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SEC Staff Proposal: Index Annuities Should be Considered Securities

In what we view as an almost unbelievable development, yesterday, the SEC staff officially recommended to
the Board of Governors that a new rule [so-called Safe Harbor Rule 151(A)] be adopted, which would
basically deem any index annuity to be a security and require registration of both the product and the sellers
of the product.

The SEC staff recommended a ruling, consisting of two “prongs.” If an annuity passes both prongs, it should
be considered an investment, rather than an insurance, product:

1) If amounts payable by the insurance company are calculated, in whole or in part by reference to the
performance of a security, including a group or index of securities.

2) Amounts payable by the insurance company, under the contract, are more likely than not to exceed
the amounts guaranteed under the contract.

Index annuities, which base returns over and above guaranteed amounts on performance of an index and
provide expected returns above those of minimum guaranteed amounts, clearly pass both prongs. We
believe traditional fixed annuities with market value adjustment mechanisms may also pass both prongs. As
traditional fixed annuities and other traditional fixed insurance products provide for amounts payable that are
more likely than not to exceed the amounts guaranteed under the contract, we believe prong 1 is of most
importance.

(As an aside, we even wonder if traditional fixed annuities without market value adjustments pass both
prongs. Are not returns calculated in whole by reference to the general account — which is in fact a group of
securities?)

Proposal Appears to Ignore Case Law

Concentrating solely on the index annuity question, we believe the proposal ignores existing case law
surrounding the Securities Act of 1933, which exempts from registration products sold by insurance
companies.

In S.E.C. v. VALIC (1959), Justice William Douglas (writing for the majority) states that variable annuities are
investments because, “the holder of a variable annuity cannot look forward to a fixed monthly or yearly
amount in his advancing years.” Mr. Douglas also writes “the difficulty is that, absent some guarantee of
fixed income, the variable annuity places all the investment risks on the annuitant, none on the company.
The holder gets only a pro rata share of what the portfolio of equity interest reflects — which may be a lot, a
little, or nothing.” Additionally, Douglas stated that, “...in common understanding ‘insurance’ involves a
guarantee that at least some fraction of the benefits will be payable in fixed amounts.”
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We believe index annuities meet all of Justice Douglas’ criteria. First, investment risk is placed firmly on the
issuer: if options backing the index annuity index value underperform, the insurer would have to dip into its
own earnings to make up the difference. Additionally, if the insurer’'s general account assets underperform, it
bears that risk.

Second, the index annuity policyholder can look forward to a fixed monthly or annual amount upon maturity
(in fact well before maturity). The policyholder may get more, but is guaranteed a fixed amount.

And finally, there is a guarantee that some fraction of the benefits will be payable in fixed amounts.

In SEC v. United Benefit Life (1967), the court asked two key questions with regard to the accumulation
phase of an annuity: 1) is a fixed amount of benefits stipulated and 2) is there “some shifting of risk from
policyholder to insurer, but no pooling of risks among policyholders.” Additionally, does the insurer have a
“dollar target to meet.” If the answer is yes to both, the product should be considered insurance.

Index annuities would again seem to meet the United Benefit tests. Index annuities stipulate a fixed amount
of benefits (although the amount could be higher), significant risk is shifted to the insurer (there is no pooling
of risks among policyholders), and the index annuity provider most definitely has a “dollar target to meet.”

In Malone v. Addison Insurance Marketing (2002), the Western District Court of Kentucky found that the fact
that a plaintiff's argument that her return from an index annuity over and above the minimum guarantee was
variable, and thus did involve an element of risk and uncertainty, was inconclusive as the insurer was found
to bear substantially more risk than the purchaser.

Finally, the original Safe Harbor Rule 151 (1986) clearly included index annuities in the exemption. The rule
read:

Any annuity contract or optional annuity contract (a contract) shall be deemed to be within the
[exemption] provisions of section 3(a)(8) of the Securities Act of 1933, provided,

(1) The annuity or optional annuity contract is issued by a corporation (the insurer) subject to the
supervision of the insurance commissioner, bank commissioner, or any agency or officer performing
like functions, of any State or Territory of the United States or the District of Columbia;

(2) The insurer assumes the investment risk under the contract as prescribed in paragraph (b) of this
section; and

(3) The Contract is not marketed primarily as an investment;

Criterion 2 is satisfied if:
(1) the value of the contract does not vary according to the investment experience of a separate
account;
(2) The insurer for the life of the contract
(i) Guarantees the principal amount of the purchase payments and interest credited thereto,
less any deduction (without regard to timing) for sales, administrative or other expenses or
charges; and
(i) Credits a specified rate of interest to... net purchase payments and interest credited
thereto; and
(3) The insurer guarantees that the rate of any interest to credited in excess of that described in
paragraph (b)(2)(ii) of this section will not be modified more frequently than once per year.

