
1988 SEC No-Act. LEXIS 1580, * 



1988 SEC No-Act. LEXIS 1580

Investment Company Act of 1940 -- Section 27(d)

Nov 28, 1988

CORE TERMS: annuity, redeemability, retirement, redemption, carrier, tax-sheltered, registered, withdrawal, exemptive, variable annuity, funding, issuer, certificate, redeemable, tax-free, annuity contract, variable, institutions of higher education, restrictions imposed, open-end, termination of employment, shareholder, staff, optional, terminate, custodial, retirement program, life insurance, disclosure, no-action

 [*1]  American Council of Life Insurance

TOTAL NUMBER OF LETTERS: 2

SEC-REPLY-1: 
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549
RESPONSE OF THE OFFICE OF INSURANCE PRODUCTS AND LEGAL COMPLIANCE DIVISION OF INVESTMENT MANAGEMENT
NOV 28 1988
 
Our Ref. No. IP-6-88
American Council of Life Insurance

We would not recommend any enforcement action to the Commission under Sections 22(e), 27(c)(1), or 27(d) of the Investment Company Act of 1940 ("1940 Act") if registered separate accounts issuing variable annuity contracts offered as funding vehicles for retirement plans meeting the requirements of Section 403(b) of the Internal Revenue Code of 1986 ("Code") proceed as described in your letter of November 7, 1988 and in accordance with the conditions outlined in this response. n1 Our position, which is based on the facts and representations set forth in your letter, permits restrictions on cash distributions to plan participants of accumulations from elective contributions to the extent necessary to comply with Section 403(b)(11) of the Code. n2 With respect to transfers or exchanges of contract value, our position permits restrictions only to the limited extent set forth below. 



n1 Section 403(b) of the Code allows certain non-profit and educational institutions (e.g., public schools, universities, hospitals and churches) to deduct from employees' paychecks, at the election of each employee, "before tax" contributions for investment in specified investment vehicles ("elective contributions"). Permissible vehicles are fixed or variable annuity contracts and Section 403(b)(7) custodial accounts holding mutual fund shares. An employer may arrange for an annuity carrier to issue individual annuity contracts to each employee or alternatively, a group annuity contract providing an individual account for each employee. (In this response, "employee" and "plan participant" are used interchangeably.)

n2 A cash distribution, for purposes of this letter, is a distribution to a plan participant that is not a transfer or exchange of contract value to another registered separate account or to a different investment vehicle. [*2] 

A goal of the Tax Reform Act of 1986 ("Tax Act") is uniform treatment of retirement arrangements. n3 To this end, the Tax Act added to the Internal Revenue Code a new Section 403(b)(11), which applies to tax years beginning after December 31, 1988. n4 We understand that the restrictions imposed by Section 403(b)(11) do not apply to employer contributions or contributions of after-tax income. Moreover, we understand that the restrictions apply only to distributions that are attributable to assets other than assets held as of December 31, 1988. n5 



n3 Section 401 plans restrict employee withdrawals to certain specified events, e.g., death, age 59 1/2, separation from service, disability or financial hardship. Section 403(b)(7) has, since 1978, restricted distributions from custodial accounts holding mutual fund shares to similar events. In contrast, Section 403(b) annuity contracts did not, in the past, restrict cash distributions. Section 403(b) merely required amounts withdrawn from qualifying annuity contracts to be taxed to the recipients as ordinary income in the year received.

n4 This new paragraph provides as follows:

(11) REQUIREMENT THAT DISTRIBUTIONS NOT BEGIN BEFORE AGE 59 1/2, SEPARATION FROM SERVICE, DEATH, OR DISABILITY.

-- This subsection shall not apply to any annuity contract unless under such contract distributions attributable to contributions made pursuant to a salary reduction agreement (within the meaning of section 402(g)(3)(c)) may be paid only --

(A) when the employee attains age 59 1/2, separates from service, dies, or becomes disabled (within the meaning of section 72(m)(7)), or

(B) in the case of hardship.

Such contracts may not provide for the distribution of any income attributable to such contributions in the case of hardship.

n5 Thus, it appears that the restrictions would apply to contributions made in years beginning after December 31, 1988, to earnings on those contributions, and to earnings on amounts held as of December 31, 1988. [*3] 

Your letter states that you believe that Section 403(b)(11) requires that qualifying annuity contracts must contain these restrictions. Your letter also states that although this provision restricts cash distributions,the Internal Revenue Service ("Service") has indicated that Section 403(b)(11) does not change the circumstances under which a tax-free exchange of annuity contracts may be made. n6 We note that the Service, in a series of private letter rulings, has held that a tax-free exchange of a Section 403(b) annuity contract for a second 403(b) annuity contract, a tax-free exchange of a Section 403(b) annuity contract for a custodial account under Section 403(b)(7) and a tax-free exchange of a Section 403(b)(7) custodial account for a second custodial account may be made. n7 Other tax-free exchanges may also be allowed, and we understand that the Service intends to issue definitive guidance concerning transfers and exchanges among investment alternatives available to retirement arrangements under Section 403(b). 



n6 See Internal Revenue Service letter dated December 15, 1987 to Catherine L. Heron,Deputy General Counsel, Investment Company Institute.

n7 See e.g., Private Letter Ruling 8607064 (1985), Private Letter Ruling 8420080 (1984), Private Letter Ruling 853043 (1985). [*4] 

Rule 6c-7 under the 1940 Act addresses an analogous situation. Rule 6c-7 exempts insurance companies separate accounts from Sections 22(e), 27(c)(1) and 27(d) of the 1940 Act to the extent necessary to comply with restrictions on withdrawals of contributions to annuity contracts funding the Texas Optional Retirement Program for state university employees. You state that the restrictions imposed under the Texas statute are very similar to those imposed under the Code. Rule 6c-7, which codified exemptions granted by the Commission over a number of years, conditions relief on detailed disclosure regarding the restrictions. Rule 6c-7 has been used as a basis for granting similar relief to Section 403(b)(7) custodial accounts used in connection with the Texas ORP program. n8 



n8 See IDS Mutual Fund Group (pub. avail. July 21, 1986); Fidelity Group of Funds (pub. avail. July 9, 1984).

