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ETHICAL ISSUES WITH
ANNUITIES: SOME SITUA-
TIONS FOR REFLECTION

Ronald F. Duska, PhD
The growth of the annuities market
has been a boon for insurance companies
accounting for more than half of their
sales. According to the ACLI fact book:
The mix of premiums from
life insurance and annuity consid-
erations has changed markedly over
the last 25 years. In 1978 the share
of premium receipts from life poli-
cies (46%) was more than double
the 21 percent from annuities. By
2002, this trend had reversed: Life
policies accounted for only one-
quarter of premium receipts (26%)
while annuity considerations con-
tributed more than half (53%).”1
But the growth of the annuities mar-
ket has the potential to bring forth a set of
problems and ethical scandals for the
industry that could be as devastating as the
scandals in the early 90s. There are chal-
lenges to the worth of annuities, serious
challenges to some of the marketing tech-
niques that are used, and, finally, concerns
about the ability of companies to meet the
demands of their guaranteed payouts.
Almost weekly there is a story in
the New York Times or Wall Street Jour-
nalabout supposed ethical misbehavior
in selling annuities, usually variable
annuities. Some of this misbehavior was
highlighted by Mary Schapiro, NASD
President of Regulatory Policy and
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Oversight in her remarks to the Spring
2004 Securities Conference where she
listed recent actions of the NASD:2

* Prudential Securities was fined $2
million and ordered to pay cus-
tomers $9.5 million for sales and
switches of annuities that violated
New York State regulations.

* A Louisiana broker was perma-
nently barred from the industry
and ordered to pay more than
$1.5 million in restitution for
making unsuitable annuity sales
to older, conservative investors.

* A suit was filed against Waddell &
Reed charging the firm with recom-
mending 6,700 annuity exchanges
to its customers—generating $37
million in new commissions and
costing the customers $10 million in
surrender fees—without determin-
ing whether the transactions were
suitable. One Waddell & Reed
adviser was quoted in a Wall Street
Journal article as saying, “I have no
problem selling an annuity that may
cost [0.45 percentage point]
more...because I have to support
my family and pay my assistant and
other business overhead.”

Shapiro noted that those are just
three of over 80 disciplinary actions
taken against unacceptable sales prac-
tices in the past two years.

Sales to Seniors

Most concern centers around
potentially unsuitable sales of variable
annuities to seniors. In one of its alerts
the NASD stated the following:

The marketing efforts used by some
variable annuity sellers deserve scrutiny—

especially when seniors are the targeted
investors. Sales pitches for these products
might attempt to scare or confuse investors.
One scare tactic used with seniors is to
claim that a variable annuity will protect
them from lawsuits or seizures of their
assets. Many such claims are not based on
facts, but nevertheless help land a sale.*

Also, in her conference remarks,
Shapiro mentions the following ad as
an example: “Sell Annuities to Seniors
Who Don’t Have Money! Most Have
Equity in their Homes. Help Your
Agents Tap into It.”

Along those lines, The Wall Street
Journal reported about training sessions
on selling annuities to senior citizens,
which used the following language:

* “Treat them like they’re children.”

* “Don't be sophisticated.”

* “They buy based upon emotions!
Emotions of fear, anger and greed.”

* “Show them their finances are all
screwed up so that they think,
‘Oh, no, I've done it all wrong.”

* “This will make you money, and
it’s probably a product they need.”

e “Tell them you can protect their
life savings from nursing home
and Medicaid seizure of assets.
They don’t know what that is, but
it sounds scary. It’s about putting a
pitchfork in their chest.”

e “What's an annuity? There’s the
technical answer, and there’s the
senior answer. Tell them it’s like a
CD —it’s safe, it’s guaranteed.”
As a final example, on June 27,