We believed, if anything, that the SEC staff would concentrate on Criterion 3, not basically amend Criterion
(2), Sub-criterion (3) by adding that the sub-criterion is not effective if the excess interest credited is based
on an index’s performance.

But that is exactly what the SEC did, adding another hoop to crawl through on top of the question of which
party to the contract bears a substantial amount of the risk.

Where Does the SEC Go from Here?
Following yesterday’s proposal, the Commission will publish the proposed new rule. This may have already
occurred by the time this note has been released, but will likely occur in no less than a few days.

A public comment period will follow, likely lasting 60 to 90 days.
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At that time, the SEC staff will make its final recommendation to the Board of Governors. The staff may alter
its proposal slightly, change its mind altogether and suggest that the Board of Governors refuse to make the
official proposal into a rule, or recommend that the Board of Governors accept the proposal as originally
proposed. Any substantial change to the proposal would necessitate a new Open Meeting.

The Board of Governors can accept the proposal and make it a rule, decline the proposal, or ignore the issue
completely.

If the rule is accepted, Safe Harbor Rule 151 (A) will go into effect 12 months from the time it is published in
the Federal Register.

Where Does the Life Industry Go from Here?
Undoubtedly, industry groups and index annuity companies will launch a barrage of opposing comments (in
fact, one SEC Governor stated publicly that he expected as much).

If this does not have the desired effect of either changing the staff's collective view or of persuading the
Board of Governors to decline or ignore the staff’'s proposal, then we would expect a flurry of petitions to the
Washington, D.C., Appellate Court for injunctive relief based on a lack of jurisdiction and violation of the
Securities Act of 1933. This can occur once the rule appears in the Federal Register; the industry does not
have to wait to file until the rule becomes effective.

Injunctive relief, if it is forthcoming, could take as long as a year. Eventually, we believe the matter would
likely wend its way to the Supreme Court.

Meanwhile, we believe index annuity players will need to work with marketing organizations to ensure that
the maximum number of agents become registered. This could be done through the life company’s own
broker/dealer unit or through an “index annuity friendly” broker/dealer. For those agents, who for one reason
or another will not become registered, new products — likely some sort of fixed annuity with long-term care or
enhanced benefits — will have to be developed.

The Net Effect?

The proposal is the worst case scenario that could have come out of the SEC Open Meeting. If the proposal
is accepted by the Board of Governors as is and becomes official, there will likely be one-time costs
associated with the staffing of broker/dealers and the effort involved in getting agents registered. Costs in
the $5-10 million range would not seem unreasonable. While not the end of the world, no fun either.
Ongoing costs will likely be considerably less.

The $64,000 dollar question is the effect on sales. Last night, we were able to speak with the management
of two large producer organizations. Although hardly a statistically significant sample, each indicated that
while agents with substantial index annuity sales would likely get registered, those making just a few sales a
year would not — which would add up. These marketing organizations estimated that as much as 20% to
50% of their index annuity production could be effectively eliminated.

Summary

The SEC staff's decision to propose rules requiring the registration of index annuities based on an intrinsic
part of the product design caught us, and we think most industry observers and participants, by surprise, as
we expected the SEC to primarily concentrate on rules regarding how the product is marketed and/or limit
the size and length of surrender charge periods.

We expect the industry defense to be spirited both during the public comment period and in the legal courts if
the Board of Governors accepts the current proposal.

Ultimately, we expect the industry to prevail, as the SEC staff proposal appears to us to has no basis in the
Securities Act of 1933 and its existing case law. This said, it is certain that the index annuity industry has
entered into a period of substantial uncertainty.



Important Investor Disclosures

Strong Buy (SB1).......cc....... Expected to appreciate and produce a total return of at least 15% and outperform the S&P
500 over the next six months. For higher yielding and more conservative equities, such as
REITs and certain MLPs, a total return of at least 15% is expected to be realized over the
next 12 months.

Outperform (MO2)................ Expected to appreciate and outperform the S&P 500 over the next 12 months. For higher
yielding and more conservative equities, such as REITs and certain MLPs, an Outperform
rating is used for securities where we are comfortable with the relative safety of the
dividend and expect a total return modestly exceeding the dividend yield over the next 12
months.