You state that the life insurance industry would prefer to have the issues raised by Section 403(b)(11) resolved through an exemptive rule; you request a no-action position as an alternative solution. The staff has determined not to recommend that the Commission propose an exemptive rule addressing [*5]  this situation at this time. We believe that it would be more appropriate to have the benefit of Service interpretations of Section 403(b)(11), particularly concerning transferability, before formulating a rule proposal. Nevertheless, we appreciate the industry's need for guidance in this area. Therefore, we have determined to adopt the following no-action position. We would not recommend any enforcement action to the Commission if registered separate accounts funding tax-sheltered annuity contracts restrict distributions to plan participants in accordance with the requirements of Section 403(b)(11). Any registered separate account relying on this no-action position must:

(1) Include appropriate disclosure regarding the redemption restrictions imposed by Section 403(b)(11) in each registration statement, including the prospectus, used in connection with the offer of the contract;

(2) Include appropriate disclosure regarding the redemption restrictions imposed by Section 403(b)(11) in any sales literature used in connection with the offer of the contract;

(3) Instruct sales representatives who solicit participants to purchase the contract specifically to bring the redemption [*6]  restrictions imposed by Section 403(b)(11) to the attention of the potential participants;

(4) Obtain from each plan participant who purchases a Section 403(b) annuity contract, prior to or at the time of such purchase, a signed statement acknowledging the participant's understanding of (1) the restrictions on redemption imposed by Section 403(b)(11), and (2) the investment alternatives available under the employer's Section 403(b) arrangement, to which the participant may elect to transfer his contract value;

(5) Include in any registration statement filed in connection with the contract a representation that this no-action letter is being relied upon and that the provisions of paragraphs (1) - (4) above have been complied with.

Further, no registered separate account relying on this no-action letter may in any way act to deny or limit a specific transfer request except to the extent that a Service Ruling or written opinion of counsel specifically addressing the fact pattern involved, and taking into account the terms of the applicable employer plan, determines that denial or limitation is necessary for the annuity contracts to continue to meet the requirements of Section 403(b).  [*7]  Any transfer request not so denied or limited must be effected as expeditiously as possible.

You should note that facts or conditions different from those presented in your letter might require a different conclusion. Further, this response only expresses the Division's position on enforcement action and does not purport to express any legal conclusions on the questions presented.
 
Angela C. Goelzer, Chief
Office of Insurance Products and Legal Compliance

INQUIRY-1: 
American Council of Life Insurance
1001 PENNSYLVANIA AVENUE, N.W.
WASHINGTON, D.C. 20004-2599
202/624-2157
November 7, 1988
 
Ms. Angela Goelzer
Chief of Office
Office of Insurance Products & Legal Compliance
Division of Investment Management
Securities and Exchange Commission
450 Fifth Street, NW
Room 5075, Stop 5-2
Washington, DC 20549
 
RE: Tax Reform Act Constraints on Separate Account Redeemability
 
Dear Ms. Goelzer:

In 1986, the United States Congress enacted several changes to the Internal Revenue Code that impose withdrawal restrictions on elective contributions to annuities qualifying under Section 403(b). These Tax Code changes become effective December 31, 1988, and create statutory conflicts for [*8]  registered separate accounts funding variable annuities in these markets. The life insurance industry greatly appreciates the responsiveness of the Office of Insurance Products as this matter has evolved since 1986.

The time period for several interim solutions to the statutory conflicts have now run their course in Congress. Unfortunately, the statutory conflict remains. Therefore, it is important now to develop regulatory relief under the Investment Company Act of 1940 (the "1940 Act").

INTRODUCTION

Congress added subsection (11) to Section 403(b) of the Internal Revenue Code in 1986. This change, which appeared in the conference agreement on Tax Reform, imposed withdrawal restrictions on elective contributions to Section 403(b) annuities. Accordingly, Section 403(b)(11) of the Code requires that distributions from Section 403(b) tax-sheltered annuities under a salary reduction agreement not begin before an individual reaches age 59 1/2, separates from service, dies, becomes disabled, or incurs a hardship. This new provision imposes redeemability constraints upon registered separate accounts and, thus, conflicts with Sections 22(e), 27(c)(1), and 27(d) of the 1940  [*9]  Act.

In August 1986, the Council submitted a letter to the Joint Tax Committee which summarized the prohibition on redemption restrictions under these provisions of the 1940 Act. A copy of our submission is attached and identified as Item A. The Pension Tax Counsel to the Joint Tax Committee took our comments under advisement and indicated that these statutory conflicts might be resolved in the conference report or later in the technical corrections process.

In September 1986, we summarized discussions about the status of these conflicts with W. Randolph Thompson, then Chief of the Office of Insurance Products and Legal Compliance. A copy of our correspondence with Mr. Thompson is attached and identified as Item B. At that time, the SEC staff was receptive to a "global" solution analogous to Rule 6c-7 under the 1940 Act, which addressed withdrawal restrictions imposed by the Texas Optional Retirement Program, and which provided variable annuities with exemptive relief from redemption requirements in the 1940 Act.

