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Variable annuities are currently one of the most popular insurance
products in the United States. They combine the potential of the stock
markets with the advantages of a traditional fixed annuity. They have
become a highly demanded investment for retirement savings.

Chapter I gives the different types of annuities and their
advantages and disadvantages. The various variable annuity product
features including guaranteed annuity payments and death benefits, as
well as embedded fees and charges are described in chapter II.

Chapter III gives an overiew over current market data of the United
States for both variable life insurance and variable annuities. It shows
the properties and purposes of consumers that buy or own variable
annuities and of the companies selling them.

Chapters IV and V describe the process of reserving for fixed and

variable annuities. The Commissioners Annuity Reserve Valuation



Method, which applies for traditional fixed, and in some way for variable
annuities is explained in detail. Considerations in pricing a variable
annuity and an important actuarial model, the unit value concept, are
presented in chapter VI. Asset investments of life insurance companies
and the regulatory environment they have to follow can be found in
chapter VII. In addition, the assets invested within a variable annuity are
classified into their objectives.

Chapter VIII gives an overview over asset-liability management
strategies and techniques that are used by insurance companies. The
mathematical background of one of these techniques is described in
detail. The chapter also contains issues in risk management for variable
annuities. Two representative product samples of variable annuities are

presented in chapter IX.
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CHAPTER I

DIFFERENT TYPES OF ANNUITIES

What is an Annuity?

An annuity is a contract between the customer (the annuitant) and
an insurance company designed to provide the customer with income in
the future. The customer invests a certain amount of money (the
premium) in order to receive future payments. Therefore the company
offers him to invest customer’s money and to pay it back in the desired
way at the time stated in the contract. A traditional fixed annuity is a
financial instrument offering the following features (WM. Baker
Associates, 1997):

e Interest rates paid to the customer (credited rates) that are usually
higher than the ones offered by a bank account, or at least
competitive when compared with alternative investments with
similar risk characteristics;

e Guaranteed principal and interest income;

e A guarantee of a lifetime income (life annuity), or a guarantee of

income over a specified period of time during which the annuity
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payments are not contingent on the annuitant being alive (annuity
certain) (Black and Skipper, 1999);

e Tax-deferred earnings (interest earned by the consumer within the
annuity contract is not taxable to that consumer until the annuity
payments start, and investment income earned by the insurance
firm offering the annuity is not treated as income to such
insurance firm as long as the said investment income is credited to

the account of the customer).

When is an Investment in an Annuity appropriate?

For the consumer, an annuity represents a form of an investment
of consumer’s savings, only one of many alternatives available. A very
natural question to ask before investing in an annuity is: why would this
financial instrument be chosen over the other ones available in the
marketplace?

There are several reasons why to invest money in an annuity (WM.
Baker Associates, 1997):

e To use it as a retirement planning vehicle
Annuities meet almost all requirements of customers that look for

a long term, safe capital asset that guarantees competitive rates of
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return. Therefore they are well qualified for the use in pension plans, and
for any conservative investment.

o Whenever there is an importance of safety of principal desired from
the investor
A life insurance company has to meet certain legal constraints,
which provide guarantees to the consumers. An insurance company
must hold appropriate reserves as established by the actuary. These
reserves must, at all times, be equal to, or greater than, the withdrawal
value of the annuity policy. In addition to reserves, state insurances also
require certain levels of capital and surplus to be held by the insurance
firm, to further increase policyholder protection. Furthermore, states
provide guarantee funds in case of an insolvency of an insurance
company.
e When a tax deferred accumulation of interest is appropriate
The investment income earned by the annuity is not taxable until
the beginning of the payout phase. Then the investor might be in a lower
tax bracket and therefore pay less taxes than he otherwise would during
the accumulation phase. Also, ability to reinvest income without having
it reduced by taxes substantially increases long-term benefits of

compounding of interest to the annuity holder.



