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MR. MICHAEL R. WINTERFIELD: Our first speakerwill be Dr. Jerry Corsi. Dr. Corsi
serves as executive vice presidentof MDS Bankmark,which is based in Morris Rains,
New Jersey. Jerry is also president of MDS Bankmark's broker dealer, MDS Securities, Inc. MDS Bankrnarkspecializesin developingsecuritiesand insuranceinvestment salesprograms for financialinstitutions. MDS Bankmarkis a subsidiaryof
Conseco, an insuranceholding company in Carmel, Indiana,
Our second speaker will be John Fenton. John is a principalof "1311inghast,
the
Towers PerrinCompany. John was recentlynamed co-managerof the New York
businessunit for Tillinghast. John has been with Tillinghastsince 1985. His primary
consultingareas are product development for variableproducts and annuities,New
York state issues, agent compensation, and actuarial appraisalsfor mergers and
acquisitions.
Our third speakerand fellow alumnusfrom my EquitableLife days is Gordon
Boronow. Gordon is the president and chief operating officer of American Skandia
life. Gordon played a key role in developingthe product and marketingstrategy for
American Skandia from its early days through 1991. Gordon also serveson the
Board of Directors for American Skandia and is a trustee for its sponsored series trust,
American Skandia Trust.
I'm a consulting actuary and director with Arthur Andersen in New York.
MR. JEROME R. CORSI: The topic I want to address deals with the growth of fixed
annuities as sold predominantly through banks and thrifts, but also through stockbrokers and nontreditionalsources of distribution,in an effort that began in the mid1980s. The growth has been dramatic. In 1992, distribution in banks reached $12
billion. It has been a dramaticallygrowing field. When I joined MDS Bankmarkin
1990, it was writing $150 millionin fixed annuities. This year we'll write just under
$1 billionin fixed annuitiesas well as another $250 millionin mutual funds through
the broker dealers,all written through MDS Bankmark in banks and thrifts.
The point of the analysisis to look at why this has happened. What has been the
growth of fixed annuities? What markets have fixed ennui'desaddressed? What
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impact has this development had on the insurance industryas a whole? And what
future does it bringto bear on the industry as it goes forward? A large part of my
discussions will be aimed directly at the actuarial field, as I'm going to make a solid
argument that fixed-annuity marketing has truly been a revolution within the life
insurance industry and, as such, has fundamentally changed the nature of the life
insurance business from a business that has traditionally dealt with mortality risk to an
industry that increasingly deals with investment end retirement risk. We want to see
where the future of this distribution is going, in terms of new-product creation, the
impact on traditional agency systems, and an overall blurring of the lines that used to
very clearly delineate the life insurance industry from a financial institution market and
from a brokerage market.
Three major waves of change led to annuity marketing. The first wave really came
with the passage of the Gam-St. Germaine Act in 1982, when both savings and
loans and commercial banks were bidding for the power to be able to pay competitively on deposits to compete with what then was seen as competition
from money
market mutual funds and the drawing off or disintermediation of funds that had been
kept traditionally in savings vehicles. This price competition was really not foreseen in
all of its ramifications. A clear impact was that many banks and thdfts entered into
competitive pricing of liabilitieswith no prior experience at all in pricingsuch liabilities.
As such, all too often the chief pricingstrategy was to lookin the newspaper and see
what competitors were doing, or simply to price to attract deposits underthe
assumption that quality assetscould be found when the depositscame forward. The
pressurethis put on the insuranceindustry was reflected in the eady days in the
development of universallife policies,which had been pioneeredby James Anderson
at Tillinghast, a movement that led even the mutual companiesto reevaluate their
dividend policiesand to reconfigurethem for more flexibilityand for greater yield.
When all these developmentsbegan in the early 1980s, almost unnoticed, a series of
entrepreneursbegan approachingbanks and thrifts, askingif annuitiescould be sold
as an alternative eitherto the money market accounts or to the bank's own higher
yieldingCDs to generate income for the bank. The argument was that the annuity
provided tax deferralon the appreciatedaccumulation,and in 1985 and 1986, when
annuities were being marketed, there was about a 150-basis-point advantage for
annuity yieldsversus CD yields. That, plus the tax-deferred rate of appreciation,
made annuities very attractive. Mostly thrifts, but to some extent commercial banks,
seized on the opportunity and beganoffering annuitiesfor fee income, even though
annuities had largelybeen ignored by the traditional life insuranceagent who saw
annuitiesas a very low-commissionproduct. An annuity might pay a 4% or 5%
commission traditionally, while a life agent was lookingat 85% or more of the firstyear premium as a commissionon an ordinaryor universallife product. So began the
initial wave of marketing annuities.
A second major wave of change came in 1986, with the passage of the Tax Reform
Act. You might recallthat was counted at the time as tax simplification,the last
major tax bill we were to see in our generation. I think virtuallyevery year since
we've had a revisedversion of the tax law amendingthe code, includingthis year.
The 1986 Tax Reform Act had a component that was retributiveon any taxadvantaged product, largelygoing after the tax-shelteredor the tax-advantaged limited
partnershipsin real estate. They were largely wiped out, andtheir investors were not
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even given grandfathering on the policiesthey held. W_h the 1986 tax law, the only
investments left that preservedtax advantages were municipalbonds,which continued to have a market risk, and annuities. Annuities won almost by default, as a taxdeferred opportunity for those who had resourcesthat they wanted to appreciate in a
tax-advantaged form. With that, and also with the eliminationof the universalIRA by
the 1986 Tax Act, banks and thrifts moved toward annuities,both as part of their
overall IRA marketing and to accessthe CD market, which included mostly over-50year-old, retired individualsseekingto live on fixed incomes and minimizetaxes.
The urge for fee income also gained momentum after 1986 because of the collapse
of the limited partnershipmarket, the resultingdepressionin realestate throughout the
United States after the Tax Act, and the eliminationof many favorable commercial
tax hedges that had been part of the previouslegislation. Annuities and the fee
income that could be derived from them became increasinglyimportant to the
financialinstitutionsthat were sellingannuities, and the product began to become
accepted. Also in the mid-1980s, the stockbrokers in the traditionalmajor houses,
the Merrill Lynches and the PaineWebbersof the world, were actively selling annuities
along with mutual funds, but again there was a focus on the annuity as an investment product in the retirement market.
The third wave came from yet anotherdirection. W'CLh
the October 1987 stock
market crash, you began to realizea series of problems. All investrnent-basad
instruments, includingmutual funds, were now perceived by the investoras subject
to market risk, and, as such, a safety factor was underlinedfor the annuity, along
with the CD. Even municipalbonds, through the period right after the 1987 crash,
were perceived by the retirement market as having more fluctuation and more risk
than they were willing to tolerate. For these reasons, annuitiesbegan to modify into
forms that were designedto directly addressthe retirement market, being configured
to look almost exactly like a CD with back-end penalties,even having a 1% bonus
rate. The commissions became very attractive, typically as high as 6-7%, of which a
bank could net anywhere between 2.5% and 3%. In many cases, this was greater
than the spread income they were anticipating. In the period after the crash in 1987,
many thrifts across the United States were earning negative spread income, and their
fee income was their only sourceof revenue.
Chart 1 shows some of the figuresthat we've derived from A.M. Best's. If we look
at the period from 1976 to 1990, in 1986, for the first time, annuity assets surpassedassets gained in the life insuranceindustry through the sale of ordinary life
products. That trend has continued. The life insuranceindustry, which previously
was looked at as protecting against mortality risk and helpingsavings within ordinary
life products, was now being reconfiguredso that the garnering of investment assets
was really its primary drivingforce.
Chart 2 shows that annuitiesare a much less profitable product. If you look at the
after-tax profit margins that are realizedon annuities, and again these figurescome
from A.M. Best's insolvencystudies,you can seethat throughthe years 1982-83,
annuitieswere not generating a profit. Annuities have a long-term profit curve. It
was not until 1988-90 that annuities became profitable.
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CHART 1
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You can see the difference between the overall prof_ability levels of ordinary life
insuranceand annuities. And so you can see that the industry is garnering assets in
an area in which the after-tax profK margins have to be anticipatedas being slimmer.
At the same time, as we study the 125 largestcompanies (Table 1), we see that 66
companies have no mention of any chief investmentofficer or any investment officer.
Only 50 have chief investment officers who appearto report to an executive officer,
and nine companies have lower-levelvice presidentsreportingto nonexecutives.You
rarely see an extensiveinvestment department that you would typically expect to see
at a mutual fund investmentcompany or a major wire house that underwritesmutual
funds.
TABLE 1
InsuranceCompany Officer Distribution
125 LargestCompanies
•
•
•

