence 

t We compare the performance of two fixed indexed annuities to various 
alternatives: 

I 
. Vanguard's S&P 500 Toial Retum Fund 

. TheS&PIndex used in calculating the FlAs'crediting rates 

I
 . An un-rebalanced benchmarkportlolio comprised of:

I 50% Vanguard's S&P 500 Total Retum Fund 
o 50%Vanguard's Total Bond Market Fund 

T o A Money Malket Index(MerdllLyrch 91-dayT-bill Index minus 20 bps per 
year) 

I . We use actual returns to calculatethe value ol the annuity and alternatives 
iust described,overthe annuity's lerm or as of October 31,2008 

t 
t 
I 
t 
I 
I 
T 
I 
I 
I 
I 1 6  
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I

I 2. Recent HistoricalEvidence 

I we first consider a monthlypoint-to-point, 14-year annuity 
We consider policiesissuedonthe first day of eachyearstartingon 1/1/95 and 
calculatethe account valuesasof the end ol the surrenderchargeperiodor 
October31, 2008, comeswhichever tirst. 

t We also consider a monthlypoint-to-point,g-yearannuity,with similar 
issue dates 

I Some annuities would still be in force as ol | 0/31/08, but we can 
calculatetheir account values 

t 
These annuities are similar to some analyzed by Dr. Mccann and have 
the following actualterms: 

I

I


I 

in this section amongthet FlAs in the FIA litigation. Theyhave actual parametersand surrender 
chargeperiodsof 14 and 9 years.The choice ot 1l''195is because FlAs 
were first issued in the US in 1995. 

The two annuities considered arerepresentative 

I

I

I

I

t

I

I
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I 14-yrAnnuity v. AlternativeInvestments 

Value of $100.000 1995 

I 
. I Arylidi:.d R.tirnc 

Annl i lv  Ba% 
56 

S&P 500 Inder: 5.5% 

Vnguard'3 S&P 500 Fund: 7.3% 

I 
-Mccann s 50'50 Portlolio Mccann ! 50/50 Portfolio: 6.a% 

4O01 -V.quard 5 SlP soo Fund 
Ulrkel Indax 3.9% 

-Mqd 6.kot Lal.x 
350 

I 3oo 

s264,634
2{ $247,009 

N s210,933 

I s170,284 
150 

100 

50I til94 1/t/95 1/l/96 1l1ql 1l1l9a 1l1lq 1l1l0d ll1l'1 ln&l lnllll. 1l1M l/tnt 11116 111N, 1lV@ lnlolt 

T


t 

I Note that none of the 14-yearannuitieswould 
havebeenoutfor more than 14years.This one, 

I issuedon 1/1/95,will reach 14 yearson 1/1/09. 
However,wecan compare theaccountvalue as 
of 10/31/08withthe value of alternative 
investmentsoverthe same period. 

t Althoughthe crediting rate for the 2008 calendar 
yearhas not yetbeen determined, it is a safe bet 

I to assume that the PtP formula will credit O"/ofor 
the 2008 yearandso, on this annuity and all 

I other1 -yearannuities,we have kept the annuity 
-

I value constant for the 111lO810/31/08period. 

I

I
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I 14-yr Annuity v. Alternative Investments


Value of $100.000 1996


I S&P 500 lnd,ax: 3.6% 

v.ngulrd'r 

t 
t5o 1 -Mcc€ini.so/gl Potiorio l{cCann s 

S&P soo Fund: 5.2% 

5o/5o Ponfolio: 52% 
-vrngurdi. sttr 5(x)Fund 

3.8% 
3e I -ttoney llartct Indet 

I 
250


z)0 

I r50 

100


I /r/!F 1/1,!5 r/1r$ 1l1lgf 1l1lg 1l1l9g 1111@ 111N1 1l1l@ 11116 111104 111106 1111!f 1l1lg7 1l1l@ 1l1l@ 
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14-yr Annuity v. AlternativeInvestments

Valueof $100,000 1997


S&P s00 lnd€I: 2.3% 

Var€uardl S&P 500 Fund: 3.9% 
- lrcca..'s 50/50Porlhlio Mccann s 5040 Porttolio: 
- vanguard'e saP 500 Fund 

3.7% 
- MdDy Markot Ind.x 

1tltg 1ntsn ?1f6 111197 llll9' 1111991111lJ/) 111$1 1nft2 I1l@ t/1&4 111106 1l1/(d 1l1nf 1/1tla 1l1lO9 
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I 14-yrAnnuityv. AlternativeInvestments 

t annlily 51'6 

S&P s00 In(br 0.0% 

Vlngu.rd'i S&P 500 Fund: 1.5% 

I 
- llccann e 50/50 Portiolb r{cc6nn'3 51v50 Portfolior 1.4% 
-vaquard'3 stP 5o0 Fund 

ilarksl Indar 3.5% 
-lionoy t .rtot Indq 

I

I


t 21
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I 14-yrAnnuityv, Alternative lnvestments 

Value of $100.000 1999 

I 
I 

trs I -r&c.rn s so/so Porltoli. 
-vaqpardls stP 5ooFund 
-ltonoy trLrk r hd€x 

1{' 

I 125 

1q,

I 
I 1t184 1l1tS 1nt96 1t1rn 1t1tgt 

t


Annur&.d8dum. 

r.rf! rt 


S&P500|nd.x: 