e To get a specific level of interest for a long period of time without
risking the principal of the investment
As already mentioned above, annuities guarantee a specific interest
rate.
e To get an investment with an income stream that cannot be outlived
The payments provided by an annuity, if not stated otherwise in
the contract, are made as long as the customer lives. This feature is
unique to life annuities, in fact it defines life annuities, and is a source of
competitive edge for insurance firms in the retirement market. Of
course, one must remember that in the United States, life annuities are
also provided with Social Security social insurance system (Old Age
Security and Disability Income), and those government-provided
annuities are inflation-adjusted, unlike annuities offered in the private
sector.
e To receive a monthly income that is equal to or higher than other
conservative investments
The alternatives to investing in an annuity are for example mutual
funds or guaranteed investment contracts (GIC). Those instruments
generally do not offer income guarantees, and, at the same level of risk,

rarely offer interest rates competitive to those offered by annuities.



e As an alternative or replacement to a monthly or other periodic
investment plan
In times of low stock returns or low interest rates the investment in
an annuity still provides the guaranteed rate, whereas the value of

another investment may decrease.

Advantages and Disadvantages

As it is true with any investment, there are several advantages and
disadvantages to investing in an annuity. Investment feature that may be
an advantage to one person may be a disadvantage to another.
Depending on the situation of an investor, there may be other
advantages and/or disadvantages than presented below (WM. Baker

Associates, 1997).

Advantages:
e An annuity can be used to protect and build the customer’s cash
reserve
Due to its conservative characteristics, an annuity is a safe
investment that provides competitive rates of return.
e The insurance company guarantees (with the exception of variable

annuities) the principal.



e [Earned interest rates from single premium deferred annuities are
adjusted, usually on an annual basis, to increase or decrease in line
with current market interest rates.

For example even if the company earns a 7% gross interest rate
during a year, it only pays out 6% for this year, before deducting for
expenses etc. If the rates in the next year decrease and the company only
earns 4%, it may still pay the customer 5% and therefore be more
attractive than another investment.

o After retirement, an annuity can provide the customer with a fixed
monthly income with lifetime guarantees.

e With an annuity one can “time” the receipt of income and shift it into
tax years where the income is taxed at a lower rate.

For example a consumer that is now 25, single, would have to pay
more taxes today than when he is 65, married and has children.

o Annuity interest rates are usually equal or higher than the ones
offered by other fixed income investments like bank certificates of
deposits (CDs)

For example the rates of Conseco Bank certificates of deposits

(rates effective: 5/21/2002 - 5/28/2002):



Table 1: Rates of Conseco Bank Certificates of Deposits

(Source: Conseco, Inc., 2002)

Term Rate APY
6 months 2.23% 2.25%
12 months 2.86% 2.90%
18 months 3.25% 3.30%
24 months 3.73% 3.80%

Whereas the Conseco Simple Index Annuity offers a guaranteed
interest rate of 9% for five years (Conseco, Inc., 2002).

e As compared to a taxable investment, with an equivalent interest
rate, such as a CD, an annuity will produce capital more quickly
since the effective yield after-tax will be higher
Due to its tax-deferred characteristics, the investor’s money

compounds more quickly since he can earn interest on money that have

otherwise been paid to the IRS.

Disadvantages:
e Ifone chooses at retirement to receive a lump sum distribution
instead of a fixed monthly income there may be a significant tax

burden



In this case the whole accumulated account is suddenly taxable.
When choosing the monthly income, this taxation is split over the period
of the payments.

e Cash withdrawals from an annuity prior to age 59-1/2 are generally
subject to a 10 percent penalty tax with certain exceptions.
Exceptions are made by disability, unremembered medical

expenses, death, higher education expenses, first time homebuyer.

o Ifitis necessary for the investor to liquidate the annuity during the
early years of the contract, there may be certain fees and costs
applicable.

Most annuities include a withdrawal or surrender charge.

e An annuity (with the exception of variable annuity) is a conservative
investment and does not offer the flexibility and liquidity offered by

certain other investments.

Different Types of Annuities

The large number of annuity products on the market today can
make understanding them difficult. But in fact, there are only a handful
of different types of annuities. There are three primary considerations
when thinking about annuities (Cornerstone Financial Products, 2002):

- Timing of payout: immediate or deferred



- Investment type: fixed or variable

- Annuities with or without withdrawal penalties

Immediate Annuities

In an immediate annuity, the investor begins to receive payments
immediately upon investing. This is for investors that need immediate
income from their annuity. By purchasing an immediate annuity one
can choose between payments for a certain period of time (typically five
to twenty years). This period is called period certain, the payments during
this period are guaranteed. The other choice are payments for the rest of
one’s life and/or one’s spouse's life, or any combination of the two. The
customer can even choose between a fixed payment that doesn't vary or a
variable payment that is based on market performance. Immediate
annuities are often used after retirement when investing a large amount
of money in order to receive fixed payments for the rest of lifetime

(Cornerstone Financial Products, 2002).

