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1 am pleazed to ctranemit the Divisien's reporr with respeet to
the Petition filed by the American Life Convention and the Life
Inzurance Asspciation of America for the adeption of rules Lo exempt
variable 1life¢ insurance from the federal securities laws.

Fursuant to the Commission's notice of and order for hearing of
February 15, 1972, the staff has considered the questions of whether
varinble life ivsurance contrects and the issuers ther¢of, and their
related persons, are subject to the federal securities laws, and
vhetlier the oxemprtive rules proposed for sueh covntracts, issuers and
related interests aod persons should be adopted.

The report summarizes and analyzez the pasitions taken on thege
guestions by the participants in the proceeding. Tt is in two parts:
a comprehensive analysis of the product, the issues, the arguments on
both sides and Lhe Division's recommendabiong and a summary intended
to serve ag a ready reference. Based on the record, the report recom-
mends that the Compission Find wariabkle Iife insurance contracts, the
issuers thereof and their relacced persons to be subject to the federal
sspurities laws and furcher recommends that the Commission not adopt
the blamket exemptions proposed. The report also discusses ths ramifi-
cations of the imposition of the federzl securiries laws on variable
1ife insurance--ibk is clear that specifiec oxemprtions from the Investment
Cowpany act  of 1940 will be neeessary so thet variable life contracts
may be sold.

The report was prepared by John M. Ake, Jr., Special Counsel,
Burcton M, Leibert, Acting Special Counsel and Richard §. Weadt, Actuary,
under the geaeral supervision of Alan Resenblat, Chief founsel of the
Division of Investrneot Management Regulation. VYaluable assistance way
alse provided by Petcr Amdrosini, formerly of the Divisien of Enforce-
ment, Solomon Freedman, formerly Director of the Division of Corporate
Regulation, directed the staff in formulating the procedure for the
variable life insurance rulemaking proceeding and provided izportant
puidance in the preliminary analysis of rhe issues.
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VARIABLE LIFE INSURANCE

SUMMARY OF THE REPORT TO THE COMMISSTON FROM THE
DIVISION OF INVESTMENT MANAGEMENT REGULATION

1. Part I. Introduction and Backpround

The American Life Convention and the Life Insurance Association of
America (M"Petitioners")} hawve filed with the Commission 4 "Tetition for
Tssuance and Amendment of Runlcs and Rulemaking Proceeding Therefor, "
Tequesting that the Commission, through use of its rulemaking powera
cxampt from the federal securitics laws certain wvariable life insurance
contracts, their igsvers and related persons,

The Commission issued on February 15, 1972, its notice of a tule-
making praceeding with regpect to the proposed rules, The hearing phase
of the proceeding commenced on Aprll 14, 1972 and concluded on June 7, 14972
afcery 23 days and 2336 papes of testimony. The testimony was supplemented
by the submission of BS exhibits., In additiom, the Commission received
the views of a number of intevested persons who submitted their comments
for inclusion in the proceeding,

Appearing at the hearing in addition to the Division were: the
Petitionetrs in support of cheir proposed rules; the Fakional Associatlion of
Ipsurance Commissicners ("AAIC"Y in opposition to any Commission jurisdiction
over variable life insurance; the Investment Company Institute {"ICI'} in
opposition teo the proposed ewempbive vules; and the Mutual Fund Croup, an
ad hoc organization of mutval fund managers and underwriters, also in
opposition ta the proposed exemptive tules, The hearing officer permitted
these particlpants to present testimomy, ¢ross-examine witnesses, and to

submit memoranda of views for the record at the complerion of the hearing.



€. Summary of Lha Report

i, rarl L[, The Pertitien

The Potilion ropuested that rules bo adopted to exerpt variakle
life inswrance contracts, the issucts of such variable life insurance
contracks and their related persons Erom the Securities Act, the
Tavestient Cowpany Act, the Securaties Exchange Act and the Lnwvest-

1/
rnent Advigsers Act,

The exemptive vules would apply ta wariable life contracis with the
following specified characteristies: (1) provision for life insurance
coverage faor the whole of life and assumption.by the insurance company of
the mortality and expense risks thereunder, {2} provisien for an initial
stated amount of death benefit and guaranteed payment of a death benefit
at least egual to such amount; (3) provision that the amount payable upon
the death of the insured undet the contract in any year will be no less
than a specified minimum mulriple of the gross premium payavle in that
year by a percon who meets standard wnderwriting requirements; and (4} the
cantract, in its entirety, would he a life insurance contract subject to
regulation under the insurancc laws of any state in which the contract
is offered. The Petitioners assert that these characceristics are designed
to assure that the basic and predominant purpose and function of variable

life insurance would be to provide protection against death.

