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MR. ROBERT D. HOGUE: 1In discussing Adjustable Life Products this morning,
we will key in on the Chapin design. The design was described by Walter
Chapin in a paper published in the 1975 transactions called Towards Adjust-
able Life Policies.

Mr. Chapin described a permanent individual life insurance policy whose
premium, face amount and plan structures could be changed throughout the
life of the policy. Keeping those three elements of the plan design in
balance is a complicated set of mathematical formula which defines a plan
with a set of cash values and reserves meeting the standard non-forfeiture
and valuation regulations. In operation, the Adjustable Life Policy's
change provisions provide virtually unlimited premium, face amount and plan
change flexibility on a continuous basis over the lifetime of the policy-
holder.

We have structured the formal presentation portion of this session around
the consideration of Adjustable Life by the management team of the Hypothe-
tical Life Insurance Company. Each panelist will address the subject from
a different perspective, depending on these assumed management roles:

Jim Charling - Chief Marketing Officer

Wil Kraegel - Chief Actuary

Bob Senkler -~ Chief Administrative Officer
Stan Hill -~ Chief Data Processing Officer

The Hypothetical Life is a medium size stock life company with about 2 bil-
lion dollars of individual life inforce. It is a New York company with a
career agency distribution force of about 200 agents. It also has a bro-
kerage operation with about 500 under contract. About 20% of its business
comes from this outlet. Its primary market is the family market, but it
also operates in the business market, the estate planning area, and the
small pension plan area. About 207 of its business comes from these ad-
vanced underwriting areas. The internal administrative system is centered
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around a standard consolidated function daily cycle processing system. The
Hypothetical Life has a solid financial base and has the capacity to finance
large development projects,

As President, I must provide a sense of direction to our Adjustable Life
considerations, however, I have mixed feelings on it. The concept seems
simple, but the development would be complex and expensive. In addition
the benefits appear to be long-range; I can see few short-range benefits
to measure against the implementation cost. If we develop and release Ad-
justable Life, we will be deviating from our traditional fixed plan struc-—
ture. Our computer, administrative, compensation and other processing
systems are built around the structure. Adjustable Life will create a lot
of problems and the need for a tremendous amount of change. Given the
ramifications of an Adjustable Life decision, I have asked for the manage-
ment team's comments.

MR. JAMES C. CHARLING: My comments as Chief Marketing Officer attempt to
look at several Issues which have to be considered.

Insured Understanding - The more uninformed buyer will benefit from being
able to tie his insurance program to one policy that he adjusts as indicated
by the changing events in his life. He will not need to coordinate the va-
riety of bhenefit periods and levels, and premium periods and levels of mul-
tiple policies. The Adjustable Life (A.L.) policy focuses on the key ele-
ments of premium and coverage and thus de-emphasizes the technical plan
designation.

The complexity of the adjustment provision necessary to create the flexi-
bility in an Adjustable Life policy may negate the positive results of hav-
ing only one policy. More importantly, our insurance buying public is pro-
bably not ready to intelligently utilize the amount of flexibility that an
A.L. policy can contain. Our field force will have to become very active
advisors to help the consumer make the best use of this flexibility.

Agent Understanding - The agent has historically worked in terms of plans -
the reduction of the term and permanent categorizations will create anxie-
ties. At this stage, the detailed workings of Adjustable Life are diffi-
cult for an agent to understand. Without the agent being comfortable with
the concept, the communication to the prospect will not be as good as it
should, and thus, the whole concept may falter. These facts point out the
need for a very strong training program for our agents to provide them with
the tools to build their understanding.

The agent's involvement in this product can best be compared to a good a-
gent's involvement with the insurance programs of his clients. The need
for review of the insured's program and the ability to make the needed
changes within this policy helps tie the insured to our company and our
agent. These client control aspects of Adjustable Life will help remove
the competition for subsequent purchases. This will not be automatic. The
agent and the company must establish themselves with the client. This pro-
cess can be encouraged by Adjustable Life.

Compensation and Award System - Our agents must view the compensation as
equitable in relation to the compensation package to which they are accus-
tomed. In addition, the agents must see that they are being adequately
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compensated for the service demands of the product. Certainly a compensa-
tion package that looks like traditional compensation would most easily be
perceived as fair. However, a uniform commission rate (both first year
and renewal) for all coverage and premium paying periods may be necessary
to handle the flexibility of A.L. This does not preclude a more revolu-
tionary approach to compensation that is perhaps more fitting to A.L.
However, given New York restrictions, given the necessity for agents per-
ceiving comparability, given the flexibility of the product, given the de-
emphasis of the technical plan designation, and given the service demand,
both currently and in the future, a difficult challenge awaits us in the
compensation area.

Industry awards such as Million Dollar Round Table and National Quality
Awards, and company awards such as top club qualification, contest credit,
production, premium, policy count credits, and persistency measures must
all be handled in a method comparable with traditional policies and con-~
sistent with the A.L. concept for these awards to produce a favorable mar-
keting environment. The agent compensation concerns and the awards con-~
cern must also be solved for agency management. Since the management com-
pensation depends on agent compensation, most of these concerns will be
alleviated by solutions to the agent questions.

Increased Dependence on Home Office Illustration Services - We have always
heavily utilized a personal sales illustration service. With A.L. we must
have personalized sales illustrations available. There is no other feasi-
ble method. Further, we must rely on this system to produce personalized
change illustrations. Since we in the field have no good alternative meth-
od, we must be assured the illustrations can be delivered. We must explore
ways to make this delivery as fast as possible.

Additional Sales - I have no crystal ball, but I would not expect A.L. to
produce vast amounts of new sales initially. Certainly, I think we would
see A.L. being used in place of other products. However, there is oppor-
tunity in subsequent years for increased coverage. Due to the opportunity
for enhanced client control and followup, we should get the subsequent pur-—
chases made by the individual. Not only do these sales represent, to some
degree, additional sales we would not have otherwise gotten, they represent
high quality sales.

Replacement Concern - A Twofold Problem - First, consolidation of several
policies into one is a potential use of Adjustable Life. This ability of
A.L. could lead our field force to increase their replacement activity.
Controlling this will be a challenge. We must emphasize that an Adjustable
Life policy fits nicely on top of good basic coverage that may already be
in force.

