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H. COMPENSATION

1. Regulation of Fees

Legal restrictions are imposed on the compensation received by
trustees. In some states a general test of reasonableness is used, while
in other states statutes include specific formulas concerning trustees’
compensation.

In California, for example, if the governing instrument does not
specify the trustee’s compensation, the trustee is “entitled to such com-
pensation as may be reasonable under the circumstances.” *** If the
instrument does specify the compensation, the trustee is entitled to the
amount specified.

New York provides for annual commissions of 14 of 1 percent on the
first $300,000 of principal, 14 of 1 percent on the next $500,000, 145
of 1 percent on the balance, and additional commissions of 1 percent of
the principal distributed by a trustee.®® The formula does not apply if
the governing instrument specifies other compensation.

2. Fees Charged

Bank management and trustee fee rates are generally calculated as a
percentage of assets. In this section fee rates are given, making it
possible to compare fees of banks with those of other managers. The
more extensive statistical analysis of the next section involves the
relationship between fees and various characteristics of the accounts,
such as size, turnover and investment authority.»**

Table V-27 presents bank trustee and management fees for 1969 as a
gercent of assets, by account type and size.’®> The table indicates sharp

eclines in fee rates in all account categories as the accounts grow.*¢
For purposes of comparison, Table V-28 indicates the 1969 fees
charged by the 32 investment advisers that each managed aggregate
assets in excess of $750 million.’*” The category of individuals and
personal trusts in Table V-28 consists principally of personal agency
accounts.

Although the size categories are not completely identical and the
sample of bank-administered accounts is smaller than the sample of
investment advisers’ accounts, it is possible to make some comparisons.
In employee benefit accounts, the 50 banks’ fee rates were lower for
accounts between $1 million and $25 million (especially between
$5,000,001 and $25 million), while for larger accounts the fee rates are
similar. A comparison of the investment advisers’ individual and per-

192 Cal, Clv. Code § 2274 (West Supp. 1870) ; Cal. Prob. Code § 1122 (West Supp. 1970).

103 The figures relate to trusts under wills of persons dying after August 31, 1956, and
to ving trusts established after that date. Surrogate’s Court Procedure Act § 2309 and
Civil Practice Law and Rules, § 8005.

10¢ Thig and the next section deal with direct compensation. The significance of indirect
compensation is discussed in sec. H of this chapter,

19 Table V-27 is derived from the fiscal 1969 fees reported on Form I-25 and from
total assets on Form I-21. The accounts reported comprise the usable responses received
in the final stage of the account sampling process described In sec. B of this chapter.

19 Certaln average rates in Table V-27 do not reflect a pattern; some, as Indicated in
the table, relate to small numbers of observatlons.

197 Table V—28 is based on the Form I-14 sample. These fees, unlike fees of banks, do
not ordinarily include custody charges.
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sonal trust accounts with the banks’ personal agency accounts indicates
that the banks’ fee rates were lower in accounts under $5 million (espe-
cially between $1,000,001 and $5 million) and the same in accounts
between $5,000,001 and $25 million.*®

On an aggregate basis, fees as a percent of assets charged by the 50
banks were .21 percent in 1969.1%° The average fee rate for employee
benefit accounts was .10 percent,?*® for personal trust and estate ac-
counts .35 percent 2! and for agency accounts .20 percent.

3. The Relationship Between Fee Rates and Account Characteristics

In analyzing the relationship between fees and various characteris-
tics of an account, this section uses multiple regressions, which permit
the simultaneous consideration of the effects of a number of factors.
The basic quantity whose variation is analyzed is the ratio of total
management and trustee fees in 1969 to total account assets. The Study
2ttempted to test several hypotheses concerning the factors influencing

ee rates: .

(a) Total assets in the account. This was expected to be the most

important explanatory variable. It is the primary factor in most fee

g ﬁ" Tl;e average size of the banks’ accounts in Table V-27 is as follows (in thousands of
ollars) :

Institu-

tional and Personal

Employee  Corporate Personal Trust and

Account Size Benefit Agency Agency Estate

$010 $100,000. _ ... .. ... 80 90 70 50
$100,001 to $500,000__._ . 320 280 240 230
$5600,001 to $1,000,000_ . 710 780 700 0
$1,000,001 to $5,000,000_ . __ . 2, 660 3,360 2,800 2,320
$5,000,001 to $25,000,000_ __ . 12,450 10, 600 9,330 12, 330
$25,000,001 to $100,000,000_ e 48, 570 42,220 59, 480 41, 380
Greater than $100,000,000_ .. _..____._..._._. 340,940 121, 750 141, 430 114, 890

For comparison the average size of the accounts of investment advisers in Table V-28
are set forth (in thousands of dollars) : .

Individual

Employee and personal

Account 8ize Benefit Trust

$0 to $500,000__ _._.... 240 220

$500,001 to $1,000,000 720 700

$1,000,001 to $5,000,000. 2,220 1,830
$5,000,001 to $25,000,000 11,100 8,

QGreater than $ 87, 560 62, 700

1% The percentage is based on Form I-60. Total trust department assets in Table Al
and total trust department revenues in Table A6 were used. Five banks were not in-
cluded in these calculations because they could not separate purely custodial fees. These
banks ran{;ed from the sixteenth to the forty-seventh in order of trust department size.
Similar calculations were made for the three account types.

20 The relatively large average size of employee benefit accounts is a significant factor
in explaining why their average fee rates are lower than those of the other account types.

201 Ag indicated in sec. C.1 of this chapter, in connection with personal trust and estate
accounts banks sometimes provide services in addition to investment advice. These services
include determining, under some trust instruments, the amounts of principal and income
toegf paid beneficiaries, preparing tax returns, and assisting in connection with court pro-
ceedings,
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schedules, which reflect the economies of scale in administering larger
accounts.?o?

(b) The number of stocks in the portfolio. The Study’s hypothesis
was that costs of administering an account are related to the number
of stocks of different issuers in the portfolio. The number of stocks was
expected to be important in determining the amount of necessary cler-
ical work, such as paying dividends, and the amount of necessary fol-
lowing of companies. Use of the number of stocks in the portfolio as a
variable identifies portfolios dominated by a large holding, such as
stock in a family associated company, for which banks may charge a
lower fee. It was expected therefore that an increased number of stocks
would increase the fee rate.

(c) Investment authority. The fee schedules of several banks sug-
gested that fees would be reduced for accounts in which the bank has
complete investment authority compared to those in which prior con-
sultation is required. Consultation is presumably time-consuming for
the account manager. It may also result in account managers’ having to
initiate a larger number of trades in the same stock for different ac-
counts (and to handle a larger number of stocks in the same account).

(d) Designation of brokerage. The extent to which the customer
designates brokers for trades was expected to have a possible effect on
fees for two reasons. One is that the bank loses the use of brokerage
commissions which it may consider valuable. The other is that desig-
nation of the broker may make trading for the account more expensive
for the manager.

(e) Turnover of the equity portfolio.?® Increased turnover was also
expected to be associated with increased fees. Turnover affects trading
costs and may also reflect the intensity of review and evaluation of the
account.

The data used were derived from responses to the account question-
naires submitted in the third stage of the account sampling process,
combined with descriptions of the account that had earlier been sub-
mitted on Form I4. Total management and trustee fees for 1969 were
given in Form I-25 and total assets in Form I-21. The number of
stocks in the portfolio at the end of 1969 and the amounts used in calcu-
lating 1969 turnover appear on Form I-26.2°* The extent of brokerage
designation and investment authority were derived from responses to
Form 1-4.20

The regression results are given in Table V-29,2°¢ which shows that

202 See sec. B of this chapter. The algebralc form used in the statistical work s con-
sistent with the expectation that fee rates decline, but less rapidly, as assets Increase.
In particular, it assumes that a given percentage increase in assets will always lead to
the same percentage reduction in the fee rate (which is ftself a percentage) from the
previous level, regardless of the initlal level of assets, that is, an Increase In assets from
$100,000 to $200,000 is assumed to reduce the fee rate by the same percentage as an in-
crease in assets from $1 million to $2 million. If a fund of $100,000 pays an annual fee of
.5 of 1 percent and the fund then grows to $200,000 and pays an annual fee of .45 of
1 percent, under the assumption it would pay an annunal fee of .405 of 1 percent if it
Zrows t]o $‘1100,000. In both cases, the fee Is assumed to decline by 10 percent from its
former level.

38 Preliminary runs included the percentage that equitles represented of total assets.
This adjusted for the use of equity turnover alone; it had no significant effect.

204 The method of calculating turnover rates is described in sec. F.2 of this chapter.

26 The midpoint in each of the five categories of designation described in sec. C.4.b of
this chapter was used to construct a single variable between 0 and 1, with 1 indicating
complete designation of brokers by the client.

208 The algebralc form used is—A-=nA".e ¢N+dTO +fD+gl, where F is fees, A I8 t_otal

assets, N is number of stocks, TO is turnover, D {8 amount of brokerage designation and
I is investment-authorify. The small letters, except for e, which is the base of natural
logarithms, represent coefficients to be estimated. The reason for not introducing the varl-
ables such as turnover in a multiplicative (or loglinear) form is that fees would not be
zero at zero turnover.
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total assets in an account are the most significant variable in explaining
differences in fee rates. The coefficient for employee benefit accounts,
for example, indicates that on the average a 1 percent increase in assets
reduces the fee rate by .346 percent from its previous level.

The number of stocks in the portfolio is the only other variable that
had an effect in the expected direction in all categories of accounts. It
is statistically significant (at the .05 level) in all but the institutional
and corporate agency account category. The coefficient for personal
trust accounts, for example, indicates that if the number of equity
issues increases from 5 to 50, holding total assets constant, the fee rate
increases by 28 percent.?”’

Complete investment discretion had the consistent effect of increas-
ing the fee rate. This is statistically significant (at the .05 level) only
for personal trust accounts taken individually, but the similarity in
the coeflicients and the fact that some of the others are nearly signifi-
cant make it probable that investment discretion would be significant
if all categories were taken into consideration at the same time. The -
coefficient for personal trust accounts indicates that fees in discretion-
ary accounts are 24 percent higher than in accounts that require con-
sultation.?®® The apparent tendency to charge relatively higher fees
for discretionary accounts may reflect the bargaining power of other
customers who wish to be consulted before trades are made. It is also
Eossible that banks which concentrate on discretionary accounts have

igher fees. ‘

It has been suggested that another reason for the apparent tendency
of banks to charge higher fees for discretionary accounts may be that
the discretionary accounts on the average are of more recent vintage
and pay higher fees because the banks have not increased the fees on
old accounts to current levels. However, when age of account (based on
Form I-4) is added asa variable it never is statistically significant, and
has effects in inconsistent directions for different types of accounts.

The designation of brokerage tended to have an inconsistent and not
very significant relationship to fees. In personal trust and agency
accounts the designation of brokerage by the customer was associated
with higher fees. In employee benefit accounts the opposite was the
case, possibly indicating the greater bargaining power of employee
benefit customers that designate brokerage.

Turnover was generally insignificant 1f the number of stocks is also
present as a variable; in personal agency accounts higher turnover
appears to be associated with lower fees. If the number of stocks is
omitted from the regression, in personal trust acccounts, higher turn-
over is significantly associated with higher fees.

Altogether, these variables explain 35 percent of total variance in
- fee rates among accounts,?*® ’

207 This is obtained by taking the antilog of (.0056 x 45).

268 This {s found by taking the antilog of .2223.

20 It {5 possible that the specific algebraic form used leads to the inability to explain
assets, N is number of stocks, TO 1s turnover, D is amount of brokerage designation and
I is 1ntvestment authority. The small letters, except for e, which is the base of natural
accurate.

Using data on certain large bank-managed employee benefit accounts analyzed in
ch. VIII, an attempt was made to determine whether trust departments charge lower
fees to customers which have demand deposits at or loans from the bank. The re-
sults did not meet accepted standards of significance,
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4. Direct and Indirect Compensation

Banks receive payment for their trust and management services from
several sources: (a) direct income from fees charged personal trust and
estate, agency and employee benefit accounts;*** (b) that part of brok-
ers’ deposits 1n the banks attributable to the commissions paid by trust
department accounts;?'* and (c) deposits in the banks on behalf of
trust department accounts.?'?

The relative importance of these three sources of compensation is
examined in this section. The contributions of brokers’ deposits and
trust department deposits are compared to direct revenues. In each
case the sample of banks used in the comparison will be consistent.
For example, a few banks could not provide information on trust
department deposits. Thus, the value of deposits of trust departments
maintained in reporting banks is compared with direct revenues in the
same banks.

Section 3.3 of this chapter estimated that approximately 43 percent
of brokers’ deposits was attributable to the brokerage commissions
paid by trust department accounts. In 1969, the 32 banks reporting
deposits from all brokers (rather than a sample) had collective bal-
ances totaling $905.6 million. Assuming 43 percent of the brokers’
deposits is attributable to commissions, using the reserve ratio for
reserve city banks of 17 percent, and asuming a net return on loanable
funds in 1969 of 7 percent, indirect revenues resulting from brokerage
commissions paid by the trust departments are estimated to have been
$22.6 million in 1969. This is 10.7 percent of direct revenues, since
aggregate direct revenues from fees charged accounts were $210.9
million 2% in the same 32 banks. Since section H.2 of this chapter indi-
cates that the trust departments’ direct revenues were .21 percent of
trust department assets, the indirect revenues attributable to brokerage
commissions paid by the trust departments were approximately .02
percent of the assets administered by the trust departments.

The 32 banks administered 8 of the 10 largest trust departments.
If the calculation is repeated for these 8, indirect revenues attributable
to commissions amount to 13.5 percent of direct fees. This occurs prin-
cipally because employee benefit accounts, which generate a more than
proportional amount of trading,?'* are more heavily represented in
these banks.**®

There may be a large ratio of income from brokers’ balances to
direct compensation for certain types of accounts. For example, fees
for employee benefit accounts larger than $100 million averaged .06
percent of assets.?’® Using a typical activity rate of 25 percent **” and
assuming an average brokerage commission rate of .6 percent,*'® com-
missions of approximately .3 percent of assets per year would be paid
by a portfolio invested solely in stock. Using the working hypothesis

210 This information was furnished in Table A6 of Form I-60.

211 See sec. G.3 of this chapter.

212 The magnitude of the degosits was obtained from Table Al of Form I-60.

213 From Table A6 of Form I-60.

24 See sec. F.2 of this chapter.

a5 See sec. E of this chapter.

26 See Table V-27.

a7 See Table V-21.

218 The calculation assumes that the large employee benefit accounts took advantage
of the volume discount.
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from section G.3 of this chapter that a dollar in commissions yields
$4.26 in brokers’ balances, and making the same assumptions as before
concerning reserve ratios and return on funds, this indirect income
would be worth .07 percent of assets.

Thirty-six banks, which include all of the 10 largest trust depart-
ments, submitted detailed information concerning the deposits held
by the trust department accounts.?*® The accounts, in 1969, held in the
managing bank demand deposits of $1,170.3 million and savings and
time deposits of $608.8 million, as well as $20.6 million in certificates
of deposit issued by the managing bank. Reserve ratios of 17 percent
were used for demand deposits, 3 percent for savings and time de-
posits 22° and 6 percent for certificates of deposit. After payment of
any interest costs these deposits were assumed to yield to the banks 7
percent, 3 percent, and 2 percent, respectively, or $86 million in revenue
to the 36 banks. At the same time, these banks reported $323 million
in fees from the same accounts. The value of these deposit items to the
banks therefore amounted to 26.6 percent of direct revenues.

There is reason to believe that the amount of trust department de-
%osits from which banks can benefit is greater than the above totals.

anks can benefit from the “float” that may exist because of the
interval between the time an account is debited for a stock purchase
and the time that the bank must pay for the delivered securities.
Thirty-five of 44 banks reported that in a purchase they debited the
trust department account five days after the execution date (that is,
they debited on the normal settlement date), while the remaining nine
waited for actual delivery before debiting. However, banks have to pay
for the securities only on the actual delivery date,??* which may be after
the normal settlement date, For example, it was estimated that on
October 15, 1969, because of the recent “fails” problem, 46 percent of
all trades were not settled within the normal settlement period.22
The case of selling stock is not symmetric since 27 of the 44 banks
from which responses were obtained reported that they did not credit
an account until the actual payment date, while the other 17 banks
credited an account on the normal settlement date.

It is difficult to make precise estimates of the “float” that is not
reported in the trust department assets set forth in Table A1 of Form
1-60. Three banks debiting at the normal settlement date in connection
with purchases and crediting at the actual payment date in connection
with sales offered estimates of the “float” balances at the end of 1969 or
early 1970. Two had a “float” balance of about 10 percent of deposits
given on Form I-60, and the third had a “float” balance of 40 percent.

It is also possible to make a rough estimate of “float” balances based
on a typical annual purchase rate of 15 percent and an average interval
of 6.5 days between normal settlement and delivery. This average in-
terval was calculated using the above 46 percent “fail” rate and a
survey by the NASD of 67 New York Stock Exchange firms which

219 Table A1 of Form I-60.

220 It was assumed that the $603.8 million is principally savings deposits.

2 The banks take advantage of the provision in Regulation T for special cash accounts,
under which a broker-dealer may purchase for a customer with the understanding that
the broker is to deliver the security promptly to the customer and full cash payment is to
be made against delivery. In connection with such a transaction, except as specified in
the Regulation, the transaction is to be li%uldated if payment is not made within 35 days
of the transaction. 12 C.F.R. 220.4(¢) (5) (19).

332 Baged on a memorandum to the Commission from its Division of Trading and Mar-
kets dated November 5, 1969.



482

reported the distribution by time since normal settlement of “fails”
as of October 31, 1969.22* Based on these estimates it appears that the
average dollar of assets was in a “float” status .98 days?** or .39
percent of the business days in a year. Stated differently, .39 percent
of assets appears to have been in “float” status. The estimated “float”
was approximately one half reported demand deposits held by the
banks for the account of their own trust department customers.?*®
However, since less than half of the banks debit at the normal settle-
ment date for purchases and credit at the actual payment date for sales
and since some large customers have arranged to make use of the “float”
themselves, the “float” available to the banks represents a smaller por-
tion of the recorded deposits.??

To summarize, the Study estimates the indirect value of deposits,
including the “float,” to be approximately 30 percent of direct com-
pensation.??” Based on this figure and the .21 percent of trust depart-
ment assets represented by direct compensation, it was estimated that
the indirect revenues attributable to deposits, including the “float,”
constituted approximately .06 percent of trust department assets.

In connection with custodial accounts, which were not included in
the Study’s estimate, banks appear to receive compensation primarily
through the use they make of deposits in the accounts. Thirty-four
banks reported on Form I-60 custodial fees in 1969 of $30.6 million
in total. They also reported $664.7 million in deposits in these accounts.
Assuming again a reserve ratio of 17 percent and a net return on loan-
able funds of 7 percent, the value of the deposits amounts to $38.6
million (or 126 percent of fees).

Banks may have some competitive advantage over investment advis-
ers in the banks’ ability to benefit from deposits in trust department
accounts. However, investment advisers or their customers can obtain
some benefit from the deposits in their accounts when negotiating a
fee for custodial services, which are usually provided by a bank. Pre-
sumably competition among banks for custodial business is sufficient
for fees charged to reflect the value of the deposits, since custodial
accounts are easily transferred, a number of banks compete for the

23 The categories were 0-30, 31-60, 61~90, and more than 90 days. Within each of
these intervals it was assumed that a constant percentage of remaining “fails” is settled
each day. The constant rate.is obtained from the {)ercentage settled in the interval. It was
fug‘hti% as%ug:led that no “fails” lasted longer than 180 days.

.15 x 6.5.

225 Table V—4 indicates that of the assets held for trust department accounts, .76 per-
cent were demand deposits in the same bank, or about twice .39 percent. .

26 Since the number of *fails’’ recently has diminished, the “float’’ has become less
img?rtant to the banks.

Of this 26.6 percent represents reported deposits in trust department accounts, and
the balance 18 a rough estimate of the float.

It s possible to compare these conclusions concerning the use of cash with Federal
Reserve Bank income and expense surveys., The most detailed 1969 survey available was
prepared by the Federal Reserve Bank of New York, For ‘“ten large New York City”
banks, the allowed credit for deposits (as furnished by the banks) in estates, personal
trusts, employee benefit and personal agency accounts amounted to 48.5 percent of di-
rect compensation. The Study’s estimate for nine New York City banks is 24.1 percent of
direct compensation. However, in the Federal Reserve Bank survey, personal agency ac-
counts included custodial accounts in which, as seen later in this section, revenue from
deposits represents the principal source of compensation. If personal agency accounts
are excluded, the allowed credit for deposits in the Federal Reserve Bank survey becomes
34.3 percent of direct compensation. Furthermore, the average rate of income assumed on
deposits in the Federal Reserve Bank survey is 7.58 percent for the New York City banks.
At the average rate of 7.58 percent on deé)oslts, the Study’s estimate would be increased
to 28.7 ;{ercent of direct compensation. Since the Federal Reserve Bank's 34.3 percent
apparently includes an allowance for “float,” which the Study’s 28.7 percent does not,
1t appears that the Study’s estimate is close to the Federal Reserve's if comparable as-
sumptions are made.
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business (although recent back office congestion may have tended to
reduce competition for new business), and custodian fees are not regu-
lated. Still, obtaining the benefits of the deposits in accounts through
low custody fees may involve some sacrifice to investment advisers.
Without the incentive that these fees create to use a bank as custodian
for accounts (other than registered investment companies),??® the in-
vestment advisers might have chosen to act as custodian of their securi-
ties, avoiding any duplication in bookkeeping resulting from the use
of an outside-custodian,?®

228 Registered investment companies managed by investment advisers are required by
sec. 17(f) of the Investment Company Act to use as a custodian a bank, a member of
the NYSE, or the registered investment company itself. Unless a bank is custodian, addi-
tlonal requirements are imposed by Rules 17f-2 and 17f-3, including additional audits by
independent accountants.

#29 Of course, other considerations may explain investment advisers’ reluctance to act
as custodians, but for some firms the consideration referred to may be.the marginal one
that prevents them from becoming custodians.



Table v-27

1/
Average Fee Rates by Account Type and Size
1969
2/ Institutional and / Personal Tru§ﬁ——
Employee BenefiT Corporate Agency= Personal Agency§ and Estate =
Average Average Average Average
No. of Fee Rate No, of | Fee Rate No. of Fee Rate No. of .| Fee Rate
Account Size Accounts (%) Accounts (%) Accounts (%) Accounts (%)
$0 to $100,000 3 W54 1 .32 23 .38 68 A
$100,001 to $500,000 19 U367 9 .31 38 W4l 97 42
$500,001 to $1,000,000 15 .35 3 .33 14 .33 33 .31
$1,000,001 to $5,000,000 49 1. «25 18 .21 26 .18 52 .22
$5,000,001 to $25,000,000 72 .11 30 14 30 .13 64 .15
$25,000,001 to $100,000,000 41 .07 17 .07 5 .04 12 14
Over $100,000,000 27 .06 6 .11 1 .07 1 .09

1/ Unweighted.

2/ Accounts for which the assets held have a value less than $50,000 are omitted.

3/ Accounts for which the assets held have a value less than $10,000 are omitted.

i4:14



TABLE V-28

1/
Average Fee Rates Charged by Investment Advisers Managing Assets in Excess of $750 Million
1969
’ o Individual and
. E Layve Renefir Personal Trust
. Average Average

No. of Fee Rate No. of Fee Rate
Account Size Accounts (7) Accounts %
$0 to $500,000 754 .56 11,930 .53
$500,001 to $1,000,000 337 .38 2,970 .40
$1,000,001 to $5,000,000 466 .30 1,953 .32
$5,000,001 to $25,000,000 231 .16 7 196 .13
Over $25,000,000 99 .06 21 .05

’ <

1/ Uﬂwéiéﬁtéﬁ.

a8y



Table V-29

1/
Relationship Between Fee Rates and Characteristics of "Accounts
Dependent Variable: Percent Fee Rate (log)_

. " Regression Coefficients ™~

98%

(b) () ) (£) (g) T (a)
Number Investment
of Number of Degree of Authority
Obser- |Log of Assets| Stocks in [Turnover Brokerage |1 if Complete
vations | (in millions) | Portfolio | (in percent)|Designation |0 Otherwise |Constant R?
Employee Benefit 220 To-.366 .0059 .0022 - 2646 .1812 .166 .34
(9.30) (2.14) (.67) (1.65) (1.24)
Personal Agency 133 -.332 .0143 -.0147 . 2425 .2741 .150 .35
(7.19) (2.22) (2.16) (1.35) (1.72)
Personal Trust 301 -.213 .0056 .0081 .2562 .2223 .154 .26
(9.34) (3.42) (1.68) (1.92) (2.23)
Institutional and 81 -.310 .0023 .0020 .0342 .2418 .165 .33
Corporate Agency (4.87) (.47) (.35) (.14) (1,20)

1/ The letters above each column correspond to the coefficients in the equation in footnote 206. The
number in parentheses below each coefficient is its t value.
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I. SUMMARY AND CONCLUSIONS

At the end of 1969, trust departments of commercial banks located
in the United States administered $280 billion in assets, of which $180
billion was common stock. This common stock exceeded the sum of the
common stock administered by investment advisers, insurance com-
panies, self-administered employee benefit plans, foundations and edu-
cational endowments.

At the same time, the 50 trust departments from which the Stud
collected data administered $195 billion of assets, including $131 bil-
lion of common stock. The 50 trust departments were the largest at the
end of 1967, measured by assets administered.

1. Types of Accounts and Assets Administered

Bank trust departments offer various services involving furnishing
of investment advice and making investment decisions:

(a) The bank may serve as trustee, having legal title to the trust
assets but with fiduciary obligations to act for the benefit of the bene-
ficiaries in administering the trust. Typically, the beneficiaries having
an interest in the income of a trust are not the same persons who have
an interest in the trust’s principal. Especially when banks have the
responsibility to determine the amounts of income or principal (or
both) to be paid to beneficiaries, banks furnish a service not custo-
marily offered by other investment managers.

(b) The bank may serve as an agent for its customers. Unlike a
trust, an agency relationship cannot be used to provide for the dis-
position of the customer’s property after his death, since the agency
relationship terminates on the death of the bank’s customer. The sole
service rendered for the agency accounts is giving investment advice
or making investment decisions. The agency relationship usually can
be terminated by the customer at any time, while the instruments
governing trusts are sometimes irrevocable and sometimes do not
provide for removal of the trustee.?*

(c) Banks also administer employee benefit accounts. The assets in
these accounts are contributed by employers or employees (or both),
for the benefit of the employees, pursuant to retirement or other em-
ployee benefit plans. A bank may act as trustee or agent in connection
with these plans.2s? )

Of the $195 billion of assets administered by the 50 bank trust
departments, employee benefit accounts represent 41 percent; personal
trust and estate accounts, 40 percent; and agency accounts, 19 percent.
From the end of 1964 to the end of 1969, assets administered grew by
approximately 50 percent. For the same period, trust department direct
revenues also increased by approximately 50 percent. Employee benefit
account revenues increased by 94 percent during this five-year period;
agency account revenues, 46 percent; and trust and estate account
revenues, 43 percent.

The largest number of personal trust and estate accounts and the
largest number of agency accounts are in the $50,000-$500,000 range.

=0 A distinction is sometimes made between accounts where a bank acts as agent for
an individual (personal agency accounts) and accounts for other customers (institutional
and corporate accounts). These latter customers include business corporations, founda-
tlons, educational endowments, hospitals, museums, churches, and others.

=t In general, the Study does not relate to accounts where the bank does not render
investment advice or make Investment decisions, such as custodian, safekeeping and
escrow accounts. Nor does the Study deal with accounts where the bank acts as registrar,
transfer agent, or in a similar capacity.
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Excluding the small employee benefit accounts (which are primarily
H.R. 10 accounts), the greatest' concentration of employee benefit
accounts is between $500,000 and $5 million.

The banks were asked to state with respect to certain of their trust
department accounts whether (a) the bank had sole investment author-
ity; (b) the bank had to consult with other parties prior to the execu-
tion of atrade; or (c) the bank had no investment authority. The trust
departments have sole investment authority over approximately 80
percent of emploYee benefit account assets, over less than 30 percent of
assets in personal trust accounts, and over less than 10 percent of the
assets in agency accounts. About 60 percent of personal trust assets and
70 percent of agency assets are in accounts in which the bank gives
advice and must consult others before a transaction. It is not clear how
different in actual management these are from accounts in which banks
have sole investment authority. Estimates by trust officers on the fre-
%uency with which customers agree with advice given have ranged

rom 60 to 99 percent. '

Approximately 25 percent of the total brokerage of the trust depart-
ments is paid to Krokers designated by the banks’ customers. .

The trust departments have no voting authority, either sole or in
conjunction with others, in connection with approximately 50 percent
of the value of the common stock in personal agency accounts, and in
connection with approximately 65 percent of the value of the common
stock in the institutional and corporate agency accounts. The trust de-
partments have sole voting authority over stock constituting approxi-
mately 75 percent of the value of the common stock held in employee
benefit accounts, and have sole voting authority over approximately
55 percent of such stock in personal trust and estate accounts. The $72
billion of common stock over which the 50 banks are estimated to have
sole voting authority is 55 percent of the market value of the common
stock administered by the 50 trust departments.

2. Legal, Regulatory and Tax Environment

In making investment decisions, trust department personnel may
have to consider a number of constraints.

The statutes of some states include legal lists of permissible cate-
gories of investments for trustees. In general, legal list statutes do not
apply when a bank is acting as agent, rather than trustee. Nor do the
le a,lylist restrictions apply where the instrument creating the fiduciary
relationship specifies that the fiduciary shall be free to purchase secu-
rities not included in the legal list. The 50 banks are rarely restricted
by legal lists. : )

Frequently the prudent man rule, which is embodied by statute in
many states, must be considered by bank personnel when making in-
vestment decisions. Under this rule, a trustee is under a duty to make
such investments as a prudent man would make of his own property
having primarily in view the preservation of the estate and the amount
and regularity of the income to be derived. While it is common to
specify in a trust agreement or will that a fiduciary is not subject to a
legal list, instruments rarely modify the prudent man rule.

here are a number of other legal and regulatory matters which
affect bank trust departments. A trustee may be required by the applic-

\
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able state law to send periodic reports to the beneficiaries of the trust.
Regulations of the Comptroller of the Currency. impose certain
requirements on a national bank that the Comptroller has authorized
to act in a fiduciary capacity. Such requirements concern, among other
things, periodic review of account assets, bonding of officers in the
trust department, and self-dealing with fiduciary accounts. Bank
regulatory agencies examine trust departments periodically to deter-
mine whether there are any investments not permitted by the
governing instruments.

The federal income and estate tax laws provide tax incentives to
create irrevocable rather than revocable trusts. In a random selection
of personal trust accounts, the Study found that more than 70 percent
of the trusts were irrevocable, because the settler had died or had
chosen to make the trust irrevocable during his life. Bank trust
departments benefit from the tax incentives to create irrevocable trusts,
since such accounts are less likely to move to competing investment
managers than revocable trusts. Even where the trustee of an irrevo-
cable trust may be removed, the expenses involved in court proceedings,
when required, may discourage the removal. '

Bank trust, departments are also subject to regulation concerning
the pooling of investments. Although common trust and pooled
employee benefit funds account for only 6 percent of the total trust
department assets in the 50 banks, a substantial portion of the assets
in small accounts is invested in such accounts.?®* Trust departments
frequently reduce fees if the customer agrees to participate in a collec-
tive investment fund. The regulations of the Comptroller of the Cur-
rency relating to collective investment funds require, among other
things, that t%le funds be valued at least every three months and that
participations may begin and terminate only as of such a valuation
date. The legal status of common trust funds and pooled employee
benefit funds is relatively settled, but litigation is currently pending
before the Supreme Court to determine the permissibility of com-
mingling agency accounts over which a bank has sole investment
authority. Where a bank offered the public a service under which it
invested participants’ assets in virtually identical securities, pursuant
to sole investment authority, the Commission concluded that registra-
tion was required under the Investment Company Act of 1940 and the
Securitiles Act of 1933. :

3. Competition and Concentration of Assets

Banks compete not only among themselves but also with other money
managers. Data in Chapters IV, VI and VIII indicate the extent to
which investment advisers and insurance companies compete with
bank trust departments for the administration of employee benefit ac-
counts, and the extent to which investment advisers compete with
trust departments for agency accounts. Banks have few corporate com-
petitors, however, for trust and estate accounts. While some settlors
choose non-corporate fiduciaries, such as attorneys, relatives or per-

=2 More than 50 percent of the assets in employee benefit accounts with assets under
$500,000 are invested in pooled employee benefit funds and over 30 percent of the assets
}nngersonnl trust accounts with assets under $100,000 are invested in common trust
unds.

53-940 0—71—pt. 2——2¢4
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sonal friends, banks and trust companies administered 61 percent of all
personal trusts submitting tax returns for the year 1962.

The largest 10 trust departments administered 37 percent of total
trust department assets during 1969; the 20 largest, 51 percent; and
the 50 largest, 70 percent. The 10 trust departments admin-
istering the most employee benefit account assets administered 58 per-
cent of the industry total for 1969 in that category, the 10 administer-
ing the most agency account assets administered 39 percent of the in-
dustry total in that category, and the 10 administering the most per-
sonal trust and estate account assets administered 23 percent of the
industry total in that category. Concentration does not appear to have
increased over the past five years. Both in terms of trust department
revenues and assets administered, the largest 20 trust departments
as a whole grew at virtually the same rate as the next 30.

4. Operational Factors

Costs of clerical and mechanical operations, such as recording trans-
actions, collecting and disbursing dividends and delivering and receiv-
ing securities, appear to be significant in trust department operations.
These purely custodial functions account for approximately 60 percent
of the expenses relating to employee benefit, agency and personal trust
accounts. Research does not appear to be a large expense item to trust
departments; research personnel account for less than 20 percent of
total personnel expenses of the 50 trust departments studied.

There are in the 50 banks, on the average, 85 accounts per member
of the professional staff (defined as all officers and employees serving
trust department accounts who earn $10,000 or more per year).

a. Account turnover and activity rates

In the Study’s analysis of account turnover and activity rates, the
sharp increase in turnover that began in 1966 and accelerated in 1967
was apparent in all account types. In the five-year period ended in
1969, employee benefit accounts had a turnover rate more than three
times that of personal accounts. Forty-four percent of personal trust
and 30 percent of personal agency accounts in the Study’s sample had
no turnover at all during 1969. Furthermore, in that year, 8 percent of
personal trust and 14 percent of personal agency accounts had turnover
that was greater than zero but less than 1 percent. It appears that more
than 60 percent of trust department trading in equities originates in
employee benefit accounts.

b. Performance

The Study analyzed the performance of a sample of 27 pooled em-
ployee benefit funds and 21 common trust funds managed by 41 of the
50 banks for a recent three-year period.?** The performance measure is
based on the fund’s rate of return compared to the rate of return that
would be obtained from a hypothetical unmanaged portfolio having
the same market volatility during the same period. During the period
covered, the late 1960’s, the funds with higher volatility achieved bet-
ter performance. The funds tended to be relatively concentrated in the
lower volatility ranges.

23 The banks submitted the last three annual reports for each of the sampled accounts.
The end of the last fiscal year reported varied from October 1968 through the end of 1969.
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5. The Association With Commercial Banking 23

The Study analyzes a unique characteristic of trust departments
that distinguishes them from other investment managers—the com-
bining in one corporation of trust and commercial operations.

There are several reasons why a bank’s trust department may draw
a portion of its customers from those who have commercial dealings
with the bank.??> The Study’s analysis showed that employee benefit
accounts are the account type which is most closely associated with
aggregate demand deposits in the bank. In addition, large demand
deposits are more closely correlated with trust department assets than
are demand deposits as a whole.

Analyzing factors affecting broker-dealers’ deposits in banks, the
Study developed the working hypothesis that 43 percent of brokers’
deposits is attributable to the brokerage not designated by cus-
tomers generated by trust departments. An increase of $1 in com-
missions paid by a trust department and received by a broker was esti-
mated to be accompanied, on the average, by an increase of $4.26 in
the broker’s deposits in the bank, The relationship found between
commissions paid and brokers’ deposits does not disclose who initiates
the arrangement. A broker’s deposits in a bank could precede com-
missions received or vice versa; all that can be observed in the data is
that there was a statistically significant relationship.*¢

Among the securities that a bank’s trust department can choose to
hold are stocks in companies with which the bank has commercial
banking relationships. It appears that increased demand deposits by a
company at a bank were, to a statistically significant degree, associated
with larger holdings of the company’s stock by the bank’s trust depart-
ment. On the other hand, loans by a bank’s commercial department to a
company, measured in absolute terms, did not appear to have a signifi-
cant relationship to the trust department’s holdings after other fac-
tors, including demand deposits, are controlled for.z¢

6. Compensation and Fee Ratios

Legal restrictions affect the compensation received by trustees. In
some states a general test of reasonableness is used, while 1n other states
statutes include specific formulas concerning trustees’ compensation.
In some jurisdictions the formula does not apply, however, if the
governing instrument specifies other compensation.

On an aggregate basis, management and trustee fees as a percentage
of assets administered by the 50 trust departments averaged .21 percent

234 New York banking authorities, unlike those of some other states, refuse to charter
corpo)rutions to act solely as trust companies (without a commercial banking depart-
ment).

=5 Customers may choose to transact various financlal matters with the same orga-
nization because of physical convenience and because the bank may already be well ac-
quainted with thelr circumstances. The bank may know who among its commercial cus-
tomers are good prospects for trust department services and it therefore may have a mar-
keting advantage with them, In addition, banks may wish to retain or improve their
goodwill with thelr commerclal customers by offering investment management on ad-
vantageous terms.

238 See also ch. XIII. c¢.7.b.

2%a Differences between these and similar analyses reported in ch. XV. D. are discussed
in that chapter.
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in 1969. The average fee rate for employee benefit accounts was .10
percent,?” for agency accounts .20 percent, and for personal trust and
estate accounts .35 percent.?*®

The Study analyzed the relationship between fees and the follow-
ing account characteristics: (a) total assets in the account; (b) the
number of stocks in the portfolio; (c¢) investment authority; (d)
designation of brokerage; and (e) turnover of the equity portfolio.
The analysis indicates that fee rates decrease as account assets in-
crease; that fee rates increase as the number of stocks in the portfolio
increases, holding total assets constant; that complete investment dis-
cretion appears to have the effect of increasing the fee rate; and that
designation of brokerage and turnover do not have a significant effect
on fee rates.

Banks receive payment for their trust and management services
directly from fees charged the accounts, and indirectly from trust
department accounts which have deposits in the banks’ commercial
departments, from the float on account transactions and from that part
of brokers’ deposits in the banks which are attributable to the commis-
sions generated by trust department accounts. Indirect revenues re-
sulting from the float and from brokers’ deposits associated with
brokerage commissions paid by the trust departments were esti-
mated to be approximately 11 percent of direct revenues received in
1969. Indirect revenues from deposits of trust department accounts for
1969 were estimated to be approximately 30 percent of direct revenues
received. Expressed as a percentage of assets administered these figures
are equivalent to .02 percent and .06 percent, respectively. Adding the
average direct compensation and the estimates of indirect compensa-
tion gives an estimated total compensation of .29 percent.

The value of the cash held in custodial accounts represents a much
larger percentage of direct fees, compared to other accounts. In 1969
the value of such cash amounted to 126 percent of direct fees paid by
custodial accounts. It appears that customers, including investment
advisers and their clients, may benefit from the cash in their custodial
accounts in negotiating the fees paid for custodial services.

APPENDIX A

List of the largest 50 trust departments (ranked by assets administered in 1967)

Rank Name of Bank

1 Morgan Guaranty Trust Co. of New York—New York, N.Y.
2 The Chase Manhattan Bank—New York, N.Y.
3 Bankers Trust Company—New York, N.Y.
4 First National City Bank—New York, N.Y.
5 United States Trust Co. of New York—New York, N.Y.
6 Mellon National Bank and Trust Co.—Pittsburgh, Pennsylvania
7 Manufacturers Hanover Trust Co.—New York, N.Y.
8 Wilmington Trust Company—Wilmington, Delaware
9 The First National Bank of Chicago —Chicago, Illinois
10 Continental Illinois National Bank & Trust Co.—Chicago, Illinois
11 Chemical Bank—New York, New York
12 The Northern Trust Company—Chicago, Illinois
13 0ld Colony Trust Company *—Boston, Massachusetts
14 Harris Trust and Savings Bank—Chicago, Illinois

7 Thege accounts have a relatively large average size.
28 These accounts sometimes Iinvolve services besides giving investment advice and
making investment decisions.
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15 Bank of America—San Francisco, Calif.

16 The Cleveland Trust Company—Cleveland, Ohio

17 National Bank of Detroit—Detroit, Michigan

18 The Bank of New York—New York, N.Y.

19 Girard Trust Bank—Philadelphia, Pennsylvania

20 The First Pennsylvania Bank—Philadelphia, Pennsylvania

21 Mercantile-Safe Deposit and Trust Co.—Baltimore, Maryland

22 Security Pacific National Bank—Los Angeles, California

23 Crocker-Citizens National Bank—San Francisco, California

24 The Fidelity Bank—Philadelphia, Pennsylvania

25 Wells Fargo Bank—San Francisco, California

26 Pittsburgh National Bank—Pittsburgh, Pennsylvania

27 The Detroit Bank and Trust Company—Detroit, Michigan

28 United California Bank—Los Angeles, California

29 Provident National Bank—Philadelphia, Pennsylvania

30 Irving Trust Company—New York, N.Y.

31 The Connecticut Bank and Trust Co.—Hartford, Connecticut

32 Boston Safe Deposit and Trust Co—Boston, Massachusetts

33 Northwestern National Bank of Minneapolis—Minneapolis, Minn.
34 Wachovia Bank and Trust Company—Winston-Salem, North Carolina
35 State Street Bank and Trust Company—Boston, Massachusetts
36 Mercantile Trust Company—St. Louis, Missouri

37 Rhode Island Hospital Trust National Bank—Providence, Rhode Island
38 Trust Company of Georgia—Atlanta, Georgia

39 New England Merchants National Bank—Boston, Massachusetts
40 Marine Midland Grace Trust Company of New York—New York, N.Y.
41 The National City Bank of Cleveland—Cleveland, Ohio

42 Hartford National Bank and Trust Co.—Hartford, Connecticut
43 The First National Bank of Boston *—Boston, Massachusetts

44 Lincoln Rochester Trust Company—Rochester, New York

45 Manufacturers National Bank of Detroit—Detroit, Michigan

46 Fiduciary Trust Company of New York—New York, N.Y.

47 The Toledo Trust Company—Toledo, Ohio

48 Fidelity Union Trust Company—Newark, New Jersey

49 The Bank of California—San Francisco, California

50 The Citizens and Southern National Bank—Savannah, Georgia

Source : Banking and Currency Staff Report.
APPENDIX B
SUPPLEMENTARY INFORMATION CONCERNING SAMPLING

This appendix supplements the description in section B of chapter V concern-
ing the sampling of accounts.

The largest of the accounts in each category were given extra representa-
tion because, as indicated in the size distribution of accounts in Section C.3 of
Chapter V, a substantial part of the total trust department assets administered
is accounted for by a relatively small number of very large accounts. Since larger
accounts may be managed in ways significantly different from small accounts, a
special effort was made to represent the larger accounts, very few of which would
have been chosen by a random selection.

There are a few sources of non-randomness in stage two of the bank account
sample that produced the I4 responses.” Adjustments are made for them when
statements about trust department accounts in general are made. For example,
because each bank submitted approximately an equal number of accounts, the
smailler of the 50 banks are overrepresented in the sample. The major tabulations
therefore included size of trust departments as one of the bases for cross-classify-
ing accounts. In the few cases where size of bank appears to have an effect on
the characteristics tabulated, this is reported. Adjustments based on total assets
in each size category are made in statements about trust department assets in the
aggregate.

1 0ld Colony Trust Company and The First National Bank of Boston are under com-
mon control. In general, where observations relating to individual banks are considered
in ch. V these two banks are aggregated.

2 The Information related to varying dates in the last quarter of 1969.
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In many cases it was desirable to consider the large accounts as well as
the randomly selected accounts because of the large accounts’ significant share
of total assets, particularly employee benefit assets. When large and randomly
selected accounts are considered at the same time, they are further cross-classified
by size of account to remove the nonrandomness that may have been introduced.
If size of account has a significant effect on whatever is being studied, aggregate
statements are based on the estimated distribution of assets among the size cate-
gories. .

Table V-2 is provided to indicate the number of accounts in each category
when they are cross-classified by size of account and size of trust department.
Some of the institutional and corporate agency categories include relatively few
accounts. Less significance can be attached to the data relating to them.

Whenever nonrandomness was introduced by overrepresenting a certain stratum,
an attempt to adjust for this was made by considering whether the relevant
stratum has an effect on the matter being studied. For example, accounts were
cross-classified by investment authority and if the variable under consideration,
such as fees or turnover, appeared different in these categories, this information
is used in making general statements about bank-administered assets.

