January 23, 2004

Ms. Barbara Z. Sweeney
NASD
Office of the Corporate Secretary
1735 K Street, NW
Washington, DC 20006-1500
Re:

Notice to Members 03-77—Disclosure of Mutual Fund Expense Ratios in
Performance Advertising

Dear Ms. Sweeney:
Northwestern Mutual Investment Services, LLC (“NMIS”) appreciates the
opportunity to comment on proposed amendments to NASD Rules 2210 and 2211,
relating to the disclosure of mutual fund expense ratios in performance advertising.
NMIS was organized in 1968 and is wholly owned by The Northwestern Mutual Life
Insurance Company. Among other things, NMIS is the principal underwriter for Mason
Street Funds, Inc., a family of retail mutual funds, and distributes Northwestern Mutual’s
variable life insurance policies and variable annuity contracts.
Our comments concern the application of the rule proposal to variable insurance
products. According to Notice 03-77, the rationale for the proposal is to address concerns
over the need for improved disclosure of fund expenses. We acknowledge that this is an
important concern and that disclosure of a fund’s expense ratio may lead to a more fair
and balanced presentation of a fund’s performance. But while rule proposal apparently
was drafted with retail mutual fund advertising in mind, by its terms it appears to apply to
all investment companies. Nevertheless, neither the Notice to Members nor the text of
the rule proposal itself address the important differences between retail mutual funds and
variable insurance products in the way the products are structured, how sales charges and
expenses are imposed, and how investment performance is typically presented.
Most registered insurance company separate accounts are structured as unit
investment trusts that invest in underlying mutual funds. Variable annuities are
registered on Form N-4, which specifies how performance advertising is to be computed
and disclosed. Variable life insurance policies are registered on Form N-6, which
contains general disclosure requirements, but no specific computational directions,
concerning performance advertising.1 The mutual funds underlying Northwestern
Mutual’s variable contracts are registered on Form N-1A, which also specifies how
performance advertising is to be computed and disclosed.

1

In its release adopting Form N-6, the SEC made clear that historical performance could be presented in
various ways but expressly declined to require a specific method.
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Northwestern Mutual does not independently advertise the investment
performance of the mutual funds underlying its variable insurance products. This kind of
presentation could be misleading, as both NASD and the SEC have signaled. So for
variable insurance products, the directives in subparagraphs (d)(3)(ii) and (iii) of the rule
proposal to disclose the maximum sales charge or maximum contingent sales charge
computed under Item 3 of Form N-1A seem misguided. For most variable insurance
products, including Northwestern Mutual’s, these charges are not imposed at the
underlying mutual fund level. The application of the current rule proposal to variable
insurance products would be a step in the wrong direction. It would make disclosures
about sales charges and expenses more confusing by emphasizing the wrong information.
In the case of variable annuities, this technical issue might be addressed by a
separate subparagraph specifically tailored to these products and referencing the
appropriate registration form (Form N-4). Likewise, for variable life insurance a separate
subparagraph could be tailored to these products could reference the appropriate
registration form (Form N-6). But as applied to variable insurance products there are
more flaws in this rule proposal than can be corrected with these simple measures.
As effective as a standard text box disclosure might be for credit card
solicitations, such a format is simply not an appropriate model for products as complex,
diverse and personalized as variable annuities and variable life insurance. Variable
insurance products deliver more than investment performance. Charges might be
imposed at the contract level, at the separate account level and at the underlying fund
level. These charges do not lend themselves to meaningful disclosure in a text box
limited to only three data elements.
We also write to comment on the application of the rule proposal to all public
communications. The application of the new requirements to sales literature, as opposed
to advertising, is particularly problematic. One obvious problem is the presentation of
historical performance information in annual and semi-annual reports, which are
commonly used as sales literature and which are required to present performance
information in a particular way. The inclusion of additional text boxes in these reports
pursuant to the proposed rule would be unnecessary and confusing.
The rule proposal also presents challenges for other forms of sales literature.
Sales literature for variable insurance products commonly presents historical performance
information for numerous separate account divisions in a tabular format. Consider, for
example, one of our variable life historical performance brochures (attached). We have
presented variable life historical performance in this tabular format for a long time. It has
proven to be useful and effective in that it allows an investor to find relevant performance
information for each separate account division at a glance. The text box format
prescribed by the proposed rule seems incompatible with this common, effective and
useful manner of presenting historical performance information for variable insurance
products.
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Although it might seem simple enough to comply with the rule proposal by
presenting underlying fund expense information within the table itself, this approach
presents problems, too. Unless information about separate account expenses is broken
out separately, the rule proposal would seem to give undue prominence to underlying
fund expense information. While intending to promote fund expense disclosure,
compliance with the rule proposal might divert the consumer's attention from the need to
examine all variable insurance product charges and expenses. Also, repeatedly listing the
same separate account expenses and sales charges in tabular form would impair the
usability of the table by cluttering it with redundant information.
Absent the refinements suggested above, we ask NASD to consider limiting the
proposed rule to performance information about investment companies registered or
required to be registered on Form N-1A. We further ask NASD to consider limiting the
proposed rule to advertising, rather than applying it to all public communications.
Although we are not commenting separately on the application of this rule
proposal to retail mutual funds, we concur with the Investment Company Institute’s letter
dated January 23, 2004, in this regard.
Thank you for the opportunity to comment. If you have any questions, please call
me at (414) 665-5034.

Very truly yours,

/s/ Mark A. Kaprelian
Secretary
Northwestern Mutual Investment Services, LLC
611 East Wisconsin Avenue, Suite 300
Milwaukee, Wisconsin 53202
Attachment
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