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 Litigation to Overturn SEC 

Index Annuity Rule 

 by Gary O. Cohen     

  T
he Securities and Exchange Commission (SEC) is in litigation 1    

defending a new rule for the fourth time in four years. 2    This latest 

litigation is to overturn Rule 151A under the Securities Act of 1933 

(1933 Act). 3     

 The Rule, in effect, denies index annuities the 
statutory insurance exemption in the 1933 Act 4    
and requires index annuities to be registered as 
securities 5    under that Act. The Rule also has the 
effect of requiring distributors of index annuities 
to register as broker-dealers under the Securities 
Exchange Act of 1934. 

 Timing of Decision 

 The US Court of Appeals for the District of 
Columbia (Court) heard oral arguments on May 
8, 2009. The Rule’s compliance date is January 12, 
2011. 6    This date can seem to be a long time off. 
However, both the industry and the SEC will be 
hard-pressed to be ready for compliance by that 
date. 

 The industry will have to mount a mighty effort 
to revise its business methodologies and compli-
ance procedures to meet SEC and the Financial 
Industry Regulatory Authority (FINRA) require-
ments, register the annuities as securities, and reg-
ister distributors as broker-dealers. 

 The SEC will have to scramble to be in a posi-
tion to process the expected influx of registra-
tions. The SEC has estimated that “registration 
statements will be filed for 400 indexed annuities 
per year.” 7    The SEC also has said that it would 
consider how to tailor disclosure 8    and accounting 9    
requirements for index annuities. This means that 
it is likely that the SEC will promulgate a new reg-
istration statement form. 

 Under these circumstances, petitioners asked 
the Court for an accelerated briefing schedule. 
The Court ordered a schedule that was even 
more accelerated than the one requested. This 
suggests that the Court is sensitive to the time-
line and could move quickly to hand down a 
decision. 

 Gary O. Cohen is a partner at Jorden Burt LLP in 
Washington, DC. He and his firm represent entities that 
have supported and entities that have opposed Rule 151A. 
Mr. Cohen may be reached at  goc@jordenusa.com . 



 Participants in Litigation 

 One set of  petitioners consists of  four issuers 
and two distributors of  index annuities. 10    A sec-
ond set of  petitioners is a pair of  state regulatory 
bodies: the National Association of Insurance 
Commissioners (NAIC) and the National 
Conference of Insurance Legislators (NCOIL). 11    

 The Court granted motions for two amici to 
file briefs in support of the petitioners: Allianz 
Life Insurance Company (Allianz), a major issuer 
of index annuities, 12    and Phillip R. Wasserman 
and Phillip Roy Financial Services, LLC, a dis-
tributor of index annuities. 13    The Court granted 
motions for three amici to file briefs in support 
of the SEC: AARP, the membership organization 
for seniors, MetLife, a major issuer of variable 
annuities but not index annuities, and the North 
American Securities Administrators Association, 
Inc. (NASAA). 14    

 Index Annuities 

 Index annuities 15    are the latest form of annui-
ties. Annuities, generally speaking, provide for 
various guaranteed minimums for various values 
or benefits. Insurance companies, beginning in 
the 1950s, have designed annuities that offer the 
owner the  possibility  of  a return  greater  than any 
guaranteed minimum.  

 Variable annuities, which appeared in the 1950s, 
offer the possibility of a greater return based on 
the investment performance of an insurance com-
pany’s separate account of investment securities. 
The US Supreme Court has held variable annui-
ties to be registrable securities. 16    

 Guaranteed interest annuities, which appeared in 
the 1980s, offer the possibility of greater return based 
on a rate of interest that an insurance company 
declares at the beginning of a year based on business 
and general account investment factors. The SEC 
has said that these annuities are not registrable secu-
rities, if the annuities meet specified conditions. 17    

 Index annuities offer the possibility of greater 
return based on a securities market index, like the 
S&P 500 Stock Index. The SEC recently changed 
a long-held position and declared these annuities, 
as a product class, to be registrable securities, as 
explained below. 

 Industry and Regulator “Face-Offs” 

 The lead-up to the litigation and the litigation 
itself  involve a number of provocative  industry, 

state regulator, and SEC face-offs outlined 
below. 

 Fund Industry versus Insurance Industry 

 The first “face-off” is the mutual fund industry 
versus the life insurance industry. 

 The Investment Company Institute (ICI) did 
not join the litigation. However, the ICI has sub-
mitted letters to the SEC, dating back to 1997, 
arguing that index annuities are securities that 
should be registered. 18    The SEC brief  echoes some 
of the ICI’s arguments. 19    

 The ICI argued, in part, as follows. Owners, 
not insurance companies, assume the principal 
investment risk under index annuities. The rate 
of  return of an index varies like the investment 
performance of an insurance company separate 
account. A fair explanation of  index annui-
ties requires communication about the securities 
markets in order to differentiate index prod-
ucts from traditional insurance products. Offerees 
need SEC-type disclosure to understand not only 
limitations on the upside potential but the realities 
of  the downside risks. 