Market Perform (MP3).......... Expected to perform generally in line with the S&P 500 over the next 12 months and is
potentially a source of funds for more highly rated securities.

Underperform (MU4)............ Expected to underperform the S&P 500 or its sector over the next six to 12 months and
should be sold.

Out of approximately 688 rated stocks in the Raymond James coverage universe, 58% have Strong Buy or Outperform
ratings (Buy), 36% are rated Market Perform (Hold) and 6% are rated Underperform (Sell). Within those rating
categories, 30% of the Strong Buy- or Outperform (Buy) rated companies either currently are or have been Raymond
James Investment Banking clients within the past three years; 18% of the Market Perform (Hold) rated companies are or
have been clients and 7% of the Underperform (Sell) rated companies are or have been clients.

Suitability ratings are not assigned to stocks rated Underperform (Sell). Projected 12-month price targets are assigned
only to stocks rated Strong Buy or Outperform.

Suitability Categories (SR)

Total Return (TR) .....ccvveeeee. Lower risk equities possessing dividend yields above that of the S&P 500 and greater
stability of principal.

Growth (G)...evveevvvciiiieneeee Low to average risk equities with sound financials, more consistent earnings growth,
possibly a small dividend, and the potential for long-term price appreciation.

Aggressive Growth (AG).....Medium or higher risk equities of companies in fast growing and competitive industries,
with less predictable earnings and acceptable, but possibly more leveraged balance
sheets.

High Risk (HR).......cccccvvrenne Companies with less predictable earnings (or losses), rapidly changing market dynamics,
financial and competitive issues, higher price volatility (beta), and risk of principal.

Venture Risk (VR) ... Companies with a short or unprofitable operating history, limited or less predictable
revenues, very high risk associated with success, and a substantial risk of principal.

Analyst Holdings and Compensation: Equity analysts and their staffs at Raymond James are compensated based on
a salary and bonus system. Several factors enter into the bonus determination including quality and performance of
research product, the analyst's success in rating stocks versus an industry index, and support effectiveness to trading
and the retail and institutional sales forces. Other factors may include but are not limited to: overall ratings from internal
(other than investment banking) or external parties and the general productivity and revenue generated in covered
stocks.

Raymond James Relationships: RJA expects to receive or intends to seek compensation for investment banking
services from the subject companies in the next three months.

General Risk Factors: Following are some general risk factors that pertain to the projected 12-month target prices
included on our research for stocks rated Strong Buy or Outperform: (1) Industry fundamentals with respect to customer
demand or product / service pricing could change and adversely impact expected revenues and earnings; (2) Issues
relating to major competitors or market shares or new product expectations could change investor attitudes toward the
sector or this stock; (3) Unforeseen developments with respect to the management, financial condition or accounting
policies or practices could alter the prospective valuation; or (4) External factors that affect the U.S. economy, interest
rates, the U.S. dollar or major segments of the economy could alter investor confidence and investment prospects.

Specific Investment Risks Related to the Industry or Issuer

Life and Health Insurance Industry Risks
Life and Health Insurers face many risks including but not limited to poor equity market performance (and the related
effect on fees, guaranteed minimum death benefit reserves, and deferred acquisition cost amortization), interest spread
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compression, deteriorating credit quality, adverse mortality and morbidity experience, and continuing pressure from rating
agencies. Providers of tax-deferred asset accumulation products face uncertainty in the face of passage of the dividend
tax cut, which could lead to a decline in sales as insurance products would, to some extent, lose the advantage of tax-
deferral over equity mutual funds and direct equity investment.

Additional Risk and Disclosure information, as well as more information on the Raymond James rating system
and suitability categories, is available at www.rjcapitalmarkets.com/SearchForDisclosures main.asp. Copies of
research or Raymond James’ summary policies relating to research analyst independence can be obtained by
contacting any Raymond James & Associates or Raymond James Financial Services office (please see
www.raymondjames.com for office locations) or by calling (727) 567-1000, toll free (800) 237-5643 or sending a
written request to the Equity Research Library, Raymond James & Associates, Inc., Tower 3, I Floor, 880
Carillon Parkway, St. Petersburg, FL 33716.

The views expressed in this report accurately reflect the personal views of the analyst(s) covering the subject
securities. No part of said person's compensation was, is, or will be directly or indirectly related to the specific
recommendations or views contained in this research report. In addition, said analyst has not received
compensation from any subject company in the last 12 months.
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