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Section LO 1

Introduction To Life Insurance

Objectives . . .

We will define what exactly Life insurance is (and what it is not) and
how it helps those who own it. Later we will delve into the “need” for
life insurance and why people buy. The information will help you
provide a valuable service to your customers, as well as deepen your
knowledge and appreciation of the benefits of Life Insurance.

Defining Life Insurance

1. What is Life Insurance?

In simple terms, Life Insurance is a way to spread the impact of a
financial loss to many people, so the cost to the individual is small.

There are a couple of different ways of looking at this:

A. Assessment
Assessment requires a contribution from each family, individual
or group covered by the plan. You could call this “passing the
hat” when a family suffers a loss. In the method of assessment,
as the group or number of families gets smaller, the amount
each participating group must contribute gets substantially
larger. The younger members of the insured group will pay
substantially more into the assessment than older ones, and the

possibility of a catastrophe that kills many individuals in the



group would result in a major hardship for the surviving

members of the group.

B. Prepayment
A better method is known as Prepayment. This is the more
familiar structure of insurance. The prepayment is also known as
the premium, which 'buys’ a set amount of insurance over a
period of time (we’ll cover premiums more thoroughly in later

units).

This method requires each member to pay a predetermined
amount to the fund. This amount the individual or individual
family pays is based upon many factors, which will also be
covered in detail later. These payments are made according to a
fixed time basis. This prepayment method isn’t dependent on the
size of the group or number of families involved. The insured
group, or family is fully aware of how much money they will
receive upon the death of an insured member. Simply, the
uncertainty of how a loss will affect the surviving members of a

family has been removed.

2. Life Insurance Concepts
The following is a list of important ideas that illustrate how Life

Insurance actually works. Also, there are several defined terms that

are important to your understanding of Life insurance.

A. How Does Life Insurance Work?
The first important idea behind Life insurance is the prediction of

how many people, among a much larger group of people, will die



every year. While it’'s impossible to exactly predict when a
person will die, it's possible to determine how many people will
die per year. The result is each family, or participating member,
may be accountable for their own insurance needs, because each
would now pay a specific amount into an insurance fund. These
funds are predetermined and paid to an insurance company. The
monetary payout upon the death of the insured party is also
predetermined and based on the amount the insured party pays
into the fund. This exchange of money for coverage makes the
costs of insurance known to the individual and the insurance

company.

B. The Insurance Company
When we discuss the fund into which payments are made for
coverage, we are talking about an insurance company. Insurance
companies collect the prepayments for insurance and then pay

out benefits upon the death of an insured party.

An insurance company exists to:

Sell Life Insurance to those who wish to buy it

Collect the fixed, prepaid amounts due for the insurance

Effectively handle the administrative parts of the
insurance to include the interests of good business

practices

Pay out the death benefit money to the surviving

members of a family that has suffered a loss



Generally, the provider of this insurance is called the insurance
company, or insurer. The person who is covered by this
insurance is known as the insured. The person who actually
buys the insurance from the insurance company is known as the

policyowner.

3. The Contractual Nature of Life Insurance

Life Insurance is a contract. A contract is defined as a legal
agreement between 2 or more parties, in which a certain
performance is promised, in exchange for a valuable consideration.
All parties involved must be competent and of legal age to enter

into a legally binding, written contract.

Let’s fit these ideas into our discussion of Life insurance. Life
insurance is a contract between an insurance company and a
policyowner. This contract promises that the insurance company
will pay out a monetary death benefit upon the death of the insured
person. In exchange, the policyowner promises to pay fixed
payments to the insurance company for this insurance coverage

(premiums).

The Real World . . .

In Life Insurance the policyowner and the insured can be two different
people. For example: Joseph is a 31-year old husband and father. His
wife, Rachel, has given birth to their first child. Realizing their new
responsibilities to their new family, Joseph and Rachel decide to buy a
Life insurance policy. Now that Joseph will be the sole breadwinner, he
decides to buy a life insurance policy that covers Rachel, as well as
one that covers himself. With the policy that covers only Rachel,
Joseph is called the policyowner, since he actually bought the



insurance and signed the policy. Rachel is the insured because it is
her life that is covered by the policy.

The physical representation of this contract is the insurance policy
itself. This is the collection of documents, applications, and other
papers that spell out the insurance coverage, the premiums, the
benefits and other legal aspects of the insurance. Both the
insurance company and the policyowner have to sign the insurance

policy, making it a legal contract.

You Should Know . . .

A Life insurance policy is considered to be a unilateral contract. It's
a unilateral contract because only the insurance company is legally
obligated to its promises within the life insurance contract. The
policyowner, however, can choose to stop making premium payments.
The policy would be cancelled, but the insurance company couldn’t
take any legal action. As long as the policyowner makes premium
payments, the insurance company must withhold the promises it
makes in the policy.

