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priorities; and external factors (e.g., inflation, stock market
performance, competitors products). The Persistency Sector
models the "guality" of sales and the factors which cause cus-
tomers to cease paying policy premiums. - Many of the factors
which determine sales also affect pepsistehcy: €.g., saies force
experience, service adeguacy, managerial concerns, and external

conditions.

There are two aspects to the Accounting Sector. One part
represents the entry of newly-sold policies onto the company's
books, and their subsequeﬁt aging, persistency, and payment of
benefits. This is done in';onsideréble detail, to give reliable
financial results from model simulations; it is central to the
calculation of variable annuity revenues and cash flows. The
other part of the Accouﬁting Sector assembles various revenues

and costs, and produces income statements and balance sheets.

The Management "Control sector describes the allocation of
managerial attention and influence in response to various dimen-
sions of performance, e.g., sales, profits, costs, and persisten-
cy. This sector represents the existent management control
system, and is easily modified to. test alternative structures.
It is guite conceptually rich, showing how changing managerial

priorities react to, and feedback to affect, group performance.

The Division's marketing organization was broken down into
two components. The Career Force Sector models the recruiting,
training, experience level, time allocation, and attrition of

salesman who work exlusively for the Division. The Brokerage
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Sector parallels the Career Force Sector, but represents inde-

pendent insurance brokers who sell several companys' products.

The 1975 Model was used both to diagnose the causes of
existent problems and to reveal fundamental "truths" about the
variable annuity business. In particular, much time was devoted
to explaining the inter-relationships between sales growth and
profitability. Opportunities for performance improvement were
examined in such areas as:

1. Adeguacy of service and systems;

2. Managerial priorities in controlling the various
(somewhat conflicting) dimensions of group perform-
ance;

3. Mix of sales between career agents and brokers;

4, Control of persistency;

5. Sales growth targets; and

6. Recruitment and allocation of personnel.

During this ptdject, we worked with a small Task Force that
was led by the Vice President in charge of the variable annuities
group. The Vice President proved to be an extraordinarily astute
and motivated client. He maintained a very high level of person-~
al involvement, immersing himself in the project down to the
smallest technical details. Moreover, he was by nature a strate-
gic thinker. He was prepared to challenge "conventional wisdom"

and to champion new ideas.

Several members of the Task Force took the time to scruti-
nize the equations and simulation results. They wanted to satis-

fy themselves that the model was reasonable on a detailed level
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and to understand "where the simulation results come from". Of
great importance, though perhaps surprising, the Vice President

and his comptroller were part of this group.

We devoted a considerable amount of effort to improviné the

historical accuracy of this model. Simulated values for a large

simulated

number of variables were explicitly compared with historical data \‘ FIRST-YEAR
- LAPSE RATE

over the period 1970-1974. The historical accuracy of the 1975

octual

Model is illustrated by the two examples in Exhibit 4. The model

generally produced results within 10% of historical values; in

some areas, the accuracy was consistently within 5%. We achieved

a consensus that the base simulation was historically valid, and \

the best existing estimate of what the future held in store.
i . octual

The general conceptual framework provided by the model, the o ,——___!_._. SALES

initial analysis results, and our best forecast for 1975 through - =

) = simuloted

1980 became inputs to management's determination of near-term

growth targets. The major company decision was -to slow down

growth in variable annuity sales in order to improve profitabil-

. 1 ‘ 197 1 1975
ity. The guestion then became: what is the best set of policies e 1972 873 74

for achieving this goal?

The model's credibility was significantly enhanced when,

late 1n-1975, it became evident that model-generated forecasts of ‘ EXHIBIT 4

sales, persistency, and profits were much more accurate than HlSTOR|CAL ACCURACY OF THE ]975 MODEL

estimates produced by "conventional methods". Especially in the

eyes of managers who had not participated in model development,

this was a critical test.