Deferred Annuities
In a deferred annuity, one receives payments starting at some later
date, usually at retirement. With a deferred annuity a consumer can

invest either a lump sum all at once, or make periodic payments, either
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fixed or variable. Those funds grow tax-deferred until he/she is ready to

begin receiving payments.

Fixed Annuities

Assets supporting fixed annuities are invested primarily in
government securities, and high-grade corporate bonds. All investment
decisions are made by the company, and the customer has no influence
on the investment strategy. Fixed annuities offer a guaranteed rate of
return, typically over a period of one to ten years. There are two basic
types of fixed annuities: the Guaranteed Return Annuities (GRA) is a fixed
annuity that offers a guarantee that the costumer can never receive less
than 100% of his investment - no penalties or fluctuations in the interest
rate market can impact the principal should he/she surrender. The
Market Value Adjustment Annuity (MVA) works much like the GRA, but
there is no guarantee of the principal if rates rise and one surrenders his
contract. This may be the case if the customer surrenders the policy and
the insurance company has to sell investments before their maturity
date. The risk that interest rates rise and policy loans and surrenders
increase or maturing contracts do not renew at anticipated rates of
renewal is on the customer. This risk is called disintermediation risk.

MVAs work like a bond and often pay more than a GRA due the risk of
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rising rates being transferred to the customer (Cornerstone Financial

Products, 2002).

Variable Annuities

Variable annuities, defined more accurately in chapter II, enable a
customer to invest in a selection of funds, called sub-accounts. These
sub-accounts are tied to market performance, and often have a
corresponding managed investment after which they are modeled, such
as a mutual fund. Available choices range from the most conservative,
such as money market, guaranteed fixed accounts, and government
bond funds, to more aggressive such as growth, small cap, mid cap, large
cap, capital appreciation, aggressive growth, and emerging markets
funds. Some have as many as 40 or more fund choices with ten or more
managers, and allow customers to switch between them.

One special type of variable annuity is the living benefit annuity,
also known as a GRIB (Guaranteed Retirement Income Benefit) or GRIP
(Guaranteed Retirement Income Program). The best living benefit
annuities guarantee at least a 5% return over seven years, or the highest
attained value on each anniversary during the surrender period,
whichever is greater. It also guarantees an amount of annuity payments

for the lifetime of the annuitant or for a period stated in the contract. In
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exchange for this living guarantee, the living benefit annuity has a
surrender charge, or penalty for early withdrawal, no up-front bonus,
and a slightly higher annual fee. It is based on more conservative
assumptions, therefore the income guaranteed may be less than the

income provided under the regular contract.

Annuities with Withdrawal Penalties

Some annuities allow consumers to withdraw either their interest
earnings or up to 15% per year without a penalty, although any
withdrawal from an annuity may be subject to taxes and a 10% federal
penalty if taken prior to 59% years of age. This is stated in the Internal
Revenue Code, interest earnings are subject to ordinary income taxes,
the 10% penalty is called Premature Distribution. The idea behind it is to
make sure that people do not abuse the money they accumulated for
their retirement. Beyond that, most annuities have a surrender charge -
a penalty for making an early withdrawal above the free withdrawal
amount. Typically this surrender charge disappears over a seven-year
period (Cornerstone Financial Products, Inc., 2002).

Why would one choose an annuity with a withdrawal penalty?
Some annuities with surrender charges reward the investor by offering a

ysbonus”: the insurance company adds on average 3% to 5% to the



13
amount of the principal. For example, if one invests $10,000 in a bonus
annuity the insurance company will add $300 to $500 to the annuity
immediately. The trade-off is that with a bonus annuity the surrender
period is usually longer (eight to nine years in most cases versus the
typical seven-year surrender). But bonuses are rare, companies prefer to

offer an attractive credited interest rate.