2, Part TTI, Conclusions and Kecammondations

The Report concludes that variable 1ife insuramce contracts, the issuars
af such contracts and thesir rolated persons would be subject te the federal

securities laws., Further, the Report concludes that total exemption of variable

}ife insurance Erom the recuriciee laws would not be appropriate or In the

punlic interest.

1/ The proposed excrptions would leave the contract subject to the anti-
fraud provisions of the federal securities laws.



3. Parc IV. Variable Life Insurance - An Analysis of the Product
and its Economic Tmpact

Consideration of the Petition requires an analysis of the status of
a variable life contract and its issuer under the federal securities laws.
In order to make such an analysis, & sound understanding of the features of
a variable life contract and how It would operate is essential.

The Features of a Variable Life Confrackt

The Petition was supported by several apecimen contracts whieh wounld

be non-participating (no dividends to be paid te the contracthelder) and
would provide for fiwed premiums payable for the whole of life; orher
contraces would be participating, would provide for varliable premiums or
would provide for premiums payable only until age 65, Under all contracts,
the death benefit and cash value would wary with invegcment performance but
the actuarial formulae used for these purposes would vary from contract to
contrect, Some contracts would contain loan provisions while others would
have partial ;ithdrawal provisions, The feature common to all contracks
would be the minimom puaranteed death benefit,

Under the proposed exemptive rules, each purchaser of a variakle life
conttact would be assured that as long as he continued fo pay premiums,
his beneficiary would receive at least the face amount upon his death,
regardless of investmant performance. On the other hand, the cash value
of the ¢ontract would wary directly wich investment performance of the
separate account malntained te fund obligations under the contract., No
gugrantee would be applicable If the fnsured surrendered the contract for

its cash value or for one of the other non-forfeiture oprions, Thus,



the contractholder would bear all the invesement visk with respecr

ta the cash surrender value.

The cost of a variable life inscrance contract would ke higher
than a correspoending fixed life insurance policy, either because of
tigher premium rates or lower dividends., [Rquitable proposes to seb ifs
premium rates at age 35 for wariable life coentractz about 8-1/2 percent
higher than a fixed benefit policy, New York Life would charge the
game premiums as 4 Fixed benefic policy but would pay lower dividends.

The death benefits of the variable life insurance contracts would alse
be based on Lhe investment performance of the underlying scparate account,
4lchough the determination of the cxact amount of death benefie would be
exceedingly complex and would wary from cortract to contract, in general,
investment porformance above a predetermined aszumed vatc of investment
retorn would result in an increase im dearh benefits, and invescment
performance below the same assumed rate would result in a decrease
in death benefits. The Fetitioners supplied hypotherical examples of
death benefits, assuming that the investment performance of the separate
accourtt had beent equal to the investment performance of the Standard and
Poor's 500 Stock Price Inmdex, If a 310,000 contract had been issued to a
male age 35 in 1930, the death benefits would have been [reom 543,000 o
553,000 in 1970, depending on the actuarial formula uwsed. &s long as premiuns
are paid vhen doe, the minimum death benefit guarantes would be in effect bur,

current insurapce company experience indicates that this guarantee would



3-5

benefit less than one per cent of the purchasers of varighle life

imsurance contracts, This is due to the fact that over 60 per cent of

the purchasers would he expected to lapse or surrender their contracts
without any puarantee within the first 20 contract years; only J per cemt to

4 per cent of the purchasers would be cxpected te die in that period and

the minimum death benefit guarvantee would ba of value to omly 3 portion
of those dying. The cost af the minimum dsath bemefit puarantee to the
insurance company would depend to a great extent on the actuarial formula
used ko decermine death benefits but, cumpﬁred to the anoual premium that
would be charged for the contract, one witness testified that the cosgt
would be trivial,

Based on lapse and surrender experience and projections, iC appears
that the cash valuve element of the policy would be very important to the
purchaser. As indicated, however, unlike a traditional fixed benefit life
insurance policy, the cash value of a variable life insurance contract would
tot he guaranteed and would fluctuwate with the investment performance of the
separate account, CExamples of historical investment performance show that
if invesctment experience is favorable, variable life insurance contracis ¢ould
provide an opportunity [or greatly enhanced cash values over the long term,
Thug, a 510,000 variable life insurence contract isgsued in 1920 could have
had a cash value of up Eo 543,000 in 1970, more thant eimes the cash value
of a corresponding {ixed benefit pelicy and more than 5 times the amount of

premiums paid.
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Ecoronic lmpact of Varianle Life Lnsurance

Frofesgor Roger Murray, pursuant to a request by Peritiomers,
prepared 4 study on the impact of the development of wariable 1ife
insurance upon the capital wmarkets., He projected that life insurance
companics may increase their fraction of ownership of rcommon stocks
Trom the current lewel of less than twe per cent of all putstanding

common sbock Lo a level of approximately [ive per cenl im dnother

13 years, OF ghat three per cont incredse. 1085 would be accounted
for by sales ol wvaridble tife insurance. Hue corcluded that there
would be no gsericus concentration af equity awnership in life insurance
companies as a consequencee of Lhe successful marketing of wariable
life insurance on 4 broad scale. la gencral, it is Dr. Murray's view
that wariable life inserance would have a4 “pusitiwve influence on the
capital markets, bub would not have a sipgnificant impact."