Vanguards S&P 5@ Fund: 


ifccann i 50r'50 Portfolio: 

if.d€l lnd6x 

' 

s 616 
-2.4'% 

-0.9% 

2.2


3.4%


1n/ol 1nto2 1l1lo. 111104 111106 lll,f6 1l10f 1nl0a 111109 

22 

t A key thing to note about this 
in the long run, they can be significantly 

slide is that even if monthly retumsare close 
to being uncorrelated correlated 
overperiodsof months or evenyears.This shortterm correlation is very 
favorableto FlAs both when the market is goingdown(positiveeffect of a I floor) and when the market is goingup (relative of the cap). insignificance 

I 
I Duringthe 2000-2002 crash,negativemonthlyreturnsin one monthwere 

followedby negative monthlyreturnsin subsequent months.This makes 
thefloorof zero retum very valuable foranFlA. 

Duringthe2003-2007run up, positivemonthlyretums in one month were 
followedbypositivemonthlyreturnsin subsequent months.ThismakesI the monthly cap,even if it is binding ina few months, notas effective in 

I 
limitingthe size of the creditingrate. 

So in this slide we see the annuity value line flat while themarkettanks in 
2OO0-20O2 value line month after month, and then we see the annuity I growingat almost the same rate as the marketsteadilydoeswell in 2003
2007. 

I

I
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I 14-yr Annuity v. Alternative Investments 

Value of $100.000 

I Andurly: j 3-q.
2@ 

S&P 500 lnder: -'1.6% 

v.ngu.rd'3 s&P 500 Fund: '3.1% 

I 
r7s { _ Mccann s 50'50 Pd,tbto lrccann's 50/50 Po.tfotio: 1.a1c 

-vanguard. SaP 5@ Fund

-l,b.ey tb.kea hde{ 

Mlrkst Indst 3,2%


150


I

t

I
 5t


r/r/s tlAs 1/r,€6 1ltlgf tn/gB 111199 111100 1l1lo1 1l1l@ 1l1lgt 111104 1t1lc5 ltlt06 
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14-yr Annuity v. Alternative lnvestmentsI Value of $100,000 

I m 

I 
r75 { -tLcann s sorso Portbro 
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-|tbEy lvbrkel Index 
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1nt9a 1/1A5 trl96 1t1t97 1t1t96 1nt9A 


t

I

I

I

I

I

I

I

t

I

I


--:-ry-
Annlilv 

S&P 5OO Ind€r 
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14-yrAnnuityv, Alternative Investments 
Valueof $100,000 

' Anneli:ad a|hrfna 

Annuity: i 9% 
m 

S&P 500In br -2.5 

Vrnguard's S&P 500 Fund: {.8% 
r7s { -r&cann s sorso Portlolo Mccann's 5{Y50 Portfolio: 1.0% 

-v.ngurrfs StP 5q, Fuid 
lvt.rlst hdet 2.7%
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I 14-yrAnnuityv. Alternative Investments


Value of $100.000 2003


I Ar.u , l ,  82 .a"  
200 

s&P 500|nd€Ii 'l,f% 

Vang0ard'sS&Psd)Fund: 3.4% 

I 
Mccann's s0/50 Ponro[o: 3.3%-l*cand s SoI!) Po.tiolo 

-vanguard's s&P 5ao Fund 
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14-yrAnnuityv. AlternativeInvestments 
Value of $100.000 

l.qr r :y  6  9? .  
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v.nguffd 3 StP 500 Fund: -1.2% 
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I 14-yr Annuity v. AlternativeInvestments


Valueof $100.000 2005

' 

I 
,,r itl|lliadarhrm . 

' 1 , , u i 1 /  5  5 %  

s&Psoolndsr: -5.7% 
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S&P 500 Fund: -4.1% 
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14-yrAnnuityv. AlternativeInvestments 
2006T Valueof $100,000 

. Anfirllirad Flelumr .
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S&P sm Ind.x: -11.5% 
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t 14-yrAnnuityv. Alternative Investments 

Value of $100.000 2007 

I i:rfunt  49% 
120 

S&P 500lnd€r 	 -14.7% 

I 
V.ngu.rd'aS&PsooFund: -17.4 

l10l - l/tccfin s sorrsoPortfttit Mccrnn's 5040 Portiolior -7.1% 
-vaEuards slJt soo Fund 

Uarkst Indet 4,0% 
-rrrn.y ibket l.(bt 

1 m  

t	 90 

I	
60 

I	 1tlt* 1tll!6 1l1ls llr&t 1n/9l6 11119 1l1l@ 1n,o1 1l1M thl(Il llll04 1ltl6 11116 1l1lo, 1111oa 1t1t0A 

I

Note that eachyearfor all 14 yearsthatthesepolicieshave been issued, I theyoutperformedMcOann's50/50portfolio,inspiteof his assertion that 
hisportfoliowould outperform annuities98-99.8%of the time. Of course, 
we are using his measure of "performance" strictlywhich focuses on the I	 maturitypayoffvalue.This is an inadequatemeasureofperformance 
becauseit ignores manyvaluableoptlonsassociatedwith the annuity, and 
ignoresconsumerrisk tolerance, health, modality, tax status, and so forth. I	 Includingthese factors would make the annuity performanceevenmore 
highlyvalued. 