Table V-3 presents the number of accounts of each type which made up the
final sample and for which detailed account questionnaires were requested. There
were very few institutional and corporate agency accounts available. The results
based on the stage three questionnaires are frequently based on less than the
total in Table V-3 because of late reporting.
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CHAPTER VI
Insurance COMPANIES

THE LIFE INSURANCE INDUSTRY

A. COVERAGE AND FOCUS

This study of life insurance companies focuses upon th’e competitive
pressures and opportunities which appear to be producing a greater
emphasis upon investment management in the industry, In particular
this chapter examines the reasons behind life insurers’ [increasing in-
terest in equity investments, the nature of these investments and the
sources of the increased trading activity in equity securities. Life in-
surance companies are important to the Study because of the large
amount of assets under their management and because they have the
potential for substantially increasing the proportion of these assets
held in equity securities. ~/

Historically life insurers have been distinguished from investment
advisory firms and bank trust departments, which are®xamined in the
two immediately preceding chapters, in that (1) advisory firms and

. trust departments offer investment management as a principal serv-
ice, whereas the investment element of life insurance evolved 1ricident-
ally to the level premium method of payment, and (2) although ad-
visory firms and trust departments are explicitly in the business of
managing other peoples’ assets, the assets managed by life insurers
have been considered by the state inurance statutes and state regula-
tory bodies to be the insurers’ own. Recently, however, life companies
have evidenced greater concern with regard to the growth of these
assets, and have developed new products and modified established prod-
ucts in response to this concern. Asa result of these changes, investment
features are more prominent and insurers have created special invest-
ment accounts to serve these products. In addition, some life companies
have entered the mutual fund business, have created additional invest-
ment aflliates in such forms as real estate investment trusts and venture
capital firms and have rapidly expanded into other financial businesses
including, in a few cases, the offering of investment advisory services.
These developments are bringing insurers into closer competition
with bank trust departments and investment advisory firms.

This chapter analyzes the evolution of life insurers as investment
managers in four parts. First, changes in the structure of the industry
and in lines of business are analyzed with emphasis upon the expan-
sion of insurers’ activities through affiliates and the development of
equity based products designed for sale to individuals. Second, the re-
sponses of life companies to a deteriorating position in the competi-
tion for management of pension and profit-sharing plan assets is docu-
mented. Among these responses were the creation of special “separate”
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investment accounts tailored to serve, in particular, the equity invest-
ment objectives of retirement plans. The development, growth and
characteristics of these separate accounts (some of which serve in-
dividual variable annuities) are analyzed in the third major section
of this study. Finally, the analysis concludes with an examination of
the investment organization of life insurers and their management
practices, including trends in portfolio composition, fees charged, and
trading activity.

This analysis draws upon published sources, discussions with insur-
ance company executives and data bases from other parts of the Study.
However, primary reliance is placed upon responses obtained from
three sets of questionnaires sent to life insurance companies; namely,
Form I-50 which dealt with separate accounts, Form 1-51 concerning
the group annuity business and Form I-52 which collected informa-
tion on affiliations, individual equity based products and investment
organization, policies and practices. The sampled companies hold over
90 percent of all existing separate account assets and group annuity
reserves. Form I-52 was sent to a judgment sample of medium-sized
and small insurers as well as to the largest companies. The sampling
procedure used in selecting each of the three sets of respondents 1s de-
scribed in appendix A to this chapter.



Table VI-1

Concentration of Total Assets, Separate Account Assets
and Group Annuity Reserves in Life Insurance Companies
as of December 31, 1969

L0G

Number of Insurers Accounting for Specified
Accumulated Percentages of All Assets or Reserves
Size Measure 10% 25% 50% 75% 83%
1. Total Assets 1 2 7 27 48
2. Separate Account Assets 1 1 3 7 11
3. Group Annuity Reserves 1 2 3 6 8_
Note: Group annuity reserves are limited to group deferred annuity and

deposit administration (including immediate participation
guarantee) contracts.
|
Sources: All industry totals are from the Institute of Life Insurance.
" Compdny total assets are from Fortune, May 1970. Company
separate account assets are from Study Questionnaire Form I1-50
and company group annuity reserves from Study Questionnaire
Form I-51.
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B. STRUCTURE OF THE INDUSTRY
1. Size, Concentration and Entry Conditions

At the end of 1969 there were over 1,800 legal reserve life insurance
companies operating in the United States with total assets of $197
billion.! In addition, Canadian life insurers, several of whom are in-
cluded in the Study samples of life companies, held $15.8 billion. B
number, over 91 percent of U.S. life insurers are organized as stoci
companies. However, the 156 mutual companies account for better
than two-thirds of the industry assets.?

The insurance industry is relatively highly concentrated; a smaller
number of firms account for a higher proportion of industry resources
than is true for bank trust departments or the investment advisory
industry.® The degree of concentration among life companies is sum-
marized in Table VI-1.# This Table shows the number of companies
which account for specified percentages of industry total assets, sepa-
rate account assets and group annuity reserves. As indicated above, the .
Study’s analysis of life insurers focuses particulary upon the competi-
tive pressure for equity funding of group annuity contracts through
the use of separate accounts. The Table indicates, for example, that 50
percent of industry assets are held by only seven insurers. Separate
account assets and group annuity reserves are even more concentrated.’

There are 28 U.S. companies with total assets in excess of one billion
dollars. Eighteen of these are mutual companies having combined assets
of $122 billion; ten are stock companies with $27 billion. From the
end of 1949 to the middle of 1969, 2,190 companies commenced legal
reserve life insurance business.® Most of these were newly formed
companies.” During the same period, 989 companies terminated opera-
tion, mostly through merger. Thus there was a net increase of 1,201
companies during the period.?2 Although many of these new companies
specialize in a narrow spectrum of insurance products and are confined
geographically, new entry has been slowly eroding the high degree
of concentration found in the industry. For example, in 1945 insurers
founded during the previous 20 years account for just four percent of
life insurance in force; by 1968 this group of insurers had ten percent
of the total ® while companies established after 1945 accounted for 13
percent.??

Entry conditions established by the state regulators vary widely.
Most new enterprises find organization as a stock corporation the most

1 This figure does not include any assets of mutual funds affiliated with these insurers.
It does include assets of insurance company separate accounts. Common stock holdings
are valued at market value but most other assets are valued on an amortized cost basis.

2 There were 156 mutuals out of 1,812 life companies operating as of June 30, 1969,
according to the Institute of Life Insurance, Tally of Life Insurance Statistics. The
proportion of the industry assets held by stock companies has been steadily growing, at
least since Wor'd War 11.

s Concentration statistics are reported in ch. IV for investment advisory firms and In
ch. V for trust departments.

1Concentration among property and liability companles is reported in sec. 1.1,

5 Group business in both the annuity and insurance lines is substantially more con-
centrated than is the individual annulty and insurance business.

o Institute of Life Insurance 1970 Factbook, 106. (“ILI, 1970 Factbook”).

T However, this number also includes additions resulting from changes of existing
companies from fraternal, assessment or nonlife status to legal reserve life operations,
consolidations of two or more existing companies and dormant companies which were
reactivated.

8 Competition has also been generated by the creation of “‘captive companies” founded
solely for the purpose of handling the insurance problems of the sponsoring corporation.

9 Bven though mergers and consolidations reduced this group from 220 companies in
1945 to 173 in 1968.

0 ILI, 1970 Factbook 108.

'
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feasible or desirable means of entry. To become licensed in New York
State, which is generally known for its restrictive insurance law and
strict regulation, a stock corporation must have paid-in capital of at
least $1 million and paid-in initial surplus equal to the greater of $2
million or 200 percent of its capital, and must at all times maintain
a minimum capital of $1 million.?* The duration of its corporate exis-
tence shall be not less than 30 years.?? The Superintendent has author-
ity to refuse a license to any corporation, “if he finds, after notice and
hearing, that any of the proposed incorporators or directors of a stock
corporation, or that any of the directors of a mutual corporation, has
been convicted of any crime involving fraud, dishonesty, or like moral
turpitude, or is an untrustworthy person.”!* Some other states are
quite liberal respecting establishment of new insurers. This is reflected
in the fact that 42 percent of life companies operating in mid-1969
were incorporated in just four states—Arizona, Illinois, Louisiana and
Texas. Arizona alone accounted for 61 of the 105 new operations es-
tablished inthe 12 months commencing July 1, 1968.1¢

2. Trends in Traditional Lines of Business and in Asset Growth

Life companies have traditionally sold a variety of insurance and
annuity contracts including various types of whole life and endowment
policies, many varieties of term policies and combination term and
permanent life insurance contracts, industrial insurance, group 1in-
surance, individual annuity policies and a wide range of group annuity
contracts, group credit insurance and accident and health insurance.’
Not all these contracts contribute significantly to the growth of in-
surance company assets, however. In fact, the fastest growing portions
of the life insurance business during the past two decades have been
group term insurance and family combination policies in which term
features are dominant.’® These are forms of insurance in which rela-
tively little in the way of reserves are built up and little or no cash
values are accumulated. As a result of the rapid growth of term relative
to cash value insurance, the average premium received by insurers per
$1,000 of life insurance in force has declined from $27.00 in 1950 to
$15.50 in 1969.27 One consequence of this trend has been a dilution in
the contribution of life insurance policies to the asset growth of life
companies.

Aside from permanent cash value life insurance the most significant
contributor to the industry’s asset growth is the insured pension plan
business. Since, as indicated in Tab'e VI-1 above, this business is
highly concentrated, it has been particularly significant to the asset
growth of the largest companies. Reserves of group deferred annuity
and deposit administration contracts, which represent the principal
portion of the group annuity business, grew from $4.4 billion (1950)
to $31.1 billion (1969) over the past two decades, a sevenfold increase
which compares with a threefold growth of total industry assets.® In

N NY. Ins. Law § 191 (McKinney Supp. 1969). This entrance requirement was in-
creased In '962 and again in 1966 to the level described in the text.

27d. § 48(5) (h).

B I1d. § 48(8) (c).

14 Institute of Life Insurance, Tally, November 1969,

18 Relatively few companies have sold all of these products.

i: ?;'OWt,}“qls measured in terms of amounts in force. See the ILT 1970 Factbook 26-34.

d.at 59,
15 From $64.0 billion in 1950 to $197.2 billion in 1969.
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spite of this substantial growth in life insurance group annity re-
serves, the dollar volume of insured pension plans grew at a signifi-
cantly lower rate than noninsured plans over these twenty years.1

Both the change in the mix of cash value versus noncash value in-
surance policies and the growth of pension plan assets have signifi-
cantly agected the growth of life insurance industry assets over the
past quarter century. A number of other factors may affect both the
composition of life insurance sales and total sales. These include
demographic factors which affect personal saving, the number and
proportion of households in age groups which are significant insur-
ance purchasers, changes in the urban-rural distribution of house-
holds, the growth rate of disposable income, the age distribution of
insurance contracts and of policyholders, investment return, the ability
of insurers to accumulate surplus and contingency reserves and the
rate of increase in the general price level. For whatever combination
of reasons, the growth rate of life insurer assets has declined some-
what during the post World War II generation. Total assets grew
at a rate of about 7 percent per annum through the first post-war
decade (1945-54), 6 percent per annum during the second decade
(1955-64), and averaged 5.7 percent per annum during the half-decade,
1965-69.2 From an insurer’s perspective these growth rates are very
modest compared to the growth achieved during the same period by
savings depositories, mutual funds and noninsured pension plans,*
which are regarded as major competitors for the savings of house-
holds. Whether in response to this growth record or simply in recogni-
tion of the opportunities available, life companies have developed a
much keener interest in asset growth and have begun placing more
emphasis upon the accumulation and management of assets.

In addition, life insurers have become concerned about the entry
and threat of entry of existing financial and nonfinancial enterprises
into the insurance business. This competition comes from industrial
corporations acquiring life companies doing a general insurance busi-
ness as well as creating “captive” insurers (that is, intended solely to
handle insurance for the sponsoring company), from conglomerate
firm acquisition of insurers and from the entry of mutual funds, in-
vestment advisory complexes and brokerage firms into the insurance
business. The nonfinancial corporation entry in particular poses a
threat to existing insurers of the loss of large group insurance and
annuity contracts.??

In recent years, therefore, life companies have sensed that the
environment in which they live has become more intensely competitive
due to (1) the aggressive competition of bank trust departments, and
recently, investment advisory complexes, for management of pension
plan assets; (2) mutual funds encouraging individuals to save through

19 For an analysis of the reasons for this development, see sec. D.

2 Since most life insurance assets are valued on a cost or amortized cost basis, growth
of stated assets is little affected by changes in market values. Only the common stock
portion which varied from-1% to 5.3% of assets during the quarter century under con-
slderation is valued at market.

2 See ch. ITI.C.2. :

22 See Donald S. MacNaughton, “Noninsurance Company Acquisitions in Life Insurance,”
Insurance, November 23, 1968. This article presented to a conference on conglomerates
sponsored by CNA, outlines the potential threat to existing insurers from all the sources
listed above. At the time, Mr. MacNaughton was Senjor Executive Vice President of
Prudential ; he has since become Chairman of the Board.
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mutual fund shares rather than cash value insurance; (3) financial
institutions developing full financial service packages, including in-
surance; and (4) industrial and conglomerate corporations invad-
g the insurance business. Insurers have responded to these pres-
sures by (1) developing equity funding arrangements and modern
flexible contracts for pension plans, (2) offering group and indi-
vidual variable annuity products, (3) entering the mutual fund busi-
ness, (4) preparing the way for variable life insurance, (5) further
expanding their activities through subsidiaries and via the creation
of holding companies, and (6) building up their investment skills,
concentrating more effort on the management of invested assets, and
in particular, increasing their activity in various types of equity
investments. ‘
In the next section the trend to integration of financial services
through subsidiaries and holding companies and, in particular, in-
surer development of equity based products is described. This will
be followed by an analysis of (1) the changing environment in the
competition for pension plan assets (section D), (2) the develop-
ment and the uses of separate accounts (section E) and (3) invest-

ment policies and the management of general account and separate
account assets (section ).

C. FINANCIAL INTEGRATION AND THE DEVELOPMENT OF EQUITY
PRODUCTS

1. Financial Integration Through Subsidiaries and Holding Companies

In the late 1960’s, insurance companies seemed suddenly to be
widening their horizons and engaging in a broad assortment of non-
insurance activities. Subsidiaries were being founded or acquired.
Holding companies were established which in turn quickly began
creating and acquiring a variety of enterprises. In most instances
these new activities bore some reasonable relation to the insurance busi-
ness; for example, they added complementary financial services to
traditional insurance products or they utilized overhead in the form
of sales forces, data-processing equipment, investment management
skills, and other skills which were built up to serve insurance needs.
In certain instances, however, particularly in the case of some stock
insurance companies which created upstream holding companies,
any potentially profitable activity appeared to be worth consideration.
Among other activities, affiliates of life insurers can be found engag-
ing in the operation of banks, trust companies, investment advisory
firms, savings and loan associations, finance companies, nursing homes,
hotels and motels, schools, airlines, real estate development and man-
agement firms, real estate investment trusts, venture capital enter-
prises, motion picture companies, broadcasting firms and various
manufacturing enterprises. ) o

When an insurer’s interests dictate expansion of activities for the

purpose of more fully utilizing existing resources in areas clearly

! hange
= rer creates a holding company and the insurer’s stockholders exc:
theh:r ggocil?sllljoldlngs for holding cgmpany stock, The holding company is then the sole
stockholder of the insurer.



512

ancillary to the insurance business it is likely to be able to achieve
this objective through the acquisition or creation of subsidiary com-
panies.** If, however, a stock company is interested in making full
use of its existing capital and in obtaining greater financial leverage
through issuance of a full range of debt and equity instruments, and 1t
wishes to diversify widely and to be in a position to take advantage of
almost any sort of potentially profitable opportunity, then the creation
of an upstream holding company will be necessary. In addition, the
holding company route offers tax advantages for profitable life insurers
who control property and liability companies with net losses; a holding
company may include in its balance sheet assets which are nonadmitted
assets to insurers in their statutory financial statements and holding
companies make possible a more flexible and aggressive acquisition pro-
gram through the issuance of stock as an alternative to cash payments.
Diversification also provides a means of warding off takeover threats
and holding companies have proved to be effective means of avoiding
state insurance statutory ang regulatory restrictions.®® Many stock
companies, including the laraest (e.g., Connecticut (zeneral, Travelers,
Aetna, Lincoln National, Continental Assurance, Occidental and Na-
tional Life and Accident) are wholly owned by holding companies.?®

In order to obtain a reasonably broad view of the mix of activities
in which insurance complexes have become engaged in recent years,
the Study asked insurers responding to questionnaire Form I-52 to
supply the following information: (1) the name of the company (if
any) controlling the insurance complex and each controlled enterprise,
excepting separate accounts, mutual funds and companies serving ex-
clusively as investment advisers to mutual funds;2? (2) the date each
such company entered (for example, was established or acquired) the
complex and (3) the primary business of each reported enterprise.?®
The questionnaire was mailed to 55 U S. life insurers and 11 Cana-
dian life companies. Responses to the affiliated company portion of the
questionnaire were received from all the U.S. companies and six of
the Canadian companies.?

These affiliations are summarized in four tables (Table VI-2 to
VI-5) as of December 31, 1969. Respondents are grouped according

4 However, In some states. notably New York prior to the passage In 1969 of the
Insurance Holding Company Act, life insurers have been severely restricted in the types
of subsidiaries they can control.

2% See the Report of the Industry Advisory Committee to the Subcommittee of the
National Association of Insurance Commissioners on Helding Company Legislation, Part 1.

2% A compilation of information on 103 stock companies published in October 1968
reported 29 which were part of holding company complexes (Financial Research Asso-
clates. Life Insurance Stock Letter, Supplement, October 1968). Property and liability
companies have been, if anything, more aggressive in adopting the holding company
form of organization. Taking all types of insurers together, Barron's reported in early
1970 that “every underwriter listed on the New York Stock Exchange has become a
holding company, while nearly 60 of the 140-odd independent insurance firms corried in
Barron’s stock listings have taken the same route.” Barron’s, January 12, 1970, at 5.

27 Mutual fund affiliations are discussed below.

28 To assist in this desecription, a list of categories of enterprises was attached and
respondents were requested to identify each company’s principal line of business by
rpferotr;ce to this list wherever any item on the list reasonably characterized the firm's
operations.

» Responses from Canadian domiciled companies were, of course, voluntary. The
sample is described in app. A. It does include the 22 largest U.S. insurers and the four
largest Canadian insurers measured by holdings of common stock of U.S. issuers. Excluded
from the co'nt of comnanies in Tables VI-2 to VI-5 are Teachers Insurance and Annuity
Association (“TIAA”) and Collere Retirement Egquities Fund (“CREF”). which were
included in the sample, although these companion enterprises are not organized as legal
reserve life insurers.
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to their size and mode of organization (that is, stock or mutual). This
summary limits affiliations to those which were proximately initiated
by respondent insurers, and thereby excludes affiliations from several
large conglomerates and from complexes in which the respondent in-
surer is not itself a leading firm.*® Thus, the affiliations reported in
Tables VI-2 to VI-5 are to be interpreted only as a description of the
pattern of expansion life companies have created through their direct
action; they substantially understate all life company affiliations re-
sulting from the creation or acquisition of life insurers by industrial
firms and financial and nonfinancial conglomerate corporations.

The affiliations shown in Tables VI-2 to VI-5 reflect the limita-
tions mutual companies face in attempting to expand or diversify, as
well as less interest on the part of some mutuals 1n expansion.®* There
are a total of 316 affiliated enterprises reported by the 28 stock com-
panies, as compared to 93 by the 32 mutuals. The Tables also dramati-
cally indicate how recently most of these affiliations have been con-
summated. Of the 409 affiliates shown, 276 (68 percent) joined the com-
plex in 1968 or 1969. More significantly, of the 307 noninsurance
affiliations reported, 235 (77 percent) were effected during 1968-69.%

o

3 Among the excluded enterprises are affillates of AVCO (which controls Paul Revere
Life Insurance Company), Investors Diversified Scrvices (which controls Investors
Syndicate Life Insurance Company). Transamerica Corporation (controller of Occidental
Life) and Continental Corporation (owner of Franklin Life). The last named complex
is included in the summary of property and liability affillates below (sec. I.2.a). An-
other four insurance complexes which would normally have qualified for the sample for
this questionnaire (American General, Insurance Company of North America, Nation-
wide Mutual and Fireman's Fund) were excluded because they were Included in the
proi)erty and liability sample. (American General itself is included as an affiliate of
Californin-Western States Life Insurance Company, but other affiliates of American
General do not appear in the compilation reported here.) On the other hand, four of
the largest stock insurers—Connecticut General, Travelers, Aetna and Continental As-
gg]rance—are included both here and in the analysis of property and liability groups

ow,

31 A mutual organization is unable, of course, to create an upstream holding company.
Affilintions among mutuals are possible and such affiliations are reflected in the tables.
Also, downstream holding companies have been created by mutual companies, but down-
stream activities normally come under full scrutiny of the state insurance departments.
Apparently some mutual companies have considered transformation into stock corpora-
tions. The American Management Assoclation found it worthwhile to repeat in June
1970, a successful 1969 seminar on “How to Stock or Diversify a Mutual.” The same
organization grovlded a special briefing session in May 1970 for insurance executives
on “Holding Companies, Mergers and Acquisitions In the Insurance Industry’” based on
the premise that ‘“There’s a limited future for the single-service company,” and con-
sequently “to survive’’ insurers “must plan now for becoming the ‘total financial service’
company of tomorrow.” ' .

3 Defined to exclude life insurance, property and liability insurance, credit life in-
surance and accident and health insurance companies.

3 The proportion is 84 percent if 1967 is included.
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Affiliates of Stock Companies With Assets of Over One Billion Dollars
Classified by Type of Enterprise and Date of Affiliation
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_Affiliates of Mutual Companies With Assets Over One Billion Dollars
. Classified by Type of Enterprise and Date
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Affiliates of Mutual Companies With Assets of Less Than One Billion Dollars
Classified by Type of Enterprise and Date of Affiliation
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The substantial affiliation with real estate investment trusts, land
development firms, real estate management firms and mortgage and
title companies reflects the strong interest shown by life companies
in real estate as a form of equity investment during the latter portion
of the 1960’s.>* Associations with investment advisory firms are some-
times primarily by-products of insurers’ entry into the mutual fund
industry, but the investment management, research and financial coun-
seling skills that may be acquired in this way are especially valued by
some insurers. Finance companies have sometimes been regarded as
ideal complements to the insurance business since insurers receive
funds in advance of lending and finance companies borrow in advance
of lending.*s Their lending operations, per se, are also essentially com-
plementary. Securities broker-dealers affiliated with life insurers most
often exist to offer mutual fund shares or variable annuity contracts.

There are nine affiliates reported in Tables VI-2 to VI-5 which were
established for the purpose of making venture capital investments. A
number of life insurers have investigated venture capital situations in
recent years and many have made such investments either directly as
a part of their general account or separate account assets or via sub-
sidiaries especially created for this purpose. The Study inquired into
insurers’ ventur¢ capital activity and found that about half of the 58
respondents to this inquiry had made some venture capital investments
during the past five years.®® Only very modest sums have been in-
volved to date however ; generally less than $10 million per annum even
for the largest companies.

The nonfinancial enterprise affiliates of reporting life insurers con-
sist of a variety of service and manufacturing operations including a
few old fashioned life company hedges such as funeral homes and
casket manufacturers.

Not surprisingly, state insurance regulators have viewed with con-
cern the proliferation of noninsurance activities engaged in by insur-
ance companies and, particularly, the control of insurers by noninsur-
ance enterprises. This concern has led to state investigations of trans-
actions between insurance companies and their affiliates, including, in
particular, upstream dividends or other distributions paid by insurers
to their controlling enterprises.

A flurry of legislative activity has ensued which generally has been
aimed at providing more supervision by state insurance departments
over the acquisition of insurers, whether by outside interests or at the
insurer’s initiative through creation of an upstream holding company,
and more disclosure and regulatory control of transactions between in-
surers and their noninsurance affiliates. The National Association of In-

3¢ A1l the entities reported in these tables are permanent operating firms. Real estate
corporations or other entitles created for the sole purpose of making a single investment
are excluded. The extent of life companies’ equity investment activity In real estate is
discussed in sec. F.4.a. For a recent article on the subject, see ‘“The Future Largest
Landlords in America.” Fortune, July 1970 at 90 et seq. .

3 Indeed, finance companies have been steady borrowers from life insurance companies.
Some of the financial cong'omerates whose affiliations are excluded from the tables have
been heavily involved in finance company operations for some time (e.g., Transamerica
Corporation).

% A “venture capital investment” was defined as, ‘“an acquisition from an {ssuer of
common stock or a similar security. an instrument convertible into such a_security, or
an instrument issued with a warrant, option or other right to purchase such a security,
where the issuer is small, (e.g., the Issuer’s average annual net income, and that of
any parent company, averaged less than $250.000 per year for the two fiscal years
immediately preceding any acquisition).” Larger companies reported a higher incidence
of venture capital activity than smaller companies.
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surance Commissioners has proposed a model holding company law and
regulations, many provisions of which have been enacted in a number
of states. In addition to increasing the regulatory pressure in sitnations
of noninsurance control over insurers, the 1969 New York legisiation
is aimed at inhibiting holding company development through positive
inducements, including an expansion of the activities in which insurers
~are permitted to engage through subsidiaries, and increased financing
flexibility achieved by authorizing stock insurers to issue more classes
of equity issues and by providing stock companies with the same bor-
rowing privileges as mutuals.?” The New York law also liberalized the
quantitative restrictions applied to life insurers with respect to invest-
ment in common stocks.3®

The concern leading to increased state legislative and regulatory
activity was expressed by a Special Committee appointed by the New
York State insurance superintendent as follows:

We have concluded that the holding company device, when it involves affilia-
tion with non-insurance enterprises, jeopardizes the interest of both the public
and the policyholder, and especially will do so if its development is indiscriminate
and without benefit of close regulatory supervision.®

This Committee expressed particular concern regarding motivations
prompting the holding company movement.

While holding companies are not themselves new, the dominant motives for
their formation may be changing from a desire to facilitate the conduect of the in-
surance business to a desire to shift away from the insurance business and to
subordinate insurance to other business objectives. This change in motive will
increase the strain on the established regulatory system.*

About half of the 35 states responding to a questionnaire mailed by
the Special Committee reported abuses encountered as a result of
affiliations between insurers and noninsurance companies and control
of insurers by holding companies. These abuses included various sorts
of misrepresentation or misuse of assets, improper allocation of ex-
penses, difficulties encountered by the regulators in verifying the finan-
cial condition or conducting examinations of insurers, improper man-
agement or employment contracts, fraudulent reinsurance agreements
and inability, through lack of jurisdiction, of the insurance depart-
ments to review books and records of holding companies or other non-
insurance affiliates or even to ascertain who controls certain insurance
holding companies.*!

At the heart of these expressions of concern regarding the holding
company phenomenon is the fear that extensive conflicts of interest
are being created between controlling persons and policyholders and
other shareholders of the insurers involved. Examination of some of
the potentially most severe of these conflicts are beyond the scope of
the Study.®> However, conflicts created by the management of nu-
merous investment accounts, including potentially, a general account,

« ®N.Y. Ins. Law §§ 46-a, 48(7) and 76 (McKinney Supp. 1969).
8 Id,, § 81(13).
» State of New York. Insurance Department, Report of the Special Committee on
Insurance Holding Companies, February 15, 1968 at 7.
©Jd. at 32.
114, at 50-52.
2 However, it should be observed that the New York State Special Committee expressed
uncertainty as to whether state regulations could effectively ‘“protect the public’s and
olicyholders’ interest in the presence of a proliferation in non-insurance control of
nsurance companles” and concluded that “total divestment of insurers from non-insurance
control” may ultimately be required. Id. at 33.
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various separate accounts, mutual funds, hedge funds, venture capital
funds and real estate investment trusts are considered below.*®

2. Mutual Funds and Individual Variable Annuities
a. The alternatives

In announcing decisions to offer mutual fund shares or individual
variable annuities, life companies have expressed their reasons for
introducing such products in terms of “diversification to meet competi-
tion,” “enlarging the scope of financial services” and “a natural exten-
sion of the firm’s concept of financial planning and income protection.”
By introducing substantial customer participation in equity investment
risks, these products represent a major change in marketing strategies.
As a result, insurers are consciously offering financial services which
may sometimes be competitive with, rather than complementary to, the
sale of traditional insurance products.

Once a life insurer has made the decision to offer individual equity
based products, it normally chooses between mutual funds and variable
* annuities.* Mutual funds have the advantage of being well established
and accented products which can be offered within a reasonablv settled
and well defined regulatory framework. Also, prior to insurers’ entry
into mutual funds, a number of life insurance salesmen had qualified
to sell and were in fact selling fund shares. There is a general presump-
tion that funds, like insurance policies, require active selling practices
and some observers feel that life insurers’ investment organizations, re-
sources and large, trained sales forces place them in a position where
they not only can be successful in marketing mutual funds but seri-
ously threaten to dominate mutual fund selling within a decade.*®
Finally, beginning with a mutual fund provides the insurer with an
investment, vehicle which may be utilized subsequently by variable an-
nuity separate accounts registered with the Commission as unit invest-
ment trusts.®

The reluctance of some insurers to use mutual funds as the initial
equity based product stems from the belief that offering of mutual
fund shares is a basic departure from traditional fixed income, guar-
anteed insurance products. This may constitute a step that many life
insurance agents, habituated to adverse comparisons of the riskiness
of mutual funds with the certainty of insurance payvoffs, may not be
able to accept easily. Consequently, substantial changes in selling, re-
cruiting and training methods mav be required. An opposite concern
is, of course, that successful mutual fund marketing may erode rather
than bolster sales and induce lapses of life insurance policies.

Variable annnities have the advantage of constituting a smaller step :
that is, a modification of a traditional insurance product as opposed

43 Sae gec, F.6.

4 Generally, companies have chosen one or the other route and then sometimes followed
with the second prodnet. Simultaneous entrv into both markets is rare although the
Prudential Financial Security Program, which began operation in Californta in Janu-
ary 1970, amounts to simultaneous entry.

45 See, for example, Virginia D. Puder. “The Revolution within the U1.S. T.ife Insurance
Industry” Financinl Analusts Journal. Julv-Aug. 1970 at 60: the Wall Street Journal,
“Rush to Mutual Funds by Insurance Companies Approaches Stampede.”” February 25,
1970. at 1; Charles Kannel. “Life Companies and the Mutual Fund Business: The Out-
Heroding of Herod.” (Paper Presented to the Association of Life Insurance Counsel,
December 8. 1969. New York. at 1.} and Everett Mattlin; “New Policies for Insurance
Comnanies.” The Institutional Investor. Jannary 1970, at 97.

4 See Robert J. Rontier. “The Mutual Fund Approach to Equity Products.” Proceed-
ings of the 61st Annual Meeting of the Legal Section of the American Life Convention,
1968 (“Routler”) 13-14.
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to entry into a foreign and competing industry. Annuities, variable or
fixed, are viewed as complementary to life insurance in the sense that
they provide life insurance beneficiaries with convenient products to
utilize as a settlement option, or as a place to put funds received from
maturing. endowment policies. On the other hand, excepting certain
specialized markets, individual annuities have proved to be compli-
cated and difficult products to sell. These specialized markets consist
primarily of markets in which tax considerations are an important
factor in the decision to purchase an annuity.

The individual purchaser of an annuity pays no tax on income at-
tributable to his investment until income is realized by him.#” In gen-
eral, receipt of proceeds under an annuity contract (whether fixed or
variable) 1s treated by the Internal Revenue Code as a partial return
of capital and a partial receipt of taxable interest. Specifically, the
code provides that of the amount received in each annuity payment,
a certain percentage, representing a return of capital, is to be ex-
cluded from gross income. The “exclusion ratio” used 1s determined
by dividing the amount invested in the contract (as of the date the
annuity payment period begins) by the expected return on the con-
tract (determined by mortality, expense and investment return as-
sumptions). The exclusion ratio thus determined is applied to each
annuity payment received by the taxpayer. Thus, should the taxpayer
die before reaching his actuarially determined life expectancy, he will
have, in effect, paid taxes on returned investment capital.*® On the
other hand, should he outlive his life expectancy, he will receive a
windfall in the form of interest payments which, because they are
treated as return of capital, are tax free.*®

If the annuitant surrenders his contract or dies before the annuity
payment period begins, then the amount received, minus the amount
of the annuitant’s mvestment, is taxed as ordinary income. If the
insurance company makes provision for payment of capital gains tax
on unrealized appreciation, the amount received by the annuitant or
his estate is somewhat less than his actual prorata share of the increase
in value of the funding account. In contrast, a mutual fund share-
holder who redeems his shares typically receives full net asset value
without any deductions based on unrealized appreciation, and pays
capital gains tax rather than ordinary income tax.

Thus, individuals in a higher income bracket may find a single
premium deferred annuity useful as a means of deferring taxes.
In this respect an anunity is more attractive than a mutual fund.
Of course, mutual funds will be a preferable vehicle if the potential
purchaser has a shorter investment time horizon or there is a sig-
nificant possibility he mav wish to redeem the investment during the
high earnings period of his life. Probably the most promising markets
for variable annuities are the so-called “tax sheltered” or “tax de-
ferred” markets created by Section 403 (b) of the Internal Revenue

4" The tax on employees who recieve annuities through pension-retirement plans is
digenseed in ch, VITL. B. 4.

4 This I8 a generalized statement. Annuities with refund provisions are treated
differently. -

# Int. Rev. Code of 1954, § 72.

53-940 0—71—pt. 2——26
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Code,”® and self-employed individuals eligible for tax treatment
analogous to employees participating in qualified pension plans.®

Variable annuities are usually offered by the insurer itself, whereas
mutual funds are separate entities, and since a mutual fund is not an
insurance product, the only state insurance regulatory problem is
usually that of obtaining statutory authorization to establish the
necessary subsidiaries.”? This authorization was provided to New York
companies only in late 1969.5° Variable annuities, on the other hand,
may create more federal-state regulatory conflicts since they are secu-
rities for purposes of application of the federal securities laws and
are regulated as insurance products by the state insurance depart-
ments. It has taken time for the Commission to work out a regulator
pattern which meets some of the special problems of a complex prod-
uct offered by insurers operating under dual regulation, and con-
sequently it has normally required more time to register a variable
annuity than a mutual fund.

b. The mutual fund route

If an insurer decides to take the mutual fund route there are several
alternative means of achieving entry. One possibility is to acquire
an existing management and distribution complex; a second way is
for the insurer to create its own fund complex, and finally the insurer
may execute a variety of selling agreements with existing (or new)
funds. Acquisition of a management company is likely to be the most
costly alternative in terms of initial capital investment. It has the
advantage of being a much faster mode of entry than creating a fund,
avoiding the legal and administrative start-up difficulties, providing
a means of acquiring the necessary management skills and permitting
entry with a fund which has reached or is close to reaching an econom-
ically efficient size.

On the other hand, most of the largest insurers have preferred to
create their own funds. This is considered a desirable method because
it permits the company to choose a name for the fund which identi-
fies it with the insurer, provides a better means of developing the
fund with the investment objective and image the insurer seeks and
permits closer control over the management of the fund.

Either acquisition or creation will be chosen if the insurer is inter-
ested in the direct profit obtainable from managing a fund complex.

& Section 403(b) of the Int. Rev. Code of 1954 provides that emplovees of
tax exempt religlous, charitable or educational institutions (§ 501(c¢)(3)) and employees
of public schools, who receive part of their compensation in the form of non-forfeitable
annuities purchased for them by their emnlover. may exclude the employer’s contribu-
tions from gross income up to the amount of the ‘“‘exclusion allowance” determined under
Section 403(b). The return on the annuity is then taxed pursuant to Section 72.

5l Deferral benefits were provided for self-employed individuals by the Self-Employed
Individuals Tax Retirement Act of 1962. The individual may annually deduct his con-
tributions to the plan (known as an ‘‘H.R. 10" plan) on his own behalf up to a maximum
of the lesser of 10 percent of earned income from trade or business or $2,500. He may
also deduct contributions he makes on behalf of his employees. Distributions are generally
taxed as ordinary income. though lump sum distributions may be averaged over a five-
year period. The amount of each annuity pryment to be included in gross income 18
determined by applying the exclusion ratlo. But if the amount of capital contributed by
the participant can be recovered in the first three years, then all payments are excluded
ixntil the invested capital is recovered, after which all payments are included in gross
ncome.

82 State securitles laws do apply. of course. and insurers have been advised to exercise
care in the selection of the state of incorporation for a mutua fund. See Routeir 15.

63 N.Y. Ins, Law § 46-9 (McKinney Supp. 1969). effective Sept. 1. 1969,

& Thus, the President of CNA has been quoted as attributing CNA’s decision to acquire
Tsal Management rather than start a new fund to the fact that “‘we were in a hurry so
Ygsgecigel% the best bet was to pick up an existing .fund.” (Business Week, March 15,

at .)
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If the motivation is limited to providing a means of making insurance
agents more competitive and credible as financial advisers, as well as
to bolster their income, with the hoped for consequences that sales of
insurance products will be positively affected, then sales agreements
with several unaffiliated funds may be the advisable route. This is the
one most often chosen by smaller insurers. Normally the insurer pro-
ceeds alone, or in concert with other insurers, to form a broker-dealer
subsidiary. The insurer then executes selling agreements with mutual
funds. Thus, for example, eight life insurers combined in a joint
venture to establish LINSCO Corporation, a registered broker-dealer
which sells shares of about 100 different funds.

As of March 1, 1970, there were 161 life insurers which were them-
selves members, or had one or more broker-dealer subsidiaries which
were members, of the National Association of Securities Dealers. Of
these, 32 were selling their own funds. Over 100 of the remaining
companies were selling unrelated funds.®®* Of 61 insurers who re-
sponded to that portion of the Study’s questionnaire dealing with
mutual funds and other equity based products,*® 26 companies reported
that as of the end of 1969, they had directly or indirectly created one
or more funds or acquired one or more funds or fund management
companies.5?

These 26 companies reported managing directly, or through affiliates,
61 funds. Several of these were in registration, or had been registered
but were not yet being offered as of December 31, 1969, and seven had
no assets as of that date. The distribution of these funds among mutual
and stock companies and by size of insurer is summarized in Table VI-
6. Consistent with the discussion above, this Table indicates that a lower
proportion of smaller insurers have created or acquired a fund complex.
There is some indication that stock companies have been more prone to
enter the mutual fund business in this manner than have mutual com-
panies of similar size, but the differences are small. As observed above,
insurers domiciled in New York State were not permitted to create or
acquire mutual fund subsidiaries prior to September 1, 1969, but ap-
parently two of the four laree New York insurers were prepared to take
advantage of the opportunity, since funds from two of these companies
are included in those shown in Table VI-6.58

S Thirty-nine insurers were selling variable annuities, of which 17 were among the 32
offering their own funds. This leaves 107 companies plus perhaps some of the 22 remain-
ing variable annuity sellers who were presumably selling shares of unaffiliated funds.

& Torm I-52, Part B.

57 One respondent indicated it had acouired a fund, bnut not its management company.
There were actuallv 63 respondents to this portion of the questionnaire, bnt TIAA-CREF
and Investors Syndicate Life are excluded, the latter because the Study is interested here
in explaining life insurance company entry into mutual funds rather than the opposite.
Three of the 11 Canadian companies did not respond.

58 Neither company expected to be offering its fund until the second half of 1970.



Table VI- 6

Mutual Funds Managed by Reporting Insurers or Their Affiliates

[ as of December 31, 1969
5
IE Group I Group 11 Group III Group Iv
Mutual StockiMutual Stock|Mutual Stock [Mutual Stock
7
Nunber of companies in sample 5 0 2 3 11 6 17 17
Namber of companies having rutual funds 3 o] 1 3 6 4 4 -
Total numbar of funds 4 S 35 13
_hsser value of all funds (dollars) 23,488,142 308,151,525 1,239,392,051 209,038, 326
Nurber of fuxds created by companies 4 6 18 12
_Assot value of funds crcated by companies (dollars) 23,488,142 44,019,562 102,884,766 194,681,581
Nurmbzar of existing funds whose management companlies
ware acgquired by respondent_ company [o] 3 ] 0
Asset value of funds whose management companies, were .
acquired by respondant company (dollars) | 0 264,131,963 273,916,275 [o]
Murbker of existing funds whose manajement companies
ware acquired by an affaliate of @ resp. company 0 0 11 1
Asset value of funds whose managemant companies were . co.
acquired by an affiliate of a respondent company ($) [¢] o] 862,591,010 14,356,945

Note: Size groups are defined as follows:
Oy Group I: Insurers with assets in excess of $9
Group IX: Other insurers with asssts 1n excess
Group III: Other insurers with assets in excess
Group IV: All other reporting insurers.
Source: Responses to Study Questionnaire Form 1-52, Part B.

billion.
of $4 ballion.
of $1 billion.

(4]



- 525 )

Forty of these 61 funds reported had been created by the life com-
panies. Since most of these are new funds (see Table VI-T), they are
quite small; in fact, only two reported net assets significantly in excess
of $25 million. Combined, these 40 funds had a net asset value of only
$365 million.*® The remaining 21 funds which are affiliated with re-
sponding insurers by means of acquisition ¢ had net assets of $1.4 bil-
lion.® %us, total net assets of these insurers’ mutual funds amounted
to less than $1.8 billion as of end-1969.62 As Table VI-7 shows, entry
by life companies into mutual funds began in earnest only in 1968.
N};neteen of the 21 acquisitions occurred during 1968-69 and 34 of the
40 funds started by life insurers were first offered in 1968 or 1969, or
were expected to be offered in 1970.

TABLE VI-7.—DISTRIBUTION OF FUNDS AFFILIATED WITH LIFE INSURANCE COMPANIES BY YEAR OF

AFFILIATION
Funds created
Funds acquired,
Incorporation date Initial offering date acquisition date
5 5 1
4 1 0
1 1 1
17 12 10
13 13 9
® 19 (0]
40 40 21

1 Coverage is limited to funds ‘n existence and affiliated with life insurers as of Dec. 31, 1969. The 1970 offering rates
are estimates,

Source: Resp to Study Questionnaire, Form 1-52, Table I,

Some mutual funds have been established by life companies solely
for the purpose of serving as funding vehicles for separate accounts.
Nine of the 61 funds can be so characterized.®® Fifty-one were being
offered or were intended to be offered directly to the public.®* Eight of
these 51 were also used as funding media for one or more of the in-
surers’ separate accounts. This characterization of the function served
by funds is summarized by insurer size and fund assets in Table VI-8.

& Wiesenberger Financial Services, Inc. reports 55 funds created by all types of
insurers in existence as of September 30. 1969. At that time the net asset value of these
funds was $413 million. See their Mutual Affairs, Vol. 9, November 1969, at 2.

% Thesge 21 acquisitions were accomplished by only six insurers.

61 Wiesenberger estimates that as of September 30, 1969, management companies with
some $7.5 billlon of mutual fund assets have been acquired by insurers of all types. (See
ibid.) Some very substantial acquisitions by Life Insurers are not included in the Study’s
sample, of which the most significant was Washington Natlional Insurance Company’s
acquisition of Anchor Corporation which managed nearly $2 billion in assets (as of Sep-
tember 30, 1969) of four mutual funds.

@ In the discussion of property and liability companies below (Section I.2.) it is indi-
cated that ten of the insurance groups sampled had entered the mutual fund business via
creation or acquisition of a fund complex by end-1969. These ten groups managed about
$2.4 billion in mutual fund assets as of the end of 1969. About $700 million of these
assets are also included In Tnble VI-6, Most of the remainder would have been included
in Table VI-6 if, as explained in note 30 above, four other life insurers had not been dropped
from the sample. Thus the Study’s life insurance and property and liability insurance
samples combined pick up a little less than half of the mutual fund assets which have
come "nder the control of insurance companies. -

@ These had a combined net asset value of about $9.5 million on December 31, 1969.

% One of the 61 funds. which was in registration as of December 31, 1969, did not
respond to this particular inquiry.



Insurers' Mutual Funds Classified According to Whether They Are Sold Directly to the
Function as Investment Media for Separate Accounts or Both

Table VI-8

Public,

Size Groups
b I iV
Net Net Net Net
Number Asset Number Asset Number Asset Number Asset
of Value of Value of Value of Value
Funds ($mil.) Funds (Smil.) Funds $mil.) Funds (Smil.)
i, Offereé Directly to the Public 2 18.5 6 117.3 27 1231.4 8 32.3
2. Serve Only as Investment
Vehitles for Separate Accounts 2 5.0 2 3.8 S 0.7 o] (o]
3. Both 1 and 2 - 0 ¢} 1 ©187.1 ' 2 7.2 5 176.7
4. No Response - o] [+] 0 0 1 0 0 0
5. Totals 4 23.5 9 308.2 35 1239.4 k13 |} 209.0
Note: For the definition of size groups, see Table vI-67
Source: Responses to Study Questionnaire Form I-52, Part B, Table II.