Secondly, Adjustable Life may be a candidate for replacement by other com-—
panies' agents who do not understand the A.L. concept. Our challenge here
is to control this by good client understanding that can only be produced
by clear company-agent-client communication. Given this good understanding,
Adjustable Life would actually become a somewhat replacement proof.

Can we eliminate many traditional contracts - streamline our portfolio?
Yes, this is desirable in the long run. However, I feel we should move
slowly in this area so as to not remove too much of the familiar too fast.




410 DISCUSSION—CONCURRENT SESSIONS

Also, the acceptance rate of this new concept will be different for agents
versus brokers, and different for subgroups of each type of producer. We
must also keep a portfolio for our field force in states that haven't ap-
proved A.L. As A.L. evolves, our results will indicate the right time to
trim the other plans from our portfolio. 1Initially, we should remove only
those little used policies that produce pricing inconsistencies with Ad-
justable Life.

What markets will A.L. appropriately hit? - Adjustable Life has the flexi-
bility to operate in many markets. Where change can reasonably be expected
to occur, either in insurance needs or in premium capability, Adjustable
Life is a natural. This would include juvenile insurance, insurance for
young couples, individual policy pension trust and various estate and busi-
ness needs where the coverage must move with the unmet liquidity needs and
premium availability moves with company earnings or cash flow. Within
fairly broad limits, A.L. has the ability to equalize premium outlays for
different age and underwriting class of risk. This characteristic enhances
the application of A.L. in all markets that involve insurance purchased by
someone other than the insured. This could include gifting programs and
various business situations where several individuals are to be covered.

At this stage, I can see many places where Adjustable Life fills the bill
better than our existing portfolio. The producers working with day-to-day
sales situations will identify the best markets. We must be conscious of
two things. Adjustable Life is not appropriate for all sales situations,
and each new sales idea that we become aware of must undergo careful eval-
uation. By communicating the good approaches more broadly, the use of
this product will be enhanced.

What is the direction of the industry? — I believe the direction is toward
more client concern. Emphasis is being placed on cost of policies, and
education of the buyer. Continual concern is voiced about the high turn-
over of agents and the detrimental effects on the customer. More and greater
attempts are being made to provide the needed coverage for an individual.

From a population point of view, mobility is great, both in employment and
living addresses. Positions of persons change rapidly and in varied direc-
tions.

We are operating in a world where change is frequent and in varied direc-
tions. Suffice it to say that A.L. has the potential to fit what 1 per-
ceive to be happening better than any other life insurance concept.

Now that I have had my shot at this, let me turn it over to Wil Kraegel who
is acting as Chief Actuary of Hypothetical Life.

MR. WILFRED A. KRAEGEL: Thank you, Jim. President Bob, I think that I have
more questions than answers by good measure at this point. As we talk about
going into Adjustable Life, it is very important to recognize that after the
first decision, whether or not to do it, there will be many, many more de-
cisions. Because the list is so long, and possibly for easier reference,

I will discuss the actuarial questions in outline form.
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General

Adjustable Life is "not just another contract.” It has fundamen-
tally unique qualities:
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a. In a sense it is just one plan (i.e. one contract form) -~ but

that one plan offers a full range of plans (i.e. premium pay-
ment and coverage periods).

b. It can combine coverages issued at different times by permitting

the full range of prospective actuarial relationships.

In short, it is not tied to the traditional fixed actuarial rela-—

tionships (such as in Whole Life or 65 Life or 30 Year Term) either

at issue or at the time of a subsequent change.

Because it has unique qualities, Adjustable Life needs some re-
thinking of the usual ways of doing things.

Let's look at some of the actuarial and other financial concerns:

a. How should the permanent/temporary combination of coverages be

handled?

b. What reserve basis should be used at issue and what should be
guaranteed for future changes?

c. Should this contract supplement or supplant the others? How
can the pricing be made compatible and consistent with other
policy contracts?

d. What are the tax implications of such a contract?

e. What should be the compensation structure for agents? Does
NY Section 213 pose any problems?

f. How can mortality and lapse studies be made after the first
change?

g. How should expenses be allocated after the first change?
h. Are there any special problems with the actuarial functions?
i. Should the contract be par or non-par?

j. Should cost of living and guaranteed purchase (insurability)
provisions be made an integral part of the contract? If so,

what might we estimate as to the acceptance rates and the sub-

sequent experience?

k. Will lump sum payments be accepted? If so, what are the impli-

cations for existing business in this company? In other com-
panies? Will this aggravate this replacement problem?

1. Can the actuary finally explain the life insurance contract to

a layman —-— or will it be more difficult than ever?
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m. Which records must still be retained?

n. Are there any special problems of Waiver of Premium or Accidental
Death Benefit areas?

o. Are cash flow questions altered in any significant way?

Permanent/ Temporary Combination Of Coverage

There are different approaches to the concept of adjustability, and one
of the distinguishing characteristics is how the combination of perma-
nent and temporary coverages is handled. A similar decision has long
been with us for non-adjustable plans, and the solutions have included
term riders (or separate term policies), step-rate or L-shape plans,
plans with a term portion gradually filled in by additions, and fund or
annuity plus yearly renewable term. Very likely there are still other
approaches which may be used. Adjustable Life requires a similar type
of decision, and offers at least one unique way to handle the combina-
tion. The approaches follow:

1. The one-policy approach

This is the appreoach introduced by Minnesota Mutual and Bankers of
Towa. In effect, it blends premanent and temporary coverages by
offering a complete continuum of premium/coverage periods, from,
say, 5 Year Term to 10 Pay Life. And Term to 87, for example, may
be roughly equivalent to Whole Life with a small term rider. Its
advantages are its flexibility within one policy, and its emphasis
on needs and ability to pay, not on plan. Its disadvantage is that
the long-duration term cases may not be upgraded to provide lifetime
coverage.

2. The policy plus rider (or two-policy) approach

Here 2 permanent policy with premium level equal to or greater than
Whole Life would be the same as under the one-policy approach. For
lower premium levels, the Whole Life permanent adjustable policy
would be supplemented by an adjustable term rider (or separate term
policy). Its advantages are that it is more like existing plans,
and it avoids long-duration term. Its disadvantages are its greater
systems complexity and the need to deal with two parts.

