Equity Indexed Annuities

The topic of “equity indexed annuities” is a hot one right now.  In fact, simply referring to them as “equity indexed annuities” can make some folks mad, as they prefer to call them “fixed indexed annuities” or just “indexed annuities.”  However, since we focus only on license exams here, we should probably use the term that the regulators use, which is “equity indexed annuity” or “EIA” for short.  I wouldn’t do anything crazy like express an opinion on the product or the SEC’s decision to define them as “securities” starting in January, 2011, but I do need to say a few words just in case you see questions about them on your exam.  So, please, don’t fire off angry emails as if I’m supporting one position or another—I’m just trying to help people pass their license exams.
First, remember that an annuity that pays a fixed sum (fixed annuity) is not a security, as defined under the Securities Act of 1933 and the Uniform Securities Act, while a variable annuity is a security.  A fixed annuity, like whole and term life insurance, is an obligation of an insurance company, backed up by its claims paying ability.  A variable annuity, on the other hand, subjects the investor to the wild ups and downs of the stock and bond markets.  Therefore, it’s regulated as a “security” and required to be registered.  
What is a so-called “equity indexed annuity”? Basically, it as an annuity that guarantees a minimum rate of return backed by the insurance company’s claims paying ability.  This is why up to now it has fit neatly under the “fixed annuity” category.  But, the “equity indexed” part means that the individual can make excess upside when the S&P 500 or other index rises.  Once the product was tied to the variable returns of the stock market, the SEC saw an opportunity to label the investment a “security,” just as variable annuities are considered “securities.”  You can read the SEC’s notices on Rule 151A if you’d like, but let’s raise some of their main arguments quoted in favor of regulating EIAs as “securities.”  The SEC asserts that EIAs have been marketed as securities and sold as replacements to other securities investments, and that the state insurance commissioners typically focus on the financial solvency of insurance companies as opposed to protecting individuals by insisting on full disclosure of material facts.  Since securities regulators focus on investor protection, the SEC and state regulators feel that it makes sense to regulate EIAs as securities. Again, I’m not even beginning to express an opinion here; just trying to bring up a point or two that might show up on the test and do so without forcing you to read some 25-page white paper.  So, to make a very long story short, starting in January 2011, the SEC, under the Securities Act of 1933, will define most equity indexed annuity contracts as “securities” that must be registered, sold with a prospectus, etc.  We can only assume that insurance agents will need a Series 6 & 63 to sell EIAs pretty soon, and people advising clients to invest in EIAs will almost certainly need to pass the Series 65 or 66.  Of course, that’s only going to help my business, but I’m not necessarily jumping up and down over it. Okay, maybe a little, but I do feel your pain if you happen to be someone who will now have to take license exams you never wanted to take.  Chances are if you’re reading this, you’re already taking a license exam, so let’s just bring up some bullet points that your exam might expect you to know:

· Equity Indexed Annuities are generally considered to be insurance products, until new rules take effect in 2011

· EIAs are currently sold by insurance agents who do not yet need a securities license

· EIAs pay a guaranteed rate of return (minimum) but also offer higher returns if a particular stock index rises.

· Investors do not typically get all of the increase on the index, usually capped at some percentage

· EIAs typically have surrender charges during the early years of the contract, so if the agent says “you can’t lose money,” he must point out the surrender charges

· EIAs and deferred annuities are appropriate as long-term investments only due to the surrender charges
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