At our suggestion, the SEC deferred action on this Section 403(b)(11) matter because a remedy to the statutory conflict was expected in the Conference Committee or  [*10]  the technical corrections process. Ultimately, the statutory conflict was not remedied. Because Section 403(b)(11) becomes effective in tax years after December 31, 1988, the SEC staff has renewed its focus on these issues. The discussion below provides further background on this matter, and suggests several approaches to regulatory relief. The life insurance industry greatly appreciates your courtesy in addressing our views.

PRODUCT BACKGROUND

Tax exempt employers lack tax incentive for creating qualified retirement plans. Further, because many tax exempt organizations are often strapped for funds, retirement plans may suffer a low priority. Consequently, Congress provided a special tax deferred pension vehicle in Section 403(b) for this category of organization. Employees of a charitable organization described in Section 501(c)(3) of the Internal Revenue Code, which is exempt from tax under Section 501(a), and employees of public educational institutions, and certain other public entities are entitled to special tax treatment on monies used by their employer to purchase an annuity for them. Under a tax-sheltered annuity, taxes are deferred on that portion of an individual's [*11]  annual salary that is dedicated to a tax-sheltered annuity, as well as on the earnings of the contract until the funds are received after retirement.

Educational system retirement plans constitute the most prevalent example of Section 403(b) annuities. The life insurance industry is the predominant source of retirement vehicles that obtain favorable tax treatment under Section 403(b). n1 Variable annuities funded by registered separate accounts constitute an important part of this market. 



n1 It is our understanding that the life insurance products fund greater than 95% of Section 403(b) retirement plans.

Tax-sheltered annuities can be written on an individual or group basis. In either case, the employer contributes, for the employee, to the annuity after a salary reduction agreement has been signed. If an individual changes jobs to an employer who does not have group tax-sheltered annuity contract with the same company, it may become necessary to switch to another company. Employees may also transfer their tax-sheltered annuity to other companies providing annuities or custodial accounts to their employment organization. Under these circumstances, the employee's participation [*12]  in the annuity contract is considered "portable" for tax purposes, and would not incur special penalties or trigger withdrawal restrictions. As explained below, premature withdrawals for most other purposes are prohibited.

We surveyed a representative group of our member companies concerning several questions of interest to the SEC staff. Based upon the answers to those questions, we can provide some generalized conclusions. The first item questioned the average number of transfers out of a Section 403(b) annuity to another carrier, on an annual basis. The response to this question varied from company to company, depending in part upon the size of the company and the markets involved. Some companies reported that up to 1500 individuals annually transferred their annuity to another carrier. In large measure, this reflects the mobility of school system employees among different districts using different carriers for Section 403(b) retirement plans. Despite transfers among carriers, however, most Section 403(b) annuities are used to fulfill long-term retirement objectives. n2 



n2 After December 31, 1988, distributions from Section 403(b)(11) tax-sheltered annuities can only occur upon fulfilling the specific limited circumstances in Section 403(b)(11). [*13] 

The staff was also interested in the average number of underlying funding alternatives typically offered to tax-sheltered annuity participants. The trend in the 403(b) market appears to reflect options generally available in all variable insurance products, with a range between four and eight, based on this sampling. The allocations among the various planning options also appear to reflect patterns experienced with most contemporary variable insurance products, exclusive of those with timing service features.

The responses to the informal survey indicate that on average, school districts or universities typically approve between five and ten carriers to solicit TSA participants. Texas is unique because it has no limit on the number of carriers permitted to solicit school district employees.

STATUTORY CONFLICTS
Redeemability Requirements under the Investment Company Act of 1940

Variable annuity separate accounts registered under the 1940 Act are subject to several statutory provisions forbidding the imposition of restrictions on redemption of the investment company security. Section 22(e) of the 1940 Act states, in part, that no registered investment company shall [*14]  suspend the right of redemption or postpone the date of payment upon redemption of any redeemable securities in accordance with its terms for more than seven days after the tender of the security except under certain circumstances.

Section 2(a)(32) of the 1940 Act defines the term "redeemable security" to mean "any security, other than short-term paper, under the terms of which the holder upon its presentation to the issuer or to a person designated by the issuer, is entitled (whether absolutely or only out of surplus) to receive approximately his proportionate share of the issuer's current net assets, or the cash equivalent thereof."

Section 27(c)(1) requires that any periodic payment plan certificate sold by a registered investment company or its depositor or underwriter must be a redeemable security. Variable annuity contracts trigger the definition of period payment plan set forth in Section 2(a)(27) of the 1940 Act. n3 



n3 Section 2(a)(27) defines a periodic payment plan certificate, in part, as any certificate or security providing for a series of periodic payments by the holder and representing an undivided interest in certain specified securities or in a unit or fund of securities purchases wholly or partly with the proceeds of such payments. The Commission has stated that if a variable annuity contract is permitted to be paid for with more than one purchase payment, a contract is a periodic plan certificate generally subject to Section 27 of the 1940 Act. See, Investment Company Act Rel. No. 12745 (October 18, 1982); [1982-83 Trans. Binder] Fed. Sec. L. Rep. (CCH) P83,266 at n.11. [*15] 

Section 27(d) provides it shall be unlawful for any issuer of a periodic payment plan certificate to sell a certificate unless it permits the holder thereof to surrender the certificate at any time within the first 18 months after its issuance and receive in cash payment therefore a certain calculable amount.

In sum, these provisions ensure that investment company shareholders have the right to redeem their securities, without restrictions. This unimpaired right of redemption is a significant feature of the 1940 Act.