3. The step-rate or L-shape approach

The step-rate and L-shape are essentially the same since each is an
alternative to the other, just as in current versions of step-rate.
In the step~rate, the face amount stays level for life, while the
premium increases at a predetermined duration., In the L~-shape, the
premium remains level for life, but the face amount decreases at

a predetermined duration. The advantages are its ability to be used
in pre-programming the policyowner's future needs. Its disadvan-
tages are inconsistency with the adjustable idea (no need for pre-
programming) .
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4. The fund (or annuity) plus YRT approach

Here the face amount is selected, and the premium is used to cover
YRT charges for the face less the fund, with the balance being
added to the fund. Its advantages are its simplicity in under-
standing and in systems. Its disadvantages are its lower market-
ability, its uncertain tax results, and its characteristics at
high ages.

In each of these approaches it is important to remember the open-end
nature of an adjustable policy. Traditional policies tend to assume
that the factors and relationships will follow a pre-set pattern with-
out change to the time of death or maturity (or prior surrender). The
adjustable policy assumes that changes are likely in the future, so
the current relationships should not be looked upon as continuing in-
definitely; on the other hand, they may continue without change, so
the possibility must still be recognized.

Premium/Reserve Basis and Guarantees

1. Three levels of guarantee are possible (and there are variations
of each):

a. Guarantee all future adjustments at the premium/reserve basis
specified in the contract, probably the same one applicable
to the initial policy.

b. Guarantee only the right to adjust, not the basis.

¢. Guarantee neither the right nor the basis, but incorporate
old policies into a new one by practice.

2. Guaranteeing the premium/reserve basis for all future adjustments
to that policy:

a. Advantages: attractive to policyowner, both at time of sale
and at time of change; simpler for future processing require-
ments; seems compatible with purposes of life insurance.

b. Disadvantages: may lead to financial anti-selection; also may
require some form of additional premium to cover the guaran-
tees —— hence, has less competitive cost in the normal com—
parison; inconsistent with normal guarantees of life insurance
contract, which cover present contracts into the future, not
future increments (even guaranteed insurability and term con-
versions do not insure the basis of the increment).

3. Guaranteeing the right to adjust, but not the basis:

a. Advantages: still provides the essence of adjustability with-
out the problems of guaranteeing the reserve basis also.

b. Disadvantages: loses some of its marketing appeal.
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4. Guaranteeing neither the right nor the basis, but incorporating old
policies into a new one by practice:

a. Advantages: essentially equivalent in practice to guaranteeing
the right to adjust, but with no commitment to continue if the

procedure doesn't work out well.

b. Disadvantages: since nothing is in the contract, there is lim-
ited marketing appeal.

D. Supplement Or Supplant Other Plans?

1. How should Adjustable Life fit into the product portfolio? The
choices are:

a. Replace all other plans -- This is thecoretically possible, but
it would complicate adjustability, and it could create serious
transitional problems for agents.

b. Replace only the primary life and term plans, including Whole
Life, Limited Pay Life and Level Term —- This is not as po-
tentially traumatic as the preceding one, but it could still
be difficult in transicion.

c¢. Include adjustability in each traditional contract, with the
emphasis being on flexibility for subsequent change -- This
would be much easier for the agent to deal with, since adjust-
ability could be accepted in stages.

d. Add Adjustable Life as a new plan, supplementing the regular
portfolio —— This is the easiest in transition, but it com-
plicates pricing. Consistency between Adjustable Life and
other plans will be difficult to achieve.

2. 1f Adjustable Life is a supplemental plan, it will be necessary to
examine each pricing factor in the Adjustable Life to determine if
it should be the same as, or different from, its counterpart in
traditional plans. Separate experience studies should be main-
tained to reflect the distinctive characteristics.

E. Tax Implications

1. TFederal Income Tax -- The FIT will be affected in different ways by
different approaches.

2. State Premium Tax -- There should be no problem in identifying pre-
miumg in the usual way for premium tax purposes.

3. Tax uponconstructive receipt -- The tax considerations here should
be the same as in traditional plans.

4. b4-out-of-7 Rule -- That rule is worrisome for Adjustable Life,
since, literally translated, the rule starts over again for the full
contract when the premium is increased. Obviously, the rule was not
intended to apply to the Adjustable Life situatiom.
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Compensation For Agents

1.

Two approaches may be used for increases in coverage:

a. Traditional -- A completely traditional approach can be used,
paying commissions on each segment of premium just as if it
were a separate policy.

b. Blending -- Another approach retains the gpirit of the tradi-
tional but simplifies calculations by combining the commissions
for the previous premium with those for the current increment.
A new blended set of commission factors would apply from the
time of change forward. And this could be done repeatedly.

As to what actual rates should be used, again it is possible to use
essentially the traditional, with variations according to premium
period and issue age. Or a single rate may apply to all '‘plans'
under the Adjustable. Or some completely new rates may be devised.

New York Section 213 is potentially a greater problem if the com-
pensation pattern is changed.

A practical problem occurs whenever the premium on the policy
decreases -- which agent should bear the burden? Another occurs
when the "plan' changes, if commission rates are different.

A dramatic departure from the traditional would be to base compen-—
sation more on service and ongoing relationships, which presumably
would result in increments in coverage whenever appropriate.

Mortality and Lapse Studies

1.

Actuaries want to know about select and ultimate mortality experi-
ence. The only way to accumulate the requisite data is to maintain
separate records of amounts at risk for mortality purposes. An
analogous statement applies to lapses.

There may be a way to blend the data and still maintain adequate
control over experience. If it is at all possible, it will require
imaginative new actuarial techniques. The study and design and in-
teraction necessary to achieve this (or show that it cannot be done)
have not yet taken place.

Expense Studies and Allocation

1.

2.

Again, a statement may be made analogous to that above for mortality.

A blending approach appears much more feasible in the case of ex-
pense studies and allocation, however.

Generally in the past, cash values have been equal to reserves less
a surrender deduction. More recently, some companies have moved
away from that relationship, viewing the cash value as an indepen-—
dent function. For the Adjustable Policy, however, there seems to
be merit in making cash values exactly equal to reserves on the
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CRVM basis. This appears to do adequate justice to expense alloca-
tion for early terminations, and it greatly simplifies the record-
keeping implied by surrender deductions on each increment within
the policy.

Special Problems With Actuarial Functions

1.

