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PART1
ITEM 1. BUSINESS
Introduction

We were formed on December 15, 1995 to develop, market, issue and administer annuities and life insurance. We are a full service underwriter
of a broad array of annuity and insurance products through our two life insurance subsidiaries, American Equity Investment Life Insurance
Company ( American Equity Life ) and American Equity Investment Life Insurance Company of New York. Our business consists primarily of
the sale of fixed rate and index annuities and, accordingly, we have only one business segment. Our business strategy is to focus on our annuity
business and earn predictable returns by managing investment spreads and investment risk. We are currently licensed to sell our products in 49
states and the District of Columbia.

Investor related information, including periodic reports filed on Forms 10-K, 10-Q and 8-K and all amendments to such reports may be found on
our internet website at www.american-equity.com as soon as reasonably practicable after such reports are filed with the SEC. In addition, we
have available on our website our: (i) code of business conduct and ethics; (ii) audit committee charter; (iii) compensation committee charter;
(iv) nominating/corporate governance committee charter and (v) corporate governance guidelines.

Annuity Market Overview

Our target market includes the group of individuals ages 45-75 who are seeking to accumulate tax-deferred savings. We believe that significant
growth opportunities exist for annuity products because of favorable demographic and economic trends. According to the U.S. Census Bureau,
there were 35 million Americans age 65 and older in 2000, representing 12% of the U.S. population. By 2030, this sector of the population is
expected to increase to 20% of the total population. Our fixed rate and index annuity products are particularly attractive to this group as a result
of the guarantee of principal with respect to those products, competitive rates of credited interest, tax-deferred growth and alternative payout
options.

According to LIMRA International, total industry sales of individual annuities were $216.5 billion in 2005 and $220.8 billion in 2004. Fixed
annuity sales, which include index and fixed rate annuities were $78.9 billion in 2005 and $87.9 billion in 2004. Sales of index annuities
increased 18% to $27.3 billion in 2005 from $23.1 billion in 2004. We believe index annuities, which have a crediting rate linked to the change
in various indices, appeal to policyholders interested in participating in returns linked to equity and/or bond markets without the risk of loss of
principal. Our wide range of fixed rate and index annuity products has enabled us to enjoy favorable growth during volatile equity and bond
markets.

Strategy

Our business strategy is to focus on our annuity business and earn predictable returns by managing investment spreads and investment risk. Key
elements of this strategy include the following:

Expand our Current Independent Agency Network. We believe that our successful relationships with approximately 70
national marketing organizations and, through them, 52,000 independent agents, represent a significant competitive
advantage. We intend to grow and enhance our core distribution channel by expanding our relationships with national
marketing organizations and independent agents, by addressing their product needs and by providing the highest
quality service possible.

Continue to Introduce Innovative and Competitive Products. 'We intend to be at the forefront of the fixed and index annuity
industry in developing and introducing innovative and new competitive
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products. We were the first companys to introduce an index annuity which allowed policyholders to earn returns linked to the Dow Jones
Indexsm. We were also one of the first companies to offer an index annuity offering a choice among interest crediting
strategies which includes both equity and bond indices as well as a traditional fixed rate strategy. We believe that our
continued focus on anticipating and being responsive to the product needs of our independent agents and
policyholders will lead to increased customer loyalty, revenues and profitability.

Use our Expertise to Achieve Targeted Spreads on Annuity Products. We have had a successful track record in achieving the
targeted spreads on our annuity products. We intend to leverage our experience and expertise in managing the
investment spread during a range of interest rate environments to achieve our targeted spreads.

Maintain our Profitability Focus and Improve Operating Efficiency. We are committed to improving our profitability by
advancing the scope and sophistication of our investment management and spread capabilities and continuously
seeking out operating efficiencies within our company. We have made substantial investments in technology
improvements to our business, including the development of a password-secure website which allows our independent
agents to receive proprietary sales, marketing and product materials and the implementation of software designed to
enable us to operate in a completely paperless environment with respect to policy administration. Further, we have
implemented competitive incentive programs for our national marketing organizations, agents and employees to
stimulate performance.

Take Advantage of the Growing Popularity of Index Products. 'We believe that the growing popularity of index products that
allow equity and bond market participation without the risk of loss of the premium deposit presents an attractive
opportunity to grow our business. We intend to capitalize on our reputation as a leading marketer of index annuities in
this expanding segment of the annuity market.

Products
Our products include fixed rate annuities, index annuities, a variable annuity and life insurance.
Fixed Rate Annuities

These products, which accounted for approximately 7% and 16% of our total annuity deposits collected for the years ended December 31, 2005

and 2004, respectively, include single premium deferred annuities ( SPDAs ), flexible premium deferred annuities ( FPDAs ) and single premium
immediate annuities ( SPIAs ). An SPDA generally involves the tax-deferred accumulation of interest on a single premium paid by the
policyholder. The annuitant may elect to take the proceeds of the annuity either in a single payment or in a series of payments for life, for a fixed
number of years, or for a combination of these payment options. We also sell SPDAs under which the annual crediting rate is guaranteed for up

to a five-year period. FDPAs are similar to SPDAs in many respects, except that the FPDA allows additional deposits in varying amounts by the
policyholder without a new application.

Our SPDAs and FPDAs (excluding the multi-year rate guaranteed products) generally have an interest rate (the crediting rate ) that is guaranteed
by us for the first policy year. After the first policy year, we have the discretionary ability to change the crediting rate once annually to any rate

at or above a guaranteed minimum rate. The guaranteed rate on our non-multi-year rate guaranteed policies in force and new issues ranges from
2.20% to 4.00%. The guaranteed rate on our multi-year rate guaranteed policies in force ranges from 3.05% to 7.00%. The initial crediting rate is
largely a function of the interest rate we can earn on invested assets acquired with new annuity deposits and the rates offered on similar products
by our competitors. For subsequent adjustments to crediting rates, we take into account the yield
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on our investment portfolio, annuity surrender assumptions, competitive industry pricing and crediting rate history for particular groups of
annuity policies with similar characteristics.

Approximately 96%, 99% and 92% of our fixed rate annuity sales during the years ended December 31, 2005, 2004 and 2003, respectively, were
bonus products. The initial crediting rate on these products specifies a bonus crediting rate ranging from 1% to 7% of the annuity deposit. After

the first year, the bonus interest portion of the initial crediting rate is automatically discontinued, and the renewal crediting rate is established.

Generally, there is a compensating adjustment in the commission paid to the agent to offset the first year interest bonus. In all situations, we

obtain an acknowledgment from the policyholder, upon policy issuance, that a specified portion of the first year interest will not be paid in

renewal years. As of December 31, 2005, crediting rates on our outstanding fixed rate annuities generally ranged from 3.00% to 5.10%,

excluding interest bonuses guaranteed for the first year. The average crediting rate on fixed rate annuities including interest bonuses at

December 31, 2005 was 4.36%, and the average crediting rate on those products excluding bonuses was 4.18%.

Policyholders are typically permitted to withdraw all or a part of the premium paid, plus accrued interest credited to the account (the

accumulation value ), subject to the assessment of a surrender charge for withdrawals in excess of specified limits. Most of our SPDAs and
FPDAs provide for penalty-free withdrawals of up to 10% of the accumulation value each year after the first year, subject to limitations.
Withdrawals in excess of allowable penalty-free amounts are assessed a surrender charge during a penalty period which generally ranges from 3
to 15 years after the date the policy is issued. This surrender charge is initially 8.25% to 25% of the accumulation value and generally decreases
by approximately one to two percentage points per year during the surrender charge period. Surrender charges are set at levels aimed at
protecting us from loss on early terminations and reducing the likelihood of policyholders terminating their policies during periods of increasing
interest rates. This practice lengthens the effective duration of the policy liabilities and enhances our ability to maintain profitability on such
policies.

Our SPIAs are designed to provide a series of periodic payments for a fixed period of time or for life, according to the policyholder s choice at
the time of issue. The amounts, frequency, and length of time of the payments are fixed at the outset of the annuity contract. SPIAs are often
purchased by persons at or near retirement age who desire a steady stream of payments over a future period of years. The implicit interest rate on
SPIAs is based on market conditions when the policy is issued. The implicit interest rate on our outstanding SPIAs averaged 3.60% and 3.83% at
December 31, 2005 and 2004, respectively.

Index Annuities

Index annuities accounted for approximately 93% and 84% of the total annuity deposits collected for the years ended December 31, 2005 and
2004, respectively. These products allow policyholders to link returns to the performance of a particular index without the risk of loss of their
principal. Most of these products allow policyholders to transfer funds once a year among several different crediting strategies, including one or
more index based strategies and a traditional fixed rate strategy.

The annuity contract value is equal to the premiums paid increased for returns which are based upon a percentage (the participation rate ) of the
annual appreciation (based in certain situations on monthly averages or monthly point-to-point calculations) in a recognized index or benchmark.
The participation rate, which we may reset annually, generally varies among the index products from 50% to 100%. Some products apply an
overall limit (or cap ), ranging from 5% to 13% , on the amount of annual interest the policyholder may earn in any one contract year, and the
applicable cap may also be adjusted annually subject to stated minimums. In addition, some of the products also have an asset fee ranging from
1.5% to 5%, which is deducted from the interest to be credited. The minimum guaranteed contract values are equal to 80% to 100% of the
premium collected plus interest credited at an annual rate ranging from 2%
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to 3.5%. We purchase options on the applicable indices as an investment to provide the income needed to fund the amount of the index credits
on the index products. The setting of the participation rates, caps and asset fees is a function of the interest rate we can earn on the invested
assets acquired with annuity fund deposits, cost of options and features offered on similar products by competitors. Approximately 66%, 57%
and 39% of our index annuity sales for the years ended December 31, 2005, 2004 and 2003, respectively, were premium bonus products. The
initial annuity deposit on these policies is increased at issuance by the specified premium bonus ranging from 1.5% to 10%. Generally, there is a
compensating adjustment in the commission paid to the agent to offset the premium bonus.

The index annuities provide for penalty-free withdrawals of up to 10% of premium or accumulation value (depending on the product) in each
year after the first year of the annuity s term. Other withdrawals are subject to a surrender charge ranging initially from 4.5% to 20% over a
surrender period ranging from 5 to 17 years. During the applicable surrender charge period, the surrender charges on some index products
remain level, while on other index products, the surrender charges decline by one to two percentage points per year. The annuitant may elect to
take the proceeds of the annuity either in a single payment or in a series of payments for life, for a fixed number of years, or a combination of
these payment options.

Variable Annuities

Variable annuities differ from fixed rate and index annuities in that the policyholder, rather than the insurance company, bears the investment
risk and the policyholder s return of principal and rate of return are dependent upon the performance of the particular investment option selected
by the policyholder. Profits on variable annuities are derived from the fees charged to contract owners rather than from the investment spread.

Life Insurance

These products include traditional ordinary and term, universal life and other interest-sensitive life insurance products. We have approximately
$2.8 billion of life insurance in force as of December 31, 2005. We intend to continue offering a complete line of life insurance products for
individual and group markets. Premiums related to this business accounted for 2% of the revenues in the year ended December 31, 2005 and 3%
of the revenues in the years ended December 31, 2004 and 2003.

Investments

Investment activities are an integral part of our business, and net investment income is a significant component of our total revenues.
Profitability of many of our products is significantly affected by spreads between interest yields on investments and rates credited on annuity
liabilities. Although substantially all credited rates on non-multi-year rate guaranteed SPDAs and FPDAs may be changed annually, subject to
minimum guarantees, changes in crediting rates may not be sufficient to maintain targeted investment spreads in all economic and market
environments. In addition, competition and other factors, including the potential for increases in surrenders and withdrawals, may limit our
ability to adjust or to maintain crediting rates at levels necessary to avoid narrowing of spreads under certain market conditions. For the year
ended December 31, 2005, the weighted average yield, computed on the average amortized cost basis of our investment portfolio, was 6.18%
and the weighted average cost of our liabilities, excluding interest bonuses guaranteed for the first year of the annuity contract, was 3.70%.