Annuities without Withdrawal Penalties

For investors who may need spur-of-the-moment access to their
money, there are annuities without surrender charges (no-surrender or
level load annuities) - these annuities have no penalty or charge for early
withdrawal. But even with a no-surrender annuity investors under the
age of 59 % are subject to the 10% federal excise tax as well as ordinary
income taxes on any gains. The investor can avoid any taxes or penalties,
however, by making a 1035 Tax-Free Exchange (see chapter II) to
another annuity, regardless of age. No-surrender annuities do not come
with bonuses, and some insurance companies charge higher fees for
their no-surrender charge products (Cornerstone Financial Products,

2002).



CHAPTER II

WHAT IS A VARIABLE ANNUITY?

A variable annuity is an annuity insurance policy that provides for
annuity benefits that vary according to the investment experience of a
separate account or accounts maintained by the insurer (American
Academy of Actuaries, 1998a).

A variable annuity offers a range of investment options. The value
of the investment will vary depending on the performance of the
investment options chosen. The investment options for a variable annuity
are typically mutual funds that invest in stocks, bonds, money market
instruments, or some combination of the three. A more detailed
description of the investment options is given in chapter VII.

Although variable annuities are typically invested in mutual funds,
variable annuities differ from mutual funds in several important ways
(U.S. Securities and Exchange Comission, 2002):

First, variable annuities provide periodic payments for the rest of
the customer’s life (or the life of the spouse or any other person
designated). This feature offers protection for the customer against the
possibility that, after one retires, one outlives one’s assets.

14
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Second, variable annuities have a death benefit. If one dies before
the insurer has started making payments, the beneficiary stated in the
contract is guaranteed to receive a specified amount - typically at least
the amount of the purchase payments premiums. The beneficiary will get
a benefit from this feature if, at the time of the death of the contract
holder, the account value is less than the guaranteed amount.

Third, variable annuities are tax-deferred. That means the
customer pays no taxes on the income and investment gains from the
annuity until he/she withdraws his/her money. These earnings, unlike
money in a savings account, a mutual fund, a certificate of deposit, are
not taxed in the year in which they are earned. They can continue to
grow and compound tax-free until withdrawal. The customer may also
transfer his/her money from one investment option to another within a
variable annuity without paying tax at the time of the transfer. When the
customer takes money out of a variable annuity, however, he/she will be
taxed on the earnings at ordinary income tax rates rather than lower
capital gains rates. Capital gains tax rates for long term investments
(assets held for more than one year) are 10% for the 15% tax bracket,
and 20% for the other tax brackets (these tax rates are likely to change

over time).
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Table 2: Federal Personal Income and Capital GainTax Rates for

2001 (Source: Internal Revenue Service, 2001)

Filing Status and Taxable Income Level

Married filing

Single jointly or Qualifying Married filing ~ Head of Tax

separately household Rate

Widow(er)

Up to Up to Up to o
$27,050 Up to $45,200 $22,600 $36,250 1%
$27,051- $22,601- $36,251- o
$65.550 $45,201- $109,250 $54.625 $93.650 27.5%
$65,551- $109,251- $54,626- $93,651- 30.5%
$136,750 $166,500 $83,250 $151,650 270
$136,751- $166,501- $83,251 - $151,651- 35 5
$297,350 $297,350 $148,675 $297,350 oo

$297,351 or $297.351 or more $148,676 or $297,351 or 39 1%
more more more

Capital Gains Tax Rates for 2001

Ultra Long Term

Tax Short Term Rate Long Term Rate
Rate (more than 7
Bracket (under one year) (up to 7 years)
years)
15 % 15 % 10 % 8 %
27.5 % 27.5 % 20 % 18 %
30.5 % 30.5 % 20 % 18 %
35.5 % 35.5 % 20 % 18 %
39.1 % 39.1 % 20 % 18 %

How a Variable Annuity works
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As any other (deferred) annuity, a variable annuity has two phases:
an accumulation phase and a payout phase. During the accumulation
phase, the customer pays premiums, which can be allocated by the said
customer to a number of investment options. For example, one could
designate 40% of the purchase payments to a bond fund, 40% to a U.S.
stock fund, and 20% to an international stock fund. The money that is
allocated to each investment option will increase or decrease over time,
depending on the fund's performance. In addition, variable annuities
often allow the customer to allocate part of his purchase payments to a
fixed account. A fixed account, unlike a mutual fund, pays a fixed rate of
interest whereas the value of a mutual fund in the worst case may
decline. The insurance company may reset this interest rate periodically,
but it will usually provide a guaranteed minimum (e.g., 3% per year)
(U.S. Securities and Exchange Comission, 2002).