Internal Revenue Code Constraints on Redeemability

Section 403(b)(11) was added to the Internal Revenue Code by the Tax Reform Act of 1986. This section reads as follows:

(11) REQUIREMENT THAT DISTRIBUTIONS NOT BEGAN BEFORE AGE 59 1/2, SEPARATION FROM SERVICE, DEATH, OR DISABILITY. - This section shall not apply to any annuity contract unless under such contract distributions attributed to contributions made pursuant to a salary reduction agreement (within the meaning of Section 402(g)(3)(C)) may be paid only -

(A) When the employees attain age 59 1/2, separates from service, dies, or becomes disabled (within the meaning of Section 73(m)(7)), or

(B) In [*16]  the case of hardship.

Such contract may not provide for the distribution of any income attributable to such contributions in the case of hardship.

* * *

The terms of Section 403(b)(11) are unambiguous. A Section 403(b) annuity cannot make distributions except under the limited circumstances listed in Subsection (11)(A) and (B). n4 Distributions for other purposes would preclude reliance on Section 403(b) by the contract or participants. Accordingly, the constraints imposed by new subsection (11) of Section 403(b) of the Internal Revenue Code conflict with the unimpaired right of redeemability required by the 1940 Act. 



n4 The Internal Revenue Service has indicated that new Section 403(b)(11) does not change the circumstances under which a tax-free exchange of annuity contracts may be made. See discussion of this letter at n. 17 and p. 19 infra. As long as this IRS position remains operative, therefore, relief concerning tax-free transfers from one carrier to another is not required. Specific relief from the prohibition on cash distributions in Section 403(b)(11), however, is essential to prevent contradiction of the comprehensive redeemability requirements in the 1940 Act. [*17] 

REGULATORY PRECEDENT

In 1983, the SEC adopted Rule 6c-7 under the Investment Company Act of 1940, which addressed withdrawal restrictions imposed by the Texas Optional Retirement Program, and which provided variable annuities with exemptive relief from redemption requirements in the 1940 Act. A brief summary of the events giving rise to this exemptive rule may be helpful.

The State of Texas enacted a statute in 1967 that directed the governing boards of all Texas institutions of higher education to make available to their faculty members an Optional Retirement Program ("ORP"), as an alternative to the existing Teacher Retirement System. The statute established as funding media for the optional retirement program, certain tax-qualified fixed or variable retirement annuity contracts offered by insurance or annuity companies qualified to do business in Texas.

The ORP provision of the Texas statute provides that if a participant terminates participation in the program for reasons other than death, retirement or termination of employment in all Texas institutions of higher education, then the participants forfeits all accrued benefits under the program. In 1973, the Attorney [*18]  General of Texas interpreted the predecessor to this statutory provision, which was nearly identical in substance to the present statutory provision. The Attorney General's opinion held that the statute prohibited a participant from redeeming the annuity contract for cash or receiving a loan for all or any part of the accumulated contributions, in spite of expressed contractual language permitting cash redemptions or loan transactions. n5 In support of this interpretation, the Attorney General explained that each annuity contract issued to ORP participants must be construed in light of the provisions of the retirement program statute. 



n5 See Texas Attorney General's Opinion H-532 dated February 18, 1975 (attached and identified as Item D). The Texas Attorney General subsequently reaffirmed this interpretation on September 23, 1977 in Opinion H-1060 (attached and identified as Item E).

The 1983 release proposing Rule 6c-7 states that "separate accounts and other persons that proposed to offer or sell variable annuity contracts to [optional retirement] program participants must obtain individual orders granting exemptive relief from these provisions" constraining redeemability.  [*19]  n6 The release explained that Sections 22(e), 27(c)(1) and 27(d) do not permit the imposition of restrictions on redemption of the type required by the Optional Retirement Program statute, as it was interpreted by the Texas Attorney General. Consequently, registered separate accounts offering variable annuity contracts in Texas regularly filed applications for exemptive relief pursuant to Section 6(c) under the 1940 Act. According to the adopting release, these applications generally demonstrated that the requested relief was consistent with the standards of Section 6(c) and were necessary and appropriate in the public interest and consistent with the protection of investors and the purposes fairly intended by the policy and provisions of the 1940 Act. In view of these routine applications for exemption and certain prospectus disclosure practices, the Commission codified the standards embodied in the individual exemptive orders as Rule 6c-7. 



n6 Investment Company Act Rel. No. 12745 (Oct. 18, 1982). [1982-83 Transfer Binder] Fed. Sec. L. Rep. (CCH) P83,266 at 85,418.

One of the commentators to proposed Rule 6c-7 suggested that the final rule should be expanded to provide  [*20]  relief in any situation "resembling" that arising under Texas law. n7 In response, the SEC determined not to incorporate this suggestion, because neither the SEC nor applicants had considered, in the context of specific factual settings, the issues involved in order to determine the appropriate conditions under which relief should be granted. The release noted, however, that upon request for parallel relief, the SEC's "experience leading to adoption of Rule 6c-7 should expedite consideration of the issues involved." n8 



n7 See Investment Company Act Rel. No. 13687 (Dec. 23, 1983). [1983 Transfer Binder] Fed. Sec. L. Rep. (CCH) P83,464 at 86,459.

n8 Id.