We manage the indexed-based risk component of our index annuities by purchasing call options on the applicable indices to fund the annual
index credits on these annuities and by adjusting the participation rates, cap rates and other product features to reflect the change in the cost of
such options (which varies based on market conditions). All of such options are purchased to fund the index credits on our index
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annuities at their respective anniversary dates, and new options are purchased at each of the anniversary dates to fund the next annual index
credits.

For additional information regarding the composition of our investment portfolio and our interest rate risk management, see Quantitative and
Qualitative Disclosures About Market Risk and note 2 to our audited consolidated financial statements.

Marketing

We market our products through a variable cost brokerage distribution network of approximately 70 national marketing organizations and
through them, 52,000 independent agents as of December 31, 2005. We emphasize high quality service to our agents and policyholders along
with the prompt payment of commissions to our agents. We believe this has been significant in building excellent relationships with our existing
agency force.

Our independent agents and agencies range in profile from national sales organizations to personal producing general agents. We aggressively
recruit new agents and expect to continue to expand our independent agency force. In our recruitment efforts, we emphasize that agents have
direct access to our executive officers, giving us an edge in recruiting over larger and foreign-owned competitors. We also have favorable
relationships with our national marketing organizations, which have enabled us to efficiently sell through an expanded number of independent
agents. We are currently licensed to sell our products in 49 states and the District of Columbia. We have applied for a license to sell our products
in the one remaining state.

The insurance distribution system is comprised of insurance brokers and marketing organizations. We are pursuing a strategy to increase the size
of our distribution network by developing additional relationships with national and regional marketing organizations. These organizations
typically recruit agents for us by advertising our products and our commission structure, through direct mail advertising, or through seminars for
insurance agents and brokers. These organizations bear most of the cost incurred in marketing our products. We compensate marketing
organizations by paying them a percentage of the commissions earned on new annuity policy sales generated by the agents recruited in such
organizations. We also conduct incentive programs for marketing organizations and agents from time to time, including equity-based programs
for our leading national marketers. For additional information regarding our equity-based programs for our leading national marketers see note
10 to our audited consolidated financial statements. We generally do not enter into exclusive arrangements with these marketing organizations.

Two of our national marketing organizations accounted for more than 10% of the annuity deposits collected during 2005 representing 15% and
11% of the annuity deposits and insurance premiums collected. The states with the largest share of direct premiums collected during 2005 were:
California (10.1%), Florida (10.0%), Texas (9.2%), Illinois (7.8%) and Pennsylvania (5.6%).

Competition and Ratings

We operate in a highly competitive industry. Many of our competitors are substantially larger and enjoy substantially greater financial resources,
higher ratings by rating agencies, broader and more diversified product lines and more widespread agency relationships. Our annuity products
compete with index, fixed rate and variable annuities sold by other insurance companies and also with mutual fund products, traditional bank
investments and other investment and retirement funding alternatives offered by asset managers, banks, and broker-dealers. Our insurance
products compete with other insurance companies, financial intermediaries and other institutions based on a number of features, including
crediting rates, policy terms and conditions, service provided to distribution channels and policyholders, ratings, reputation and broker
compensation.
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The sales agents for our products use the ratings assigned to an insurer by independent rating agencies as one factor in determining which

insurer s annuity to market. In recent years, the market for annuities has been dominated by those insurers with the highest ratings. American

Equity Life has received a financial strength rating of B++ (Very Good) with a stable outlook from A.M. Best Company and BBB+ with a stable
outlook from Standard & Poor s. A.M. Best Company and Standard & Poor s changed their outlook on our rating from negative to stable

subsequent to the completion of our December 2003 initial public offering. In July, 2002, A.M. Best Company and Standard & Poor s adjusted

our financial strength ratings from A- (Excellent) to B++ (Very Good) and A- to BBB+ , respectively. The degree to which ratings adjustments
have effected sales and persistency is unknown. Our ability to grow sales of new annuities and the level of surrenders of our existing annuity

contracts in force during 2006 may be affected by the current ratings.

Financial strength ratings generally involve quantitative and qualitative evaluations by rating agencies of a company s financial condition and
operating performance. Generally, rating agencies base their ratings upon information furnished to them by the insurer and upon their own
investigations, studies and assumptions. Ratings are based upon factors of concern to policyholders, agents and intermediaries and are not
directed toward the protection of investors and are not recommendations to buy, sell or hold securities.

A .M. Best Company ratings currently range from A++ (Superior) to F (In Liquidation), and include 16 separate ratings categories. Within these
categories, A++ (Superior) and A+ (Superior) are the highest, followed by A (Excellent) and A- (Excellent) then followed by B++ (Very Gc
and B+ (Very Good). Publications of A.M. Best Company indicate that the B++ rating is assigned to those companies that, in A.M. Best

Company s opinion, have demonstrated a good ability to meet their ongoing obligations to policyholders.

Standard & Poor s insurer financial strength ratings currently range from AAA to NR , and include 21 separate ratings categories. Within these
categories, AAA and AA are the highest, followed by A and BBB . Publications of Standard & Poor s indicate that an insurer rated BBB or
is regarded as having strong financial security characteristics, but is somewhat more likely to be affected by adverse business conditions than are

higher rated insurers.

A.M. Best Company and Standard & Poor s review their ratings of insurance companies from time to time. There can be no assurance that any
particular rating will continue for any given period of time or that it will not be changed or withdrawn entirely if, in their judgment,
circumstances so warrant. If our ratings were to be adjusted again for any reason, we could experience a material decline in the sales of our
products and the persistency of our existing business.

Reinsurance
Coinsurance

American Equity Life has entered into two coinsurance agreements with EquiTrust Life Insurance Company ( EquiTrust ), an affiliate of Farm
Bureau Life Insurance Company ( Farm Bureau ), covering 70% of certain of our fixed rate and index annuities issued from August 1, 2001
through December 31, 2001, 40% of those contracts issued during 2002 and 2003, and 20% of those contracts issued from January 1, 2004 to

July 31, 2004, when the agreement was suspended by mutual consent of the parties. As a result of the suspension, new business will no longer be
ceded to EquiTrust unless and until the parties mutually agree to resume the coinsurance of new business. The business reinsured under these
agreements is not eligible for recapture before the expiration of 10 years. EquiTrust has received a financial strength rating of A from A.M. Best
Company. As of December 31, 2005, Farm Bureau beneficially owned 9.9% of our issued and outstanding common stock.
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Total annuity deposits ceded were $4.7 million, $202.1 million and $649.4 million for the years ended December 31, 2005, 2004 and 2003,
respectively. We received expense allowances of $2.0 million, $22.6 million and $65.6 million under this agreement for the years ended
December 31, 2005, 2004 and 2003, respectively. The balance due under this agreement to EquiTrust was $27.7 million at December 31, 2005
and $32.0 million at December 31, 2004, and represents the fair value of the call options related to the ceded business held by us to fund the
index credits and cash due to or from EquiTrust related to the transfer of ceded annuity deposits. At December 31, 2005 and 2004, the aggregate
policy benefit reserves transferred to EquiTrust under these agreements were $2.0 billion and $2.1 billion, respectively. We remain liable with
respect to the policy liabilities ceded to EquiTrust should it fail to meet the obligations assumed by it. None of the coinsurance deposits with
EquiTrust are deemed by management to be uncollectible.

American Equity Life has also entered into a modified coinsurance agreement to cede 70% of its variable annuity business to EquiTrust.
Separate account deposits ceded under this agreement during the years ended December 31, 2005, 2004 and 2003 were immaterial. Under this
agreement and related administrative services agreements, we paid EquiTrust $0.2 million for the each of years ended December 31, 2005, 2004
and 2003. The modified coinsurance agreement will continue until termination by written notice at the election of either party. Any such
termination will apply to the submission or acceptance of new policies, and business reinsured under the agreement prior to any such termination
is not eligible for recapture before the expiration of 10 years.

Financial Reinsurance

American Equity Life has entered into three reinsurance transactions with Hannover Life Reassurance Company of America, ( Hannover ), which
are treated as reinsurance under statutory accounting practices and as financial reinsurance under accounting principles generally accepted in the
United States, ( GAAP ). The statutory surplus benefits under these agreements are eliminated under GAAP and the associated charges are
recorded as risk charges and included in other operating costs and expenses in the consolidated statements of income. Hannover has received a
financial strength rating of A+ from A.M. Best Company. The first transaction became effective November 1, 2002 (the 2002 Hannover
Transaction ), the second transaction became effective September 30, 2003 (the 2003 Hannover Transaction ) and the third transaction became
effective October 1, 2005 (the 2005 Hannover Transaction ). The agreements for the 2002 and 2003 Hannover Transactions include a
coinsurance segment and a yearly renewable term segment reinsuring a portion of death benefits payable on certain annuities issued from
January 1, 2002 to December 31, 2002 and issued from January 1, 2003 to September 30, 2003. The coinsurance segments provide reinsurance

to the extent of 6.88% (2002 Hannover Transaction) and 13.41% (2003 Hannover Transaction) of all risks associated with our annuity policies
covered by these reinsurance agreements. The 2002 Hannover Transaction provided $29.8 million in net statutory surplus benefit during 2002
and the 2003 Hannover Transaction provided $29.7 million in net statutory surplus benefit during 2003. The statutory surplus benefits provided
by the 2002 and 2003 Hannover Transactions were reduced by $13.4 million in 2005, $13.1 million in 2004 and $6.8 million in 2003. The
remaining statutory surplus benefit under the 2002 and 2003 Hannover Transactions will be reduced as follows: 2006 - $12.4 million; 2007 -
$13.2 million; 2008 - $6.4 million. The 2005 Hannover Transaction is a yearly renewable term reinsurance agreement on inforce business
covering 40% of waived surrender charges related to penalty free withdrawals and deaths. We pay quarterly reinsurance premiums under this
agreement with an experience refund calculated on a quarterly basis resulting in a risk charge equal to approximately 4.6% of the reserve credit.
The reserve credit recorded on a statutory basis by American Equity Life at December 31, 2005 was $59.0 million. Risk charges attributable to
the 2005, 2003 and 2002 Hannover Transactions of $2.5 million, $2.2 million and $1.6 million were incurred during 2005, 2004 and 2003,
respectively.
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The statutory surplus benefit provided by the 2003 Hannover Transaction replaced the statutory surplus benefit previously provided by a
financial reinsurance agreement with a subsidiary of Swiss Reinsurance Company. We terminated this agreement and recaptured all reserves
subject to this agreement effective September 30, 2003. This agreement was effective January 1, 2001, and provided an initial statutory surplus
benefit of $35.0 million in 2001. The statutory surplus benefit remaining at January 1, 2003 was $30.9 million, all of which was eliminated
during 2003. Risk charges and interest expense incurred on the cash portion of the surplus benefit provided by the agreement were $0.2 million
for the year ended December 31, 2003.

Indemnity Reinsurance

Consistent with the general practice of the life insurance industry, American Equity Life enters into agreements of indemnity reinsurance with
other insurance companies in order to reinsure portions of the coverage provided by its life and accident and health insurance products.

Indemnity reinsurance agreements are intended to limit a life insurer s maximum loss on a large or unusually hazardous risk or to diversify its
risks. The maximum loss retained by us on all life insurance policies we have issued was $0.1 million or less as of December 31, 2005.

Indemnity reinsurance does not discharge the original insurer s primary liability to the insured. American Equity Life s reinsured business related
to these blocks of business is primarily ceded to two reinsurers. Reinsurance related to life and accident and health insurance that was ceded by

us primarily to two reinsurers was immaterial. We believe the assuming companies will be able to honor all contractual commitments, based on
our periodic review of their financial statements, insurance industry reports and reports filed with state insurance departments.