Total number of off"reefs
Total assets ($000)
Total number of companies

•

66 companieshave no mention of chief investmentofficer or any
investment officer

•

Only 50 have chief investment officers who appear to report to an
executive officer

•

Nine companies have lower-levelvice presidentsreportingto
nonexecutives
,

,

2,606
$1,308,897,458
125

,

,=

Source:A.M. Best,Best'sInsuranceRepoFcs,
LifP_JHeal_
Edition,1991
The companies writing in this businessare primarily taking on bond assets. The flight
to quality and the due diligence requiredby banks have resulted in high-riskbonds and
realestate, includingcommercialreal estate, no longerbeing in the portfolios. And
yet managing a $100 million or more bend portfolio is an extremely difficult business
when you get toward the issues of asset-liability matching, duration, and the underlying investment risk in the bond market when we've just gone through a strong bond
market cycle. Should interest rates turn, the future for many of these companies will
conceivably be very squeezed.
Annuities have become a specialtymarket for the major underwriters (Table 2). In
the ordinary life business,many warlords(companiesthat have the largest agency
forces, the best products, and the nationalpresence) garneredthe majority of market
share. Those same companies are not representedon a list likethis. On this list you
see specialty annuity carriers: Aegon, which has been a leader redeploying Dutch
assets to underwrite annuity liabilitiesin the United States; Great Northern Annuity
(GNA), owned by General Electric(GE) Capital, formed in the early 1980s in Washington state as an underwriterof annuities;and Conseco, our parent company, formed
with the primary businesspurposeto establishunderwriting in financial institution
marketplaces for annuities. Look at some of the others: Ford Life, writing in conjunction with Conseco;Hartford, a major playerin the annuity business,despite its strong
agency force; Keyport, owned by LibertyMutual; and USLife, which wrote some
1975
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$300 million in annuity assets last year. USLife is a traditional life player that has not
bypassed the opportunity
in annuities.
TABLE 2
Underwriters with Largest Fixed Annuity Distribution
Through Banks and Thrifts
Ranked by 1992 Financial Institution Fixed Annuity Premium (Premium
Company
Aegon
Great Northern Annuity
Conesco
Ford life
Hartford
Keyport
Financial Horizons
Lincoln National
USUfe
American Enterprise
AIG
American General
Alexander Hamilton
Safeco
Kemper Investors
Jackson National
Central National