I 
Will this "superiorperformance" 	 measure 

I 
(usingMcCann's of 

pedormance)continueinthefuture? I have no idea... and neither does 
Dr. McCann, his assertions notwithstanding. 
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9-yr Annuity v. Alternative Investments 
Value of 5100.000 1995 

An.d ' ty :  \2O"  

SAP 500lndsr 10.3% 

Vanguard s S&P soo Fund: 12.1% 
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The series of 9-year annuities begins here. Note thatmanyof them will 
have the end of their term before 10/31/08 and so thev show complete 
value l ines. 
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I 9-yrAnnuity v. Alternative Investments 

Value of $100.000 

I Aanuity: 9 8"o 
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S&P 500lnd6r 7.9% 
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I 9-yr Annuityv. Alternative lnvestments 

Valueol $100,000 1997 

I 
: I aAr'rJ'lb.d Fdutn+ , 

I 

Ann!{yr Bt'ro


S&P 500 Ind,tr: 6.0%


Vlnguard'.S&P500Fund: 7.6%

-Mccann s 5d5O Pdlloiio Mccann s 50/50 Portfolio: 6.9%

-vanguard s !i&P 5oo Fund 

t$on€y Msrl(et Ind€I 35% 
-Mon.t M.rk t rrdar 

i2c8,928 

I 
51911,64'l 
s181,493 

s168,519 

5136,153 

t 
I 1/144 ViA5 Vtl96 1/1/97 Vil94 t1l99 Vl,'00 1/l&l 1t1to2 |1t0B 1l1lo4 1/lo5 1/1/6 1nD7 VlDa 1/1,!9 
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I 9-yr Annuity v. Alternative Investments


Value of $100.000 1998


I ;; 
S&P soo lnd€x: 4.3.h 

Vangulrd3 S&P 500 F!nd: 5.9% 

I 
-trbcfids sidso Porttolb McC.nr'. 50/50 Portfolio: 
-vangu.rd s s&P 500 Fuid 
-ilon€y ila.kst Indq 

I

I

I 5o.l

r/1/94 1IIl95 1nP5 11187 lnFld l/tE 1/1,!O 1/1,!1 1n,o2 1nt@ 1t1t& 1t1t6 1nto6 

I
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I
 9-yr Annuity v. Alternative Investments


Value of $100,000 1999 

I l-nJ,r !  6 9% 
2oo 

S&P 500lnde* 2.0% 

Vrngurrd'. S&P soo Fund: 3.6% 

t 17s 1 -i,ccann,s 5O/s0 Pdrbtio inccann's5Ot5OPortfolio: 4.5% 
- vaigurdis SaP 5@ Fund 
-Mb.6y ltark l hdor 

Mlrker hd.r 3.44, 

150 $1,11t,790 

I 
sl37,OOa 
$135,23{ 

124 

3119,'t54 

I 
i00 

I tflg{ tnl95 tt96 1111971t1t4 1t1t6 1^t6 1nnl 111/@ 1l1lo! l/rrba llt,105 1/1/06 1nM 1l1l@ 1l1l@ 
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t Thisis the lastof the g-yearannuitieswith a full 9-year value line. 
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I 9-yr Annuity v. Alternative Investments 

Value of $100,000 2000 

I J . r arlnutlr4o riiurll 

S&P5O0In(  

'ngulrd'sSAP 500 Fund: -4.1% 

t 175 I -l&c.mi3 sdsD Fotlloli.) ccam s 50/50 Portfoliol 1 ,S% 

3,2% 

I $116,799 

s100,000

t 575,552 
s65,935 

1/1E1 |1t96 111196 1/1.97 1/1/9A '1lS 111100111/01 1l1b2 ln/dl 1l1lor llt/oE' 111106llllof ll1lfft 1t1to9I

I

I Hereagainwe assume that the creditingrate for the 2008 anniversary 

yearisgoingto be 0%, based on the S&Pperformanceso far thisyear. 
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I 9-yrAnnuityv. Alternative lnvestments 
Valueof $100,000 

l A{.urrv.  

s&P 500lnd€x 

t 
vlngu.rd. s&P s@ Fund: 

175 l  Mcc.nn's tlystl Portfolio: 
-Vanguard s S&P 50o Fund 

Mr*et lnder
-Monay l&.k l Indq 

150 

t 125 

I 
1oo 

E 

I 50 
1t1tg1 1t1l 1t1l 1t1t97 1t119a 111!9 1l1l@ 1l1lol 111102 1l1lB 111104 

2001 

6 1"/o 

3.9% 
-2.3% 

1.5% 

2.9 

6124,998 

$112.474 

s83,076 
$73,375 

1111c6 111106 lll/cf 11116 1l1l@ 
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9-yr Annuityv. Alternative InvestmentsI Value of $100,000 2002 

t .Aiiiualird R.lum. 