Regulation

Life insurance companies are subject to regulation and supervision by the states in which they transact business. State insurance laws establish
supervisory agencies with broad regulatory authority, including the power to:

e grant and revoke licenses to transact business;

e regulate and supervise trade practices and market conduct;

e establish guaranty associations;

e license agents;

e approve policy forms;

e approve premium rates for some lines of business;

e establish reserve requirements;

e prescribe the form and content of required financial statements and reports;
e determine the reasonableness and adequacy of statutory capital and surplus;
e perform financial, market conduct and other examinations;

e define acceptable accounting principles;

e regulate the type and amount of permitted investments;

limit the amount of dividends and surplus note payments that can be paid without obtaining regulatory approval.
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Our life subsidiaries are subject to periodic examinations by state regulatory authorities. In 2005, the Iowa Insurance Division completed an
examination of American Equity Life as of December 31, 2003. No adjustments to our financial statements were recommended or required as a
result of this examination. The New York Insurance Department is currently conducting an examination of American Equity Life Insurance
Company of New York as of December 31, 2004. We have not been informed of any material adjustments which will be recommended or
required as a result of this examination.

The payment of dividends or the distributions, including surplus note payments, by our life subsidiaries is subject to regulation by each

subsidiary s state of domicile s insurance department. Currently, American Equity Life may pay dividends or make other distributions without the
prior approval of its state of domicile s insurance department, unless such payments, together with all other such payments within the preceding
twelve months, exceed the greater of (1) American Equity Life s statutory net gain from operations for the preceding calendar year, or (2) 10% of
American Equity Life s statutory surplus at the preceding December 31. For 2006, up to approximately $68.7 million can be distributed as
dividends by American Equity Life without prior approval of its state of domicile s insurance department. In addition, dividends and surplus note
payments may be made only out of earned surplus, and all surplus note payments are subject to prior approval by regulatory authorities.

American Equity Life had approximately $92.5 million of earned surplus at December 31, 2005.

Most states have also enacted regulations on the activities of insurance holding company systems, including acquisitions, extraordinary
dividends, the terms of surplus notes, the terms of affiliate transactions and other related matters. We are registered pursuant to such legislation
in Jowa. Recently, a number of state legislatures have considered or have enacted legislative proposals that alter and, in many cases, increase the
authority of state agencies to regulate insurance companies and holding company systems.

Most states, including Iowa and New York where our life subsidiaries are domiciled, have enacted legislation or adopted administrative
regulations affecting the acquisition of control of insurance companies as well as transactions between insurance companies and persons
controlling them. The nature and extent of such legislation and regulations currently in effect vary from state to state. However, most states
require administrative approval of the direct or indirect acquisition of 10% or more of the outstanding voting securities of an insurance company
incorporated in the state. The acquisition of 10% of such securities is generally deemed to be the acquisition of control for the purpose of the
holding company statutes and requires not only the filing of detailed information concerning the acquiring parties and the plan of acquisition, but
also administrative approval prior to the acquisition. In many states, the insurance authority may find that control in fact does not exist in
circumstances in which a person owns or controls more than 10% of the voting securities.

Although the federal government does not directly regulate the business of insurance, federal legislation and administrative policies in several
areas, including pension regulation, age and sex discrimination, financial services regulation, securities regulation and federal taxation can
significantly affect the insurance business. In addition, legislation has been passed which could result in the federal government assuming some
role in regulating insurance companies and which allows combinations between insurance companies, banks and other entities.

In 1998, the Securities and Exchange Commission (  SEC ) requested comments as to whether index annuities, such as those sold by us, should be
treated as securities under the federal securities laws rather than as insurance products. Treatment of these products as securities would likely
require additional registration and licensing of these products and the agents selling them, as well as cause us to seek additional marketing
relationships for these products. No action has been taken by the SEC on this issue.

State insurance regulators and the National Association of Insurance Commissioners, or NAIC, are continually reexamining existing laws and
regulations and developing new legislation for the passage by
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state legislatures and new regulations for adoption by insurance authorities. Proposed laws and regulations or those still under development
pertain to insurer solvency and market conduct and in recent years have focused on:

e insurance company investments;

e risk-based capital ( RBC ) guidelines, which consist of regulatory targeted surplus levels based on the relationship
of statutory capital and surplus, with prescribed adjustments, to the sum of stated percentages of each element of a
specified list of company risk exposures;

e the implementation of non-statutory guidelines and the circumstances under which dividends may be paid;
e product approvals;

e agent licensing;

e underwriting practices;

e insurance and annuity sales practices.

The NAIC s RBC requirements are intended to be used by insurance regulators as an early warning tool to identify deteriorating or weakly
capitalized insurance companies for the purpose of initiating regulatory action. The RBC formula defines a new minimum capital standard which
supplements low, fixed minimum capital and surplus requirements previously implemented on a state-by-state basis. Such requirements are not
designed as a ranking mechanism for adequately capitalized companies.

The NAIC s RBC requirements provide for four levels of regulatory attention depending on the ratio of a company s total adjusted capital to its
RBC. Adjusted capital is defined as the total of statutory capital, surplus, asset valuation reserve and certain other adjustments. Calculations
using the NAIC formula at December 31, 2005, indicate that the ratio of total adjusted capital to RBC for us exceeded the highest level at which
regulatory action might be initiated by approximately 2.3 times.

Our life subsidiaries also may be required, under the solvency or guaranty laws of most states in which they do business, to pay assessments up
to certain prescribed limits to fund policyholder losses or liabilities of insolvent insurance companies. These assessments may be deferred or
forgiven under most guaranty laws if they would threaten an insurer s financial strength and, in certain instances, may be offset against future
premium taxes. Assessments related to business reinsured for periods prior to the effective date of the reinsurance are the responsibility of the
ceding companies.

Federal Income Taxation

The annuity and life insurance products that we market generally provide the policyholder with a federal income tax advantage, as compared to
certain other savings investments such as certificates of deposit and taxable bonds, in that federal income taxation on any increases in the

contract values (i.e., the inside build-up ) of these products is deferred until it is received by the policyholder. With other savings investments, the
increase in value is generally taxed each year as it is realized. Additionally, life insurance death benefits are generally exempt from income tax.

From time to time, various tax law changes have been proposed that could have an adverse effect on our business, including the elimination of
all or a portion of the income tax advantage described above for annuities and life insurance. If legislation were enacted to eliminate the tax
deferral for annuities, such a change would have an adverse effect on our ability to sell non-qualified annuities. Non-qualified annuities are
annuities that are not sold to an individual retirement account or other qualified retirement plan.
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In June 2001, the Economic Growth and Tax Relief Reconciliation Act of 2001 (the 2001 Act ) was enacted. The 2001 Act implemented a staged
decrease in individual tax rates that began in 2001 and was accelerated when the Jobs and Growth Tax Relief Reconciliation Act of 2003 (the

2003 Act ) was enacted. While the decreases in rates are temporary (the pre-2001 rates will return in 2011), the present value of the tax deferred
advantage of annuities and life insurance products is less, which might hinder our ability to sell such products and/or increase the rate at which
our current policyholders surrender their policies.

Our life subsidiaries are taxed under the life insurance company provisions of the Internal Revenue Code of 1986, as amended (the Code ).
Provisions in the Code require a portion of the expenses incurred in selling insurance products to be capitalized and deducted over a period of
years, as opposed to being immediately deducted in the year incurred. This provision increases the current income tax expense charged to gain
from operations for statutory accounting purposes which reduces statutory net income and surplus and, accordingly, may decrease the amount of
cash dividends that may be paid by our life subsidiaries.

Employees
As of December 31, 2005, we had approximately 270 full-time employees, of which approximately 260 are located in West Des Moines, lowa,

and 10 are located in the Pell City, Alabama office. We have experienced no work stoppages or strikes and consider our relations with our
employees to be excellent. None of our employees are represented by a union.

ITEM 1A. RISK FACTORS

We face competition from companies that have greater financial resources, broader arrays of products, higher ratings and stronger
financial performance, which may impair our ability to retain existing customers, attracts new customers and maintain our profitability
and financial strength.

We operate in a highly competitive industry. Many of our competitors are substantially larger and enjoy substantially greater financial resources,
higher ratings by rating agencies, broader and more diversified product lines and more widespread agency relationships. Our annuity products
compete with index, fixed rate and variable annuities sold by other insurance companies and also with mutual fund products, traditional bank
investments and other retirement funding alternatives offered by asset managers, banks and broker-dealers. Our insurance products compete with
those of other insurance companies, financial intermediaries and other institutions based on a number of factors, including premium rates, policy
terms and conditions, service provided to distribution channels and policyholders, ratings by rating agencies, reputation and commission
structures. While we compete with numerous other companies, we view the following as our most significant competitors:

e Allianz Life Insurance Company of North America;
e Midland National Life Insurance Company;

¢ AmerUs Group Co.;

e Fidelity & Guaranty Life Insurance Company; and

e ING USA Annuity & Life Insurance Company.

Our ability to compete depends in part on product pricing which is driven by our investment performance. We will not be able to accumulate and
retain assets under management for our products if our investment results underperform the market or the competition, since such
underperformance likely would result in asset withdrawals and reduced sales.
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We compete for distribution sources for our products. We believe that our success in competing for distributors depends on factors such as our
financial strength, the services we provide to, and the relationships we develop with, these distributors and offering competitive commission
structures. Our distributors are generally free to sell products from whichever providers they wish, which makes it important for us to

continually offer distributors products and services they find attractive. If our products or services fall short of distributors needs, we may not be
able to establish and maintain satisfactory relationships with distributors of our annuity and life insurance products. Our ability to compete in the
past has also depended in part on our ability to develop innovative new products and bring them to market more quickly than our competitors. In
order for us to compete in the future, we will need to continue to bring innovative products to market in a timely fashion. Otherwise, our
revenues and profitability could suffer.

National banks, with pre-existing customer bases for financial services products, may increasingly compete with insurers, as a result of
legislation removing restrictions on bank affiliations with insurers. This legislation, the Gramm-Leach-Bliley Act of 1999, permits mergers that
combine commercial banks, insurers and securities firms under one holding company. Until passage of the Gramm-Leach-Bliley Act, prior
legislation had limited the ability of banks to engage in securities-related businesses and had restricted banks from being affiliated with
insurance companies. The ability of banks to increase their securities-related business or to affiliate with insurance companies may materially
and adversely affect sales of all of our products by substantially increasing the number and financial strength of our potential competitors.

General economic conditions, including changing interest rates and market volatility, affect both the risks and the returns on both our
products and our investment portfolio.

The fair value of our investments and our investment performance, including yields and realization of gains or losses, may vary depending on
economic and market conditions. Such conditions include the shape of the yield curve, the level of interest rates and recognized equity and bond

indices, including, without limitation, the S&P 500 Index®, the Dow Jones Indexsm and the NASDAQ-100 Index® (the Indices ).
Interest rate risk is our primary market risk exposure. Substantial and sustained increases and decreases in market
interest rates can materially and adversely affect the profitability of our products, our ability to earn predictable

returns, the fair value of our investments and the reported value of stockholders equity.

From time to time, for business or regulatory reasons, we may be required to sell certain of our investments at a time when their fair value is less
than the carrying value of these securities. Rising interest rates may cause declines in the value of our fixed maturity securities. With respect to
our available for sale fixed maturity securities, such declines (net of income taxes and certain adjustments for assumed changes in amortization
of deferred policy acquisition costs and deferred sales inducements) reduce our reported stockholders equity and book value per share. We have
a portfolio of held for investment securities which consists principally of long duration bonds issued by U.S. government agencies, the value of
which is also sensitive to interest rate changes.

We may also have difficulty selling our commercial mortgage loans because they are less liquid than our publicly traded securities. As of
December 31, 2005, our commercial mortgage loans represented approximately 12.6% of the value of our invested assets. If we require
significant amounts of cash on short notice, we may have difficulty selling these loans at attractive prices or in a timely manner, or both.

A key component of our net income is the investment spread. A narrowing of investment spreads may adversely affect operating results.

Although we have the right to adjust interest crediting rates (referred to as participation , assetfee or cap rates for index annuities) on most
products, changes to crediting rates may not be sufficient to maintain targeted investment spreads in all economic and market environments. In
general, our ability to lower crediting rates is subject to a minimum crediting rate filed
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with and approved by state regulators. In addition, competition and other factors, including the potential for increases in surrenders and
withdrawals, may limit our ability to adjust or maintain crediting rates at levels necessary to avoid the narrowing of spreads under certain market
condition. Our policy structure generally provides for resetting of policy crediting rates at least annually and imposes withdrawal penalties for
withdrawals during the first three to 17 years a policy is in force.