9¢¢



Table VI~ 9

Insurers’ Mutual Funds Characterized by Sales Pergonnel Utilized

Size Groups
S I IIT Iv
Net Net Net Net
Number Asset Number Asset Number Asset Number Asset
of Value of Value of Value of Value
Funds ($mil.) | Funds (Smal.) Funds ($mal. Funds (Smil.)
1. Sold,ekclusivelx by insurers’ [
agents or other personnel 2 18.5 0 0 6 83.2 S 26.5
2. Sold’ exclusively by agents or
employees of an affiliated . ,
company 0 0 2 12.4. 5 14.8 3 10.6
3. Sold exclusavely by insurers'
personnel and personnel of'
affiliated companies 0 0 *] 0 2 215.5 1 2.6
4. Sold exclusively by persons
unaffiliated with the
respondent 1insurers 0 [+] 3 264.1 3 51.2 0 4]
5. Sold both by persons
affiliated and unaffiliated .
with the respondent company [¢] o] 2 27.8 .15 . 874.0 4 169.3
Note: For a definition of insurer size groups, see Table VI-6.

Source: Responses to Study Questionnaire, Form I-52, Part B, Table II.

L28
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Although most insurers appear to have entered the mutual fund
industry in order to broaden the scope of financial services offered by
agents, thereby increasing agents’ income and hopefully boosting in-
surance sales,® insurers’ funds are not exclusively sold by agents. Table
VI-9 shows that of the 53 funds which are sold directly to the public,
27 are sold by persons unaffiliated with the insurer as well as (in most
cases) by the insurers’ agents or other personnel. These 27 account for
three-quarters of the assets in funds which are offered to the general
public. Although the majority of the 27 represent funds which were
acquired by the insurers, some funds created by insurers are sold by
unaffiliated persons. Frequently, life companies also find it necessary to
permit their agents to sell unaffiliated funds, at least when an agent’s
customer so desires. In addition, nine companies which have their own
funds reported that they (or an affiliated company) also have selling
contracts with unrelated funds under which the agents or other sales
¥ersonnel of the insurer or its affiliates sell shares of these unaffiliated

unds.®

Of the 35 companies which do not have their own funds, 11 reported
that they had directly or through affiliated companies contracted to
sell shares of unaffiliated mutual funds.®” Three of the seven GroupII1
companies that do not have their own funds and seven of the 20 Group
IV companies in this position had firm plans to offer shares of a newly
created or to-be-created fund. No respondents had firm plans to acquire
the management company of an existing fund. One Group I insurer
and one in Group IIT had creation of a fund under consideration. One
Group IV company had the acquisition route under consideration and
one Group ITI and two Group IV companies reported that both fund
creation and acquisition were currently being considered. The remain-
ing Group I company, the only Group II company without its own
fund, and one Group IV company each reported having considered and
rejected proposals to create their own funds. Two Group IV companies
indicated they had considered and rejected acquisition of a fund com-
plex, and one Group ITI and nine Group IV insurers reported consid-
ering and rejecting both the creation and acquisition means of entry.
Only four companies (one in Group III, three in Group IV) responded
that no consideration had been given to either creation or acquisition
of a fund complex. These responses add up then to 10 companies with
definite plans to create funds, 15 which have considered creation or
acquisition or both and rejected such proposals, six with one or both of
these forms of entry under consideration and only four companies that
have not considered either possibility.e®

The Study inquired into the motivations behind entry into mutual
funds via fund creation or acquisition by asking each respondent which
had its own fund(s) to rate the importance of various factors in in-

& See the discussion of insurer motivations below.

% Two of the nine companies were in Size Group II, five in Group IIT and two in
Group IV. (Size group definitions appear in Table VI-6.)

€7 One of the 11 is in Size Group III; ten were in Size Group IV. The Group III company
and five of the Group IV companies are mutuals.

@ The smaller companies in the sample were chosen because they had exhibited some
evidence of interest in expanding beyond traditional insurance products into variable
annuities, mutual funds or other enterprises. Thus, the high degree of consideration given
to or action taken in the mutual fund business by these companies cannot be extrapolated
to the remainder of the life insurance industry.
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fluencing their positive decisions. The respondents were provided with
the following list of potential factors: o ] ;

(¢) A means of increasing sales of individual Insurance poli-
cles. :

b) A means of increasing sales of group insurance policies.

¢) A means of increasing sales of individual annuity policies.

d) A means of increasing sales of group annuity policies.

¢) A means of developing a financial package (including in-
surance and savings features) more salable than traditional pro-
ducts in an inflationary environment.

f) A means of increasing agents’ income.

A means of combatting a decline in sales (or rate of growth

of sales) of traditional insurance products.

(h) A means of combatting a decline in sales (or rate of growth
of sales) of traditional annuity products. o )

(¢) A means of diversifying beyond traditional business as
an insurer.

(j) A means of more fully utilizing in-house investment staff
expertise.

(k) A means of adding to in-house investment expertise by
acquiring investment management skills.

(%Z) A means of increasing the company earnings without hav-
ing any necessary impact upon sales of insurance and annuity
contracts.

(m) Other (specify).

Three of the factors stood out as being highly important consid-
erations to most of the respondents,® namely that mutual funds pro-
vided 1) a means of developing a financial package more salable than
traditional products in an inflationary environment, 2) a means of
increasing agents’ income, and 3) a means of increasing sales of in-
dividual insurance policies. In addition, exactly half of the 26 com-
panies regarded mutual funds as one step in the direction of creating
a diversified financial institution. Very few companies cited a decline
in insurance or annuity sales, or a decline in the rate of growth of
sales, as a significant consideration. On the other hand, only four
(one Group II and three Group I1T) companies viewed mutual funds
as a means of increasing earnings independent of any impact upon
the sale of insurance or annuity contracts. Those few companies which
use their mutual fund exclusively for funding annuity contracts, of
course, considered mutual fund entry a means of increasing annuity
sales. Onlv four companies considered the addition of investment skills
a significant factor in the decision to acquire funds, but nine indicated
that the fact that mutual funds provided a way of more fully utilizing
their existing investment staff was important. In general, the responses
suggest that insurers have entered into mutual fund activity for posi-
tive reasons, that is. more to stimu'ate sales and to obtain the benefits
of financial diversification and less because they felt it necessary to
act defensively in the face of actual or forecasted reductions in the
growth of sales of traditional products.

% Respondents rated each factor as i) not a consideration, {i) a marginal consideration,
iii) important, or iv) of critical tmportance. See Form I-52, Part B, Question 7.1-7.2.
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¢. Thevariable anmuity route

Insurers’ interest in variable annuities as an equity based product
dates back to 1952 when the Teachers Insurance and Annuity Associa-
tion (TTAA) created a companion organization, the College Retire-
ment Equities Fund (CREF).” CREF was founded for the sole pur-
pose of providing variable annuities to complement the fixed an-
nuities.”” In the mid-1950’s, several enterprises were chartered for the
purpose of writing variable annuities. These included the Participat-
ing Annuity Life Insurance Company (PALIC), chartered in Ar-
kansas in 1954, the Variable Annuity Life Insurance Company, Inc.
(VALIC), incorporated as a life insurance company in the District
of Columbia in 1955, and the Equity Annuity Life Insurance Com-
pany (EALIC), chartered in 1956, also in the District of Columbia.™
In the meantime (1955), the Prudential Insurance Company of Amer-
ica was urging the New Jersey legislature to authorize licensed life
insurers to issue variable annuities. Prudential’s action was strongly
opposed by many insurers, led by the Metropolitan Life Insurance
Company, on the grounds that the variable annuity concept was wholly
incompatible with the purpose and function of insurance. In this
widely publicized battle, which was waged over nearly a decade, the
Metropolitan was joined by the National Association of Inves‘ment
Companies, the Investment Bankers Association of America, the
New York Stock Exchange and the National Association of Securities
Dealers.

In 1956 the Commission sought to enjoin VALIC and EALIC
from selling variable annuities without registering under the Securi-
ties Act and the Investment Company Act. The Commission was up-
held by the Supreme Court in 1959 ™ and subsequently the companies
were registered under the Securities Act and the Investment Company
Act. PALIC limited its activity to a narrow group of customers until
1964 when it expanded its operation and registered with the Commis-
sion.™

Largely because of the opposition to the variable annuity concept
from within the life insurance industry the New Jersey legislature
did not enact variable annuity authorization until 1959.7 The Pru-
dential agreed to register under the Securities Act but contended that
its status as a life insurer provided it exemption from the Investment
Company Act. The Commission denied Prudential’s contention, and

7 Curiously. the first insurer entry into mutual funds also appears to have occurred in
1952 when Nationwide Insurance acquired a mutual fund management company. TIAA was
established in 1918 as an insurance company under New York insurance law. However, it
operates as a nonnrofit organization with eligible customers limited to staff members of
colleges, universities and specified nonnrofit research and educational institutions. CREF
is not a life insurance company but is a membership corporation authorized by special
action of the New York State legislature, and regulated to a limited extent by the Super-
intendent of Insurance.

T In the earlv 1950’s several corporate pencion plans also estahlished variable annuity
features. See the discussion in George E. Johnson, and Donald Grubbs, The Variablc
Anéugty,b[()’l‘h)e Research and Review Service of America, Inc., 1970) at 77-86 (“Johnson
an rubbs’’).

72 Actually, the original corporation was dissolved when the Commission challenged
its right to operate outside the framework of the Securities Act of 1933 and the Investment
Company Act of 1940. The successor corporation, referred to in the text, was organized
later in the same year (1955),

7 EALIC was controlled by the American General insurance group. In 1967, American
Genera) acqnired VAL™C which in tnrn ahsorhed BATIC.

7 SEC v, Variable Annuity Life Insurance Company, 359 U.S. 65 (1959).

Co'z:n{)n 1967, a controlling interest in PALIC was acquired by the Aetna Life Insurance
any.

7 N.J. Stat. Ann, §17:35A.
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upon appeal, the United States Court of Appeals for the Third Circuit
upheld the Commission in January 1964.”7 Under the Commission’s
action, as supported by the courts, variable annuities are securities
which must be registered under the Securities Act and the separate
account used as a funding medium is an investment company required
to register under the Investment Company Act. Certain exemptions
from the Investment Company Act have been provided insurers by
the Commission.™

Since the states regard variable annuities as an insurance product,
life insurance companies issuing variable annuities are under dual
regulation on this part of their business. All states, except North Da-
kota, now permit the sale of variable annuities and the use of sepa-
rate accounts for funding purposes.

The term “variable annuity” is used to cover a variety of contrac-
tual arrangements. Most commonly, however, the concept refers to a
contract providing an annuitant with life-time income payments, the
amount of which depends upon the market value of an annuity fund
at the time of payment. Periodically during the accumulation period
or via a lump sum, the contract-holder makes payments into a dedi-
cated account, the amount of contributions being determined by the
participant. His contributions, after deductions for sales and other
loading charges, purchase accumulation units, the number of such
being determined by the size of the contribution and the current value
of a unit. When the payout period is reached the value of the accumu-
lation fund is usually transferred into annuity units. The monthly
annuity payment is expressed in terms of a specified number of units;
the dollar value of a monthly unit varies with the value of a unit
which in turn is a function of the performance of the funding invest-
ment account. The degree of variability in payments made is affected
by the “assumed interest rate” used in determining the initial bene-
fit payment level. Thus, the value of the initial payment will be
higher, the higher the assumed interest rate, but the chances of the
benefit level increasing is thereby lowered, (and the chances of benefit
payments declining is increased), since the annuity unit value in-
creases (decreases) only to the extent that the fund’s net investment
return deviates upward (downward) from the assumed interest rate.

The line between fixed and variable anunities is not always clear.™
Many combination contracts are possible including, for example,
equity funding during the accumulation period followed by fixed dol-
lar annuity payments. Various mutual fund-insurance policy combi-
nations have been designed with annual withdrawal features. Also,
some contracts call for annuity benefits to vary with a cost of living,
wage, interest rate or other index or to increase over time according
to a stipulated formula rather than varying in response to the per-
formance of a dedicated investment account.

The essence of a variable annuity based on investment performance
of an equity portfolio is that the annuitant assumes the investment
risk. The CREF product is fully participating, that is, annuitants as-

7 Prudential Insurance Co. v. SEC, 326 F.2d 383, cert. denied 377 U.S. 953.

78 See the more complete discussion of the history of Commission regulation of variable
annuities and separate accounts in ch. VITL B,

™ For a description of the variety of arrangements in existence, see Johnson and Grubbs
above note 71, at 41-55. .
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sume all the risks. However, variable annuities issued by ordinary in-
surers generally contain expense and mortality guarantees, for which
a fee is charged, so that participants bear only investment risks. This
gives the product more of an insurance cast and provides insurance
companies with the potential for profits or additions to surplus from
their normally profitable business of accepting underwriting risks.

Individual annuities have generally been a product of distinctly
secondary importance for most insurers. During much of the period
since World War II, individual annuity sales were quite sluggish, re-
flecting the low interest rates life insurers were capable of offering
under the prevailing methods of crediting investment return to an-
nuity policies.®® :

During the 1960’s some companies have experienced an increase in
the sale of individual fixed annuity policies as life insurers’ introduced
a new method of crediting investment return ® and the tax sheltered
field developed. This is reflected for the four years 1966-1969 in the
summary reserve figures displayed in Table VI-10 for the Study’s
sample of insurers. In order to concentrate on the annuity business of
traditional insurers, reserves of the specialty annuity companies
(TTAA-CREF, VALIC and PALIC) are excluded from this table.®?

Despite the long period of discussion and anticipation regarding
the variable annuity, Table VI-10 shows that none of the traditional
life insurers reporting had individual variable annuities in force as
of end-1965 and by end-1969 reserves on individual annuities based
on separate account funding amounted to only $34.4 million, plus a
negligible amount in index or formula based annuities.?® A survey of
the industry conducted by the Institute of Life Insurance showed that
as of the end of 1969, reserves on individual annuity contracts, based
on equity fund performance, amounted to just $78.7 million and re-
serves on plans providing variable results based on a cost of living in-
dex amounted to only $108,000.5¢

8 That is, investment return traditionally was credited to the various policies and con-
tracts on the basis of the average investment income realized on the insurance companies’
general investment account. During the 1930’s, this average return was significantly higher
than the current yields at which funds could be Invested since life companies invest in
relatively long-term obligations. This fact, together with the financial strength demon-
strated by life insurers relative to the savings depositaries produced a substantial demand
for single premium annuities: In the postwar period, rising interest rates made the
average return on insurance company investments unattractive,

81 The reference iz to the “investment year method” of crediting interest which is dis-
cussed below in connection with group annuities (sec. 3.b.) Basically, this method reflects
ylelds obtained during the period in which funds generated by particular contracts or
lines of business were invested. A number of companies have adopted this crediting method
at least for single premium individual annuities. Use of the method protects against the
sort of investment anti-selection inherent in the comparison between the 1930's and 1950's
in the previous footnote,

82 TIAA and CRET alone had reserves of over $2.9 billion at the end of 1969 which is
equivalent to two-thirds of the reserves reported by all the sampled companies in Table

—10.
8 VALIC and PALIC combined have substantially more individual variable annuity
Eflsﬁrves than all these insurers. CREF's portion of TIAA-CREF’s $2.9 billion was $1.3
on.
8 Tally of Life Insurance Statistics, December 1970. Reserves on group plans with varl-
able features amounted to $1.36 billion, and group index based plans to $383 milllon. Group
variable annuities are discussed below. See sec. D.5.
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Table VL-10

Reserves on

Individual Annuity Contracts in Force

Respondent Life Insurance Companies
End-1965 and 1969

Fixed Annuities Based on
General Account Funding

1.1 In course of payment
1.2 Deferred

Annuities Based on
Separate Account Funding

2.1 1In course of payment
2.2 Deferred

Annuities Based on Index
or Formula

Totals: All Individual
Annuity Contracts Out-
standing

“1965
Reserves
(000 omitted)

1969
Reserves
(000 omitted)

$1,861, 369

1,514,667

3,376,036

CREF, VALIC and PALIC are excluded.

$2,190,767

2,185,585

3,174

31,213

1,016

4,411,755

Reserves of the annuity spacialty companies, T1Aa-

Source: Study Questionnaire Form I-52, Part B, Table III.

A
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Of the 61 companies responding to this inquiry, only 23 were offer-
ing individual annuities based on separate account funding as of end-
1969.85 These included two Group I companies, three from Group
11, five from Group III and 12 Group IV companie$, three of which
were Canadian.

There are several possible explanations for the weak impact made
by individual variable annuity policies to date. Because of the heated
disagreement in the insurance industry over the appropriateness of the
variable annuity as an insurance product and, perhaps, because of the
long litigation over the applicability of the federal securities laws,
many states enacted the necessary authorizing legislation only late
in the 1960’s.5° No doubt, some insurers find the concept and practice
of dual regulation troublesome. Thus, two insurance variable annuity
experts allege:

This system of dual regulation is extremely burdensome. The sale of individual
variable annuities has unquestionably been slowed down by the dual system
of regulation.”

Also as observed above, the variable annuity is a complex product
and its marketing success may well be limited to specialized markets
including so-called “Tax Sheltered Annuities” eligible under Section
403(b) of the Internal Revenue Code and the self-employed H.R. 10
plans.® It is questionable whether sales to non-tax sheltered, non-tax
qualified individuals will ever contribute to the flow of savings to life
companies on a scale that will have a major impact on the equity
market.

In entering both the variable annuity and mutual fund markets,
insurers have tended to move cautiously. It takes time to determine
which agents should be trained to sell equity based products, and
then to get them oriented aud licensed to sell in these markets. Caution
in designing sales procedures is required to ensure that the sale of
traditional insurance products is not adversely affected. From the
insurers’ perspective, the provisions of adequate inducement to agents
is a probll)em since the Investment Company Act limits sales loads
which can be assessed in the sale of mutual funds and variable an-
nuities. Agents are, of course, also restricted in the same way as other
mutual fund salesmen in approaching and selling prospective
customers.

Nonetheless, most large firms that were not yet selling variable
annuities as of December 31, 1969, had firm plans to do so. This
applies to all ten companies in size Groups I and IL*° Of the 17 Group
II1 companies, five were in the business as of the end of 1969 and six
of the remaining 12 had firm plans to enter. However, only 10 of the
34 Group IV companies had sold such policies and only four others
were committed to do so. Another three Group ITI companies had

8 In addition, Aetna Life offered such policies through its subsidiary, PALIC.

8 A number of states authorized variable payouts in group annuity contracts without
extending permission to the sale of individual variable contracts. Thus, for example,
New York State approved the former in 1965, but the latter only in 1968.

& Johnson and Grubbs above note 71, at 18.

88 In both these areas, both group contracts and individual contracts are sold. See the
preakdown of separate account assets by type of participating contract in Table VI-66
below. For discussion of the marketing appeal in these areas see Johnson and Grubbs
above note 71, at 24 and Campbell below note 114, at 49-53.

8 Counting Aetna’s sales through PALIC. Of the other nine large insurers, five were
selling individual annuities based on separate account funding as of the end of 1969, and
the other four had firm plans to offer such policies.



535

individual variable annuities under consideration, two had seriously
contemplated and rejected the product and only one had not reached
the point of serious consideration. Among the Group IV companies
there were 21 not selling individual variable annuities at the end of
1969, of which four had firm plans to offer such contracts, seven had
it under consideration, six had considered and rejected the possibility
and four had not yet considered a proposal.®°

Life insurance agents are classified according to the type of con-
tractual relationship they have with companies and according to
whether they are full-time or only part-time agents. Thirty-nine of
the reporting companies utilize branch office agency systems. Each
branch office is supervised by a salaried manager who normally re-
ceives a base salary plus an amount based on new business acquired
and renewal premiums paid. The agents employed in the branch offices
are contracted solely to the insurer, and all expenses of maintaining
the office are assumed by the insurance company.®* The 39 companies
with branch office systems reported employing a total of 172,000 agents
in these systems.

A few companies make use of branch office agents to the exclusion
of any other agents. Most, however, also have contractual relation-
ships ‘with general agents or insurance brokers. A general agent is
an independent contractor who is normally the exclusive representa-
tive of his insurer in a specified territory. The general agent is com-
pensated on a commission basis, plus servicing fees for renewal busi-
ness and often will receive a contribution toward the maintenance of
his office. He hires subagents who are umder contract to the general
agent and receives compensation on a scale determined by the gen-
eral agent. Forty-three companies reported that they utilized general
agency systems and had 146,000 agents in these systems.

Insurance brokers, as the name suggests, have relationships, con-
tractual or informal, with many companies. Many of the respondent
insurers had difficulty estimating the number of insurance brokers
under contract to them so no meaningful total is available.

As of the end of 1969, 30 responding insurers had agents qualified to
sell the companies’ variable annuities. The total number of agents so
qualified amount to nearly 17,500 or about 5.5 percent of all branch
office and general agency agents reported.”” Some 33 companies re-
ported that some of their agents were fully qualified to sell mutual
fund shares. A total of 19,200 agents were so qualified or about six
percent of the total number of branch office and general agency system
agents reported. These include agents qualified by the responding
company to sell funds unaffiliated with the company. Undoubtedly
there are additional agents who are qualified and are selling funds
unbeknown to their insurance companies. Most companies have, how-
ever, moved forward at a deliberate pace, selecting their best agents

90 The same disclaimer entered above with regard to mutual funds applies to extrapola-
tion of this expressed interest in variable annuities to the remainder of the life insurance
industry.

o SeeyJoseph B. MacLean, Life Insurance 360 et seq. (1962) for a description of the
varlous types of agency organizations and their relationship with employees.

92 Some companies included insurance brokers in their estimate of number of agents
qualified to sell variable annuities and mutual funds. However, the numbers involved
appear to be small so the estimate of the proportion of agents qualified is not much
affected. If agents reported by those companies ‘which are not selling variable annuities
are excluded, the proportion of qualified agents in those companies which do offer variable
annuities 1s about 8 percent.
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for training and qualification as sellers of equity based products. Thus,
the full force of several hundred thousand insurance agents selling
mutual funds is some years away at best. :

Many companies have nonetheless expressed disappointment with
the pace of the fund and variable annuity sales. As observed above,
neither mutual funds founded by life insurers nor variable annuity
policies have made much of an impact as yet. There are several ex-
planations for these disappointing sales. Unreasonable expectations
with regard to variable annuity sales may have been created by claims
made during the public controversy on the subject. As observed above,
there are regulatory obstacles and the market for individual annuities
is specialized and therefore limited. In addition, the timing of the
introduction of variable annuity products was not fortunate. Both
fixed and variable annuities compete with direct investment media such
as corporate and Government bonds. Because of the high bond yields
prevailing in the late 1960’s household savings tended to be diverted
from financial intermediaries, such as the savings depositories and
life insurance companies, into direct investment in securities. Although
high bond yields ought to affect sales of fixed annuities more than sales
of equity based variable annuities, the latter may also have been af-
fected. Also mutual funds and variable annuities introduced toward
the end of the decade faced an unfavorable selling climate in the
form of an increasingly uncertain and bearish stock market.

No explanation of the recent success or probable future success of
these products can be complete, however, without reference to agents’
compensation schedules. Life insurance policies, annuity policies and
mutual funds are all products for which there is agreement among
firms who offer them that substantial selling effort is required. In
this environment, salesmens’ incentives are a major factor in determin-
ing which products are sold most energetically. Compensation sched-
ules are often rather complex since compensation varies with the
amount and specific type of product sold and the age of the policy-
holder among other things. Also, various fees and incentive bonuses
may be paid in addition to the basic sales commission. Nonetheless,
some rough comparison can be made among various products.

The traditional method of compensating agents for the sale of in-
- surance and fixed annuity products is to pay the agent a high per-
centage of the first year’s gross premium and smaller percentages of
renewal premiums over five or ten years. Thus, for example, a regular
full-time agent can typically expect to receive 75 to 80 percent of a
year’s premium on a whole life insurance policy issued at age 35
during the first two or three years that the policy is in force. Over
five or six years his total commission will likely amount to 100 percent
or better of an annual premium.®®* The compensation on a 20-year
endowment policy issued at age 35 will typically be a somewhat smaller
percentage of the annual premium, perhaps about 55 to 60 vercent
Initially and 75 to 85 percent of a year’s premium over several years.

03 Based on responses of the larger life companies reporting to the Study’s question
13.1 in Form 1-52, Part B. The remaining compensation estimates on other products are
from the same source. These are primarily companies doing business in New York state and
therefore governed by New York statutory limitations on commissions and selling expense,
which among other things limits first year commissions to 55 percent of a year’s premium
(N.Y. Ins. Law §213(4) (McKinney Suop. 1969)). Some companies not limited by the
New York or similar restrictions pay significantly higher first year commissions (e.g., over
100 percent of the annual premium).
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The initial -payment on a five-year renewable term policy issued at
age 35 appears to run about 50 percent of the annual premium on the
average, but over ten years the compensation expressed as a proportion
of a year’s premium may run close to 100 percent if the policy is re-
newed.

Agents are compensated for the sale of annual premium fixed an-
nuity contracts on a basis similar to insurance poficy compensation.
In the case of such an individual fixed annuity contract issued at age
35 initial compensation typically amounts to about 20 to 35 percent
of the annual consideration paid, and over several years to around
50 percent. Compensation schedules for variable annuities usually
look more like mutual fund commission schedules. Thus, for example,
for individuals with a total investment of less than $10,000 an agent
might receive somewhere between 5 and 20 percent of an annual pay-
ment in first year commissions on a periodic payment plan and perhaps
accumulate 30 to 40 percent over several years.” Some insurers have
reduced compensation paid on fixed annuity policies from the scales
indicated above to that paid on equivalent variable annuities after the
variable product was introduced. Single premium variable annuity
commissions appear to run around 2 to 6 percent. On a mutual fund
sale where the individual’s total investment is less than $10,000 an
agent also may receive somewhere from 2 to 6 percent of the payment
in commission. Few companies reported selling mutual funds on con-
tractual plans.®

While it is difficult to evaluate agents’ incentives to sell various
products without being able to quantify the differences in sales effort
required relative to the size of the annual premium or other payment,
the magnitude of the differences in compensation”for standard life
insurance products as opposed to individual annuities suggests that
successful life insurance salesmen are likely to continue to emphasize
life insurance more than annuities (fixed or variable) or mutual funds
except where special tax considerations are present. Interviews with
life 1nsurance company officers confirm that this is a pervasive atti-
tude among their more productive agents.

In response to the Study’s inquiry with regard to changes in the
compensation schedule applicable to individual variable annuities
and mutual funds, eight insurers reported some modifications. These
were evenly divided between changes in variable annuity compensa-
tion and that paid for mutual fund sales. The variable annuity re-
visions generally resulted in reductions in sales loads and in the
amounts paid to agents although in one case the result was mixed as
replacement of a schedule by a level percentage reduced commissions
on smaller contracts but increased them on larger policies. The mutual

% For larger companies variable annuity commission scales appear to be more level
over time than fixed annulty scales. Over 10 years the average per annum commission
paid is about 5 percent.

% Under present law a contractual plan seller may deduct up to 50 percent of the
first years payments, with the appropriate sales load over the life of the plan, if com-
pleted, not to exceed nine percent. (Investment Company Act of 1940, §27(a)). The
recently enacted Investment Company Amendments Act of 1970 provides that, effective
June 14, 1971, periodic payment plan certificates issued by registered investment com-
panies, if surrendered at any time within the first 18 months after issuance, must be
redeemed For the value of the holder’s account plus ‘“an amount . . . equal to that part
of the excess paid for sales loading which is over 15 per centum of the gross payments
made by the certificate holder.” As an alternative to the above provision, a company may
choose to limit sales loads to a maximum of 9 percent of total payments, and no more
than 20 percent of any single payment and an average of no more than 16 percent of the
first 48 monthly payments. (id., § 27(d), (g) and (h)).

53-940 0—T71—pt. 2——27
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fund revisions were all in the direction of increasing compensation to
salesmen, generally “in order to be competitive.” In one case this
was accompanied by a sizable increase in sales charges with the dealer
commission remaining a fixed percentage of the sales charge.”s In an-
other instance, additional compensation was paid through introduc-
tion of an incentive production plan under which agents can receive
bonuses amounting up to an additional 20 percent on commissions
paid for the sale of the insurer’s own funds, the bonus being paid
annually and higher percentage bonuses being paid for larger annual
sales totals, Thus, for this small number of cases, insurers seemed to
be attempting to stimulate variable annuity sales by reducing loads
(bringing them closer to mutual fund loads) and thereby lowering
agents’ commissions while trying to improve mutual fund sales by
increasing commissions payable to salesmen.

3. Variable Life Insurance

The term “variable life insurance” has not as yet acquired a com-
monly agreed-upon meaning. It is sometimes used to encompass any
life insurance policy which provides for variable premiums and/or
benefits. More narrowly, the term is sometimes limited to policies under
which premiums and/or benefits vary solely in accordance with the
investment experience of a separate account. The latter definition
excludes policies in which any variability is determined by a price,
wage, interest rate or other index or by a stipulated formula. “Vari-
able life insurance” will be used here 1n the more narrow sense, and
the other policies will be referred to as index or formula contracts.

The Study found no instances of variable life insurance contracts
being offered in the United States although it is known that such
policies are sold in Canada, England and Holland. Two Canadian
companies in the Study sample, as well as one Canadian subsidiary
of a U.S. respondent, reported offering variable life policies. In addi-
tion, eight respondents indicated that index or formula plan life
insurance contracts were being offered.

Most of these contracts are relatively new as indicated by the fact
that these companies reported only $34.5 million of variable life insur-
ance in force with policy reserves of just $500,000.”” Less than 3,000
individual index and formula contracts were reported with policy
reserves of only about $730,000.9

Of the cight insurers selling index or formula contracts, six offered
cost of living policies or cost of living riders or supplemental agree-
ments attached to permanent life insurance. Basically, these plans
simply permit the insured to purchase additional insurance, usually
one-year term insurance, without evidence of insurability, in amounts

% Under recent amendments to the Investment Company Act of 1940, it is intended
that the National Association of Securities Dealers (“NASD’) shall make rules prohibiting
its members, and nonmembers electing to comply with such rules, from charging any
‘‘excessive” sales load, subject to Commission authority to alter or supplement such rules.
In addition, the Act allows the Commission to make similar rules for non-member under-
writers not electing to comply with NASD rules. (Investment Company Act of 1940,
§ 22(b)). Section 2(a) (38) of the Act defines underwriter for these purposes.

"7 This represented something over 4,000 individual contracts. No offerings of group
variable insurance were reported.

% There were no group contracts reported. Two companies failed to report the amount
of life insurance in force under these contracts. The other six reported a combined total of
$41.8 million in force.
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which will increase the death benefit in proportion to the increase in
the Bureau of Labor Statistics Consumer Price Index (“CPI”).
Normally this requires an additional (variable) premium payment
each year, although some policies simply use the policy dividends to
purchase additional paid-up insurance or term insurance depending
upon the amount required to keep pace with the CPI.

One of the companies reported selling a policy with fixed benefits,
but under which premiums vary inversely with the interest rate on
long-term Treasury bonds. In the sample policy submitted the
initial preminm assumed a long-term Treasury bond yield of 4.75
to 525 percent. Yields above 5.25 percent reduced the premium:
yields below 4.75 percent increased the premium.

Another company utilizes a formula plan under which the death
benefit increases at a rate of three percent per year, compounded
annually for a stipulated period of years. This guarantee is available
either on a level premium or on an increasing premium plan. In the lat-
ter case, premiums increase at the same rate as benefits. None of the
index or formula plans utilize a separate investment account.

Several types of variable life policies based on investment in equity
accounts were submitted by the three Canadian insurers. These in-
cluded whole life and endowment policies and participating and non-
participating policies. In all policies the premiums were fixed and level,
but benefits varied with the investment performance of the equity
account. In most policies the policy reserve is invested partly in the
insurer’s regular general account and partly in the equity account.
In some cases the allocation between the two accounts is fixed in the
policy (for example, at 50 percent of the policy reserve in each) ; in
other policies the policyholder elects, within limits, the allotment pro-
portions (for example, in one set of policies the policyholder can elect
a 25 percent, a 50 percent or a 75 percent interest in the equity account).
In some, but not all, policies where there is a debt-equity investment
mix, there is also a guarantee that the death benefit will never fall below
the face amount of the policy. In one endowment policy where only an
equity fund is employed, there is no guaranteed minimum benefit at
death or at maturity.

Where policy loans are permitted, they are limited to that portion
of the policy’s cash value which is alloted to investment in the general
account. The policyholder does ordinarily have the right to convert the
policy into a regular (fixed) participating policy which will, of course,
contain policy loan privileges.

In the endowment policy where all the investment risk is assumed
by the policyholder, the cash value of the policy equals the value shown
in a standard table plus (minus) tk:e amount by which the total value of
the policy’s investment assets exceeds (is less than) the total amount
applied to its purchase. The policy may be surrendered for its cash
.value at any time.

In policies where the insurer provides a partial investment guaran-
tee, the cash value and policy reserve is increased or decreased each
vear according to the investment performance of the equity account.
Only a total return in excess of the assumed rate of return on the
guaranteed portion (in one case) or in excess of the net rate of return
earned on general account assets the preceding year (in another case)
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will result in an upward adjustment in the policy reserve and cash
value.?

Although U.S. companies are not yet offering variable life insur-
ance policies, the concept seems to be widely accepted in the industry **°
and the ground work is being laid for such a product. The concept
was approved by the National Association of Insurance Commis-
sioners (“NAIC”) at its December, 1969 meeting and the NAIC has
adopted a model variable contract law and accompanying regulations.
As of the middle of 1970, eight states, including New York, had
spectfically authorized, through statute or regulation, the sale of
variable life insurance. It has been estimated that issuance of variable
life insurance contracts is generally permissible in a dozen additional
states.’* The Commission staff has recently begun discussions with a
task force of the Subcommittee on Variable Contracts and Separate
Accounts of the Joint Legislative Committee of the American Life
Convention and the Life Insurance Asociation of America aimed at
exploring the applicability of federal securities laws to variable life
insurance.

Some clues regarding characteristics of variable life insurance poli-
cies favored by major U.S. insurers can be found in recent papers
dealing with the design of variable contracts prepared by several
New York Life Insurance Company actuaries.’*? T'wo major features
of policies likely to be offered are (1) a fixed level premium, and
(2) a guaranteed minimum death benefit. It is contemplated that the
entire reserve would be invested in an equity separate account. There
would be a guarantee that the death benefit would never be less than
the face amount of the policy, but the investment experience of the
separate account would be reflected in possible increased death bene-
fits above that minimum and in the cash surrender and nonforfeiture
values. Those values will probably not be guaranteed as to dollar
amount as in permanent fixed-benefit life insurance. It apparently
is not feasible to guarantee that cash surrender values under a variable
policy will never be less than under a corresponding fixed benefit
policy.”* Policy loans in the form used under fixed life insurance
policies would probably not be used under these contracts.’** The
variable insurance statutory amendments which have been enacted
would permit a wide variety of contractual features in such policies.
However, at least in part for purposes of focusing upon the applica-

% Either one or the other of these stipulated rates of return is used depending on the
insurer. The stipulated rate is the rate that must be earned to provide the cash value
increase specified in the guaranteed portion of the contract. Total return falling short of
thtlz assumed (or actual general account) rate will, of course, reduce the reserve and cash
value .

100 Consequently, it appears that there will not be a repetition of the Industry infighting
which characterized the development of the variable annuity.

101 See the paper by Edwin M. Jones, “Variable Life Insurance—Significant Legislative,
Legal, Tax and Planning Aspects’ delivered before the Section of Insurance Negligence, and
Compensation Law, American Bar Association Annual Meeting, St. Louls, August 10, 1970.

102The seminal paper on which discussion appears to have been focused is John C.
Fraser, Walter N. Miller and Charles M. Sternhell, ““Analyses of Basic Actuarial Theory
for Fixed Premium Variable Benefit Life Insurance,” presented at the Annual Meeting of
the Society of Actuaries, Boston, November 1969. Also see Charles M. Sternhell, “Talk on
Variable Life Insurance” delivered at the American Bar Association Annual Meeting, St.
Loulis, August 10, 1970 (‘“‘Sternhell”),

1 See Sternhell. 15,

104 The New York insurance law was amended to eliminate the requirement of a policy
loan provision for variable policies. Policy loan provisions are permissible, however. See
Edwin Jones paper, above note 101, at 7-8, for a discussion of the features such a pro-
vision might have to Include. The Jones paper provides a convenient summary of the
changes which were made in the New York statute to accommodate variable policles,
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bility of federal securities laws, the industry is attempting through
the American Life Convention-Life Insurance Association of Amer-
ica (“ALC-LIAA”) task force to narrow the characteristics of con-
tracts being considered. .

For most life companies permanent individual life insurance poli-
cies continue to be their most important product and the biggest con-
tributor to their asset growth. By comparison, individual annuity
contracts, as seen above, have always been of distinctly secondary
importance. Thus, it would not be appropriate to assume that the
relatively unimpressive sales of individual variable annuity policies
portends a similarly minor impact for variable life insurance. On
the contrary, many observers in and out of the life insurance industry
cxpect varlable life insurance to be a very significant product, pre-
cisely because it permits some equity type benefits and risks to be
reflected in the familiar context of cash value insurance policies.
The ability to offer such policies on a traditional level premium
basis and to include a minimum death benefit guarantee are consid-
cred especially valuable marketing features.

Consequently, of the individual equity based products discussed,
variable life insurance seems, on the basis of present information, to be
by far the most significant in terms of its potential impact upon insur-
ers’ investments in equities. Mutual fund assets do not, of course,
represent assets of life insurance companies and in any case the funds
created by insurers have yet to attain significant growth. Variable
annuities have to date been responsible for only a negligible shift of
insurer assets from debt to equity instruments. The major product
development in recent years which has generated an increase in life
insurers’ investment in common equity securities has been equity fund-
ing of insured pension plans through separate accounts. The following
section analyzes the life insurance industry’s role in the competition
for pension funds, the forces producing equity funding alternatives
and the extent to which pension-benefit plans are using insurers for
this purpose.

D. LIFE INSURANCE COMPANIES AS FUNDING AGENTS FOR PENSION-BENEFITS
PLANS ! THE GROUP ANNUITY BUSINESS

1. An Overview

Analysis of the competition for the management of funds generated
by pension-benefit plans is important to a study of the impact of in-
stitutional investors on the capital markets for at least three reasons.
First, pension funds are important because of their current size.
At the end of 1969, assets of private noninsured pension funds
amounted to $97 billion, reserves of private pension plans funded
with life insurance companies totaled $38 billion and state and local
government retirement systems had accumulated assets of $51 bil-
lion.' These funds combined have grown over tenfold during the
past two decades.

105 Asset figures are from the Federal Reserve Board of Governors, Flow of Funds.
Insured reserves are from the Institute of Life Insurance. There are, of course, additional
assets in_the Federal Civillan Employees, Raiiroad Retirement System and Old Age and
Survivor Insurance programs.
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Second, pension funds are important to the Study because of a
pronounced trend toward investing an increasing proportion of their
assets in equity securities.»° ‘ ) )

Third, the prospects for continuing high growth rates in pension-
benefit plan assets are favorable, and continuing shifts in the com-
position of these assets toward equity securities are probable, par-
ticularly for insured and state and local government plans.**

The rapid growth of pension plans during the past 25 years is at-
tributable to various economic and social pressures which resulted in
the establishment of a legal framework which makes terms of pension
plans subject to mandatory collective bargaining and a tax framework
which offers substantial inducements to prefunding of pension plans
so long as they meet minimum Internal Revenue Service standards.?8
The assets accumulated under pension-benefit plans are most often
managed by bank trust departments and life insurers although some
plan assets are internally managed and some investment advisory
firms have succeeded in bringing significant amounts of pension funds
under management in recent years. Some pension plans have chosen
to split the assets generated by contributions among two or more fund-
ing agents. The choice of funding agent(s) is normally regarded as a
major decision made in conjunction with the design of a pension plan,
and sometimes for larger plans, with the advice of the employer’s
pension-benefit plan consulting firm. These consulting firms, variously
known as consulting actuaries, employee benefit firms, insurance brok-
ers or pension consultants, play a major role in the design of a plan
and consequently affect employers’ choice of an insured funding me-
dium as opposed to a bank trusteed or other funding mechanism.

Contemporary pension-benefit plans are quite complex instruments
which require the services of many technical experts including actu-
aries and accountants and a great deal of administration and record-
keeping. Funding agents are sometimes employed strictly as invest-
mlent managers, %uit often also supply other services needed by the
plan.

This section analyzes the types of services supplied by life insurers
including particularly their investment management services, the suc-
cesses and failures ot insurers in the competition for the privilege of
managing pension monies, and the process of growth in'this phase of
insurers’ business. The development of special separate equity invest-
ment accounts designed to serve pension-benefit plans is described as
a key factor among several life insurance company responses to an
unfavorable competitive position vis-a-vis banks and other investment
managers. As a result of the creation of these separate accounts and
increased flexibility in insured contracts, innovation in the method
of crediting investment return to contracts and favorable changes in
the tax statutes, life insurers are currently in a much more competitive
position with respect to relatively large pension-benefit plan cases than
was true during the 1950’s and early 1960’s. The explanation of these
developments begins with an examination of the characteristics of
traditional insured contracts.

1% See ch. II1.2 and ch. VIII C, D, and E.

17 Many of the larger noninsured private plans are already heavily invested in equities.
The movement toward equities in insured plans and in state and local overnment retire-
ment systems is relatively recent and large-scale shifts are still possible.

1% See ch. VIIL.B.4.a, for the IRS qualification rules and procedures.
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9. Insured Pension-Benefit Plan Contracts

a. General characteristics

Historically, life insurance company contracts were distinguished by
the various guarantees contained therein, aad insurers stressed the
value of these guarantees in the process of soliciting pension business.
For a price which is included in the premiums or considerations re-
quired to achieve a specific set of plan objectives, an insurer will pro-
vide guarantees that cover preservation of principal, minimum invest-
ment return, premiums at which annuities for eligible employees
can be purchased, life income or income of a given amount for a
specified period for retired employees or other beneficiaries and
actuarial, administrative and other expenses. Thus, insurance com-
panies are prepared to assume all investment, mortality and expense
risks which otherwise would be borne by the employer and/or the
plan participants. Although these features apparently remain
attractive to many smaller employers, during the late 1940’s and.
1950’s many employers became disenchanted with the traditional group
annuity approach to funding their retirement plans and reduced their
contributions to insured contracts, or where possible, terminated
such contracts. This phenomenon appears to have been induced by
multiple causes, but a basic reason was that larger employers in par-
ticular came to doubt the value of annuity contract guarantees com-
pared to their cost. The costs objected to included contractual fea-
tures which tended to be a byproduct of the guarantees and had
the effect of locking employers in an inflexible position.

Flexibility in pension plan design can encompass a number of dif--
ferent elements. Employers may seek flexibility in the amount and
timing of plan contributions. Within limits the timing and size of con-
tributions to a trusteed (noninsured) pension plan can be adjusted
to the firm’s current financial position. For a plan funded on a sound
actuarial basis the sum of the present value of future contributions and
the existing assets must be equal to the present value of future liabil-
ities. The determination of the present values of future contributions
and liabilities involves a host of actuarial assumptions concerning fu-
ture investment return, mortality, plan expenses, the number of em-
ployees acquiring benefit rights, the number delaying retirement, etc.'*
Employers utilizing a trusteed plan may, in conjunction with their
pension consultants, choose assumptions which are substantially more
optimistic than those recommended by insurers with a consequent re-
duction in the contributions required to achieve a target level of
benefits, at least until unfavorable experience necessitates increased
contributions.

Flexibility may also have to do with the timing and manner in
which benefit levels are computed, and the mechanism by which
benefits are paid. In many instances, flexibility is viewed in terms of
the employer’s ability to adapt investment policy to the needs of
the plan and his ability to shift plan assets among funding media
quickly and without penalty. As interest rates rose during the 1950’s
from depression and wartime lows, and inflation and collective bar-
gaining results placed increasing pressure upon employers, a more

19 The current asset value also involves assumptions implicit in the valuation method
utilized.
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acute investment consciousness developed. For reasons set forth below,
(sec. 3.b.), life insurers suffered competitively in this environment
relative to bank trust departments and other funding agents.

b. Types of insured comtracts

All funding instruments can be classified as to whether they are
(1) allocated, or (2) unallocated instruments. One form of allocated
instrument currently “allocates” plan contributions to purchase in-
surance or annuity contracts for the individual participants. Unallo-
cated funding characterizes arrangements where contributions are
accumulated 1n an undivided fund which ultimately will be used as
a direct source of funds from which benefit payments are made or
annuities purchased for eligible employees at retirement or prior
termination of employment.’® Allocated instruments offered by life
insurers include individual insurance and annuity contracts, group
permanent insurance and the most common allocated instrument, the
group deferred annuity contract.

Under.a group deferred annuity contract benefits are normally
provided through the annual purchase for each participant of a
paid-up deferred life annuity. Past service benefits may be purchased.
This is usually done on a periodic basis after the plan is placed in
force. The premium rate at which annuities can be purchased is
generally guaranteed for five years. Premiums are based on mortality,
Interest and expenses including provision for contingencies and, in a
stock company, for profit.

For employers who are seeking flexibility in plan provisions, funding
procedures or investment policy, allocated funding instruments will
not be attractive. Unallocated funding instruments offered by insurers
are called deposit administration contracts. Under this arrangement,
annuities are purchased for plan participants, if at all, only at retire-
ment or upon termination of employment with vested rights. Funds
are accumulated on actuarial principles selected by the employer in,
a manner similar to a trusteed plan. However, the employer or plan
trustees may avail themselves of interest, principal, premium rate or
other guarantees used by the insurer, or they may elect little or nothing
in the way of guarantees.'!

