VARIABLE ANNUITIES, VARIABLE INSURANCE
AND SEPARATE ACCOUNTSY

‘TAMAR FRANKEL*

PART I. VARIABLE ANNUITIES AND
VARIABLE INSURANCE

I. INTRODUCTION

The variable annuity is a novel retirement plan. It was devised to min-
imize the inadequacies of a fixed-dollar annuity as a retirement device. In-
flation! and an accelerating standard of living have left persons receiving
fixed-dollar annuities with only a fraction of the income required to
meet their needs.

The variable annuity was the result of a study published by the Teachers
Insurance and Annuity Association of America (TIAA) in 1951. The study
showed that over a long period of time, the average performance of equity
securities far exceeded the rise in the cost of living. This study led, in 1952,
to the establishment of the College Retirement Equities Fund (CREF), a
fund invested in equity securities in order to provide a variable annuity for
its members.2 Benefits under this annuity are not fixed-dollar amounts.
They vary according to the investment performance of a fund; hence the
name “variable” as distinguished from “fixed” annuity.

The new concept greatly appealed to some, but by no means all, insur-
ance companies. The industry was bitterly split between the advocates of
variable annuities, led by Prudential Insurance Company of America, and
the more conservative “establishment” life insurance companies, repre-
sented by Metropolitan Life Insurance Company.4

The split among life insurance companies is not new.® For decades small
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1 The search for a hedge against inflation is continuing. The Occidental Life Insurance
Company has produced an annuity tied to the U.S. Labor Department’s consumer price
_index. Business Week, Nov. 23, 1968, at 126. See also Note, Commingled Trust Funds and
Variable Annuities: Uniform Federal Regulation of Investment Funds Operated by
Banks and Insurance Companies, 82 Harv. L. Rev. 435, 438 (1968).

2 W. Greenough, A New Approach to Retirement Income 33-45 (1964).

8 Id. at 4. The TIAA continues to offer fixed-dollar annuities. It was recognized that
the higher yield of equity securities might be offset by a higher risk to capital; therefore,
not more than 50%, of the total paid to both TIAA and CREF can be placed in CREF.
Id. at 9-10. This was increased to 759, on January 1, 1967. G. Johnson & D. Grubbs, The
Variable Annuity 15 n.9 (1967).

4 Institutional Investor Study Report of the Securities and Exchange Commission, H.R.
Doc. No. 64, 92d Cong., 1st Sess. pt. 2 at 530 (1971) [hereinafter cited as SEC Investor
Report]. 1 L. Loss, Securities Regulation 498 (2d ed. 1961); see Note, Regulation and
Taxation of the Variable Annuity, 33 St. John’s L. Rev. 118, 127-28 (1958); Note, Regula-
tion of Variable Annuity Sales: The Aftermath of SEC v. VALIC, 1959 Wash. Univ. L.Q.
206.

8 ‘The split in the industry is manifested in its two organizations: The Life Insurance
Association of America (LIAA) and the American Life Convention (ALC). The efforts of
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insurance companies have been competing with larger companies by offer-
ing specialty policies, a large variety of arrangements representing combina-
tions of insurance and income-promising contracts. Some of these policies,
such as tontine and semi-tontine policies are speculative,® and even those
that are not, such as charter and coupon policies,” easily lend themselves to
misrepresentation. The more speculative brands of these policies have been
virtually eliminated from the market by restrictive legislation.8 Yet, re-
cently, there has been a resurgence of specialty policies, and they have been
increasingly regulated by state legislation.? Small insurance companies have
protested that their bigger brethren are using these regulations to exclude
the smaller companies from the market.!0

True to industry tradition, the variable annuity, essentially a specialty
policy, was first introduced by three comparatively small life insurance
companies.!! The arguments advanced against variable annuities were sim-
ilar to earlier arguments advanced against conventional specialty policies. It
was said that the annuities were incompatible with insurance,'? amenable
to misrepresentation and were confusing because they combined elements
of insurance and investment.!® In short, opponents of the variable annuity
believed that insurance should remain “pure” insurance.