Our spreads may be compressed in declining interest rate environments. A substantial portion of our fixed income securities have call features
and are subject to redemption currently or in the near future. We have reinvestment risk related to these redemptions to the extent we cannot
reinvest the net proceeds in assets with credit quality and yield characteristics similar to or better than those of the redeemed bonds. As indicated
above, we have a certain ability to mitigate this risk by lowering interest crediting rates subject to minimum crediting rates in the policy terms.

Managing the investment spread on our index annuities is more complex than it is for fixed rate annuity products. Index products are credited
with a percentage (known as the participation rate ) of gains in the Indices. Some of our index products have an annual asset fee which is
deducted from the amount credited to the policy. In addition, caps are set on some products to limit the maximum amount which may be credited
on a particular product. To fund the earnings to be credited to the index products, we purchase options on the Indices. The price of such options
generally increases with increases in the volatility in the Indices and interest rates, which may either narrow the spread or cause us to lower
participation rates. Thus, the volatility of the Indices adds an additional degree of uncertainty to the profitability of the index products. We
attempt to mitigate this risk by resetting participation rates and asset fees annually and adjusting the applicable caps.

Our investment portfolio is also subject to credit quality risks which may diminish the value of our invested assets and affect our sales,
profitability and reported book value per share.

We are subject to the risk that the issuers of our fixed maturity securities and other debt securities (other than our U.S. agency securities), and
borrowers on our commercial mortgages, will default on principal and interest payments, particularly if a major downturn in economic activity
occurs. At December 31, 2005, 84.8% of our invested assets consisted of fixed maturity securities, of which 1.3% were below investment grade.
At December 31, 2005, there were no delinquencies in our commercial mortgage loan portfolio. An increase in defaults on our fixed maturity
securities and commercial mortgage loan portfolios could harm our financial strength and reduce our profitability. We use derivative instruments
to fund the annual credits on our index annuities. We purchase derivative instruments, consisting primarily of one-year call options, from a
number of counterparties. Our policy is to acquire such options only from counterparties rated A- or better by a nationally recognized rating
agency. If, however, our counterparties fail to honor their obligations under the derivative instruments, we will have failed to provide for
crediting to policyholders related to the appreciation in the applicable indices. Any such failure could harm our financial strength and reduce our
profitability.

Our reinsurance program involves risks because we remain liable with respect to the liabilities ceded to reinsurers if the reinsurers fail
to meet the obligations assumed by them.

Our life insurance subsidiaries cede insurance to other insurance companies through reinsurance. In particular, American Equity Life has entered
into two coinsurance agreements with EquiTrust, an affiliate of Farm Bureau covering 70% of certain of our fixed rate and index annuities
issued from August 1, 2001 through December 31, 2001, 40% of those contracts for 2002 and 2003 and 20% of those contracts issued from
January 1, 2004 to July 31, 2004, when the agreement was suspended by mutual consent of the parties. As a result of the suspension, new
business is no longer ceded to EquiTrust unless and until the parties mutually agree to resume the coinsurance of new business. At December 31,
2005, the aggregate policy benefit reserve transferred to EquiTrust was approximately $2.0 billion. EquiTrust has been
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assigned a financial strength rating of A by A.M. Best Company. We remain liable with respect to the policy liabilities ceded to EquiTrust
should it fail to meet the obligations assumed by it. As of December 31, 2005, Farm Bureau beneficially owned approximately 9.9% of our
common stock.

In addition, we have entered into other type of reinsurance transactions including indemnity and financial reinsurance. Should any of these
reinsurers fail to meet the obligations assumed under such reinsurance, we remain liable with respect to the liabilities ceded.

We may experience volatility in net income due to accounting standards for derivatives.

The Financial Accounting Standards Board issued Statement of Financial Accounting Standards ( SFAS ) No. 133, which became effective for us
on January 1, 2001. Under SFAS No. 133, as amended, all derivative instruments (including certain derivative instruments embedded in other
contracts) are recognized in the balance sheet at their fair values and changes in fair value are recognized immediately in earnings. This impacts
the items of revenue and expense we report on our index business as follows:

e We must mark to market the purchased call options we use to fund the annual index credits on our index annuities
based upon quoted market prices from related counterparties. We record the change in fair value of these options as a
component of our revenues. Included within the change in fair value of the options is an element reflecting the time
value of the options, which initially is their purchase cost declining to zero at the end of their one-year lives. The
change in fair value of derivatives also includes proceeds received at expiration of the one-year option terms and gains
or losses recognized upon early termination. For the years ended December 31, 2005, 2004 and 2003, the change in
fair value of derivatives was $(18.0) million, $28.7 million and $52.5 million, respectively.

e Under SFAS No. 133, the future annual index credits on our index annuities are treated as a series of embedded
derivatives over the expected life of the applicable contracts. We are required to estimate the fair value of policy
liabilities for index annuities, including the embedded derivatives, by valuing the host (or guaranteed) component of
the liabilities and projecting (i) the expected index credits on the next policy anniversary dates and (ii) the net cost of
annual options we will purchase in the future to fund index credits. Our estimates of the fair value of these embedded
derivatives are based on assumptions related to underlying policy terms (including annual participation rates, asset
fees, cap rates and minimum guarantees), index values, notional amounts, strike prices and expected lives of the
policies. The change in fair value of embedded derivatives generally increases with increases in volatility in the
Indices and interest rates. The change in fair value of the embedded derivatives will not correspond to the change in
fair value of the purchased options because the purchased options are one-year options while the options valued in the
fair value of embedded derivatives cover the expected life of the contracts which typically exceed 10 years. The
change in fair value of embedded derivatives related to our index annuities included in the consolidated statements of
income was $26.4 million, $(8.6) million and $66.8 million for the years ended December 31, 2005, 2004 and 2003,
respectively.

e  We adjust the amortization of deferred policy acquisition costs and deferred sales inducements to reflect the
impact of the items discussed above. Amortization of deferred policy acquisition costs and deferred sales inducements
decreased by $12.3 million for the year ended December 31, 2005, increased by $6.4 million for the year ended
December 31, 2004 and decreased by $1.7 million for the year ended December 31, 2003 as a result of the application
of SFAS No. 133.

The application of SFAS No. 133 in future periods to our index annuity business may cause substantial volatility in our reported net income.
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If we do not manage our growth effectively, our financial performance could be adversely affected; our historical growth rates may not
be indicative of our future growth.

We have experience rapid growth since our formation in December 1995. For the year ended December 31, 2005, our deposits from sales of new
annuities were $2.9 billion. Our work force has grown from approximately 65 employees and 4,000 independent agents as of December 31,
1997 to approximately 270 employees and 52,000 independent agents as of December 31, 2005. We intend to continue to grow by recruiting
new independent agents, increasing the productivity of our existing agents, expanding our insurance distribution network, developing new
products, expanding into new product lines, becoming licensed in all 50 states and continuing to develop new incentives for our sales agents.
Future growth will impose significant added responsibilities on our management, including the need to identify, recruit, maintain and integrate
additional employees, including management. There can be no assurance that we will be successful in expanding our business or that our
systems, procedures and controls will be adequate to support our operations as they expand. In addition, due to our rapid growth and resulting
increased size, it may be necessary to expand the scope of our investing activities to asset classes in which we historically have not invested or
have not had significant exposure. If we are unable to adequately manage our investments in these classes, our financial condition or operating
results in the future could be less favorable than in the past. Further, although recently deemphasized, we have utilized reinsurance in the past to
support our growth. The future availability of reinsurance is uncertain. Our failure to manage growth effectively, or our inability to recruit,
maintain and integrate additional qualified employees and independent agents, could have a material adverse effect on our business, financial
condition or results of operations. In addition, due to our rapid growth, our historical growth rates are not likely to accurately reflect our future
growth rates or our growth potential. We cannot assure you that our future revenues will increase or that we will continue to be profitable.

We must retain and attract key employees or else we may not grow or be successful.

We are dependent upon our executive management for the operation and development of our business. Our executive management team
includes:

e David J. Noble, Chairman, Chief Executive Officer, President and Treasurer;
e John M. Matovina, Vice Chairman;

e Kevin R. Wingert, President of American Equity Life;

e James R. Gerlach, Executive Vice President;

e Terry A. Reimer, Executive Vice President;

e DebraJ. Richardson, Senior Vice President; and

e Wendy L. Carlson, General Counsel and Chief Financial Officer.

Although we have change in control agreements with members of our executive management team, we do not have employment contracts with
any of the members of our executive management team. Although none of our executive management team has indicated that they intend to
terminate their employment with us, there can be no assurance that these employees will remain with us for any particular period of time. Also,
we do not maintain key person life insurance for any of our personnel.

If we are unable to attract and retain national marketing organizations and independent agents, sales of our products may be reduced.

We distribute our annuity products through a variable cost distribution network which included over 70 national marketing organizations and
approximately 52,000 independent agents as of December 31,
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2005. We must attract and retain such marketers and agents to sell our products. Insurance companies compete vigorously for productive agents.
W e compete with other life insurance companies for marketers and agents primarily on the basis of our financial position, support services,
compensation and product features. Such marketers and agents may promote products offered by other life insurance companies that may offer a
larger variety of products than we do. Our competitiveness for such marketers and agents also depends upon the long-term relationships we
develop with them. If we are unable to attract and retain sufficient marketers and agents to sell our products, our ability to compete and our
revenues would suffer.

We may require additional capital to support sustained future growth which may not be available when needed or may be available
only on unfavorable terms.

Our long-term strategic capital requirements will depend on many factors including the accumulated statutory earnings of our life insurance
subsidiaries and the relationship between the statutory capital and surplus of our life insurance subsidiaries and (i) the rate of growth in sales of
our products; and (ii) the levels of credit risk and/or interest rate risk in our invested assets. To support long-term capital requirements, we may
need to increase or maintain the statutory capital and surplus of our life insurance subsidiaries through additional financings, which could
include debt, equity, financial reinsurance and/or other surplus relief transactions. Such financings, if available at all, may be available only on
terms that are not favorable to us. If we cannot maintain adequate capital, we may be required to limit growth in sales of new annuity products,
and such action could adversely affect our business, financial condition or results of operations.

Changes in state and federal regulation may affect our profitability.

We are subject to regulation under applicable insurance statutes, including insurance holding company statutes, in the various states in which our
life insurance subsidiaries write insurance. Our life insurance subsidiaries are domiciled in New York and Iowa. We are currently licensed to sell
our products in 49 states and the District of Columbia. Insurance regulation is intended to provide safeguards for policyholders rather than to
protect shareholders of insurance companies or their holding companies.

Regulators oversee matters relating to trade practices, policy forms, claims practices, guaranty funds, types and amounts of investments, reserve
adequacy, insurer solvency minimum amounts of capital and surplus, transactions with related parties, changes in control and payment of
dividends.

State insurance regulators and the National Association of Insurance Commissions ( NAIC ) continually reexamine existing laws and regulations,
and may impose changes in the future.

Our life insurance subsidiaries are subject to the NAIC s risk-based capital requirements which are intended to be used by insurance regulators as
an early warning tool to identify deteriorating or weakly capitalized insurance companies for the purpose of initiating regulatory action. Our life
insurance subsidiaries also may be required, under solvency or guaranty laws of most states in which they do business, to pay assessments up to
certain prescribed limits to fund policyholder losses or liabilities or insolvent insurance companies.