Corrently there are more than 43 insurance companies which have
csbablished and vepistered one or more variable apnaity separalo aceaunts.
Howewver, the dellar volume of sales of variable aonuities has been
velatively minor when compared to ordinary life insurance or annuities or
nikual Funds.

Dospite the gaperience with variable annuitics. the expoctations
far wariable life insuvance are at a3 hipgh Llovel, The coppanics estimaie
Lhat widihin 10 yegarers after introedaction, variable lifec insurance wst L4 acoount
fur 20-405% of all insurance sales. Tt is also estimaced thar che toral amount

uf insurance sold cach vear wonld increase by #8=10% with the introduction

ef wariable life insurance,
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Therce was conflicting testimony on the impacc of variable life
jnsurance wpon the mutual fund industry. Dr. Murtay's view was that
variable 1ife {nsurance would not be harmful te savings banks, government
securitics or mutual funds, He believed that the introduction of a néw
product to compete Eor the savings dellar would result in an iacrease in
rhe total level of savings and that competition weuld be very grimulating

to innovatipn and change.

John Rogle testified fnat mutual funds and variable life insnrance
would be in direct competition for investors whe were trying to build an
estate oy vebirement fund. He statcd that if warisble 1ife insurance
were exempt from the sales lead requivements of the Investment Company

act, the mutual fund industry would be adversely affccred,

4. Part V. The Tederal Securities Laws - An Overview

Scetlonm 3(a¥(8) of the Securitles Act exempts from registration "{alny
lnsurance or endowment policy or annuity ¢ontract or optisnal #nmuity contract,
{ssued by a corporaticn subject ko the supervision of the insurance commis-

sloner . . . of any State , . . ." Similarly, Seccion 3{c){3} of the Investment



Company Act excepks from Che deflinition of investment cowpany any

insurance company. As the Supteme Court held in the VALIC case, the

meaning of Minsurance' or “annuity” under these federal acts {5 a federal
1/

guestion,  The threshold question Lo resolve concerning the Petition is

vhether the Securities Aetf exemption and Investment Company Act excepltion

are: applicable to wvariable life insurance.

The lepislative history of the exemprion of craditional insurance
policies from the Securities Act indicates that they were not viewed as
investment wvehicles,

Insurance policies arc not to be regarded as securities
subjoct to the provisions of the Act, The imsurance policy
and like coniracks are pot regarded in the commercial world

as serurities offered to the public foy investment puvrposes,
{Emphasis added) (H. Comn. Rep. Mo, 83, 73d Cong., lst Sess.,

at 15%,

The legislative history of the Investment Company act also indicates
that the enception provided for insurance companies was based upon Ehe fixed
dollar nature of the benefits wnder the conrracts and that a purchaser
would not buy & contract in order to invest in the stock narket,

The VALIC ¢ase was the first instance in which the Courts were called
upon to construe the meaning of these provisiens. There, the Supreme
Court held that an anpuicy contract which provided benefits that waried hased

upon the investment expevience of a portfolio invested primarily In equities

Was a security subject to the Securities Act, Swch & variable annuity iz

1/ §.E.C. v, Variable Anmuity Life [nsurance Company of America,
159 U.5. BS {19549).
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a security even though it contains elements of msurance, that is, pooling
af lengevity or mortality. The Court based its decisioen on the face that the
contractholder gets variable benefits based upon investment performance
¢f the issuer, and alse that the contractholder hears all of the investment
risk and the insurance company hears none, In addition, the Court held
that a company Which issucd a wariable annuity was an investment company
evan though the company was alse regulated by & srate insurance commissiancer,
Justice Breaman's concurring opinion in VALIC elaborated on the Court's
decision. He explained that the Securities Act exemption and the Investment
Company Act excaption reflect a Congressional determination that there was
no practical nsed for their application. Insurance and annuiry policies
were net tegartded as securicies offered ro the public primarily for invost-
meEnt purposes. Particularly since such policies did not permit direct
participation by the contractholder in the investment experience of the
insurance ¢ompany, they did not present situations with which the federal
securitics acts were intcoded to deal. But,Justice Brennan pointed out,
ta the extept the investor becomes a direct participant in the invegtment
experience of a fund of securities, the federal protecticons become vary
relevant, He noted that a variable annuity cannob be divided into
distinet insurance and investment clements; it contdains elements of both.
in that casc, hecasse  the contractheolder participated in the investment
experience af the insurer and the insurer did not bear the isvestment risk,
the federal securities laws with theiv caphasis on disclosure and shareholder
protection were meaningful:
The Prudentgial case represented the second effort of the insurance
fmdostry to interpret the statutory provisions as inapplicable tno an insurance

1/
company promoted efquibty-]linlked productk.