 The ICI also pointed out that index annuities 
compete directly with mutual funds and the SEC 
has the responsibility to apply securities regulation 
uniformly. 

 The ICI, in a novel twist, originally argued that 
the Investment Company Act of 1940 may be 
applicable. The ICI said that the index measured 
investment experience and, therefore, constituted 
what it called a “virtual separate account.” The 
ICI argued that the assets in an insurer’s general 
account that backed an insurance company’s guar-
antee could be regulated by the SEC as an invest-
ment company. 

 Insurance Companies versus 
Insurance Companies 

 The second “face-off” is insurance companies 
versus insurance companies.  

 Some of  the largest  insurance companies 
have faced off  against each other, some opposing 
the Rule and some supporting it. For example, 
as noted above, Allianz opposes the Rule, and 
MetLife supports it. 

 The insurance companies that support the Rule 
do so for a number of reasons. One reason is that 
they issue registered products, such as variable 
annuities, which compete with index annuities and 
believe that the competition should be on a level 
playing field. 
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 Other companies oppose the Rule, but believe 
that legislation would be more effective than liti-
gation in overturning the Rule. They point to the 
SEC’s regulation of insurance products over the 
years that has involved uncertain positions and, in 
a number of instances, reversals of position. 20    

 The split among insurance companies meant 
that the industry was not able to present a united 
front to the SEC. So, when the SEC asked for 
comments on the proposed Rule, industry groups 
like the American Council of Life Insurers, NAVA, 
and Committee of Annuity Insurers were not able 
to either support or oppose the Rule. 

 Federal Regulation versus State Regulation 

 The third “face-off” is federal regulators versus 
state regulators. 

 On the state side, regulators are seeking to keep 
exclusive jurisdiction over index annuities, perhaps 
for revenue purposes and/or pride of regulatory 
authority.  

 However, there’s a further “face-off” between 
state  insurance  regulators and state  securities  regu-
lators. As noted above, state insurance regulators 
NAIC and NCOIL oppose the Rule, while state 
securities regulator NASAA supports it. This 
“face-off” could be, again, because of revenue 
purposes and/or pride of regulatory authority. 

 On the federal side, the election of President 
Barack Obama, of course, meant that the SEC 
switched from a Republican to Democratic 
majority and from a Republican to Democratic 
Chairman. However, this is not expected to result 
in a change in the SEC’s support of the Rule. The 
new SEC Chairman Mary Schapiro, while she 
was NASD Vice Chairman, stated 21    that index 
annuities were securities subject to FINRA, and 
presumably SEC, regulation. Also, another new 
Commissioner, Ms. Elise Walter, came to the SEC 
from FINRA. 

 SEC versus SEC 

 The fourth “face-off” is the SEC versus itself—
actually, the current or immediate past SEC versus 
previous SECs. 

 The SEC, over the years, has reversed itself  
twice on the issue of whether indexing evidences 
securities.  

 The SEC, in 1984, said that an index feature 
“shifts all the investment risk” of fluctuations in 
the excess interest rate to the owner, and,  therefore, 
index features did not fit the “safe harbor” of Rule 
151 under the 1933 Act. 22    But two years later, in 

1986, the SEC changed its mind and said that 
an index feature could qualify under the “safe 
 harbor.” 23    

 A decade passed, and, in 1997, the SEC more 
or less confirmed its 1986 position and said that 
index annuities, “depending upon the mix of fea-
tures,” could qualify as insurance and not securi-
ties. 24    Then, another decade passed, and, at the 
end of last year, the SEC changed its mind again 
and decided that index annuities, as a product 
class, are registrable securities. 

 In adopting Rule 151A, the SEC ignored years 
of SEC and judicial pronouncements and changed 
the analytical standard. Traditionally, the SEC 
has said that annuities are not securities where an 
insurance company “assumes all risk with respect 
to principal,” a “fixed rate of [minimum] interest,” 
and “all” “excess interest declared.” 25    However, 
under the SEC’s new standard, 26    an annuity would 
be a security if  it is “more likely than not” that 
the owner would receive amounts that exceed the 
guaranteed amounts. 27    

 SEC versus Courts 

 The fifth “face-off” is the SEC versus the courts 
or at least one court. 

 A federal court has held that index annui-
ties issued by American Equity Investment Life 
Insurance Company (a member of the coalition 
suing the SEC) were  not  securities. 28    The court 
analyzed the index annuities separately under the 
Rule 151 “safe harbor” and the statutory insur-
ance exemption, based on the SEC’s traditional 
standard. 