Although the federal government does not directly regulate the insurance business, federal legislation and administrative policies in several
areas, including pension regulation, age and sex discrimination, financial services regulation, securities regulation and federal taxation, can
significantly affect the insurance business. As increased scrutiny has been placed upon the insurance regulatory framework, a number of state
legislatures have considered or enacted legislative proposals that alter, and in many cases increase, state authority to regulate insurance
companies and holding company systems. In addition, legislation has been introduced in Congress which could result in the federal government
assuming some role in the regulation of the insurance industry. The regulatory framework at the state and federal level applicable to our
insurance products is evolving. The changing regulatory framework could affect the

Page 18 of 55

20



Edgar Filing: AMERICAN EQUITY INVESTMENT LIFE HOLDING CO - Form 10-K

design of such products and our ability to sell certain products. Any changes in these laws and regulations could materially and adversely affect
our business, financial condition or results of operations.

Recently, suits have been brought against, and guilty pleas accepted from, participants in the insurance industry alleging certain illegal actions
by these participants. Although we do not do business with the parties to the suits or those pleading guilty, are not involved in the suits at all and
do not believe that our business practices are of the same nature as those the suits allege to have occurred, we cannot be certain of what ultimate
effect the suits, as well as any increased regulatory oversight that might result from the suits, might have on the insurance industry as a whole,
and thus on our business.

Changes in federal income taxation laws, including recent reduction in individual income tax rates, may affect sales of our products and
profitability.

The annuity and life insurance products that we market generally provide the policyholder with certain federal income tax advantages. For
example, federal income taxation on any increases in the contract values (i.e. the inside build-up ) of these products is deferred until it is received
by the policyholder. With other savings investments, such as certificates of deposit and taxable bonds, the increase in value is generally taxed

each year as it is realized. Additionally, life insurance death benefits are generally exempt from income tax.

From time to time, various tax law changes have been proposed that could have an adverse effect on our business, including the elimination of
all or a portion of the income tax advantages described above for annuities and life insurance. If legislation were enacted to eliminate the tax
deferral for annuities, such a change would have an adverse effect on our ability to sell non-qualified annuities. Non-qualified annuities are
annuities that are not sold to an individual retirement account or other qualified retirement plan.

In June 2001, the Economic Growth and Tax Relief Reconciliation Act of 2001 was enacted, which implement a staged reduction in individual
federal income tax rates that began in 2001. The enactment of the Jobs and Growth Tax Relief Reconciliation Act of 2003 accelerated such rate
reductions. While the reduction in income tax rates is temporary (pre-2001 rates will return in 2011), the present value of the tax deferred
advantage of annuities and life insurance products is less, which might hinder our ability to sell such products and/or increase the rate at which
our current policyholders surrender their policies.

We face risks relating to litigation, including the costs of such litigation, management distraction and the potential for damage awards,
which may adversely impact our business.

We are occasionally involved in litigation, both as a defendant and as a plaintiff. In addition, state regulatory bodies, such as state insurance
departments, the SEC, the National Association of Securities Dealers, Inc., the Department of Labor, and other regulatory bodies regularly make
inquiries and conduct examinations or investigations concerning our compliance with, among other things, insurance laws, securities laws, the
Employee Retirement Income Security Act of 1974, as amended, and laws governing the activities of broker-dealers. Companies in the life
insurance and annuity business have faced litigation, including class action lawsuits, alleging improper product design, improper sales practices
and similar claims. We are currently a defendant in several purported class action lawsuits filed in state and federal courts alleging, among other
things, improper sales practices. In these lawsuits, the plaintiffs are seeking, among other things, returns of premiums and other compensatory
and punitive damages. We have reached a final settlement in one of these cases, the impact of which is expected to be immaterial. No class has
been certified in any of the other pending cases at this time. Although we have denied all allegations in the lawsuits and intend to vigorously
defend them, the lawsuits are in the early stages of litigation and neither the outcomes nor a range of possible outcomes can be determined at this
time. Although we do not believe that these lawsuits will have a material adverse effect on our business, financial condition or results of
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operations, there can be no assurance that such litigation, or any future litigation, will not have such an effect, whether financially, through
distraction of our management or otherwise.

A downgrade in our credit or financial strength ratings may increase our future cost of capital and may reduce new sales, adversely
affect relationships with distributors and increase policy surrenders and withdrawals.

Currently, our senior unsecured indebtedness carries a bb+ rating from A.M. Bestand a BB+ rating from Standard & Poor s. Our ability to
maintain such ratings is dependent upon the results of operations of our subsidiaries and our financial strength. If we fail to preserve the strength
of our balance sheet and to maintain a capital structure that rating agencies deem suitable, it could result in a downgrading of the ratings
applicable to our senior unsecured indebtedness. A downgrading would likely reduce the fair value of the common stock and may increase our
future cost of capital.

Financial strength ratings are important factors in establishing the competitive position of life insurance and annuity companies. In recent years,
the market for annuities has been dominated by those insurers with the highest ratings. A ratings downgrade, or the potential for a ratings
downgrade, could have a number of adverse effects on our business. For example, distributors and sales agents for life insurance and annuity
products use the ratings as one factor in determining which insurer s annuities to market. A ratings downgrade could cause those distributors and
agents to seek alternative carriers. In addition, a ratings downgrade could materially increase the number of policy or contract surrenders we
experience.

Financial strength ratings generally involve quantitative and qualitative evaluations by rating agencies of a company s financial condition and
operating performance. Generally, rating agencies base their ratings upon information furnished to them by the insurer and upon their own
investigations, studies and assumptions. Ratings are based upon factors of concern to agents, policyholders and intermediaries and are not
directed toward the protection of investors and are recommendations to buy, sell or hold securities.

American Equity Life has received financial strength ratings of B++ (Very Good) with a stable outlook from A.M. Best Company and BBB+

with a stable outlook from Standard & Poor s. A.M. Best ratings currently range from A++ (Superior)to F (In Liquidation), and include 16
separate ratings categories. Within these categories, A++ (Superior) and A+ (Superior) are the highest, followed by A (Excellent), A-
(Excellent), B++ (Very Good) and B+ (Very Good). Publications of A.M. Best indicate that the B++ rating is assigned to those companies that,
in A.M. Best s opinion, have demonstrated a good ability to meet their ongoing obligations to policyholders. Standard & Poor s insurer financial
strength ratings currently range from AAA to NR , and include 21 separate ratings categories. Within these categories, AAA and AA are the
highest, followed by A and BBB . Publications of Standard & Poor s indicate that an insurer rated BBB or higher is regarded as having strong
financial security characteristics, but is somewhat more likely to be affected by adverse business conditions than are higher rated insurers.

A.M. Best and Standard & Poor s review their ratings of insurance companies from time to time. There can be no assurance that any particular
rating will continue for any given period of time or that it will not be changed or withdrawn entirely if, in their judgment, circumstances so
warrant. If our ratings were to be downgraded for any reason, we could experience a material decline in the sales of our products and the
persistency of our existing business.

Our system of internal controls ensures the accuracy or completeness of our disclosures and a loss of public confidence in the quality of
our internal controls or disclosures could have a negative impact on us.

Section 404 of the Sarbanes-Oxley Act of 2002, or the SOA, requires us to provide an annual report on our internal controls over financial
reporting, including an assessment as to whether or not our internal controls over financial reporting are effective. We are also required to have
our auditors attest to our
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assessment and to opine on the effectiveness of our internal controls over financial reporting. We have in the past discovered, and may in the
future discover areas of our internal controls that need remediation. If we determine that our remediation has been ineffective, or we identify
additional material weaknesses in our internal controls over financial reporting, we could be subjected to additional regulatory scrutiny, future
delays in filing our financial statements and a loss of public confidence in the reliability of our financial statements, which could have a negative
impact on our liquidity, access to capital markets, and financial condition.

In addition, we do not expect that our disclosure controls and procedures or our internal control over financial reporting will prevent all errors
and all fraud. The design of a control system must reflect the fact that there are resource constraints, and the benefits of controls must be
considered relative to their costs. Based on the inherent limitations in all control systems, no evaluation of controls can provide absolute
assurance that all control issues and instances of fraud, if any, within our company have been or will be detected. These inherent limitations
include the realities that judgments in decision-making can be faulty and that breakdowns can occur because of simple errors or mistakes.
Additionally, controls can be circumvented by the individual acts of some persons, by collusion of two or more people, or by management
override of the controls. The design of any system of controls also is based in part upon certain assumptions about the likelihood of future
events. Therefore, a control system, no matter how well conceived and operated, can provide only reasonable, not absolute, assurance that the
objectives of the control system are met. Also, while we document our assumptions and review financial disclosures with the audit committee of
our board of directors, the regulations and literature governing our disclosures are complex and reasonable persons may disagree as to their
application to a particular situation or set of circumstances.

ITEM 1B. UNRESOLVED STAFF COMMENTS
None.
ITEM 2. PROPERTIES

We do not own any real estate. We lease space for our principal offices in West Des Moines, Iowa, pursuant to written leases for approximately
53,700 square feet. The leases expire on April 30, 2009 and have a renewal option for an additional five year term at a rental rate equal to the
prevailing fair market rate. We also lease space for our office in Pell City, Alabama, pursuant to a written lease dated January 1, 2005, for
approximately 5,680 square feet. This lease expires on December 31, 2007.

ITEM 3. LEGAL PROCEEDINGS

We are occasionally involved in litigation, both as a defendant and as a plaintiff. In addition, state regulatory bodies, such as state insurance
departments, the Securities and Exchange Commission, the National Association of Securities Dealers, Inc., the Department of Labor, and other
regulatory bodies regularly make inquiries and conduct examinations or investigations concerning our compliance with, among other things,
insurance laws, securities laws, the Employee Retirement Income Security Act of 1974, as amended and laws governing the activities of
broker-dealers.

Companies in the life insurance and annuity business have faced litigation, including class action lawsuits, alleging improper product design,
improper sales practices and similar claims. We are currently a defendant in several purported class action lawsuits alleging improper sales
practices. In these lawsuits, the plaintiffs are seeking returns of premiums and other compensatory and punitive damages. We have reached a
settlement in one of these cases, which is pending appeal. The impact of the settlement is deemed to be immaterial. No class has been certified in
any of the other pending cases at this time. Although we have denied all allegations in these lawsuits and intend to vigorously defend against
them, the
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lawsuits are in the early stages of litigation and neither their outcomes nor a range of possible outcomes can be determined at this time.
However, we do not believe that these lawsuits will have a material adverse effect on our business, financial condition or results of operations.

In addition, we are from time to time, subject to other legal proceedings and claims in the ordinary course of business, none of which we believe
are likely to have a material adverse effect on our financial position, results of operations or cash flows. There can be no assurance that such
litigation, or any future litigation, will not have a material adverse effect on our business, financial condition or results of operations.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.
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PART II

ITEM 5. MARKET FOR REGISTRANT S COMMON EQUITY, RELATED STOCKHOLDER MATTERS
AND ISSUER PURCHASES OF EQUITY SECURITIES

Our common stock began trading on the New York Stock Exchange ( NYSE ) under the symbol AEL following our initial public offering ( IPO ).
The following table sets forth, for the periods indicated, the high, low and closing prices per share of American Equity Investment Life Holding
Company s common stock as quoted on the NYSE.

2005 High Low Close
First Quarter $ 1292 $ 10.14 $ 12.79
Second Quarter $ 1279 $ 10.08 $ 11.88
Third Quarter $ 1196 $ 1041 $ 11.35
Fourth Quarter $ 1306 $ 1083 $ 13.05
2004

First Quarter $ 13.15 $ 10.05 $ 1285
Second Quarter $ 1310 $ 975 $ 995
Third Quarter $ 1022 $ 879 $ 949
Fourth Quarter $ 11.00 $ 941 $ 1077

As of December 31, 2005, the Company had 55,527,180 shares issued and outstanding and approximately 10,100 shareholders. In 2005 and
2004, we paid an annual cash dividend of $0.04 and $0.02, respectively, per share on our common stock. We intend to continue to pay an
annual cash dividend on such shares so long as we have sufficient capital and/or future earnings to do so. However, we anticipate retaining most
of our future earnings, if any, for use in our operations and the expansion of our business. Any further determination as to dividend policy will
be made by our board of directors and will depend on a number of factors, including our future earnings, capital requirements, financial
condition and future prospects and such other factors as our board of directors may deem relevant.