305 : E : 306



At that point, the model waé expanded in several sectors
where more detailed answers to the strategy implementation ques-
tion were reguired. Policies in the areas of product mix, pri-
cing, salesforce coﬁpensation, salesforce size, customer service
expenditures, and persistency control were analyzed with the
model. The results of tﬁese analyses significantly influenced
key managers' perceptions of the issues, and shaped the policy
decisions which ultimately were made} We considervthis project a

success.
B. The 1980 Model

Four and a half years later, we undertpok another project
for the same organization. We were invited back because of the
perceived success of the 1975 Model. As we were discussing the
new assignment, I was told: "The model was even more correct

than we were willing to accépt at the time".

This project focussed on marketing strategy for the entire

Life Insurance Division.[12] It was the culmination of a process

of strategy development and evaluation which had been underway

throughout 1979 and reached a significant plateau with a draft

strategy paper in January 1980. In general terms, the objective

éf this project was to clarify, test, and refine the 1/80 stra-
tegy. To be somewhat more specific, the goals were:

1. To more precisely define the elements of the 1/80

’ strategy, e.g., growth targets for both career agents

and brokers; the number of people involved in each

proposed distribution system change; the cost and
productivity impacts expected from each change; the
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intended allocation of selling effort among products:
the timing of distribution system and product chan-
ges.

2. To develop and test a set of explicit assumptions
about the functioning of the Life Insurance Division
as a business "system", e.g., the impacts of infla-
tion on costs .and on sales productivity; the sensi- .
tivity of field personnel (in terms of recruitment,
retention, and time allocation) to compensation,
product competitiveness, and their own morale; the
.effect -of distribuiton system growth. and turnover on
"sales productivity.

3. To develop and test various assumptions about the
external environment, e.g., the competitive position
of each major divisional product in each market where
it might be sold (in terms of price, service, and
features); future economic trends (inflation rates
and business cycles); the maximum profit margin
sustainable on each major product (given competitive
and economic  conditions); the future salability of
permanent life insurance.

4. To project the specific impacts of the 1/80 strategy,
" and many other prospective changes, on divisional
financial performance (profits, sales, and costs) and
on the "health" of the marketing field organization
(as ‘indicated by compensation per person, morale, and
turnover) .
5, fTo refine the 1/80 strategy wherever possible, taking
into account the risks posed by adverse conditions,
e.g., lower than expected inflation; declining pro-
fitability and/or salability of permanent life insu-
rance.
6. To forge a consensus among senior divisional managers
about the marketing strategy and its implementation.
To all those involved in the project, the last objective was
paramount., The organization and conduct of the project were
carefully designed to bring people with different points of view

toward consensus.

Exhibit 5 presents an overview of the 1980 Model. Its

structure reflects the purposes enumerated above. Unlike the

a
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PERSISTENCY

~ INFLATION

1975 Model which focused on one product group, this model repre-
sents the full range of divisional products (aggregated into six
groups). Similar to the 1975 Model, it includes the Life Insu-
rance Division's marketing organization, In the 1980 Model,
accounting is for the entire division. The important external
ini)uts describe pe‘rformance targets for the division (e.g.,
sales, costs), inflation, persistepcy, and the competitiveness of

each product. This model has approximately 1000 variables.

The principal sectors of the 1980 Model are indicated in
Exhibit 6. The Marketing Sector determines the size and composi-
tion of the division's sales organization in response to recruit-
ing and assignment policies, and the turnover of personnel. Four

alternative distribution channels are explicitly modeled: the

career agent force, life insurance brokers, casualty insurance

brokers, and direct éelling from the home office. For each -
distribution channel, the model represents the number of "produ-
cers”, their experience, and the amount of staff support and
supervision they rgceive. Salesforce time allocation and attri-
tion depend on such factors as commission levels, product compe-

titiveness, support and supervision, and morale.