Par

Actuarial functions are related to the types of contracts which are
desired. Functions currently being used were developed in the con-
text of the contracts originated decades ago.

With the advent of computers and changing policyowner needs and ad-
justability, new types of functions will be developed. But they
will be improvements to meet calculation needs more directly and
efficiently; it is not likely that they will be problems, since we
can use the current ones if we wish.

Or Non-Par Contract

To a substantial degree, this question can be answered in much the
same way that it has in the past, based on marketing considerations.

At least one new ingredient is the potential guarantee of the re-
serve basis for future increments in coverage. Because of the un-
certainties, this would be more difficult to price competitively
in a non-par contract.

Cost Of Living and Guaranteed Purchase

1.

These are highly desirable additional benefit provisions, and it is
desirable to make them as much a part of adjustability as possible.
In fact, adjustability offers a more practical approach to the
large-scale task of providing COL increments than any previous ap-
proach.

Experience is already being accumulated by two companies, and more
experience will accumulate fairly rapidly. If the reserve basis
for future increments is guaranteed, this will make early efforts
at estimation more critical.

As to guaranteed purchase (insurability), it may be well to treat
this in the usual way during the first few years of adjustability.
When the concept of adjustability is more clearly understood, then
we can make guaranteed purchase (insurability) a more integral part
of it.

Lump Sum Payments

The
ing
the

nature of an adjustable policy requires the capability for accept-
the reserve of an older amount of coverage into the calculation of
premium for the new total coverage. 1t is a very short step from

that point to the point of being able to accept the cash values from
other existing policies in the same company —- or even in a different
company.
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M. Understandability To The Layman

Life insurance has been faulted for being hard to understand. Can the
adjustable idea make the concept of life insurance more understandable
for the average person?

N. Records Retention

Adjustability makes it possible to combine a number of records, such as
for premium billing and accounting. There are some records, however,
which must be retained for the incremental pieces, e.g. for various
actuarial studies. We may find a way around them, but initially we
should assume they are necessary.

0. Special Problems Of Waiver Of Premium And Accidental Death Benefit

1. The Waiver of Premium benefit normally should be no problem, since
it can always be handled on a prospective basis for the new premium
level at the time of a change in coverage. The usual underwriting
for an increase in face amount should suffice for WP. There is a
possibility of anti-selection at the time of a premium increase with
no change in face amount, however; some type of underwriting re-
view would then be required.

2. At first look, it seems that ADB can be handled in much the same
way as before, except that it would have to be as adjustable as

the basic policy.

P. Cash Flow Questions

1. Adjustments to a policy may be up or down. Will this influence cash
flow in any way different from the analogous effects of new issues
and surrenders in traditional policies? Will liquidity requirements
be different?

2. Would adjustability cause an acceleration of movement to lower pre-
mium levels per $1,000, particularly to intermediate and long-dura-
tion term?

3. Will policy loans be more or less prevalent?

Those are some of the primary questions on the actuarial side. At this
time I would like to turn to Bob Senkler who will talk about the adminis-
trative aspects of Adjustable Life.

MR. ROBERT L.SENKLER: When one considers the introduction of Adjustable Life,
it is apparent that the contract has great sales appeal, in addition, the
mathematics of the contract as outlined in Walter Chapin's paper is a well
developed package. However, the administration of the policy reminds me of
one of Weiler's famous laws. Nothing is impossible for the person who
doesn't have to do it. Administratively, the contract will create prob-
lems.

In determining the administrative procedures required for the Adjustable
Life Policy, the major item to consider is how Adjustable Life is differ-
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ent from our traditional policies and to determine the problems these dif-
ferences will create. The major difference between Adjustable Life and our
traditional policies is the Adjustment Provision. This provision allows an
insured to reissue his policy, changing any comwbination of the face amount,
plan of insurance, or premium. This creates a problem since our current
daily cycle record cannot retain the necessary information to reissue the
policy. The additional items needed include: the previously taken ex-
pense allowance, expense allowance taken at the last reissue, and the re-
serve credit at point of reissue. Another problem arises since a policy
could be reissued for an increase in premium which would require the pay-
ment of additional compensation. Given the current agency system, the
information required to properly compensate the agent would not be avail-
able.

Due to this deficiency, our daily cycle system will have to be changed or
an additional record will have to be created to retain these items. From
an administrative standpoint, the most desirable would be to completely
revamp our current system to accommodate the policy. From a practical
standpoint, a separate record would seem to be more feasible. In addition,
it would allow us to become morve familiar with the product, thus enabling
us to create a better overall system in the future.

The major problem associated with the dual record system is consistency.
The magnitude of this problem depends upon the amount of manual interven-
tion that will be required in updating the record. The solution to this
problem is to minimize the amount of manual input and to develop a system
that will compare certain key items within each record. When a discrepancy
is found, it will have to be investigated and corrected. A similar prob-
lem associated with the reissuing of a policy is the hand calculations
that will be required. TIf at all possible, the previously taken expense
allowance and the reserve credit should be computer produced when the
policy is reissued.

The next area in which the Adjustment Provision will create problems is the
communication that will be required when the policy is reissued. The reason
the communication is so important is because a reissue can completely change
the policy's values. The death benefit, premium, plan of insurance, non-

forfeiture values and even the anniversary date of the policy can be changed.

Thus, the communication that the insured receives will have to clearly state
how the policy was affected and what the new policy information page repre-
sents. This is especially critical when we are dealing with orphan policy-
holders since the only communication they receive is from the Home Office.

As I mentioned above, the Adjustment Provision causes two basic problems.
The first is the actual reissuing of the policy and the need for certain
items which currently cannot be retained in our daily cycle record. The
next problem is the payment of compensation when a policy is reissued with
an increase in premium. Although the actual solution to the compensation
problem will depend upon what type of compensation package is developed, the
basic record-keeping requirement does not depend on the compensation method.

What is needed is the ability to trace the past premium pattern of the policy

and if the first year compensation depends upon either the plan of insurance
or premium per thousand, this information will also have to be retained.
Once again, the administrative problem stems from the fact that our current

record-keeping is not set up to handle the flexibility of the Adjustable Life

peolicy.
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In addition to the problems directly associated with the Adjustment Pro-
vision, there are several areas that will require the development of addi-
tional administrative procedures. The first of these deals with the fact
that regardless of the plan of insurance, every Adjustable Life policy
contains cash values. This will create a potential over loan problem for
all Adjustable Life term policies since the cash value will decrease at
later durations. To avoid this problem, we will have to develop a proce-
dure that will identify policies in which the current loan exceeds the
available loan value at the next anniversary. When this occurs, the in-
sured should be notified that during the year, a periodic loan repayment
will be required to avoid the lapsing of the policy.