Example: (U.S. Securities and Exchange Comission, 2002)

One purchases a variable annuity with an initial purchase

payment of $10,000. One allocates 50% of that purchase

payment ($5,000) to a bond fund, and 50% ($5,000) to a

stock fund. Over the following year, the stock fund has a

10% return, and the bond fund has a 5% return. At the end

of the year, the account has a value of $10,750 ($5,500 in
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the stock fund and $5,250 in the bond fund), minus fees and
charges (discussed below).

During the accumulation phase, one can typically transfer money
from one investment option to another without paying tax on investment
income and gains, although one may be charged by the insurance
company for transfers. However, if the customer withdraws money from
his account during the early years of the accumulation phase, he may
have to pay surrender charges, which are discussed below. In addition,
he may have to pay a 10% federal tax penalty if he withdraws money
before the age of 59%. This is a special tax levied for taking money from
the qualified account too early. This special tax is levied at the same rate,
no matter what the other taxes are.

At the beginning of the payout phase, usually when the customer
retires, he/she may receive his/her purchase payments plus investment
income and gains (if any) as a lump-sum payment, or he/she may choose
to receive them as a stream of payments at regular intervals (generally
monthly).

If one chooses to receive a stream of payments, there may be a
number of choices of how long the payments will last. Under most
annuity contracts, one can choose to have the annuity payments last for

a period that one has set (such as 20 years) or for an indefinite period
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(such as lifetime or the lifetime of the customer and his spouse or other
beneficiary). During the payout phase, the annuity contract may permit
the choice of receiving payments that are fixed in amount or payments
that vary based on the performance of the investment options. The
amount of each periodic payment will depend, in part, on the time period
that is selected for receiving payments. Some annuities do not allow
withdrawals from the account once one has started receiving regular

annuity payments.

Features of a Variable Annuity
A common feature of variable annuities is the death benefit. If the
customer dies, a person that he selected as a beneficiary (such as his
spouse or child) will receive the greater of:
(i) all the money in the account, or
(ii) some guaranteed minimum (such as all purchase payments
minus prior withdrawals).
Example: (U.S. Securities and Exchange Comission, 2002) A
consumer owns a variable annuity that offers a death benefit
equal to the greater of account value or total purchase
payments minus withdrawals. He/she has made purchase

payments totaling $50,000. In addition, he/she has
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withdrawn $5,000 from his/her account. Because of these
withdrawals and investment losses, the account value is
currently $40,000. If he/she dies, the designated beneficiary
will receive $45,000 (the $50,000 in purchase payments the
customer put in minus $5,000 in withdrawals).

Some variable annuities allow a choice of a stepped-up death
benefit. Under this feature, the guaranteed minimum death benefit may
be based on a greater amount than purchase payments minus
withdrawals. For example, the guaranteed minimum might be the
account value as of a specified date, which may be greater than purchase
payments minus withdrawals if the underlying investment options have
performed well. The purpose of a stepped-up death benefit is to ,lock in"
the investment performance already achieved and to prevent a later
decline in the value of the account from eroding the amount that one
expects to leave to the heirs. This feature carries a charge, a premium
must be paid for it, and this, in turn, will reduce the account value.

Variable annuities sometimes offer other optional features, which
also incur extra charges. One common feature, the guaranteed minimum
income benefit (GMIB), guarantees a particular minimum level of annuity
payments, even if there is not enough money in the account (perhaps

because of investment losses) to support that level of payments. In fact,
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all early annuities were completely guaranteed, and one can thus view
this feature as an addition of a very traditional fixed annuity to a variable
one (U.S. Securities and Exchange Comission, 2002).

Another quite similar option is the guaranteed minimum annuity
floor (GMAF), which is a floor on a variable annuity payout. It guarantees
that the monthly or annual payments will never be less than some
amount. The difference to the guaranteed minimum income benefit is
that it is determined at annuitization, whereas the GMIB is determined
at issue.