2002, the SEC filed civil fraud charges
against a California broker who allegedly
defrauded approximately 60 retired cus-
tomers by recommending they replace
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existing investments in variable annuities

with new investments in similar variable Up-front cost I::i;s:‘;iir Annual cost to Annual comp
annuities. This enabled the broker to reap to the client the rep the client to the rep
approximately $275,000 in commissions

for the unsuitable switches. He told Option A 2% 1.5% 7% 25%
clients they needed to switch in order to Option B 0% 5% 1.25% 25%
stem investment losses caused by declines Option C 0% 4% 1.4% 4%

in the stock market. The switching did Option D 1% 1% 1.75% 1%

not halt their losses and they could have
achieved the same objective by simply
electing another investment option
within the original variable annuity. The
customers either received no economic
benefit or lost money in the switch trans-
actions and together incurred more than
$200,000 in needless transaction costs.
Simultaneously, the SEC pro-
ceeded against the broker’s supervisor
for failing to reasonably supervise him
and for not investigating red flags
raised by certain switches when the
transactions were reviewed.

Multiple Pricing/
Compensation Structures in
Variable Annuities

Beyond the problem of bilking sen-
iors by selling them products they don’t
understand and/or need, there are issues
with the size of commissions, which are
generally higher than commissions on
mutual fund sales, and commission
structures. Consider the following
account of an insurance agent:6

“The most common dilemma that
I have faced over and over again in my
professional career is that of multiple
pricing and compensation structures for
identical products. A good example of
this is a variable annuity product. Typi-
cal pricing schemes are as follows [see

table] (assume a $500,000 deposit )7:

“Let’s assume that the client
intends to keep the contract for 10
years or more, as most deferred pay-
ment VAs are a long-term proposition.
Clearly Option A is in the client’s best
interest as it has the lowest annual costs
which are only moderately offset by a
one-time annual fee. However, the rep
would like to see one of the other
options, as it clearly will pay consider-
ably more commission.”

NASD’s Proposed
New Rule

Situations like these have arisen all
too frequently and caused heightened
awareness on the part of the SEC and
NASD. NASD’s Board of Governors, in
April, proposed a new rule® that would
impose a wide range of new require-
ments tailored specifically to transac-
tions in deferred variable annuities—
from new sales practice standards and
supervisory requirements to increased
disclosure and sales force training,

The key requirements of the rule
proposal include: 1) suitability, which
requires that the client has been informed
about “the unique features of the deferred
variable annuity,” 2) a long-term invest-
ment objective on the part of the client,
and 3) an annuity that fits the client’s

needs regarding risk and liquidity.

The proposal also requires a
prospectus and “plain English” risk dis-
closure that lays out surrender charges
and IRS penalties as well as sales charges,
fees (including mortality and adminis-
trative fees, investment advisory fees and
charges for riders or special features),
federal tax treatment, applicable state
and local government premium taxes,
and market risk, while letting the client
know if there is a “free-look” period.

Further, the new rule states that
“before a registered representative com-
pletes a recommended transaction, the
registered principal would be required
to review and approve, in writing, the
suitability analysis document and a
separate exchange or replacement doc-
ument, if the transaction involved an
exchange or replacement of an exist-
ing variable annuity.”

Finally, the new rule puts a burden
on registered principals and their firms.
Before a registered representative could
effect any transaction in a deferred vari-
able annuity; a registered principal would
be required to review and approve the
transaction. The registered principal
would be required to consider specific
factors, for instance, whether the cus-
tomer’s age or liquidity needs made a
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long-term investment inappropriate.

The rule proposal also requires
registered firms to establish and main-
tain specific, written supervisory pro-
cedures reasonably designed to achieve
compliance with the rule’s standards
and to develop and document specific
training policies or programs designed
to ensure that registered representatives
and registered principals comply with
the rule’s requirements and that they
understand the unique features of
deferred variable annuities.

In short, the NASD proposed
rules are establishing a checklist to
make sure that the buyer of a deferred
variable annuity gives informed con-
sent and is not exploited as were the
clients in the examples above. Clearly,
there are ethical responsibilities that
fall to the registered representative as
well as to the company.