SECTION 403(b)(11) MIRRORS REGULATORY ISSUES IN RULE 6c-7

The redeemability constraints imposed by Section 403(b)(11) parallel, in function and scope, those found in the Texas Optional Retirement Program, which provided the regulatory need for Rule 6c-7 under the 1940 Act. Several references to Section 403(b) in the Texas Optional Retirement Program statute demonstrate the direct connection between these two statutory provisions. n9 



n9 See Sections 36.002, 36.004, and 36.203 in Title 110B of the Texas revised civil statutes (Vernon 1988 Pamphlet). A copy of the Texas Optional Retirement Program statute is attached and identified as Item E. [*21] 

Both statutes impose significant constraints upon redeemability. Section 36.105 of the Texas ORP outlines the conditions for termination of participation in the ORP, and provides:

(a) A person terminates participation in the optional retirement program, without losing any accrued benefits, by: (1) death; (2) retirement; or (3) termination of employment in all institutions of higher education.

(b) A change of company providing optional retirement program benefits or a participant's transfer between institutions of higher education is not a termination of employment.

(c) The benefits of an annuity purchased under the optional retirement program are available only if the participant obtains the age of 70 1/2 years or terminates participation in the program as provided by Subsection (a) of this section.

In 1987, the Court of Appeals of Texas interpreted this provision literally and held "that benefits under the Optional Retirement Program as available only if the participant: (1) dies; (2) retires; or (3) terminates employment in all institutions of higher education." n10 In this case, the court was asked to consider whether the ORP participant's interest in the plan could  [*22]  be garnished to satisfy an award from a divorce action. In reviewing the matter, the court explained that prior to the divorce, the participant (either individually or on behalf of the community) could not withdraw any funds from the retirement account. The opinion states that following the divorce, a participant "still could not withdraw any funds from the account, or will he be able to do so until he meets one of the three requirements of statute." n11 



n10 Dyer v. Investors Life Ins. Co. of North America (App. 2 Dist. 1987) 728 S.W.2d478.

n11 Id.

The Texas ORP constraints on redeemability, therefore, are directly analogous to the redeemability barriers in Section 403(b)(11) because they are absolute and unequivocal. Likewise, the three means to terminate participation in the ORP without losing accrued benefits are also embodied in Section 403(b)(11)(A). n12 



n12 Section 36.105 (c) of the ORP provides that the benefits of an annuity purchased under the Optional Retirement Program are available only if the participant attains the age of 70 1/2 years or terminates participation by death, retirement or termination of employment in all institutions of higher education. In contrast, Section 403(b)(11)(A) permits distributions to occur when the employee attains age 59 1/2. In spite of this 11 year margin, the two statutes nonetheless impose a significant, lengthy burden on redeemability not countenanced under the 1940 Act. [*23] 

Section 36.104(a) provides that "a person who is a participant in the Optional Retirement Program may withdraw accumulated contributions from the retirement system." Subsection (d) provides that a person who withdraws contributions under Section 36.104 relinquishes all accrued rights in the retirement system. n13 



n13 This should be distinguished from the termination restrictions in Section 36.105 which deny any accrued benefits upon termination of participation for other than death, retirement, or termination of employment.

In comparison, the Tax Code is more restrictive than the Texas ORP because it prohibits all distributions except upon death, disability, separation from service, or age 59 1/2. Thus, Section 403(b)(11) does not permit plans to distribute participants' accumulated contributions. Accordingly, because Section 403(b)(11) imposes even greater redeemability constraints than the Texas ORP, relief analogous to that provided in Rule 6c-7 is further warranted.

The Texas ORP executes its redeemability constraints by stipulating that a "person" cannot terminate participation without loss of accrued benefits except through death, retirement, or termination of employment.  [*24]  Section 403(b)(11) provides that "under such contract" distributions cannot be made except in the event of death, disability, separation from service, or age 59 1/2. Although different in language, the net result of these two statutes is the same. Participants in 403(b) annuities funded by registered separate accounts cannot fully exercise the redemption rights mandated by the 1940 Act. n14 



n14 It could also be argued that because the Section 403(b)(11) redemption restrictions will apply to the variable annuity "contract" which is subject to the federal securities laws, the ORP restrictions are less severe from the SEC's viewpoint since the ORP restricts the "person," which is not subject to the federal securities statutes.

As a practical matter, Section 403(b) plans would include the Tax Code restrictions in the individual participant's contract. Unlike other group retirement plans that may incorporate "housekeeping" rules in the Plan Documents, Section 403(b) plans do not ordinarily have Plan Documents. Consequently, much of the procedural and housekeeping information customarily found in Plan Documents is included in the individual's contract. Therefore, it cannot be [*25]  argued that the redeemability constraints imposed in Section 403(b) are not a part of the relationship between the registered separate account and the plan participant. In our view, the Tax Code redeemability constraints must become a component of the variable annuity contract. Further, prospectus disclosure will outline the limits on redeemability imposed by Section 403(b)(11) of the Internal Revenue Code.

The Texas ORP shares another similarity with Section 403(b)(11) of the Tax Code. Section 36.105(b) of the Texas ORP provides that:

A change of company providing optional retirement program benefits or a participant's transfer between institutions of higher education is not a termination of employment.

This provision contemplates that participants in the Texas ORP may change carriers or transfer programs from one institution to another. Stated differently, ORP participants can transfer their tax-sheltered annuity among carriers without triggering the prohibition on premature termination in Section 36.105. As explained above, this type of accommodation permits retirement plans to be "portable." n15 Significantly, the ability of Texas ORP participants to transfer their interest [*26]  from one carrier to another did not, however, obviate the need for the SEC to grant orders of exemption or adopt Rule 6c-7 concerning the redeemability requirements under the 1940 Act. 



n15 The Texas Attorney General's Opinion No. H-1060 (September 23, 1977) addressed this question upon request of the Texas State Board of Insurance, and reached the same conclusion regarding the predecessor to above-quoted statutory provision.