The Sales Sector determines sales for each of six product
groups in three different markets. Sales are calculated for each
combination of product, market, and distribution channel, as a
function of producer time allocation and productivity. The
productivity of time allocated to a product depends on produét

competitiveness, price, inflation, and salesforce experience.  As
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noted above, the first three of these causal factors are external

- inputs to the model. However, their impacts are guite complex

and differentiated by distribution channel, product, and market.

The Accounting Sector computes revenue and costs by producivv
group, to yield operating earnings. Two sources of revenues are
considered -~ investment income and policy premiums. The latter
is calculated from the cumulation of new business sold, decreased
by lapses and maturities. A very detailed breakdown of éxpenses
occurs in the 1980 Model. Many categories of head office and
field costs are calculate@, based on fixed and variable compo-
nents. This degree of financial detail wés necessary for several
reasons:

1. To eiamine how shifts in product, market, Snd/or
distribution channel emphasis would affect divisional
profits;

2. To determine the existence of "economies of scale";

3. To accurately portray the timing of investments and
returns under various scenarios; and

4. To analyze the overall effect of inflation on divi-
sional profits.

The 1980 Model was used to structure an important debate
about' assumptions and strategy alternatives. It forced people to
be very explicit. The need to specify, initially to flow dia-
grams and later in mathematical equations, a theory of how the
division functions and how its financial. performance is deter-
mined caused managers to spell out, argue about, and ultimately

agree upon dozens of critical assumptions and hypotheses. A-
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chieving a consensus about assumptions was a major step toward a

consensus regarding a marketing strategy.

Moreover, the model facilitated the testing of a wide range
of strategy alternatives and economic/competitive scenarios.
Approximately five hundred tests of this kind were performed with
the 1980 Model to evaluate possible elements of a marketing
strategy (singly and in many combinations). Among the areas
examined were:

1. Mix of sales among alternative distribution channels;
2. Recrﬁitment and allocation of personnel;

3. Emphasis of various combinations of products and
markets;

4, Establishment of new distribution channels;
5. Sales growth targets;
6. Alternative budgetary constraints;

7. Methods for establishing future manpower require-
ments;

8. Actions to increase productivity; and

9. Risks posed by adverse conditions.

This project was organized to engage many senior managers in
the procesé of defining aséumptions, designing a model, evalua-
ting the model, specifying tests to be performed, interpreting
the results, and formulatihg a recommended marketing strategy.
The emphasis was on detailed strategy design and strategy imple-
mentation planning. We worked with a larger and more diverse
Task Force than in the earlier project. It was chaired by the

Vice President in charge of marketing -~ an outstandingly suc-
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cessful life insurance salesman and sales manager; a very dynam~
ic, action-oriented person. The other twelve members of the Task
Force included five additional Vice Presidents from the home
office (one of whom was our client for the 1975 Model, by then in
a more senior position) and two regional marketing Vice Presi-
dents; the remaining members were planning managers. Overall,
this was not a group of abstract thinkers. They were deeply
interested in the details of products, markets, and distribut@on

channels.

As the project progre;sed, several Task Force meetings were
devoted to a very detailed review of the model's structure and
the assumptions which went into it. Many significant additions
and refinements came from those meetings. In particular, much
effort was invested in reviewing and refining the model's fin-
ancial structure. This was necessary to ensure that comparisons
of projected financial performance from one experiment to'the

next were valid.

The historical accuracy of the 1980 Model is illustrated in
Exhibit 7. For the variables shown and most other model varia-
bles, simulated values for the period 1970-1980 were within 5-10%
of actual historical data. This was an important check on the
model. It meant that model relationships, which seemed reason-
able individually, collectively produced performance which was
consistent with actual history. It indicated that no important

relationship existént over the historical period was omitted.
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HISTORICAL ACCURACY OF THE 1980 MODEL
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This gave the Task Force confidence that the model was useful for

projecting.divisional performance into the future.