Annui l t  '  r% 
2tE 

s&Psu)lndal: 2.5% 

vangu.rd. SIP 5@ Fund: -0.8% 

I r75 { -r&cenn s s0/50 Itortiolb Mc{lnn's 50/50 Portiolio: 1.8% 
-va.guardis S&P 5@ Flnd 

Martot hd€! 2,f%
-ltooet rrsird ln4t 

I 125 $1r9,941 

$112,705 

I 
s100,000 l!t4,429 

$84380 

I lrilg4 r/1l!5 1/1196 'll1l97 11119a ll1l9' 1m0O !1101 1l1l@ 1/1,103 1/1rr04 r/VO5 1111c6 1l1lo7 tlll{{3 1nlo9 
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I 9-yrAnnuity v, Alternative Investments 

Valueof $100.000 2003 

I 
I 175 { -l&cannrs soEo Porlblio 

-Vargu.dis S&P 5@ Fud 
-Money Mark r td.x 

15t) 

t 
100 

I 75 

I 1/lM 

S&P 500 Indox: 1 ,7% 

V.ngulrd's S&P 50o Fund: 

Mccann's 5lY5o Porrtotio: 3.3% 

2 .9% 

$121,289 
$12r,0€0 
s118,0r| 
sll0,l 06 

l/1/95 1/l/36 1l1lgt 1lll9& 111199 1l1l@ 1/1t04 1nlo6 1ltl06 thloT 1l1h€ 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 



2004 

t

I

I 9-yrAnnuity v. Alternative Investments 

Value of $100.000 

I An.u{y .  6  5% 
150 

S&P 500lnd€r -2.4% 

vanguardt SaP soo Furd: .t.2% 

T 
1{oI -Mccan.'s 5o/soPortioto lvlccann s 50/50 Porllolio: 1.1L 

- va€@rd 3 s&P soo Fu.d 
Mr.lEt lrd.x 3.3 

13OI -Moey in-k ndet 

t ra) 

1 1 0  

I 100 

I 1l1ts ltlt$ 1nL5 1llt 1hl9a 1l1lra 11116 1l1lo1 1111o2 1l1l& 1l1l& 111106' 1nl06 
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9-yr Annuity v. Alternative Investments

Valueof $100.000 2005


' Annsdird,E ttxn i .


, t r .u (y  5  9% 
1& 

SaP 500lnd€* -5.7% 

Vsngu.rd'3 S&P 50o Fund: -4.1% 
l3o 1 -thcdnis 5cv5oPo.ttotu Mccann r 50/50 Porrtoro: -0.4% 

-v.nsu.d s s&P 5@ Fu.d 
l20l -Money ltLrkel Indq 

Mark t hdox 3.9% 

t10 

100


60
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9-yrAnnuityv, Alternative Investments 
Valueof $100,000 

1,OI

I 

-nbcdn.s 5o,5oPodolb 
-vangwdrs S&P 5(! Fu.d 
-tbney l&.kot Lrd.t 

I

t

I
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A'r.ui ! t  


S&P500 Index: 


Vlngu.rd. SAP 5lb Fund: 


Mccann's sO/50 Po.tfolio: 


Mrrtcr lndor 

2006


5 9%

-a.s%


-7.0%


-1.7


4-2
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I 9-yrAnnuityv. Alternative Investments 

Value of $100 

1XI 
T rlo l 

I 90 

3{'

I 70 

t 

' . Annttlzad Ralsnt 

^n . f ty  

S&P 500lndo( 

vanguard's StP 50o Fund: 
-lrbcon s 50/50 Po.tiolb Mccann s 50,150 Po.tlolio: 
-vaigu6id s s&P soo Fund Mrrl€r lnd€x 
- ironey llbrkel Inder 

31"h  

-16 7% 

-17.4% 

-7.1% 

4.0% 

1hts4 1tlli6 1l1l* 1l1lw ln/ge 1/1E9 1l1lOO 1n/o1 1111@ 1/1/C 1/r/04 tlD5 tl1lo6 thloT lhla th,oA 

I 
Noie again, similar to the 14-yearannuity,thatfor9-yearannuities,eachI yearfor every yearsince these policiesbeganto be issued in 1995, they 
have outperformed Mccann's 50/50 portfolio,in spite of hisassertionthat 

I hisportfoliowould outperform annuities98-99.8%ofthetime. 100% is 
higherthan O.2o/", or even 2"/",as Mcoann has predicted.Ofcourse,we 
are using his measure of "performance" strictlywhich focuses on the 
maturitypayoffvalue.This is an inadequatemeasureofperformance 
becauseit ignoresmany valuable optionsassociatedwith the annuity, and 
ignoresconsumerrisk tolerance, health,mortality,tax status, and so forth. 
Includingthesefactors evenmorewouldmake the annuity performance 
highlyvalued. 

I Will this "superiorperformance" measure(usingMcCann's of 
performance) in the future? | have no idea.. does 

I 
continue . and neither 

Dr. McCann, his assedions notwithstanding. 

I 
I 
T 
I 



14-and 9-yr Annuitiesv. Alternatives - 2008

-
Value of $100.000 111lo810/31/08 

t?0

_uccam.s stVa)pqftb


-vangad.s s&P 5@ tund -ltdry llri ket l.'dq 
Annualiz€d 

l{sIJLEslirL 

s l06-000 6 c: l  
$16,000 3.o% 
5101,880 2.3.h 

s82,223 -20.9% 

t6a,7so €8.4% 
665,975 39,3% 

oeeqr J+oB Fe*t ik-d, AF.-6 irbtr06 Jur{6 Jirlda alghoo s4Fo0 ocl-G N*04 os{o 

Note: For the two annuities considefed. lhe annua lzed relum is lhe premiumbonus.at6 credileda1 the outset. 

fortheperiod 
-

Thispagecombinesbothannuities 
11110810/31/08. 