In a directly analogous situation, the Internal Revenue Service held that an employee could accomplish a tax-free exchange of Section 403(b) annuity contracts under Section 1035 of the Internal Revenue Code upon transferring their interest in a Section 403(b) annuity from one carrier to another. n16 By letter dated December 15, 1987, the Internal Revenue Service stated that "the addition of Section 403(b)(11) to the Code does not change the circumstances under which a tax-free exchange of annuity contracts may be made. n17 Thus, like the Texas ORP, employees can maintain the status of their tax-sheltered annuity under Section 403(b) when they transfer their contract from one carrier to another. . 



n16 See Revenue Ruling 73-124, 1973-1 C.B. 200.

n17 See Internal Revenue Service letter dated December 15, 1987 to Ms. Catherine L. Heron, Deputy General Counsel of the Investment Company Institute. The precedential status of this letter is discussed at note 21 infra and its accompanying text. [*27] 

Another significant similarity between the redeemability constraints in the Texas ORP and those found in Section 403(b)(11) is the legislative purpose of each respective statute. Both statutes' redeemability constraints are specifically designed to ensure that the Section 403(b) annuity is used for the principal purpose of long term retirement accumulation. The Texas Attorney General's 1975 opinion interpreting the ORP explains that the purpose of the optional retirement system was to provide:

. . . full and complete retirement benefits to teachers and administrators who have given faithful service to state-supported institutions of higher education. (emphasis added in original) n18 



n18 Texas Attorney General Opinion No. H-532 at page 3.

To underscore this purpose in the ORP, the Attorney General referred to a Texas case which held that "contractural retirement system annuities are to be regarded as 'pay withheld to induce continued faithful service.'" n19 Likewise, current Section 36.105(a) of the ORP allows withdrawals only upon death, retirement or "termination of employment in all institutions of higher education." These restrictions, and especially the third,  [*28]  evidence the Texas legislature's intention that the restrictions upon withdrawal are intended to ensure long term retirement benefits to employees of the Texas Educational System. Withdrawals for other short term purposes without forfeiture of accrued benefits are not permitted. . 



n19 See Id. at page 4 citing Teacher Retirement System v. Duckworth, 260 S.W. 2d 632 (Tex. Civ. App.-Fort Worth 1953, opinion adopted, 264 S.W. 2d 98 (Tex. Supp. 1954).

Similarly, when Congress added Subsection (11) to Section 403(b) of the Internal Revenue Code, it unequivocally ensured that tax-sheltered annuities would be acquired and used for long term retirement planning purposes. By precluding short term withdrawals from Section 403(b) annuities, Congress prevented the use of Section 403(b) retirement annuities as short term tax-shelters for non-retirement purposes. This legislative objective parallels the Congressional policies governing taxable annuities that encourage persistence as a matter of tax policy.

In all other respects, the constraints upon redeemability present in Section 403(b)(11) are virtually identical to those found in the Texas ORP. To the same extent that the Commission [*29]  determined that Rule 6c-7 was necessary and appropriate in the public interest, therefore, regulatory relief is justified because the redeemability constraints imposed by Congress in the Tax Code are directly analogous to the ORP, and in some respects more restrictive. Moreover, because the Council informed Congress of the direct statutory conflicts that would occur, it can be reasonably inferred that Congress intended that this problem be solved through administrative relief. n20 In this fashion, it would be unnecessary for Congress to amend the basic statutory requirements concerning early withdrawals in Section 403(b)(11) or the redeemability requirements in the 1940 Act. This is likely the case because Congress is often loathe to enact statutory modifications to rectify problems that can be solved by administrative action. . 



n20 The Council's submission to the Joint Tax Committee (Item A) summarized the redeemability constraints of the Texas ORP, and explained that the Commission resolved this statutory conflict with the 1940 Act by exercising its authority to grant orders of exemption pursuant to Section 6(c) of the 1940 Act, which were ultimately codified in Rule 6c-7. Congress, therefore, was fully aware of the Commission's administrative latitude to remedy regulatory difficulties such as Tax Code redeemability constraints. Our submission suggested that Congress obviate the statutory conflict in the Tax Code. Unfortunately, the Joint Tax Committee elected not to do so. [*30] 
 
APPLICABILITY OF INTERNAL REVENUE SERVICE TRANSFERABILITY POSITIONS TO REDEEMABILITY REQUIREMENTS UNDER THE 1940 ACT

It has been suggested that regulatory relief from the redeemability requirements of the 1940 Act concerning Section 403(b)(11) may be unnecessary because of a letter from the Internal Revenue Service to the Investment Company Institute dated December 15, 1987. We strongly disagree. The IRS letter does not obviate the need for regulatory relief, as will be explained below.
 
By a letter dated October 7, 1987, the Investment Company Institute requested confirmation from the Internal Revenue Service that the addition of paragraph (11) to Section 403(b) will have no effect upon the continued validity of IRS General Counsel memorandum 39065 (November 25, 1983), which stated that employer involvement is not required to effectuate a tax-free exchange of a Section 403(b) annuity pursuant to Section 1035 of the Internal Revenue Code. In response, the Internal Revenue Service stated that "the addition of Section 403(b)(11) to the Code does not change the circumstances under which a tax-free exchange of annuity contracts may be made." This short reply from the IRS [*31]  provides helpful general information concerning the tax status of participant's interest in tax-sheltered annuities upon transfer from one carrier to another. This Internal Revenue Service statement, however, does not address the cash redeemability requirements of the 1940 Act n21 



n21 Furthermore, under any interpretation, the December 15, 1987 IRS letter to the Investment Company Institute has marginal precedential value. Indeed, the letter itself states that "we hope the above general information is helpful to you. Please note, however, this is not a ruling and may not be relied on as such." Upon obtaining this letter in July, we circulated it to our member companies. These companies, many of whom are also ICI members, were grateful to obtain this previously uncirculated information. Their reaction, however, was two fold. First, the IRS letter provided no comfort as a matter of legal precedence. Secondly, and more importantly, our companies also found the IRS letter to be completely unrelated to the redeemability requirements of the 1940 Act that would be contradicted by Section 403(b)(11).