1 Prudential Ins. Co. of Am. w. SEG 326 F. 2d 333 (3ed Civ. ) zerr. deniesd
377 L5, 953 (190L),
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In that case, the Third Circuit upheld a Commission determination that
a separate account established by an insurance company (o fund variahle
annuitics was an issuer subject to the Invesetment Company Act. The Caurt
noted cthe legislative history of the Investment Company Ack which described
investment companies as essentially "large pools of the public's savings
cntrusted {o nanagements to be invested" and discussed the “agency
relationship™ type of investment company where "the gproup of individual
investors 15 not & legal entity but tather comstitutes in esscnce a
combination of distinct individual intereses."

In light of this legislatiwve history, the Appeals Court concluded
that wien Uongress Wrote the bread Jdeflinition of "company” in Secrion 2{a) {8}
of the Investment Company Act, to inelude "a rruse, a fund, or any organized

group of persons whether incovporated or nor,” it did not intend to limit
the coverage of the Act to vecopnizable business entities., The Court
accordingly held that for purposes of che Act, the iovestment fund - Frudencial's
separate account and not Prudential itself - was the "isswer' of securities,

The third, and until this Pettion the last, chapter in the development
of the law with respect to the equity-limked activitics ef insuvance companjes
invelved the United Bcnefit Life Insurance Eompany.lfhfter the Prudenkial
caze, United Bepefit created a3 wvariable annuity funded by & separate account

which provided some minimum insurance protection and contained a pay-oul period

for cach contracchalder limited to a fixed anouity. In the United Bencilt case,

the Supreme Court held that the product was still subject to the Seccuritics Act,
The Court set farth a number of considevations in determining that United |

Benefit's wariable annuity was not "insurance™ within the meaning of che

if 8MD v, lnited Berpefit Life Tns, €o., 207 LS. 2U3F [1-070,
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exemption: The contractholder of a variable annuity contract obrained

the benefit of professional investment management; such a variable annuity
appezled to the purchaser on the basis of “growth" through invest-

ment rather than on the basis of stability; and the competition with
mutual funds was indirative of the character given to variable annuities
in commerce, that is, growth through professionally managed investments,
The assumpbtion of a4 mertality risk by the insurance Company was not

coouch to make the policy "ipsuranmce™. TFurther, while the minimum insurance
P ¥ N

protection placed some of the investment visk on the ingurer, the assumption
of that investment rick alone did pot render the variable anmuity an
inzurance contracl entitled to the Securities Act exempiien. The Court
feld, in the light of these considerations, that the Securities Act with
its emphasis on discleswre and sharsholder protection was very relevant
te Lthe wvariable anouwity contract there in question.

Essentially, the Import of thage decisians is chat the applicability
af thae fecderal securities laws ta varplable life insurance should be a
Functivn of rthe extent to which the conttacthelder would share in the
investment experience gf the insurer's investment portfoling the extent Lo
which the ecomirzctholder and the insurasce company would bear the invest-
ment risk:; the pature ol the appeal of the contract, and the relevancs ool
traditional state insurance roepulation to the cantract, These factors nat
cnly determine the applicability af the statutes, they also provide importani

insight into tho appropriatensss of the exemptions requested.



5. Part VI, GState Insurance Rexulatiom - &n Uverview

(e Mefarran-Fergusen Aet provides that no act of Cenpress shall he
consbrasd Lo invalidate, imtaiv or scpersede any law enacted by any State
fer the puvpose of repulating Loc ousiness of insurance., This does not
Preciude the Commissicn, bhowewer, Zrom admisistering the federal securities
laws with wospoct o a sevuciby simply becawse it is prometed ot Iissved by an
iasaranco company,

[z VALIC, tihe Supreme Courlt resolved che arpgumeat that the Mellarvan
Act was dispositive of Commissicn jurisdiction by nolding the availability
al the MoCarran Act as well as bhe exenptive provision of the Sccurities
Aczt and the Investment Company Act exciusion deperds upon “whethar the
[iSﬁutrs] are issuing conlracts of insurance,” Ino other words Lhe test is
iderntical fur purposes of boih fthe securities laws and the McCavran Act,

I Lhe contracts have substantial equity [eatures, they are nob totally and
slaply Ingurance and 4 fortiovi, thoe federal securities laws do not
infringe upon the state laws,

Justice Brennan, im his corcurring opinion in VALIC, reasoned that
wirere the purchaser has no investnent visk, as in cradicional life insurance
in witheh the elblipation is neasured in fixed dollar Cerms, state repulation
ts adequate and there is ne need for disclosure, ©On the other hand, where
the purchaser is investing in & product In which he has an equity participa-

tiok in the investment cxpericnce of the {ssuer and bears investment risks, the
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foderal vequirement of full disclesure is velevant, s¢ that the
pucchaser can intelligently appraise the investment tisks of the product.