Some products offer so called guaranteed minimum accumulation
benefits (GMAB). This option provides a minimum account value after a
waiting period. However, the choice of funds may be controlled by the
insurance company under this feature.

Other features may include long-term care insurance. This covers
a person against the costs of home health care, community-based care
(assisted living, etc.) and nursing home care. These costs are
dramatically high and generally not covered by Medicare, which only
pays up to 100 days of long-term care. For qualified beneficiaries of
course, long-term care insurance can be purchased on a stand-alone
basis, and therefore this feature amounts to bundling of another

insurance policy with the annuity.
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Sometimes it is possible that the spouse of the annuitant may
choose to continue the contract after the death of the policyholder. It is
also offered by some companies that the annuity payments are made for
both, the annuitant and his/her spouse. This means that if the
annuitant dies, the spouse still gets annuity payments until his/her

death.

Variable Annuity Charges

A customer investing in a variable annuity must pay various
charges. This is unlike in a traditional fixed annuity, where the
insurance firm receives a premium and only pays such benefit that
provides the insurance firm with compensation for its expenses, and with
appropriate profit margin. In a variable annuity, the customer receives
the investment performance of the underlying investment options, and
this leaves no room for any flow of funds to the insurance firm. Instead,
insurance company s costs and profits are obtained as direct charges to
the customer.

There exist a variety of charges when investing in a variable
annuity:

o Surrender charges: If one withdraws money from a variable annuity

within a certain period after a purchase payment (typically within
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six to eight years, but sometimes as long as ten years), the
insurance company usually will assess a "surrender" charge, which
is a type of sales charge. This charge is used to pay the financial
professional a commission for selling the variable annuity to you.
Generally, the surrender charge is a percentage of the amount
withdrawn, and declines gradually over a period of several years,
known as the surrender period. For example, a 7% charge might
apply in the first year after a purchase payment, 6% in the second
year, 5% in the third year, and so on until the eighth year, when
the surrender charge no longer applies. Often, contracts will allow
withdrawal of part of the account value each year — 10% or 15% of
the account value, for example — without paying a surrender
charge.

Example: (U.S. Securities and Exchange Comission,
2002) One purchases a variable annuity contract with
a $10,000 purchase payment. The contract has a
schedule of surrender charges, beginning with a 7%
charge in the first year, and declining by 1% each year.
In addition, one is allowed to withdraw 10% of his/her
contract value each year free of surrender charges. In

the first year, one decides to withdraw $5,000, or one-
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half of the contract value of $10,000 (assuming that

the contract value has not increased or decreased

because of investment performance). In this case, one

could withdraw $1,000 (10% of contract value) free of

surrender charges, but one would pay a surrender

charge of 7%, or $280, on the other $4,000 withdrawn.
Mortality and expense risk charge: This charge is equal to a certain
percentage of the account value, typically in the range of 1.25% per
year. This charge compensates the insurance company for
insurance risks it assumes under the annuity contract. Profit from
the mortality and expense risk charge is sometimes used to pay
the insurer's costs of selling the variable annuity, such as a
commission paid to the financial professional for selling the
variable annuity.

Example: (U.S. Securities and Exchange Comission,

2002) A variable annuity has a mortality and expense

risk charge at an annual rate of 1.25% of account

value. The consumer’s average account value during

the year is $20,000, so he/she will pay $250 in

mortality and expense risk charges that year.
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o Administrative fees: The insurer may deduct charges to cover
record-keeping and other administrative expenses. This may be
charged as a flat account maintenance fee (perhaps $25 or $30 per
year) or as a percentage of the account value (typically in the range
of 0.15% per year).

Example: (U.S. Securities and Exchange Comission,
2002) A variable annuity charges administrative fees
at an annual rate of 0.15% of account value. The

customer’s average account value during the year is
$50,000. He/she will pay $75 in administrative fees.

o Underlying Fund Expenses: The customer will also indirectly pay
the fees and expenses imposed by the mutual funds that are the
underlying investment options for the variable annuity.

o Fees and Charges for Other Features: Special features offered by
some variable annuities, such as a stepped-up death benefit, a
guaranteed minimum income benefit, or long-term care insurance
often carry additional fees and charges.