A survey of insurance companies conducted in 1959 showed the extent of
their opposition to variable annuities, though the opposition was greater to
individual than to group variable annuities. Of 314 life insurance companies
polled, 257 replied. Of these, 210 or 81.7 percent opposed, 21 or 8.2 percent
were undecided, and only 26 or 10.1 percent were in favor of individual
variable annuities.’* But by May 1969, the dispute seems to have been set-
tled. The Metropolitan Life Insurance Company established its variable

the United Benefit Life Ins. Co. to persuade LIAA and ALC to file an amicus brief in the
Supreme Court, in SEC v. United Benefit Life Ins. Co., 387 U.S. 202 (1967), were unsuccess-
ful. Evans, Flexible Fund Annuity and the Securities Act of 1933 and the Securities
Exchange Act of 1934, Proceedings of the Legal Section Am. Life Convention 102, 106
(1967). In 1967, however, the two organizations united in a joint effort to represent their
interests before the SEC and Congress, and have been working closely ever since. See
Finnegan & Garner, The Separate Account as an Investment Company: Structural Problems
of the “Ectoplasmic Theory,” 3 Conn. L. Rev. 106, 118 n.31 (1970).

6 1 J. Appleman, Insurance Law and Practice § 13 (rev. ed. 1965) [hereinafter cited as
1 Appleman].

7 1 Appleman § 10.

8 Kimball & Hanson, The Regulation of Specialty Policies in Life Insurance, 62 Mich.
L. Rev. 167, 186-88 (1963) [hereinafter cited as Kimball & Hanson].

9 Id. at 188.

10 Id. at 179-80.

11 Variable Life Insurance Company of America (Valic), Equity Annuity Life Insurance
Company (Ealic) and Participating Annuity Life Insurance Company (Palic). Valic later
absorbed Ealic and both “became subsidiaries of orthodox insurance companies.” 4 L.
Loss, Securities Regulation 2517 (Supp. 1969).

12 SEC Investor Report at 530.

18 Morrissey, Dispute Over the Variable Annuity, 35 Harv. Bus. Rev.,, Jan.-Feb. 1957,
at 75, 78; Pyle, The Case Against Variable Annuities, 1956 Ins. L.J. 776; Long, The Vari-
able Annuity: A Common Stock Investment Scheme, 1956 Ins. L.J. 898.

14 McDougal, Variable Annuities and Separate Accounts, The Investment Company Act
of 1940, Proceedings of the Legal Section Am. Life Convention 78, 80-81 (1967).

’
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annuity fund.1® At the beginning of that year some 175 life insurance com-
panies were engaged in the sale of variable annuities and other equity
products.’® After a decade of resistance, the individual variable annuity was
coming into its own.1? The sale of variable annuities has not, to date, been a
pronounced success'® and the predominant type of variable contracts pres-
ently sold has been tax-deferred group contracts® There is, however, no
sign that this has deterred insurance companies from entering the field.20

The reason for this drastic shift in attitude by the majority of insurance
companies lay in the decline of the insurance industry’s share of the pub-
lic's savings dollars. Since 1950 the competition for these savings dollars has
become very intense. Mutual funds grew enormously;? banks entered the
market by offering portfolio management services through commingled
funds; and industrial conglomerate corporations became active in the
insurance field.22

Insurance companies labored under a number of competitive disad-
vantages. They could not give competitive investment return to pension-
plan customers. Their group annuity contracts were inflexible, and the tax
treatment of their contracts as compared to mutual fund shares resulted in
inequities.? Under these circumstances the attempt of the insurance com-
panies to recapture a part of the market by seeking legislative authority to
offer equity insurance products seemed inevitable.24

The offer and sale of equity insurance products by insurance companies
raised a difficult regulatory problem. Traditionally, insurance companies
were regulated by the states. In fact, the federal McCarran-Ferguson Act
supports this tradition.?® But since variable annuities have many of the ear-
marks of securities, the question of whether they should be regulated under
the federal securities acts arose. When the Variable Life Insurance Com-
pany of America (Valic), the Equity Annuity Life Insurance Company

15 SEC News Digest, Issue No. 69-105 at 2 (File 2-3322, 1969).

16 Remarks of Robert W. Haack, President of the New York Stock Exchange, to the
Second Annual Institutional Investor Conference, Jan. 22, 1969, {1967-1969 Transfer
Binder] CCH Fed. Sec. L. Rep. § 77,667 (1969).

17 Business Week, May 10, 1969, at 147,

18 As to individual variable annuities see SEC Investor Report at 532. As to variable
annuities in general see id. at 536. The reasons for poor sales may be the disagreement
within the industry and the litigation with the SEC that preceded sales, the dual regula-
tion that insurance companies allege is burdensome and the difficulties of marketing a
complex product. Id. at 534.