4. What Makes a Contract a Contract?

Now we will discuss the elements of contracts that make them
legally binding and enforceable. There are 4 distinct elements to a

legal contract:

1) Competent Parties
2) Legal purpose
3) Offer and acceptance

4) Consideration



Remember . . .
The elements of a legal contract spell C.L.O.C.:

Competent parties
Legal Purpose

Offer and Acceptance
Consideration

That gives you an easy way to remember it for the exam.

Here’s a more detailed look at C.L.O.C:

A. Competent parties
This refers to the 2 or more parties who enter into a legal

contract. Competent in this context refers to:

e Legal purpose
e Mentally sound
e Without any other impairment of judgment that would

affect their entering into a legal contract

B. Legal purpose
This refers to the fact that a contract is legally enforceable if it is
in pursuit of a legal purpose. For example, a contract to buy and

sell illegal narcotics would not be a valid contract.

C. Offer and acceptance
This is the agreement between 2 or more parties involved in a
contract. One party makes an offer and one party accepts that

offer. The policyowner makes an offer when they complete an



application for insurance and submit the first premium payment.
The insurance company then accepts that offer by issuing the

insurance policy.

D. Consideration
This is the value exchanged for the promises within the contract.
The premium paid by the policyowner is the consideration

made in exchange for the coverage within a life insurance policy.

5. Other Concepts

Here are some other concepts (hence the above title) that are

important to understand regarding contracts:

A. Contract of Adhesion
This means that the policy is written by the insurance company
and issued to the policyowner. The policyowner does not take
part in the construction of this contract. While they may ask for
additional coverage or special provisions within the policy, it is

the insurance company that actually writes and issues the policy.

B. Executory Contract
This means that it is not completed until a future date. The
company's promise to pay does not occur until the death of the

insured party sometime in the future.

C. Conditional Contract
This means the company's promise to pay is conditional on the

policyowner’s payment of the policy premiums.



D. Contract of Utmost Good Faith
This is a contract where the insurance company must rely on the
honesty and good intentions of the applicant for insurance when
they issue the policy. In turn, the policyowner and the insured
must rely on the integrity of the insurance company to fulfill

their promises as stated in the insurance policy.

E. Aleatory Contract
This means that equal value is not inherent in a life insurance
policy. The insurance company may pay out much more money
in a death benefit to a policyowner or beneficiary than it receives

in premiums paid over the years by that individual.

F. Personal Contract

This means that a policy Life Insurance insures a person and not

property.

G. Waiver
This is the giving up or surrendering of a right that is done so

with knowledge and consent.

H. Estoppel
This is related to waiver. It means a person is ‘estopped’ from
using as a defense, the voluntary relinquishment, or waiver, of a

known right.

The Real World . . .

Before an insurance company will pay out on a Life Insurance policy,
they need to receive a proof of claim within a certain amount of time.

10



If the person won’t be able to submit the proof of claim in time, the
insurance company can waive their right to receive that claim within
that particular timeframe. Basically, they extend the person’s timeline.

If the company then turns around and refuses to pay the claim
because the person didn’t get the proof of claim in on time, a judge
will issue an estoppel saying that the company has to honor the
waiver.

I. Parol Evidence Rule
This is the presumption that any oral agreements made between
the company and the policyowner are included in the written

contract.

Summary . ..

Let's simplify the basics so far: a Life Insurance policy is a legal
contract, where the policyowner makes premium payments to an
insurance company in exchange for the promise that the company will
pay out a death benefit to a beneficiary of the insured in the event of
the insured's death.

6. Mortality

This is one of the basic concepts of Life Insurance. Mortality is how
life insurance companies determine who they will insure and how

much it will cost to insure people of different age groups.

The Mortality Table is a system of predicting beforehand the
average number of individuals, of a certain age, who will die
annually. Using the specific age, this number is then divided by the

total number of people of that age within the population. This gives
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insurance companies a mortality rate for specific age groups for

each year.

Below is a basic example of a Mortality Table for a population of
100,000:

NUMBER ALIVE | PER YEAR DEATHS

AGE
0 100,000 710
10 98,511 121
20 96,652 175
30 94,806 204
40 92,416 328
50 87,625 731
60 76,989 1,568
70 55,922 2,786
80 26,266 2,890
90 4,683 1,070
99 62 62

A Mortality Table shows why insurance premiums are less
expensive for younger people than older people. The table shows a
drastic jump in the number of average deaths per year when the

age bracket of 60 is reached.

Mortality Tables also take into consideration the Law of Large
Numbers. This mathematical law states that the larger the
number, (the total population considered in a Mortality Table) the

more reliable and accurate the statistic will be. Thus, the data found
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within Mortality Tables is derived from the records of millions of
people over a long period of time. This factor causes Mortality

Tables to be considered very reliable.
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The Need for Insurance

Objectives . . .