The next area that will require additional administrative procedures is
with respect to the dividend optiouns that can be accommodated within the
Adjustable Life policy. On traditional policies, the dividend can be
applied to reduce the premium, paid in cash, purchase additional insurance
or be accumulated at interst. Adjustable Life can accommodate the standard
options but due to the flexibility of the policy, we can also develop a
dividend option that will improve the plan of insurance. I'll refer to
this option as policy improvement. On term plans of insurance, this option
places the dividend into the cash value of the policy, extending the plan
of insurance. After several dividends have been declared, it would be
necessary to update the policyowner's policy information page. The deci-
sion has to be made on how often this should be done and develop a method
that would minimize the cost. When first considering this dividend option,
it might seem as if the cost would be prohibitive due to the required up-
dating. However, if an Adjustable Life policy is serviced correctly, this
should not be a problem since any reissue would automatically update the
policy. In addition, we should be able to develop a procedure that will
create effective service opportunities for our field force and increase the
chances for repeat sales.

Although the flexibility contained within the policy will create problems,
this flexibility will also allow us to service our policyholders more ef-
ficiently. Administratively, the premium reduction feature will be very
effective within our policy conservation area. It will create one more

tool that we can use in avoiding a lapse or partial surrender of the policy-
holder's insurance protection. This flexibility should reduce the number

of policies per insured. This, in turn, should reduce the amount of work
involved in the basie policy maintenance. It will also allow us to create
more efficient service opportunities for our agents and will allow us to
provide this service on a more consistent basis.

In concluding my remarks, there is only one basic question to answer when
deciding whether or not to introduce Adjustable Life. Are we willing to

put forth the effort to provide for the policy's flexibility, and is this
effort worth the benefits this flexibility will provide?

The next area to consider when developing Adjustable Life is with respect
to data processing. Stan Hill, our Chief Data Processing Officer, will
describe the items to consider.

MR. J. STANLEY HILL: When President Bob gave me this study assignment, he
asked me to deal with questions in four areas. The first of those areas
he phrased this way, 'What special aspects of Adjustable Life must be kept
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in mind in designing or modifying our computer system?” I have listed four
items in answer to that question. The first one is how can the great array
of actuarial formulas be most readily reduced to a workable program which
will be compatible with our present daily cycle routines. In looking at
Hypothetical Life's particular situation I think T would like to ask for
the assignment of a couple of bright actuarial students who will be with

me for the duration. The first thing I am going to do with them is lock
them in a room with a couple copies of Walter Chapin's paper and tell them
not to come out until they thoroughly understand it. We'll send food in.
Seriously, I do believe that it is easier to educate these actuarial stu—
dents on the ins and outs of programming and operating our computer system
than it is to try to teach one of my career programmers the ins and outs

of Walter Chapin's paper. At least I do not want that assignment,

The second special aspect is the great deal of special data that must be
carried for each Adjustable Life policy. Bob Senkler has alluded to sever-
al of those. T have counted them up to the best of my ability and I am
finding that we would need 60 to 70 additional fields in our master record
for the unique aspects of Adjustable Life. Very frankly, that would sink
our present daily cyele system even though we designed it with great flex-
ibility and the capability of trailers. So, T think that for starters and
temporarily, we must have a separate Adjustable Life minimaster record
which isn't so mini for starters. 1I'11 deal more with that under the next
question.

The third area of special consideration is this. T think that a computer-
ized proposal generating system or sales illustration generator is a ne-
cessity for Adjustable Life. And such a2 system will depend heavily ou the
actuarial formulas that we mentioned above. We do have a choice as to
whether we try to build that into our present computerized sales illustra-
tion system or whether we set up a separate one for Adjustable Life. Frank-
ly, the jury is still out on that area.

The fourth item has to do with the inevitable question that is if we set

up a separate computer system for handling the unique aspects of Adjustable
Life how will it communicate with our existing individual 1life insurance
daily cycle system and how are we going to keep the two synchronized. Here
I propose that any policy change information other than what we call the
non-unique fields, anything that smacks of a policy change, has got to be
put in through the Adjustable Life system. That system will create an out-
put segment which becomes the input segment to our daily cycle and will be
compatible with our present daily cycle. Any other input into the regular
daily cycle record on an Adjustable Life policy will be forbidden.

The second question which President Bob asked me to deal with has to do
with what areas of our present daily cycle system will be most effected by
or will require separate routines for Adjustable Life. Frankly, it is
easier for me to turn that question around and say what areas aren't ef-
fected? TI'm serious about that because the only areas I can list that are
not effected here are policy loan processing and accounting, commission
accounting, and production and contest credit, name and address changes,
premium billing, collection, andaccounting for what we call the convention-
al dividend options. I put the emphasis on accounting because of course
commission calculation is vitally effected.



ADJUSTABLE LIFE PRODUCTS 421

The third question is how are we going to approach our systems work here
to set up the necessary systems and programming for Adjustable Life. Here
are the principle alternatives that we considered. Do all the systems and
programming in-house. That's one. Secondly, we can acquire an Adjustable
Life system package including master record layout, transaction codes, data
input formats, the whole works, but do the coding in-house. And the third
way would be to acquire a so-called turn-key Adjustable Life package for
mounting on our own computer and take it from there. I want to emphasize
if we go either of the latter two approaches I am going to insist that we
have salaried people in-house who understand these systems completely. We
are not buying anything that we do not understand and cannot operate and
support ourselves.

Finally, the last question was how are we going to interface our Adjustable
Life programs with our existing system. These are important considerations
from both the administration and data processing standpoint. One method is
to modify the present individual life administration system to handle Ad-
justable Life by calling Adjustable Life routines where appropriate. I
think that this is the ultimate. I think this is where we are going to

end up some years down the road. But it just takes too long to get there
because that involves a very, very major overhaul. So we'vegot to start
some other way.

The second is to set up an independent system to handle only Adjustable
Life policies, but handle them completely. In other words, to parallel our
present system.