AdoplLing this rationale in United Benefirk, the Supreme Court made clear

that, as a matter of law, the Sceurities Act exemptlon  for lonsurance
policies was not available to the variable annuities there in guestion,
repavdless of the adequacy of state repulation, bocause they were securi-
tics and inwelved ronsiderations of investment not present in canventional
insurance .

More recently in the National Securities case, the Supreme Court

apain considered an asserted conflict between the McCarran-Ferguson and

1/
the foderal securities laws,  The Court {ollowed the precedents estab-
Tished in YALIC and United Benofit and apreed with the Commission. halding
that state regulation of “insurance securities" docs not pre-cmpt federal
securities regpulation because., wikh respect to "insurance securitics,'
fedeyal securities laws would not supersede state laws which regulate
the business of insurance but pot securities.

Ome of the four conditions to availability of the proposed cxemp-
tive rulcs. specified by Beltiticners. is the applicability aof state
insurance tegulation. The effeet of this condition is te suggest that even
if varipable life insurance would be a secuvrity, the exempting rules should
be adopted because state regulation would make federal regulation unnecessary
ot inappropriate. BReview of state regulation indicates, however, that now
at least thig iz not the rase,. Historically state {nsurance regulation has

beer directed at maintaining the solveney ef insurance companies and not at pro-

viding the purchaser with Full discleosure. The rationale underlying

traditisnal state concepts of insurance regulatien is that a purchaser receives an

insurance contract in fiwed doliar terms and disclosure 15 unnecessary.

1S SEC v. Katlonsl Seguritiec Ing., 392 U.5. 953 {1989},
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Where the contract is in variable terms, however, disclosure (s necessary
fas Peritioners concede) to assist the purchaser in making an {nformed
judgment .

In recognition of the shortcomings of existing state regulation with
raspect to variable life insurance, the state insurance commizsioners have
developed a Model Variable Contract law and Regulation and disclesure
requitenent. Thig eflort is a significant bresk with traditional state

insurance regulation, howcver, and in the area of disclosure it so far

has been adopted by only scven States.

#. Part VII. Warilable Life Tnsurance lnder the Socurjifies Aol

Preposed Rule 1537 requested by Petitioners would provide total
exemption from the registration provisions of the Securities Act for
variable life insuranmce contracts. In passing upon this proposal, the
Comuission must consider the status of variable life contracts uwnder the
Securities Act, im light of the Supreme Court’'s decisions in YALIC and

Inited Benefit, and whether exemption from the disclosure requirements for

variable life insurance is in the publi¢ fntevesr and consistent with the
probection of invegtars,

The status of variable life insurance under the Securities Act presents
Lwo sepavdte questiens which are clesely intervrelated: Pivst, would wvariable
life insvrance invelve the offey of a secwrley? Second, would it be exempred
from registration vnder the Act by Section 3{a){8)?

First, wvariable life insurance wold fall wibihiils the definifion of =2

"security" in Section 2{1) of the Act and would mee: the test of a sccurity



1/ af it
set forth by the Supreme Court in Howey, Joiner, and Tcherepnin cases.

Each o¢f the components in the definition of an "investment ¢ontract” used
in Hewey would be progent in waviable 1ife insurance: that is, the contrasts weuid
provide that the purchaser invest bis money (labeled "premiums"} in a
comman enterprise {the separate acecount? with che Expecﬁatiﬂn of profits
(from market appreciation and from dividends and interest) solely from the
efforts (professional investment management} of the promoter or a third
party {the insurance companies or investment managers selected by them),
Second, as alveady indicated, in considering the applicability of
the Securities Act, the guestiom should turn on the four tests evolwed by

the Supreme Court in VALIC and United Benefit -

£l The oatent of the purchasers' interest in the investrent

cxperience - Variable life insurance would provide significant
insurance protection in the Fowm of the minimum death benefit
guarantee ab the risk of the insurance company. At the same
Lime, howewer, the wariable life insurance contracthalder would
participate to a substantial degres in the investment experience
of the sepatate account with respect to the variable benefits
undet Lhe contract. Both the death beoefit and khe cash
sutrender value would vary depending upon the investwent pericr-

mance af the account. Lo this circumstance, the investment

l/ SEC v. W. J. Howey Co., 328 U.,3, 293 {1940].