19 Id. at 534, 648.

20 Id. at 534.

21 Wall Street Journal, Nov. 28, 1967, at 34, col. 1; Routier, The Mutual! Fund Ap-
proach to Equity Products, Proceedings of the Legal Section Am. Life Convention 13
(1968). :

22 SEC Investor Report at 508-11.

28 Id. at 774.

24 Insurance companies may also resort to speculative investments for their own ac-
count within the statutory limitations. See, e.g., a description of investments in new,
risky, but promising ventures by State Mutual Life Assurance Co., N.Y. Times, June 13,
1971, § 8 (Business and Finance), at 2.

25 15 U.S.C. §§ 1011-15 (1964). See pp. 209-12 infra,
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(Ealic) and the Participating Annuity Life Insurance Company (Palic)
were organized in the mid-fifties to sell variable annuities to the public, the
Securities and Exchange Commission (SEC) sought to enjoin Valic and
Ealic from selling variable annuities without compliance with the Securities
Act of 1933? and the Investment Company Act of 1940.27

In 1959 the Supreme Court held that variable annuities issued by Valic
were securities within the meaning of the federal securities laws and were
not insurance contracts, which are exempt from federal regulation.28 The
decision resulted in the application of the Securities Act of 1933 and, im-
plicitly, the Securities Exchange Act of 1984 to variable annuities and the
application of the Investment Company Act of 1940 to Valic. The 1940
Act excepts from the definition of an investment company an insurance
company if the company is organized as an insurance company, if the
primary and predominant business activity of the company is the writing
of insurance, and if the company is subject to supervision by state
authorities.?® Since Valic dealt primarily in variable annuities, once the
annuity contracts were classified as securities, the company fell within the
definition of an investment company.

In 1963 the SEC decided that the Valic ruling applied to variable an-
nuities issued by Prudential Insurance Company of America, an old-line
insurance company that was excepted from the definition of an investment
company under the 1940 Act.80 This resulted in the dual regulation of
variable annuities by state insurance authorities and by the SEC.

The Valic and Prudential decisions dealt only with variable annuities.
Insurance companies in this country have been considering the issuance of
variable life insurance policies, that is, insurance policies providing bene-
fits that may vary with the investment performance of an equity fund.®
But the insurance industry has been slow to act, at least partly because the

26 15 U.S.C. §§ 77a-77aa (1964).

27 54 Stat. 789 §§ 1-53, 15 US.C.A. §§ 80a-1 to -52 (1971) as amended [hereinafter cited
as 1940 Act] by Investment Company Amendments Act 1970, 84 Stat. 1413 [hereinafter
cited as 1970 Act].

28 SEC v. Variable Annuity Life Ins, Co. of America, 859 U.S. 65 (1959).

-20 §§ 2(17), 3(c)(3); 15 US.C.A. §§ 80a-2(17), 80a-3(c)(3) (1971).

30 In re Prudential Ins. Co. of America, 41 S.E.C. 335 (1963), aff'ld Prudential Ins.
Co. of America v. SEC, 826 F.2d 383 (3d Cir.), cert. denied, 377 U.S. 953 (1964). For a
survey of the double regulation of the insurance industry concerning variable annuities,
see Galston, The Regulation of Variable Annuities, 1966-67 ABA Section of Ins., Negli-
gence and Compensation Law 348 (1967).

31 In 1961, one of the pioneers in the field of variable annuities predicted that variable
life insurance will in all likelihood be sold in this country. Equity investment can be
integrated with regular life insurance; or it can be combined with a participating policy
so that part of the reserve is invested in an equity securities fund and the dividends from
the fund and the participating business are combined; or a specified percentage of the
reserve can be allocated to the equity securities fund; or the investment part of an en-
dowment policy can be so invested, and so on. The variety of variable life insurance,
like that of life insurance itself, is great. G. Johnson & D. Grubbs, The Variable Annuity
67-72 (1967). In other countries, especially in Canada, the field is developing. See Report
of the Canadian Committee on Mutual Funds and Investment Contracts 129-30 (1969).
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SEC has not yet taken a position on the question of whether the federal
securities acts apply to variable insurance.3?

This article is divided into two parts. The first part discusses variable
annuities and variable life insurance and their classification as either in-
surance or securities under the federal securities acts. It examines the con-
cepts of insurance and investment and identifies the components of each
within variable life insurance contracts. In addition, it views the competing
state and federal regulatory systems, the evils they are designed to curb,
and the need for the particular kind of protection that they offer. Following
this analysis tests are proposed to determine whether a specified variable
life insurance policy is exempt from federal regulation, and the necessary
characteristics that make a variable insurance policy so exempt are
enumerated.