The Bonus Credit Feature
Leaving consideration of agents’
or brokers’ suspect marketing practices,
we turn to consider areas where com-
panies’ marketing practices bear watch-
ing. Paul Roye, director of the Invest-
ment Management Division of the
SEC, has expressed a number of con-
cerns about potential problems with
annuity sales that have ethical implica-
tions that companies need to face.
According to Roye, “The bonus
credit feature offers the investor an
immediate credit equal to a percent-
age of purchase payments, typically in
the range of 1% to 5%. From a mar-
keting perspective, these products have
substantial appeal. They offer an
investor the opportunity to put his or

her entire investment—and then
some—to work immediately.”

But, according to Roye, “that is not
the full story. Investors generally pay for
bonus credits one way or another;
whether in the form of higher surrender
charges, longer surrender charge peri-
ods, or higher asset-based charges.”

Hence, the SEC, says Roye, “is
concerned by the fact that these
charges can more than offset the
amount of the bonus.” Roye goes on to
say that the SEC is:

...also concerned with the
potential for sales practice abuses
because the cost of the bonus may
be less visible than the bonus itself.
And our concerns are heightened
in cases when a bonus is paid to an
investor transferring funds from
one variable annuity to another in
an exchange. Often in these cases,
an investor at or near the end of a
surrender charge period takes on a
new surrender charge schedule as a
result of the exchange. Depending
on the time horizon for the new
investment, the impact of the new
surrender charge could outweigh
the value of the bonus. We have
been paying close attention to dis-
closure regarding bonus programs.

Substitution Applications
Another area of company behavior
of concern to Roye deals with applica-
tions requesting Section 26(b) approval
for the substitution of underlying
funds supporting variable annuity and
variable life contracts. According to
Roye, a company can have a number of
good reasons to substitute underlying
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funds, such as “eliminating funds with
poor performance, compliance issues,
and high expense ratios or to add funds
which are more attractive from a mar-
keting standpoint.”10 But in some cases
a company is replacing a fund unaffil-
iated with the company with one man-
aged by an affiliate of the company or
with a fund with which the company
has “substantial revenue sharing
arrangements.” The overall question in
these cases is whether a proposed sub-
stitution is designed to benefit contract
owners in some tangible way or is
mainly focused on benefiting the com-
pany. Roye continues, “Under Section
26(b), we can only grant a substitu-
tion order if we find it to be consistent
with the protection of contract owners
and the policies of the statute.”!!

Fixed Annuities and
Rate Guarantees

One last problem is how the com-
panies are going to handle the guaran-
teed rates on their fixed annuities. Fixed
annuities enjoyed a competitive edge
over CDs, which led to a boom in fixed
annuity sales. But as Bob Wick of
Cramer, Wick and Associates says:

That advantage is diminish-
ing. Many insurance companies,
held hostage by the contractual
minimum interest rate guarantees,
3% on average, are looking to
refile a 1.5% minimum.

The looming issue is being
driven by the portfolio yields that
the insurance companies are expe-
riencing. These portfolios, prima-
rily intermediate duration bonds,

yields

are  generating  gross



approaching 5%, perhaps less. The
typical insurance company distrib-
uting fixed annuities through
banks needs a 225-275 basis point
spread between the gross portfolio
yield and the “new” money-credit-
ing rate. This is the spread required
so they can realize their target
return on capital requirements....
So what are the options...that
insurance companies will be fac-
ing as they approach their new
budgets? How will they grow net
operating revenues...in this ever-
tightening rate environment?!2

Problems

The preceding situations raise a
host of problems that surround the sales
and servicing of what has become insur-
ance companies’ largest product, some
of which are caused by the greed of indi-
vidual rogue agents, and others by the
pressures put on honest agents by com-
mission systems, sales quotas and other
factors that companies put in place.

How serious is the misbehavior of
the rogue agents? One optimistic way to
look at the situation is to note that in
this $985 billion market, the NASD has
only taken 80 disciplinary actions in
response to troublesome sales practices.
Even granting that quite a few unethical
practices go undetected or unreported,
80 seems a small number. So one might
surmise that the majority of annuity
sales are done properly and aboveboard.