The third is to set up an independent system to handle the unique aspects
of Adjustable Life with appropriate inputs to our regular system to handle
the non-unique functions that I mentioned above.

The fourth would be to make use of a time-sharing service which will handle
all of the unique aspects of Adjustable Life and which provide appropriate
inputs to our regular system to handle the non-unique functions.

I favor one of these latter two approaches for starters. Either set up our
own system or use the time-sharing system to get us off the ground quickly
and running. Granted it will have some administrative inconveniences in
making the systems talk to each other but Bob, you've talked to the guy at
Minnesota Mutual who has run this thing for four years and he's still
smiling. So, I think maybe we can swing it. That's about it Mr. President.

MR. HOGUE: Okay, that is the report from the management team. Now we'd
like to hear from the attendees.

MR. WALTER N. MILLER: I remember when the Bankers Life introduced this pol-
icy, one of their people was quoted in a national magazine as saying that
their development work involved 25 man years of programming effort. That

is a lot more than it takes any of us to completely revise a conventional
ordinary insurance portfolio. So, this is a big decision that you are
wrestling with.

It seems to me that you are trying to frame this decision strictly in terms
of black and white, go or no go, should we introduce Adjustable Life
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or not introduce Adjustable Life. Have you given any thought at all to
intermediate courses of action that would require a lot less than 25 man
years worth of programming effort? Isn't there a lot you can do with your
present product in terms of beefing-up guaranteed insurability options?
Building into some of your base policies, some specific types of flexibility
options or plan change options at original age premium rates would be an
alternative to Adjustable Life. Reduced paid-up and extended term, after
all, are not the only things that can ever happen if premiums are stopped.
Why haven't you considered some of these?

MR. CHARLING: Mr, Miller is certainly right at least as far as our best
estimate of the time involved is concerned. The quote of 25 man years in
the EDP department is our best guess. The time involvement of other areas
of the company was equally as substantial in total.

MR. HILL: Hypothetical Life has been trying to find more conventional al-
ternatives to Adjustable Life for the last ten years, and yet, it is an
idea that will just not go away. They finally just decided to go ahead
with it.

MR. SENKLER: When you put more flexibility in other policies your admin-
istrative problems are not solved. Any additional flexibility vou put in-
to traditional policies will also increase your administrative problems.
Data processing work will be needed, and although it will not create as much
work as Adjustable Life, it does not provide the flexibility that Adjustable
Life can provide.

MR. KRAEGEL: The reason that Adjustable Life is having increasing appeal
is that as we have improved our existing contracts and as we have tried to
provide a greater variety of options and benefits and a greater consolida-
tion of the program of any individual by bringing policies together through
the data processing system, the more we have increased the complexity of
our existing system.

The policyowner should have a nice succinct summary of the contractual re-
lationship between that policyowner and the company. The more we try to

do that, the more difficult it is, the more complicated it is, the more
forms we are sending out, the more postage we are paying, and the more com-
puter inter-relationships exist among a wide variety of records. Adjust-
able Life is hopefully a way to cut through that.

In his initial remarks as Chief Data Processing Officer, Mr. Hill mentioned
the 60 or 70 extra records, but remember that when you are comparing an
Adjustable Life with a traditional policy, you must do so with comparable
situations. At issue they are essentially the same. There is no reason
for them to be different. After the first adjustment, however, the adjust-
able policy is more complicated than the traditional policy. But, the
adjustable policy, even with more fields, still has significantly less data
required than two policies on the traditional basis. The more adjustments
you make, the more the advantage of the adjustable policy increases. Over
time, the large initial cost should be much more than offset by the savings
that will be obtained by having a consolidated program for the policyowner
through the Adjustable Life policy.
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MR. HOGUE: In the industry right now there is a lot of '"non-~standard" pro-
duct development activity going on. Universal Life or Term-Fund products
and Adjustable Life have generated a great deal of interest. There is also
increasing interest in index related products. The smaller companies are
showing more interest in "unique" policies and packaging. The underlying
trend seems to be an abandonment of the fixed plan structure. The Hypothet-
ical Life is considering Adjustable Life because of the nature of its
writing agent distribution system. We have a vested interest in preserving
it. Companies that must protect career agents tend to think of Adjustable
Life, which those with brokerage or PPGA outlets tend to lean toward the
term-fund approach. The former seem pressured to protect agent's income,
while the later seem pressured to drop costs, to be more competitive, and
to develop something that is unique.

MR. J. ROSS HANSON: My compliments to the company officers on their very
thorough analysis of the situation. In keeping with your format I suggest
that I am the President of the Hypothetical Consumers League. I would like
to ask the company officers a couple of questions.

The first is, in our opinion, the one and only question that you must ask
yourself about whether you are going to Adjustable Life: Will it produce
a better value for the policyowner over his lifetime? You must be able to
demonstrate that to yourselves if you are going to make a decision to de-
velop an Adjustable Life policy. Have you made that inquiry? The second
thing is, we as consumers are very concerned about understanding this life
insurance business. We simply do not know what goes on. Will you be mak-
ing an effort, in the development of this product, to make it comprehen-
sible to us?

MR. KRAEGEL: As far as costs are concerned, I certainly agree that if this
is not going to be better for the consumer from a cost standpoint in the
long run there are serious questions as to whether we should do it. There
is an advantage beyond cost in having the consolidation, in having the pro-
gram expressed as a single face amount and a single premium payable. That
should be worth something to the policyowner. Ultimately we need more than
that.

It is hard at this point to state clearly just how much savings could be
achieved, but I see an unmistakable trend among life insurance companies to
do more and more for their policyowners in terms of bringing together in-
formation about existing policies of that policyowner in that company.
There is no question in my mind that it will be cheaper to do it by the
single policy route than by the multi-policy route.

MR. CHARLING: The easiest way for me to look at the understandability is
to think of the insured that has only an Adjustable Life policy. With the
one policy, the person who started on Adjustable Life has one data page
and one policy at any point in time which tells him he has coverage of a
certain amount for a specific period of time, and he is obligated to pay
premiums of a given amount for this period of time. That is fairly simple.
All of the other policy provisions are somewhat comparable to the current
situation,

One of the other things that would help understandability is that we would,
ideally at least, have an agent on the scene. There would be an agent on
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each policy at each point in time. The agent is the helper in understand-
ing what is on a policy. Adjustable Life affords us the extra opportunity
to provide a way to get that agent there.