The second part of this article concerns the application of the 1940 Act
to the issuer of an equity insurance product. In Prudential®® variable an-
nuities were offered by an insurance company excepted from the definition
of an investment company under the 1940 Act.®* The SEC identified a
secunty within the variable annuity, and identified the issuer of the security
as a “separate account.” :

The separate account furnishes a fascinating exercise in jurisprudence.
One major source of law applicable to the account, the 1940 Act, operates
within a framework of corporate business organizations. The other major
source, state insurance law, operates within a framework of insurance
schemes. Corporate business organizations and insurance schemes are not
always compatible. Because no readily available model exists for the ac-
count, it is difficult to find a uniform answer to questions such as its or-
ganization, the ownership of its assets and their insulation from creditors
of the insurance company.

The account can be treated as analogous to a conventional investment
company independent from the insurance company. It can also be treated
as a fictional entity existing only for the purpose of applying the 1940 Act
to it, but for any other purpose, a part of the insurance company. Both ap-
proaches raise problems. The second part of this article will examine these
problems. The discussion relates, at times, to theoretical questions that are
unlikely to arise. The reasons for treating them, sometimes at length, are
threefold. Their magnitude alone may warrant attention. Further, a com-
prehensive theoretical study is a necessary condition to legislation that may
be needed. And finally, courts do take, from time to time, a theoretical

82 See also SEC Investor Report at 540. The industry is now discussing variable life
insurance with state and federal authorities. See Middlebrook & Gingold, Mass Merchan-
dizing of Equity Products by Insurance Companies, 3 Conn. L. Rev. 44, 100 (1970); Gustin,
Details Industry Task Force Dealings with SEC on Vanable Life Product, The National
Underwriter, Mar. 27, 1971, no. 13, at 1.

83 4] S.E.C. 335 (1963).

34 1940 Act § 3(c)(3); 15 US.C.A. § 80a-3(c)(8) (1971).
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rather than a pragmatic view of the problems, which view may result in
decisions that upset acceptable practices. The philosophy of this writer is
that a business concern that affects thousands of people and involves mil-
lions of dollars should be governed by easily identifiable legal principles
and be treated, if possible, uniformly with respect to its organizational
structure and legal transactions. The fact that no practical problems, ex-
cept, perhaps, a great deal of irritation, have arisen as yet, is only an addi-
tional reason to delve into theories now.

II. VARIABLE ANNUITIES
A. Variable Annuities and Conventional Annuities

The variable annuity is a variation of the conventional fixed-dollar
annuity. A conventional fixed-dollar annuity has been defined as an obliga-
tion, charged to the person of the grantor, to pay a fixed sum of money
periodically, usually annually, during the life of the annuitant.3 An an-
nuity may also constitute an obligation to pay the annuitant a sum of
money for life and, should the annuitant die before a specified amount or
the principal and interest have been paid to him, to refund the unused
principal or another specified amount to a designated beneficiary or to the
estate of the annuitant (a refund annuity).3¢

In the past the consideration for the annuity was usually paid in a lump
sum by the annuitant or on his behalf.37 In present-day annuities the con-
sideration is usually paid in installments. When an annuity is purchased
with a single premium, annuity payments may start immediately or be de-
ferred. When the consideration is paid by installment, annuity payment is
deferred until the consideration has been fully paid (a deferred annuity).s8
In order to insure the integrity of the funds and the yield of the interest,
the consideration paid for a conventional annuity is invested conservatively
by the insurance company for its own account, usually in bonds and
mortgages affording a high degree of security to capital and a low fixed
income. Calculation of the annuity is based on the amount of this con-
sideration and on the interest that this consideration is assumed to yield,
usually at rates between 3% percent to 5 percent.

The variable annuity preserves all the features of a fixed annuity
contract, except that the consideration paid for the annuity is allocated

85 1 Appleman § 81; S. Huebner & K. Black, Life Insurance 109-10 (7th ed. 1969) [herein-
after cited as Huebner]. See also Bodine v. Commissioner, 103 F.2d 982, 984 (3d Cir.),
cert. denied, 308 U.S. 576 (1939). Note, The Use of Annuities in Retirement and
Estate Planning, 53 Iowa L. Rev. 925 (1968).

86 1 Appleman § 81, at 106; Huebner at 111; W. Vance, Insurance 1021 (3d ed. B.
Anderson 1951) [hereinafter cited as Vance]. The premiums on this annuity are higher
than in a life annuity because the arrangement regarding the refundable amount is, in
effect, a pure savings arangement.

87 1 Appleman § 81, at 107.

88 Huebner at 111; Vance at 1020.
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