Under deposit administration contracts, contributions are not made
according to a predetermined fixed schedule, but are adjusted in ac-
cordance with the plan’s experience. The employer is responsible for
maintenance of an adequate fund. Benefits can be flexibly determined,
for example, they need not be restricted to a formula that requires
the purchase of a unit of benefit or the application of a specific purchase
price in each year of service as in group deferred annuities. Although
deposit administration contracts usually assume benefits will be paid
in accordance with a specific annuity form-—normally life annuity—
the formula and the mechanism of payment is flexible.

10 See Dan M. McGill, Fundamentals of Private Pensions, (2ed. 1964) (“McGill”) for a
tiiescriptlon of the various assoclated funding (ch. V) and unallocated funding (ch. VI)
- Instruments.

11 Minimum guarantees are often required under state insurance law but insurers write
contracts to provide as little as possible (consistent with statutory or regulatory rules),
in the way of guarantees or annuity options if the customer so desires.
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Under the “direct rated” or “immediate participation guarantee”
(“IPG”) form of deposit administration contract a plan’s current
mortality, investment and expense experience is immediately recog-
nized in the plan’s experience and the employer’s contribution is
adjusted accordingly. In these arrangements there is no separation
of the fund between active and retired lives for experience rating
purposes. )

In recent years a number of insurers have directed special attention
to the so-called “tax sheltered” or “tax deferred” annuitir field, which
encompasses group contracts issued to employers eligible under Sec-
tion 403(b) of the Internal Revenue Code. Such employers include

ublic school systems and charitable organizations qualifying under
Iéection 501(c) (3) of the Code.’'? Also receiving considerable atten-
tion are the so-called “H.R. 10 plans” established in accordance with
the Self-Employed Individuals Tax Retirement Act.’3 These markets
have been regarded by many companies as the major potential sources
of demand for group variable annuity contracts. The 403(b) area is
apparently considered particularly attractive.!*

3. Life Insurers and the Competition for Management of Pension-
Benefit Plan Assets

a. Postwar trends

In the early post World War II period, at the point when collective
bargaining agreements began to play a major rule in pension plan
design, private pension plan funding was split about equally between
insured contracts on the one hand and various trusteed arrangements
on the other. Subsequently life insurers fell behind noninsured funding
arrangements in the competition for management of pension plan as-
sets. This experience is depicted in Table VI-11 which shows the flow
of savings through insured pension plans as contrasted to savings gen-
erated by the growth of private noninsured plans and state and local
government retirement systems.!!s

These data show a steady deterioration in the share of savings
through pension plans which flowed to insurance companies during the
1950’s and ‘at least to the mid-1960’s. Table VI-12 summarizes these
savings figures for insured and private noninsured plans in percentage
terms and breaks out the last five years individually. There is some
indication in these figures that by the late 1960’s, insurance companies
may at least have succeeded in preventing further erosion in their share
of savings through pension plans,

12 As originally enacted, § 403(b) of the Code provided that If an organization qualify-
ing under § 501(c)(3) purchased a nonforfeitable annuity contract for an employee, the
employee would not be taxed in the year of contribution even though the plan under which
the contract was purchased did not qualify under § 401(a). In 1958, § 403 (b) was amended
to Hmit the amount of employer contribution on which tax could be deferred. In 1961 the
section was amended to extend to public school employees the same tax benefits enjoyed
by employces of § 501(c) (3) organizations,

13 Pub. L. No. 87-792, 796 Stat. 809 (1962).

114 See Paul A. Campbell, The Variable Annuity, 52-53 (Connecticut General Life Insur-
ance Company, 1969).

15 Some state and local retirement systems are funded through insurers but data on the
division of these funds between various funding media are not available over time. See ch.
VIILE.l.a for a breakdown of assets of the largest systems by manager type.



Table VI-11

Saving Through Various Pénsion Funds
1946 - 1969

(billions of dollars)

, : State and Local

Insured Private Noninsured Government
Period Pension Reserves Pension Reserves 4 Pension Reserves
1946-1949 $ 2.1 $ 2.3 $1.5
1950-1954 $ 5.2 ' $ 8.7 ) - $5.2
1955-1959 $ 7.6 $15.0 . $ 7.8
1960-1964 $ 7.8 $21.6 $12.5 . =
1965-1969 $12.7 $31.0 4 $21.2 )

Note: 'Saving is estimated as equal to changes in reserves of plans administered by life insurance
companies (column 1) and net acquisition of financial assets by private noninsured and state
and local government retirement funds.

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts
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Table-V1i-12

Saving __Through _

Insured and Private Noninsured
Pension-Benefit Plans

(1) (2) (3) (4)

. Private Column (1)

Insured Non-Insured Divided by

Pension Reserves Pension Reserves Total Column (3)'

Period ($billions) ($billions) ($billions) (percent)
1946-1949 $2.1 $2.3 $4.4 47.7%
1950-1954 5.2 8.7 13.9 37.4
1955-1959 7.6 15.0 ' 22.6 33.6
1960-1964 7.8 21.6 29.4 26.5
T .

1965 2.1 ' 5.6 7.7 27.3
1966 2.1 6.1 8.2 25.6
1967 2.6 6.7 9.3 28.0
1968 2.9 6.4 9.3 31.2
1969 3.0 6.2 9.2 32.6

Note: For the definition at savings, see Note to Table VI-1l.

Source: Table VI-11 and Federal Reserve System,

Flow of Funds Accounts.

L¥S
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b. Explanations of the changing funding pattern

There were several factors contributing to the deterioration in life
companies’ share of pension fund business. One major cause undoubt-
edly was the inflexibility associated with group deferred annuity con-
tracts. These include the restrictive features affecting contributions,
benefits, contract termination and investment policy referred to above.
As their losses of pension plan assets to banks and other managers
accelerated, life companies respond by offering deposit administration
contracts with a wider variety of options available. At the same time,
employers with deferred annuity contracts began to seriously consider
the deposit administration mechanism. The development of separate ac-
counts made it possible for life insurers to offer investment accounts
designed specifically for pension monies and to invest these funds to
an essentially unlimited extent in equity securities.!

The authorization of separate accounts provided life companies with
a means of offering equity funding to pension-benefit plans within the
framwork of state insurance laws, But the Commission tok the view
that the principles established in the VAL/( and Prudential cases 7
applied to separate accounts used to fund fixed-benefit contracts. Thus,
such accounts were issuers of securities goverened by the Securities
Act of 1983 and the accounts themselves were governed by the Invest-
ment Company Act of 1940.

Lengthy discussions between insurers and the Commiission ensued,
resulting in the promulgation in 1963 of Rule 3¢-3 ¥ under the In-
vestment Company Act and Rule 156 1** under the Securities Act.
The former went a long way toward providing exemptions from the
Investment Company Act to tax qualified group annuity contracts,
while the latter exempted such contracts from the registration and
prospectus requirements of the Securities Act. But the Rule 3¢-3 ex-
emption was not available to plans permitting allocation of employec
contributions to separate accounts, nor to plans permitting variable
payouts. In 1964, the Rule was amended to permit the payment of
variable amounts.!2

For approximately the next five years, most companies wishing to
do business not meeting the requirements for exemption had to proceed
by registering their separate accounts as investment companies and the
interests therein as securities. The two exceptions to this requirement
were companies that sought to offer group contracts for FL.R. 10 plans
and companies offering contracts giving employees an option between
fixed and variable payouts at retirement. As to the H.R. 10 contracts,
the Commission staff stated that it would take no action under the
Investment Company Act as long as the Securities Act provisions were
complied with. As to the companies offering “option” contracts, the
staff initially took the position that such contracts did not prohibit

16 The first statutes authorizing separate accounts were enacted in 1959 in Connecticut
and New Jersey ; New York passed enabling legislation in 1962 and all states except North
Dakota now permit separate accounts to he used with penslon-benefit plans.

Prior to the creation of separate accounts no means existed for insurers to offer in-
vestment management tailored to pension-benefit plan needs. Although, insurers are
severely restricted with respect to equity investment in their general investment fund.
separate accounts are not restricted with regard to the proportion of assets invested in
equities. See sec. F.3.b.

17 See the discussion of these cases in sec. C. above.

18 SEC Investment Company Act Release No. 3605 (Jan. 7, 1963).

110 SEC Securities Act Release No. 4627 (Aug. 1, 1963).

120 SEC Investment Company Act Release No. 4007 (July'2, 1964).
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allocation of employee contributions to the separate account, and there-
fore were not exempted by Rule 3c-3. But the staft issued “no-action”
letters similar to those issued to companies offering H.R. 10 plans. In
1969, the Commission further exempted contracts funding qualified
pension plan business, including H.R. 10 plans, whether or not em-
ployee money was allowed to be allocated to the separate account.'*

The recently enacted Investment Company Amendments Act of 1970
(Pub. L. No. 91-547, December 14, 1970) provides statutory exemp-
tions to various funding mechanisms of tax qualified pension-benefit
plans. The history of federal regulation of insurance company sepa-
rate accounts and the import of Public Law 91-547 are discussed in
detail in chapter VIII.722

As shown in Table VI-13, assets only began flowing into separate
accounts in the mid-1960's. The critical events which made operation
of separate accounts feasible were the New York state enabling legis-
lation, enacted in 1962, capital gains tax exemption also obtained in
1962, and the Commission’s Rule 3¢-3 promulgated in 1963. Since
doubled every year up to 1969.12

Another major difficulty faced by life companies during the 1950’s
and early 1960°s was the uncompetitive rate of return which they could
offer on new considerations received from the group annuity business.
This was a major problem because it applied to pension plans which
were satisfied with the fixed-income investment funding media, which
was all life insurers were than able to provide.

TABLE VI-13.—ESTIMATED PENSION RESERVES FUNDED IN SEPARATE ACCOUNTS
(Millions of dollars)

End year, 1964-1969
Amount

SOURCE : Institute of Life Insurance.

A combination of several factors was responsible for insurers’ un-
competitive position. These factors included :

(1) the method used by life companies to credit group annuity con-
tracts with investment earnings; ’

(2) the fact that interest rates were on a significantly upward trend
after two decades of very low rates;

(3) the fact that because life insurance companies have very long-
term liabilities they have tended to invest in relatively long-term debt
instruments; and

(4) the fact that, as noted, the great flood of new money into pen-
sion plans occurred after 1950.

11 SBC Investment Company Release No. 5741 (Amended Rule 6e-1) and SEC Securities
Act Release No. 4986 (Rule 156) (July 15, 1969).

12 ch, VIIT B.8.b and e.

13 See below notes 132 through 144 and accompanying text.

12 See sec. Il dealing with separate accounts below. The failure of separate account
assets to double in 1969 is attributable more to the decline in stock prices In that year
than to a reduction in the rate of new funds brought into separate accounts. However, the
growth rate does appear to have declined significantly in 1970.
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Investment results are credited to a group annuity contract’s ex-
perience record, sometimes referred to as an experience fund. This
fund represents the accumulated record of premiums and deposits
g‘fmid, Investment earnings less expenses charged, and benefits and

tvidends paid. The amount available for dividends or credits is a
function of the difference between the value of this experience fund
and the actuarially determined value of the insurers’ liabilities under
the contract. The traditional method of crediting investment earn-
Ings was to use a single aggregate rate of portfolio return applicable
to all group annuity contracts. Computation of this rate was not per-
formed in a uniform manner among life companies but often some
adjustments of the gross earnings rate were made, to reflect invest-
ment expenses, taxes and capital gains and losses.?#

The use of the average aggregate rate of return crediting method
placed life companies in an increasingly untenable competitive posi-
tlon as interest rates continued to rise.’?® The average earnings rate
on life company portfolios only gradually reflected rising interest
rates since many debt securities and mortgage loans in life company
portfolios had been acquired 10, 15, 20 or more years earlier and car-
ried quite low contract yields. Borrowers obviously were seldom ac-
celerating repayments on these loans. On the other hand, as seen above,
a large proportion of pensions assets represented contributions of re-
cent vintage and employers expected, and could obtain through use
of noninsured funding agencies, reflection of the higher current rates
in their fund results.

The only feasible means of dealing with this problem aside from es-
tablishment of separate accounts was to change the method of credit-
ing investment return. Therefore, during the late 1950’s insurers de-
veloped the “investment year method”.?” The objective of this method
is to reflect the investment yields at which dollars were invested as
they became available from net contributions and from turnover of
assets generated by past contributions. Numerous varieties of the
method are in use, but essentially funds received are credited with the
net rate of return earned during the year in which they were received.
Some formidable technical problems have to be solved in formulating
such a method including the development of a system which properly
allows for portfolio asset repayments and sales and the reinvestment
of these funds at the yields then existing.'?

In principle, the investment year crediting method should reduce
inequities among policyholders and contractholders if the method is
applied to all lines of business and companies are restricted from

125 Most companies recognized only realized gains and losses and often used a smoothing
formula to spread any single year's results over several years.

1% The problem under consideration is essentially a general account problem. Com-
mingled separate accounts commonly use units of participation or similar devices which
assure that the value of any participant’s interest in the account reflects the timing of its
contributiong and withdrawals.

127 Also known as “the select and ultimate method,” “the investment generation method"
and ‘‘the new money method.”

12 For technical expositions of the investment year method see Willinm K. White, “The
New Money Interest Rate Method for Group Insured Pension Plans” The Journal of the
American Society of Chartered Life Underwriters, Vol. XIV at 70~-158 (Spring 1970\
and Edward A. Green, “The Case for Refinement on Methods of Allocating Investment
Income,” Transactions of the Society of Actuaries, Vol. XIII, at 52-308 (1961).
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switching back and forth between crediting methods.’® Older plans
for which current contributions are a relatively small proportion of
the accumulated fund would have been better off under the average
rate of return system. However, such plans are the least likely to be
removed from the funding insurance company. Thus, from a competi-
tive point of view, adoption of an investment year crediting method
made eminently good sense to most insurers and the companies most
active in the group annuity field have adopted some variety of this
formula.

The significance of its adoption has been accentuated by the con-
tinued general uptrend in interest rates through the 1960%. It is diffi-
cult to express the impact of use of the investment year method quan-
titatively because insurers vary widely in their treatment of such
things as taxes, investment expenses, loan commitment fees, realized
capital gains and losses, and unrealized capital gains and losses in
computing their “new money” rate. However, it appears that during
the 1960’s use of the investment year crediting method generally pro-
duced rates of return one ito two interest points higher than the group
annuity composite rates that would have been credited in the absence
of a “new money” rate.’*® It is certainly conceivable that much Jarger
shifits of pension plan assets away from insurers would have occurred
without adoption of the investment year method.'3

A final element which affected life insurers’ ability to compete for
pension funds is taxation. The relevant taxes include federal taxation
of investment income and state and local government taxation of
premiums and investment income. The normal tax advantages to a
qualified trusteed plan include deductibility of employer contributions
to the plan, the deferral of employee taxes on employer contributions
made in their behalf until the time at which benefits are received and
the tax deferral granted all investment earnings including capital
gains on funds accumulated within the pension plan until they are
reflected in benefit payments. Prior to the Life Insurance Company
Income Tax Act of 1959,%2 life insurance companies were taxed solely
on investment income. No special recognition was allowed for that
portion of companies’ general account assets attributable to qualified
pension plans. Consequently dividends or employer credits to insured
group annuity contracts were based on investment earnings after

12 In recognition of this problem some states have placed conditions on the use of such
methods. An amendment to Regulation 33, promulgated by the New York Insurance
Department effective January 1, 1962, required any company adopting the method to
credit individual group anuuitv contracts, to also use it to allocate investment earnings
amonqg and within lines of business, to applv the method prospectively only and to use it
for allocation of capital gains and losses. Reversion to an average rate of return method
is permitted only within a plan approved by the Superintendent of Insurance and de-
signed to make the conversion gradual. McGill above note 110 at 168-169.

130 That is, for example, contracts were credited with a 6 or 7 percent yield instead of
5 percent. This is estilnated on the basis of annual rates of return supplied by insurers in
response to questionnaire Form I-51, question 17,

13 Of course, the aggregative average rate of return will look more attractive if yields
move into a prolonged downtrend from their historic 1969-1970 peaks. Some insurers are

- offering (and advertising extensively) options on deposit administration contracts (ineclud-
ing direct rated contracts) under which the employer’s experience fund will be credited
with the ‘“new money” rate, unless the ‘“‘new money” rate falls below a guaranteed rate
(e.g. 7 percent) in which case the guaranteed rate will be credited. This sort of guarantee
is generally good for a period of three to five years. Insurers’ practice of committing invest-
ment funds many months and sometimes two or three years in advance at yields determined
as of the commitment date makes such guarantees feasible.

12 Pyb. L. 86-89, 73 Stat. 112,
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taxes. This did constitute a competitive disadvantage, but since the
tax rate applied tto life companies’ investment income was relatively
low, the federal income ttax inequity probably did not constitute as
serious a competitive problem as did the factors discussed previously.

Specifically, during the 1950’s life companies were taxed under stop-
gap legislation, designed to collect some taxes from the companies
while the Treasury, Congress and the industry were attempting to
formulate a permanent tax act specifically applicable to life insurers.
The Revenue Act of 1951 taxed life company investment income, net of
allowable expenses, at a flat rate of 6.5 percent.’3® This Act remained in
force via annual extensions through 1954. During 1955-1957, life com-
panies were taxed at a 7.8 percent rate under the “Mills Bill.” 1 This
Act also broadened the tax base somewhat by expanding the definition
of investment income *** and by eliminating the 85 percent dividend
deduction available to most taxpayers.

Beginning with the taxable year 1958, and continuing to the present,
life companies have been taxed under the Life Insurance Company In-
come Tax Act of 1959.1% This Act taxes underwriting gains as well as
investment income and was intended to increase significantly the
amount of tax revenues collected from life insurers. The Act (includ-
ing 1962 amendments) does, however, exempt from federal income tax
the investment earnings from the reserves of qualified pension and
profit sharing plans. The only federal tax which is generated in this
line of business arises from earnings attributable to (1) reserves for
nonqualified plans and (2) surplus funds of the entire group annuity
line. Since 1962 there do not appear to have been any federal tax
inequities which have significantly affected insurers’ ability to attract
and retain group annuity business.

The Life Insurance Company Income Tax Act of 1959 imposes a
tax on life insurance company taxable income at ordinary corporate
rates.

Life insurance company taxable income is defined as the sum of the
following : :

(1) The company’s taxable investment income (described below),
or its gain from operations if the latter is less than its taxable invest-
ment income ;

(2) An amount equal to 50 percent of any excess of gain from
operations ¥ over taxable investmnt income ; and

(3) The amount subtracted from the policyholders’ surplus account
for the taxable year.!®

133 Actually 3.5 percent on the first $200.000 of net investment income and 6.5 percent
on the remainder. Provisions were included for handling tax-exempt interest derived
frodm state and local government obligations and for permitting the intercorporate dividend
deduction.

13+ Pub., L. 84-429, 70 Stat. 56 (March 13, 1956). The actual tax rate was 3.75 per-
cent on the first million dollars of net investment income and 7 8§ percent on the remainder,

15 Added to the income base were royalties, commitment fees, mortgage prepayment
penalties and income from non-insurance business.

1% Pub., L. 86-89, 73 Stat. 112. Generally, the Act was effective as to taxable years
beginning after December 31, 1957. .

137 Int, Rev. Code of 1954, § 802(a). In the case of capital gains, an alternative tax
is provided which is egunivalent to the capital gains tax for ordinary corporations.
Int. Rev. Code of 1954, § 802(a)(2).

138 The gain from operations is based on the total income of the life iqsurance company,
including its share of investment income, but since taxable investment income is handled
separately, “gain from operations” relates mostly to underwriting income rather than
investment income.

130 Basically, this 1s the amount, determined under Int. Rev. Code of 1954, § 815, of
previously untaxed underwriting income distributed in the taxable year to stockholders.
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Taxable investment income is defined as an amount (not less than
zero) equal to the excess of net long-term capital gain over net short-
term capital loss plus the life insurance company’s share of investment
yield (described below), reduced by the sum of certain items, includ-
ing the company’s share of the 85 percent dividends received deduc-
tion,™ The investment yield is determined by deducting investment
and similar expenses from gross investment income, which includes
the gross amount received from interest, rents, dividends and royalties;
from the entering into of any interest, rent or royalty producing
leases, mortgages or agreements; from any trade or business other
than the insurance business; plus any excess of net short-term capital
gain over net long-term capital loss.** The policyholders’ share of
investment yield ¥ is excluded from taxable investment income.'*

The discussion above applies to life insurance companies’ general

“accounts. The separate accounts are covered by special provisions.
In essence the taxable income of a separate account is computed separ-
ately from the taxable income of a company’s general account. The
investment yield is separately computed and accounted for with re-
spect to the various income, exclusion, deduction, asset, reserve and
other liability items properly attributable to separate accounts. Like
the investment vield of the general accounts, it is then reduced by
taking various deductions, including the company’s share of the 85
percent dividends received deduction, and the amount of taxable in-
vestment income is determined. Special provisions govern the deter-
mination of the policyholders’ share of investment yield and thus, the
ultimate determination of the amount of the taxable investment in-
come. Since the policvholders’ share of separate account investment
yield is usually over 90 percent, the effective rate of tax paid at the
insurance company level on what is left after taking the 85 percent
dividends received deduction is minimal.

Since the policyholders’ share accounts for most of the investment
yield, short-term capital gain (part of a separate account’s investment
yield) is very nearly tax free at the insurance company level. Long-
term capital gains of separate accounts funding nonqualified plans are
subject to the normal corporate capital gains tax. To the extent that
asset appreciation for separate accounts used to fund tax qualified
plans has been reflected in reserves or other items used to calculate gain
or loss from operations, there is no capital gains tax on the assets of
such accounts.**

State and local taxes remain in a few states, but there has been a
marked trend away from premium taxes, and in most important states
premium taxes specifically exclude from taxation premiums and con-
siderations received on annuity contracts issued in conjunction with
plans qualified under Section 401 of the Internal Revenue Code.

. Insurers’ view of their position in the competition for management
of pension funds.

Insurance companies responding to the Study’s questionnaire deal-
ing with the group annuity business were provided an opportunity to

uo Tpt, Rev. Code of 1954, § 804(a) (2). .

141 Int, Rev. Code of 1954, § 804(b). All other capital gain is excluded from gross invest-
ment income.

42 Ag determined under Int. Rev. Code of 1954, § 804(a).

143 Int. Rev. Code of 1934, § 804(a).

144 For accounting purposes, tax qualified and non-tax qualified plans are often funded
in different separate accounts.

53-940 0—71—pt. 2——28
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evaluate the factors which affect the competition between insurers and
bank trust departments for the management of assets of relatively
large pension-benefit plans.**> Their responses are relevant to the com-
petitive environment, as of the reporting date; that is, Spring 1970.

Insurers of all sizes regard their ability to offer a package of ac-
tuarial, administrative and investment services as the most important
competitive advantage they hold over banks, which do not offer ac-
tuarial services in particular. Also of considerable importance to
many companies is their ability to provide investment, mortality and
other guarantees. These two factors constitute the means by which
insurers have traditionally been able to differentiate the services they
can provide pension plan customers from those obtainable from banks
or other investment managers. In light of the discussion above which
indicated that some large plans have turned away from many insurer
guarantees and actuarial services in the past twenty years, it is not
surprising to find that smaller companies appear to value these factors
more highly than large companies. Nonetheless, they were cited as the
two greatest competitive advantages by the preponderance of insurers
of all sizes.

Aside from these services, the remaining factor most often men-
tioned as a significant competitive advantage was the ability of life
insurers to offer related benefit programs such as group term insur-
ance, disability income and medical coverage. Insurers who offer these
products do appear to gain some advantage from them in terms of
production of customers for the group annuity department. One rea-
son for this is that active participation in these lines of business assists
insurers in developing close relationships with insurance brokers who
serve as pension consultants as well and are thereby sources of referral
for pension business. In addition, some companies with substantial
property and liability company affiliates indicated that these com-
panies’ agents and brokers are significant sources of group annuity
business introductions.

It is also conceivable that insurers’ large lending operations produce
customers for the ~~ann annnitv department. This would seem planus-
‘hle because most life companies’ acquisitions of debt obligations are

rivate placements, so thau ciose relationships are developed between
msurers and corporate berrowers. However, these relationships were
regarded as relatively unimportant by most responding insurers. In-
formation presented in chapter XV provides some objective confirma-
tion that the tie between loan customers and pension plan customers
isnot very strong.

One of the reasons that other business relationships with employers
do not appear to insurers to be such important advantages in the com-
petition for management of pension-benefit plan assets is that such
relationships are not unique to insurers. Indeed, banks appear to have
much stronger ties between the commercial and investment manage-

15 See Study Questionnaire Form I-51, Questions 7 and 8.

ue Results of a multivariate regression aralysis reported in ch. XV actually show
a negative relationship between insurer management of a corporation’s pension plan and
lending relationships with corporations. That s, for the sample utilized an insurer is
less likely, other things equal, to be the manager of a corporation’s pensinn plan if it
is a creditor to that corporation. See ch. XV.D.
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ment portions of their business.*” Insurers of all sizes, but especially
the larger companies which account for over 90 percent of the grou
annnuity business, indicated that their greatest competitive disad-
vantage was the banks’ ability to develop close relationships with
funding employers through their deposit and loan business.

Almost as important a factor to many companies is banks’ ability
to establish closer relationships with pension consulting firms than in-
surers have succeeded in doing. Pension consultants, as observed above,
~ play a major role in pension plan design and thereby in the selection
of the type of funding agent (bank, insurer, etc.) if not the particular
investment manager. Some of these consultants began their existence
as insurance brokers, came to specialize in group life and health in-
surance when this business became significant and later added a pen-
sion plan specialty. Other firms were created specifically to specialize
in pension counseling. As suggested above, life companies are more
likely to obtain annuity referrals from the former type of firm.
There are perhaps ten or twelve major firms equipped to do business
over all or a large part of the nation. In addition, there are a great many
regional firms.

In the early 1950’s these firms began shifting their clients from in-
surers to banks primarily for the reasons discussed above; that is,
insurer’s contractual and investment inflexibility. In addition, there
has existed a certain natural competition between insurers and con-
sulting actuaries because of similarity in administrative and actuaral
services offered. This contributes to the infrequent recommendation
of insured vehicles by some consultants. Because of this, a number of
companies indicated that although actuarial services are available to
group annuity customers, these services are not actively marketed in
the hope that if insurers allow consultants to handle actuarial details
they can more reasonably expect referrals from these consultants.

One potential measure of the intensity of competition between in-
surers and bank trust departments or other investment managers is the
frequency of “split-funding™ of pension-benefit plans; that is, dividing
the plan’s assets among more than one manager. The next section pro-
vides some measure of the extent of split-funding and an appraisal of
its usefulness as an indicator of competitive intensity.

d. The extent of split-funding

Employers may choose to allocate the funds accumulated
in their employee retirement plans among two or more managers
for several reasons. The rationale for this phenomenon which
has been particularly stressed in recent years links the prac-
tice to an accentuated desire for investment performance. It is pre-
sumed that dividing the plan’s funds into several accounts placed with
competing managers will produce more aggressive and responsive man-
agement from each funding agent than could be expected if all funds
were under single management. This sense of competitive grading of
managers can be heightened by varying the allocation of net new plan
contributions each year among managers in accordance with their

17 In contrast to the results for insurance companies, the analysis in ch. XV shows
a strong positive relationship for banks between management of a corporation’s pension
plan assets and the existence of a loan relationship with the corporation. See ch. XV.D.



556

respective investment results in the previous year. Furthermore, if any
manager lags significantly behind the othefs 1n investment results pro-
duced over several years he may expect to lose future allocations or
even the entire accoynt.4?

There are several other possible explanations of split-funding. Ad-
ministrators of large pension plans sometimes feel that the funds can
be managed more flexibly and aggressively if they are managed in sev-
eral accounts rather than one very large account. Having made that
decision, it is a natural step to utilize several managers independent of
any desire to place these managers in a competitive performance race.

Historically, a substantial number of split-funding arrangements
came into being as employers diverted contributions away from insur-
ance companies during the 1950’s for reasons described above. Fre-
quently, an insured contract remained, sometimes involuntarily becaus?
the contract did not permit withdrawal of all, or any portion, of the
funds.*#®

Since the advent of the investment year crediting method some em-
ployers have voluntarily split-funded, using a bank or other manager
for the equity portfolio and utilizing an insurer in order to obtain
desired guarantees and management (in the general account) of the
fixed income portion of the portfolio.

Finally, part of the inducement to split-fund may simply reflect a
corporate desire to cement banking and insurance relationships by pro-
viding both institutions with a share of the corporate pension funds to
manage.

Because there are a number of factors which can motivate employers
to split-fund, the existence of this practice cannot be assumed to reflect
a desire to place managers in a competitive performance race. None-
theless, knowledge of the extent of the split-funding practice is use-
ful in appraising the competitive environment. In order to obtain
some measure of the extent of this phenomenon and the extent to
which insurers are conscious of the practice when it occurs with their
large customers, respondent companies were asked to supply informa-
tion on: (1) the number of their 25 largest plans which they knew to
be split-funded, and (2) the identity of the other funding agents in-
volved, categorized by institutional type. For this purpose, split-
funding was defined to include any situation where a plan’s funds were
divided among more than one manager regardless of whether the other
managers were insurance companies, banks, investment advisory firms
or an investment department internalized within the funding employer.
Specifically, insurers were asked to report on the 25 plans represented
in the largest group annuity contracts active as of the end of 1969.'
In responding to this question, insurers were requested not to check
the factual information with clients but to respond with regard to the

18 See ch. VIIL.C.1 for a summary of changes in plan managers made In recent years by
the largest pension-benefit plans.

10 See the discussion of withdrawal provisions below in sec. 4.d.(3).

160 Respondents were referred to their reporting, in Form I-51, Table 1, to determine the
largest plans. The universe of plans is limited to those group deferred annuity and deposit
administration contracts for which the insurer served as funding agent on December 31,
1969, and recelved new contributions at some time during 1968-1969. Individual policy
penlsu()]ndcontmcts, group permanent contracts, H.R. 10 and 403(b) plan contracts were
excluded.
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information available to knowledgeable persons in their companies.’*
These responses are summarized by respondent groups **? in Tables
VI-14 and VI-15. On the whole, the replies suggest a high degree of
consciousness on the part of insurers with respect to the existence of
split-funding. In some instances, however, although respondents re-
ported reasonably certain knowledge that split-funding was practiced
by a plan, they were unaware of the identity or type of the other
managing institutions. One large (Group I) company declined to
supply any information on this issue because of the uncertain accuracy
of the knowledge possessed by the company’s officers.!®

Discussion with group annuity personnel in the respondent com-
panies indicated that information on split-funding frequently was pro-
vided the company by customers or the customers’ pension consultants.
Contacts wih competing managers are another source, and some in-
formation comes from various unrelated parties. As would be ex-
pected from the multiple explanations of split-funding, employers
vary in the extent to which they inform funding insurers of their
split-funding policy. Employers who wish managers to compete ag-
gressively against each other inform the managing firms of the iden-
tity of the other players and the rules under which the race is being run.
Investment performance reports on each manager, which may be pre-
pared by the employer’s pension consultant or by brokers who provide
this service in return for designated brokerage, are circulated to all
managers. At the other extreme there were instances reported of clients
who deliberately attempted to ensure that the insurance company re-
mained unaware of any other managers, on the theory that consciously
competing managers were likely to be diverted from producing good:
long-run investment results.

N

151 This means that the data reported in Tables VI-14 and VI-15 below contain a possibly
significant subjective element and sometimes imperfect coverage of the knowledge existing
in the company. Knowledge regarding split-funding may be spread among a substantial
number of individuals in larger insurance companies, it may have been derived from many
and vutrious sources of differing reliability and it may be dated and consequently no longer
accurate.

162 Responding insurers are grouped according to the magnitude of their group annuity
reserves as described in the note to Table VI-14. Those groups differ from those used in
sec. C. Five respondents to the Form I-51 questionnaire are excluded from the tables
including one Group I insurer which declined to respond (see the remainder of the textual
paragraph) and four Group IV companies who were commercially inactive in the group
annuity business,

183 A company representative indicated that they probably had solid knowledge of the
facts regarding split-funding with respect to a quarter of their pension cases, no knowledge
of any reliability with respect to a quarter and some uncertain, often outdated, knowledge
with respect to the other half. .



558

Table VI:M
Proportion of Major Pension Plans
Funded With Respondent Insurers
Which Are Split-Funded

By Respondent Group
as of 12/31/69

(1) (2) Ratio:
« Numbers of Numbers of - Column (2)
Plans Being Split- Divided by
Respondent Reported Funded Column (1)
Group On Plans (percent)
I 125 76 619,
II 100 39 39
III 125 28 22
v 503 T2 14
All Respondents 853 215 25
Note: Respondent Group I represents 5 companies with group annuity

reserves in excess of $2.5 billion as of 12/31/69; Group II
contains 4 companies with reserves in excess of $500 million
but less than $1.5 billion; Group ILI consists of 5 issuers
with reserves between $200 million and $500 million and Group

IV consists of 21 respondents with group annuity reserves amounting
to less than $200 million

Source: Responses to Ques;ionnaiie Form 1;51, Question 9.1,
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TABLE VI-15 "

. Number of Competing Funding Institutions
_Managing Split-Funded Plans by

Institution Type and by
Respondent Group

Self
Other Investment Admin-

Respondent Insurance Advisory istered

Group Companies Banks Firms Accounts Tctal

I 42 57 6 3 io8

II 9 26 5 0 40

III 3 25 0 0 28

Iv 29 34 0 7 70
All Resp-

ondents 83 142 11 10 246

Note: Respondents are the same as those reported in

Table’ VI-14.

Source: Replies to Questionnaire Form I-51,
Question 9.2.
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Table VI-14 shows that 25 percent of the plans reported on by
the respondent insurers were known by them to be split-funded. As
expected, this percentage is highest for the largest respondents and
declines with respondents’ size (measured by group annuity reserves).
Despite the increased awareness of split-funding in recent years,
the 61 percent figure for Group I respondents is surprisingly high.
Since Group I companies account for nearly 80 percent of existing
group annuity business, this figure probably does reflect the success
realized by banks during a substantial portion of the postwar peri-
od in diverting at least part of the larger plans’ assets away from
insurers.

As footnote 152 explains, in addition to the one Group I nonrespond-
ent to this question, four Group IV companies were dropped because
their business was essentially Iimited to plans covering their employ-
ces or employees of affiliated companies, or, in one instance, because
"the company had withdrawn from the group annuity business.?s
In addition, three other Group IV companies which are represented
in these tables had less than 25 contracts outstanding as of year-
end 1969.1%

Since respondents were indicating the existence of split-funding
only where they had knowledge of its existence, there is undoubtedly
some degree of under-reporting in Table VI-14. In Table VI-15,
the numbers of funding managers involved in these split-funding
situations are identified by institution type and by respondent
group. Here there is certainly some under-reporting, since several
companies were not able to identify by type any of the competing
managers for plans which they reported as being split-funded. This
is reflected for example in the Group IV line of Table VI-15 where
a total of 70 other funding agents 1s reported although Table VI-
14 shows 72 split-funded plans in this group.’® In reporting these
other funding agents the respondents were told to count, and iden-
tify by type, where known, each competing funding agent for each
split-funded plan. Thus, a given bank or insurer was counted each
time it appeared as a funding agent. Despite some under-reporting,
the 215 split-funded plans reported in Table VI-14 produced 246
competing funding agents in Table VI-15. Nearly 60 percent of these
were banks and most of the remainder other insurance companies.!’
Curiously, banks represent a higher proportion of competing man-
agers for the Group II and IIT respondents than for the largest
(Group I) companies. Apparently the Group I companies have a
number of large cases which are $plit with other companies rep-
resented in Group I..As would be expected, Group I companies re-

1; Tlgmtkis, it was accepting no new business although still servicing cases which remained
on its books.

1685 Twenty-one Group IV companies are being reported. Since three had fewer than 25
plans the total number of plans reported on (503) is less than the 525 which would be
expected if each respondent had at least 25 plans to report.

% Since some plans have more than one funding agent in addition to the responding
insurer, the under-reporting involved is something greater than two managers.

157 Most of these companies must, of course, be respondents to Form I-51 since these
respondents account for most of the outstanding group annuity business. By the same
token, some plans are probably being counted more than once.



561

port more situations than smaller insurers where more than one com-
peting funding agent exists.

4. Recent Growth and Change in the Composition and Character of
the Group Annuity Business

a. An overview

This section analyzes in a more quantitative and specific manner
the changes which have occurred in the group annuity business dur-
ing recent years. Emphasis is placed on documenting (1) the growth
of and broad shifts in the types of contracts outstanding, (2) specific
changes in the character of insured contract provisions dealing with
transfer of plan assets to other funding agents, (3) contract fea-
tures and services available from insurers and the methods of as-
sessing the cost of these services, (4) mechanisms provided for mak-
ing benefit payments, and (5) growth in the use of equity funding
through insurers. The dynamics of the growth process itself are ana-
lyzed by separating out that portion of growth which is attributable
to the attraction of new customers net of losses attributable to cus-
tomer terminations. As a part of this analysis it is possible to obtain
some insight into the quantitative significance of various alternative
sources of new business and of the reasons for significant reductions
and terminations of business.

b. Growth and change in types of contracts utilized : 1950-1969

Tables VI-16 and VI-17 depict the broad pattern of change of types
of insured contracts outstanding over the period 1950 to 1969. The
most dramatic change evident in these tables is the increase in the
more flexible deposit administration contracts at the expense of
deferred annuities.?®s

158 Combination contracts are placed in the category to which the greater portion of
reserves are attributable.



 TABLE VI-16-- —-—

Companies by Type of Contract
Selected Years (End-Year)

" Reserves for Pension Bemefit Plans Funded With Life Insurance

($millions)
Individual
Policy
Type of Deferred Deposit Pension Other i
Contract Annuity Administration Trusts Plans Total
Year
1950 $ 4,125 $ 225 $ 700 $ 550 $ 5,600
1955 ©$§ 7,925 $ 1,075 $1, 400 $ 925 $11, 325
1960 $11,675 $ 3,375 $2,175 $1,625 $18, 850
1965 $14,225 $ 7,950 $2,550 $2,625 $27,350
1969 $12,850 $18,275 $3,525 $3,250 $37,900
Note: '"Other Plans" include Group Permanent Policies, Group Individual H.R. 10

.and 403(b) ("Tax Sheltered Annuity") plans and others unspecified types of plans.

Source: Institute of Life Insurance

c99



TABLE VI-17 . .

Payments Made Into Insured Pension-Benefit Plans Funded With_ Life Insurance
' Companies by Type of Conmtract
Durlng Selected Years
($millions) !

€9¢

Individual
Policy
Type of -~ Deferred Deposit Pension Other |
Contract Annuity Administration Trusts Plans Total -
Yeaf
1950 $640 $ 50 $170 $ 75 $ 935
1955 -~ $845 $ 220 $250 $110 $1,425
1960 $695 $ 415 $315 $190 $1,615
1965 $850 $ 905 $365 $275 $2,395°
1969 $750 $2,000 $630 $470 $3,850

Note: See Table VI-16 for a description of "other plans."

Source: Institute of Life Insurance
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This shift is particularly spectacular during the most recent pe-
riod (that is since 1965). The growth in deposit administration con-
tracts occurred, of course, as a result of substantial shifts of reserves in
existing contracts from the deferred annuity to the deposit adminis-
tration form % as well as from growth of existing deposit adminis-
tration contracts and attraction of new deposit administration cus-
tomers.

The individual policy pension trusts *¢° shown in Tables VI-16 and
VI-17 represent plans, normally used for small groups, which are
administered by trustees who are empowered to purchase individual
whole life, endowment or annuity contracts for each plan participant.
Only plans providing for retirement income are included in these
tables. As the “Note” to Table VI-16 explains the “other plans”
category includes those Group Permanent contracts which provide
for income at retirement, individual and group H.R. 10 plan contracts
and contracts with 403(b) “tax sheltered” plans among others.

Tables VI-18, VI-19 and VI-20 display annually for the years
1965 to 1969 reserves, premiums and considerations paid insurers and
pension benefit payments made by insurers by type of contract. Exami-
nation of Table VI-18 shows that deferred annuity reserves peaked
in 1967 and discloses that remarkable growth in deposit administration
contract reserves took place during 1968 and 1969. These events are
obviously closely related. A similar change in the relative importance
of these two contractual forms is reflected in the record of payments
made to insurers and pension payments made by insurers for de-
ferred annuity relative to deposit administration- contracts. (Tables
VI-19 and VI-20)

In recent years many insurers have cultivated the relatively new
markets established by (1) the Self-Employed Individuals Tax Re-
tirement Act, and (2) section 403 (b) of the Internal Revenue Code.*s*
Recent growth in insured contracts issued to self-employed individ-
uals and groups is shown in terms of reserves and annual premiums
in Table VI-21. Comparable time series data are not available for
the 403(b) tax deferred annuity contracts but as of year-end 1969
these contracts had reserves of $525 million and made premium pay-
ments of $160 million during 1969.1¢2

¢. Concentration in the group annuity business

As was observed in section B above, the concentration of business
among a few large companies is greater in the group annuity line

169 There are probably few large plans which remain entirely funded on a deferred
annuity basis.

16 Including profit-sharing trusts,

1"; See sec. C.2.e above with respect to this development in individual variable annuity
contracts.

162 Data from the Institute of Life Insurance (“ILI'). Neither H.R. 10 plan, nor 403(b&
annuity contracts are shown separately in Tables VI-18, VI-19 and VI-20. The H.R. 1
contracts are Included in the “individual policy pension trust” and “other” categories
Data on the 403(b) contracts are also included in these two categories, but some are
apparently included in the group annuity categories. The ILI has reported revised data
for 1969 showing H.R. 10 and “tax sheltered” contracts separately. This results ir some
modest reduction in amounts shown in the deferred annuity, deposit administration,
individual policy pension trusts and group permanent categories from the figures appearing
in Tables VI-18, VI-19 and VI-20.
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that in other lines of business.’®® The extent of this concentration is
depicted in Tables VI-22, VI-23 and VI-24 where, for 1969, group
annuity reserves, annual premiums and considerations and pension
benefits paid are shown for the entire industry and for each of our
sample respondent groups.'®* For greater ease of interpretation, these
dollar figures are expressed as ratios of each respondent group to the
sample totals and to the universe (industry) totals in Tables VI-25,
VI-26 and VI-27. g
The existence of substantial concentration permits the Study sample
of 40 companies to approximate a census of the industry. Thus, the
sample companies account for 96 percent of industry group annuity
reserves, 95 percent of annual contributions paid in and 97 percent of
benefits paid out.’®® Group annuity contracts for this calculation are
limited to the major deferred annuity and deposit administration
varicties. The coverage of remaining types of insured pension con-
tracts appears to be less inclusive in Tables VI-25, VI-26 and VI-27.1¢¢

163 Table VI-1 above shows that three insurers account for half of all group deferred
annuity and deposit administration contract reserves. Otber portions of group business
are also relatively concentrated. Seven insurers account for 50 percent of group life in-
surance in force and seven account for 55 percent of group accident and health premium
lncome.i’l‘he latter two estimates were provided by one of the respondent insurance
companies.

164 The respondent groupings are the same as those identified in Table VI-14. Each of
the six Group I insurers had group annuityv reserves in excess of $2.5 billion as of Decem-
ber 31, 1969. At the same date, the four Group II companies had group annuity reserves
in excess of $500 million, but less than $1.5 Dbillion: Group III consists of five insurers
having such reserves in excess of $200 million, but less than $500 million and Group IV
contains 25 companies with group annuity reserves of less than $200 million.

165 For a description of the sample selection process, see app. VILA.

1% The data on remaining contracts is less reliable, particularly for contributions and
benefit payments because of reporting gaps in the Individual company survey filings. The
most complete reporting was for reserves. According to these data, the 40 company sam-
ple accounted for about 75 percent of reserves in the residual contract categories.



TABLE VI-~-18

Reserves for Pension-Benefit Plans Fuﬁdé& ﬁigﬁ-Life Ingurénce Companies

Bv Type of Contract
Year End: 1965 - 1969 .
(Millions of dollars)

1

Year

Plan 1965 1966 1967 1968 1969
Group Annuity .
Deferred Annuity 814,225 $14,650 $14,750 $13,925 $12, 850
Deposit Administration
Group Annuity _$ 7,950 $ 9,325 $11,350 $14,450 $18,275
Individual Policy
Pension Trust $ 2,550 $-2,750 $ 2,950 $ 3,325 $ 3,525
Groﬁp Permanent $ 1750 S 775 S 800 $ 775 $ 800
Other $ 1,875 $ 1,950 $ 2,200 $ 2,500 $ 2,450
TOTAL —~ All Plans $27,350 $29, 450 $32,050 $34,975 $37,900
Source: Insfitute of Life Insurance
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Table VI-19 .