B detailed list of conclusions and recommendations resulted
from this project. Mest werée incorporated in a Life Insurance
Division marketing strategy document which was issued at the end
of 1980. The final product was greatly superior to the 1/80
draft in terms of its specificity, actionability, 6rganizational

commitment, and projécted petformance. In the interim, as a

direét result of the project, seniot managements' thinking on
several key Strategic issues had been reversed. Once again, we

consider this project a success.
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The preceding chapter described the "right tool"

different jobs.

V. CONCLUSIONS

for two

Because the two models were developed for the

same organization, with many of the same people involved (both as

client

reasonably controlled.

representatives and model builders),

the comparison is

The following table summarizes the key

differences between the two projects:

A. The Situation

1. Problem Focus

2. Issues

3. Client
Attitudes

4. who Else
Had to
be Sold

5. Avenues of
Imple-
mentation

6. What's at
Stake

1975 Model

overall growth strategy
strategy

problem diagnosis;
fundamental "truths"

strategic thinking;
analysis-~oriented

corporate manage-
ment

sales targets; per-
sonnel actions, bud-
gets; system develop-
ment; mgt. controls

urgent problem; very
large financial risks
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1980 Model

marketing

strategy

refinement
and imple=-
mentation

action-
oriented;
concern re.
details

corporate
manage-

‘ment

sales tar-

gets; per-

sonnel

actions; on
budgets

clients were analytically-oriented strategic thinkers;

urgent
problem;
very large
financial
risks

The .Model

1. Model Struc-

ture

2, Size

3. Type of
Detail

4, Model Evalu-
ation

5. Data
Collection

6.  Model Use

7. Principal
Outputs

8. Significant
Simulations

These differences are instructive.

a fundamental question of system behavior;

an existent strategy;

one product; rich
internal dynamics

600 variables

breadth re. determin-
ants of sales and
profits

detailed review;
historical accu-
racy; correct
forecasts

interviews; some
numerical data

diagnosis; policy eval-
uation; forecasting

detailed diagnostics

100

many pro-
ducts, mar-
ket, and
distribution
channels;
more exogen-
ous inputs

1000
variables

depth re.
marketing

detailed
review;
historical
accuracy

interviews;
large
amount of
numerical
data

policy
evaluation;
risk
analysis

financial
summaries

500

The 1975 Model focused

the principal

strategy

implementation involved changes to all important subsystems. The
1980 Model was created to guide refinement and implementation of

the client's mindset was quite different;

because the subject was "marketing strategy", not overall busi-
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ness strategy, implementation involved a more restricted set of
variables (i.e., those over which marketing managers had con-

trol).

Little wonder that the resulting models reflected those

major differences. The 1975 Model had rich internal dynamics, .

encompassing all subsystems which significantly affected sales
and profits; it was used for detailed problem diagnosis and,
because of its robustness, forecasfing. Ther 1980 Model was
narrower (it focused on marketing variables), but far more disag-
gregated; many factors which had been endogenous to the 1975

Model were external inputs in this case; because of its disag-

gregation, much more numerical data'gathering was required for

the 1980 Model; a very large number of policy tests were. per-

formed; because there were many exogenous inputs, forecasting was
less meaningful than "risk analysis" with respect to variation in

the external scenarios.

The different tradeoffs between breadth and depth p;oducéd

models of roughly comparable size. The two models achieved about

the same degree of historical accuracy, but under different
circumstances and, hence, with different implications. With its
richer endogenous -dynamics), Ehe 1975 Model was more self-con-
tained and more valid for forecasting. The 1980 Model produced
highly reliable indications of the relative financial performance

of policy variants.

The two exampies show that successful models are persuasive,

not simply to modeling technicians, but to high-level decision
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makers. - These executives repeatedly ask themselves: Is this
model worth the costs? 1Is it believable?‘ Does it tell me impor-
tant things I don't already know? Does it give me answers I can
Qse? Is it an effective weapon for gettiné what I need to be
successful? The two case examples demonstrate how technically
different products can be entirely adequate for their respective

situations. They illustrate why I conpiuded - that successful

modeling' results from applying situation-dependent criteria of

model adequacy.
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