Even so, the question remains how
to respond to industry critics such as
Barry Perlman, who maintains a con-
sumer Web site devoted to investments,
and others who insist that annuities in
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general, either fixed or variable, are nota
good buy. Their claim is that when the
purchase of an annuity doesn't meet the
original purposes of annuities—to secure
an income stream while living a long life
with certain tax advantages—there are
probably other financial instruments that
meet other financial planning needs just
as well, if not better. For example, if one’s
objective is a steady return on invest-
ment, they suggest that an instrument
such as a ladder of high-grade bonds,
where one keeps the principal with min-
imal restrictions on accessing the money,
will bring better return than annuities.
Further, if one buys an annuity because
one is worried about others taking over
one’s money or capital, a decent trust can
meet the need as well as or better than an
insurance company.

Perlman, in questioning the worth
of a variable annuity, claims that
because of the high costs of annuities
most people are better off in an equity
index fund. As he says, “Tax consider-
ations aside, the index fund is a better
investment. Try to find some annu-
ities that outperformed the S&P 500
index over the past ten or twenty
years...do you think you can pick
which one(s) will outperform the
index over the next twenty years?”13

Of course this applies only if we
focus exclusively on the accumulation
period without taking into account the
annuitization benefits. An annuity,
after all, is a hybrid product with a risk-
pooling aspect, which means there
must be a compromise on the yield.

In short, the nature and worth of
annuities and their suitability are issues
that need to be addressed seriously.

Annuities, particularly deferred vari-
able annuities, can be extremely com-
plex products, and financial service
professionals have the responsibility to
know thoroughly the products they are
recommending and an obligation to
serve the best interest of their clients,
offering those clients sufficient disclo-
sure to enable the client to give ade-
quately informed consent. Absent
meeting those demands the adviser is
not doing his or her job.

There is yet another group of ques-
tions that must be faced by the compa-
nies selling the annuities. What are the
ramifications of having multiple pricing
and commission structures available on
identical products? Some companies
have looked at their commission struc-
tures and leveled them out, removing
the pressure or temptation that such
structures cause their agents.

Further, given the latest NASD and
SEC warnings to principals and firms,
how confident is the company that the
agent is selling annuity products that
are suitable for each client? The compa-
nies need to face the following issues:

¢ Should companies be encouraging
the use of bonus credits, and if so,
what disclosure is appropriate at
point of sale?

* What suitability review is neces-
sary in the corporate office?

¢ What underlies the increasing use
by the companies of substitution
applications? Are they used to ben-
efit consumers or simply to gener-
ate higher fees?

* How serious are the solvency issues
arising from minimum guaranteed

rates on fixed annuities? Is there a
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serious insolvency risk for some

companies, or is the risk limited

to revenue and profit growth?

* Isacompany too concerned about
sales and not enough about suit-
ability? What are their ethical
responsibilities in attempting to
strike this balance?

* What are the ramifications of hav-
ing an intermediary—such as a
broker/dealer or bank—involved
in the sale of annuities?

* How much influence can the indus-
try exert on companies that encour-
age or at least tolerate unsuitable
practices? Do we need more regula-
tion to protect consumers? If so,
what kind and by whom?

Let us conclude with this com-
ment. For the right person in the right
circumstances, annuities are a good
product. However, given the negative
press, the existence of shady market-
ing practices, and the pushing of some-
times overpriced products, the industry
is faced with a serious problem regard-
ing the sale of its biggest product.

In one sense, most of these prob-
lems will probably be settled by the
forces of the financial marketplace. If
the prices and worth of annuities and

their benefits are too high, consumers
will eventually discover that fact and
gravitate toward less expensive prod-
ucts that deliver the same benefits.
Given that, it behooves companies and
agents to look at the product they offer
to make sure it is the most beneficial
for their clients. Part of what is needed
is to take a clear look at the issues and
engage in a thoroughgoing discussion
and airing of those issues and how they
are affecting the long-term future of
the industry. M
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