Our credit agreement limits our ability to declare or pay dividends in any fiscal year to 33% of our consolidated net income for the prior year. In
addition, since we are a holding company, our ability to pay cash dividends depends in large measure on our subsidiaries ability to make
distributions of cash or property to us. lowa insurance laws restrict the amount of distributions American Equity Life can pay to us without the
approval of the Iowa Insurance Division. See Management s Discussion and Analysis of Financial Condition and Results of Operations and notes
7 and 11 to our audited consolidated financial statements.

On December 9, 2003, we completed an initial public offering of 18,700,000 shares of our common stock at a price of $9.00 per share. The
managing underwriters for the offering were Merrill Lynch, Pierce, Fenner & Smith Incorporated, Advest, Inc., Raymond James &

Associates, Inc. and Sanders Morris Harris Inc. The shares of common stock sold in the offering were registered under the Securities Act of
1933, as amended, on a Registration Statement on Form S-1 (Registration No. 333-108794) that was declared effective by the Securities and
Exchange Commission on December 3, 2003. Pursuant to the over-allotment option granted to the underwriters in the offering, the underwriters
purchased an additional 2,000,000 shares on December 29, 2003 and an additional 805,000 shares on January 7, 2004, which fully exercised the
over-allotment option. The offering did not terminate until after the sale of all of the securities registered on the Registration Statement. The
aggregate gross proceeds to us from our initial public offering were approximately $193.5 million. The aggregate net proceeds to us from the
offering were approximately $178.0 million, after deducting an aggregate of approximately $13.5 million in underwriting discounts and
commissions paid to the underwriters and an estimated $2.0 million in other
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expenses incurred in connection with the offering. In connection with the IPO, we did not make any payments, directly or indirectly, to any of
our directors or officers, or, to our knowledge, any of their associates, or to any person owning ten percent or more of any class of our equity
securities, or to any of our affiliates. All of the net proceeds were contributed to our life subsidiaries to fund future growth of our annuity
business.

On December 20, 2005, we completed an additional offering of 13,000,000 shares of our common stock at a price of $11.60 per share. The
managing underwriters for the offering were Raymond James & Associates, Inc., Friedman, Billings, Ramsey & Co., Inc., SunTrust Robinson
Humphrey, Cochran, Caronia Securities, LLC and Oppenheimer & Co., Inc. Pursuant to the over-allotment option granted to the underwriters in
the offering, the underwriters purchased an additional 1,950,000 shares on December 30, 2005. The aggregate gross proceeds to us from this
additional offering were approximately $173.4 million. The aggregate net proceeds to us from the offering approximately $163.5 million after
deducting an aggregate of approximately $9.1 million in underwriting discounts and commissions paid to the underwriters and an estimated $0.8
million in other expenses incurred in connection with the offering. The net proceeds are available to be contributed to our life subsidiaries to
fund future growth of our annuity business.

There were no sales of unregistered equity securities during 2005.
Issuer Purchases of Equity Securities

We did not have any issuer purchases of equity securities for the quarter ended December 31, 2005.
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ITEM 6. SELECTED CONSOLIDATED FINANCIAL DATA

The summary consolidated financial and other data should be read in conjunction with Management s Discussion and Analysis of Financial
Condition and Results of Operations and our consolidated financial statements and related notes appearing elsewhere in this report. The results
for past periods are not necessarily indicative of results that may be expected for future periods.

Year ended December 31,
2005 2004 2003 2002 2001
(Dollars in thousands, except per share data)

Consolidated Statements of Income Data:

Revenues

Traditional life and accident and health insurance premium s $ 13,578 $ 15,115 $ 13,686 $ 13,664 $ 13,141
Annuity and single premium universal life product charges 25,686 22,462 20,452 15,376 12,520

Net investment income 554,118 428,385 357,295 308,548 209,086
Realized gains (losses) on investments (7,635 ) 943 6,946 (122 ) 787
Change in fair value of derivatives (18,029 ) 28,696 52,525 (57,753 ) (55,158 )
Total revenues 567,718 495,601 450,904 279,713 180,376
Benefits and expenses

Insurance policy benefits and change in future policy benefits 13,375 13,423 11,824 9,317 9,762
Interest credited to account balances 306,608 305,762 248,075 183,503 100,125
Change in fair value of embedded derivatives 31,087 (8,567 ) 66,801 (5,027 ) 12,921
Interest expense on amounts due to related party under General Agency

Commission and Servicing Agreement(b) 3,596 5,716
Interest expense on notes payable 16,324 2,358 2,713 1,901 2,881
Interest expense on subordinated debentures(b) 14,145 9,609 7,661

Interest expense on amounts due under repurchase agreements and other

interest expense 11,280 3,148 1,278 1,777 1,504
Amortization of deferred policy acquisition costs 68,109 67,867 47,450 34,060 20,838
Other operating costs and expenses 35,896 32,520 25,794 21,635 17,176
Total benefits and expenses 496,824 426,120 411,596 250,762 170,923
Income before income taxes, minority interests and cumulative effect of

change in accounting principle 70,894 69,481 39,308 28,951 9,453
Income tax expense(b) 25,402 40,611 13,505 7,299 333
Income before minority interests and cumulative effect of change in

accounting principle 45,492 28,870 25,803 21,652 9,120
Minority interests in subsidiaries:

Minority interest(b) 2,500 (453 ) 363

Earnings attributable to company-obligated mandatorily redeemable

preferred securities of subsidiary trusts(b) 7,445 7,449
Income before cumulative effect of change in accounting principle 42,992 29,323 25,440 14,207 1,671
Cumulative effect of change in accounting for derivatives(a) (799 )
Net income(c) $ 42,992 $ 29,323 $ 25,440 $ 14,207 $ 872
Per Share Data:

Earnings per common share:

Income before cumulative effect of change in accounting principle $ 1.09 $ 077 $ 145 $ 0.87 $ o0.10
Cumulative effect of change in accounting for derivatives(a) (0.05 )
Earnings per common share $ 1.09 $ 077 $ 145 $ 0.87 $ 0.05
Earnings per common share assuming dilution:

Income before cumulative effect of change in accounting principle $ 099 $ 071 $ 121 $ 0.76 $ 0.09
Cumulative effect of change in accounting for derivatives(a) (0.04 )
Earnings per common share assuming dilution $ 099 $ 071 $ 121 $ 0.76 $ 0.05
Dividends declared per common share $ 004 $  0.02 $ 001 $ 001 $ 001
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At December 31,
2005 2004 2003 2002 2001
(Dollars in thousands, except per share data)

Consolidated Balance Sheet Data:

Total assets $ 14,042,794 $ 11,087,288 $ 8,962,841 $ 7,327,789 $ 4,819,220
Policy benefit reserves 12,237,988 9,807,969 8,315,874 6,737,888 4,420,720
Amounts due to related party under General Agency

Commission and Servicing Agreement(b) 40,345 46,607

Notes payable(b) 281,043 283,375 46,115 43,333 46,667
Subordinated debentures(b) 230,658 173,576 116,425

Company-obligated mandatorily redeemable preferred

securities issued by subsidiary trusts(b) 100,486 100,155

Total stockholders  equity 519,358 305,543 263,716 77,478 42,567

At and for the Year Ended December 31,
2005 2004 2003 2002 2001
(Dollars in thousands, except per share data)

Other Data:

Book value per share(d) $ 9.35 $ 7.97 $  7.19 $ 467 $ 224

Return on equity(e) 11.0 % 10.3 % 28.3 % 23.7 % 1.7 %
Number of agents 51,744 45,940 42,239 41,396 33,894

Life subsidiaries statutory capital and surplus $ 686,841 $ 608,930 $ 374,587 $  227.199 $ 177,868
Life subsidiaries statutory net gain (loss) from operations

before income taxes and realized capital gains (losses) 112,498 93,640 45,822 53,535 (5,675 )
Life subsidiaries statutory net income (loss)(c) 40,534 47,711 25,404 26,010 (17,187 )
() The accounting change resulted from the adoption of Statement of Financial Accounting Standards No. 133,

Accounting for Derivative Instruments and Hedging Activities, which became effective on January 1, 2001.

(b) On December 31, 2003, retroactive to January 1, 2003, we adopted Financial Accounting Standards Board

( FASB ) Interpretation No. 46 ( FIN 46 ), Consolidation of Variable Interest Entities, an Interpretation of Accounting
Research Bulletin No. 51. During the first quarter of 2005, retroactive to January 1, 2003, we adopted FASB Staff
Position No. FIN 46(R)-5, Implicit Variable Interests under FIN 46. See note 1 to our audited consolidated financial
statements.

(©) Our GAAP net income and statutory net loss in 2001, were affected by a decision to maintain a significant
liquid investment position after the September 11, 2001 terrorist attacks.

(d) Book value per share is calculated as total stockholders equity less the liquidation preference of our series
preferred stock divided by the total number of shares of common stock outstanding.

(e) We define return on equity as net income divided by average total stockholders equity. Average total
stockholders equity is determined based upon the total stockholders equity at the beginning and the end of the year.
The computations of average stockholders equity for 2005 and 2003 have been calculated on a weighted average basis
to recognize the significant increases in stockholders equity that resulted from the receipt of the net proceeds from our
public offerings of common stock in December 2005 and 2003.
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ITEM 7. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

Management s discussion and analysis reviews our consolidated financial position at December 31, 2005 and 2004, and our consolidated results
of operations for the three years in the period ended December 31, 2005, and where appropriate, factors that may affect future financial
performance. This discussion should be read in conjunction with our consolidated financial statements, notes thereto and selected consolidated
financial data appearing elsewhere in this report.

Cautionary Statement Regarding Forward-Looking Information

All statements, trend analyses and other information contained in this report and elsewhere (such as in filings by us with the Securities and

Exchange Commission, press releases, presentations by us or our management or oral statements) relative to markets for our products and trends

in our operations or financial results, as well as other statements including words such as anticipate , believe , plan , estimate , expect , intend
other similar expressions, constitute forward-looking statements. We caution that these statements may and often do vary from actual results and

the differences between these statements and actual results can be material. Accordingly, we cannot assure you that actual results will not differ
materially from those expressed or implied by the forward-looking statements. Factors that could contribute to these differences include, among

other things:

e general economic conditions and other factors, including prevailing interest rate levels and stock and credit
market performance which may affect (among other things) our ability to sell our products, our ability to access
capital resources and the costs associated therewith, the fair value of our investments and the lapse rate and
profitability of our policies;

e customer response to new products and marketing initiatives;

e changes in the Federal income tax laws and regulations which may affect the relative income tax advantages of
our products;

e increasing competition in the sale of annuities;

e regulatory changes or actions, including those relating to regulation of financial services affecting (among other
things) bank sales and underwriting of insurance products and regulation of the sale, underwriting and pricing of
products;

e the risk factors or uncertainties listed from time to time in our filings with the Securities and Exchange
Commission or private placement memorandums.

Overview

We specialize in the sale of individual annuities (primarily deferred annuities) and, to a lesser extent, we also sell life insurance policies. Under
accounting principles generally accepted in the United States, or GAAP, premium collections for deferred annuities are reported as deposit
liabilities instead of as revenues. Sources of revenues for products accounted for as deposit liabilities are net investment income, surrender
charges deducted from the account balances of policyholders in connection with withdrawals, realized gains and losses on investments and
changes in fair value of derivatives. Components of expenses for products accounted for as deposit liabilities are interest credited to account
balances, changes in fair value of embedded derivatives, amortization of deferred policy acquisition costs and deferred sales inducements, other
operating costs and expenses and income taxes.

Earnings from products accounted for as deposit liabilities are primarily generated from the excess of net investment income earned over the
interest credited to the policyholder, or the investment spread . In the case of index annuities, the investment spread consists of net investment
income in excess of the cost of
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the options purchased to fund the index-based component of the policyholder s return and amounts credited as a result of minimum guarantees.