1992

1991

1,300
875
775
700
645
640
630
600
550
520
500
275
260
260
260
250
220

1,228
900
1,120
39
350
541
648
400
279
210
300
59
275
150
250
200
110

1990
990
815
875
0
91
437
500
200
N/A
125
150
N/A
246
125
255
200
77

$ in Millions

1989

1988

650
825
430
0
N/A
475
115
175
0
100
85
0
235
85
190
130
12

700
682
250
0
N/A
228
N/A
N/A
0
N/A
175
0
320
N/A
N/A
N/A
0

Source: KennethKehrerAssocietes,Inc.,Princeton,N.J., 1992Annuity UnderwritersSurvey.
I will conclude these comments with one or two observations. First, from the point
of view of the actuarial discipline, actuaries have largely controlled and dominated life
insurance companies where profit was a matter of proper pricing. Proper pricing is
not enough. It's additionally necessary to have strong investments, and the investment risk must be considered in the construction of the product. Second, when we
look at this curve on fixed annuities, we feel as a marketing company in this business
that the time is ripe for product innovation - for a reconceptualization of whet the
fixed annuity is, perhaps one that could move it toward market-value adjustments, but
not fully into a variable annuity. Anticipating John's presentation, we think variable
annuities are a strong market and one that must be pursued if assets of this strength
can be collected in life insurance products. We think the future for the actuarial
discipline may also consider a re-examination of life policies, again to
re-emphasize the investment aspect rather than the strict mortality aspect, and of
variable life within the same context.
In conclusion, we're seeing a market that has developed in response to an opportunity. I think you will read increasingly over the next few years that Americans,
especially the baby-boomers, are not saving for their retirements, and pensions could
not be less secure. From the point of view of public policy, the life insurance industry
should come to the forefront to assist average Americans - not the wealthy, but the
average American - with an opportunity to invest for his or her own retirement in a
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secure fashion. Our average annuity is less than $20,000, sold to a person over age
65 who has an average liquid net worth of about $55-75,000. These are not
wealthy individuals. These are individuals who have retired with values in homes,
with pensions, and with accumulated lifetime savings. The market there is strong,
even if the distribution is nontraditional, and the companies that will succeed with it
are those companies that see the opportunity and configure themselves appropriately
to take advantage of the opportunity.
MR. JOHN M. FENTON: I'd like to talk about the variable products in the financial
services business. First, what is the current role of variable products in the financial
services business? And by that I mean both variable life and variable annuities.
Second, I will focus in more depth on variable annuity product considerations and
then finally take a look at the future. What does the future hold for variable products
in financial services?
First, what are they doing currently? My definition of the financial services business
primarily focuses on two channels: the stock brokerage channel as well as banks and
savings and loans. We will have some discussion of direct response, but the first two
channels will be my primary discussion points. Insurance products already play a
large role in the financial services business. Jerry has talked about this. Fixed
annuities are a big player, with total sales of about $12 billion for the banks last year.
Stockbrokers are probably selling just as much. At the banks, annuities are an
attractive alternative to CDs for the customers. Essentially this is moving the customers up the yield curve to tag into longer rates. On the bank side, they also provide
fee income, which is desirable and gets them off the asset/liability risk.
Variable annuities are sold primarily in the nonqualified market as a tax-deferred mutual
fund with guarantees. The fixed account and guaranteed minimum death benefit
make them very attractive in that particular market. Of course, variable products as a
whole are benefiting from the low-interest-rate environment that we have in which
consumer monies are moving en masse away from low-yielding investments and
toward mutual-fund-type products: variable annuities and mutual funds. So we see a
lot going on there.
Single-premium variable life was a major seller through 1988, with many sales for the
stock-brokerage community, but this was killed by the tax law. Now there is flexiblepremium variable universal life (VUL). I'd say that sales are limited, but they do have
potential for expansion. There are customers in these particular markets who have
insurance needs.
We see that banks, as Jerry mentioned, are an emerging player in the variable annuity
marketplace. Bank annuity sales are switching from fixed to variable. In 1992, about
10% of all bank sales were in variable products. Does that sound about right, Jerry?
MR. CORSI: Yes, that's right.
MR. FENTON: And this year, I don't have a specific figure, but I imagine it's significandy higher than that. Bank customers are looking for an alternative to the returns
that they have at 3-5%. The reason a variable annuity is appropriate for bank
customers is that if you take a look, a typical customer might be age 60, for example.
That's probably even a little high, but even at age 60, the life expectancy there is
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almost 20 years. I would argue that the greatest riskthat annuitants have is not that
they're going to invade principal. It's not that their investments are going to lose
principalover time. The greatest riskthey have is that they're not going to keep pace
with inflation. This point, if it can be effectively communicated to the customers, is
goingto help drive variableannuity sales even farther.
Another attractive alternative from the bank's point of view is that the variable
annuitiesenable them to capture a shareof the investment-managementprofit. Right
now it's been the distributionprofits that are in there, but more and more banks are
lookingto wrap their funds around a product and capture the investment-management prof,, and that's very important. Of course, when they look at this, the breakeven size is a critical issue, and I think Gordon'sgoing to talk about this a little. BUt
the key point is how much money is needed to make money on your funds. Breakeven sizesprobably vary from as low as $15 millionup to $100 million or more per
fund. So you need to have a significantamount of money in your funds for a bank
to make money on them. A big part of the break-evanside depends on whether you
have existing fund-management capabilitiesinhouseand whether you can leverage
that into variable annuities.
Table 3 shows the variableannuity sales during the past few years. It's no surprise
that variableannuity sales have increasedover time, starting at about $3.6 billionin
1987 and rising to $24.5 billionthrough 1992. This was about a 50% increaseover
1991, and for the first six months of this year, total sales are $17 billion. On an
annualizedbasis, that's about a 40% increase over 1992. Again, the market is
continuingto move ahead quite rapidly. What we're talking about here in terms of
sales is total premiums: first year and renewal premiums. It includesthe fixed
account and qualified money, which accounts for more than half.
TABLE 3
Variable Annuity Sales Have Increased
Year
1987
1988
1989
1990
1991
1992
1993 first six
months

Variable Annuity Sales (Billions)

Estimated Market Share

$3.6
6.5
8.5
12.5
16.0
24.5
17.0

11%
14
17
23
31
44
N/A

Source:Tillinghast
VALUESurvey,American
Councilof UfeInsurance(ACU)
The estimated market-share figures(Chart 3) are difficult to obtain. These are
estimates and they may overstate the variable a littlebit in the later years, but I think
it's near 40%. The interestingthing is that variableannuity sales are not coming only
from insuranceagents. We did a survey for the first six months of 1992, and it
shows that stockbrokersand agency forces were both leading, in terms of total sales,
each with 36%. The stockbrokersare sellingmost of the nonqualifiedbusiness.
Agency forces would includequalifiedbusiness: tax-shelteredannuity (TSA), 401 (k),
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etc. We see financial planners at 17% and the banks and savings and loans at 6%
for six months of 1992. My guess is that's probably up in the 8-10% range right
now, and we see direct response at 4%. So banks and savings and loans are 810% and have significant potential.
CHART 3
Variable Products in the Financial Services Business
Variable Annuity Sales Are Not from Insurance Agents Only

Other (1%)

Stockbrokers(36%)

Direct Response (4%)
Sanks/S&Ls(6%)

FinancialPlanners(17%)
AgencyForces(36%)