Note that theS&PIndexwould need to 
appreciate thelast two months ofby 61% during 
thisyearbeforeit would breakevenwith the 14
yearannuity,andby 560/o to break evenwith the 
9-yearannuity. 

lf these rates occurof appreciation overmultiple 
years,it will not catch up with the annuities, 
becausethe annuities willalso appreciate. 
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I 14-yr Annuity v. Alternative Investments 

AnnualizedReturns from Start Date through 10/31/08 

Annualizod Relurns 

I 
I v/. 

-f/" 

t 
-2W6 

-2f/. 

-*h 

-3596 

I 
I 

1t184 1t1t t!1t5 111197 1l1l* 1fitgB 1t1l@ 1t1to1 1t1ta 1t1t@ 1l1lu 111106 111106 11119' 11110a 1l1l|It 

'..Anruily -S&P 500Ind€r - tca fs sdso Porlldio -vagrards StP S FlM -[ in@ 

45 

I This slide shows the annualized rates of returnfor each l4-yearannuity 
from the issue date through 10/31/08.Theannuityalways dominates. 
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9-yrAnnuityv. Alternative lnvestments

AnnualizedReturnsfrom Start Date through Termor 10/31/08


Annualized Retuans

19r


1Vh


5?o


qh


.1ea


- l 


-Nh


-2gh


-*,4


-3


1l1lu 11116 ll1l07 11118 1111@ 

.-,q.ruity -SlP 500Ind€! -lltcam's 5O50 Poitldio -Varyparcfs S&P 500 Fund -l!ll ind€r 

46 

1l1tg 1t1ls 1t1ts 1/t/9, t/vga 1/199 1l1lw r1nMl@ llllEt 111106' 

This chart shows the annualized ratesof returnfor each 9-yearannuity 
lrom the issue date throughthe end of nineyearsor 10/31/08, whichever 
comesfirst.Weseethat the annuity dominatesexcepttor 1l1lg5 (against 
the TR fund) and 1/1107(againsttheMM index) 



3. The Long-Run View 

this section we use monthly returnsfromJan-26through Feb-08 to 
discuss: 
Non-normality S&Plog-returnsof monthly 
Distributionof creditingrates under both empirical andindependent 
log-normalmonthlyreturndistributions 
Successrate of 14 and 9 yearannuitiescomparedto McCann's 
alternatives,basedon actual retum distribution not the assumption of 
NID.  
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t

I 3. Long-Run View 

EquityIndexed Annuities PerformanceAnalysis 

t r In Dr. Mccann's research on FlAs, he has assumed that the rates of 
return on the S&P 500 Total Return Index are normallv distributed, 

I I This assumption is embedded in all of his simulations and in his risk-
neutralpricing methodology,upon which his conclusions regarding 
FlAs are based. We test his assumption over the available data trom 

I 
January 1926 through October 2008, as well as various sub'periods. 

. The test results indicate that the normality assumption is unwarranied. 

I r Dr, Mccann's @nclusionthat the '14-yrannuitybeatsa 50/50pordolioof stocks 
and bonds no more than 2%(andin some cases, 0.2%) of the time is based on a 
simulationof normally, independently monthlyindex retums 

I 
distributed 

r Ourfindingthat stock returnsare not normally distributedrenders his simulation 
irrelevant;moreover,our use of the histodcalrecorddemonstrateshow his 
simulationcannot even beginto accommodate of returns that actually patterns did 
haDDen 

I 
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Skewness- Kurtosis Plane 
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Jarque-Bera(JB)Test on MonthlyS&P 500 Returns 
Jan-1926 throuqh Oct-2008 

The JB test combines 
the asymmetry 
(skewness)and 
peakedness(kurtosis) 
of a distribution to 
checkfor normality 

The test reports very 
large values, compared 
to 27.63, indicatingthat 
the chances of normally 
distributedreturnsare 
tar less than one in one 
million 

M.rn 0,U'/. 0.77'/. 
sTo€v $.s% 431% 
Sh.{n..3 4.525 {.183 
Ku.to3r. 11.020 11.050 

JB Te.t-St ti.tic 2,709.55 2,722.31 
P-V.lu. 0.0000% 0.0000% 

Crltc.l v|h,.r 

5 in 100 (5%)

1 in 100 (1%)

I in 1,(x)0 (0.tvt t3.82

I in I mlllbn (0,0001%) 27.53


a Br-sbrBla ar'ai.r 0F 5.99 
dar. .B |affiary di3hbuted.3.d s d. 
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Accordingto the Jarque-Bera test for normality, 
thereis less thanone chancein one bicentillion 
that the actualunderlyingdistributionof monthly 

equityreturnsis normallydistributed.. '  

I

I


Howmuchis one bicentillion?
I

I

I

I

I

I

I
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I

I

I 1,000,000,000,000,000,000,000,000,000,000,000,000,000,000'


000,000,000,000,000,000,000,000,000,000,000,000,000,000,


I 000,000,000,000,000,000,000,000,000,000,000,000,000,000,

000,000,000,000,000,000,000,000,000,000,000,000,000,000,

000,000,000,000,000,000,000,000,000,000,000,000,000,000,


I

I 000,000,000,000,000,000,000,000,000,000,000,000,000,000,


000,000,000,000,000,000,000,000,000,000,000,000,000,000,

000,000,000,000,000,000,000,000,000,000,000,000,000,000,

000,000,000,000,000,000,000,000,000,000,000,000,000,000,

000,000,000,000,000,000,000,000,000,000,000,000,000,000, 

I	
000,000,000,000,000,000,000,000,000,000,000,000,000,000, 
000,000,000,000,000,000,000,000,000,000,000,000,000,000, 
000,000,000,000,000,000,000,000,000,000,000,000,000,000, 

t 000,000,000,000,000,000,000,000,000,000,000,000,000,000, 
000,000,000,000,000 

(actualchancesare lower. ..) 