Our investment spread is summarized as follows:

Year Ended December 31,

2005 2004 2003
Average yield on invested assets 6.18% 6.28% 6.43%
Cost of money:
Aggregate 3.70% 3.90% 4.13%
Average net index costs for index annuities 3.38% 3.37% 3.46%
Average crediting rate for fixed rate annuities:
Annually adjustable 3.32% 3.47% 3.69%
Multi-year rate guaranteed 5.56% 5.57% 5.70%
Investment spread:
Aggregate 2.48% 2.38% 2.30%
Index annuities 2.80% 291% 2.97%
Fixed rate annuities:
Annually adjustable 2.86% 2.81% 2.74%
Multi-year rate guaranteed 0.62% 0.71% 0.73%

The cost of money, average crediting rates and investment spreads are computed without the impact of amortization of deferred sales
inducements. See Critical Accounting Policies Deferred Policy Acquisition Costs and Deferred Sales Inducements. With respect to our index
annuities, the cost of money includes the average crediting rate on amounts allocated to the fixed rate options, expenses we incur to fund the
annual index credits and minimum guaranteed interest credited on the index business. Proceeds received upon expiration or early termination of
call options purchased to fund annual index credits are recorded as part of the change in fair value of derivatives, and are largely offset by an
expense for interest credited to annuity policyholder account balances. See Critical Accounting Policies Derivative Instruments Index Products.

Our profitability depends in large part upon the amount of assets under our management, investment spreads we earn on our policyholders
account balances, our ability to manage our investment portfolio to maximize returns and minimize risks such as interest rate changes, defaults
or impairment of assets, our ability to manage costs of the options purchased to fund the annual index credits on our index annuities, our ability
to manage the costs of acquiring new business (principally commissions to agents and first year bonuses credited to policyholders) and our
ability to manage our operating expenses.

Critical Accounting Policies
The increasing complexity of the business environment and applicable authoritative accounting guidance require us to closely monitor our
accounting policies. We have identified four critical accounting policies that are complex and require significant judgment. The following

summary of our critical accounting policies is intended to enhance your ability to assess our financial condition and results of operations and the
potential volatility due to changes in estimates.

Valuation of Investments

Our fixed maturity securities (bonds and redeemable preferred stocks maturing more than one year after issuance) and equity securities
(common and non-redeemable preferred stocks) classified as available for sale are reported at estimated fair value. Unrealized gains and losses,
if any, on these securities are included directly as a separate component of stockholders equity, net of income taxes and certain
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adjustments for assumed changes in amortization of deferred policy acquisition costs and deferred sales inducements. Fair values for securities
that are actively traded are determined using quoted market prices. For fixed maturity securities that are not actively traded, fair values are
estimated using price matrices developed using yield data and other factors relating to instruments or securities with similar characteristics. The
carrying amounts of all our investments are reviewed on an ongoing basis for credit deterioration. If this review indicates a decline in fair value
that is other than temporary, our carrying amount in the investment is reduced to its fair value and a specific write down is taken. Such
reductions in carrying amount are recognized as realized losses and charged to earnings.

Our periodic assessment of our ability to recover the amortized cost basis of investments that have materially lower quoted market prices
requires a high degree of management judgment and involves uncertainty. Factors considered in evaluating whether a decline in value is other
than temporary include:

the length of time and the extent to which the fair value has been less than cost;

e the financial condition and near-term prospects of the issuer;

e whether the investment is rated investment grade;

e whether the issuer is current on all payments and all contractual payments have been made as agreed,;

e our intent and ability to retain the investment for a period of time sufficient to allow for any anticipated recovery;
e consideration of rating agency actions;

e changes in cash flows of asset-backed and mortgage-backed securities.

In addition, for securities expected to be sold, an other than temporary impairment charge is recognized if we do not expect the fair value of a
security to recover to cost or amortized cost prior to the expected date of sale. Once an impairment charge has been recorded, we then continue
to review the other than temporarily impaired securities for appropriate valuation on an ongoing basis. Realized losses through a charge to
earnings may be recognized in future periods should we later conclude that the decline in fair value below amortized cost is other than temporary
pursuant to our accounting policy described above.
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At December 31, 2005 and 2004, the amortized cost and estimated fair value of fixed maturity securities and equity securities that were in an
unrealized loss position were as follows:

December 31, 2005
Number of Amortized
Positions Cost
(Dollars in thousands)

Fixed maturity securities:
Available for sale:

United States

Government full faith

and credit 2
United States

Government sponsored

agencies 70
Public utilities 15
Corporate securities 54
Redeemable preferred

stocks 10
Mortgage and

asset-backed securities:
United States
Government and

agencies 7
Non-government 25
183

Held for investment:

United States

Government sponsored

agencies 81
81

Equity securities,

available for sale:

Non-redeemable

preferred stocks 12
Common stocks 5

17
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$ 902

2,822,317
84,690
374,502

35,013

47,053
280,226
$ 3,644,703

$ 4541914
$ 4541914

$ 44,665
8,816
$ 53481

Unrealized
Losses

$ (24 )
67471 )
(1,306 )
(12,596 )
(2,076 )
(160 )
(12,933 )
$ (96,566 )
$ (113,290)
$ (113,290)
$ (2075 )
(1,534 )
$ (3,609 )

Estimated
Fair Value

$ 878

2,754,846
83,384
361,906

32,937

46,893
267,293
$ 3,548,137

$ 4,428,624
$ 4,428,624

$ 42,590
7,282
$ 49872

December 31, 2004
Number ofAmortized
Positions Cost
(Dollars in thousands)

1

31

11

12
61

56
56

$ 502

1,705,235
65,488

20,000

5,873
278,393
$ 2,075,491

$ 3,213,468
$ 3,213,468

$ 14,784
2,945
$ 17,729

Unrealized
Losses

$ (10 )
(58,749 )
6916 )
(584 )
(72 )
(15279 )
$ (81,610)
$ (94,958)
$ (94,958)
$ (294 )
(572 )
$ (866 )

Estimated
Fair Value

$ 492

1,646,486
58,572

19,416

5,801
263,114
$ 1,993,881

$ 3,118,510
$ 3,118,510

$ 14,490
2,373
$ 16,863

33



Edgar Filing: AMERICAN EQUITY INVESTMENT LIFE HOLDING CO - Form 10-K

The amortized cost and estimated fair value of fixed maturity securities at December 31, 2005 and 2004, by contractual maturity, that were in an
unrealized loss position are shown below. Actual maturities will differ from contractual maturities because borrowers may have the right to call
or prepay obligations with or without call or prepayment penalties. All of our mortgage-backed and asset-backed securities provide for periodic
payments throughout their lives, and are shown below as a separate line.

December 31, 2005 December 31, 2004
Available-for-sale Held for investment Available-for-sale Held for investment
Amortized Estimated Amortized Estimated Amortized Estimated Amortized Estimated
Cost Fair Value Cost Fair Value Cost Fair Value Cost Fair Value
(Dollars in thousands) (Dollars in thousands)

Due after one year

through five years $ 31,264 $ 29,906 $ $ $ 5 $ 5 $ $

Due after five years

through ten years 367,098 351,739 224,858 213,750

Due after ten years

through twenty years 1,821,658 1,783,303 347,612 343,806 681,795 653,505 745,904 740,631

Due after twenty years 1,097,404 1,069,003 4,194,302 4,084,818 884,567 857,706 2,467,564 2,377,879
3,317,424 3,233,951 4,541,914 4,428,624 1,791,225 1,724,966 3,213,468 3,118,510

Mortgage-backed and
asset-backed securities 327,279 314,186 284,266 268,915
$ 3,644,703 $ 3,548,137 $ 4,541,914 $ 4,428,624 $ 2075491 $ 1993881 $ 3213468 $ 3,118,510

See Financial Condition Investments for significant concentrations in the investment portfolio.

At December 31, 2005 and 2004, the fair value of investments we owned that were non-investment grade or not rated was $69.2 million and
$63.9 million, respectively. Non-investment grade or not rated securities represented 0.9% and 0.8% at December 31, 2005 and 2004,
respectively, of the fair value of our fixed maturity securities. The unrealized losses on investments we owned that were non-investment grade or
not rated at December 31, 2005 and 2004 were $5.8 million and $10.2 million, respectively. The unrealized losses on such securities at
December 31, 2005 and 2004 represented 2.8% and 5.7%, respectively, of gross unrealized losses on fixed maturity securities.

At each balance sheet date, we identify invested assets which have characteristics (i.e. significant unrealized losses compared to book value and
industry trends) creating uncertainty as to our future assessment of an other than temporary impairment. We include these securities on a list
which is referred to as our watch list. We exclude from this list securities with unrealized losses which are related to market movements in
interest rates and which have no factors indicating that such unrealized losses may be other than temporary. At December 31, 2005, the
amortized cost and estimated fair value of fixed maturity securities on the watch list are as follows:

Amortized Unrealized Estimated Maturity Months Below
Issuer Cost Losses Fair Value Date Amortized Cost
(Dollars in thousands)
Ford Motor Co. $ 5,003 $ (1,553 ) $ 3,450 07/16/2031 4

Our analysis of Ford Motor Co. and its credit performance at December 31, 2005 is as follows:

Ford s senior unsecured credit rating was lowered on August 24, 2005 due to intensified competition, high labor costs and consistently slipping
market share in North America. W e determined that an other than temporary impairment charge on these securities was not necessary as Ford
has strong liquidity allowing for time to correct market share losses and improve its cost structure.

The security on the watch list is current in respect to payments of principal and interest. We have concluded that we have the intent and the
ability to hold this security for a period of time sufficient to
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allow for a recovery in fair value and that there was no other than temporary impairment on this investment at December 31, 2005.

We took write downs on certain other investments that we concluded did have an other than temporary impairment during 2005, 2004 and 2003
of $9.5 million, $12.8 million and $9.8 million, respectively. Following is a discussion of each security for which we have taken write downs
during the years ended December 31, 2005, 2004 and 2003.

We own common stock of Ford Motor Company. While we believe that Ford s strategy will improve its credit quality, the common stock could
remain in an unrealized loss position for a significant time period. We wrote this security down by $0.6 million in the fourth quarter of 2005.

Preferred Plus Trust LMG-4 is a preferred stock backed by senior notes of Liberty Media Corporation. We wrote this security down by $0.5
million during the fourth quarter of 2005 based upon an announcement by Liberty Media Corporation s management of a change in future
business strategy and the potential for share buybacks. We sold this security subsequent to December 31, 2005.

Northwest Airlines Pass Thru Certificates 1999-1 Class C are backed by the general credit of Northwest Airlines as well as the collateral from a
pool of airplanes. We wrote this security down by $5.8 million during the third quarter of 2005 based upon the uncertainty regarding the
recovery of all principal and interest payments subsequent to Northwest Airlines bankruptcy filing on September 14, 2005. We sold this security
subsequent to December 31, 2005 at a value in excess of its amortized cost.

Pegasus Aviation 1999-1A C1 is an asset-backed security backed by leases on airplanes. We wrote down this security during the fourth quarter
of 2001 by $1.9 million. This write down resulted from changes in the amount of expected principal and interest payments on this security
related to the downturn in the airline industry. Due to continuing problems in the airline industry and further deterioration in the underlying
collateral, we took an additional write down of $1.6 million on this security during the third quarter of 2005.

Pegasus 2001-1A C2 is an asset-backed security backed by leases on airplanes. We wrote down this security during the third quarter of 2002 and
the first quarter of 2003 by $3.0 million and $2.9 million, respectively. These write downs resulted from changes in the amount of expected
principal and interest payments on this security related to the downturn in the airline industry. Due to continuing problems in the airline industry
and further deterioration in the underlying collateral, we took an additional write down of $1.1 million on this security during the second quarter
of 2005.

Diversified Asset Securities II Class B-1 is a pool of asset-backed securities that entitle the holders thereof to receive payments that depend
primarily on the cash flow from a specified pool of financial assets. We wrote this security down by $1.5 million during the second quarter of
2004 based upon the deterioration of the underlying collateral along with a downgrade to below investment grade on June 2, 2004.