Source:Tillinghast
survey,fistsixmonthsof 1992
Table 4 shows the history of variable life sales during the past six years. We see the
tremendous amount of sales in 1987 spurred by single-premiumvariablelife, but as
the tax law changed, that dropped down quite a bit. Annual premium sales have
muddled along. For 1989-91, it's somewhere under $1 billion,but starting in 1992,
they reallytook off, with about a 50% increaseto almost $1.4 billion. We see an
increaseon an annualizedbasis for the first six months of this year. It's not nearly
the successstory that we see in variable annuities,but individualcompanies in the
market have had significantincreases,and we do expect to see more companies
come on line. I think this market's going to keep moving up. The market share has
risen from 12% in 1992 to 14% in 1993.
Who's sellingvariable life? Right now it's primarily sold by agency forces. We would
say that career-agentdistributionhas led the way, and for several companies, variable
life accounts were more than 50% of the market share of their products. Variable life
is a major player at several companies, and I'd say that this is beingspurred by
emphasisfrom senior management. Severallargercompanies have effectively
decided that their agents are going to be sellingvariablelife, thereby reducing the
attractiveness of the universallife products. Seniormanagement is pushing that
along.
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Variable

TABLE 4
Life Sales Have Also Increased
Sales (Millions)

Year
1987
1988
1989
1990
1991
1992
1993 first
six months

Annual*
Premiums

Single
Premiums

$1,225
1,225
750
950
885
1,320

$2,600
525
100
100
15
30

730

20

Total
Premiums
$3,825
1,750
850
1,050
900
1,350
750

Estimated
Market Share
10%
8
7
7
8
12
14

* Includesdump-ins.
Source: TillinghastValueSurvey
The other point is that there is a lot of attention in the independent-agent,
personal
producing general agent (PPGA), and independent-broker-dealer markets right now.
As you know, agents can only be directly affiliated with one broker-dealer. There's a
race to sign up independent broker-dealers and independent agents, and many
independents may be driven to some of the large marketing firms, perhaps on a
regional basis. These firms will enter into relationships with multiple companies; that's
one possibility for the market. Overall, these two distribution channels account for
95% + of the variable life sales.
Right now variable life is not being sold tremendously by the stockbrokers or banks or
savings and loans. The banks and savings and loans are selling hardly any business.
Direct response is very small, and I guess there are two reasons for this. First, it's
not a big-ticket sale. Underwriting is involved. Typically, brokers and bank
employees are not comfortable discussing the health of their applicants. Second, the
insurance element reduces the investment return. On a pure investment basis,
variable life is not going to provide a better after-tax return than a variable annuity,
despite the advantages from the access to liquidity. There are other reasons for sales
in these particular markets, but so far the focus has been on these two reasons, and I
think that's why we have not seen the sales to date in the financial services market.
I want to switch gears a little bit right now and talk about variable annuity product
considerations. First, we've seen several, recent, variable annuity product enhancements, and Gordon's going to talk about some more of these. Probably one of the
most important is the enhanced, guaranteed minimum death benefit. The first type is
premiums growing with interest, typically ranging from 3% to 7% per year. The
other is the reset feature, in which a new floor is established every five to seven
years. The reset feature is probably more common overall, although many of the
new products have been adding premiums growing with interest. There seems to be
more interest there.
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Obviously, cost is a major issue for these particular products. We have done some
preliminarywork in this area, and we found that the cost does vary significantly
dependingon severalfactors. The first is productfeatures. Those productswith
premiumsgrowing with interest compounded at 5% and higherare goingto be much
more expensive. The reset feature is not quite as expensive and is more in line with
the 3% accumulation. Cost would also depend on whether you cap your benefrt (for
example,after 10-20 years or at two times premium). Another very important
component of the cost is the investment scenariosthat you run it under. If you look
at the cost in a marketplacein which we may be coming from an overvaluedstock
market (also, the bond market really doesn't have anywhere to go but down in terms
of the returns), the cost is going to be significantlyhigher than in a more normal type
of scenario, maybe by a factor of two to three times. The other considerationis the
issueage. We found that issue-age 70 roughly costs about 10 times as much as
issue-age45. You see a considerablerange in terms of the volatility. Another
important factor is how long the businessis goingto be around. If you have all your
businessgoing off the books after seven years, the cost may be somewhat less.
Cost is obviouslythe major issueand is what you need to look at. A new trend is to
have a separate load. Anchor National has come out with a justificationthat it needs
a highermortality and expense (M&E) charge because it offers a feature. One or two
other companieshave filed as well. That gets us over the 1.25% chargethat has
been, until recently, the stated maximum.
A few unique designs have emerged in the market, including no-load products from
Vanguard and the Fleet products. Also, Capital Holding has brought out an A-versusB unit, in which A is front-end loaded with a lower mortality and expense (M&E)
charge, and B is back-end loaded with a higher M&E charge, or vice versa. This is
paralleling a trend that we see in the mutual fund community, in which companies
have A, B, C, and D shares. We may see more parallels to the mutual fund industry
over time. Right now the sales of that product are relatively low, but that may be
something to look for in the future.
Investment programs are important. Many of the new products have dollar cost
averaging, in which monies are moved periodically out of the fixed account or money
market account into other funds, and asset allocation, in which on say a quarterly
basis you move back to a preset mix. Both of these investment programs are very
important to help investors overcome concerns when there is the inevitable market
correction. If a lot of consumers get into these particular programs, it'll reduce the
flight out at that particular time. There's also been some activity in the market-value