I
 5a


I Each line, except the last,has 42 zeros. A bicentillion has 603 zeros.The 
chancesareactuallyworse,andwould require thisnumberto be 
multipliedby 10 billion (i.e.,add10 zeros to the above number)before 

I arrivingat the true probabilitY. 

Togivea notion of how unlikelythisnumberis,youwouldhave to packaI 1 cubic inch space with 300,000 grainsof the finest sand. (Usuallyonly 
10,000-100,000 oncoarseness Then fi l l  canfit, depending of the grains.) 
theentire earth with this finegrainsand,includingall of its oceans, landI	 andinner core. That number ofgrainsof sand that wouldfit in such an 
enormousspaceis only the firstrow of numbers, after removing the final 
15 zeros. Nowif each hydrogen atomin the sun was an earth equal to our I	 size,andyouhad that many earths, theprobabilitythatnormalitywas an 
appropriateassumptionwould be equal to the probabilityof findingone 
marked(e.g., red) grainof sand amongall of the grainsof sand in all of I	 thoseworlds,eachfilled only and completely with fine grainsand' 

t 
t 
I 
I 
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I Equity I ndexed Annuities Performance Analysis 

3. Long-RunView 

I r We consider monthly returns for the Period Jan-1926 through Feb-2008 
and compare implied annuity account values with the values of 

I 
I 

alternative investments over the full terms of the various annuities 
considered 

. We assume that an annuityis issued at the beginning of each month starting on 
Januaryof 1926 

. We compare theannuity'sannualizedreturnsoverthe term ol the contract wittl 
annualizedretumsfor alternative investmentsover the same period 

. A normality test strongly concludesthat monlhly S&P returnsare not normally 
distributed.This conclusion makesDr. Mccann's simulation irrelevantandjustifies 
our use of the historicalrecordto compare annuitieswith alternative investments 

t 
t r The data used in this section are monthly returns on the S&P 500


index, and intermediate.term government bonds lrom Morningstar's 
SBBI 

. Monthlyreturnsareadjustedforlund fees based on Vanguard's stockand bond 
fundsdataused in the previoussection 

I

I

I

I

I
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I 3. Long-Run View 

Equity Indexed AnnuitiesPerformanceAnalysis 

I r We next consider monthly S&P 500 Index returns for the period 

January 1926 through Febtuary 2008 and calculate implied account 
values and the value of altemative inveslments over the full term of the 
various annuities considered

t . We then look at the annualized rates of return on annuities and 
alternative investmenls over the accumulation phases ot the annuities 

I . We assume that an annuity is issuedat the beginning of every month, starting 
January1, 1926 andendingiiarch 1, 1994 (forthe l+year annuity) or March I, 
'1999(forthe $year annuity) 

o The alternative investrnentalso starts on the same day, and has the same 
investrnenthorizon, annuityI 

t 

as the corresponding 
. The annualized returnsfor the annuityare calculated for all historical pathsand 

histogramsare constructed tocomparetheperlormanceof annuitiesand 
alternativeinvestments 

. In the spirit ol Dr. Mccann's treatmentof dividends, weconstructa Total Beturn 
Index by adding a constant dividendyieldto the monthlyS&P500 Index return 

I


I 

1) Allareheld to term I 2) None of these annuitiesincludeany of the posfl/1/95annuities 
alreadyconsidered

I 3) Wearenotpretendingwe issue annuities in 1926 or 1927,or any other 
year,for that matter. Rather, we are looking at the litigatedannuities 
and simply using the empirical distributionof historicalreturnsas a 
betterormore realistic of what could happenthanrepresentation 
McCann'ssimplistic"normalreturndistribution" 

4) The historical realizedannualreturnon the S&P, with dividends, wast roughly equivalent to McCann's 

t 
12.25To, assumed10"/"+ 2.5ok 
dividends:however,its standard deviationwas close to 20%, which 
exceedsMcOann'sstandarddeviationof 15% 

I 
I 
I 
I 
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I 3. Long-Run View 

Percent ot Timesthe Annuity Beats AlternativeInvestments 
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3. Long-Run View 
Percent of Times the Annuity Beats Alternative Investments 

S&P 500Index 4l.9% 58.0% 

s&P 500Total R6turn Fund 2l.5.h 37.1% 

5040Portfolio 33.4% 63.3% 

5060Portfolio(Z-Bond) 25.O% s6.3% 

Hereweareconsideringonly ihe finalpayoffamount,asperMcCann. 
Each of these annuityperiodsused allows the annuityto mature at full 
term.The final annuity issuedwas in 1994, which would maturein 2008 
the case of a 14-year annuity. 
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I
 3. Long-Run View


Percent of Times the Annuity Beats Alternative Investments 

I

I 500Total R6tran Fund 

I

I

I
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41.g'to 58.0% 

f?is%-1 37.1% 

33,8% Tffi%l 
25.0% 56.3% 
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I 3. Long-Run View 