2/ SEC v, C. M. Joiner Leasing Corp., 320 .8, 344 (1943},

3/ Tcherepnin v, Knight, 389 U.5, 332 (1967).
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nanagemenl capabilities of the issuing company, vr its
designated investpent manager, would obviously be critical
Lo ‘i invcskthent interests of the putchaser in the conkrack,
and thus hawve a dircoet kearvinge on the decision which Lthe
purchaser must make as fo which variable lifle contract to
TR

{2) The cxbent bto which the purchaser besrs the investmont risk -

The minisum grarantec. an important and critical provision of the
variable life insurance contracts which would meclt the terms of the
propesed rules, wawld put a [loor under only one ¢f the

variable foatures in bthe contrvaet - the death bencfit. The eolher
variable features in the contract, the very important ¢ash surren-
der value, the non-forfeiture aptions, and the policy loan ot
withdrawal optians, would not be guarantecd against adversce invest-
ment porformance, and the contractholder would bear the enlire
investnent risk,

The inscrance eampany would bear Lhe investrent risks with respect
Lo the death benefit, but bthis appears insubstantial when cxamined
cver the enlirc proup of pelicies which are offered. 1o addition,
the meltiples under the proposed vules would permit the insurance
gompanics in mosb instances Lo inerease bheir promiuvm rates
supstantially and s5bill come under the eremplive rules.

(1) The sales appoal - Even thouph variable life insutance i5 ot

publicly marketed tn this country, it eowld reasonably be cxpected

that the zales appeal of wariable life insuvance would lic in the
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potential increase in the bencefits of the policy through
professional managewent of a portfolic of equity invest-
ments. 11 could also reasonably be expected that the emphasis
on "living benefits" now found i the sale of £ixed benefit
1ife insvrance, would continue with an added indecement that
the cash surrender value could grow through a participation in
a portfolic of equity securities.

(4) Btatp insurance recularbion - Analysis of traditional stace

insurance regulationh indicates that it is directed ar maintaln-
ing the solvency of insurance companies and not ar providing

the purchaser with full disclosure, Where the contract is in
veTiahle terms, disclosure would be necessary bo assist che
purchaser in making an informed judgment, but, braditionsl state
insurance regulation docs not meet this reed. The state insurance
eommi gseioners have developed their own model disclosure code

for variable insurance but it would not now provide adequace

discleogure and would be of limited application since only sewven

srates have adopted even this 'mini-prospectus” requirement,

Undetr the four tests develaped by the Supresme Court in VALLC and

United Benefit to determine whether woriable annuities wers exempt from

the Sccurities Act, variable life insurance contracts would not be exampt

from the Securitles Act as "insurance."
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7. Parve VIIL, Mariable Life losurange Under the Investment
Company Act

In analyring variabhle life irsurance under Lhe lnvestient Company
Act the following issues were considered: first, would the separate account
which issues the wariable life contract be an investment company, and if so,
would it be exempt from coverage under the Act by the exemption in Section
a3} or by the MelCarran-Ferguson Act; second, if the sepatate account would
not be entitled to exclusion ot exemption from the Act, how should it to be
clagsified and how would cthe applicable restrictions on toral sales loads and
front-end loads affect variable life insurance,

The sepétate account to be organized to fund wvariable life insurance
would invesc, reinvest and cvade primarily ipn equicy securicies. The value of
the wvariable features of the contract would be determined by the results of
such investments, As such, the separate account wounld fall within the
definition of “invesrment company” contained in Seceions 3¢a)(l)y and {3) of
the Act,

The YALIC case established that 4 company which funds variable annuity
contracks is an investment company. Prudential extended this rule to a
geparate acecount of an insurance copmpany, ilnless distinguished, a separate
aceount established to Ffund varfeble life ionsurance contracts would alzo be an
fnvestment company. Petitioners presented four main arguments in support
of their position that the variable life separate account shouwld not ke
regulated under the Iovestment Company heb. First, thoy point out that

when the Supreme Courl remanded the dUnited Buncfiv case for consideration of

the 1940 Act guesvion, the Court did not specifically refor te either the

Third Circuit or Commission opinions in Prudential. On the remand, Che



gquestions relevant to this issue which the Supreme Court spocified

for epnzideration by the lower court in United Benefit were the relation-

ship between the variable and fised business and the distinctions betbween

the two, and the possible conllicts in federal and state regulaticn.

There is no reason ta believe any contrary conclusion would have beep

reached on the facts in United Benefib. The gquestion of Tavestment

Company Act applicability was remanded at the request of the Commissfion
and the issues speciiied by the Court for remand had been considered by
hoch the Commission and the Court of Appeals in Prudential. Wewerthaless,

consideration of these issues 1s an important part of the analysis of

variable life insurance.