adjustment on a fixed option. It seems to be a desirable feature. It's one way to
protect the risk, but there are some regulatory issues. Only a limited number of states
allow it to be sold as an individual contract for a full monthly benefit amount (MBA),
and the SEC also has said a nonunitized separate account may have to be registered
under the 1940 Act.
I just want to briefly go through some of the considerations that we've seen when
selling a variable annuity in the national warehouse stock-brokerage community. You
need to offer a choice of compensation,
and that may even vary by producer and by
policy. You have a choice of all up front (a portion might be deferred as a trailer
commission) or all deferred (of course, this would not be applicable in New York
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state). Or you might offer a competitive product in which, to attract distributors'
attention, you offer an enhanced, guaranteed, minimum-death benefit. The next
considerations
would be a cumulative free-out provision (10% for each year) and a
higher maturity age so that there's less chance that it's going to annuitize. Other
considerations are to not impose any commission chargebacks and direct-premium tax
loads up-front (but rather, charge them on annuitization or surrender) and, finally, to
waive administrative charges at higher face amounts.
You probably can't afford to put all these into your product, but these are some of
the things that buyers like to see. It's also important to have access to some of the
top producers at regional or national meetings, and there may be a cost to get this.
The final consideration is that you need to pay appointment fees for the brokers who
are selling your product, and at $30-40 per agent this can be significant.
Finally, we turn to service issues. Agents like to see the fund balance on the
quarterly client statement, and they like to see instant policy issue and commissions
paid on a net basis. The key issue with these features is that there's going to be a
higher administrative
cost, and you need to reflect that in your pricing.
Regarding the future of variable annuities in the financial services marketplace, I'd say
that going forward, stockbrokers will continue to be major distributors of variable
annuities. If you look at stockbrokers' typical clients, a variable annu_y product is
going to be an ingredient in their portfolio. W_nth
a variable annuity sale at $30,000$40,000, many of their clients can afford it. In terms of stockbrokers, a variable
annuity offers a better after-tax return than a mutual fund. There's still a lot of
market out there. I was talking to one major fund family. They indicated that they're
on target to sell roughly $6 billion in mutual funds this year, and only $1 billion or so
is going into variable annuities. There is a lot of potential. Also, as we talked about,
banks offer a significant new market. Variable is a small portion right now. It's
roughly 10%, maybe a little bit higher, of a $12 billion market. So there's a lot of
potential there for annuitysales to move over from fixed to variable. An important
caveat, though, is that I do see consumersas beingmore risk averse, andthis could
be an issue when there is a market correctiondown the road.
In terms of variablelife, it's not clearwhether it is going to become an important seller
in these particularchannels. Unlesswe havesome new thinking, brokersare not
going to sell it unless it providesa better after-tax ratum. We have to overcome the
underwritingissues. I think that there is a market, though, becausethere are
individualsout there who do have needs for insurancegoing forward, and that's
something you need to pay attentionto.
In terms of the future role of variableproducts, it's going to be driven by several
factors. First is the low-interest-rate environment. Right now, variable looks very
favorable, but what happensif there is an increasein interest rates in the future? If
there is a 200- to 300-basis-pointincreasein interest rates during the next year or so,
two things are goingto happen. Fixed productsare goingto become much more
attractive, althoughperhaps at the expense of the client'sexisting portfolios. Also,
the stock and bend markets, in reaction to an increasein interest rates, will be driven
downward, and variableproductswill be impacted by that. So I think that is something that we definitely have to pay attentionto. Another thing that's going to help
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variable products is their lower target surplus requirement. It's a big issue for the
industry.
Senior management's
going to pay a lot of attention to that in the future.
And, finally, there is always the possibility for a tax law change on annuities. There
are no immediate prospects for that, but it is always a threat. I would say overall,
though, that variableproductsdefinitely have a strong role in the financialservices
business. They are going to be a major player in annuitiesthrough stockbrokers.
Banks must continueto grow, and there's potentialfor variable life in the future.
MR. GORDON C. BORONOW: Let me say first that there is a war out there: a war
between the mutual funds and a war between banks,insurancecompanies, and
stock-brokeragefirms. It's a war for the hearts and minds but, most importantly, the
wallets of the consumer. I'm going to start by showing what some banks have done
in the way of blurringthe lines. Mutual funds and stock-brokeragefirms and even
direct-marketing firms like CharlesSchwab are thinking along the same lines.
Now, the idea of blurringthe lines is not a new subject,and this is a quote from a
well-known industry person, Alan Blank, taken from the October 22, 1990 issue of
the National Underwriter. "Due to deregulation,industry observerspredict more
depository institutions will seek to become full servicefinancial centersand will
succumb to market pressuresand offer their customers access to mutual funds,
residential realestate sales and, more importantly,insuranceproducts....
Several
criticalfactors when designingproductsfor the financialcommunity..,
consumer
oriented, product quality, customer service and support." This is from three years
ago, and it couldn't be more relevant.
Let's take a look at some of the productsthat banks and other financialinstitutions
are offering. Proprietaryproductsare in banks and are in stock-brokeragefirms, etc.
We have to look beyond the borders of the traditional life insuranceindustry when we
talk about the blurringof lines. The blurringof linescuts across the whole range of
financial services; banks and stockbrokers and others are offering proprietary mutual
funds. These are some 6/30/93 statistics of retail bank mutual fund sales:
•
•
•
•
•