 The court said that the owner “did bear an 
element of risk and uncertainty” regarding the 
amount of the index interest. But the court went 
on to say that the insurance company “actually 
bore as much or more” of the investment risk in 
guaranteeing payment to the owner regardless of 
how poorly the market performed. The court said 
that the owner “had no risk” that she would lose 
the value of her initial investment.” 

 The SEC has said that it disagrees with the 
court’s analysis of investment risk. 29    

 Commissioner versus Commissioner 

 The sixth “face-off” is Commissioner versus 
Commissioner. 

 The SEC’s vote adopting Rule 151A was not 
unanimous. The Commissioners split four to one, 
with Commissioner Troy A. Paredes vigorously 
dissenting. 30    
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 Commissioner Paredes argued that the SEC 
lacked jurisdiction to adopt Rule 151A, as  follows. 
The SEC “will be entering into a realm that 
 Con gress prohibited . . . [the SEC] from  entering.” 
The approach taken in Rule 151A “conflicts 
with . . . Supreme Court cases.” At least “one 
federal court . . . has held that an indexed annuity 
falls within the statutory exemption.” Rule 151A 
not only seems “to deviate from the approach 
taken by courts, including the Supreme Court, 
but it also appears to depart from prior positions 
taken by the Commission.”  

 Commissioner Paredes argued against the 
approach taken by Rule 151A, as follows. Rule 
151A “gives short shrift to the guarantees that 
are the hallmark of indexed annuities.” The Rule’s 
“‘more likely than not test’ does not provide insur-
ers with proper notice of whether their products 
fall within the federal securities laws or not.” Rule 
151A “may sweep up other insurance products 
that otherwise should fall within” the statutory 
insurance exemption.  

 Commissioner Paredes addressed state insur-
ance regulation, as follows. The “rule and adopt-
ing release make an implicit judgment that state 
insurance regulators are inadequate to regulate 
these products.” Such “a judgment is beyond our 
mandate or our expertise.” 

 The SEC filed Commissioner Paredes’ dissent 
with its brief. So, the dissent is in the hands of the 
judges.   

 Former Chairman Cox versus Himself 

 The last “face-off” can be characterized, without 
any intended disrespect, as former SEC Chairman 
Christopher Cox versus himself. 

 One side of Chairman Cox was a conservative 
Republican deregulator. He put into place policies 
that are said to “have had a number of effects at 
odds with the SEC goals or objectives.” 31    

 But another side of Chairman Cox was a 
principal activist initiator of the Rule. He caused 
the SEC to reverse a long-held position and 
impose regulation on an insurance product where 
Congress, at least in the first instance, has left the 
regulation of insurance products to the states. 

 There are two theories that possibly reconcile 
these opposing sides of Chairman Cox. 

 One theory is that Chairman Cox, rightly 
or wrongly, was under fire for not regulating 
in accordance with the SEC’s goals or objec-
tives. Even Senator John McCain, the Republican 
Presidential candidate at the time, publicly called 
for Chairman Cox’s ouster. 32    So, some observers 

believe that Chairman Cox seized on index annui-
ties as something to regulate to counter criticism 
that he and the SEC were not doing their jobs. 
Index annuities were a good target, because they 
were backed by only a small constituency and 
disfavored by many big insurance companies and 
wirehouses and by FINRA. 

 A second theory is that Chairman Cox cham-
pioned the Rule for personal reasons. This is 
suggested in a high-profile speech that Chairman 
Cox made at the SEC’s Senior Summit last 
September. 33    

 Chairman Cox said that “the work all the SEC 
[S]taff  is doing here to protect seniors, is very 
 personal to me.” Chairman Cox talked about 
salespersons who “pestered” his mother during 
her last days. He said that “even while she was suf-
fering from throat cancer and could barely speak, 
the scoundrels pursued my mother with unsolic-
ited sales pitches over the phone and in person” 
for products that “weren’t just unsuitable, but they 
were affirmatively harmful to any senior in her 
circumstances.”  

 Chairman Cox did  not  specify that indexed 
annuities were involved. However, Chairman Cox 
made his speech in a context that related, in part, 
to index annuities. 

 Conclusion 
 The industry, state regulator and SEC “face-

offs” outlined above are so convoluted that it is 
difficult to predict with reasonable certainty what 
the Court will do.  

 Observers think that the losing parties, depend-
ing on the rationale of the Court’s decision, may 
well appeal the decision to the Court  enbanc  and 
then to the US Supreme Court. 

 A circumstance not favoring such an appeal by 
the SEC is the fact that litigation has overturned 
three SEC rules in the last four years. The SEC did 
not appeal any of those decisions. 

 A circumstance favoring such an appeal by 
any party is the fact that the US Supreme Court 
has not ruled on the status of annuities under the 
federal securities laws since 1967 34    and 1959 35   —42 
to 50 years ago.  

 NOTES 
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