Premiums and Considerations<faid_by Pen31on-Benef1t_Funded Wlth Life Insurance Companies
[ By Type of Contract -

Ingured Pension Plans e e )

Annual Data: 1965 - 1969 ]

(Milliops of dollars)

Year

Plan 1965 1966 1967 1968 1969
Group Annuity !
Deferred Annuity S 850 $ 740 $ 755 S 735 S 750
Deposit Administration
Group Annuity S 905 $ 1,095 $ 1,255 $ 1,525 $ 2,000
Individual Policy
Pension Trust $ 365 $ 400 S 475 $ 540 $ 630
Group Permanent S 100 $ 110 S 105 $ 60 $ 105
Other S 175 $ 200 $ 230 $ 290 $ 365
TOTAL - All Plans $ 2,395 $ 2,545 $ 2,820 $ 3,150 $ 3,850

Source: Institute of Life Insurance

L9¢




TABLE VI-20

.- Life Insurance Compsanies
<asr—w-.. . -by Type of Contract [
Annual Payments: 1965 - 1969 . ... .. . .
(Millions of dollars) 1

! Year

Plan 1965 1966 1967 1968 1969
Group Annuity . P
Deferred Annuity NA $ 430 $ 445 $ 455 $° 448
Deposit Administration .
Group Annuity NA S 265 $ 335 $ 430 . $ 556
Individual Policy
Pension Trust NA $ 60 $ 170 $ 85 ' $ 93
Group_ Permanent NA $ 20 $ 20 $ 20 $ 25
Other NA S 35 $ 40 $ 40 $ 37
TOTAL ~ All Plans $ 1720 $ 810 $ 910 $1,030 $1,159
N.A. -- not available

Source: 1Institute of Life Insurance

89G




YEAR

1965

1966

1967

1968

1969

NOTE:

SOURCE:

569

"7 7T TABLE VI-21

RESERVES AND PREMIUMS PAID
GROUP AND INDIVIDUAL
H. R. 10 PLANS

FUNDED WITH LIFE INSURANCE COMPANIES
Annual 1965-69

($ millions)

PREMIUMS

RESERVES PAID 1IN
22.6 14,7
35.6 18.9
75.1 42.5
146,9 82.3
300,0 105.0

o ea— e

Reserves are as of December 31, each year.. _
Premiums are reported on an incurred basis during
the calendar year.

Institute of Life Insurance

53-940 O - 71 - pt. 2 -- 29



._ . TABLE VI-22

Reserves of Pension-Benéfit__Pl._égs Funded With Life Insurance Companies

Year End 1969
(millions of dollars)

Respondent Group

Respondent .
. Sample Industry
Plan I 11 111 v Totals Totals
Group Annuity --
Deferred Annuity $10,827 $ 619 $ 214 $ 599 $12,259 $12,850
Group Annuity -- -
Deposit Administration $13,592 $ 2,196 $ 1,055 $ 740 $17,583 $18, 275
Total Group Annuity* $24,419 $ 2,815 $ 1,269 $ 1,339 $29,842 $31,125
TOTAL: All Insured
Pension Plans $25,539 $ 3,297 $ 2,186 $. 3,886 $34,908 $37,900
* Note: Total Group Annuity equals the sum of Deferred Annuity and Deposit Administration.

Source:

Industry totals from the Institute of Life Insurance.

supplied by the companies.

Respondent group totals ~
from copies of individual company filings with the Institute of Life Insurance

0.8



Consideration; Iséi‘d_.,b};_-l’éﬁgj.on-Benefit Plans Funded With Life Insurance Companies

 TABLE VI-23  _ _

1969

(millions of dollars)

Respondent Group

Respondent
o e — Sample Industry
Type of Contract I 11 IIX Iv Totals ‘Totals
Group Annuity --
Deferred Annuity $ 571 $ 64 $ 22 $ 46 $ 704 $ 1750
Group Annuity --
Deposit Administration $1, 408 $ 207 $ 144 $ 138 $1, 896 $2,000
Total Group Annuity* $1,979 s 271 $ 166 $ 184 $2,600 $2,750
TOTAL: All Insured .
Pension Plans $2,1L70%* $ 362 $ 337 $ 820 $3,689 $3,850

*

*%

for this company is estimated.

One company in the respondent group did not supply total premium income.

Total Group Annuity equals the sum of Deferred Annuity and Deposit Administration.

The figure

Note: ‘*Premium income is reported on an incurred basis after deduction of withdrawal credits.

Source: Industry totals from the Institute of Life Insurance.

supplied the Study by the companies.

Respondent group totals
from copies of individual company filings with the Institute of Life Insurance

1.8



Pensions Paid4tbeggefléiaries of Pension-Benafit Plans Funded With
. - Life Insurance Companies - 1969

TABLE VI-24

"(millions of dollars)

Respondent Group

Respondent
Sample Industry

Plan I II III Iv Totals Totals
Group Annuity -- -
Deferred Annuity $ 383 $ 24 $ 6 15 $ 428 $ 448
Group Annuity --
Deposit Administration $ 434 | $ 67 $ 30 16 $ 547 $ 556
Total Group Annuity* $ 8l7 $ 91 $ 36 31 $ 975 $1,004
_TOTAL: All Insured
Pension Plans $ 840 $ 1lle $ 55 34 $1,045 $1,159

Total Group Annuity equals the sum of Deferred Annuity and Deposit Administration.

Note: Some figures in the respondent groups broken down by type of plan are estimated

where the detail was not provided by a few companies.

Source: Industry totals from the Institute of Life Insurance.

Respondent group totals

from copies of individual companvy filings with the Institute of Life Insurance

supplied the Study by_the companies.

eLs



Proportion of Group Annuity Contract Reserves

" " TABLE VI-25

Accounted for by Companies in Each Respondent Group

(End 1969)
H
(1) (2) (3)
Deferred Deposit Total Group
Annuity Administration Annuity )
Respondent Contracts Contracts Contracts i
Group Sample Universe Sample Universe Sample Universe
I .883 .843 .773 .744 .818 .785
II .050 .048 .125 .120 .094 . . 090
IIT .017 .017 .060 .058 .043 .041
v .049 .047 .042 .040 .045 .043
Totals 1.000 .955 1.000 .962 1.000 .959
Note:

Sources:

Total Group Annuity Contracts (column 3) equals the sum of those represented
in columns (1) and (2).

Universe data from the Institute of Life Insurance. Sample data from
individual company filings to the Institute of Life Insurance supplied to
the Sstudy by the companies. '

€L8



TABLE VI-26

_i’roportiqn of Consideration Payments Made to Insurers on Group Annuity Contracts .
Accounted for by Each Respondent Group

-(1969) )
(1) (2) (3)
Deferred Deposit Total Group
Annuity Administration Annuity
Respondent Contracts Contracts Contracts
Group Sample Universe Sample Universe Sample Universe
I .811 . 761 .743 . 704 .761 .720
I1 .091 .085 .109 .104 .104 .099
IIT .031 .029 .076 .072 .064 c .060
Iv .065 .061 .073 .069 .071 .067
Totals 1.000 .936 1.000 .949 1.000 . 946
Note: Total Group Annuity Contracts (column 3) equals the sum of those represented
in columns (1) and (2).
Sources: Universe data from the Institute of Life Insurance. Sample data from

individual company filings to the Institute of Life Insurance supplied to

the Study by the companies.
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TABLES VI-27

Proportion of Pension Benefits Paid by Insurers
on Group Annuity Contracts by Each Respondent Group

GLG

' (1969) . i
(1) (2) (3)
Deferred Deposit . Total Group
Annuity Administration Annuity
Respondent Contracts Contracts Contracts
Group Sample Universe Sample Universe Sample Universe
I .895 .855 .793 .781 .838 .814
11 .056 .054 .122 .121 .093 .091
II1I .014 .013 .055 .054 .037 .036
v .035 .033 .029 .029 .032 .031
Totals 1.000 .955 1.000 .985 1.000 .972
Note: Total Gréup Annuity Contracts (column 3) equals the sum of those represented
in columns (1) and (2). _ T -
Sources: Universe data from the Institute of Life Insurance. Sample data from

individual company filings to the Institute of Life Insurance supplied to
the study by the companies.
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The extent to which the six extraordinarily large (Group I) com-
panies dominate the group annuity portion of the industry is made
clear by these tables. Nearly four-fifths of group annuity reserves re-
side with these six firms. Over 87 percent of reserves are accounted
for by the ten largest firms. The fact that the large, but not giant,
Group II and IIT companies account for a somewhat higher per-
centage of contributions paid in by group annuity contracts than of
reserves or benefits paid suggests that their share of the business may
be increasing somewhat.’*” The same observation is also applicable to
Group IV companies. Thus, some modest dilution of concentration
may be occurring.'®®

d. Services, costs and asset withdrawal provisions associated with
group annuity contracts

(1) Types of services provided

Insurers offer a variety of services to group annuity contractholders.
These include services associated with (1) sale and administration of
the group annuity contract, (2) administration of the underlying re-
tirement or profit-sharing plan, and (3) management of one or more
investment accounts. Services which are provided for contracts and
plans include- recordkeeping functions for plan participants in-
cluding active employees and annuitants, mortality, expense and invest-
ment guarantees, and consultation on actuarial and other features of
pension plan design. Management of an investment account involves
periodic asset valuations, maintaining records of asset holdings and
transactions, producing and distributing reports to contractholders,
consulting with participating contractholders or their investment ad-
visers, performing security and loan analysis, and making investment
decisions and determining how best to implement such decisions.

Where a separate account is utilized, charges for many of these
services may be made directly to the account, or may be made to the
contract’s deposit fund or general account interest or may be made
to a trustee or other party affiliated with the funding employer or
employee group and paid from sources other than assets held by the
insurer. The direct costs of executing transactions for a separate ac-
count (for example, brokerage commissions and transfer taxes) are
usually charged directly to the account. Generally, investment man-
agement fees are also assessed directly from the separate account’s
assets. Charges for insurer services provided in connection with a con-
tract utilizing a separate account are sometimes assessed against the ac-
count’s assets but more frequently are charged to the contractholder’s
deposit fund or elsewhere.

(2) Methods of assessing charges
In the determination of the gross premium or the amount of the
periodic consideration to be paid to the insurer under the.annuity
contract, insurers charge a loading for estimated sales and adminis-
trative costs plus profit (contribution to surplus for a mutual com-
pany). In individual annuity contracts and smaller group contracts
the magnitude of this load 1s often expressible as a flat percentage

167 Contributions paid by contractholders should be more sensitive to shifts in business
among companies than changes In reserves or benefit payments, However, it is not possible
to translate changes in contributions into prospective shifts in assets under management
without knowing a great deal about what services are being paid for by these contributions.

168 In this connection, see the analysis of net new business in sec. 6.c below.
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of annual considerations as determined from mortality and investment
return assumptions. In larger group contracts the load is more gen-
erally expressible in terms of a graduated schedule with respect to
annual considerations. The load factor represents the maximum level
of expenses the contractholder may incur; if actual expenses fall short
of this amount, which is the usual case, this will be reflected in the
calculation of dividend credits to contractholders. Should expenses
exceed the load estimates, the excess is absorbed by the insurer.!¢®

Actual sales and administrative expenses are usually charged di-
rectly against the experience fund. Commissions are frequently charged
as paid although some companies amortize any higher first-year com-
missions over several years. Taxes are usually charged as paid. In most
cases general administrative charges are assessed to a particular case
by use of some general expense formula. The formula may be based
on the amount of annual considerations, the number of active partici-
pants, the number of annuitants, some combination of these, or a more
elaborate formula may be utilized where certain contractual features
are likely to result in higher than average expenses for the case. For
larger contracts, detailed records of time spent in various functions
including services of pension representatives, actuarial work, and con-
tract or amendment writing will be maintained in order to determine
as accurately as possible the direct expenses chargeable to the case.
A formula approach will still be required to attribute the overhead
expenses to each case.

Traditionally expenses incurred as a result of managing the invest-
ment account have not been treated as administrative expenses but
rather have been charged directly against investment earnings in de-
termining the net investment rate of return which is credited to the
experience fund. Any incurred federal tax on investment income is
normally included in the expenses charged against investment earn-
ings. Where the investment year method is used to credit investment
income, a number of investment rates of return are determined.

(8) Transferability of group annuity deposit funds and separate
account assets

If a pension-benefit plan is funded in a bank managed trust account,
a bank managing agency account, a bank commingled employee-bene-
fit-plan account, or in an individual account managed by an investment
counseling firm, or in a mutual fund, the plan’s interest in any of these
investment accounts can normally be expeditiously redeemed or trans-
ferred to another managing trustee or agent. The transfer of interests
in an insurance company’s account to another funding agent has his-
torically been a more complex task.’”° Many employers, upon investi-
gating the possibility of shifting funds to another manager, have
found (1) that their contract prohibits such action, or (2) a transfer
can be effected, but a substantial surrender charge is incurred and/or
the insurer reserves the right to stretch the payout over a long period
of time, perhaps ten years or more. Never transferable are funds which
have been allocated to individual plan participants and that portion
of unallocated funds which is required to meet reserve needs for par-

169 Ag observed above (sec. 3) some employers have chosen not to include expense guar-
antees in the contract, and absorb actual expenses directly.

170 In the process of any redemption or transfer the plan’s assets cannot be invaded by
the funding employer(s). Insurance companies commonly require certification of the con-
tinuing qualified status of an IRS qualified plan before transfer is effected.
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ticipants or other beneficiaries who are receiving benefit payments at
the time of discontinuance. Since deferred annuity contracts are allo-
cated instruments, contributions are locked into the insurer to which
they were made.

The transferability of the uncommitted portion of unailocated
funds to another funding agent, or among accounts within the in-
surer, depends upon the particular contract. Generally, funds can be
transferred more quickly, with a lesser (if any) penalty charge, from
direct-rated deposit administration (IPG) contracts than from regu-
lar deposit administration contracts. In some companies, under some
deposit administration contracts, funds can be shifted more quickly
from separate accounts than from the general account, and in some
circumstances, more expeditiously from a single client separate ac-
count than from a commingled separate account. In other companies,
or under other contracts, however, there may be no difference between
separate accounts and the general account in this regard.

Generally, a substantially larger proportion of deposit administra-
tion contracts outstanding today, (and probably a much higher pro-
portion of contracts written in recent years) permit transferability
than was true ten or twenty years ago. Where transferability is im-
possible, the most the employer can do is to discontinue making new
contributions to the insurer and purchase annuities from the insurer
for eligible participants with the unallocated funds which remain on
deposit. During the 1950’s and early 1960’s when insurers lost a sub-
stantial amount of pension business to banks, most of the losses took
the form of a discontinuance of new contributions, the interests from
past contributions being frozen in the insurance companies. Thus,
life companies maintained on the books many old contracts from which
they were receiving no new money.

Basically, transferability of unallocated funds from an insurer in-
volves a three stage determination, including:

(1) Determination of the base value of the unallocated funds
not required to meet any contractual commitments;

(2) Determination of the proportion of this face value which
can be transferred from the insurer; and

(3) Determination of the time rate at which the withdrawal
can proceed.

Ttems 2 and 3 may necessitate a joint decision, and in some contracts
the contractholder is explicitly provided with options which permit
him to trade off the proportion of the base value recapturable against
the time period over which funds may be withdrawn.

In determining the proportion of the base value which is withdraw-
able, three principal elements seem to be involved:

(1) The assessment of the deposit fund with unamortized sales
charges and administrative expenses;

((1 2) A penalty of surrender charge levied on withdrawals;
an

(3) A discount (or premium) resulting from adjustment of
the book value of the deposit fund to market valuation.

The trend in more recently written contracts is to determine the
assessment for unamortized sales charges and administrative expenses
from the experience record of the individual contract. The proportion
of the base value which is assessed will generally vary negatively with
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(1) the age of the contract, and (2) the size of the fund.'"* The as-
sessment could amount to as much as 10 to 15 percent of the base value
of the “free” portion of the deposit fund. )

A somewhat older device which still exists in many contracts is to
stipulate a percentage of the base value of the fund which shall be
withdrawable. In most instances this appears as a flat, unqualified,
percentage; 95 percent of the balance is perhaps the most popular
figure. Some companies include a percentage scale in the contract
which is a function of the age of the contract, and sometimes also de-
pends upon the size of the fund. Some contracts guarantee a minimum
percentage which can be transferred with the actual percentage being
higher if justified by the contract’s experience record. Since expenses
are charged directly as incurred to direct-rated deposit administration
contracts, the recoverable proportion is frequency 100 percent. How-
ever, some Insurers assess a surrender charge against these contacts
as well; this charge can run up to four or five percent of the fund
balance. :

Time delays in effecting transfers can occur for many reasons. The
primary reason for spreading out payments over a period of years is
the prevention of anti-selection in terms of market values. This prob-
lem specifically concerns plans funded in general accounts, but any
separate account portion is also affected in those cases where the sepa-
rate account assets must be first transferred to the general fund and
then withdrawal of the general fund balance (including the newly
transferred separate account interests) proceeds along a specified
timetable. Most life insurance company assets are valued on an amor-
tized cost basis in accordance with NAIC valuation rules.'™> At times
when yields on debt obligations are historically high, as in recent
years, the book value of the debt securities and mortgage loans in life
company portfolios exceeds the market value of these assets. In
periods of low yield (for example, the 1940’s), the market value of
many portfolios exceeds their book value. One means of preventing
antiselection is to spread withdrawal payments over a period of ten or
fifteen years when withdrawals are requested at a time when the book
value of the funds exceeds the market value. A more direct method is
to adjust the value of the fund balance to market.’™® It is becoming

i1 The more recently the contract has been written, the less of the initial sales charge
will have been recovered and smaller contracts will take a longer period of time to amortize
the load factor.

172 Except that under NAIC valuation standards common stocks are valued at market.

173 This adjustment can be done through application of the ordinary bond valuation
formula. The payout value determined in this way is a function of the average yield earned
on the fund compared to the yield at which new funds can be invested. As observed in the
text the fund will be paid out at a premium if the new money rate is significantly greater
than the average earned rate and at a discount if the reverse situation holds. Some
assumption must be made about the asset rollover period as well. The rate of portfolio
rollover tends to be negatively related to ri—r: where r:1 is the new money rate and rz is
the fund’s average earned rate. The value of the fund’s free balance is then determined
by computing the current price of an imaginary bond which has a coupon rate of r: and
vields r1 over a stipulated period (the assumed rollover period). The hypothetical bond
18 most accurately conceived to be a serial bond which matures in uniform amounts each
year and reaches final maturity at the end of the assumed rollover period. Some companies
have simplified determination of the new money rate by making it a function of a well-
known bond yleld index. An example of how the proportion of the free fund balance which

may be withdrawn depends upon the two rates of return is provided in the following table
which is taken from a schedule provided by one respondent.

Percent

ri—rz: payable
2.00 percent_____ e e e e e o e e e e e e e 86. 84

1.50 percent_. ________ [ 90. 78
SO0percent___.______________________ —_—— 97.23
Opercent________________ ____________________ 99. 75

— .50 percent . J 101. 80
—1.00percent .. ______._ __________ o ____ 103. 37
—1.50 percent_________ . ________________ 104. 48

—2.00 pereent .. _____ ___ o ___. - 105. 11
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more common to at least provide the contractholder the option of
withdrawing a lump sum which reflects a “financial loss or gain” ad-
justment made by the insurer if the contractholder finds this prefer-
able to a prolonged series of installment payments.*™

The Study found contracts where surrender charges are assessed
against withdrawals even though there are no incurred, but unpaid,
expenses or sales charges. Also contracts were found where payments
are delayed three or four years even after the balance has been ad-
justed to market value. However, competitive pressure seems to be
forcing at least the larger insurers in the group annuity business to
write contracts which assess terminating contracts for incurred ad-
ministrative expenses and sales load charges plus expenses directly
related to the transfer, but do not assess additional penalty charges,
and also permit lump sum withdrawals, within a period of a few weeks
or months, of the uncommitted portion of the unallocated deposit
fund balance adjusted to market value.?” However, substantial varia-
tions remain among contracts currently being written.

Once the amount of the withdrawable portion is determined delays
of a few weeks or months may be attributable to the time absorbed in
administrative details, asset liquidation, obtaining certification of con-
tinued IRS qualification as well as emergency deferral provisions
which are triggered by such things as suspension of trading in the
securities markets or bank closings. If only transfer of separate ac-
count assets is involved, (the insurer retaining the general account
portion of the fund), then often the separate account portion can
be withdrawn at full market value (less any direct transfer costs)
within a period varying among companies from a week to ninety days.
If the separate account interest is a substantial interest in a com-
mingled account the insurer will reserve the right to defer payments
in order that the required asset liquidation can be accomplished in a
manner which does not adversely affect the other interests in the
account. In this situation there may be some advantage to a large
contractholder in having an individual separate account.

In unregistered commingled separate accounts many companies
place limits on the amount that may be withdrawn in any month from
a particular account, and in larger cases this could stretch transfer
payments over one to twe years. Some companies simply prohibit any
withdrawal during the early years of the contract’s life. Others make
partial transfer difficult or impossible; for example, one large com-
pany permits transfer to another funding agent for most separate
accounts only if all contributions to the insurer under the contract
are discontinued.

Surrender charges may be levied against separate accounts in the
event of transfer in accordance with the contractual provisions dis-
cussed above. With respect to both surrender charges and delay pro-

174 When payments are stretched out over time most insurers credit the balance with a
rate of interest which 1s identical to the guaranteed rate used in the contract or is sepa-
rately stipulated. In either case, for most contracts this will mean an interest rate of
214 to 4 percent. No credit is given to interest earned in excess of the guarantee.

175 Employers’ interest in having the flexibility to transfer funds evolves not only from
an increasing concern with investment performance but also from awareness of the fre-
aquency with which corporate reorganizations have been occurring. Frequently it is found
desirable to consolidate the administration and funding of pension plans in the aftermath
of a corporate merger. See sec. 6.c for an indication of the importance of plan consolidation
resulting from mergers as a cause of insured contract terminations.
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visions there are many variations in the way in which separate ac-
counts are treated.

In some companies, separate account interests must be transferred
to the deposit administration fund before transfer to an outside agent
can be effected. Any charges are made against the deposit fund and
separate account and general account interests are not distinguished
in determining the time period over which transfer will be made. In
some cases those separate account interests which represent contribu-
tions originally placed in the separate account are segregated from
assets attributable to prior transfers of interest from the general
account to a separate account. The latter may then be treated as gen-
eral account funds in determining surrender charges and the payout
timetable.

Withdrawal of separate account assets can usually be accomplished
more expeditiously if passage through the deposit administration
fund or general account is not required. As indicated above, it may
sometimes be an advantage for an employer to have his own separate
account, with all administrative expenses being charged as incurred
to the account or to the employer directly. In such a case there may be
no surrender charge and transfer can be quickly effected.

In sum, employers can find insurers which provide flexibility in
the method by which expenses are assessed and assurances of quick
asset withdrawal, if that is desired, regardless of whether assets are
funded in a separate account or in the general account. However,
many existing contracts continue to contain features which can make
such withdrawals cumbersome and time consuming.

5. Changes in Funding Media: The Growth and Use of
Separate Account Funding

This section examines the extent to which pension-benefit plans
funded with insurers have taken advantage of the increased investment
flexibility made possible by the establishment of separate accounts and
provides information on the purposes for which separate account
funding is utilized. Separate accounts are primarily used as funding
media by plans which have deposit administration contracts, includ-
ing the immediate participation guarantee form of such contracts.
As observed previously, they constitute the means by which insured
plaus can obtain equity funding for a portion or all of the plan’s
accumulated assets.'"

As we have seen, deposit administration contracts are life insurers’
version of unallocated funding instruments. Consequently, the pri-
mary function of separate account funding is to produce investment
results which, if investment performance is favorable, will substan-
tially reduce the cost to the employer of providing retirement benefits.
Separate accounts may also be used as funding media for variable
annuities issued to group pension-benefit plan participants.’” Ordi-

176 Separate accounts limited to corporate debt obligations, or mortgage loans, also exist,
as well as accounts which have a balanced debt-equity investment objective. However, the
predominant purpose of separate accounts has been to provide vehicles for investment in
common equities, and, consequently in what follows the Study sometimes identifies equity
funding with separate account funding without repeating this caveat. See the section deal-
ing with separate accounts below for a description of the composition of existing accounts
by investment objective and by assets in fact held (sec. E.)

177 Variable annuities (providing for variable retirement benefits) are sometmes pur-
chased for annuitants under deferred annuity contracts.
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narily, separate accounts are used for this purpose with contracts
under which benefits vary directly with the investment results of the
dedicated account. Occasionally, however, separate accounts are used
to fund annuity contracts under which benefits vary according to a
specified price, wage, interest rate, common stock price or other index,
or according to a formula specified in the contract.!’® However, to
date, benefits which vary according to investment results, indices or
formulae occur relatively infrequently in connection with pension-
benefit plan contracts, and the primary employer motivation for utiliz-
ing separate account funding has been to seek more equity oriented in-
vestment performance than is obtainable in the general account in
order to achieve as much accumulation of unallocated funds as pos-
sible through investment returns instead of employer contributions,

Respondents to the group annuity questionnaire (Form I-51) were
asked to supply the number of contracts and total reserves on active
group annuity contracts 7 allocated to (1) the types of funding media
utilized (general or separate accounts), and further to (2) designated
benefits (fixed or variable; deferred or in course of payment) as
opposed to unallocated funds. This reporting was requested as of the
end of each of the five years, 1965 to 1969. Reserves were defined to
include liabilities similar to reserves, such as deposit funds, even
though not reported as reserves in the NAIC Annual Statement. The
separation of reserves and contracts by funding media was required
to be done for all group annuity contracts which qualified under the
definition of “active group annuity contracts” supplied by the
Study.’® The allotment of contracts and reserves, according to
whether they represented unallocated funds or the various designated
benefits, was allowed as an option to be limited to the 25 largest
eligible group annuity contracts in force as of each reporting date.
The size measure to be used in determining the 25 largest contracts
was total reserves as defined above.

Tables VI-28 through VI-32 report the allocation of group annuity
reserves to funding media for each of the reporting years by the same
respondent groups utilized previously. These tables highlight the
dramatic growth of interest 1n separate account funding during the
four year period, 1966-1969. For the large Group I companies which
dominate the business, the proportion of group annuity reserves in
separate accounts increased from about one percent of the total in
1965 to 11 percent in 1969. By 1969 contracts accounting for 52 percent
of group annuity reserves reported by Group I companies made some
use of separate account funding,'®* compared to 17 percent four years
previous. For all other companies, 36 percent of group pension-benefit

178 The B.L.S. Consumer Price Index is the most widely used price index. Benefits have
been tied to the wage rate of a specified skill grade in the industry in question as well
as to generalized wage indices. The simplest formula plans call for an annual increase of
¥ percent per year where “y” is specified in the contract.

17 As noted above, this was Hmited to include only contracts through which the respond-

-ing insurer served as funding agent as of December 31 of each of the reporting years, and
had, in fact, received contributions from the underlying plan (other than for the purchase
of immediately payable annuities) at some time during the two years 1968-69. Group
deferred annuities were included as well as deposit administration contracts but individual
policy pension trusts, group permanent contracts, H.R. 10 plan contracts, 403(b) plan
contracts and any similar plans in which contracts are essentially sold to individuals
we]x;% gxplj((iitly excluded from the reporting universe.

ee id.

181 For these contracts which utilized separate accounts, 22 percent of their reserves

were in separate accounts and 78 percent in general accounts.
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plans measured by dollar reserves had some portion of those reserves
In separate accounts by the end of 1969.

There is clear evidence that large cases are much more likely to use
spearate account funding than smaller ones. For example, although 52
percent of Group I respondents’ reserves were in contracts using some
separate account funding as of December 31, 1969, only 14 percent of
the number of these companies’ contracts made any use of separate
accounts,'s?

It is still unusual for contracts to utilize only separte account fund-
ing but 284 such contracts with $338 million in reserves are reported
by all respondents as of end-1969, (Table VI-32).'5* Thus, most plans
which take-advantage of separate account funding opportunities also
utilize general account funding.'s* Total reserves attributable to sep-
arate accounts amounted to $3.2 billion in 1969 or 11.5 percent of group
annuity reserves reported as opposed to $250 million or 1.3 percent
of reserves four years previous. .

The six large respondents making up Group I accounted for 82.5
percent '* of group annuity reserves reported by all respondents in
1969 and 81.9 percent of all reserves attributed to separate account
funding.’®® Thus, as of 1969, the large Group I companies accounted
for about the same percentage of separate account reserves as of all
group annuity reserves.

The primary purpose to which separate accounts have been put thus
far is to fund group annuity contracts. About 97 percent of separate
account assets represent interests held by group retirement plans of
the types being considered here.’®” The remaining three percent rep-
resent interests of 403(b) plans, H.R. 10 plans, individual annuity
contracts and respondent insurers’ claims on the accounts.

Tables VI-33 to VI-37 show that the funds invested in separate ac-
counts are predominantly unallocated funds.'*® For all respondents,
92 percent of separate account reserves represented unallocated funds.
The percentage is similarly high for each respondent group. Thus, as
indicated above, separate accounts are being used primarily to produce
investment results which will, hopefully, reduce the funding em-
ployer(s) cost.s .

Tables VI-38 to VI-42 report similar funding information for
that portion of group annuity reserves attributable to the general

18 The 14 percent figure also applies to all other respondents combined.

183 It is possible that some of these contracts represent only part of an employer’s fund-
}ngd?rogram and other contracts with the same customer provide for general account

unding. .

18 It ig possible that In some instances this was due to federal securities regulation. A
separate account was not eligible for the Rule 3¢c-3 exemption from the Investment Com-
pany Act if employee contributions were invested in the separate account.

185 Compared with the 81.8 percent fizure shown in Table VI-25 computed from survey
figures submitted to the Institute of Life Insurance.

18 The proportion of Group I to all respondents for all reserves was 85.4 percent in
1965 ; the separate account reserves ratio at that time was 73.6 percent.

187 Including corporate plans, multi-employer plans, state and local government-retire-
ment systems and respondent insurer’s own plans. For a breakdown of the types of con-
tractholders using separate accounts see see. E.

188 Ag explained above, companies had the option in this portion of the questionnaire to
limit thelr responses to the 25 largest contracts. Four Group I companies and two
Group IV companies elected this option. Three other Group IV companies in 1969 and
eleven others in 1965 completed the questionnaire for all contracts but had less than
twenty-five eligible contracts on which to report.

18 For convenlence, some of the items from Tabes VI-28 to VI-32 are repeated in these
tables. The discrepancy reported in line 4 is due to the fact that some Group I and _Groug
IV companies reported for only their 25 largest contracts on the portion of the Table whic
distinguishes unallocated from designated funds.
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account. The unallocated portion of general account funds increased
over the four year interval from 24 percent of total general account
reserves as of end-1965 to 39 percent as of end-196Y, reflecting the
previously observed growth in deposit administration contract re-
serves. The absolute decline in reserves for deferred annuity fixed
income benefits reflects conversions to deposit administration con-
tracts and transfers of accumulated contributions to equity -funding
1n separate accounts.

As suggested in the introduction to this section, variable benefits are
of two basic types, namely (1) benefits which vary with investment
results of a dedicated account, and (2) benefits which vary according
to some index or formula. The former type of variable benefit can be
achieved in a plan funded with an insurer only through a separate
account.’® The latter type of variability can be funded either through
separate or general accounts.

Although an inspection of Tables VI-37 to VI-42 would suggest
that variable benefits determined by index or formula, and funded
in the general account, is the most common form of the various in-
sured variable benefit features in use, no such conclusion is warranted
because there is so little utilization of any variable benefit funding
reported that these figures do not form an adequate information base
for purposes of predicting how employers will use insurers to obtain
variability in benefit payments. In fact, Table VI-43 shows that al-
though most of the reserves are shown n the index or formula cate-
gory most of the contracts which are utilizing variable benefits are
equity arrangements where a separate account’s investment results
determine any changes in the level of periodic payments. Thus, for
example, one company with two contracts accounts for 83 percent
of the general account funded index or formula contracts and the
same company accounts for nearly all the reserves for these species
of contracts funded through separate accounts.***

Only 15 of the 40 respondents report any sort of variable benefit an-
nuities in force in connection with group contracts and several large
companies reported no such contracts in force. (Table VI-44.) How-
ever, since five of the ten largest companies reported on only their
twenty-five largest contracts, it is possible that more contracts and re-
serves allocable to variable benefits based on separate account invest-
ment results exist than are reflected in these summaries. Table VI-45
shows the number of companies in each respondent group offering
group variable annuity contracts which provide for variable benefits
based on investment results of one or more separate accounts, and the
year in which such contracts were first offered. Twenty-seven of the
forty respondents reported that such contracts are oftered and an addi-
tional four companies indicated a firm decision had been made to offer
this form of variable benefits. Most of the remaining companies had a
proposal to offer group variable annuity contracts currently under
consideration.

Unlike the data reported in Tables VI-33 to VI-42 information on
companies offering group variable benefit contracts is not, however,

190 Or through a company which Is solely dedicated to providing such benefits.
191 The company reported two contracts in each funding medium. The reporting method
does not reveal whether the same two contracts are involved in use of both funding media,
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limited to deferred annuity and deposit administration contracts.
Group H.R. 10 and Section 403 (b) offerings are also reflected and some
companies have limited offerings to these fields. Other companies indi-
cated that although variable benefit features are available to deposit
administration contracts, no contracts had as of the reporting date put
such options into effect.*

There is some question as to whether variable benefits of any sort
are likely to become common among the qualified pension-benefit plans.
Employers have modified benefit features of their pension-benefit plans
In a number of ways to reflect rising prices during the active lives of
participating employees. Perhaps the most common method of accom-
plishing this is by relating benefits to the wage or salary earned by par-
ticipants during their last years before retirement. Benefit payments
are then ordinarily fixed in amount with no adjustments in payments
taking place during the retirement period. Similarly, the level of bene-
fits is not usually adjusted for those employees who terminated employ-
ment with vested rights prior to retirement.

In these cases, the employer may feel no particular obligation to
former employees, and have no particular self interest in increasing
his cost to protect retirees or their beneficiaries against inflation. Labor
unions have concentrated more on increasing employers’ contributions
and/or the initial (fixed) level of benefits rather than demanding vari-
able benefits. There may be a legitimate question as to whether it is
appropriate to put retired employees’ pension payments at risk through
the issuance of variable annuities based upon investment results of a
dedicated account. Perhaps most important, however, is the fact that
the use of variable benefits defeats the employer’s objective of using
equity investment accounts to minimize his costs.

Cost of living or similar contracts might seem to be more suitable to
the retired employee’s needs and more compatible with employer objec-
tives. However, open-ended cost of living guarantees can prove to be
very expensive and although several insurers actively offer such fea-
tures, the demand thus far appears to be limited.

6. Growth and Change: New Business and Terminated
Business

Growth in group annuity reserves is generated by growth in exist-
ing cases administered by issuers, and by the acquisition of new cases
in excess of cases terminated in whole or in part.’®® In order for the
Study to better understand the mechanics and characteristics of the
growth of group annuity business, respondent companies were asked
to supply, for the two years 1968-1969, data on newly acquired busi-
ness and on terminated business.

a. New business

As before, group annuity agreements were defined to include group
deferred annuities and deposit administration (including IPG)

192 However, all the information being reported relates to only those cases where the
insurers have an obligation to individual annuitants, There do exist situations in which
an employer pays varlable benefits to plan beneficiaries from unallocated funds in a
separate account,

193 The term ‘‘case’ is used by group annuity departments as a synonym for ‘‘customer.”
It is distinguished from ‘‘contract” or “plan” in that some plans may involve more than
one contract and some customers may have more than one plan funded with an insurer. It
lts m(;st l;leaningful to talk about ‘‘cases” or ‘‘customers’” when discussing new business or
erminations.

53-940 O0—71—pt. 2——30
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contracts. Individual policy pension trusts, group permanent con-
tracts and the group “tax-sheltered” contracts were explicitly ex-
cluded. New cases were limited to cases which represented new group
annuity customers to the respondent company and cases for which
the company served as funding agent during the accumula-
tion period of the contract. The latter limitation excluded new busi-
ness resulting from a trusteed plan which decides to pay out benefits
to retiring employees by purchasing immediately payable annuities or
life income retirement contracts. This limitation also excluded all
single payment deferred annuities. Thus, the new business reported
was deliberately restricted to cases in which the insurer is designated
to play a significant investment management role. The restriction to
“new faces” also results in exclusion of amounts transferred from an-
other funding agent to a respondent company if the respondent had
a contractual agreement with the customer prior to January 1, 1968.
It would have been desirable to obtain these transfers but the record
searches required would have been quite difficult, if not impossible, for
many respondents.

Respondents did report on some cases which did not represent “new
faces” to the insurance company although they were new to the group
annuity department as defined above. Thus, transfers or conversions
from individual contracts, group permanent contracts, etc. are re-
flected in Tables VI-46 to VI-50 below. These instances account for
most of the cases shown in item 2.5 in these tables.

Tables V146 to VI-50 summarize the information on group annuity
contracts newly issued during 1968-1969 for each of the respondent
groups utilized above and for all respondents. It is difficult to define
a meaningful measure of the quantitative significance of new pension
cases. The procedure selected here was to ask each respondent to esti-
mate the amount of annual contributions each new case would pro-
duce once it was well established. The responding companies reported
over 4,000 new cases acquired during 1968 and 1969 which they fore-
cast would produce annual contributions in excess of $250 million
(item V, Table VI-50). The large companies represented in Respond-
ent Group I accounted for 1,312 of these cases and nearly $160 mil-
lion of the forecasted annual contributions. Interestingly, these large
companies which dominate the outstanding group annuity business,
as shown above, appear to account for a significantly smaller propor-
tion of newly issued business.’** This corroborates earlier evidence
indicating that some dilution in the degree of concentration in the
group annuity business may be occurring.

Tables VI—46 to VI-50 also report information on characteristics of
the newly acquired business, including sources of new cases, prior his-
tory of the pension plans represented and services provided by the
respondent companies. In completing this portion of the question-
naires, respondents were permitted to research their 25 largest new
cases 1f their records did not readily permit description of all new
cases.!® Item IV in Tables VI-46 to VI-50 reports the totals for new

18 For example, Group I respondents accounted for only 63 percent of the estimated
annual contributlons from new contracts although they accounted for 76 percent of all
group annuity premiums and contributions recelved by the responding companies in 1969.

165 The 25 largest cases were to be determined by estimating the annual contributions
each case would produce once established.
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cases on which the descriptive characteristics shown in Sections I, IT
and ITI of the tables are reported. Four of the six companies in Group
I exercised the option of reporting on only their 25 largest cases; one
of the four companies in Group 1I, none of the Group III companies
and two of the remaining companies also availed themselves of the 25
case option. .

Most new cases appear to originate either with the insurer’s repre-
sentatives or with pension-benefit plan consulting firms. The “origina-
tor” indicated in Part I of Tables VI-46 to VI-50 refers to the initial
source of the case, that is, the person or firm which first brought the
case to the respondent insurer’s attention.** Once the case has been
introduced to the insurance company, its personnel will, of course, be
involved in the negotiation of the specific contract provisions. Not too
much should be made of the reported distinction between life com-
panies’ personnel as opposed to consulting firms as sources of new
business. In large cases a consulting firm will often play a significant
role, but the employer or trustee may have contacted the consulting
firm as a consequence of having been previously contacted by a field
representative of the responding insurer. Since these historical details
are difficult to disentangle, and often the proper designation of “the
originator” may not be obvious even where the facts are known, only
limited meaning can be attached to the relative amounts of new busi-
ness introduced by consulting firms as opposed to the insurer’s repre-
sentatives. In particular, it is probable that the summary of Group I
responses underestimates the significance of consulting firms.'*” Their
involvement appears much more important in the Group II and IIT
responses. Two of the six Group I respondents 1% reported that more
new business (in terms of estimated contributions) originated with
consulting firms than with their own personnel, one of the four Group
IT respondents and four of the five 81‘0up ITI respondents reported
that consulting firms were the source of a majority of new business.
. Life companies that wish to be competitive in the larger pension
plan business find it necessary to cultivate consulting firms which per-
form a significant role in directing business to funding agents.®?
Banks, investment advisers or other non-insurance financial institu-
tions are almost never sources of pension business to insurers when the
cases which restrict insurers essentially to annuity payouts are ex-
cluded from consideration.?”® To a limited degree cases are introduced
by representatives of another insurer where, for example, the originat-

1% “Walk-ins,” where the employer or plan trustee (if the trustee is not a financial insti-
tution) initiates the contact directly with the insurer, are treated as originated by the
{nsurer’s personnel,

17 Of the 190 cases reported by Group I respondents as originated by their personnel,
one exceptional case accounts for half the estimated annual contributions originated in
this way by Group I respondents and nearly one-third of forecasted contributions initiated
by company personnel for all respondents.

1 One of these reported that each of its 25 largest cases (all those reported on)
originated with consulting firms. However, the largest companies do have substantial field
forces which actively generate group annuity business. The number of field representatives
appears to fall off very quickly as one moves beyond the five or ten largest companies.

1% Banks appear to have some significant advantages in the competition to establish close
working relations with consulting firms. See the discussion of the competitive environ-
ment in sec. 3.c above.

20 Actually, 1t appears that large trusteed pension plans (with assets of over $100
million)- rarely utilize annuities purchased from insurers as a payment mechanism. The
Study collected information directly from 132 large corporate trusteed pension plans of
which 101 were bank managed, 16 managed by investment advisory firms and 15 self-
managed. Of these 132 only eight bank managed and one investment adviser managed
plans paid retirement benefits through annuity contracts purchased from insurers.
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ing insurer does not offer group annuity contracts or the specific
features desired.

The “other sources” category in Tables VI46 to VI-50 primarily
consists of plans covering 519, respondent insurers’ employees or, in a
few instances, cases originated by general insurance agents.

The majority of new group annuity cases acquired by respondent
companies during 1968-1969 represented newly created pension-benefit
plans.?* About 23 percent of the new cases in terms of estimated
contributions (8 percent of the number of new cases) were removed
from banks or other non-insurance funding agents. Of 37 companies
reporting new business during 1968-1969, 30 obtained more business
(in terms of estimated contributions) from newly established plans
than from any other source.?

Section ITI of Tables VI-46 to VI-50 provides information on
contractual services supplied to the reported new cases by the respond-
ent insurers. Of particular interest is the frequency of separate account
funding in new cases, since the availability of equity funding through
separate accounts has been presumed to be of major significance in
determining the ability of insurance companies to compete for pension
business. As noted above, contracts accounting for about half ‘of the
responding companies’ group annuity reserves (as of the end of 1969)
took some advantage of separate account funding. Measured in terms
of estimated annual contributions to be generated from newly issued
business, Table VI-50 shows that cases accounting for 71 percent of
new group annuity business utilizc some separate account funding.?*®
The proportion of new business making use of separate accounts by
respondent group is: Group I, 86 percent; Group II, 40 percent;
Group III, 49 percent; and Group IV, 55 percent.

However, this percentage may be biased upward for the large com-
panies since four Group I and one Group IT companies responded for
only their 25 largest cases, and there may be a higher incidence of
usage of separate accounts with larger cases. To check this possibility,
then ten Group I-Group II respondents were split into'two groups of
five each; one of these groups consisted of the five companies which
reported on all new cases and the other of the five companies respond-
ing on only their 25 largest new cases. Of those companies reporting
on only 25 cases, 88 percent of the forecasted contributions were in
cases utilizing separate account funding as opposed to 56 percent =**
for companies reporting on all new business. This does suggest that
1) larger cases are more likely to make use of separate accounts, and
2) therefore the Group I proportion of 85 percent reported above 1s
probably somewhat higher than that applicable to all these respond-

21 For all respondents, 79 percent of the number of new cases and 60 percent of the
estimated contributions represented contracts with newly established plans. See sec,
I1 of Table VI-50.

202 for one company. plans which added the respondent as a funding agent to existing
funding agents represented the most important source; one company reported that funds
removed from other insurers was its major source; three companies obtained more cases by
removing accounts from banks or other non-insurance funding ngeqts than in any other way
and two attributed more of their new buisiness to “other sources,” l.e., conversion of non-
group insurance or annuity business to group annuity contracts within the compans.

20 Ttem 8.2 in Tables VI—46 to VI-50 shows the number of new cases utilizing separate
account funding and the total contributions expected from these cases. There is no attempt
to break down anticipated contributions into that portion expected to flow into separate
accounts as opposed to the portion going into the general acconnt.