The redeemability requirements under the 1940 Act are clear and unequivocal.  [*32]  The right of participants to transfer their variable annuity interests among different carriers does not, by itself, fulfill the explicit redeemability requirements under the 1940 Act. Indeed, the 1940 Act requires an unfettered right of shareholders to obtain directly their proportionate interest in the registered investment company. Section 22(e) of the 1940 Act forbids registered investment companies from suspending the right of redemption or postponing the date of payment upon redemption of any redeemable securities for more than 7 days after tender. n22 Congress found it inherently fraudulent to describe as "redeemable" shares which, by their terms, could remain unpaid at the discretion of the issuer. . 



n22 See Hearings on S. 3580 before a Subcomm. of the Sen. Comm. on Banking and Commerce, 76th Cong . 3d Sess. at 985-986 (1940). (SEC memorandum concerning the importance of redemption features to investment companies subject to the 1940 Act. The memorandum highlights numerous examples of impaired and delayed redemption rights the SEC found objectionable and contrary to the public interest).

In the Senate Hearings on the Investment Company Act, the SEC addressed [*33]  redeemability and stated:

Undoubtedly, the most important single attribute which induces purchases of the securities of open-end companies by the public is the so-called "redemption feature" of such securities - that is, the assurance that the shareholder may tender his shares to the company and receive at once, or in a very short time, the approximate cash asset value of such shares as of the time of tender. n23 



n23 Id. at 985.
 
The SEC also noted that "the importance of the 'redemption feature' of open-end managements companies was repeatedly stressed before this subcommittee by representatives of that branch of the industry during the past week."

The definition of redeemable securities in Section 2(a)(32) provides that a security is redeemable if by its terms the holder, upon its presentation to the issuer or to a person designated by the issuer, is entitled to receive approximately his proportionate share of the issuer's current net assets or the cash equivalent thereof. n24 The limited ability of TSA participants to exercise transfers among different carriers fails to satisfy the definition of redeemable security and the redemption requirements of Section 22(e)  [*34]  because that feature by itself does not give participants their "proportionate share of the issuer's current net assets, or the cash equivalent thereof." n25 



n24 See Report of the Securities and Exchange Commission on the Public Policy Implications of Investment Company Growth (Report of the Committee on Interstate and Foreign Commerce). H. Rep. 2337, 89th Cong., 2d Sess. (1966) at 39 (discusses the ability to obtain current net assets or the cash equivalent from open-end investment companies as an essential ingredient to this type of investment company).

n25 Moreover, investment companies limiting redemption to transfers among different carriers would fail to satisfy the definition of open-end company in Section 5(a)(1) of the 1940 Act absent exemptive relief. See Report of the Securities and Exchange Commission on the Public Policy Implications of Investment Company Growth, Id., at 39 which demonstrates that the difference between close-end and open-end investment companies is structural. The report explains that the difference "turns on whether an investment company is either offering for sale or has outstanding any redeemable security of which it is the issuer." The SEC Report also clearly demonstrates that a shareholder's access to cash upon redemption was intended under Section 22 and the definition of redeemable securities. The report states:

An open-end company is under a legal duty to redeem its shares at their approximate current net asset value. Shareholders who wish to dispose of their shares usually sell to the issuer rather than resort to the securities markets, as there is only a small trading market for open-end shares. Since there will always be some shareholders who want to sell, an open-end company must comply with continuous demands for cash from selling stockholders. To offset the resulting cash outflow, and because of the strong incentives for growth created by the structure of the industry, the managers of virtually all open-end companies vigorously promote sales of new shares at all times. Id. [*35] 

Section 27(c)(1) also requires that any periodic payment plan certificate sold by a registered investment company, such as a variable annuity contract, must be a redeemable security. In turn, Section 27(d) provides that it shall be unlawful for any issuer of a periodic payment plan certificate to sell a certificate unless it permits the holder to surrender the certificate at any time within the first 18 months after issuance and receive in cash a certain calculable amount. The ability to transfer interests among carriers does not fulfill this explicit cash redemption requirement. n26 



n26 See also, Frankel, the Regulation of Money Managers, XXVI, §§ 1 and 2 (1985) (concerning redemption of investment company securities).

In sum, therefore, the Council strongly disagrees with the suggestion that the IRS letter concerning TSA transfers addresses the redeemability requirements under the 1940 Act which are compromised by Section 403(b)(11). The redeemability requirements of the 1940 Act outlined above clearly require that variable annuity participants be permitted to obtain their proportionate share of the separate account net assets or the cash equivalent thereof, in the [*36]  absence of special exemptive relief. Moreover, Section 27(d) requires cash to be refunded upon surrender within 18 months. The redemption restrictions imposed in Section 403(b)(11) contradict these unambiguous redeemability requirements. To suggest otherwise would disembowel these provisions in the 1940 Act. n27 Accordingly, regulatory relief is necessary under the 1940 Act for separate accounts funding Section 403(b) tax-sheltered annuity contracts. 



n27 Such a tainted interpretation of the redeemability requirements would also have negative repercussions in other regulatory areas of the 1940 Act. For example, the Commission has highlighted the ability of shareholders to "vote with their feet" through redeemability rights to justify exceptions to certain shareholder democracy provisions in the 1940 Act.