Non-Normality,Dependenceand Crediting Rates 

I . Dr.Mccann's Simulation, used in both his "Benefit of the Bargain"and 
"Out oI Pocket"calculationsis flawed not only because his normality 
assumptionlails, but also becaus6: 

I 
. The assumption S&P 50O retuns are independent that monthly alsolails(trvalueot lack of 

con€lationtest is 0.0199) 
. The cr€diting ratelormulas,wh6ncombinedwilhthenon-nomalityof, and dependence among 

monthlyS&P 500 retums result in a dist bution ratesthatisfundamentallyotcrgdiling dillerent 
kom the one implied by Dr. Mccann's simulations 

I 
T r Thetollowing slides illustrate the fundamentally ditterent historical and 

simulateddistributionsand implied crediting ratedistributions 
r MonlhlyS&PIndexreturnsaresimulatedwith the same mean and variance as the hislorical 

monthlyrstums 
r And they are simulated underDr. l\rco€nn's asslmplionsol normalityandindependence 
I Th€ corresponding ratesare also derived simulated 

I 
annualcrediting lor both lhe histodcaland 

€tum sen€s 
. Wssimulata reiums and 50,000 conesponding rates600,000 monthly crcditing 

I 
I 
t 
I 
I 
I 
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I 
I 
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Distribution of Historical(Jan-26throughFeb-08)I and Simulated Monthly S&P 500 Returns 
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I Distribution of Historical(Jan-26through Feb-08) 

and Simulated Monthly S&P 500 Returns 
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Distributionof Historical (Jan-26through Feb-08)I and SimulatedMonthly S&P 500 Returns 
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Distributionof Historical(Jan'26through Feb-08)I and Simulated Monthly S&P 500Returns- Focuson Tails 
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I 14-yrAnnuity:


Historicaland Simulated CreditinRates


T -Simuhted Cr€diting Rate3

1 0 


9

_ - Av€rage Hi.torical Crcditing rates


aI 7 

I

I


1


T 0 
0% 5a. lo.,L 15% 2W. 25a. 30a. 35% 407. 

Note: Since lhe minimum gua.anbeapplieslo the terminal vaLueol lhe policy,il |s nol incoporatod intheca culalion 
oi the cfoditng rale dislributions theabililyoi the annlily lo beat allernative Thrs underslates iNestments 
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I Average crediting rate distribution 
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9-yrAnnuityI Historicaland Simulated Credit ingRates 

I 
I 
t 
T 
I e/" 57 10% 15a" 2Ov. 25a" 30% 35y. 40q 45a" 

Nole: Since the mrnrmurnguafanleeapplieslo lhe terminal value01 the polcy, I is nol .corporaledinthe ca culatLon 
ot the c€d 1.9 rate distrbulions. the abilily of lha arnu ly to bed alternatrveThisunderslales invesl.nents. 
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I Averagecreditingrate distribution 
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I 4. Do Critics Value FlAs Correctly? 

I 
quasi-risk-neutralI options. We incorporate risk and penalty-

Critiqueof McCann's valuationapproach: 

I 
1 . lgnoresvaluable mortality 

free withdrawals evenassuming log-the nave complete-markets, 
normal retum assumotions of McCann. We do not even include the 
valuableoptionto switch indexingbuckets. 

t and independent return 
of assuming markets2. We also ignore theinappropriateness complete 

log-normal distribution. 

I 
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t 
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I 4. Do Critics ValueFlAs Correctly 

I r Dr. Mccann uses the risk-neutral valuation approach 
r Assumes marketscomolete 
r Assumes independently indexreturnslog-normally, distributed 

I 
I r This valuation approach does not incorporate the value of annuity


featuressuch as mortality risk, penalty-treewithdrawals,the option to

switch crediting buckets, etc.


I 
. I applyDr. McCann's model to a 17-year annual point-to-pointannuity,


with a 7yo annual cap, a 10olopremiumbonus.

r I incorporate risk and penaltyJree featuresusingthe
mortality withdrawal 

company's tablesmortaiity 
. I assume of the initial can be withdrawn and that the 

I 
that'107o premium annually 

minimum valueaccount is S1.000. 

I

I
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t Relevanceof Mortality Risk and Penalty-Free Withdrawals 

(perdollar of premium) 

I t1l Dr. Mccann's valus of l7-year Annuity: $0.69 

[2] Estimaled Value of Annuity Usang Correct 100% Participation Rate: $0.76 

I 
Panet A: lncorpoating Mo.tali y Risk 

I 
Purchase at Age 55 Purchaseat Age 75 Purchas€ at Age 80


Diacounl Rate Female Male Female Mal6


t3l $0.79 50.81 s0.83 s0.86 $0.88 $0.90


t4t $0.88 50.90 $0.92 50.94 $0.95 $0.97


T Panal E: lncoryomtinq Modality Risk ancl Penalty-Frc€ WithclBwals (at 10%pe. year)


Purchrseal Age 65 Purcha3eatA96 75 Purchase at Age 80


I 
Discount Rate Fenrale Male Femala Male Female Male 

[5] AA lnsuror's Rato $0.95 $0.96 $0.96 $0.98 $o.94 $0.99 

16l Risk-F.s€ Rab $1.00 $1.00 $r .01 $1.02 $1.02 $1.03 

The annlity in lhis case s a 17-) € annua poinl-lo-poinlannully w lh an annual cap ol 79qand a premiumbonus ol 10%. 