Second, Petitioners argue that wariable life insurancs. unlike
variable annuities, would involve insurance and investment clements in
guch a closely woven fabric thac would he impossible for the Commission Lo
repulate just the investment aspects. This arpument, vhich involves really
three sepavatc contentions (¢hat the contract is indivisible, that the
BcCcount is & mere activity of the insur8ncee company, and thab the conpany
and its stock and policyholders are interested in the oporation of the
account} was made in Pradential and rejeected there by poeth the Commission
and the Third Circuit. The same analysis would secom to bo applicable bto
the wvariable life separate account,

Fetitivners! also arvpuc that the wvariable lifa seﬁara;e account
would be a bona fide aperational insurance mechanism and therclote exceptad
from the act. The question at issue, however, is whether the separvate
account would be covered by the Cederal definition of "insurance company!
and YALLC and Prudential indicate that the definition should nal turn

simply on wvhether or il the account would also invoelve dinsurance aspocobs.
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Petitioners" final argument against regulation of the separate
account under the 1940 Act iz that the Act was simply net designed so as to
apply to variable 1life contracts or the funding medium, The Division
believes, based on testimony presented in the hearing, cthat participacions
held out to wvariable life contractholders would be similar in material
respects bto participations available to mutual fund shareholders and variable
annuity contractholders and that, alchouph perhaps a difficult fit, certain
provisions of the Act c¢ould provide very importamt protections.

Az iz the case with respect to thoe Securiries Act, state law im its
present fommative stages would not provide an acceptable substituts for the
comprehensive protections of the Investment Company Act which include regulation
in such diverse arcas as valuabtion of assers, corpovate democracy, invest-
ment advisory services and transactions with affiliates., At the sawe time,
however, the very important winimun death bonefit guaranlee element of bie
cantract, hich will veguire comprehensive state regulation, Suggests the
gppropriatcness of the development of 4 comprehensive pattern of state regula-
tion Lo also provide such proteclicns with regpect to the variable clement
of the conlract.

The specimen cenbracts examined in the heardog woeld be perioedic
poavaieel plan cerlif icates within the mearing cf the Tovestment Company Act,
variabie liie contracts would mest the two-part test For prriocdic payment

- . 3 N ' -
pians i the sense that they contoomplate: (1) a series of payments, and
D001 would ropresent an Yordivided" interesl in oa fumdd ol sceurilies purchasged

in part with the procewsds of the contractholder's pruemiuvns,
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Sectian S70c {1} of the Act Teguirtes that pericdic payment plan coeti-
firates oe redecmable, i,e,, hab wpon presentatich the helder mest receive
1is proporcicnate share of assebs or cash equivalents, Tois weguirement
wauld be satizfied by provisions for cash value which would entitle the
conlracthalder to veccive, on surrender or termination, an amount egual Lo
promicms paid, plus investmzat pericomance, less expenses and less the cost
ai ingurance. I[n the context of a wariable life contract, this amount would
ae tho contracrcholder's "proporbiionate sharce" of $he asscbs in the sepatate
aceounl.  The fact that in carly years of the contract the valuc would be
nan-existent only reflects the sacly ard very heawy awortization of sales

ani administrative expenses =ow peonitted insurance conpanies under state law,

Fetitioners end the investment company industry heve indicated
that Lhe AclL's limitations oo seles loeds is & key Facrar in cheir
apposing views on the applicability of the Aer, The investment comﬁqny_industry
wiews verieble life insurance as a divectly cempetitive product aml asserts
that those who sell sueh comparable products will emphasize that product which
pravides tiem with the highost remuneration, Petitiomers, on the other

hand, assert that any variaiion in the commission rate prevalent for

insarance products would create a contlict ol dinlerest for the agent
thal could prevent o free choice hy the insurance-baying pablic betweon
the varianie and fixed products.

tvhile thege nas beco testimeny to the centrary, the variable life

insuravce contract coatesmlazed ov tre iosurance industry would

Davolve 4 "sales lo#d!" withio fhe meaning of the Act.  [o tre typical
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ergnle ey i ingarance polic, the incidencr af o sales cxnecses alooe

1 eemsat Dl werreapanl to tr Jacldence of sales chavpes, In other words,
coat a1, noliasoiders rav oo portioen of litsl yeAt expeassis In

Vil AT s Dl bl AT ERE pETaad, Tnlicoholders wio terminate

efore LdLt o smortizavics el toelr fIrst svear's oxpenses are assessel oa

canvon aoaonyl tweir cerrenler values for the apamortized percico,

Peplioe 20 restricis ibe total sales chapge o0 periocdic raveost

|

wlacs 4o VY agver Lhe litc ot tice plan. Insurasge indestry DTgures

sel foct: do tearin, exbialls Tadfedte chat compensolion paid (o
inasvunce salesmen cver the life of the contract is rot radically
Jotr_izalk Trow the roral sales charge permitted under Section 27, When
such compensation 1s added to the cost of cther sales related expenses,