$88.3
$16.8
$14.5
$ 7.8
$49.2

BillionManaged by 94 Banks
Billionin Equities
Billionin Fixed Income
Billionin Munis
Billionin Money Market

You can see that they're heavily weighted to money market funds, which is not
surprising, given the nonsalesethos of banks. However, banks are a sleeping giant.
They're waking up, and we're going to see much more rapid growth in proprietary
bank mutual funds outside of the money market arena. According to the Investment
Company Institute, during the next five years, the sale of bank funds could increase
to between 35% and 50% of total mutual fund sales.
Another product offered among the financial-serviceproviders is a wrapped-fee
account. If you're not familiarwith wrapped-fee accounts, I urge you to reed up on
them. They are a growing factor. They're faidy new. The historianswill trace it
back to the 1970s, but the real surgein popularityis stillonly about three or four
years old. They have already surpassedvariable annuitiesin the volume of assets
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going into wrapped-fee accounts. The banks have offered proprietary wrapped-fee
accounts. Chase has a consultant program. Liberty Financial has its Counselorpreferred product, it's an excellent product for the bank and for its trust department
as a way of managing money, and it can be packaged nicely. It allows the banks to
compete with stock-brokerage firms, such as the Shearsen track program and Merrill
Lynch Consults, but even the smaller firms are now, through the use of technology,
able to offer a sophisticated wrapped-fee program.
Ufe insurance is also being offered through the banks. It has not been terribly
successful,but banks are working on ways to change that. Stockbrokersare not far
behind and might be somewhat ahead, particularlyin the financial-planningsegment
of the broker-dealernetworks. A very interestingdevelopmentjust this year has been
an American Generalprogram in which it is actually doing underwriting by usinga
saliva test. This greatlysimplifiedthe selection-of-risksprocess.
And, of course, variableannuitiesare a major battlefield amongbanks, mutual funds,
insurancecompanies, and stock-brokeragefirms. We've alreadyheard from John
about the growth of variableannuities. What's happeningnow is that banks no
longer want to just sell the productand eam a commission. They want to be part of
the manufacturing process and earn ongoing fees. Remember, the battle here is for
the client's capital. They don't want to give up their customer to the insurance
company or to the mutual fund. They're trying to build products to retain the
customer, and so banks have been developing proprietaryvariable annuity products.
Fourthat have just come out this year are Great Westem's Sierra-AmericanGeneral;
First American's with Security Benef?tUfe; SignetwIth Holden Group; and our own
product, the Fleet Galaxy product. We expect that there will be significantadditional
activity in this area in the next year-and-a-halfto two years.
John mentioned that one of the hurdlesto overcome is the volume of assets that you
have to get into a fund to offer variable annuities. I have a hypotheticalexample of
how much money you need to generateto sustain a fund. Assuming that you can
charge a full 1.25% as total expenses charged to the fund, with an advisory fee of
about 75 basis points and other expenses of 50 basis points, you would need about
$37 million in the fund, and that's if you're running quite a lean shop. You typically
can't offer a product with a single fund. You must have a variety of funds. For
example, four funds would mean that you'd need to produce $150 million of assets
to cover your expenses. If you're looking just to break even, you can do it at a much
lower level, but not many executives are willing to go into business just to spin their
wheels. The other trend that's occurring is that the marketplace gets more sophisticated each year, and it's really questionable how long you'd be able to stay competitive with fund expenses totaling 1.25%.
Finally, I have a quote that might seem frightening if you're engaged in war. It's
about bankassurance, which is what Europeans call this combination of banks and
insurance. "Bankassurance has resulted..,
in price squeezing and marketplace
crowding ....
Banks are pursuing a low-cost, price-competition strategy ....
They
have been able to realize an 80% reduction in commission rates because agents are
selling seven times as much business." This refers to the experience in Europe,
particularly in France and the U.K. You may be aware that American Skandia has
launched a proprietary variable annuity with Fleet Bank in the Northeast, and Fleet is
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pursuing this strategy of driving down the acquisition costs and building for volume.
Other banks will follow that in the future. They don't need to spend the high
commission to go out and find the customers. They've already got the customers.
They need to be able to deliver product and make a profit.
I have a few other prepared remarks that are not specifically on the subject of blurring
of lines, but are more on the subject of how to compete and how to adjust to
prepare for this new world order, if you will. I'd like to step out of this day-to-day
world of funds and products and performance and look at the culture behindthe
world that we work in. I'd liketo look specificallyat one aspectof the culture that
we use that affects our strategy to compete in the financialservicesmarket. Perhaps
this aside will spark an idea that you can take with you.
The topic is one of innovation. Part of our core corporate businessstrategy is to
capture market share. Skandiais a Swedish company that has operatingcompanies,
such as AmericanSkandia, in eight countriesaround the world. We know from our
experience that for a foreign-ownedcompany to enter into a market, innovation is a
much better strategy with which to win a significant market share. Innovation will
breed a grudgingrespect from your competitors, and it expands the market opportunity for everyone. In fact, in Japan, where we're currentlyengagedin obtaining a
license, the only way that we would be ableto win a licenseis through an innovative
approach or product. In the UoS.,we chose to introduce multimanagervariable
annuities in 1988 and to follow that up with regular innovations.
But what exactly is innovation? Accordingto Peter Drucker, "Innovationis the
specific tool of entrepreneurs, the means by which they exploit change as an opportunity for a different business or a different service."
This is just an example of some of the ways that we've focused on trying to bring an
innovationout each year.
Innovations at American Skandia:
•
•
•
•
•
•
•
•
•
•

Multimanager variable annuit]'es,1988
Market-value-adjustedfixed annuities,1989
Best-rate guarantee, 1989
Use of insulatedseparate accounts, 1990
Exchangecredit program, 1990
Breakpoint pricing, 1990
Adjustable immediate annuity, 1990
5% compound-growth death benefit, 1992
Market-timingprogram, 1992
Consultingfee/investor's edge, 1993