Other charges, such as initial sales loads, or fees for transferring
part of the account from one investment option to another, may also

apply (U.S. Securities and Exchange Comission, 2002).
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Tax-Free 1035 Exchanges

Section 1035 of the U.S. tax code (Internal Revenue Code) allows a
customer to exchange an existing variable (or fixed) annuity contract for
a new annuity contract without paying any tax on the income and
investment gains in the current variable (or fixed) annuity account. These
tax-free exchanges, known as tax-free 1035 exchanges, can be useful if
another annuity has features that one prefers, such as a larger death
benefit, different annuity payout options, or a wider selection of
investment choices.

One may, however, be required to pay surrender charges on the old
annuity if one is still in the surrender charge period. In addition, a new
surrender charge period generally begins with the exchange into the new
annuity. This means that, for a significant number of years (as many as
10 years), one typically will have to pay a surrender charge (which can be
as high as 9% of the purchase payments) if one withdraws funds from
the new annuity. Further, the new annuity may have higher annual fees
and charges than the old annuity, which will reduce the returns.

Bonus Credits
Some insurance companies are now offering variable annuity

contracts with ,bonus credit” features. These contracts promise to add a
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bonus to the contract value based on a specified percentage (typically

ranging from 1% to 5%) of purchase payments.

Example: (U.S. Securities and Exchange Comission, 2002) A
customer purchases a variable annuity contract that offers a
bonus credit of 3% on each purchase payment. He/she
makes a purchase payment of $20,000. The insurance
company issuing the contract adds a bonus of $600 to
his/her account.

This benefit cannot be, of course, free. The customer pays for it in

some other form. Typically, insurers will charge the customer for bonus

credits in one or more of the following ways:

Higher surrender charges: Surrender charges may be higher for a
variable annuity that pays a bonus credit than for a similar
contract with no bonus credit.

Longer surrender periods: The purchase payments may be subject
to surrender charges for a longer period than they would be under
a similar contract with no bonus credit.

Higher mortality and expense risk charges and other charges:
Higher annual mortality and expense risk charges may be
deducted for a variable annuity that pays a bonus credit. Although

the difference may seem small, over time it can add up. In
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addition, some contracts may impose a separate fee specifically to
pay for the bonus credit.

Example: (U.S. Securities and Exchange Comission, 2002)

One makes purchase payments of $10,000 in Annuity A and

$10,000 in Annuity B. Annuity A offers a bonus credit of 4%

on the purchase payment, and deducts annual charges

totaling 1.75%. Annuity B has no bonus credit and deducts

annual charges totaling 1.25%. Let's assume that both

annuities have an annual rate of return, prior to expenses, of

10%. By the tenth year, the account value in Annuity A will

have grown to $22,978. But the account value in Annuity B

will have grown more, to $23,136, because Annuity B

deducts lower annual charges, even though it does not offer

a bonus.

A bonus may only apply to the initial premium payment, or to
premium payments made within the first year of the annuity contract.
Further, under some annuity contracts the insurer will take back all
bonus payments made within the prior year or some other specified
period if one makes a withdrawal, if a death benefit is paid to the

beneficiaries, or in other circumstances.
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Example: (U.S. Securities and Exchange Comission, 2002) A
customer currently holds a variable annuity with an account value
of $20,000, which is no longer subject to surrender charges.
He/she exchanges that annuity for a new variable annuity, which
pays a 4% bonus credit and has a surrender charge period of eight
years, with surrender charges beginning at 9% of purchase
payments in the first year. His/her account value in this new
variable annuity is now $20,800. During the first year the
customer holds the new annuity, he/she decides to withdraw all of
the account value because of an emergency situation. Assuming
that the account value has not increased or decreased because of
investment performance, he/she will receive $20,800 minus 9% of
his/her $20,000 purchase payment, or $19,000. This is $1,000
less than he/she would have received if he/she had stayed in the
original variable annuity, where he/she was no longer subject to

surrender charges.



CHAPTER III

THE MARKET SITUATION IN THE UNITED STATES

Life Insurance

In 1992, about 85% of all married couples in the United States,
both with and without children, owned some type of life insurance policy
to protect their family. The need for life insurance protection continues to
grow: Americans purchased $2.7 trillion of new life insurance coverage in
2000, a 7% increase from 1999 (American Council of Life Insurers,
2001).