I 
I This is an index annuity withan annual point-to-point rate, an crediting 

annual cap of 7o/", a premiumbonusof 10% and a minimum 

I 
guaranteedrale oI 2.250/". The surrender chargeperiodis 17 years. 

t 
Note,thesefiguresare still ignoring several items that, if included, would 

improvethe benefit-to-cost ratioseven more: 
1) non-normal rates of return (weshowedthat using a realistic or 

historicaldistribution there was double of

I 
of returns, thelikelihood 

achievinghigh crediting rates(10%-30%)than would beproduced 
using McCann's fictitious rateof return with"normal" distribution 
independentlyandidenticallydistributedincrements. 

I 
I 2) lt ignores tax deferral benefits,whichcan range as high as 100-350 

basispoints per year - in other words, an alternative asset would have 
to earn that much more per year thanan annuity inorder to break even 
inafter-taxdollars;lor some classes of people,thiscould be a negative 
benefit 

I 3) lt ignores riskaversionand downside risk 

I

I
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Effect of TimeHorizonon YieldSpread 
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I Effectof InvestmentYield on Yield Spread 

I Lump Sum Payout AnnuitizedPayout 

I

l 

E 1  

I 5 6 7 4 


Yield(%) Yield (%) 
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5. Risk Tolerance and FIA Suitability 

Again,focusingonlyon the distribution of crediting ratesunderrealistic 
assumptionsandignoringvaluableoptions,weobservethat many rational 
investorswith very moderate degreesof risk aversionwill value FlAs more 
thanMcCann'salternatives. 
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t 5. Risk Tolerance and FIA Suitabil i ty 

T r The analysis in Sections 1 and 2 considers the distribution of 
annualizedreturnsfot the annuity and alternativeinvestments over 
certaintime periods 

T . This analysis is useful because it shows that it is not obvious that' as 
Dr. Mccann argues,no rational investol will purchaseannuiliessuch 
as lhe ones considered 

I . But it does not conclusively demonstratelhat there may be a large 
classof individuals who would raiionally purchaseFlAs in preference 
to the investment alternativesconsideredhete 

I I By taking into account an individual's risk tolerance, it is possibledo 
establishfor what degrees of risk aversion a rational individual Prefers 
an annuity to an alternative investment 
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t 5. Risk Tolerance andFIA Suitabil i ty 

t

T

I I We conclude that many rational individuals will prefer annuities to 

alternative inveslments 

T r Based on lhe historical data used, moderately risk-tolerantindividualswould 
generally prefer FlAsto alternativeinvestmentswhen forced lo chose between an 

I 
FIA and an alternative investment 

r And individuals who are even more risk-tolerant would include FlAs in a dive6ified 
oortfolio 

I This conclusion disproves Dr. Mccann's asseltion 
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I 14-yr Annuity v. Alternatives 

lmpact of Risk Tolerance on ExpectedUtility 

t 
I This chart shows the expected utility 

ot the annuity and alternative 
investmentsas a function ol the risk 

I aversion coefficient 
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14-yrAnnuityv. Alternatives I lmpactof Risk Tolerance on Expected Utility 

I

t We will rescale the axes lo show 

only that portionol the graphthat 
lies within the pink highlighted area 
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14-yrAnnuity v. Alternatives I lmpactof Risk Tolerance on Expected Utility- Detai, 

I 1.ro 

t.t0 

I

t 1,06


Gea 

I o.'0 

I


T 

t 

I 
I 
I 

I 
I 
I 

I 
I 

l.l5  
Moderately risk-averse 

-alP tod ndm Fud
individualswillchosethe 
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9-yr Annuity v. Alternatives 
lmpact of Risk Tolerance on Expected Utility 

This chafi shows the expected utility 
of the annuity and alternative 
invesiments as a tunciion of the risk 
aversion coefficient 
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9-yr Annuity v. Alternatives 
lmpactof Risk Toleranceon Expected Utility 

Again, we will rescale lhe axes to 
focus more closely on the detail 
within the pink highlighted alea 
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t 9-yrAnnuityv. Alternatives 

lmpact of Risk Tolerance on Expected Utility - Detail 
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In the case ot thegyear 
annuity, rational individuals 
acrossthe soectrumot risk 
aversion may chose the 
annuity over alternatives 
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I LSW.. .Proven Results! 

The Trusted Leader in Indexed Annuities: 


1 Life insurance Company 
of the Southwest 

I A N m o l w h  
kG m l .  

I 
Form $\do:o473~SuV17 108) 

Overtwelve years ago, LSW was one of the first companies in the industry to 
develop af'ixed indexed annuity. Today, we continue to design and deliver qualityfoced 
indexed products to help diversify a customer's financial portfolio and to meet his or 
her long-term retirement savings needs. 

LSW designs fixed indexed annuities with one major goal in mind; to 
provide significant guarantees with the potential of providing more interest than a 
traditional fixed annuity. It is that simple. Over the last 12 years, LSW has met this 
goal, delivered on its promises, and has met its policyholders' expectations. 

If you are a financial professional or a marketing organization who values your 
reputation and puts the needs of your clients first, then we invite you to join LSW, a 
company that promotes innovation, integrity, and outstanding marketing practices. 
We at LSW do not hide our renewal rate history. We know of its criticalimportance 
to ourpolicyholders, and we publish it! 

I LSW. ..Integrz'ty You Can Retire On!'" 