Oakwood Mortgage 1999-E Class M2 is an asset-backed security backed by installment sales contracts secured by manufactured homes and
liens on real estate. We wrote down this security by $4.2 million in the third quarter of 2003 due to continuing high default rates for the
manufactured housing industry causing doubt about the return of the entire principal balance. We wrote this security down by an additional $2.7
million during the fourth quarter of 2003 due to further deterioration in default rates. We sold this security during the second quarter of 2005 as
discussed below.

Oakwood Mortgage 2000-C Class M1 is backed by installment sales contracts secured by manufactured homes and liens on real estate. We
wrote this security down by $7.6 million in the first quarter of 2004 due to an increase in default rates and realized losses above expected levels
along with a downgrade to below investment grade on March 8, 2004. We took an additional write down on this
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security of $3.7 million in the third quarter of 2004 due to continued deterioration in default rates. We sold this security during the second
quarter of 2005 as discussed below.

In making the decisions to write down the securities described above, we considered whether the factors leading to those write downs impacted
any other securities held in our portfolio. In cases where we determined that a decline in value was related to an industry-wide concern, we
considered the impact of such concern on all securities we held within that industry classification.

Below is a list of securities which we have sold at a loss, excluding losses arising from interest rate changes and losses deemed immaterial.
There were no material realized losses on the sales of securities during 2004.

Amortized Fair Realized Months Below
Issuer Cost Value Losses Amortized Cost
(Dollars in thousands)

Year Ended December 31, 2005

Oakwood Mortgage 2000-C Class M1 $ 4,505 $ 2332 $ 2,173 9

Oakwood Mortgage 1999-E Class M2 733 182 551 3
$ 5238 $ 2,514 $ 2,724

Year Ended December 31, 2003

Transamerica Capital $ 6,765 $ 6,437 $ 328 9

Calpine Canada 5,023 3,613 1,410 20

American Airlines 1,750 902 848 10

Ford Motor Co. 5,003 4,567 436 24

Juniper 2,594 2,075 519 5
$ 21,135 $ 17,594 $ 3,541

The decision to sell a security at a loss was concurrent with the decision that an initial or additional impairment charge was required.
Accordingly, in all cases, this did not contradict our previous assertion that we had the ability and intent to hold the security until recovery in
value. Each of these securities and the factors resulting in the sales of such securities are discussed individually below.

Oakwood Mortgage 2000-C Class M1 and Oakwood Mortgage 1999-E Class M2 are asset-backed securities backed by installment sales
contracts secured by manufactured homes and liens on real estate. We wrote down Oakwood Mortgage 1999-E Class M2 by $4.2 million and
$2.7 million during the third and fourth quarters of 2003, respectively. We wrote down Oakwood Mortgage 2000-C Class M1 by $7.6 million
and $3.7 million during the first and fourth quarters of 2004, respectively. These write downs resulted from deterioration in default rates on the
underlying collateral. Continued deterioration in the default rates on the underlying collateral led us to the decision that an additional impairment
charge was required and concurrently we decided to sell these securities during 2005.

Transamerica Capital was sold during 2003 to reduce our exposure to European insurance companies and not as a result of deteriorating credit
quality.

Calpine Canada was sold during 2003 because it engaged in re-financing activities that threatened its long term profitability and exacerbated its
reliance on leverage. The wholesale power market in which it was engaged was expected to be weak.
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American Airlines pass thru certificates, which were collateralized by a pool of airplanes, were sold during 2003 as a result of inadequate
collateral coverage in a potential bankruptcy situation and recent changes regarding the airline s bank covenants regarding required minimum
unrestricted cash balances.

Ford Motor Co. was determined to be an improving credit, however we decided to reduce our position in this security during 2003 to $10.0
million by selling $5.0 million principal amount of these securities at a loss of $0.4 million.

Juniper was a collateralized debt obligation backed by corporate debt obligations rated primarily below investment grade. In the first quarter of
2002, we wrote this security down as a result of downgrades and significant deterioration in the value of the underlying corporate debt.
Continued deterioration led us to sell the security in 2003.

Our mortgage loans on real estate are reported at cost, adjusted for amortization of premiums and accrual of discounts. If we determine that the
value of any mortgage loan is impaired, the carrying amount of the mortgage loan will be reduced to its fair value, based upon the present value
of expected future cash flows from the loan discounted at the loan s effective interest rate, or the fair value of the underlying collateral.

Derivative Instruments Index Products

We offer a variety of index annuities with crediting strategies linked to several equity market indices, including the S&P 500, the Dow Jones
Industrial Average and the NASDAQ 100. Several of these products also offer a bond strategy linked to the Lehman Aggregate Bond Index or
the Lehman U.S. Treasury Bond Index. These products allow policyholders to earn returns linked to equity or bond index appreciation without
the risk of loss of their principal. Most of these products allow policyholders to transfer funds once a year among several different crediting
strategies, including one or more of the index based strategies and a traditional fixed rate strategy. Substantially all of our index products require
annual crediting of interest and an annual reset of the applicable index on the contract anniversary date. The computation of the annual index
credit is based upon either a one year annual point-to-point calculation (i.e., the gain in the applicable index from one anniversary date to the
next anniversary date), a monthly averaging of the index during the contract year, or a one year monthly point-to-point calculation (the net gain
determined by adding the twelve monthly gains and losses in the applicable index within the one year period from one anniversary date to the
next anniversary date).

The annuity contract value is equal to the premiums paid plus annual index credits based upon a percentage, known as the participation rate , of
the annual appreciation (based in some instances on monthly averages or monthly point-to-point calculations) in a recognized index or

benchmark. The participation rate, which we may reset annually, generally varies among the index products from 50% to 100%. Some products
apply an overall limit, or cap , ranging from 5% to 13%, on the amount of annual interest the policyholder may earn in any one contract year, and
the applicable cap may also be adjusted annually subject to stated minimums. In addition, some of the products have an asset fee ranging from
1.5 to 5%, which is deducted from the interest to be credited. The minimum guaranteed contract values range from 80% to 100% of the premium
collected plus interest credited on the minimum guaranteed contract value at an annual rate of 2% to 3.5%.

We purchase one-year call options on the applicable indices as an investment to provide the income needed to fund the amount of the annual
index credits on the index products. New one-year options are purchased at the outset of each contract year. We budget an amount to purchase
the specific options needed to fund the annual index credits, and the cost of the options represents our cost of providing the credits. The amount
we budget for the purchase of index call options is based on our interest spread targets and is comparable to the credited rates of interest we offer
on fixed rate annuities. For example, if the yield on our invested assets is 6.25% and our targeted spread is 2.50%, we allocate up to 3.75% of the
premium
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in the first year or account balance after the first year to the purchase of one-year call options. Participation rates, which define the policyholder s
level of participation in index gains each year, are determined by option costs. For example, if, based on current market conditions, the amount
allocated to the purchase of options is sufficient to purchase an option that will provide a return equal to 70% of the annual gain in the applicable
index, we will set the policyholder s participation rate at 70%. We have the ability to modify participation rates each year when a new option is
purchased. In general, if option costs increase, participation rates may be decreased, and if option costs decrease, participation rates may be
increased. We purchase call options weekly based upon new and renewing index account values during the applicable week, and the purchases
are made by category according to the particular products and indices applicable to the new or renewing account values. Any proceeds received
on the options at the expiration of the one-year term fund the related index credits to the policyholders. If there is no gain in an index, the
policyholder receives a zero index credit on the policy, and we incur no costs beyond the option cost, except in cases where the minimum
guaranteed value of a contract exceeds its index value.

Fair value changes associated with the call options are reported as an increase or decrease in revenues in our consolidated statements of income
in accordance with Statement of Financial Accounting Standards ( SFAS ) No. 133, Accounting for Derivative Instruments and Hedging
Activities . The risk associated with prospective purchases of future one-year options is the uncertainty of the cost, which will determine whether
we are able to earn our spread on our index business. All our index products permit us to modify participation rates, annual income caps or asset
fees at least once a year. This feature is comparable to our fixed rate annuities, which allow us to adjust crediting rates annually. By modifying
our participation rates or other features, we can limit our costs of purchasing the related one-year call options, except in cases where contractual
features would prevent further modifications. Based upon actuarial testing which we conduct as a part of the design of our index products and on
an ongoing basis, we believe the risk that contractual features would prevent us from controlling option costs is not material.

After the purchase of the one-year call options and payment of acquisition costs, we invest the balance of index premiums as a part of our
general account invested assets. With respect to the index products, our investment spread is measured as the difference between the aggregate
yield on the relevant portion of our invested assets, less the aggregate option costs and the costs associated with minimum guarantees. If the
minimum guaranteed value of an index product exceeds the index value (computed on a cumulative basis over the life of the contract) then the
general account earnings are available to satisfy the minimum guarantees. If there were little or no gains in the entire series of one-year options
purchased over the expected life of an index annuity (typically 10 to 15 years), then we would incur expenses for credited interest over and
above our option costs, causing our spread to tighten and reducing our profits or potentially resulting in losses on these products.

Under SFAS No. 133, all derivative instruments (including certain derivative instruments embedded in other contracts) associated with our index
products are recognized in the balance sheet at their fair values and changes in fair value are recognized immediately in earnings. This impacts
the items of revenue and expense we report on our index business as follows:

e We must mark to market the purchased call options we use to fund the annual index credits on our index annuities
based upon quoted market prices from related counterparties. We record the change in fair value of these options as a
component of our revenues. Included within the change in fair value of the options is an element reflecting the time
value of the options, which initially is their purchase cost declining to zero at the end of their one-year lives. The
change in fair value of derivatives also includes proceeds received at the expiration of the one year option terms and
gains or losses recognized upon early termination.

e Under SFAS No. 133, the future annual index credits on our index annuities are treated as a series of embedded
derivatives over the expected life of the applicable contracts. We are required to estimate the fair value of policy
liabilities for index annuities, including the embedded derivatives,
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by valuing the host (or guaranteed) component of the liabilities and projecting (i) the expected index credits on the next policy anniversary dates
and (ii) the net cost of annual options we will purchase in the future to fund index credits. Our estimates of the fair value of these embedded
derivatives are based on assumptions related to underlying policy terms (including annual participation rates, cap rates, asset fees, and minimum
guarantees), index values, notional amounts, strike prices and expected lives of the policies. The change in fair value of embedded derivatives
increases with increases in volatility in the indices and interest rates. The change in fair value of the embedded derivatives will not correspond to
the change in fair value of the purchased options because the purchased options are one-year options while the options valued in the fair value of
embedded derivatives cover the expected life of the contracts which typically exceed 10 years.

e We adjust the amortization of deferred policy acquisition costs and deferred sales inducements to reflect the
impact of the items discussed above.

The amounts reported with respect to our index business for SFAS No. 133 are summarized as follows:

Year Ended December 31,
2005 2004 2003
(Dollars in thousands)

Change in fair value of derivatives:

Proceeds received at expiration or gains recognized upon early

termination $ 89,942 $ 87,619 $ 45827
Cost of money for index annuities (114,234 ) (59,432 ) (55,889 )
Change in difference between fair value and remaining option cost at
beginning and end of period 6,263 509 62,587

$ (18,029 ) $ 28,696 $ 52,525
Change in fair value of embedded derivatives - index annuities $ 26,461 $ (857 ) $ 66,801
Related increase (decrease) in amortization of deferred policy
acquisition costs and deferred sales inducements $ (12,314 ) $ 6,408 $ (1,692 )

Deferred Policy Acquisition Costs and Deferred Sales Inducements

Commissions and certain other costs relating to the production of new business are not expensed when incurred but instead are capitalized as
deferred policy acquisition costs or deferred sales inducements. Only costs which are expected to be recovered from future policy revenues and
gross profits may be deferred. Deferred policy acquisition costs consist principally of commissions and certain costs of policy issuance. Deferred
sales inducements consist of first-year premium and interest bonuses credited to policyholder account balances. Amortization of deferred sales
inducements is reported as a component of interest credited to account balances in the consolidated statements of income.

Deferred policy acquisition costs totaled $977.0 million and $713.0 million at December 31, 2005 and 2004, respectively. Deferred sales
induce