There are three types of life insurance policies dominating the
market: individual life, group life, and credit life policies. Individual
insurance is underwritten separately for each individual who is protected
by the policy. Group insurance is underwritten on the basis of a group of
people as a whole, for example the employees of a company. Credit
insurance guarantees the payment of some credit, for example a
mortgage, in case the insured person dies. It can be bought either on
individual or on group basis.

Regarding the total amount of life insurance coverage in the United
States, there was an increase of $457 billion, or 3%, by the end of 2000

over 1999,
30



The number of policies sold rose for individual policies by 1%

between 1999 and 2000. 59% of all policies in force in 2000 were
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individual policies, or $9.4 trillion of protection (American Council of Life

Insurers, 2001).
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Figure 1: Purchases of Life Insurance

(Source: American Council of Life Insurers, 2001)



Data for credit life policies in 1987 and 1990 is not available.
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One distinguishes between term insurance and whole life
insurance. Term insurance covers the insured for a specific time stated
in the contract. Whole life (permanent life) insurance provides protection
for as long as the insured person lives. In 2000, whole life insurance
constituted about 52% of the issued life policies and 43% of the total face
amount issued. 77% of all individual policies and 58% of the
corresponding face amount, regarding life insurance in force, were whole
life in 2000 (American Council of Life Insurers, 2001).

Whole life insurance products can be separated into three types:
Variable life, Universal life and Variable-universal life.

Variable life insurance benefits depend on the performance of the
investments connected to the policy. By the end of 2000, $85 billion of
variable life insurance was in force in the United States. Over $21 billion
of this amount was purchased in this year.

Universal life is a flexible premium policy allowing the customer to
change the death benefit from time to time. It also allows the policyowner
to vary the amount or time of the premium payments. About $1.9 trillion
of universal life insurance was in force at the end of 2000, sales in 2000
totaled $146 billion (American Council of Life Insurers, 2001).

A combination of these two types is the variable-universal life
insurance. It offers the premium flexibility of a universal life policy

combined with the variation of the death benefit as known from a
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variable policy. At the end of the year 2000, about $1.3 trillion of
variable-universal life insurance was in force, $337 billion of this amount
was purchased during 1997.

The trend shows that both, variable and universal policies, are
being replaced by variable-universal policies. The number of sold variable
policies declined between 1999 and 2000 by 38.5% from 140,000 to
86,000. The same happened to the face amount purchased with variable
life insurance, it decreased from $22602 in 1999 to $20595 in 2000 (in
millions). Only 978,000 universal policies were purchased in 2000
compared to 1,249,000 in 1999. The number of variable policies in force
in 2000, 850,000, was 22.7% less than in 1999. Variable-universal life
insurance policies in force increased by 47.2% to 9,365,000 at the end of
2000 (American Council of Life Insurers, 2001).

However, the dominating type of life insurance is still the universal
life. The number of universal policies in force in 2000 was more than
twice as much as the number of variable and universal-variable life

combined (24,487,000) (American Council of Life Insurers, 2001).
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Annuities

Annuities in the United States are used in pensions, other

retirement plans, structured settlements, and directly by customers to

provide for their own retirement security. The US pension market is very

large. Half of all full-time workers in US commerce and industry and
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three-fourths of all government civilian personnel are enrolled in
retirement plans other than Social Security (the U.S. Social Insurance
System for retiremment and disability benefits). The number of
participants is estimated at more than 50 million. (American Council of
Life Insurers, 1998).

There are two different types of retirement plans, those that qualify
for full pension tax treatment (tax-qualified or qualified), and plans that
do not (non-qualified).

Another classification of retirement plans is either defined benefit
or defined contribution plan. A defined benefit plan provides a specified
benefit, the contributions needed to realize this benefit may vary. Defined
contribution plans define the amount of contribution instead, for
example a percentage of the income. In this case, the resulting benefit is
not specified.

Most retirement plans are sponsored by employers. These plans
include traditional defined benefit pensions, profit-sharing plans, 401(k),
403(b). In 1995 73% of the assets for tax-qualified plans were sponsored
by employers. Individual plans mad