MR. KRAEGEL: We are not doing as good a job in the industry as we could be
doing in providing policyowner service. The number of policies per policy-
owner in a company is now quite small and indicates that there is not a
successful attempt by a company to upgrade the policyowner's insurance
coverage the way it should be upgraded. 1If it were done the way it should
be, each policyowner over a lifetime might very well have 15 or 20 policies.
I am comparing the Adjustable policy in terms of the kind of contractual
relationship that we should have over the lifetime of the policyowner. When
you compare Adjustable Life with a large number of policies on a single
life, the Adjustable Life approach shows a stronger potential for cost sav-
ings.

MR. ROBERT L. SPIES: 1Tt seems to me that the non-par alternative and also
the accumulation fund plus term were sloughed off a little too easily. You
are eliminating a large number of companies from selling this kind of prod-
uct, T wonder if the main reason for this is the compensation matter. Tax
implications were mentioned and also the old age problem. Is it possible
that a term plus an accumulation vehicle would be so highly advantageous to
the consumer that tax situation or no, he could still get a better deal?

The old age problem could be solved by having paid-up insurance available

so that the term piece does not become outrageously expensive. The simplic-
ity of the administration and the simplicity of the computer system would
be greatly enhanced in this kind of a scenario, costing a lot less money.

I wonder if ways can be worked out to distribute this kind of product so that
the agents are compensated adequately for their efforts and yet still give a
policyholder a better deal.

MR. HOGUE: I see high development costs for Adjustable Life. These have to
be justified by high long-range benefits. In the short run Universal Life
is less costly to develop, but in the long run it will be less profitable to
both the company and to the agent. A choice between them should be based on
comparisons of relative returns on jnvestment funds and levels of agents'
income produced.

MR. KRAEGEL: 1I agree that the fund or the annuity plus YRT has a great deal
of conceptual appeal. I do not know how the average cousumer will regard it
but it seems simpler to me. The main reason that this has not been attempt-
ed in the past is because, until recently, we did not have the computer ca-
pacity to do that and have any kind of flexibility. It is really a very re-
cent phenomenon that we can even consider that kind of policy. If it is,
indeed, something that can be sold, that can be marketed through paying the
agents in some other way in order to make it worth their time to sell on
that basis, then T think it will happen. It is not consistent with our cur-
rent distribution system, and we have a tremendously large and involved dis-
tribution system currently. This is not the kind of thing that can happen
overnight., If this has merit, and there are some aspects of it that have
merit, I think that there will be companies that will be trying it and will
try to make it work.

There are advantages to the current system too. There are advantages to the
traditional cash value build up, and it is hard to ignore the tax considera-
tions. We will see what happens ultimately in the marketplace.
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MR. SENKLER: The ounly thing I would like to add with respect to our non-
participating company is with respect to Adjustable Life. The biggest prob-
lem is trying to predict what the costs will be of the changes and of
guarantees that are involved in the premium structure of Adjustable Life.

It is very hard for a non-participating company to have a guaranteed pre-
mium rate for 20, 30, or 40 years in the future, to have the types of op-
tions that are currently available (e.g., guaranteed insurability option,
cost of living options), and to guarantee those rates in the future.

MR. HOGUE: Here is a scenario for people to think about. Pressures for
change in the valuation and non-forfeiture regulations exist. They have
recently affected the flexible premium annuity. They have caused problems
for index related policies, for the Variable Life policy and for a few
lesser known product innovations. The result has been a pressure for
changes which will accommodate unique and novel product innovations. We
are now seeing two such policies. One is avoid the minimum non-forfeiture
and the valuation requirements by adopting a pure-term and pure-investment
split product structure while the other maintains its life policy status.
In theory, the two approaches should yield identical results. I envision
that ten years from now both of those approaches will in reality result in
identical results. By that time, these basic laws will have been changed
to accommodate such product innovations, and to treat flexible and fixed
plan products in an identical way.

MR. THOMAS S. FERGUSON, JR.: Here is a question for Jim Charling, Marketing
Officer. One of your chief long-term objectives is to develop new agents
for your sales force. Do you see Adjustable Life as being helpful in this
area or is it the kind of product that a new agent just can not learn be-
cause it is too complicated?

MR. CHARLING: I believe Adjustable Life may be easier for a new agent to
learn, than for an older agent. The new agent does not have to unlearn
the current plan approach. One of the most easily identified markets of
Adjustable Life is young people, people who have got enough future so that
you can not assume anything but change. An additional useful characteris-
tic is that the nature of Adjustable Life aids in client building. T view
Adjustable Life on balance to be favorable toward agent building.

MR. SENKLER: What you have to do is look at the original issue sale. The
agent goes through a fact-finding interview, finds the amount of insurance
needed and the ability to pay. If you have traditional policies only, you
have to fit that into a whole life policy with riders, term to 65 or some
kind of fixed combination. For Adjustable Life, as long as that fits into
a very broad plan range, the agent can make the sale. The agent does not
have to become familiar with 10 or 15 policies so it is easier for him.

MR. PHILIP C. GATH: I have a couple of questions about the characteristics

of the ongoing product. What do you suspect will keep yourself from being
nickeled and dimed to death by the policyholder who sends in a different
amount of premium every month. The second problem is to get our share of

the investment dollar. This product will have some significant inflation
guards such as cost of living riders and GIO riders. When these go into
effect do you expect to get an increase in face amount but no increase in
premium because the policyholder may change the plan? Do you see these
options just diluting your portfolio so that the major part is term insurance?
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MR. KRAEGEL: Your term "being nickeled and dimed to death'" is an apt one,
and it is something that we have to worry about. We must remember that the
policyowner will have a specific premium to pay. There will be unusual
cases in which a policyowner will be changing frequently, but most policy—~
owners, once they have made a change, will stick with that for a fairly
long period of time. Gradually they will become accustomed to this partic-
ular approach. They need the agent in order to work through changes. The
agents will learn to market in a different way linking the policy with the
policyowner's income and number of dependents. They will develop an under-
standing as to what adjustability is supposed to do, particularly for in-
creased coverage and increased payments at such times as needs increase
and/or ability to pay increase.