I'd like to emphasizethat innovationis not just an idea. It's the act of implementing
the idea. An example would be that CharlesBabbagehad the idea of a calcula_ng
machine, but the computer had to wait another80 years before the idea became an
innovation. Most innovations,particularlythe most successfulones, do not involve a
flash of brilliancebased on a new invention. Instead, innovation is often just recognition that existing things or existing ideas can be rearrangedto a better solution.
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Some examples of that are, drawing from the world of sports, the designated hitter,
the three-point shot in basketball, and the instant-replay camera in football. You may
or may not like some of these innovations. How did these innovations come to be?
Did Pete RozeUejust wake up one day and decide to introduce an instant-replay
official? No, of course not. Innovation is motivated by some need. So what I want
to do is look at some of the ways that innovation can be inspired. The need in front
of us is to compete in this battle for the customer's wallet.
Drucker identifiesseven sourcesof innovation,seven ways to motivate the energy
requiredto make an innovationout of an idea. Let's look at these and see if anything
relates to our session. The first innovation, a very likelysource of a successful
innovation, is the analysisof the unexpected result. This can be an unexpected
success or an unexpected failure. What was behind the success or the failure?
What was the reason? How does that create an opportunity? What are some of the
successesor failures in our business? Do you know what they ere? You have to
look at them and analyze them to find the reasonbehind them and then see if
innovationresults.
One example comes from the auto industry. In the 1950s, Ford introduced the Edsel,
which was one of the all-time failuresin the history of motor cars. Ford analyzed the
unexpected failure of the Edsel, and it learned something that led to the very successful development of the Thunderbird and the Mustang. So, if you have a failure or you
recognize a failure in the industry, learn something from it and, as they say, turn a
lemon into lemonade. At Skandia, we've analyzed the failure of the variable annuity
to fulfill its initialmission, which is to be a_ inflation-beatingincome product. Why are
so few contracts annuitizedon avadable basis? As we analyzed that, we came up
with what we think are some important lessons,and we have a product in development for introductionin 1994 based on that analysis.
Another source of innovationis to analyze incongruitiesaround us. Druckergives an
example of cargo ships in which companiesfocused on trying to make the ship travel
and operate more quickly and more economically. They got very good at it, but
losses still increasedbecausethe ports became congested. Ships were lying idle and
pilferage increased. Finally,somebody had the innovationthat led to the container
cargo ship with roll-offand roll-oncargo containers. There was a tremendous
increase in productivity. One of the incongruities in our business is one-year interest
rates with seven-year surrendercharges. This can lead (I'm sure it doesn't in your
company) to bait-and-switch-type renewal rates. These customers are locked in;
they need a roll-on/roll-offannuity. In 1990, we introduced an exchange credit
program to help the customer rollon and roll off, which resulted in a tremendous
increase in customer satisfaction.
The third source of innovationis really the most common, and that is necessity. We
all know that necessity is the mother of invention,and numerousexamples of
necessity-driven innovationsexist. Many of you are now faced with a necessity
that's driven by risk-basedcap'_alratios, and that's drivingmany new companiesto
compete in the variableproductsarena.
The fourth source that Druckeridentifies is a change in market structure. This is a
very dangeroussource of innovation,because it's so easy to ovedook. Look at the
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way that MCI and Sprint have been able to take advantage of the change in the longdistance telephone market structure. In our business, a change taking place before
our eyes is the shift to fee-based products. Banks, mutual funds, broker-dealers, and
insurance companies now all offer no-load products for fee-based consumers.
The fifth source is demographics, and this is a very fertile field for innovation. Drucker
cites Club Med as an innovation that was driven by demographics. American Skandia
exists because of demographics. Our mission, our raison d'etre, is to ride the age
wave for the next 30 years as people increase their savings and look forward to
retirement. However, we just recently completed an exercise within Skandia woddwide in which we looked at the needs and value systems of the next genera'don,
which sometimes is referred to as Generation X. These people were born after 1968,
and we found some very interesting shifts taking place in the demographics of the
generation following the baby boomers. There are some clear demographic differ*
ences in our business that differentiate and segment the market, and you can see
them in services such as automated teller machines, Prodigy, CompuServe, etc.
Another interesting source is a change in fashion or perception. The Edsel led to a
change in fashion. Prior to the Edsel, the auto market was segmented based on
income. Chevy drivers had lower incomes, Buick drivers had middle incomes; and
Cadillac drivers had higher incomes. That shifted from income-based to lifestyle-based
segmentation, which still exists today. In our business, the variable products are now
gaining favor because of a shift in fashion. Is this a fad that will fade away at the
first bear market? What other innovations are going to come out of this fashion? I
don't believe it will fade. Obviously, our whole company is geared to variable products. However, that is the underlying risk that we face.
Finally, the source of innovation that comes to mind when you think of innovation is
the brilliant idea that's based on new knowledge, which, of course, happens much
less frequently than you would think. In the securities business, wrapped-fee programs and asset-allocation programs are new knowledge innovations. The Chades
Schwab One-Source program on the mutual fund side is an example of a new idea.
Maybe it's not that new, but it's innovation. It's packaging the technology with the
concept and introducing the idea, and schwab is going to extend that idea from
mutual funds to variable annuities. You'll soon see advertisements for the OneSource vadable annuity on your television screen.
I have some practical ideas about going beyond the idea of an innovation to the
practice of innovation. Are there any rules or guidelines to follow? There are.
They're not very profound. They're basically just common sense. And, fortunately
for this talk, Drucker has already laid them out. The first rule is to analyze the
opportunities. You've got to work at this. Have meetings with your staff on a
regular basis and specifically go through the forces that I mentioned earlier that drive
the innovation. Look at your competitors, whether it's another bank, Chades
Schwab, or Shearson. Even look at what other life companies are doing. Get out
and talk to your customers and talk to your front-line employees. For our most recent
product, which is coming on the market later this year, a small team went and visited
the broker dealers. They sat down with brokers in their offices and listened to the
way the products were being sold. How do they developthe story? Get out there
and find out what the customer is thinking.
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Obviously, you need to keep the innovation simple. Keep it focused.
Keep it
obvious. The best innovations are so obvious they achieve instant receptivity. The
three-point shot in basketball is my favorite example. Sometimes something clicks,
and you say, "Why didn't I think of that before?" You know right away you're onto
what's very likely to be a successful innovation.
Be sure to start on a small scale. Everything you do has a learning curve. If you
start small, you can learn the lessons and make changes quickly, and you don't
waste very much. If you start on a grandiose scale, you'll have great difficulty trying
to make later modifications, and a competitor will steal the benefits of your innovation. This spring we introduced a program for our brokers called Investor's Edge. It
was a faidy small innovation, but even before we introduced the Investor's Edge, we
already knew where we were taking it. We wanted to get out there, get on the
learning curve, and get some feedback on pieces that were missingbefore we
invested heavily in concrete to pour around our feet.
Drucker's last rule is to aim for leadership. If you don't aim for leadership,your
innovation simply becomes a vehicle for somebody else aiming for leadership, And so
our goal is to become leadersin packaginginvestment productsfor long-timeinvestors. There are also some rules for what not to do. Don't try to be too clever. As
we've said eadier, keeping it simple is the orderof the day. I could go into some of
our failures,and we've had a few, but basicallyyou can trace them back to trying to
be too clever or not keeping it simple. Don't splinteryour developmenteffort.
Innovationinvolves changingsomething, and change requiresa lot of energy. If you
diffuse your energy by developing an innovation in too many directions, you'll surely
fail.
A final rule is to not innovate for the future. Innovate for the present. I'm not
advocating short-term thinking. Innovation is focused on solving a present need, not
a need in the year 2003. Long-term needs spur research, not innovation. Innovation
takes existing technologies and solves existing needs.
Finally, I'd like to mention some enemies of innovation. The most important enemy
of innovation is regulation and laws. You can't regulate innovation into existence, but
you can sure regulate it out of existence.
Our business is one of the worst industries
in which to innovate because of the layers of regulation. As an example, our newest
product will introduce a new feature that has never appeared in an annuity before,
and we had to find our way through a thicket of laws and regulations involving the
IRS, the SEC, and the various state insurance departments to get the product
approved for sale. Anything new is viewed with suspicion by a regulator at the state
or federal level, and I'm not knocking regulators. They should look at changes with
suspicion, because if they don't, there are likely to be some problems. The good
news is that things are so difficult for creatinginnovationthat it leaves many opportunities stillavailablefor innovationas a strategy.
The second enemy of innovation is self-inflicted,and that is company policies.
Policiesexistto stamp out innovation;there are layersof approvaland 15 ways to
say no to innovation. Perhapsyou have experiencedthe NIH syndrome, which
stands for "not invented here." This is an unwritten corporate policy in some places,
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and it's an enemy of innovation.
good idea.