aowever, the total oxccaeds the 9% limit,

soction 20{ad{2) of cdhe Act limics e paximum sales cuarges
fuales Laab: )} which can ac dedeeiod from the first 12 monthly payments
woder a poriodic pavmesn plas Lo oo mare tha< R por coat.
ceerions 20 (dr-{g), enacted in l%i0, comtaio importanl oew prolectioas
fur fovestocs who chanpe their mind or Calil significantls rexnind o
rhelr meotnly paseats,  Those siatolery peEateciicos, on therr [dew,
class winy tradieienal losurance wethods of salesmen compunsdiion
and amprrivation of ather felling expenses in the earle sears of
the drsapance covbrac:.
Tne Seegion 27 restriction o [ronc=end loads seTvcr [wo Jurpinids:
{1} .t inrures [nat 4 purchaser will imnediately nave at leas( some of tue

r

sLneToE oI his bargain in tie sense that at least 30 ner ecent ol s



8-23
gross payments will be lnvested for him and (2} provides that a pur-
chaser who terminates his contract at an carly date will not be unduly
penalized by disproportionate payments of sales charges in the carly
years. Both of these protecrions would be important ko the purchaser of
a periodic payment plan. Althouwgh variable 1ife insurance would provide
irmediate life imsurance protection in the form of the wminimum death
benerit guarantes, these pretections could alse be of importance to the
purchaser of & variable 1ife contract.

As for the argument by Petitioners that regrlation under this
Scction would make it difificull to sell the product, the Act, teinforecd
by the 1970 smendments, reflects a Congressional decision te limit ang
protect against harmful forfeitures by investors cyven though such preven-
Live provisions make it less atrractive tu sell periodic payment plans.
Tatal exemption from the protestions of Section 27 of the Act, simply
to facilitete ¢quivalent compensation structures for the {ived bencfit
and wariable bencfit life insvrance,does not appoar warvantbed,

£, Part IX. variable Life Insurance Under the Investment
Adwvisers Act

Lf a4 wvariable life separste aceount wauld Re zn investment company,
ies adviscr, including the inscrancee cowpdny-arganizes or its subsidiary
providing investmont advisory setvices, would be required to rogister
gnder the Iovestment Advisers Act. Peoritiomars have reguosted propoesed
Rule 202-1 which would specifically elempt from bthe Investment Advisers dct an
insurance <ompdny or an affiliated company thereof to the extenk it
pcffcrmé investwent mﬂﬂ&gﬁmént ot advignry services fﬁf 4 scparate account

funding wvariable life insurance contracts.




St

Insurance companiaes and their subsidiaries ave now roquired to be
registered under the Investment hdvisers Act to the extent they act 4as
investmeat advisers to accounts used to fund variable annuitics which
are registered investwment companies. In the ovent that the adviser of
a variable life separate account would be required to repister under
ihe Acy, it is not anticipated that the regulation of the
adviser would differ from the regulation of the insurance company-adviser
of wariable annwity separate accounts, It should Be noted in this
regard that though Petitioncrs presented wilnesses whe described the
investment management and advisory facilities and operations af the
campanies, they did not argue that regulation under tne Investrment Advisers
Act was inappropriate or troublesome,

9. Part X. Variable Life Insurance Under the
Securikbies Exchange Act

The Petitiomers request that the Commission adept two rules under the
Securities Exchange Act defining variable 1ife insurance as an exempied security
The affect of their proposed rules would be to relieve sellers of waviable
life contracts from cowmplying with the registvation end reoporting require-

ments of Lo Aetk,
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A determination of the status of variable life sales organizations under
the Securities Exchange Act is contingent upen the determination of the status
of variahle Life insurance under the Sccurities Act, If variable life
insutance is subjected to the Securitias Act, then the variable life insurance

discribution system should be also subject teo the Securities Exchange Act.

Booause repelabtion of variable 1ife insurance uncier (e Securities Fzchanpe Act
would paraliel the prosenl dual repulacios of wariable aouuities, Che variakle
ancully experience with respect to lederal and state repulation and licensing
teauicenents 15 velevant.,  luoal repolaticon =27 the vaviable annuily disbeibuliog
Sysiowm 15 vcary well delined and doees not saem bte inposc sobgtascial bBurden:
oty Lnsurames companies ard cheir agerts, Since the same distribulion
gralen would alse be ubkilized forv warfable Lifc insuranrce, registzation umder
the Act would not seem wmduly burdenseme. Addivionally, the @ajoricy
uf those conpanries offering and Ehe aperts gelling variable annoitiss are
alse vlifering metual funds as 2 pave of the Dnsurance dndusbpry's ceerdl fpwards
*rotal fioancial planning” foc ics cubomers.  Movcover, many agencs of
compantes who are nat yebt offering either prodoct have already begome repisbersd
Teprugentabives 1o vrler Yo o sell Lhese produels in an effort to retain thelr

cuskomprs' busimwgsns,