204 For the two large Group I companles reporting on all business the comparable figure
was 77 percent.
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ents’ new business. Nonetheless, for the larger companies which are
active in offering separate account funding, it appears that the pro-
portion of their new group annuity agreements funding some con-
tributions in one or more separate accounts is substantially higher
than the proportion of existing accounts which utilize separate
accounts.?®

Another indication of the significance of separate account funding to
larger cases is that 203 new cases with forecasted annual contributions
of $76 million are using only separate account funding. Another 460
cases with anticipated contributions of $64 million a year are using
both separate account and general account funding while the 1,637
cases utilizing only general account funding are expected to generate
only about $58 million a year in contributions.?*¢ About $63 million of
the $76 million in cases using only separate account funding is ac-
counted for by Group I compantes.2®”

Eighty-four percent of new cases (measured by forecasted annual
contributions) opted for insurer guarantees of life income to plan par-
ticipants.?®® This percentage is about the same for Group I respondents
(85 percent) as for all respondents. Some of the guarantees referred to
may be conditional as, for example, is customary in direct rated deposit
administration contracts. Some of the residual 16 percent presumably
represents cases where employers are simply using insurers as invest-
ment managers and are assuming the underwriting risks themselves.
However, insurer guarantees of income payments for a fixed period are
also represented in the residual cases. On the other hand, the degree of
risk-taking assumed by insurers may be quite minimal in some cases for
which contractual guarantees are reported. )

Tables VI46 to VI-50 also contain summary information on the
degree to which insurers provide record keeping and actuarial services
for new cases. It seems likely that insurers would maintain records on
the status of individual participants more frequently for smaller
cases.**® There is some evidence to that effect in the larger companies
but the pattern is not consistent when the large and smaller insurers
are compared. Some companies maintain records for nearly all new
cases, others for none or for a very small proportion of cases; for some
companies the proportion of cases for which records are maintained is
higher if the number of cases is used as a measure; for other companies
this proportion is higher when forecasted contributions are used as a
measure. This variance among companies is high in each respondent
group. However, the five Group I and IT companies which reported all

206 This is easler to establish in terms of numbers of contracts than in terms of dollar
amount. Examining the number of contracts the Study has found above that about 14 per-
cent of outstanding contracts made some use of separate accounts by year end 1969, This
proportion also held for Group I companies. For all respondents, 29 percent of new cases
were using separate accounts as were 50 percent of new cases reported by Group I com-
panies, Comparisons in terms of dollar amounts are more difficult because our size
measure of existing cases is reserves, but for new cases it is anticipated contributions. Thus,
it 1s possible that the proportion of new contributions being channeled into separate
accounts by in-force business Is higher than the proportion of reserves attributable to sepa-
ate accounts for the same contracts,

206 Computed from the figures reported in lines 111, 3.1 and 3.2 and line IV of Table VI-50.

207 However, 166 of the 203 accounts which did mot use general account funding were
originated by the smaller (Group IV) respondents.

28 Klsewhere in Form I-51, the responding companies reported that 92 percent of
employee-retirement-benefit plan income payments made during 1969 represented payments
under contracts which guarantee life incomes to interested employees or other beneficiaries.

200 For larger cases there is more likely to be a plan administrator, individual or cor-
pomtg trustee, or in split funding cases, another funding agent who maintains these
records.
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new cases are performing administrative services for a higher propor-
tion of the number of new cases than the five companies which reported
on only their largest twenty-five new cases. The former grouping re-
ported providing administrative services for 78 percent of its new cases
and the latter for only 22 percent. Thus, in larger companies it appears
that record keeping 1s more frequently performed for smaller cases.
In smaller companies, much of the variance which exists among com-
panies in the proportion of cases for which administrative services are
performed probably reflects differences in the extent to which the
various respondent insurers provide such services.

In the provision of actuarial services there is reason to expect that
the larger cases are less likely to utilize their funding insurance com-
pany, preferring to employ a consulting actuary for this purpose.
Table VI-51 summarizes responses on this question. This table divides
the Group I-Group II companies into the five that reported on all
new cases and the five that reported on only their twenty-five largest
cases.”’® The weighted averages shown treat each grouping of com-
panies as a unit and the Table displays the percentage of all cases in
each group (by number and by expected contributions) which use in-
surers for actuarial work. The unweighted average is computed by
taking the percentage of each company’s cases which use actuarial
services and averaging these percentages for the companies in each
group. '

Examination of Table VI-51 does suggest that the large cases are
less likely to elect to nse their insurance company for actuarial design.
This conclusion stands out especially from a comparison of the two
groupings of respondent Group I and II companies. Also in all
groups, the proportion of the number of cases electing to satisfy their
actuarial needs with the funding insurer is greater than the com-
parable percentage of anticipated annual contributions.

Some companies also listed other services which are being provided
the new cases. Most frequently cited services include tax filings and
disclosure filings with the Labor Department under the Welfare and
Pension Disclosure Act, annual statements, reports, booklets and field
communications with both employers and employees, and -plan admin-
istration and computation of benefits due eligible employees or other
beneficiaries.

b. Terminated business

The group annuity business questionnaire also sought informa-
tion on the amount of pension business lost during the 1968-1969
period, the reasons for such losses and the characteristics of such
cases described in terms of services of the insurers which had been
utilized by these customers. The definition of group annuity busi-
ness remains unaltered. Terminations, however, are even more
difficult to identify than are newly issued cases. This results
primarily from the fact that termination of the contractual relation-
ship between an employer or other agent of a pension plan and the
insurance company often takes place over a long period of time and
without any formal notice of termination. Consequently, a situation
where a large plan reduces the amount of new contributions to the

210 The latter group, therefore, reported on a total of 125 cases: the former group re-
ported on 1,100 cases.
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insurer, but otherwise maintains the relationship, may represent a
larger loss of business, and of assets under management, than a num-
ber of comnlete terminations of smaller cases.

Responding companies were asked at a minimum to report on all
formal notices of termination received by their companies during the
two-year reporting period. In addition, they were requested to report
on “any other significant termination or reduction in the use of your
company as a funding agent” even though no formal notice of termi-
nation had been received.?”” The latter instruction was necessary in
order to obtain a picture of that portion of the group annuity busi-
ness which life insurance companies are losing, but it did undoubtedly
introduce a subjective element into the estimates which may have pro-
duced significant differences in the reporting basis among respondents.
In preparing the questionnaire, the staff consulted with group annuity
representatives from a number of major life insurance companies. In
these discussions it was clear that the companies varied widely in the
degree to which they systematically kept track of lost business and
particularly in the extent to which they had developed any systematic
mans of flagging cases which had some significant probability of ter-
minating.?*? Consequently, more than normal caution should be used
in interpreting the results of this portion of the group annuity ques-
tionnaire.

Respondents were provided with an option also granted on the new
business portion of the questionnaires; namely, to limit responses de-
scribing their terminated business to the 25 most significant cases.
Significance was to be measured in terms of “the loss in annual con-
tributions which has or will occur as a result of the reduction in or
termination of your company’s services as funding agent.” **s Two
Group I respondents and one Group II respondent availed themselves
of this option. Since for these three companies the 75 cases on which de-
scriptive information is reported represent 85 percent of total business
thev lost during the two years, the discrepancy is not very serious.

The amount of business lost through terminations and significant
reductions was measured by the estimated decline in the amount of
annual contributions which would result. The questionnaire instruc-
tions indicated that reductions in annual contributions “should be
measured from the highest annual contributions achieved in the past
five years to the level of annual contributions expected during the next
several years,” or by any consistent means which the company regu-
larly uses in estimating losses in contributions.?** Although respond-
ents were instructed to report the method used in estimating the loss
in contributions, only seven companies complied. It may be that most
of the remainder used the method suggested, but it was not possible
to ascertain this fact. Of the seven who did supply an explanation, two

used essentially the method suggested in the questionnaire instruc-
" tions, two measured the loss from the amount of premiums or deposits
paid in during the last full contract year during which contributions
were made, two compared the previous history with current contribu-

71 See the Instructions to Form I-51, Table 4.

212 A ‘““watch” system might, for example, flag all cases where a plan’s contributions
dropped significantly below normal for a month or two and thereby trigger an investigation
into the causes of the observed decline.

a3 Tnstructions to Form I-51, Table 4.

24 Instructions to Table 4, Form I-51.
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tions for affected cases and then estimated the lost contributions, and
the seventh utilized an averaging method which it reported it has regu-
larly used for this purpose. This method consists of computing the
annual average of the gross premiums or deposits paid in for the
three full years prior to the termination or reduction; this annual
average figure is then used to represent the amount of lost contribu-
tions 1f the case is terminated. For cases which are reduced but not ter-
minated, this average loss figure is multiplied by the ratio of lives re-
maining in the plan to lives covered before any reduction occurred to
determine the estimated annual loss in contributions. Depending upon
the temporal pattern of reduction or termination, application of each
of these methods could result in significantly different answers.

With the preceding caveat in mind, the data on terminated and
reduced cases are presented in Tables VI-52 to VI-56. These data
are shown by the same respondent groups used above. Companies
reported 882 terminated or reduced plans which represented lost con-
tributions of about $43 million on an annual basis. Group I respond-
ents accounted for 427 of these plans and $27 million of the lost
contributions.

Table VI-57 summarizes the new business and lost business data
by respondent group. All respondents reported net new business dur-
ing 1968-1969 of $212 million measured in terms of the anticipated
net gain in annual contributions. Each respondent group reported
new business in excess of lost business for the two-year period. Al-
though there is some discrepancy between the percentage distribu-
tion of new business as against lost business among respondent groups,
the distribution of net new business among respondent groups is
essentially identical to the distribution of gross new business, be-
cause reported terminations are small relative to reported new
business. '

The primary reason pension-benefit plans terminated their con-
tractual relationship with the responding insurers, or significantly
reduced their contributions, was to shift assets to another funding
agent. Most commonly the insured contract was terminated and the
insurer replaced with a trustee, normally a bank. Some cases were
lost to other insurers, however, and in a few instances the insurer’s
role was reduced in order to introduce a competing funding agent.
All of this shifting among funding agents accounted for 51 percent
of the number of cases lost or reduced. These cases represented 80
})ercent of the estimated loss in contributions indicating that the
oss of larger plans must have been nearly always due to the desire
to employ another funding agent. As shown in Table VI-58, Group
I respondents reported that 88 percent of their losses in contributions
were attributable to plans shifting assets to other funding agents.
About 12 percent of all respondents’ losses in contributions were at-
tributable to corporate mergers which resulted in consolidation of
the management of the employee benefit plans of the merged compa-
nies,** and seven percent were attributable to termination of the un-
derlying pension plan itself. The latter reasons were obviously more
frequently the cause of losses of smaller cases.

45 In gome instances a decision arising in these circumstances is undoubtedly tanta-
mbount to a decision to shift funding agents and should be added to similar cases reported
above.
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Tables VI-59 to VI-61 summarize the results of the competitive
interaction which generates new customers for insurance companies
and induces existing customers to leave. Thus insurers gain customers
because, for example, bank managed retirement plans decide to split
their funds among more managers, and insurers lose some business
when their customers decide to adopt a split-funding policy. Gains
and losses result to individual insurance companies as plan assets are
shifted among insurers or between banks, investment counseling
firms or other managers and insurers, and gains and losses occur as
new plans are born and old ones die (without successors being estab-
lished), or are consolidated. The data shown in Table VI-59 show
that the primary cause of net gains to insurers from this process is
that newly created plans funding with insurers significantly exceeds
insured plans which are terminated or consolidated. All respondent
groups also reported net gains in the competition between banks and
other managers and insurance companies, including the results of em-

loyer decisions to split their funds among several managers. Thus,
or example, although insurers reported losing more cases to banks
and other trustees than they gained from these sources, they reported
a net gain in terms of the anticipated impact upon annual contribu-
tions. As indicated above, however, it was difficult to design the ques-
tionnaires in a manner that insured symmetrical reporting on new
cases as contrasted to terminated or reduced cases. In addition, it is
possible that the impacts on annual contributions are optimistically
estimated. For example, althongh the respondent companies account
for about 95 percent of the existing group annuity business, they
reported gaining 140 cases worth $10 million in annual contributions
from other insurers while losing only 102 cases worth $7.6 million.
While it is possible for these companies to have made net gains from
the rest of the insurance industry, given the proportion of the indus-
try represented by these respondents, it is more likely that most of this
result reflects some asymmetry inherent in the reporting mechanics.?¢

At least partially offsetting this asymmetry is the fact that re-
spondents as a whole reported the information on sources of business
for only 78 percent of their new business but reported reasons for
termination for 94 percent of their lost business.?’” In particular,
Group I companies reported the detailed information on 75 percent of
their new business and 90 percent of their lost business; Group II
companies on 65 percent of new business and 100 percent of lost busi-
ness and Group 1II respondents on 94 percent of new business and 100
percent of lost business.?*® The large Group I and Group IT companies
that reported only on their largest twenty-five new cases fared less well
in the competition with larger banks and other non-insurance funding
agents than did the five large respondents which reported on all new
business. The twenty-five case companies gained cases with $14.3
million in contributions from non-insurer funding agents but lost
cases valued at $13 million in contributions. The other five large com-
panies gained cases worth $15.4 million and lost only $5.1 million in
cases to these competing investment managers. The twenty-five case

218 Tt should be observed, however, that Group I respondents reported a net loss of
business to other insurers in terms of contributions as well as number of cases.

217 Measured in terms of the impact on contributions.

#8 Group IV companies reported 100 percent of both new and lost busivess.
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companies also reported a net loss of $2.4 million in expected contribu-
tions to other insurers while the five companies reporting on all busi-
ness showed a modest gain ($800,000 in expected annual contribu-
tions) from the shifting of cases among insurers.

Tables VI-52 to V1-56 also present information on services pro-
vided by the insurers to group annuity cases which have terminated or
significantly reduced their relationship with the respondent insurers.
It is particularly interesting to contrast the lost business with the
newly acquired business in terms of utilization of these services. Tables
VI-62 to VI-66 facilitate this comparison by showing the percentage
of new business and of lost business which made use of the various
services. The percentages are computed both in terms of the number
of cases and the expected gain (loss) in contributions. The most strik-
ing difference between new and terminated business is in the choice of
funding media. Measured in terms of contributions, only 62 percent
of the new business utilizes the respondents’ general accounts compared
to 97 percent of the lost business.?*® Utilization of separate account
financing has a reversed pattern; new cases accounting for 71 percent
of expected contributions fund at least partially in separate accounts
but the comparable proportion for terminated or reduced business is
just 29 percent.

This funding pattern is especially striking for the large Group I
companies. Less than half their new business, measured in terms of
expected contributions, is using general account funding as opposed
to 96 percent of the lost business, and 86 percent of new business is
using separate account funding compared to 41 percent of lost busi-
ness. The same general pattern holds for other respondents although
a much higher proportion of their new business consists of cases which
are directing funds into general accounts; only a small percentage
of these other insurers’ lost cases had been making use of separate
accounts.

The only other noticeable difference between new and lost business
appears in the use of insurers’ actuarial services by clients of Group I
respondents. Measured in terms of contributions, new cases have a
greater tendency to have actuarial work done elsewhere than is true
of business lost by large insurance companies. This may reflect differ-
ences in the size distribution and age distribution of new cases as
opposed to terminated cases.?*°

There were no apparent differences reported in “other services”
utilized by terminated plans from those reported above for new cases.

¢. Net new business: its contribution to the growth of group annuity
business

One useful measure of the growth of life insurance companies’
group annuity business is the growth in premiums, deposits and other

2 However, 91 percent of the total number of new cases are utilizing general account
funding. It is possible that one or two exceptional accounts distort the results when new
business is measured by expected contributions,

220 Note that measured in terms of the number of cases there is no significant difference in
the percentage of new versus lost cases employing the insurers’ actuarial services. The
average size of the new cases for which Group I companies reported in detail (measured
in terms of annual contributions) is $388,461 as opposed to $112,804 for lost cases. Also,
new plans, which as has been shown account for a large portion of new cases, are prob-
ably more likely to employ consulting actuaries than some of the lost cases which may have
been insured for many years.
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considerations received. Of the measures used above, the percentage
change in the contributions is the most sensitive to changes in the
growth pattern. There was an apparent quickening of this growth
rate 1n 1968-1969.22

The relative importance of newly acquired less terminated cases as
compared to growth of cases which remain within insurance companies
may now be assessed.

Respondent companies have estimated a net gain in new business
during 1968-1969 of $212 million in terms of expected annual contribu-
tions. This amount represents 8.2 percent of 1969 premiums and con-
siderations received by these companies. There is no direct observation
of the growth in premiums and considerations for the respondent
companies during 1968-1969, but a reasonable estimate is possible.
For the industry, the premiums and considerations increased by $740
million during 1968-1969.22* For 1969, the ratio of total premiums
and considerations paid to respondent companies to the industry
total was .946.2% Applying this ratio to the $740 million figure re-
sults in about $700 million as an estimate of the absolute growth in
contributions during 1968-1969. The net new group annuity business
acquired by respondent life companies during 1968-1969 was expected
to add $212 million at an annual rate to contributions paid in by group
annuity business. This result is about 30 percent of the $700 million
net increase in contributions received by those companies during 1968
1969. While many of the new cases would not have contributed at the
level assumed in the $212 million estimate during 1968-1969, the $700
million increase does, of course, reflect net new business acquired dur-
ing this period and a period of time prior to 1968. As a rough order
of magnitude, the 30 percent estimate provides a measure of the im-
portance of net new business to the growth in premiums and considera-
tions achieved by these insurers.?** This estimate indicates that al-
though (1) the primary source of increased growth in contributions
paid in by group annuity business has been growth from existing con-
tracts which have remained with insurance companies, nevertheless
(2) the growth obtained from “new faces”, net of contributions lost
from customers’ removal of business, has been significant.

221 The industry annual percentage growth figures for premiums and considerations
attributable to the group deferred annuity and deposit administration plans were as
follows :

1966 oo 4.6 percent 1968 12.4 percent
1967 ceme - 9.5 percent 1969 oo een 21.7 percent

213 Table VI-19.

23 See Table VI-26. .

2 Ag observed above the estimate may be high if for various reasons there was asym-
metrical reporting which resulted in more comprehensive reporting of new cases acquired
than of cases terminated or reduced.



TABLE VI-28

CONfRACTS

FUNDING MEDIA USED BY GROUP ANNUITY
1865 < 1959
Respondent Group 1
1965 1966 1967 1968 3 1989
N [ER (2) 1) . (2) (1) (2) (1) (2) (1) (2)
1. Totals for All Quitstanding
Group Annuity CoOntracts -
1.1. Genereal Acceunt 6321 14,150,923 6712 13,072,182 7078 13,367,585 733'5.' 12,830,400 7521 11,151,653
funding.Only B AT
— .
1.2. Comkined General
and Separate Account 182 2,911,627 330 5,245,223 482 6,576,007 847 8,710,562 1202} 11,598,039
Fundang .
2. Seneral Account xxx| 2,726,966 | axx| 4,840,924 | xxd 5,691,418 | wx| 7,182,050 | xxx| 9,238,737
4 - .
b:,gzijfs:e Account XK 184,661 | xxx 404,306 | xxx 884,589 | xxx| 1,528,512 fxx| 2,359,302
- ] - - ; - T
1.3. Separate Account 0 0 1 203 4 . 3,660 19 104,259 28 267,505
Funding Only ' i .
2. Totals 65031 17,062,550 {7043{ 18,317,613 [7564] 19,947,252 {8201| 31,645,221 {8751 | 23}017,197
(1) Number of Contracts

(2)

Reserves (000 omitted)

SOURCE: Responses to Study Questionnaire Form I-51, Table L.

96¢



ABLE VI-29

T.
FUNDING MEDIA USED BY GROUP ANNUITY CONIRACTS

1965 - 1669
: Respondent Group 11 _
1565 1966 1967 1968 L 1969
(1)) (2 (1) (2) (1) (2) (1) (2) (1) (2)
1. Totals for All Qutstandihg
Group annuity Contracts -
1.1. Ceneral Acgount 2523)1 1,306,170 12964 1,256,686 [3361| 1,360,061 3775 1,359,902 fsz218| 1,411,139
Furding Only AN
1.2. Combined General
and Separate Account 42 265,565 85 456,519 158 524,219 262 702,883 610 895,752
funding
a. General Zccount : .
Perticn XXX 218,749 XXX 395,526 XXX 425,962 XXX 556,414 XXX 684,386
b: Separate Accouat s 46,816 | xxx 60,993 | xxx 98,257 | xxx 148,669 | xxx 211,366
1.3. Sepacate Account ' ! . .
Furding Only 0 0 0 0 0 0 21 150 31 136
2. Toteals 2570 1,569,735 3049 1,713,205 3519 1,884,250 4058 l2,062,935— 4859 32,307,027
, (1) = Number of Contracts
k (2) = Reserves (000 omitted)

SOURCE: Responses to Study Questionnaire Form I-51, Table 1

2

169



TABLE VI-30 i
FUNDING MEDIA USED BY GROUP ANNUITY CONTRACTS

869

1965 - 1969
Respondent Group Ii1 .
1965 1266 1967 1968 5 19569
() (2) (1) (2) () (2) (1) (2) (1) ()
1. Totals for All Outstanding
Group Annuity Contlracts - . '
1
1.1l. General Account 1672| 696,263 1581 742,868 171 807,1 ’
Fundsng Only i) 7 42,868 1713 7,192 1904 823,187 |1896 883,905
1.2. CombinedaG'eneral ’
and Separate Account 41 81,844 70 143,828 110 195,949 162 322,521 .} 230 417,278
Funding -
a. General Account 4 ' " .
Portion XXX 73,409 XXX 127,356 xxx |- 1‘62,159 XXX 250,463 XXX 292,187
b. Separate Account xxx 8,435 x0x 16,471 xxx 33,796 xxx 72,058 xxx 125,091
Bortion | ] . . )
1.3. Sepdrate Account o 0 o : : ! i I . .
Funding Only 0 1 100 1 96 N 3711
2. Totals 1513 778,197 1651 886,696 1824 1,003,241 ) 2067 1,145,804 2129 1,3@1;554
(1) = Number of Contracts
N (2) = Reserves (000 omitted)

SOURCE: Responses to Study Questionnaire Form 1-.51, Table 1
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TABLE VI-31
FUNDING MEDIA USED BY GROUP ANNUITY CONTRACTS
1965 - 1569
Respondent Group v
1565 1966 1067 1968 i 1969
(1) (2) ). (2) (1) (2) (1) 2) (1) (2)
l. Totals for All Ohtstanding B
Group Annuity Contracts .
{ . . ,
1.1. Gereral accbunt 1238 545,397  |1490] 604,357 ." |1714 666,356  |1991° 766,300 12305 812,719
Funding. Only - R g
1.2. Combined General
and Separate Account 25 36,851 57 135,430 86 203,543 150 281,775 245 385,961
Funéing
a. Ceheral Account xxx 26,465 xxx 70,967 xxx] . 113,135 xxx 148,148 xxx 213,300
Fortion
b.- Separate Account xxx 10,386 xxx 64,413 *acx 90,614, | xxx 133,627 xxx 172,661
Portion
1.3. Separate Rccount 1 449 1 755 13 2,587 81 65,285 222 70,127
Funding Only - . , ..
2. Totals 1264 582,697 1568 740,742 |1813 872,390 22220 1,173,35}  |2772| 1;268,807
. (1) = Number of Contracts
(2) =

Reserves (000 omitted)

SOURCE: Responses to Study Questionnaire Form 1-51, Table 1
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FUNDING MEDIA USED BY GROUP ANNUITY CONTRACTS

TABLE VI-32

1965 —~ 1969

Respondent Group

All Respondents

1665 1966 1967 1968 [ 1969
(1) ] (2) (1) 2) (1) (2) 1) 2) (1) (=)
1. Totals for All Ouﬁstanding ’
Group Annuity Contracts
1.1. General Agcodht 11559] 16,696,753  112747| 15,676,293 _J13866| 16,201,092 15005 15,778,789  |15940| 14,259,416
Funding Only ' 3 ' .
1.2. Combined General
gﬁfdfigafate Account 290 3,278,324 538 5,980,954 83¢ 7,499,724 1421 10,017,741 _p287 | 13,297,030
a. General Account xxx | 3,045,589 xxx| 5,434,773 jxxx| 6,392,674 |xxx 8,135,075 | xxx | 10,428,610
Pokrtion
b. Separate Account xxx 250,298 Py 546,181 xxx{ 1,107,050 {xxx 1,882,566 | xxx | 2,868,420
Pyrtlon H N
1.3. Separate Account 1 449 2 958 18 6,347 122 169,790 284 338,139
Funding Only - ' s .
2. Totals 350 | 19,975,526 |3287| 21,658,205 |w720] 23,707,163 |16:8] 25,966,320, fhssiif 27,894,585
i
' (1) Number of Contracts

nu

(2)

Reserves (000 omitted)

SOURCE: Responses to Study Questionnaire Form 1-51, Table 1

'
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3 TABLE *Y)Tf'£3 ) ;
SEFARATE ACCOUNTS AS FUNDING MEDIAFOR GROUP ANNUITY CONTRACTS

1365 ~ 1969

- . Respondent Group L .
1 eserves (thousands of dollars)
! 1565 1S65 1967 19¢€8 1963
1. Separate Account Funding I. '
-~ ) —t .
1.1. Affecting Exyployer - 142,987 298,582 658,798 1,204,111 1,978,030
Cost Only X .
' T . .
1.2. Varia};l‘i Benefits Based - AR ! .
cn Seperate Account - :
Irvestment Results 3,228 35,760 83,799 126,316 156,320
{total}
a. Deferred Benefits 3,215 35,726 83,637 111,363 128,563
b./Benefits in Course 13 34 162 14,953 27,757
of Payment ..
1.3. Variable Benefits Based 0 0
¢n Indox or Formula : , © 15,004 35,680
2. Totals Reported Above 146,215 334,342 742,597 1,345,431 ' 2,170,030
3. Total Separate Account . .7 ‘; .
Funding for All Cut- 186,661 - M
standing Group Annuity i 404,507 888,249 1,632,771 2,626,807
Contracts (total) ' e
3.1. Contracts with Separate 203 0
Account Funding Only 0 3,66 104,259 267,505
3.2. Separate Account Portion
. of Contracts Corbining
Separete Account and | .184’661 404,304 884,589 1,528,512 ’.' 2,359,302
General Account Funding
4. D . . 38,446 70.165
4. iscrepancy (3 minus 2) ’ 145,652 287,340 456,777

SOURCE: "Responses to Study Questionnaire,

Form 1-51, Table 1
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SEPARATE ACCOUNTS

Respondent Group

AS FUNDlgasgigfgétoR GROUP ANNUITY CONTRACTS

1965 -~ 1969
11,

—

Reserves (thousands of dollsrs)

1865

1566 .

1967

1568

1963

1. Separate Account Funding

1.1, Affecting Employer
Cost Onlv 1V,

46,816

60,493

97,623

147,565

207,945

i
1.2. Variable Benefits Based
. on Separaté& Account
Investment Results
(total) .

N

634

1,054

3,551

a. Deferred Benefits

500

634

1,002

3,431

b. Benefits in Ccurse
cof Payment
4

52

120

1.3. Vdrickle Benefits Based
on Index or Formula

v

0

o]

6

2. Totals Reported Above

46,816

60,993

98,257

148,619

211,502

3. Total Separate Aceount
Funding for All Out- .
standing Group Annuity
Cor.tracts (total)

46,816

60,993

98,257

148,619

-

2113502

i -

3.1. Contracts with Separate
' Account Funding Only

136

3.2, Separate Account Portion
of Contracts Combinzing
Separate Account and
CGeneral Account Funding

46,816

60,993

98,257

148,469

211,366

4. Discrepancy (3 minus 2)

SOURCE: Responses to  Study-Questionnaire, Form I-51, Téble 1
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: IABLE VI-35. :
SEPARATE ACCOUNTS AS FUNDING MEDIA FOR GROUP ANNUITY CONTRACTS

1965 - 1969
-Respondent Group i
. Reserves (thousands of dollars)
1965 1266 1967 ]:968 1969
1. Separate Account Funding
l1.1. Affecting Em?loyer 8,417 16,440 33,076 69,198 . 119,510
Cost Only ’ -
1.2. Variable Ber':éfits Based . ! ot .
on Separate Account 18 .31y N . 8l4 . 2,956 5,952
Investment Results . .
(total) * |
a. Deferred Benefits 18 31 645 1,103 3,443
b. Bepefits in Course c ‘ -
of Payment : 0 0 (169 1,853 2,509
1.3. Variable Benefits Based 0 0 o 0 ]
on’ Index or Formula H
v ° ; 4
2. Totals Reported Above 8,435 16,471 ! 33’899 . . 72,154 _125’ 62
3. Total Separate Accdunt . 5 154 128,462
Funding for All Out- 8,4:’55 16,471 33,890 72,15 ; ‘.,"
standing Group Annuity : ' H 3
Contracts (total) - : -
3.1y Contracts with Separate 0 0 100 96 371
Account Funding Cnly ’ :
3.2. Separate Account Portion )
s of Contracts Corbining 8,435 16,471 33,790 72,058 \ 125,091
Separate Account ard | ot
General Account Funding
' 0 0 0 0
4. Discrepancy (3 minus 2) 0

SOURCE: Responses to Study Questionnaire, Form I-51, Table 1.
\
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TABLE VI-36
SEPARATE ACCOUNTS AS FUNDING MEDIA FOR GROUP ANNUITY CONTRACTS

Respondent Group

1965 -~ 1969

v

Reserves (thousands of dollars)

! %65 1966 1967 1968 1963
Suparate Account Funding
1.1, Affecting Employer 9,972 63,892 90,710 164,346 204,485
Cost only ' 5
0
1.2. Variable Benefits Based .
on Separate Account 449 755 Ty~ | 1,817 28,845 32,228
Investment; Results B N
(total) d .
a. Deferred Berefits 449 755 1,799 27,038 29,428
b. Benefits in Course ’
of Payment d 0 19 1,806 2,801
1.3. Variable Benefits Based h
cn-Iindex or Forrwula o 0 0 0 0
Totals ﬁeported Above 10,421 64,547 92,527 ' (193,191 23{6,713
Total Seperate Account -
Funding for All Out- . .
standing Group Annuity 10,835, 65,168 93,001 198,912 ; 2142,_7%8
Contracts (total) '
3.1. LContracts with Separate -
‘Account Funding Only 449 735 2,387 65,285 ; 70,127
3.2. Separate Account Portion R
, of Contracts Combining
Separate Account 21d 10,386 64,413 90,414 133,627 172,661
General Account Funding
Discrepancy (3 minus 2) 414 521 474 5,721 6,075

SOURCE: Responses to Study Questionnaire, Form 1-51, Table 1.
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- . ‘TABLE VI-37
. SEPARATE ACCOUNTS AS FUNDIKG MEDIA FOR GROUP ANNUITY CONTRACTS

Respondent Group

i

1865 - 1969

ALL RESPONDENTS

:

Reserves (thousands of dollars)

1865 166 1967 1968 1962
1. Separate Account Funding
1.1, Affecting Employer 207,139 439,407 880,207 1,585,220 2,509,970
Cost Orly ' .
1.2. Variable Bengfits Based - ‘ .
. on Separate Account 3,695 3,7,056\\ N 87,064 159,171 198,051
Investmerit Resudlts . .
(total)
86,71 4
a. Deferred Benefits 3,682 37,012 »715 149,506 164,865
b. Benefits in Course 13 34 350 " 18,664 33,287
of Payment ’
1.3. vdriable Benefits Based 0 0 0 15,004 35,686
oh’ Index or Formula
s 967,271 1,759,395 2,7437707

2. Totals Reported Above 211,887 476,453 T ' ’

3. Total Separate Accdunt : , T
Funding for All Out- 250,747 547,139 1,113,397 2,052,456 - . 3,206,559
standing Croup Annuity . : L
Contracts (total) ' .

3.1y Contracts with Separate 449 958 6,347 169,790 . 338,139
Account Funding Cnly :
3.2. Separate Account Portion
\ of Contracts Combining
Separate Account and | 250,298 546,181 1,107,050 1,882,666 2,868,420
General Account Funding
4. Discrepancy (3 minus 2) :’38,860 70,686 146,126 293,061 462,852

"SOURCE: Responses to Study Questionnaire, Form I-51, Table 1,
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TABLE VI-38

LIFE INSURANCE GINERAL ACCOUNTS AS FUNDING MEDIA

FOR_GROUP ANNUITY COXTRACTS

1965-1569

Reserves (thousands of dollars)

Respondent Group__~ T

X

- . 1965 1966 1967 1968 1959
1. Gemeral Account Zunding :
1.1 Tixed Benafits (total) 10,158,327 10,602,194 10,796,351 10,153,700 9,189,357
a. ceferred 6,597,567 6,693,581 6,599,002 - 5,886,404 ~ 47 R
b. in course of payment 3,560,761 3,908,613 4,195,349 4,267,296 4,272,326
1.2 Unallocated Funds 2,421,689 2,706,334 3,216,587 4,170,107 5,332,668
1.3 Variable Benefits Based 20,989 29,474 36,872 317,849 382,166
on Index or Formula
- .
2. To:tals Reported Above 12,601,005 13,338,002 14,047,810 14,641,656 14,904,191
3. To:al jeneral Account Funding . ’ S
£5: All Outstanding Group 16,877,889 17,913,106 19,059,003 20,012,450 . ! 20,?99,390
Aanuity Contracts (total) . . '
3.. Contracts with General 14,150,923 13,072,182 13,367,585 12,830,400 11,151,653
+Account Funding Only i .
3.2 General Account Portion s .
oi Contracts Combining 2,726,966 4,840,924 5,691,418 7,182,050 9,238,737
G:neral Account & Sepa-
rate Account Funding
4., Dijcrerancy (3-2) 4,575,104 5,011,193 5,370,794 . 5,486,199

. 4,276,884

SOURCE: Responses to Study Questiomnaire, Form I-51, Table L.
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LIFE INSURANCE GENERAL ACCOUNTS AS FUNDING MEDIA
FOR_GROUP ANNUITY CONTRACIS

TABLE VI-~39

Respondent Group

1965-1969

Reserves (thousands of dollars)

11

-

Y

- - : . 1965 1966 - 1957 1968 1969
1. Geaeral Account Funding
1.: Fixed Benafits (total) 9423004 990,816 . 1,076,465 1,163,520 1,250,085
a. .ceferred . 510,364 514,023 535,827 551,012 556,396
5. in course of payment 431,140 476,793 * 540,638 612,508 695,691
1.2 Unallocated Funds 580,915 661,396 7€9,558 750,794 ' 845,388
1.5 Variable Bénpfits Based 0 ] : 0 2 52
on Index 6r Formula
.. - .
2. T>:als Reported Above 1,522,919 1,652,212 1,786,023 1,914,316 2,095,525 °
3. T>:al Seneral Accouat Funding . ’ . Q"
£5: All Outstanding Group 1,522,919 1,652,212 1,786,023 1,914,316 H 2,095,525
Anmuity Contracts (total) » . .
3.1 Contracts,with Generpl 1,304,170 1,256,686 1,360,061 1,359,902 1,411,139
. Account Funding Only , i L
3.2 General Account Portion ,
of Contracts Combining 218,749 395,526 425,962 554,414 684,386
G:neral Account & Sepa-
rate Account Funding !
4. Diuscredancy (3-2) 0 0 0 0

SOURCE :

Responses to Study Questionnaire, Form I-51, Table 1.
\
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TABLE VI-40
LIFE INSURANCE GENZRAL aCCOUNTS AS FUNDING MEDIA
FOR_GROUP ANNUITY CONTRACTS

1965-196
i
Respondent Group

9

I1I

Reserves (thousands of dollars)

A ¥ 1965 1566 MR 1967 1968 1969
1. C(Ceieral Account Fuading
1.. Fixed Benzfits (total) 306,130 336,511 353,281 385,428 422,851
a. deferred 150,834 154,842 . 143,400 141,258 134,174
b.  1in course of payment 155,296 181,670 209,881 264,171 288,677
1.1 Usslloated Funds 463,542 533,713 616,070 687,663 752,367
1.3 Variable Benefits Based
oa Index or Formula 0 : o ° 559 874
-l
2. Touals Reported Above 769,672 870,224 969,351 1,073,650 1,176,092
3. To.al jeneral Account Funding . ’ : R
£5: Ali Outstanding Group 8 . i
Anauity Contracts (total) 769,672 870,224 969,351 1,073!650 i },176,092
3.: Contracts with General .
Aecount Funding Only 696,263 742,868 807,192 823,187 883,905
3.2 General Account Portion ° .
of Contracts Combining 73,409 - 127,356 162,159 250,463 292,187
. General Account & Sepa- .
rate Account Funding
4. Discrepancy (3-2) 0 0 4] 0 Q

SOURCE: Responses to Study Questionnaire, Form I-51, Table 1.
T 1)
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TABLE

VI-41

LIFE INSURANCE GENERAL ACCOUNL'S AS PUNDING MEDIA

FOR_GROUP_ ANNUITY.CONTRACTS

1965-1969

Reserves (thousands of dollars)

Respondent Group Iy

- 1965 1966 L 1967 1968 1969
1. Cererzl Account Finding - B
1. Fixed Benefits (total) 343,255 377,443 418,187 477,219 519,485
a. deferred 234,340 237,568 257,392 278,691 285,591
b, in course of payment 108,315 139,875 160,795 198,528 233,894
1.2 Unallocated Funds 228,522 294,896 354,261 422,329 486,241
1.3 Variable Benefits Based 0 0 o 0 o
oa Index' or Formula
+
2. Touals Reported Above _ 571,777 672,339 772,448 899,548 1,005,726
3. To.al seneral Account Funding . , E
£2: All Outstanding Group 571,862 675,524 779,389 914,448 * 1,026,019
Anuity Contracts (total) . i L
3.. Contracts with General 545,397 604,557 666,254 766,300 812,718
<Account Funding Only R
3.2 General Account Portion , .
of Contracts Combining 26,465 70,967 113,135 148,148 213,300
Ganeral Account & Sepa- .
rate Account Funding
4. Dlucrepancy (3-2) 85 3,185 6,961 14,900 20,293

SOURCE: Responses to Study Questionmnaire, Form 1-51, Table 1.

\
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TABLE VI-42
LIFE INSURANCE GENERAL ACCOUNTS AS FUNDING MEDIA
FOR GROUP ANNUITY CONTRACTS
1965-1969

Respondent Group  ALL RESPONDENTS

Reserves (thousands of dollars)

L 1965 1966 s>~ 1967 1968 1969
1. Geieral Account iFunding ’ . .
1.1 Fixed Benefits (rotal) 11,749,716 12,306,964 12,642,284 12,179,867 11,381,778
a, delerred 7,494,205 7,600,014 7,535,621 6,857,365 5,891,190
©. 1n course of paynent 4,255,512 4,706,951 . 5,106,664 5,322,503 5,490, 588
1.2 Una!:'ldcated Funds 3,694,668 4,196,339 ’ {0,896,476 6,030,893 7,416,664
1.3 Varieble Benefits Based
oa Andex or Formula 20,989 29,474 : 36,872 : 318,410 383,092
2. To.als Reported Above 15,465,373 16,532,777 . 17,575,632 18,529,170 19,181,534
3. T> al 3eneral Account Funding . . (.
£3. All Outstaading Group 19,742,342 21,111,066 22,593,766 23,914,864 - i 24,688,026
Aaruity Contracts (total) . o H i
3. Contracts with General
. Azcount Funding Only 16,696,753 15,676,293 16,201,092 15,779,789 14,259,416
3.2 General Account Portion L. , . : R
o Contracts Combining 3,045,589 5,434,773 6,392,674 8,135,075 10,428,610
G:neral Account & Sepa- -
rate Account Funding .
4, Di.crejancy (3-2) 4,276,969 4,578,289 5,018,134 5,385,694 5,506,492

SOURCE: Responses to Study Questionnaire, Form I-51, Table 1 ~

v
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TABLE VI-43

NUMBER OF CONTRACTS OUTSTANDING WITH VARIABLE BENEFITS AS OF
DECEMBER 31, 1969

By Respondent Group

Respondent Group:
T 1
ype of Variable Benefit 1 I 111 v
Based on Separate Account
Investment Results 10 183 15 243
.Based on Index or Formula
a. general accoun: funding 6 3 1 0
b. separate account funding 2 1 0 0]

SOURCE: Responses to gty Questionnaire Form I-51, Table 1,
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TABLE VI-44 -

NUMBER OF COMPANIES REPORTING GROUP VARIABLE
BENEFIT ANNUITY CONTRACIS IN FORCE AS OF
DECEMBER 31, 1969

By Respondent Group

Respondent Group

Type of Variable Benefit T 1I 11t w

Based on Saparate Accouat
Investment Results 3 2 3 6

Based on Index or Formula . -
a. general account funding 2 2 1 0’

b. separate account funding 1 1 0 0

Total Number of Different
Companies Reported Above 4 2 3 6

Total Number of All Respondents 6 4 5 25

SOURCE: Responses to Study Questionnaire Form I-51, Table 1.



613

TABLE VI-45

GROUP VARIABLE ANNUITY CONTRACT BENEFITS OFFERED BY
RESPONDENT COMP'ANIZS:

YEAR IN WHICH CONIRACT INITIALLY OFFERED

Year Initially Respondent Group
Offered L . . .
1964 : 1 0 1 0
1965 1 0 0 1
1966 1 ) 0 1
1967 3 2 1 2
1968 0 0 R
1969 0 2 2 5
Plan to Offer
Soon N.A. N.A. 1 3
Do Not Offer 0 0 0 9
TOTALS 6 A 5 e

* Includes one respondent initially offering such contracts
in the first quarter of 1970. Offerings later in 1970 are
not reflected. ) .

-

N.A. means not applicable,

SOURCE: Responses to Study Questionnaire, Form I-51, Table 1.
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TABLE VI-46

Gi
NLWLY LRSURL:

Origivsior

ll.l.‘

Respondent coupandies' parsonncl
(agents, sales represcntatives
ote.)

Another inserance coupany's
persomel )

bank, investwant ¢dvigar or
other fingncial institution

Congulting Fiva (conaulting
actuavy, incwanae broker,
coployes -benefit fire, otel)

Orher sources

Previous History

2.).

2.2,

2.3.

2.4,

2.5,

Rowly ereated pension ov, other
employce benofit plans

Pians for vhich your company
rapresents an addition to other
frending agents

Plans removaed from othar Jn-
SUTENCe Coapanies

Tlans roooved {ron bauks or
othur noninsurance Funding

ageul s

CLhier

OUR 2 RI0TLY, ¢ GREFIENSS
DURLRS 1968 1969
BY RESCORPuNT CROU® I

-

Hewber of

Rew Cases

190

184

59

[

(2)
Estimaled Annuval
Contribuiicnre
——(dol).rs)

80,538,761

-—326,996

39,557,187

78,807,833

11,236,961

4,421,924

25,726,226

...230,000"
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) (2)

Number of Egtimated Aanual
Contributions

Hew Casces . N s
Londlavs)

III. Contractual Sorvices Providod by
Respondent Corpandes

3.1. GCencral Account funding __ 276 57,379,471

3.2. Scpatate Account funding 155 103,393,928

3.3, HNainlains records on individual

participants 110 72,381,306
3.4, Life incown guarantecs to plan

participruts 272_~ 103_5:7;_9_5278

3.5, Actuarial sewvices 214 34,088,714
3.6. Othar major services 16 8,896,864

1V, Tetal retivement-benelit plans
reporiad on above 310 120,422,944
1

V. Toigl: all plans ngw to réupondent

companics .o1,312 . 159,671,812
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TABLE VI-47

_ GROUP ANRUTTY ACREEMEHFS
REWLY ISSUZD DURTRS 19633969
BY RESPO&nteT Grouwr IT

(@8]
Nunber of

New Cuses

Ozigivator

1[1. Respondent conpanies' personnel
(agents, sales repiesentatives
ete.)

1.2, Arothor jusurcnce company's
porsomne] 87

1.3. Bunk, investment adviser ox
other financial institution R
1.4, Consulting firm (consvlling
actuary, Lasurcace buokeors,
cuwployee-bene it £lrm, ete,) _466

1.5. Othey eourcas _ 6

Previous History

2.1. Neyly created pension or othoer

employne benofit plans _782

2.2, Ylans for vhich your company
rep: escnle an cddition to other
funding agents ot

2.3. Plens reroved Lxucw other in-

" svrance coaponies 49

2.4, Dlane vrewoved Froa banbis or
othey noninsurence funding
agonts 55

2.5, Oilr 22

—Ldollars)

(2}

Lstimated Anaual

Contributione

1,453,018

11,954,101

152,895

17,635,694

— 648,691

2,535,048
4,010,711

4,065,443
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(@) (2)
Nwaber of Estinrted Aunual
Contributions

Now Cases p
o o fdotian

1 Savvices Providad by
Respondant. Companiag

3.)1. General Account funding

o
in
S
0
)
jun
i
3

)
i
3
"
h
¢

-9
3.2. Separalte Account fuading 151

(=]

ol
~
N

]

™~

1
\1
>

3.3. Maintalne records on indivicdual

participauts 778 20,050,613

.4, Lif{e incomo guaranteces to plon
perticiponts 813

w

29,079,992

3.5, Actusrial scwvices 781 22,983,616

3.6. Other major sesvices 0 0

IV, Toral retiropcont-benefit plans

rophrend en ahove 915 . 28,895,587

V. 7otal: all plans ncy to 1ispondent

conpanics 1,554 44,302,661

53-940 O - 71 - pt, 2 -- 32
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TABLE VI-48

COU,» ARRULTY '/\(5}{17.}"

MONES

NEWLY ) SSUEL DUATTS 1966-1969
BY RLSPORFLWT GROUY III

Oﬁiginntor

l[]. Respondent compeauics' pevsonncl
(agents, sales rvepiesentatives
ete.) '

- 1.2, Anothev insurance cowpany's

personnal

1.3. Bank, investment advieor or
other §finsncial institation

1.4, Consulting firm (cousulting
actuary, ingurance broler,

cmployce-bencfit five, cte.)