JUSTIFICATION FOR REGULATORY RELIEF

In this instance, relief is warranted for a variety of reasons. The redeemability constraints imposed by Section 403(b)(11) raise issues virtually identical to those considered and resolved by the Commission in Rule 6c-7 concerning the Texas Optional Retirement Program. The legislative purpose of these two statutes' restrictions [*37]  seek to ensure that Section 403(b) variable annuities would be acquired and used for long-term retirement planning purposes. Both statutes preclude short-term withdrawals and prevent the use of the variable annuities for short-term non-retirement purposes.

When it adopted Rule 6c-7, the Commission determined not to expand the rule to provide relief in any situation "resembling" that arising under Texas law. In so doing, the Commission stated that upon request for parallel relief, the SEC's experience leading to adoption of Rule 6c-7 should expedite consideration of the issues involved. This is precisely such a circumstance. Moreover, because several aspects of Section 403(b)(11) are more restrictive than those found in the Texas ORP, analogous regulatory relief is further justified.

Because Congress was aware of the direct statutory conflicts between the 1940 Act and Section 403(b)(11) it can reasonably be concluded that Congress intended this statutory contradiction to be solved through administrative relief. The Joint Tax Committee knew of the statutory conflict as well as the SEC's action in Rule 6c-7 and the Commission's exemptive authority in Section 6(c).

Section 6(c)  [*38]  gives the Commission the authority to conditionally or unconditionally exempt any person or class of persons from provisions of the 1940 Act by rules and regulations upon its own motion, or by order upon application, to the extent relief is necessary or appropriate in the public interest and consistent with the protection of investors and the purposes of the 1940 Act. Regulatory relief from the redemption requirements for separate accounts funding Section 403(b) annuities is necessary and appropriate because it will provide an important retirement funding alternative for participants in Section 403(b) retirement plans. n28 Absent such relief, these participants would be able to acquire only fixed annuity contracts. As current proceedings before the Commission have demonstrated, participants in tax-sheltered annuities eagerly desire to have access to a variety of companies and funding alternatives. Facilitating this variety through regulatory relief would also compliment the purpose of Congress when it adopted Section 403(b) to give tax exempt employers an incentive for creating retirement plans. The restrictions imposed by Section 403(b)(11) will be clearly stated in the variable [*39]  annuity contract and prospectus. Further, the companies that will rely upon the requested regulatory relief are willing to comply with appropriate conditions analogous to those required in the Rule 6c-7. n29 For all of these reasons, therefore, regulatory relief to eliminate the statutory conflict created by Section 403(b)(11) is necessary and appropriate in the public interest. 



n28 Current IRS interpretations reveal that Section 403(b)(11) does not impair or preclude transfers of tax-sheltered annuities among different carriers. Accordingly, we seek specific relief from the constraints imposed by Section 403(b)(11) on cash distributions or distributions not involving a transfer from one carrier to another.

n29 The disclosure oriented conditions of paragraphs (a), (b), and (c) of Rule 6c-7 are directly analogous and appropriate for inclusion in the requested regulatory relief. Paragraph (e) of Rule 6c-7 is also appropriate for inclusion, but needs slight revision indicating that the requested regulatory relief (rather than Rule 6c-7) is being relied upon. We are not persuaded that paragraph (d) of Rule 6c-7, which requires a signed statement acknowledging the restrictions on redemption, is as essential to the Section 403(b)(11) circumstances as it was in the Texas ORP. This is because Section 403(b)(11) will govern all variable annuity contracts funding tax-sheltered annuities eligible under Section 403(b). In comparison, the Texas ORP pertained to only a very small small segment of the TSA market. [*40] 

NATURE OF RELIEF REQUESTED

The life insurance industry would prefer to have these regulatory issues resolved through an exemptive rule. This approach would provide an important element of legal certainty, and would save the Commission and the industry unnecessary time and expense in seeking individual orders of exemption or interpretative relief. Since the Commission has previously addressed directly analogous issues in promulgating Rule 6c-7, an exemptive rule presents the most logical and expeditious solution. n30 

n30 Analogous precedent for an expedited emergency exemptive rule to resolve conflicts from other government actions occurred in Rule 6c-4(T). This rule was adopted in response to credit control regulations in 1980 that the Federal Reserve promulgated.

At the same time, we recognize that regulatory relief is essential before December 31, 1988. Therefore, if the staff would find it more feasible as a matter of administrative logistics to provide an immediate regulatory solution, the industry would find acceptable, as an interim solution, the issuance of a "no-action" letter stating that the Commission staff would not recommend enforcement action if registered [*41]  separate accounts funding tax-sheltered annuities do not provide contractholders with the redemption rights provided in Section 22(e), Section 27(c)(2), Section 27(d)(1) and Section 2(a)(32) of the 1940 Act according to requirements of the Internal Revenue Code and any regulations thereunder. Regulatory relief by this approach provides an important temporary solution. The industry supports this approach with the understanding that a proposed rule codifying the interpretative position would be considered as soon as possible thereafter.

CONCLUSION

The Council and its members greatly appreciate the courtesy and responsiveness of the Division of Investment Management in addressing these important regulatory concerns. The responsiveness of the staff has demonstrated government regulation at its best.

We would be glad to address any questions that may develop or to offer any additional information requested. Thank you for your attention to our views.
 
Sincerely,
Carl B. Wilkerson [image: image1.png]
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