I'm proud to say that we're not too proud to copy a

Now, Drucker lists taxes as an enemy of innovation, and what he's getting at is that
the tax structure locks capital into old industries that are really not going anywhere as
opposed to freeing it up for newer, up-and-coming companies. However, taxes in our
business are often a source of innovation as well as an obstacle.
The last enemy of innovation is success. It's simply human nature not to rock the
boat if it's sailing along smoothly, but that's just what is needed, a mover and a
shaker when we think we have reached success. Success will lull you to sleep, then
the hard work of innovation stops and somebody else takes the leadership.
Well, I've tried to share some of our learning from an innovation-based strategy at
American Skandia. We've pursued this strategy from the very beginning, which is
only four years now, and I can tell you it's been a very fruitful strategy. It can be
pursued according to a pattern. Look at the seven sources of innovation, follow the
do's and don'ts, and especially fight off the enemies of innovation, particularly those
that are self-imposod. At the end of the day, you'll find that your work becomes
significantly more enjoyable and rewarding.
FROM THE FLOOR: To what extent have you discussed the idea that tax deferral
may be bad on two theories? First, the tax rate will be higher in the future, and
second, if you're a good guy and provide for your retirement, you're not going to get
your Social Security, The last tax changes made that clear for people in a certain
bracket in which 85% is now taxed. Tsongas and Rudman are saying the way out
of this is to means-test Social Security. So the die is cast. Everybody's thinking
means-test. Being a good guy, you buy a variable annuity, take it when you retire,
you get a higher tax, and you lose your Social Security. Now to what extent is that
an issue?
MR. BORONOW: I don't know what the alternativesare. One of our people said
poverty is the alternative. My job involvesmotivatingemployees. We exist as a
company to help peoplesolve their needs in the future, and it's a very positive force
to think that you are helpingpeople set money asidein a tax-deferred way to provide
for their future. It reinforcestraditional values of thrift and self-reliance. So it's really
foreign to our thinking that you're underminingsome personalgain by saving for the
future because the government's going to take away promised benefits. Whatever
the government's goingto do, it is goingto do it whether you save or not, and so we
offer that vehicle andtry to reinforcetraditionalvalues.
One other enemy of tax deferral is the unfairadvantage that mutual fund companies
now have over variableannuities. They have such a huge tax advantage that I'm
surprisedCongress doesn't shut them down. The advantage is that the capital gains
tax is now below the ordinary income tax rate. All of the gains insidea variable
annuity, when they are distributed, are taxed at the ordinary income tax rate. That
creates an opportunity for someone who's lookingfor long-term capital gains to
actually outperform the variableannuity by investing in a high-growth investment and
having it taxed at a lower ultimate rate. That's theoreticallycorrect, but I think in the
practical, real world it never works out that way.
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MR. WlNTERFIELD: Paul, another important matter in dealing with your question is
that many different groups are buying the annuities. Your question certainly is very
pertinent for the upscale buyer with a $250,O00-a-year income; there the specter of
higher taxes could be very real. Jerry Corsi also talked about the smaller bank buyers
with the less-than-$20,O00
purchases.
They would be less vulnerable to the
increases in tax rates. That's a good question.
How will insurance companies be able to make money offering variable annuities,
fixed annuities, and other products through altemative distribution channels? Certainly
there has been a lot of pressure regarding commission rates. Gordon discussed the
nice possibility with the Reet group to, in fact, drive commissions down, but certainly
there have been many upward pressures on rates. Along the same lines, many
actuaries found that it was very disheartening to read about lapse rates after surrender-charge periods for single-premium deferred-annuity contracts. In that particular
study, we saw that lapse rates increased a lot when surrender charges were up for
career agents, and they increased by much more in the cases of banks and stockbrokers. Are there any comments on profitability and dealing with the post-surrendercharge risk?
MR. CORSI: Let me take a first stab at that. I think you'll see that the persistency
rates are probably lower among stockbrokers than among banks. At least in our
experience, the stockbrokers have been known to call and tell people their annuities
have matured. Major commercial banks entering the arena are more interested in
thinking about partnership and long-term results. By comparison, the thrifts that were
dominating the market through 1990 were desperate for fee income, and commission
pressure was intense. I think the next wave of products that will be looked at among
major commercial banks will be a combination of variable annuities, in which the bank
is interested in managing some or all of the assets, and even fixed-annuity structures,
in which the bank is interested in reinsurance and other longer-term remuneration,
which might tie the bank into persistency rewards.
MR. BORONOW: It's a trend in the industry to move away from the front-end-loaded
commission structure to more of a level commission structure that encourages the
seller to make its profits at the same time we make our profits, and that trend will
continue. It may go faster or it may go slower than we think it will. BUt at the end
of the surrender-charge period, you've got the sleeping dogs and you've got the rest
of your business, and the only profitable portion of your business is the "sleeping
dogs." Everything else is, at best, a wash. So we're spending a lot of money to
acquire a lot of business, and we hope that 30-40% of that business represents the
sleeping-dog population. But I think the real long-term key is to tie in the seller, that
alternative channel. Tie the seller's profitability to the profitability of the block of
business itself.
MR. WINTERFIELD:
One other technique is to look at having some bonus features
for the policyholders
after the surrender-charge
period is up: in the case of fixed
contracts, perhaps somewhat higher interest rates; in the case of variable products,
some reduction in the M&E charge (for example, the 1.25% charge that was alluded
to earlier).
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