1.5, Othor soucces

Previous Higtory

2.1, Newly created pension ovr other
semployee benefit plans

2.2. TPlans for vhich your coapany
represent s an addation to othexr
funding agents

2.3. Plens removed {xom other in-
surance companics

2.4, Plans removed from banks or
other noninsurauce funding

agonts

2.5, .Other

(@8]
Runbes of

New Ca

s

154

137

203

"35

38

18

(2)
Lstimated Avaual
Contributions

_.{dollars)

. 6,226,125
125,944
_..90,375

9,369,048

134,281

9,577,225

. 564,265

1,316,078

3,498,497

1,209,708
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) (2)
Nuabar of Eslinnted Ainual
ContrilLutions
(dotlars)

Iew Casos

Contsractuval Seivicos Provided by
Respordont Compaiies

3.1, Goaeral Account funding ) .2_?_8 L 15,485,773
3.2. Scparate Aceount fuuding -_ 60 _7,952;,657

3.3. lMointains reeovds on individual

participaats __..206 8,341,116

2.4, Life dincome guaranices to plan . .
paviicipaate _2_?3 ]:,4_L3{’4,18\23

3.5, Actuawizl) servicesz . 250‘.,,_ 10’628'_.9_2_,9

3.6, Othor major services . 55 7,067,312

Wolal v Liveuoal Lonefit plans .
repuried o above 391_ -

16,165,773

Totat:s  all plars ney to réapondent ) -
01 16,165,773
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TABLE VI-49

CUOUP AVINITY AGREFRINTS
NEWLY 1S0UED DURTES 166341969
BY RESPOEETNY GOW IV

(1) -

Kuwmbex of

New Cases

Crigluator

'

Lol

Reepondont. compoit’es' pessonnel

(agents, sales representatives

ete.) _..570
fnother insurance cospany's

personcl 37

Banh, investrent edvisar or

other finsncial isstitvtion T S
Conavlterg fiva (Coaculidrg

antilyy, ansviance breker,

cmployer: benef it Lirs. ete.) 148

Ol sowr e . ,_.Ale.

Puovicus History

2.2.

2.3.

Hnwly ereated pension oxr other
cempleyee benefit plers 642
Flang for vhich you. cowpary
represents an addition to other
fonding agerts 31
Plare vewoved from other due
sULOALS CampEnive .33 .
Plare roquowved Toom banhs or
othey poninsuvance fundirg

.

agnnls

Oiher e 350

ctdnllazrs)

(2)
Fstineted &anval
ContribrlLions

23,914,802

....284,805

--.28,852
4,899,151

2,313,636

13,472,955

2,063,968

1,789,097

11,980,409
2,828,617
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Contractuil Sexvices Provided by
kesponcant Companics

!
3.1.
|
i
I

3.4,

3.5.

3.6.

Tolal retivoaant-ben

Genoral Account funding
Separate Account funding

Fvintains secords on individuel
pariicipants

Life dncone guavanteces Lo plan
psriicipancs

Actuarial servicas

iy L. .
OLher wajor seryices

-
&

it plans

1eporied v above

Total:

all plang ney to réspondent

companicn

(1)
Rumwhayr of

Hew Cancs

608

297

(2)
Lstimated Arnueal
Conlribuvtions
L fdollars

20,561,475

17,526,304
12,532,115

19,224,433

16,554,975

7

3,176,832
32,141,046

34,532,178
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TABLE VI-50

|
1
CROUP ANBUITY AGREEMENTS
NEULY ISSUED DURLIRS 1¢08-1969
BY RESPOPDILE (OUP
ALL RESPONDENTS

o) - (2)
Nuwbar of Estinated Anaual
New Cascs Contributions
- —— _.-Ldollars)
Originator
1.1. Respondent companics' personncl
(agents, sales xepiesentatives o ; .
etc.) 1,270 126,015,261
1.2. Another insurance coapany's -
personnc) 133 2,890,763
1.3. Baunk, investwenl acdviser or } ) ] . . .
other financial insidtution & - 119,027,
1.4, Censulting firm (consulting
actuary, insusance beoliex, B
employee: bonefit fira, ete.) ... 868 65,979,487,
1
1.5. Other sources . .25 .2,620,812
Pods .
Previous History
2.1. Newly created pension or other N i
employce benefit plens : - 1'81'!' e - ]:193493:7_0_? .

2.2. Plens for vhich your coupany
represents an addition to other.

funding agents 85 14,519,885
2.3. Plans vem>ved from olher in-.
SUTANCE CoMpRnLes i 162 . ' 10,062,147

2.4, Plans remnoveéd from banks or
other noninsurance funding
apents

185 T 745,215,843

2.5. Other 1 .8,333,768
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Centvactutl Services Previded by
kesnoadent Conpanios

3.1, CGeneral Accoont fundilug
3.2. Separatc Account funding

3.3. Nointaivs vecords on individuzal
participonts

3.4, life dncore guarantior to plan
participents

3.5, Actuarizl services
3.6, Other major sozvices

Totsl retivenmmi-benel it plun:
repotind 6 above

Toint: a)l pleas nep to 1t pondent
COMaien

1)

Nanber of

I'ew Cases

2,097
. 663

4,055

PR U U

(2)
Estimated Anrnunal

122,322,306

. 140,400,263

113,305,150
165,389,225
84,256,23

19,141,008

" 197,625,350

254,672,424



. TABLE VI-51 S

Percentage of New Cases by Number and by Contributions Which
Use Insurers' Actuarial Services

Respondent : Number of Cases ﬁxpected Annual Contributions
Group Weighted Unweighted Weighted Unweighted
1) I and II (25 cases) 42% 42% 14% 31%
2) I and II (all cases) 86 86 80 82
3) I1I . 83 . 82 66 ‘ 69
4) IV 88 85 52 75
5) All respondents 84 .80 T 43 69~
S Note: Row (1) consists of the five Group I and Group II companies

which reported on only their twenty-five largest new cases.
Row (2) consists of the five Group I and Group II companles
which reported on all new cases.

Source: Tables VI-46 to VI-50, and responses to
Study Questionnaire Form I-51, Table 3.

$29
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| TABLE vI-52

TERMINATYIONS LN CROUP
- ANNUITY BUSIRNGS

*19¢8-1%¢€¢

Rewsons for Termination
or Reduction

1.1,

1.2,

1.3,

1.4,

1.5.

1.6.

Client dasired to
replace insured

. contrect with

trustced plan,

Client desived Lo
shift the contrect
to anottr insurer.

Client desircd lo
adopt (cr fucthoo
split furding;
respondecnt conpany
renains a funding

agent.

-Employer consolida--

ting nanagement of
employee--bznefit
plans folloving &
marger.

Plan itaseli vas
terminaied; no
successar plan
established.

Other

(1) (2)
Number Reduction in
of Annual

Plans Contribuiions
Affected ~{doliars)
8 15,788,445

3 _5838,771
— 852,443
3L L3054
3 1,163,863

5 93,847 _
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Services Provided (or
which had been providéd)
by Respondent Companies

2.1. General Account
funding
2.2. Separate Account
funding
2.3. Maintained records
on individual
participants
2.4. Life income
guarantees to
- plan participants
.2.5. Actuarial services
2.6, Other mzjor services
B
Totals
3.1. Total plans reporied
_ on above '
3.2. Total plans

.terminated or
reduced during
19681969

(1) (2)
Number Reduction in
of Annual

Plans Contribations
Affected (dollaxs) :
194 T 23,471,263
23 9,966,263
114 10,842,434
200 20,333,607
152 13,700,603
o 2,652,834
215 24,467,909
427 27,054,952




627

- TABLE VI-53

TERVINATIONG XN GROUP
AUNULTY BUSINESS
1268--1269

By Respondent Group II

(1) {2)
Nuiber Reduction in
; of Annual
Plsng Concributions
j Affectad (dollars)
I
Rewsons for Teorminetion
or Reduction
1.1. Clicnt desived to
replacc insured :
controct with K
trusteed plen. 34 3,345,609
1.2, Client desired to
shift the contract
to another insurcr. 28 . 696,606
1.3. Clienv desirced to
adopt (or furither)
split furnding; * -
respondent corypany
remains @ funding
agent. 2 116,197
1.4, _Enployer consolida-
ting managewant of
enployee-~bonefit
plans following a
merger ., 30 545,839
1.5, Plan itself wus
terninated; no
successoir plan
established. o 927,042
1.6. Other 11 208,142 _
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(1) (2)
Number Reductiion in
of . Annual
Plans Contributions
Affected (dollars)
IX. Services Provided (or N
which had been provided) - -
by Respondent Compznies - C -
2.1. General Account - .
/ funding 182 4,839,435
'2.2. Separate Account
‘i. funding 12 658,430
'2.3. Maintained records
on individual
participants 154 3,470,776
2.4, Life income
guarantees to .
. plan participants 182 4,839,435
2.5. Actuarial services 128 2,473,208
2.6. Other major scrvices 0 o___
N -
11X, Totals
3.1. Total plans reported .
on above 182 4,839,435

3.2. Total plans
terminated or
reduced during
1968-1969 182 4,839,435
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|. TABLE VI-54

TERWMINANTIONS AN GRCIP
—-= - ANRUJLTY BUSILRESS
11668-1269

.

By Respondent Group  III

(o8] (2)
Number Reduction in
of Annual
Plans €ontributions
N Affected (dollars)
I. Reasons for Termination
or Reduction
1.1. Client desired to
replace insured
contract with L B .
trusteed plan, . .60 T 72,935,458
1.2, Client degired to
shift the contract - e .
to another insurer. -....26 792,055

1.3, Client desired to
adopt (o: further)
split funding; * ‘.
respondent company
remains ‘a funding
agent. 1 14,400

)J.4. _Employer consgolida-
ting management of
employee--bzunefit
plans following a

merger. R L
1.5. Plan itself was

terminated; no

successor plan L I e

established. 9 . e 635,695

1l.6. Other N 0 0
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Services Provided (or
which had been provided)
by Respondent Companies

2.1. General Account
funding

"2.2. Separate Account

funding

2.3. Maintained records
on individual
participants

2.4, Life income

guarantees to
plan participants

N
.
[§3]
.

Actuarial services

2,

(o)}

. - Other major scrvices

NY

Totals

3.1, Total plans reported
_~ on above :

3.2. Total plans
.terminated or
reduced during
1968-1969

(2)

(1)
Number Reduction in
of Annual
Plang Contribations
Affected” (dollars) -
175 5,621,636
7 428,300
129 T 2,904,804
-~179 ° *5,976,030
T 4,231,086 °
31 1,257,653
CToy T - -5,976,936
aen L il 5.976,936



Ly Renpondent Group _1IV

|
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TABLE VI-SS-“

TERUTIATTOMS LN GROUP
ARNUTLY BUSINGSS

19568-1969

Reisons for Termmination
or Reduction

L.l

1.2.

1.3

Lo

1.4. Employec consolida-

1.5,

l.6.

Client dcaired to
replace insured
contract with
trusteed plen.

Client desired to
shift the contract
to anothror iansurcr.

Clicnt desived to-
adopt (cr further)
split funding; *
respondent colapany
remains a funding
agent.

ting menagoement of
cmployee-benefit
plaus folloving a
merger.

Plan itsclf was
terminated; no
successor plan
established.

Ocher

(1)
Nunber
of

Plans

Bitectzd

(2)
Reduction in
-~ Annual
Contributions
—f(dollars)

33 _ 1,429,333
17 1,733,862

5 480, 235

23 1,126,206
—t3 140,914

3 32,016
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' TABLE VI-56

TERMINAMTLIQNS 1N CROUDP
ANRULWY BUSINESS
1868-1969

!

¢
!

Reasons for Termination
ot Reduction
!

1l.).. Client desired to
replace insured
contract with
trusieed plan,

1.2, Client desired to
shift the contract
to anotiler insurenv.

1.3. Ciieat desiraed to-
adopt (or furchar)
spiit flunding; °
respondent coapany
remains a funding
agent.

1.4.. Employer congolida-

ting managenent of

employee-bznefit

plans following a

merger.

1.5. Plan jteself was

’ terminated; no
successor plan
established.

1.6. Other

___All Respondents

\
(1) (2)
Number Reduction in
of - Annual
Plans Contrihutions

Affected |

{(dollers)

22,498,845

" 2le
114 < 8,061,296
13 1,463,275
123 - 5,001,913 '
185 2,867,514
19 334,005
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(1) (2)
Number Reduction in
of Annual
Plans Contributions
Affected” {(dollars)
II. Services Provided (or -
which had been provided) ) -
by Respondent Companies
2.1. General Account - e
/. £unding T 38,874,301
2,2, Separate Account
]' : funding 51 - 11,746,441
'2.3. Maintained records
.on individual e e
participants 466 . ._20,361,696
2.4, Life income
- guarantees to et e s R
plan participants .., 650 . - 35,443,548
2.5. Actuarial services . ..533 _ . 24,886,964
2.6. - Other major services 54 3,945,487
Y
11X, Totais
3.1, Total plans reported . N o )
" on above 670 40,226,846
3.2. Total plans
termineted or
reducced during I . -
1968-196¢ TT882 T 42,813,991

53-940 O - 71 - pt, 2 -- 33
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= 7 TABLE VI-57
Group Annuity Business:
Newly Issued and Terminated

1968-1969 N
New Lost Net New
Regggggent Cases Cases - ~Cases
(Smil.) (%) (Smil.) (%) (S$mil.) (%)
I T160 . 63 27 " 63 133 63
II 44 A T * SR - 18
111 T T T e 6 L1 T 10 5
v - 35 14 5 12 30 14
All Respondents _ 255 100 . 43 ° 100 212 100
Note:

Net new cases equals gross new cases less lost cases.

Source: * TABLES VI-46 i5 VIS0 and VI-52 o Vi36. Lo

—————— e a et
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_TABLE. VI-58
Percentage of Lost Contributions
Attributable to the Removal of

Assets or Contributions to
Other Funding Agents

. Amognt gf
Reg?gggent Nug?:isof Contriggtlons
(%) (%)
I ) 64 88
IT : 35 65 )
.II}: ".“ __49- o __ h ) VV - . 63 i
v 59 >74
All Respondents - sl 80 .
Source: Tables VI-52 to VI-56, Percentages are computed

as the ratio of the sum of items 1.1, 1.2 and 1.3
to items 3.1 in the respective tables.



636

. _TmBR VIS . ..

Summary of Net New Group Annuity
Business by Source of New
Business and Reasons for Loss of Business
1968-1969: All Respondents

Reason for Number of _ Impact on
Acquisition Cases Contributions*
or Loss New Lost New Lost
Split funding 85 13 14.5 1.5
Shifts among e .-
insurers Cls2 0T 1A BRI ULD N 8.1
Shifts between
banks, etc. and J .
insurers ©185 . . . 216 L45.2 225
Plan newly created
or terminated or e e . .
absorbed in merger 1,811 308 0 CLly.5T T 7.9
Other - 77 19 8.3 - 0.3
TOTALS 2,300 TT67077 T T 19706 0 T 4U.2

* millions of dollars.

Source: Tables VI-52 and VI-36. = 7~
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_ _ _TABLE VIZ60
Summary of Net New Group Annuity
Business by Source of New
Business and Reasons for Loss of Business
1968-1969: Group I Respondents

Reason for Number of _Impact on
Acquisition Cases Contributions*
or Loss New Lost New Lost
Split funding 40 5 11.2 .9

Shifts among
insurers 25 43 4.4 4.8

Shifts between banks, :
etc. and insurers 59 ° 89 25,7 15.8

Plan newly created or
terminated or absorbed o
in merger 184 73 78.8 - 2.9

Other 2 5 .2 .1
TOTALS 310 215 120.4 24.5

* millions of .dollars

" Source: Tables VI-46 and V]‘. 52,
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—  _ TABLE VI-61
Summary of Net New Group Annuity
Business by Source of New
Business and Reasons for Loss of Business
1968-1969: Respondent Groups II, III, IV

Reason for Number of -Impact on
Acquisition Cases Contributions*
or Loss New Lost New Lost
[ .
Split funding - 45 8 3.3 .6

Shifts among . . . . . .
insurers A117 B 71 5.7 .3.3

Shifts between banks, ‘

etc. and insurers 126 127 19.5 6.7
Plan newly created or

terminated or i L

absorbed in merger 1,627 723577 7 40,7 5.0
Other - 75 14 8.1 .2
TOTALS _ 1,990° w55 71,2 15.7

* millions of dollars.

Source: Tables VI-47 to VI-49 and VI-53 -tO VI-S_S.
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— —  _TABLE VI-62 ~ )
Services Provided by Respondent Insurers
To Newly Acquired Group Annuity Cases
and to Terminated or Reduced Cases
1968-1969: All Respondents

Percentage of New (Lost} Buslness
Provided Service

Type of Service Number of Cases Contributions
New Lost New Lost
(%) (%) (%) (%)
(-
1., General Account
Funding 91 926 62 97
2. Separate Account )
Funding- 29 8 71 29
3. Maintain Records .
on Plan _ .. R
Participants 12 .70, 57 51

4., Life Income
Guarantee to

Plan Participants 97 97 84 88

5. Actuarial e . U
Services 84 - 80 43 T 62

6. Other Services 10 8 10 10

Source: Computed from data in Tables VI-50 and VI-56.
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" TABLE VI-63

Services- Provided by Respondent Insurers to
Newly Acquired Group Annuity Cases
and to Terminated or Reduced Cases

1968-1969: Group I Respondents

Percent of New (Lost) Business
Provided Service

Type of Service Number of Cases Contributions
New Lost New Lost
(%) (%) (%) (%)
1. General Account
Funding 89 [0 48 96
2. Separate Account
Funding 50 11 86 41
3. Maintain Records
on Plan Partici-
pants 36 53 60 44
4., Life Income -
Guarantees to ,
Plan Participants 88 93 85 83
5. Actuarial Services 69 71 28 56
6. Other Services 5 1o 7 11

Source: Computed from data in Table_

VI-46 and VI-52.



— - " TABLE VI-64 _
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Services Provided by Respondent Insurers to Newly

Acquired Group Annuity Cases and To

Terminated or Reduced Cases
1968-1969: Respondent Groups II, III and IV

Percent of New (Lost) Business

Provided Service

Type of Service Number of Cases Contributions
New Lost New Lost
(%) (%) (%) (%)
.1. General Account -
Funding 92 29 .84 98
2, Separate Account ) .
Funding- 26 T6 48 11
3. Maintain Records or — . L B
Plan Participants .18 TTn T3 . 60
‘4, Life Income
Guarantees to Plan -
Participants 99 99 81 96
5. Actuarial Services 86 84 65 1T
6. Other Services , 7710 N A - B .
- ) TN

Source: Computed from data
and VI-53 to VI-55,.

in Tables VI-47 to VI-49
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E., SEPARATE ACCOUNTS: THEIR DEVELOPMENT, GROWTH, CHARACTERISTICS
AND MANAGEMENT FEES

1. The Development of Separate Accounts

a. The concept and rationale

As explained above, separate investment accounts have been estab-
lished by insurers primarily for the purpose of funding pension and
profit-sharing plans. In particular, separate accounts are being utilized
by employers as investment vehicles %or employer contributions in the
expectation that favorable investment results will accrue over the long
run and thereby reduce the employer’s cost of funding retirement bene-
fits for employees. To a limited extent, employee contributions are
invested in separate accounts and, also in a limited way, some accounts
are being utilized as investment media for group and individual con-
tracts which provide for payment of variable benefits to designated
beneficiaries, these benefits usually varying directly with the invest-
ment results of the account.??® It is reasonable to expect that the sep-
arate account mechanism will be utilized in a major way in future
years for purposes of funding life insurance contracts in which the
level of benefits vary with the return on a dedicated investment
account.??®

“Separate account” has been defined by the Securities and Exchange
Commission to mean “an account established and maintained by an
insurance company pursuant to the law of any state or territory of
the United States or of Canada or any province thereof, under which
income, gains and losses, whether or not realized, from assets allocated
to such account, are, in accordance with the applicable contract, cred-
ited to or charged against such account without regard to other income,
gains or losses of the insurance company.” 2** The Commission has
limited the availability of exemptions under the Investment Company
Act to separate accounts which meet further conditions with respect to
segregation of assets in separate accounts. State enabling statutes also
contain language specifying the standards of income and asset segre-
gation required for separate accounts.?**

Separate accounts can be used to provide portfolios with investment
policies and practices appropriately tailored to the objectives of the
contractholders who have interests in the accounts. In principle, bond
and mortgage loan separate accounts can be developed to tailor the
fixed income portion of contractholders’ investment interests to their
objectives. In practice, although some debt obligation separate accounts
have been established, separate accounts have been created primarily
for the purpose of providing equity funding.

As noted above the first state authorizations of separate accounts
occurred in 1959 with enactment of the Connecticut and New Jersey
enabling statutes.?® New York granted statutory permission in
1962,%° and now all states except North Dakota permit separate ac-

2% In a few instances, index or formula payout contracts are funded in separate ac-
counts, See above Tables VI-33 to VI-37.

220 See sec. C.3 dealing with the prospects for varlable life insurance.

227 Investment Company Act of 1940. rule O-1(e).

228 See, e,8. N.Y. Ins. Law § 227 (McKinney 1966).

22 See Gen, Stat., of Conn. seec. 38-33a and N.J. Stat. Ann § 17 :35A~-1 et seq.

20 See N.Y. Ins. Law § 227 (McKinney 1966).
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counts to be established for some purposes.?* Many of the initial
statutes were quite restrictive with respect to the types of interests
which could be funded in separate accounts. It was common to limit
the use of separate accounts to interests of pension, retirement or
profit-sharing plans and in some states to only tax-qualified plans.
Only assets funding fixed income benefit payments could be funded
in separate accounts in some states, and some states prohibited the al-
location of employee contributions to separate accounts. Most of these
restrictive provisions have been liberalized so that it is now possible
to use separate account funding for non-qualified plans and for in-
dividual and group variable annuities and generally employee con-
tributions can be allocated to separate accounts.

As explained above (sec. D.3.b.), beginning in January 1963 the
Securities and Exchange Commission provided administrative ex-
emptions from the Investment Company Act and the Securities Act
for most separate accounts (and interests in those accounts) which
were used to fund tax-qualified pension or profit-sharing plans. Until
recently, separate accounts funding individual annuity contracts, or
contracts issued under Section 403(b) of the Internal Revenue Code,
H.R. 10 plans, or non-qualified pension or profit-sharing plans were
required to register under the Investment Company Act (except where
“no action” letters were received). However, the recently enacted In-
vestment Company Amendments Act of 1970 has generally provided
statutory exemptions which encompass H.R. 10 plan contracts insofar
as the Investment Company Act is concerned and moots Commission
Rules 3c-3 and 6e-1 with respect to qualified pension-benefit plans.??

This section provides a description of the growth of and use made of
separate accounts, and a profile of the size, age, investment intentions
and other characteristics of separate accounts in existence as of year-
end 1969. This descriptive analysis provides insight into the extent
to which separate accounts invest in common stocks and examines the
effect of the age, size and other characteristics of separate accounts
upon the proportion of an account’s assets which are invested in com-
mon stock. Finally the section explores the impact of separate account
mahagement upon traditional views of the investment responsibilities
of life insurers and provides an analysis of the scale of investment
management fees charged to separate accounts by insurers.

b. Characteristics of sampled accounts

(1) An overview.—The Study received information on 197 separate
accounts.? These accounts can be usefully distinguished according
to (1) whether or not the account is registered under the Investment
Company Act of 1940, and (2) whether the account commingles the
assets of a number of contractholders or is established solely for an
individual group annuity contractholder.?* All registered accounts
are commingled accounts. :

=1 Separate account legislation is expected to be introduced in the North Dakota Legisla-
ture in 1971,

23 See ch. VIILB.8 for a more complete discussion of the history of Commission
action with respect to separate accounts.

233 In addition, the separate account questionnaire package was completed by the College
Retirement Equities Fund (CREF) which serves an economic function very similar to sepa-
rgti n;:counts. Thus, CREF is treated as if it were a separate account in some of the analyses
that follow.

=4 An individual contractholder may represent many interests as, for example, in the
case of a pension plan jointly funded by a labor union and a number of employers.
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As Table VI-65 shows, these 197 accounts held assets of $3.65 billion
of which $2.76 billion were invested in common stocks.??® These ac-
counts include the bulk of separate account assets reported by the In-
stitute of Life Insurance.®*® A significant number of registered sepa-
rate accounts appear to exist outside of this reporting sample, and
the sample covers only about 46 percent of registered account assets,?’
but the reporting accounts include nearly 99 percent of the unregistered
separate accounts in U.S. companies.

235 All asset data for separate accounts reported in this section represent market valua-
tion as of December 31, 1969. Because of its size ($1.3 billlon in assets) and the fact that
it is not customarily regarded as a separate account, CREF is excluded from this and other
descriptive tables that follow.

28 The ILI reports separate account assets of U.S. Insurers of $3.62 billion at end-1969 ;
$3.44 billlon of the assets reported in Table VI-65 represent assets of U.S. companies, The
remainder are from Canadian insurers.

237 The Commission reported 39 “variable annuity—separate accounts” with $261 mil-
lon in assets registered as open-end investment companies as of June 30, 1969 and an
additional 10 (with $3 million in assets) registered ‘‘variable annuity—separate accounts’
organized as unit investment trusts. (35 SEC Annual Report 125 (1969)). The 31 reg-
istered accounts reporting to the Study accounted for $119 million in assets. The largest
part of the unreported assets are with the Variable Annuity Life Insurance Company which
did not complete the Study's separate account questionnaire. As of June 30, 1970, 49
open-end investment company separate accounts with $224 million in assets and 21 unit
investment trusts with $7 million of assets were registered.



Table VI-65 _.

Assets and Common Stock Holdings
of Reporting Separate Accounts
by Type of Account
as of December 31, 1969

Account Type Nunmber of Accounts Assets Common Stocks |
Registered 31 $ 119,486,187 $ 94,992,424
Non-Registered : .
Commingled 70 $2,345,209,653 $1,853,197,549
Single Client 96 $1,187,956,919 $ 815,047,694
TOTALS 197 $ 3,652,652,759 $ 2,763,237,669

SOURCE: Response to Study Questionnaire Form’ 1-50."

G%9
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Only 31 of the 197 accounts representing just 2.4 percent of the re-
porting separate account assets are registered under the Investment
Company Act.**® Insurers apparently were confident that all their
single client accounts and most of their commingled accounts qualified
for the exemptions provided under Rule 3¢~3 or Rule 6e-1.7%°

The data reported in Table VI-65 include one registered account
of a Canadian company with assets of $1.2 million, 12 non-registered
commingled accounts %Irom four Canadian companies with assets of
$147 million and seven single client accounts with assets of $67 mil-
lion from two Canadian companies. Of the remaining $3.4 billion of
assets attributable to U.S. companies, six domestic U.S. companies,
each holding separate account assets of over $200 million, had 87
percent ($2.97 billion) of the $3.4 billion.?#

All life insurance company officers questioned on the point in inter-
views indicated that they discouraged clients from establishing “sep-
arate” separate accounts, preferring that group pension customers
utilize existing commingled accounts in order to minimize the number
of accounts under management.** In view of this attitude, it is inter-
esting to observe from Table VI-65 that nearly half the accounts
(with one-third of the reported assets) are single client accounts.

238 Registered account assets accounted for about seven percent of all separate account
assets in U.S. insurers as of year-end 1969. Throughout this report the two accounts of the
Participating Annuity Life Insurance Company (PALIC) are considered registered accounts
ieven t}l(%uglhin this.case it is the company itself, rather than the individual accounts, which
8 registered.

20 Rule 6e-1 which provided exemption from registration requirements and from some
other provisions of the Investment Company Act (see above) was released on July 15, 1969.
As of year-end 1969, 16 accounts had filed under Rule 6e-1, of which 15 are included in
Table VI-65. An additional nine accounts filed under 6e-1 during the first half of 1970.
Assets of all accounts claiming exemption pursuant to Rule 6e—1 amounted to $710 million
as of June 30, 1970.

210 These are the largest six companies in the group annuity business and constitute the
Groug‘ I companies in.the analysis of the group annuity business reported in sec. D above.

241 The largest number of separate accounts reported under management by a single
investment department of a single company was 20. Companies often require that net
annual contributions (“new money inflow”) must exceed a stated minimum in order
for the insurer to comply with an employer’s request for an individual separate account.
The Iiléghiest such minimum encountered in interviews was $10 milllon a year in net
contributions.



Table VI-66"

Types of Contracts Funded in Separate Accounts

as of December 31, 1969

-Assets by Account Category

(dollars)
. , A Non-
* registered Single
’ Registered Commingled Client
Accounts Accounts Accounts Totals
Number of Accounts ) T 25 ‘ 52 72 149
Type of Contracts
1. Group,contracts for IRS qualified (401) plans N - -
(a) private single employer 8,788,990 | 1,349,921,020 724,260,952 | 2,082,970,962
{b) multi-employer Z,31%,120 346,980,368 23,881,850 373,176,338
(c) dtate or local government system 779,407 14,216,706 169,176,350 184,172,463
() WK, T0 (Reogh) 72,936,995 21,189,968 0 24,126,963
(e) respondent company's plan 2,921,218 484,753,651 95,549,378 583,624,247
(Y other [y 3,595,520 1,899,023 5,494,543
2. Group contracts for plans not qualified under IRS (&01) , :
(a) private single employer ‘ 277,786 832,988 0 . 1,110,774
(b) multi-employer 0 4] 0 B 0 -
(c) state or local government system 0 0 0 - . 0
(d) respondent company's plan 0 0 0 L0
.(e) other 0 244,067 0 - 244,067
3. Group contracts for tax deferred 403(b) plans 41,380,9%1 0 j 5,882,793 47,263,734
4, Other plans or contracts 1
(a) individual H.R. 10 12,502,926 341,426 0 12,844,352
(b) individual annuities — 23,780,251 0 0 23,280,251
(c) individual contracts for tax deferred 403(b) plans 9,054,853 0 0 9,054,853
(d) individual contracts under IRS qualified
(401(a) or 403(a) plans . 10,713,231 0 0 10,317,231
5. Other claims on the account's assets 3,069,687 2,575,687 0 5,645,374
TOTAL 118,020,405 ) 2,224,051,401 | 1,021,650,346 | 3,363,722,152
Source: Responses to Study Questionnaire Form I-50,

L¥9
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(2) Types of contracts funded.—Table VI-66 shows the amount of
separate account assets which represent interests of various types of
contracts. A total of 149 accounts are represented in this table.?** The
$3.36 billion in assets in these accounts make up 92 percent of the
assets reported in Table VI-65. As our analysis of the group annuity
business above (sec. D) led us to expect, separate accounts have been
created primarily to fund IRS qualified group pension plans. Ex-
cepting one group 403(b) contract, all of the 72 single client ac-
counts represented in Table VI-66 are accounts created for group
pension or profit sharing plans qualified under Section 401 of the
Internal Revenue Code. Although 55 of the 72 accounts underlie
private single employer plans,? there are significant amounts of assets
representeg by state or local government retirement systems, multi-
employer plan contracts and the insurers’ own employees’ pension
and profit sharing plans.?** Over 99 percent of assets in nonregistered
commingled accounts represent interests of group contracts for 401
qualified plans. Most of the small remainder in this account category
represents the insurers’ claims on assets of the account.?*s

As of the end of 1969, separate accounts may have been registered
under the Investment Company Act because they (i) were used to
fund group contracts not meeting the requirements for exemption
under Rules 8¢-3 or 6e-i; (ii) were used to fund 403(b) contracts;
(iii) were used to fund H.R. 10 contracts 2¢ or (iv) were used to
fund individual variable annuity contracts not eligible to benefit from
any tax deferral provisions of the Internal Revenue Code. Judging
from the status of accounts reporting in the Study sample as of
December 31, 1969, registration of accounts used solely to fund Sec-
tion 401 qualified group contracts has been a rare occurrence. Only
one such account showed up in the Study sample.*” The 24 other
registered accounts contained interests of 403(b) or H.R. 10 or other
individual contracts. Five of these accounts consisted of 95 percent
or more of group 403(b) contract interests, and two had assets over
95 percent of which were attributable to individual H.R. 10 contracts.
Item 8 (other claims on the accounts’ assets) for registered accounts
represents seed money or other advances by the founding insurance
companies to the accounts.

Not included in Table VI-66 is the CREF account. All of its $1.3
billion of assets represent interests of individual contracts for 403 (b)
plans. CREF and its companion organization, TIAA, are limited to
providing annuities for staff members of colleges, universities, inde-

242 The attrition of 48 accounts from Table VI-65 Is accounted for by the exercise of the
relief provisions included in the Form I-50 instructions: f.e., these are accounts limited
to start-up funds, or established solely for foreign customers or as liquidation accounts, or
the smallest accounts of companies having more than 15 accounts.

243 These account for 71 percent of all single client account assets shown.

244 The assets shown under item 4 (f), “other group 401 qualified plans,” in Table VI-66
for single cllent accounts are attributable to a profit sharing trust for the insurance agents
of a respondent company. There are four other accounts devoted exclusively to respondent
companies’ employee plans; two state or local government system accounts and nine multi-
employer plan accounts are reflected in the single client accounts represented in Table

245 Although some states require that separate account liabilities always equal assets,
others permit insurers to accumulate a limited surplus interest.

240 Although insurers did receive ‘“no action” letters with regard to accounts funding
H.R, 10 contracts.

247 Such accounts would be eligible for example from registration under Rule 6e-1 since
the allocation of employee contributions to the account and the funding of contracts for
plans with less than 25 participants are both permitted under Rule 6e-1. The account in
question later filed for 6e—1 exemption.
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pendent schools and other nonprofit and tax-exempt educational and
scientific institutions.

(8) Age, size, and intended investment media.—Among the account
characterstics which may be of relevance in the analysis of investment
policy and management practices applied to separate accounts are (1)
the age of the account, (2) the size of the account, and (8) the in-
tended investment media through which investment objectives are
to be realized."These characteristics may be relevant, for example, in
the analysis of (1) asset composition including the proportion of com-
mon equities held in each account, (2) management fees charged to
the account, (3) trading activity, and (4) the degree of risk assumed
in seeking investment return. This section briefly describes the age,
size and investment objective characteristics of the account sample,
and in the process, examines the relationship between the proportion
of assets invested in common stock and these characteristics.

(a¢) Age distribution of accounts.—Although the initial state
statutes authorizing the establishment of separate accounts were en-
acted in 1959, New York State did not grant such permission until
1962 and the applicability of federal securities laws to accounts serv-
ing as funding media for group annuity contracts was uncertain until
the Commission’s release in 1963 of Rule 3c-3 under the Investment
Company Act and Rule 156 under the Securities Act. The Rule 3¢-3
and Rule 156 exemptions ciearly presented an opportunity to life
companies to establish separate accounts in which a large portion of
existing group pension-benefit plans could be funded free of-any
disabling features of the Investment Company and Securities Acts.
However, no immediate rush of assets into newly created separate ac-
counts occurred. Indeed, by the end of 1965, all separate accounts
combined held only $272 million in assets.?*® But, as life companies
geared up to the opportunities available, the growth in number of ac-
counts and in assets accelerated.

This pattern of growth is reflected in Tables VI-67 to VI-69 which
show, for each account type, the age distribution of separate accounts
in existence as of end 1969. These tables display the number of ac-
counts and their 1969 assets and common stock holdings classified by
the year in which the accounts were established. About half of the re-
porting accounts were established during the last two reporting years
and these recently created accounts held just over a quarter of all sepa-
rate account assets.

8 Institute of Life Insurance.

53-940 0—71—pt. 2——34



Table VI-67
Total Assets and Common Stock Holdings at Year End 1969
For Separate Accounts Classified by Age of Account

{ .
: Account Type: Regilstered
i
Year , Number N
Accoufit ] of Total ~ Common Ratio: Common
Established Accounts Assets . Stock Stock to Assets
1969 11 $ 6,086,102 - $ 4,620,948 .759
i968 8 13,943,917 11,377,520 .816
1967 : 5 44,932,223 32,661,350 .727
1966 3 ' 36,447,555 ) ¢ 31,781,455 ~ 7.872
1965 or earlief 3 18,076,390 " 14,551,153 .802
Total: All Years 30, 11,486,187 94,992,426 NI TS
T
Notes: "Year Account Established” 1is defined as the year assets were first placed in the account.
. "Total Assets" equals gross assets.
Source: Responses to Study Questionnaire Form X-50. ..
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Table VI-68

Total Assets and Common Stock Holdings at Year End 1969
For Separate Accounts Classified by Age of Account

Account Typg:

Non-Registered Commingled

Year i1 Number
Account . of Total Common - Ratio: Common
Established Accounts Assets Stock Stock to Assets
1969 14 . $ 151,468,569 65,365,876 .432
1968 9 41,142,287 28,892,518 .702
/ 1967 5 23,624,861 ) 19,935,817 . 844
2. 1966 9 104,503,807 48,416,282 . .463
- 1965 7 153,298,582 124,726, 209 814
1964 -~ 8 79,916,054 69,621,518 . .871
1963 7 418,979,641 335,449,956 .8!)1 )
1962 6 1,313,063,781 1,160,789,363 .884 :
. 1961 2 59,212,071 0 0
Total: All Years 69 '2,345,209,653 1,853,197,549 .790
Notes: "Year Account Estéblished" is defined as the year assets were first placed in the a.c-count.

"Total Assets" equals gross assets.

Source: Responses to Study Questionnaire Form I-50.
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Table VI-69

Total Assets and Common Stock Holdings at Year End 1969
For Separate Accounts Classified by Age of Account

Account Type:

Single Client

14

Year Number N
Account ! of Total Common .Ratio: Common
Established Accounts Assets Stock Stock to Assets
1969 37 270.786,496 146,534,646 . 541
. 1968 20 456,305,767 341,606,159 . 749
’ 1967 11 37,943,574 é&,686,&48 .651
C 11966 . 12 145,846,626 106,916,948 .733
i 1965 8 123,770,906 89,930,658 .727
1964 N 2 27,933,407 18,965,920 . .679
1963 4 117,780,850 81,011,128 .688 )
1962 1 7,589,293 5,375,787 .708 :
Total: All Years 96 1,187,956,919 815,047,694 :.Gé6

Notes:

Source:

Responses to StuJy;Questionnéire Form I-50.

"Year Account Established” 1s defined as the year assets were first placed in the account.
"Total Assets" equals gross assets.
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Table VI-70_ _ -

Proportion of All Reporting Separate Accounts
and Separate Account Assets Represented by Accounts
Established During 1968-1969

Number
of
Account Accounts Assets

Type (%) (%)
Registered 63 21
Non-Registered
Commingled 33 8
Single Client 59 61
All Accounts 50 26

Source: Tables VI-67, VI-68 and VI-69.
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Table VI-70 summarizes this pattern by account type. Particularly
significant in the last two years was the creation of “separate” sepa-
rate accounts for individual customers. About 60 percent of both the
number and existing assets of single client accounts are accounted
for by accounts established during 1968-1969.

There is some suggestion from Tables VI-68 and VI-69 that ac-
counts less than twelve months old tend to have a significantly lower
proportion of assets in common stock than older accounts. This may
reflect the mechanical and decision-making problems involved in in-
vesting quickly substantial amounts of new funds.® If true, this
means there should be relatively low common stock turnover rates for
new accounts.2® On the other hand, market conditions in 1969 ma
have been responsible for managers holding back on common stock
commitments.?5!

(b) Size distribution of accounts.—The size distribution of the
reported separate accounts is summarized in Tables VI-71 and VI-73.
All registered accounts are relatively small; 26 of the 30 accounts with
any assets contained assets of less than $10 million at the end of 1969.
Three of the four remaining accounts had less than $25 million in
assets.2”? This reflects the fact that the registered accounts are rela-
tively new (see Table VI-70), and primarily serve to fund contracts
sold directly to individuals. As concluded above (sec. C.2) many of the
individual variable annuity products are relatively new and there are
reasons for believing the total potential demand in these areas is lim-
ited. By way of contrast, separate accounts used to fund existing pen-
sion-benefit plans can grow rapidly through the transfer of assets
from the general account to separate accounts or from other funding
agents to insurer’s separate accounts.

In the nonregistered commingled account category there were 65
accounts with some assets as of the end of 1969. Of these 65 accounts,
85 (54 percent) had assets of less than $10 million and 49 (75 per-
cent) had assets of less than $25 million. However, these 49 accounts
contained less than 15 percent of all assets in this category. At the
other end of the size spectrum, five accounts, each with over $100 mil-
lion in assets, accounted for about two-thirds of all nonregistered com-
mingled account assets. Of these five large accounts, four were estab-
lished in 1962 and the fifth in 1963.

240 This difference does not show up in registered accounts. The amount of money in-
volved in these accounts is considerably less than in the nonregistered accounts.

250 Thig hypothesis is investigated below. See sec. F.5.a.

21 This argument presumes some degree of asymmetry in treatment of new liquid
accounts from established accounts heavily invested {n common stock.

262 In fact, each of these accounts had less than $15 million in assets,



Table VI-71

Size of Account
Registered Accounts.

Number, Assets and Common Stock Holdings
of Separate Accounts Classified by

RIS
Asset . Number Ratio:
Size of Total Common Other Common Stock to
Category Accounts Assets Stock Assets Total Assets
$q 1 (o] 0 [o] ———

$1-10 million 26 $ 50,404,000 $39,472,116 $21,863,768 .767

$10—2§lmiilion 3 $ 38,795,322 $29,702, 359 $ 9,092,963 - . 766

Over $25 million 1 $ 30,286,865 $25,817,951 ’$ 4,468,514 .852

All Accounts i 31 « | $119,486,187 $94,992,426 $35,425,645 - .769

Note:

Source:

Ratios are unweighted.

Responses to Study Questionnaire Form

I-50.

669



Table VI-72

Number, Assets and Common Stock Holdings
of Separate Accounts Classified by
Size of Account
Non-Registered Commingled Accounts

~

999

Asset . Number - . T T Ratio:
Size of Total ’ Common Other Common Stock to
Category Accounts Assets Stock - Assets Total Assets
$0 5 .o 0 0 —
$1-i0 million 35 - $ 114,913,783 |§ 77,181, 405 $ 37,732,378 .608
$10—?5 million 14 $ 228,451,518 |$ 138,327,142 $ 90,124,376 .597
$25-50 million 9 $ 297,?44,199 $ 172,254;628 $125,489,571. .577
$50-100 million 2 $ 150,395,853 |$ 94,819,708 $ 55,576,145 ) .676
$100-300 million & $ 759,901,960 |$§ 621,250,266 $138,651,694 . 820 ~
Over $300 mil. 1 $ 793,802,340 |{$ 749,364,400 $ 44,437,940 .944
All Accounts 70 $2,345,209,653 |$1,853,197,549 $492,012,104 ‘ 5,622

Note: Ratios are unweighted

Source: Responses to Study Questionnaire Form I-50.



Table VI-73

Number, Assets and Common Stock Holdings
of Separate Accounts Classified by
Size of Account
Single Client Accounts

Asset Number - — Ratio:
Size of Total Common Other Common Stock to
Category Accounts Assets Stock Assets Total Assets
_ %0 1 0 0 0 N
c $1-10 mil. 69 $ 228,532,165 $144,729,723 S 83,802,442 575
$10-25 mil. 15 $ 242,891,754 $159,369,712 §,83,52%,042 654
$25-50 mil. 3 $ 102;128,808 $ 68,537;990 $ 33,590,818 678
$50-100 mil. 7 451,400,380 $297,357,106 $154,043,274 .668
$100-300 mil. ‘ 1 ' $ 163,003,812 $145,053,163 $ 17,950,649 .8.90
All Accounts 96 $1,187,956,919 $815,047,694 $372,909,225 .661 :

Note: Ratios are unweighted

Source: Responses :to Study ngstionnaire Form I-50.
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Most single client accounts are relatively small; of .95 with some
assets, 69 (73 percent) contain less than $10.million in assets and an-
other 15 each have less than $25 million. Thus, accounts of less than
$25 million make up 78 percent of single.client accounts; they contain
40 percent of assets in this account category. As observed above, (sec
Table VI-70), there is less indication of a relationship between account
size and age in these accounts than in commingled accounts. In part,
this is because some single client accounts are created by employers’
shifting assets to insurers from other funding agents.

There is some indication that larger accounts tend to have a higher
proportion of their assets in common stocks. However, account size
and age appear to be correlated, at least in the commingled account
category, and as seen in the next section, most of those accounts which
are designed to invest in debt securities and mortgages are relatively
small. Tt also appears that the registered accounts have a higher pro-
portion of assets in common stocks than do nonregistered accounts in
the same size range.

(¢) Intended investment media.—Respondents were asked to indi-
cate for each of their separate accounts, whether the account was in-
tended primarily for investment in (1) common stocks, (2) debt secu-
rities, (3) real estate mortgage loans, or (4) some other type of asset
or some mix of assets. The distribution of responses to this question
is summarized in Tables VI-74 to VI-76.

Most of the reported accounts were primarily established for equity
funding. Among registered accounts, this was accomplished in 7 of
the 31 cases by investing in the shares of an investment company man-
aged by the insurer which in turn invested primarily in equities. How-
ever, 25 of the 166 nonregistered accounts were designed to invest pri-
marily in debt securities (8), mortgage loans (2), or a mix of debt
instruments and equity securities (15).2** Eight of the ten accounts
intended primarily for debt investment were commingled accounts, .
but 12 of the 15 debt-equity mix accounts were established for indi-
vidual customers. None of the ten debt accounts held any common
stock. When aggregated the debt-equity mix accounts appear to be
rather evenly balanced between debt and equity instruments. Indi-
vidually the common stock to asset ratios for 11 of the 15 debt-equity
accounts falls within the range from .32 to .68. Of the 25 debt and
debt-equity accounts, 7 are from Canadian companies.