MR. SENKLER: There are many contract provisions that you can build in to
protect yourself from 'mickel and diming.”" It is very important to look
carefully at your cost of living agreement, your adjustment provision, and
the minimums that are stated within the policy. Define the minimal reissue
constraints that your company is willing to live with, put those in the
contract and that should remove the problem.

MR. HOGUE: We will go through a closing exercise now. I've asked the panel
to generate a little foresight for Hypothetical Life. Assume that the com-
pany released an Adjustable Life policy similar in design to those of Bankers
Life of Towa and of Minnesota Mutual. Tt was released to all of the com-
pany's agents at the same time, and the computer systems were up and running
when the policy was introduced. No products were dropped from the portfolio
when Adjustable Life was introduced, so it competed with the company's
traditional products. It is now five years later and we want to evaluate

our experience to date, and to describe the current role of Adjustable Life
in our operation.

MR. CHARLING: 1'll address the problems and opportunities encountered as
we gained experience with the Adjustable Life concept. In general, through-
out most, if not all, of this first five years, the unknown was the greatest
problem and opportunity. Suffice it to say, at this point the difficulties
encountered have been well worth the effort.

During the developmental phase the following challenges emerged:

1. orienting developers' minds to the demands of the flexibility with-
out losing sight of necessary ties to traditional insurance forms;

2. developing necessary and meaningful introductory material that con-
veyed the appropriate message —-- especially in key areas like the
misuse of Adjustable Life as a replacement vehicle;

3. constructive use of field force input through agent and field man-
agement Yepresentatives; and

4, interpretation of state laws to apply to Adjustable Life, when most
laws don't anticipate such a product. For example, the interpre-
tation of Sec. 213 policy year and year of coverage terms as it
applies to Adjustable Life changes.
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During the introductory phase we experienced very good field recep-
tion, with some exceptions. The exceptions pointed out the need to
encourage the use of Adjustable Life without over emphasizing it.

During the early months following the release of the product we saw
the young market emerge as the most identifiable one for Adjustable
Life. Since agents tend to sell to their own age group, we saw many
early sales from young agents. Since young agents may most greatly
benefit from the client developing characteristics of Adjustable Life,
the results represent a real opportunity.

Beyond the new agent results, the broker production of the Adjustable
Life was a bit slower emerging. Significant results are now occur-
ring in that area.

At this five-year point we have had:

1. a significant amount of repeat business, both at Cost of Living
and Guaranteed Insurability Option time, and at other times;

2. very few premium reductions (keep in mind the economic cycle
has been favorable);

3. opportunity to remove several little-used traditional plans from
the ratebook;

4. and most importantly, a growing understanding of the real, posi-
tive worth of the Adjustable Life concept.

MR. KRAEGEL: I would like to mention just two things. One, something that
worked out better than we had feared; the other something that has been a
bigger problem than we had expected. Adjustability turned out to be simpler
than we had been afraid it would be. How did that happen? Well, we could
see the complexities very clearly as we were going into it. We could not
see the simplicities as clearly because it was something that was very new
to us and we had to live with it awhile in order to get a full appreciation
of the simple aspects of it. That has been a very pleasant surprise.

On the other side of the fence, the biggest problem that we found was that
the policyowners, a number of them, desired to place their old policies on
the new basis. Now these policyowners see this as a way to update their
policies and their whole insurance program. Now the proportion of them
that have done this is quite small but in absolute numbers it's a large a-
mount. To the agents that have to go through the process it has been some-
thing of a burden.

MR. SENKLER: When first considering the introduction of Adjustable Life,

my major concern was that our current administrative systems were not cap-
able of handling the flexibility contained within the Adjustable Life policy.
Since we introduced Adjustable Life five years ago, we have discovered many
things with respect to the product. The major item was that regardless of
what system we decided to develop, we found out that the flexibility of Ad-
justable Life can be accommodated; that given the proper data processing
support, the product can be administrated effectively.
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The major ongoing problem associated with the product is with respect to
orphan policyholders. This problem has been aggravated by the fact that
three states have not yet approved the contract, Pennsylvania, Mississippi
and Montana. In addition, not all of our agencies have been active in the
sale of Adjustable Life. Thus, when an insured moves into one of these
areas, the insured has to rely on the home office for support since our
representatives are not familiar with the characteristics of the product.
The solution to this problem will lie in better education of our field
force and the development of a special orphan policyholder service unit
solely responsible for the service of these policyholders.

As we predicted, the reissue activity for Adjustable Life has been very
active. Currently, approximately 80 percent of all Adjustable Life policy-
holders who have had their contract for three years or more have reissued
their contracts.

Although less than 10 percent of our reissues have involved a decrease in
premium, this premium reduction feature has proved valuable in the conser-
vation of policies. The majority of these decreases have occurred because
the insured has had a financial setback.

Our Cost of Living Agreement has achieved wide acceptance. The current
acceptance rate is somewhat over 70 percent. The major reasons for this

are because of our excellent advance notification and because of the pub-
lic's awareness of inflation. If we would have introduced this product

when inflation was at three or four percent, T feel that our acceptance rate
would not have been as high. But when the public is constantly reminded of
inflation and since the agreement can keep the purchasing power of the death
benefit intact, this combination has contributed to the acceptance rate.

In general, I feel that Adjustable Life has worked well. Through the flex-
ibility provided in the coutract, we have been able to service our policy-
holders in a much more efficient manner.

MR. HILL: Well, frankly fellows I'm in trouble. 1 got those two actuarial
students to decipher Walter's paper and they wrote some beautiful actuarial
sub-routines for me. But before we had this thing all installed and run-
ning, one of them got quite altruistic and joined Action and is now in
Zaire. We are not able to get in touch with him very well. The other was
a female actuarial student and she fell in love with the pop singer John
Phoenix and is traveling around the country with him now so we are not very
well able to keep up with her. The people whom T turned their programs
over to say they cannot read the programs so they are going to have to start
over again. So T've published my 7th release date now for our new system.
It was supposed to be done in 2 years, now 5 years later my friendship with
the Chief Administrative Officer is getting tough. And President Bob who
was a pretty decent sort up until now says that if I don't have this thing
out in May, my successor will not have the same problem. So 1 have assured
him that we will have this new system out in May, but frankly it looks to
me as if it will be about May 53rd.