The age and size characteristics of the debt and debt-equity separate
accounts are summarized in Table VI-77 in the same format as age
and size distributions for all accounts were summarized above. These
accounts seem to be typically somewhat smaller than equity oriented
accounts, even though a higher proportion of debt and debt-equity
accounts were established prior to 1967 than is true for equity accounts.
Of the five largest debt-equity accounts, four were relatively old by
separate account standards, two having been established in 1961 and
two in 1966. However, the fifth account resulted from a transfer of an
account from a bank trustee to an insurer in 1969.

253 In addition, 14 accounts were liquidation accounts or held short-term investments
on a temporary basis. Often when insurers recelve.assets in kind (e.g., securities) they
will be placed in a temporary or liquidation account until the assets are liquidated and
the proceeds placed in a regular account.
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When common stock accounts are segregated from debt and debt-
equity accounts, it still appears that there is a tendency for larger
accounts to have a higher proportion of their assets in common stock.
Thus, as shown in Table VI-78, dollar weighted common stock to asset
ratios are higher for all categories than are unweighted ratios. Debt
accounts helg no common stocks. For debt-equity mix accounts, no
relation between account size and the common stock to assets ratio
is apparent.

(d) Separate account characteristics and the proportion of account
assets held in common stock—In the process of describing charac-
teristics of separate accounts, it appeared that there exists some rela-
tionship between the proportion of an account’s assets held in common
stocks and the account’s (1) age, (2) size and (3) registration status
under the Investment Company Act. The last characteristic reason-
ably effectively distinguishes between accounts that primarily contain
interests from annuity contracts sold to individuals and accounts that
primarily serve group contracts with pension-benefit plans. In particu-
lar, it has appeared that older accounts, larger accounts and registered
accounts tend to have a greater portion of their assets invested in
common stocks.

Because of possible interrelationships among and between these
characteristics and other factors which may affect separate accounts’
common stock/asset ratios, any of these apparent relationships may
be spurious. In order to ascertain the existence of any such relation-
ships it is necessary to conduct statistical analysis that allows separa-
tion of the independent impact of each characteristic on common
stock holdings. One means of accomplishing this is through multiple
regression analysis. In this way it is possib%e to Investigate the pres-
ence or absence of a statistically significant relationship between an
account’s age and its common stock-to-assets-ratio after controlling
for the account’s size and other characteristics.

Table VI-79 reports the results of such a multiple regression anal-
ysis. The particular form of the equation estimated assumes that the
relationship between the proportion of an account’s assets in common
stock and the size of the account is logarithmic; that is, a giving per-
centage change in account size will produce the same percentage
change in the common stock-to-asset-ratio. The “t values” reported
provide a means of measuring the statistical significance of each re-
gression coefficient; 2* conventionally a ‘t’ greater than 2.0 or
less than —2.0 is considered to confirm the hypothesis that the ob-
served relationship is statistically significant. The coefficient of deter-
mination (R 2) measures the fraction of the variance in the common
stock-to-assets-ratio that is jointly explained by the independent
variables.?®

Our present interest is simply in confirming or refuting the pre-
sumed existence of a relationship between the fraction of an account’s

264 The ‘t’ values are ratios of the value of a regression coefficient to its own standard
error.
25 In this chapter, all of thesg_ coeflicients are reported after adjustment for degrees

of freedom ; this is the meaning of R 2.
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assets held in common stock and the account’s (1) size, (2) age, and
(3) account category. The results displayed in Table VI-79 indicate
that (1) larger accounts do hold a greater percentage of their assets
in common stock, (2) older accounts do have higher common stock-
to-asset-ratios and (3) registered accounts do hold a greater propor-
tion of their assets in common stock than do unregistered accounts.
Each of these results is statistically significant. In addition, the results
suggest that commingled accounts tend to have greater holdings of
common stock relative to assets than single client accounts (after
controlling for registration and other characteristics).?*®

Finally, the size of the insurer, measured by an insurance company’s
general account assets, was controlled for by including this measure
as an independent variable. The relationship between the common
stock-to-asset-ratio of an insurer’s separate account and the insurer’s
overall size is positive but not statistically significant.

26 The commingled variable took on a value of 1 if an account was commingled and
0 if the account was established for a single client; similarly the reglstered varlable took
a value of 1 If an account was reglstered and 0 if it was not. The relation between
“commingled” status and the common stock-to-asset ratio is almost significant by the
conventional ‘t’ test.



Table VI-74

Separate Accounts Classified by Primary Intended Investment Media
and by Actual Investments:
Registered Accounts

Primary Investment
Investment Common Company
Media Stocks Shares Totals
Number of Accounts 24, 7 3

Total Common Stock

$ 89,728,155

$5,264,271

$ 94,992,426

Other Assets

$ 24,477,138

$ 16,623

$ 24,493,761

$114,205,293

$5,280,894

$119, 486,187

Total Assets

. -

Note: Total common stock investments include investment company shares.

Source: ReSponseg to Study Questionnaire’ Form I-50

*
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: Table VI-75

I

Separate Accounts Classified by Primary Intended Investment Media

and by Actual Investments:
Non-Registered Commingled Accounts

Primary Liquidation
Investment Common Debt Real Estate Mixed Debt or Temporary
Media Stocks Securities Mortggges and Equity Investments Total
Number of
Accounts 58 6 2 3 1 70
Common Stock $1,820,877,453 : 0 0 $32,320,096 0 $1,853,197, 549
Other Assets S 332,109,490 $63,740,982 $49,561,692 $32,168,196 $14,431,74& S 492,012,104
Total Assets $2,152,986,943 $63,740,982 $49,561,692 $64,488,292 $14,431,744 $2,345, 209,653

a

{

Source: Responses to, Study Questionnaire Form I-50.
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Table VI-76 .

and by Actual Investment:
Single Client Accounts

R

Separate Accounts Classified by Primary Intended Investment Media

Primary Liquidation or
Investment Common Debt Mix of Debt Temporary
Media Stock Securities and Equity Investments Totals
Number of :
Accounts 69 2 12 13 96
Total Common . . :
Stock $739,273,441 0 $ 71,463,245 $ 4,331,008 $ 815,047,694

Other Assets

$243,503,208

$18,530,326

$ 90,118,805

$20,756,886

$ 372,909,225

Total Assets

$982,776,649

$18,530,326

$161,582,050

$25,067,894

$1,187,956,919

3

Source:

Responses to. Study Questionnaire Form I-50. _
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Table‘“VI:7?“;:

Age and Size Distributions

of the Debt and Debt-Equity Mix

Separate Accounts

: Asset !
Number Total Size Number Total
Year of Assets Category of Assets
Established Accounts ($millions) ($millions) Accounts .{Smillions)

1969 9 115.9 0-10 14 50.3
1968 2 19.3
1967 2 27.0 10-25 6 100;5
1966 6 103.2
1965 0 0 25-50 4 140.6
1964 1 1.8 )
1963 2 18.6 50-100 1 74.6
1962 0 0 :
1961 3 80.2

Totals 25 '366.0 Totals 25 366.0

Source: Responses to Study Questionnaire Form I-50.
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Table vi-78 °

Ratios of Common Stock Holdings to Total Assets
for Separate Accounts Classified by Type
and Primary Intended Investment Media

Common Stock Accounts Debt-Equity Mix Accounts
Type of Dollar Dollar )
Account Weighted Unweighted Weighted Unweighted
Registered _786 700 none none
Non-Registered
Commingled .846 . 735 .501 .488
Single Client .752 . 717 .442 .455

Note: Common stock accounts exclude accounts investing primarily,
N in investment company shares.
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TABLE VI-79

Multiple Regression Statistics from the Analysis of the

Proportion of Separate Account Assets

Invésted in Common Stock

Dependent Variable: Log (Common Stock-to-Assets-Ratio)

Independent Regression

Variables Coefficients 't! value
Log Account Size .051 4,29 -
Log Insurer Size .022 1.32
Log Year Account -2.627 -3.16

Established
Registered .129 2.20
Commingled .070 1.92

Constant 9.45

R? 12 .
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(4) Insurers’ investment decision-making responsibility in separate
accounts.—Although life insurance companies compete in the invest-
ment management business with bank trust departments, investment
counseling firms and others, historically the relationship between in-
surers and their contractholders has been fundamentally different
from that prevailing between noninsurance managers and those for
whom they act as trustee or managing agent. The noninsurance man-
agers which are under scrutiny in this study operate explicitly as man-
agers of other peoples’ money; and banks and investment advisory
firms provide investment management services under a wide range of
arrangements with regard to where decision making authority re-
sides. Frequently customers will retain some role in the selection of in-
vestments for the portfolio and influence or determine the timing of
transactions and the designation of the brokers chosen to execute
trades.

By way of contrast insurers are governed by a set of state statutory
and regulatory standards which explicitly view assets generated
through the sale of insurance and annuity products as assets of
the insurer, not of the contractholders, although the latter may
have limited contractual rights to redeem or borrow some portion of
the accumulated cash value through the exercise of surrender or pol-
icy loan options, and, as discussed above (sec. D.8.d.(3)), some por-
tion of group annuity contractholders’ interests has been transferable
to other funding agents under some contracts. In keeping with the
view that all assets generated from the insurance and annuity busi-
ness are assets of the insurer, insurers have retained sole authority to
make all investment decisions, subject only to statutory constraints,
and to select brokers, investment bankers, mortgage bankers and other
intermediaries with whom they deal in effecting investment decisions.

In part this difference between insurers and noninsurer managers
arises from the traditional view that (in spite of the large sums of
assets accumulated by life insurers) the investment features of insur-
ance contracts and the investment activities of insurers are almost
incidental to the insurance business.2’” However, as has been described
above, with the introduction of the variable annuity, and in the fund-
ing of group annuity contracts generally, insurers have in recent years
been issuing contracts in which the investment features are much more
significant than before and contracts under which assets can be much
more freely transferred to other funding agents than used to be the
case. The investment and transferability features are often especially
predominant in contracts which include the utilization of separate
accounts as funding media. In this manner insurers are moving di-
rectly into the investment management business, and it therefore be-
comes relevant to ask whether insurers are experiencing any dilution
in their traditional exercise of full investment authority.

Form I-50 inquired into this situation. Of the 147 accounts re-
sponding, 130 indicated the insurer possessed “sole investment author-
ity to acquire and dispose of specific assets without consulting with
parties who have a participatory interest in their account.” However,
i four of these 130 accounts, the managing insurer indicated that

257 In this view the cash values accumulated in insurance contracts which are the pri-
mary generators of assets under insurance company management are regarded as an
unintended byproduct of a successful marketing device, that is, the level premium.
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“interested parties sometimes recommend specific acquisitions or dis-
positions and the portfolio manager frequently acts upon such recom-
mendations.” Thus a total of 21 accounts with $42 million of assets
gave some indication that contractholders retained some degree of in-
vestment authority or influence.?*®

Four of these 21 accounts were registered as investment companies
under the Investment Company Act.?>® In three of these registered
accounts, the absence of sole authority meant that the insurer was
limited to investing assets of the account solely in shares of an affil-
iated mutual fund, and this restriction could be modified only pursu-
ant to a vote of the holders of certificates and contracts having an in-
terest in the separate account.?® In managing the fourth account, the
insurer (a Canadian company) operates within an investment program
which has been approved, and can only be modified, by an investment
committee elected by the participants in the account,

Three nonregistered commingled accounts were represented among
the twenty-one.?* Two of these accounts contained interests which
were limited to retirement plans established for employees of affiliated
companies. In these accounts consultation with designated parties-in-
interest was required prior to execution of trades.

The remaining fourteen accounts were established for single clients.
These accounts held $374 million in assets or 37 percent of respondent
single client account assets. The range of division of investment au-
thority is summarized by the following seven cases, each of which
reflects the situation existing in one or more of the fourteen accounts:

(1) All assets are invested solely in accordance with written di-
rections from the contractholder or an advisory committee desig-
nated by the contractholder.

(2) The insurer has followed the directions of the contract-
holder’s investment adviser.

(8) The insurer follows directions of the contractholder’s in-
vestment adviser to the extent they comply with applicable in-
vestment statutes. The insurer may refuse such directions or re-
verse directed orders which have already been executed. However,
in such event the contractholder may terminate the contract with-
out incurring a surrender charge.

(4) The insurer is ultimately solely responsible for investment
decisions, but agrees to consider recommendations made on behalf
of the firm designated by the contractholder. Recommendations
are made by the advisory firm with regard to the timing of in-
vestments, portfolio composition and specific buy and sell deci-
sions. Specific procedures are established to govern communica-
tions between the advisory firm and the insurer on all recom-
mendations made by the advisory firm in order to insure that the
advisory firm is fully informed with respect to actions taken by
the insurer.

28 The remaining 126 accounts held $2.891 billion of assets.

29 These accounts had $6.1 million in assets or seven percent of assets in responding
registered accounts.

260 Two other registered accounts with only $597,000 in assets reported that the
insurer had sole authority but the assets of these accounts appear to be intended to be
invested only in affiliated mutual fund shares.

21 These held $61.4 million in assets or three percent of the assets in this account
category.
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(5) The contractholder may direct the insurer in writing to ac-
quire any investment for the account or to sell any investment held
in the account.

(6) Investments are limited by an approved list which is work-
ed out with the client. Additions to the list are cleared, in advance,
with the client. .

(7) An approved list of equities and other types of invest-
ments is maintained. The contractholder shall receive written no-
tices of any additions to the list proposed by the insurer, and may
disapprove of any of them. The contractholder has the right to
recommend additlons to the list and the insurer is required to give
notice as to whether it will make the addition. Should the insurer
refuse to make a recommended addition, it shall, on notice from
the contractholder, make payment in a specified amount to a spec-
ified person to purchase and hold the recommended investment.
The contractholder has the right at any time to direct the insurer
to delete any investment from the approved list.

All acquisitions are limited to the approved list. Acquisition
and disposition decisions are made by the insurer except that,
(1) the insurer shall comply with instructions received from the
contractholder to limit further purchases of any specific invest-
ments, and (2) the insurer shall dispose of any portion or all of
any specific investments upon receipt of instruction from the con-
tractholder, the timing and manner of the disposition to be deter-
mined by the insurer in a manner consistent with the instruction
received and with the investment objectives of the account. .

The responding insurers were also asked whether contractholders are
permitted to designate brokers to be utilized in executing transactions
for the accounts. In twenty-three accounts some brokerage commis-
sions are allocated in accordance with directions from participating
customers. In all these accounts the designation was carried out by
paying brokerage commissions to named broker-dealers and allowing
them to retain the full amount paid.

Five of these 23 accounts were commingled accounts with $365 mil-
lion in assets. None of these accounts were registered. In four of the
five commingled accounts less than 15 percent of the brokerage com-
missions on portfolio transactions for the account are designated. The
fifth account reported a somewhat higher proportion designated but a
single contractholder held a dominant interest in that account.

The eighteen single client accounts in which designation occurred
had $194 million in assets. In twelve of these accounts the amount des-
ignated was less than 15 percent of brokerage commissions generated
by the account. In five of the accounts, over 85 percent of the broker-
age was designated, and the proportion designated in the remaining
account fell between 15 and 85 percent.

Responding insurers were asked whether the exercise of investment
authority or brokerage designation by the customer has ever “impaired
your company’s performance record as manager of this account uring
any period since its inception”? No insurer indicated that this had ever
been the case for any separate account under its management. Where
consultation arrangements exist, or a contractholder’s (or his advis-
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er’s) recommendations are acted upon, many insurers limit such con-
cessions by a policy statement similar to the following :

“Suggestions from Trustees, if accepted by [the Insurer] are
subject to sale without approval of the trustee as are all securities
now held or to be held in the account. Because [the Insurer] is
responsible for the investment performance of the Separate Ac-
count, [the Insurer] will decline any suggestion which in [the
Insurer’s] opinion would hurt performance.”

Such a policy would presumably be regarded by most insurers as nec-
essary to fulfill the life company’s responsibility under state insurance
statuites.

Where sharing of investment authority and designation of broker-
age do occur they do not generally occur in the same accounts. Of 21
accounts in which contractholders played a role in investment deci-
sions and 23 in which clients designated some brokerage, only four
‘accounts are common to both groups. In terms of the totality of sepa-
rate accounts the dilution of insurance company investment sover-
eignty is found in only a minority of cases. However, these cases are
symptomatic of a fundamental change in the insurance business, as a
result of which insurance companies are competing much more openly
and vigorously as investment managers. The next section examines the
basis and magnitude of charges made by insurers for these investment
management services.

¢. Investment management fees charged to separate accounts

(1) Investment services provided

Insurers offer a variety of services ito all contractholders including
those who choose to make use of separate account funding. Most of the
assets in separate accounts represent interests of employers funding
pension-benefit plans. The services provided these contractholders are
desecribed in general terms in sec. D.4.d. above. The focus here is
on investment management services provided to separate accounts, the
method of assessing investment management fees and the magnitude
of these fees.

Management of an investment account involves periodic asset valua-
tions, maintaining records of asset holdings and transactions, pro-
ducing and distributing reports to contractholders, consulting with
participating contractholders or their investment advisers, performing
security and loan analysis, and making investment decisions and de-
termining how best o implement these decisions. Where a separate
account 1s utilized, charges for many of these services may be made
directly to the account, or may be made to the contract’s deposit fund
or general account interest or may be made to a trustee or other party
affiliated with the funding employer or employee group and paid from
sources outside assets held by the insurer. The direct costs of executin
transactions for the account (for example, brokerage commissions an
transfer itaxes) are normally charged directly to the account. Gen-
erally, investment management fees are also assessed directly from the
account’s assets. This was the case for over 90 percent of investment
management, fees charged by insurers to commingled separate accounts
reporting to the Study and for over 80 percent of responding single
client accounts.?¢?

262 Egtimated from data reported for separate accounts in questionnaire Form I-25 for
the period 1965-1969.
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Insurance companies value separate account assets to market with
greater frequency than most other types of managers of pension fund
assets. Registered separate accounts are, of course, valued daily un-
less there are no additions to or withdrawals from the account.?6®
Of the remaining 124 reporting accounts, all but five are valued at
least monthly.?* Of the remaining five accounts, two are valued quar-
terly (one of these is informally valued to market at least monthly),
and a third is valued three times a year. The other two accounts are
balanced between debt and equity security holdings; the equities are
valued to market weekly but the market valuation of the debt securi-
ties is performed only annually.?

Most insurers distribute reports to group annuity contractholder
participants in separate accounts at least annually, and sometimes
quarterly. With respect to separate account activity these reports
common{y provide a list of the individual asset holdings in the ac-
count, a record of individual asset acquisitions and dispositions since
the last report, a record of the change in the value of the individual
contractholder’s interest in the account, and usually some measure of
the investment performance of the account or the information needed
to make sophisticated calculations of investment performance.

(2) Methods of assessing investment management charges

Respondent companies were asked to report information on charges
against separate accounts for investment management services in
two ways. First they were asked to supply the “current annual fee
schedule for management of assets” for each account.2s¢ If fees are
based on separately priced services, a schedule for each service was
to be provided. Also respondents were asked to indicate whether or
not management fees were negotiable.

Second, all insurers were asked to supply for each reporting ac-
count, data for.each.of the five years 1965-1969, “showing all charges,
fees or expenses (a) charged to the account, or (b) charged directly
to some other person or organization or account and paid from funds
other than this account’s assets.” 2¢” Respondents were asked to sepa-

‘rate those charges specifically attributable to the provision of
Investment management services from other expenses assessed against
the account. Most companies were able to provide (1) a separate
rate or schedule representing investment management charges, and .
(2) annual investment management fees assessed. However, a few
companies used annual fee schedules which combined fees for invest-
ment management. and other services and were unable to break out in-
vestment management: charges separately.

In nearly.all cases investment management fees charged separate
accounts are based upon the net asset value of the account or upon
each contractholder’s interest in the account’s net asset value. In some
cases there is a stated minimum fee, or minimum fees for each step in
a graduated schedule. In some instances, assessments are made against
each contribution to the account and each withdrawal from the ac-

23 See Rule 22c-1 under the Investment Company Act of 1940.

*4 Fourteen nonregistered commingled accounts are valued daily, three weekly and
thirty-three monthly : seventeen single client accounts are valued dally, thirteen weekly
and thirty-nine monthly.

%5 These are commingled accounts but the only contractholders represented in these
accounts are companies affiliated with the insurer.

200.See Form I-50, Question 19,

207 See Form I-25.
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count. Specific charges are sometimes made for asset valuations in
excess of the scheduled number or for reports of the account’s condition
or activity in excess of the scheduled reports to all participants. In
one case, the basic fee was based on income earned from the port-
folio rather than the asset value. However, the basic charge for invest-
ment management services for nearly all accounts is calculated by
applying a stipulated percentage to the net asset value.

In commingled accounts the fee rate is most commonly stated as a
flat percentage of the account’s assets. This was the case for all of the
reporting registered accounts and for about two-thirds of the unregis-
tered commingled accounts. In the remaining unregistered commingled
accounts, the fee rate was expressed as a schedule. These schedules are
typically structured in the following fashion: 2¢8

Investment expense

Average value of policyholder charge on portion of

interest during the policy year average value (percent)
First $100,000 __ —- - 0. 40
Next $200,000 —— — 0.30
Next §700,000 __ e 0. 20
Next $2,000,000 - — - 0.10
Next $7,000,000 .._ . 0.07
Next $10,000,000 ___.____ - - .0625

When a schedule is used, the charge is usually being levied against
each participating contractholder separately, although a few instances
were reported where the schedule is based upon the account size and a
single fee is assessed against the account itself.

Most fee rates are reviewed frequently, usually on an annual basis
but sometimes as frequently as monthly. Investment management fees
are most frequently assessed monthly. Some companies determine this
fee as a part of the annuity contract’s experience rating process and
the fee rate automatically changes annually. Other companies appear
to make less frequent changes in the rate or schedule used.

There does not seem to be any greater tendency to use a fee schedule
for the larger commingled accounts, than for smaller ones. The com-
mon use of a flat fee ratio means that all contractholders are assessed
the same percentage fee regardless of the size of their respective in-
terests. This result also occurs whenever a schedule is used but the
i:lharge is assessed against the account itself rather than each contract-

older.

The graduated schedules used reflect economies of scale realized in
managing larger amounts of funds. These economies can be reflected in
flat fee rate charges by periodic changes in the fee ratio as the account
(or the separate contracthelder’s interest) grows.

Most companies indicated that fee rates were not negotiable. How-
ever, some medium-sized and smaller companies indicated that the
fee rate for larger cases was negotiable. For a smaller company this
meant a willingness to negotiate with a client having a separate
account interest of as little as $1 million. The schedule illustrated
above is one in which fees are negotiable for that portion of a con-
tractholder’s interest exceeding $20 million. In a few instances more
than one fee rate or schedule was reported. In these cases the fee rate
varied with the type of contract or according to whether the. client
had an interest in more than one investment account. For example,

268 The schedule shown is one actually utilized by a reporting commingled account.
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the schedule reported above is an actual scheduie applied to interests
of those contractholders having IPG contracts. Regular deposit ad-
ministration contractholders represented in the same account were
charged a flat 20 percent of their share of the account’s net asset
value. Another account reported a lower flat fee rate for group H.R.
10 contracts than that charged to other group contracts participating
in the account. However, as of the end of 1969, only one percent of
the account’s assets were attributable to H.R. 10 contracts. In the few
instances where the fee rate was affected by the dispersal of funds
among separate accounts or between the general account and a sep-
arate account, the contractholder paid a somewhat lower investment
management fee if his interest was limited to a single separate
account.

One account reported charging a performance fee. This consisted
of a basic (flat rate) fee plus (minus) one-twentieth of the excess
(deficiency) between the total rate of return achieved by the separate
account and the comparable rate of return attained by the Standard
and Poor’s 500 Index for the four preceding calendar years. Each year
the fee will be recalculated on the basis of the most recent four years’
performance. This account is considered by the insurer to be a com-
mingled account since it was created in 1968 with that intention. How-
ever, as of end 1969, the account had only one participant, namely,
the insurer’s own employees’ retirement plan.

(3) Magnitude of investment management fees charged
As observed above, two sources of information on the magnitude
of investment management fees charged participants in separate ac-
counts were available from the study questionnaires; namely, stated
flat fee rates or fee schedules in effect at the time the questionnaires
were being completed and actual fees charged for investment man-
agement services for each year 1965 to 1969. In order to express the
latter fees in the most commonly used fees-to-assets ratio form, it is
necessary to divide reported fees by the appropriate net asset value.
Since management fees appeared to be most frequently calculated and
assessed monthly, it would have been best for this purpose to have
monthly asset values for the five-year period. However, the Study
collected asset data on separate accounts for only two points in time.2%
The closest approximation to assets collected on a more frequent basis
was each account’s annual holdings of corporate debt and equity
securities.?” This figure is therefore used as a measure of account size
throughout the following reports.
Accounts available for the analysis of fee ratios during each year
of the 1965-1969 period were limited to those accounts which :

(1) existed throughout any year in which fees were measured
and reported total corporate security holdings as of the end of the
previous year as well as of the end of the current year;

(2) reported fees for investment management services sepa-
rately from other charges, and

(3) at the end of 1969 had at least 80 percent of net asset value
invested in long term corporate securities.

20 On Form I-21 (and Form I-50) the market values of net and gross assets were reported
for December 31, 1969. Also a Form I-21 was submitted as of the end of 1964 or the end
of the first full year of the account’s existence.

0 Excluding short-term instruments defined as issues payable upon demand or having
izt ﬁwe admﬁtlurity of one year or less. This information was collected on Form I-26, Tables

, II, an .
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Consequently, limitation (1) excluded accounts from the analysis dur-
ing the year in which they were established, and all fee information
for 1965 was excluded.>* Limitation (2) excludes accounts for which
the insurer claimed to be unable to separate investment management
service charges from other charges and accounts in which the insurer’s
own employees’ retirement plan was a participant and no explicit
charge was made to this plan. Finally, limitation (8) assures that only
accounts are included for which the value of long-term corporate se-
curity holdings is a reasonable approximation to net asset value. Ac-
counts with a large position in cash and short-term obligations by de-
sign or accident as of the end of 1969, and accounts designed to invest
in something other than corporate securities (for example, mortgage
loans) are therefore excluded.?”

Expenses attributable to investment management can be influenced
by a number of variables. The most important of these influences
should presumably be the size of the account managed. Substantial
economies of scale should be realized from management of larger ac-
counts, and these may be passed along to customers through the ap-
plication of graduated fee rate schedules 2™ or through periodic re-
vision of flat fee rates or fee rate schedules. In commingled accounts
the effect of account size on management expenses may depend upon the
number of participating contractholders.

It is also probable that management economies are related to the size
of total assets under management by the insurer, since many overhead
expenses may relate to services utilized by a number of accounts. It is
relevant to inquire whether these savings are passed on to customers.

Expenses and fee rates may vary depending upon whether the ac-
count in question is a pooled acconnt or created for a single customer.
Since it is likely to be expensive to establish a separate account for a
client compared to the cost of managing the client’s investment inter-
est in an existinig commingled account, it is to be expected that at least
smaller single-client accounts are likely to incur higher management
fees than commingled accounts of comparable size. This effect may be
dissipated with larger single-client accounts that are more economical
to manage. Once established such an account has less in the way of ad-
ministrative expenses than a pooled account of comparable size. Also,
large customers who are able to negotiate an individual separate ac-

271 §ince the first reporting date for Form I-26 corporate securities holdings information
was as of the end of 1965.

272 There is & question with regard to whether use of long-term corporate security holdings
as a proxy for assets, even with an 80 percent cutoff, introduces an upward bias in fee
rates. For many accounts this is not so because corporate securities normally account for
95 percent or more of assets: but for some accounts there is an upward bias, On the other
hand in discussing the fee evidence with respondents, the Study found that young accounts
often have an accelerated growth pattern over the year which results in the average of begin-
ning and end-year assets systematically exceeding the average of twelve end-month
asset valuations. Thus, the Study’s method seems to produce measurement errors which
lead to an understatement of fee rates in many accounts. These two factors have opposing
effects on fee rates but with the available data and supplementary information, it is not
possible to state a firm conclusion with resnect to the net effect of these factors.

213 If fee rate schedules are applied to the account, then growth in the account auto-
matically leads to lower fee ratios. If the schedules are applied to contractholder interests,
then the extent to which economies from increases in account size are automatieally passed
on depends on whether account growth results more from growth of existing participants’
interests or from an addition of new participants. To the extent the latter is the case,
revisions in the schedule are required to pass on cost savings. Similarly, realized economies
can be passed on in situations where flat fee ratios are charged only through reduction
in the applicable ratio.
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count may also possess sufficient bargaining power to negotiate a lower
fee schedule than is applied to a commingled account. Thus, large
single-client accounts should be expected to incur lower management
fees than large commingled accounts.

It is possible that registration under the Investment Company Act
affects fee rates. However, the expected direction of the effect is not so
obvious. Registered accounts may be more expensive to administer be-
cause they tend to contain many more participating interests than
nonregistered commingled accounts. This would tend to produce higher
management fees for registered accounts. On the other hand, mutual
fund industry practice and the Commission’s efforts to have legisla-
tion enacted to require that investment company fees be reasonable,*™*
may have inhibited registered accounts from charging a manage-
ment fee of more than one-half of one percent, whereas nonregistered
accounts may not be so inhibited.

The year 1n which the fee ratio is measured may be a relevant de-
terminant of the magnitude of the fee rate. Adjusting for account size,
insurer size and account characteristics, the general rising cost of
services during the 1966-1969 period may be reflected in higher fees in
later years.

Finally there are several variables which may be related to the
amount of effort and cost involved in managing an account. Among
these are the number of issues held in the account, the account’s turn-
over and activity rates,*”> the composition of assets held in the account,
and the extent to which customers retain some authority with respect
to investment selection, trading decisions or designation of brokers.
None of the stated bases for establishment of fee rates admit of these
influences; nonetheless, it is possible that some measures of time and
effort enter into the establishment of differential fee rates or schedules
for the various accounts under management.

All registered accounts reported charging fixed fee rates based upon
net asset value. Thirteen of the fourteen responding accounts re-
ported fee rates between .25 percent and .50 percent.?® The mean
value for these fourteen accounts was .36 percent. All of these accounts
held under $20 million in assets as of December 31, 1969 and all but
one held under $10 million.”” Within this rather narrow size range
there is no evidence of any correlation between fee rates and account
size.

The stated fee bases for nonregistered commingled and single client
accounts are summarized in Table VI-80. Because fee schedules are
formatted in a number of different ways and where the format is the
same the size steps vary from account to account, these heterogeneous
schedules are summarized by computing, for each schedule, the cost
to a contractholder at several benchmarks representing various sizes
of a contractholder’s interest. Accounts charging flat fee rates are

21 These efforts have resulted in enactment of the Investment Company Amendments Act
of 1970, § 20, Pub. L. No. 91-547 (Dec. 14, 1970).

216 These measure an account’s trading activity in common equity securities. Turnover
and activity rates for separate accounts are analyzed in sec. F. §.a. below.

76 The fourteenth account reported a rate of .125 percent.

27 As indicated above, account size is measured as total corporate security holdings
excluding short-term issues.
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shown separately. The decline in the number of accounts as the size
of the interest increases occurs because of schedule cutoffs; for exam-
ple, one commingled account schedule does not state any fee rate for
amounts of $5 million or more. In some cases this results because the
amount is beyond the experience of the account; in other cases it is
because fee rates are negotiated for interests above some specified
amount.

The stated charges summarized in Table VI-80 do suggest that
economies realized from managing larger sums are reflected in lower
fee rates as the size of a contractholder’s interest increases. As ex-
pected, small single client accounts are charged higher management
fees than small commingled accounts. For accounts of $25 million or
more there is, however, no significant difference in fee rates by ac-
count type. Thus, the fee rate falls more rapidly with size of interest
for single client accounts than for commingled accounts.?® The sharp-
est decline occurs between interests of $1 million and $10 million in
both types of accounts.

If fee rates are analyzed on an account basis, the similarity between
fees charged contractholders with interests of $10 million or more
indicates that larger single client accounts are assessed lower manage-
ment fees than comminglied accounts of comparable size. Thus, for ex-
ample, using the ratios shown in Table VI-80 a “typical” commingled
account of $100 million consisting of ten participants with equal in-
terests would incur a management fee of .124 percent whereas a $100
million single client account would pay .084 percent. Obviously, the
larger the number of interests in a commingled account, given its size,
the higher is the management fee that will result. On the other hand,
single client accounts charging a flat fee rate charge a somewhat
higher fee than commingled accounts employing a fixed fee ratio.

When a cross section of flat fee rate accounts is examined, no correla-
tion between the quoted fee rates and account size for single client
accounts is found and little, if any, correlation exists for commingled
accounts.?’® Within a given insurer there also is no indication of cor-
relation between the flat fee charge and account size; for some indi-
vidual insurers the flat fee rate is identical for accounts of all types
varying widely in size. Consequently larger accounts paying a flat fee
rate tend to pay higher management fees than comparable sized ac-
counts assessed according to a graduated schedule.

Tables VI-81, VI-82 and VI-83 show average actual fee rates by
account type and size for each year, 1966 to 1969.2%° Because of the
limited number of separate accounts which had been in operation for
four years as of end 1969 and because of the exclusions explained
above, there are very small numbers of accounts represented in the
larger size categories and in earlier years. Table VI-84 combines all the
years and treats each account year as a separate observation.

=218 If only size of participants’ interest affected fee rates the fee rate would decline
approximately 40 percent for each tenfold increase in commingled accounts and 60 percent
for comparable increases in single client accounts.

21 Commingled accounts over $50 million reported fees averaging about .15 percent;
those under $50 million average about .20 percent, with no relation between size and fee
rate evident within the $0-$50 million range.

20 Ag explained above, fee rates are calculated as total charges for investment manage-
ment services durlng the year, divided by the average of beginning year and end year
long-term corporate security holdings.
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Average fee ratios for registered accounts appear to be about .4
percent ; for nonregistered accounts fee rates average about .2 percent.
Since most accounts fall in the $0-$10 million size range, this general-
ization is valid for both accounts in that size category and for all ac-
counts.”® Single client accounts appear to have lower fee rates, as
expected, in medium sized accounts (for example, $5 to $50 million).
There are not enough larger accounts to determine whether signifi-
cant differences between types of accounts exist for accounts over $50
million. Furthermore, in comparing the Study’s calculations of actual
fee rates paid with expected fee rates derived from stated fixed rates
or schedules, it a{)pea,rs there may be some systematic measurement
errors in single client accounts wﬂich result 1n the actual fee ratios
being biased downward for these accounts,®? or else more negotiation
downward from stated schedules occurred than was evident from the
written responses. The pattern of a sharp decline in the fee rate for
accounts above $5 million is surprising (and perhaps suspect) as to the
extent of the decline, although a substantial decline in this range was
also suggested by the fee schedules summarized in Table VI-80.

In the nonregistered accounts there does seem to be a clear relation-
ship between fee rates and account size. There is not an obvious time
trend in fee rates, although there are examples of substantial increases
in fee rates from one year to the next. In the more prominent of these
cases, there also is an increase in the number of accounts in a size
category in which an increase in the fee ratio is observed. This results
from the growth of flat fee rate accounts into the next higher size
category without any apparent adjustment in the fee rate. This.evi-
dence together with the lack of any apparent relation between account
size and fee rate for the fixed fee rate registered accounts suggests
that as accounts grow the fee ratio for flat fee rate accounts does not
decline to the extent that fee ratios do for accounts employing fee
schedules.

Finally, in order to examine the influence of several variables upon
fee rates simultaneously, multiple regression analysis was employed.
In these regression runs, all account year observations were pooled and
the reporting year included as an independent variable. Regressions
were performed with both account types pooled and separately for
(1) commingled and (2) single client accounts. The dependent varia-
ble in all cases is the annual investment management fee charged in
dollars divided by the average dollar value of total corporate security
holdings in the account for the year in question.2s3

The regression results are shown in Table VI-85. The relationship
between the fee ratio and the size of the account is expressed in log-
log form which assumes that a given percentage change in account size

281 However, the regression analysis summarized below (Table VI-85) indicates that when
a number of factors are controlled, registered accounts do not charge higher fee rates
than other commingled accounts.

22 Por example, taking the arithmetic difference between fee rates calculated from actual
fees paid and fee rates inferred for each account for 1969 from the reported schedules,
we found six registered accounts with a positive discrepancy (the actual rate exceeded
the expected rate) and five with a negative difference (the expected rate exceeded the
actual rate). For nonregistered commingled accounts there are twelve positives and twelve
negatives, but for single-cllent accounts only nine positives and twenty-five negatives.

*® To qualify for inclusion in this analysis the corporate security holdings of an
account had to exceed 75 percent of the account’s total assets as of end 1969.
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produces the same percentage change in the fee ratio.?** The regression
analysis indicates that the fee ratio is sensitive to both the size of the
account and the size of the insurer.?®® Since account size and insurer
size are correlated it is not possible to disentangle the separate effect of
each.?®® This intercorrelation is least significant for single client ac-
counts; both size variables are statistically significant in regressions
on these accounts and on all accounts. The results are consistent, how-
ever, with the finding above that fee rates for single client accounts
decline more with increases in account size than is true for com-
mingled accounts. In fact the regression coefficients indicate that a 100
percent increase in account assets will reduce the fee rate of single
client accounts by 36 to 42 percent (depending on which of the two
equations 1s used) while an equivalent increase in the size of a com-
mingled account produces only a 6 to 15 percent decrease in the fee
rate. Also, the results indicate that when account size and insurer size
are given commingled accounts are charged higher rates than single
client accounts. On the other hand the results suggest that when other
factors are controlled for, registered accounts do not pay higher fee
rates than other commingled accounts, contrary to what was expected
from inspection of Table VI-84.

The reporting year variable consistently has a positive si%ln, indi-
cating that fee rates were rising as time progressed, during the four-
year period. This result is statistically significant for single client
accounts, and for all accounts pooled, but is not for commingled
accounts. This is consistent with the observation above that fees
charged on a flat fee ratio basis, which is commonly used by com-
mingled accounts, are relatively slow to change. None of the meas-
ures of services performed including turnover and activity rates,
number of stocks held and the common stock-to-assets-ratio proved
to have statistically significant influence upon the level of the fee
rate.?s” There were relatively few accounts included in this analysis in
which clients designated brokerage and no effect of brokerage desig-
nation in fee rates is discernible. No accounts were included in which
clients retained some investment discretion. The variables utilized in
this analysis explain nearly 60 percent of the variance in fee rates for
all accounts and about 70 percent when commingled and single client
accounts are examined separately.

284 Ingpection of Tables VI-80 to VI-84 suggested this was a closer approximation to
the true relationship than a linear or log-linear formulation. This was verified by the re-
gression fits which were better for the log-log version.

28 Insurer size is also transformed into logs in this equation. In this case the regression
fit was not very sensitive to the form in which this variable was included, however.

28 For all accounts the correlation between these two size variables is .64; for com-
mingled accounts, .79 and for single client accounts, .46.

287 Excepting the average number of stock issues held which was significant and positive
(as expected) for commingled accounts.
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Table VI-80

Average Fee Ratios by Size of

Contractholder's
Unregistered Accounts
1969 Schedules

Interest:

Commingled Accounts

Single Client Accounts

Number of Number of
Accounts Fee Rate Accounts Fee Rate
Flat Fee - 34 .212% 11 .270%

$ 160,000 23 .326 58 .582
$ 500, 000 23 .283 58 .342
$ 1,000,006 23 .251 58 .326
$ 5,000,000 22 .253 56 .184
$ 10,000,000 20 .124 56 - .142
$ 25,000,000 20 .106 56 .108
$ 50,000, 000 17 101 -~ 56 .097
$100, 000, 000 17 .090 . 56 .084

Note: Averages -are -mean values,-

Source: Responses to Study questiomnaire Form I-50,
question 19.
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TABLE VI-81 "~

FEE RATIOS FOR REGISTERED ACCOUNTS
CLASSIFIED BY ACCOUNT SIZE - -

1966 - 1969
Account
Size
($ million) 1966 1967 1968 1969
0-10 . %) ,42% (6) .45% (9) .34% T(12) ,34%
10-20 (0) — (0) — ) — (1) .41
year average ’ (4) .427 (6) .457% (9) .34% (13) .35%
NOTE: Figures in ( ) indicate the number of accounts represented.

Fee ratios are unweighted averages of rates for 'the number
of accounts shown. -
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TABLE VI-82

FEE RATIOS FOR NONREGISTERED
COMMINGLED ACCOUNTS
BY SIZE CATEGORIES

1966 - 1969
Account
Size .

($ million) 1966 1967 1968 - 1969
0~ 5 - (10) .25 (10) .23 ® .19 (D .25
5-,10 (3) .14 (2) .18 (4) .34 (4) .19
10- 20 ‘ (1) .09 -(3) .16 (3) .16 ., 6y .27
20- 50 (@8] .12' (1) .09 3) .13 (.1’:) .17
50-100 - (0) — 1) .li (0) -_ _;1) .iO

over 100 (1) .09 (.10 @ a1 2) .12

year average _ (17) .20 (18) .18 (éO) .20 ) (24) .21

NOTE: Figures in ( ) indicate the number of accounts represented.

Fee rates are unweighted averages of rates for the number
of accounts shown,

53-940 O - 71 - pt. 2 -- 36
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TABLE VI-83

FEE RATIOS FOR SINGLE CLIENT -
ACCOUNTS CLASSIFIED BY
SIZE OF ACCOUNT -

1966 - 1969
Account
Size
($ million) 1966 1967 . 1968 1969
0: 5 (M .36 (16) .23% (15)" .24 (9) .21%
5- 10 (1) .06 (2) .06~ (8) .06 - . (5) .10
10- 20 i (1) .06 (1) .04 (1) .05 3) .09
20- 50  — 0 — ) (2) .04 ’ (3) .04
50-100 0 — © — © — - —
over 100 = - ' 0) — (0)“4:::1~;“J (0) —— (1) .09
year average (9) .27% (18) .21% -(23) ;;;Z_ (34) .16%
NOTE: Figures in ( ) .indicate the .number of accounts represented.

Fee rates are unweighted averages for-the number of accounts
shown.



683

Table vI-84

Fee Ratios by Type of Account:
1966-1969 Results Combined - -

Account Non-registered Single-
Size Registered Commingled Client
($ millions) Accounts Accounts Accounts
0-10 (31) .38%  (49) L22%  (72)  .20%

10 - 20 (1) .41 (13) .20 (4) .08
20.- 50 (0) - (9) .14 (7) .04

50 - 100 (0) - _(2) .10 (0) -
over 100 (0) - (6) .10 (1) .09
-All Accounts (32) .38 (75) .20 (84) .18

Notes: Figures in ( ) indicate the number of
accounts represented. Fee ratios are

- unweighted averages of fee rates for the

number of accounts shown.



Table "VI-85

Regression Coefficients and 't' Values for Regressions With
Investment Management Fee Ratio as Dependent Variable

Number Broker-
of t Report- . Common | Number age Turn- | Activ-
Account O_'t:s‘e::-7 Account | Insurer | Comming- ing Regise i Stock of Design- Over ity
Type vations ' Size Size gled Year tered | Ratio Stocks ation Rate Rate Constant R2
Al -.096 -.248 .293 .129 -.052 | -.59%
Accounts 88 . . S N : X -7.819 .61
2.135) [3.555) | (2.367) ( 3.009) -.2112)[+1.128)
Commin- .063 -.374 . _-065 -.090 .524
gled {47 o R N -3.983 .67
‘ (1.182) | €4.780) (1.238) | (=.379)| (.73D
Single -.362 -.238 S145 -.633
Client 41 - . _ -4,883 .72
(6,432 [(-2.410) €2.908 ) (-1.043) .
ALl -.165 -.238 L343 145 -.184 | -.685 004 | -.013 05| UE3
Accounts| 88 . . o T ’ . ; A -8.184 .61
(-2.566) [(-3.095) | (2.305)" | (2.527) | (~.645) {¢1.260)| (1.478) ] (-.0966) | (.063)} (.114)
Commin- -.154 -, 262 105 ~.256 233 01z | _.549 <287 T
gled 47 : oL L - | -5.9s8 .73
(-1.886 ) [(-3.187) (1.742)° [(-1.021)| (.327)] (3.012) 1 (1.129)" [(-.69% i R
Single -.616 -.335 181 -.348 20034 197 | -.88 09EB
Client 41 - . T . . I R N BRSSO (-1 .70
[ (-5.102) |(l2.451) (2.275) (-.494)| (.890)[ (1.158) [(-.390) (.208)

Regression Equation (Log,) FEE RATIO = CONSTANT + b) Loge (Account Size) + by Loge (Insurer Size)
+ b3 (Commingled) + bs (Reporting Year) + bs (Registered) + bg (Common Stock Ratio)

+ by (Average Number of Stocks Held) + bg (Brokerage Designation) + bg (Turnover Rate)
+ bjp (Activity Rate). o

Note: The‘ top number ‘in each cell is the value of the regression coefficient. The
nunbers in ( ) ‘are 't' values.
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