This section will explain the need for Life Insurance, and why people
buy. The information in this Unit will help you provide a valuable
service to your customers, as well as deepen your knowledge and
appreciation of the benefits of Life Insurance. Covered will be the need
for immediate money often experienced by those who have suffered a
loss. We will also cover the Accumulation value of a Life Insurance
policy. You will be introduced to the Three Income Periods that
surviving family members go through after a loss. This is a short Unit,
but a an important one.

Life Insurance policy proceeds can help ease the financial suffering
and hardships a family experiences upon a death. The money paid out
from an insurance policy can serve many crucial purposes to the
surviving family members. What if the deceased was the sole source of
income for the family? The benefits of the policy would allow the
surviving members of the family to go on. This is sometimes referred

to as “survivor protection”.

NEEDS-BASED APPROACH

One way of looking at the need for Life Insurance is the Needs-Based
Approach. As you can imagine, the expenses involved with a person’'s
death are sometimes staggering. Estimating these expenses in a
Needs-Based Approach can help an individual determine how much
Life Insurance to buy. An important factor in this Needs-Based
Approach is the need for readily available cash experienced by

surviving family members. These include money for:

14



e Final Expenses

e Mortgage or Rent
e Education

e Debt Repayment

e Emergencies

Final expenses are the immediate costs to the surviving family
members upon the death of the insured. These can include funeral
expenses, hospital bills and any other related expenses that can add

up prior to a death (especially in the case of illness or accident).

A Mortgage or Rent Fund can allow the surviving family members to
pay off a mortgage, or to pay ongoing lease or rent payments. You can
see the need for readily available cash with respect to keeping and

protecting housing and property after a loss.

Education Fund needs and the costs involved with education are on
everyone's mind. Computing the cost of present and future education
needs is definitely valid in the Needs-Based Approach to insurance.
Money paid out in a death benefit could be invested to offset future

education costs.

Debt Cancellation is another important concern. The money paid out
from a life insurance policy can be used to pay off credit card balances,
auto loans, and other debt that could potentially cause surviving family

members additional hardships after a loss.

An Emergency Fund and money to deal with them concern us all.

But a family who has just suffered the loss of a loved one especially

15



needs access to large amounts of cash for financial emergencies. This
money can give beneficiaries much needed peace of mind after their

loss.

ESTATE AND ACCUMULATION VALUE

A Life Insurance policy instantly creates an estate to solve the
aforementioned concerns about money and expenses upon a death.
First of all, it pays out it's full value immediately upon the death of the
insured, a guaranteed amount of money paid out to the beneficiaries

of the policy.

There are also the 'Living Benefits" associated with life insurance
policies. It can be a valuable financial resource while the insured is still
alive. A Permanent life insurance policy (discussed in a later Unit)
accumulates a cash value over it's lifespan due to the premiums paid

into it.

This cash value can be used as a Living Benefit in different ways:
e Withdrawals

e Retirement income

e Loans

Withdrawals are available in some policies and allow policyowners to

get cash out of their policy as one might from a savings account.

Dividends are payments made by the insurance company to certain

(participating) policyholders. Any dividend payments are based on the
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investments the insurance company makes with the money it receives

in premiums. This will be fully covered in a later Unit.

Retirement income may be accessed by policyowners who reach
retirement age. These individuals may then turn the policy into a

supplemental source of retirement income payments.

Loans can be taken out on the cash value of certain policies. The
policyowner borrows the money directly from the insurance company.
Additionally, the policy's cash value can be used as collateral by the

policyowner to borrow from other lending institutions.

THE HUMAN LIFE VALUE APPROACH

When dealing with Life Insurance, it is important to keep in mind
that no amount of money could ever even come close to replacing the
a human life. This is certainly not the purpose of life insurance.
However, when examining the practical and functional view of Life
Insurance, it is important for the policyowner to consider what
economic impact the death of a loved one may result in. Simply put,
the human life value approach considers an individual’s annual income
multiplied by the number of years they will work until they reach
retirement age. That future earning potential is the individual's

human life value.

The Real World . . .
Charles is considering buying a life insurance policy and is thinking

about how much insurance he actually needs. Charles is an accountant
and earns $50,000 a year. It will be 20 years until he reaches
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retirement age. So, Charles multiplies $50,000 (his annual salary) by
20 (years until he can retire) and comes up with $1,000,000. In terms
of Life Insurance, Charles may consider his Human Life Value to be
$1,000,000 in economic terms. This is a very basic method of
determining the amount of life insurance one should buy.

A more comprehensive approach is what is often called “Personal
Financial Planning”. This term may be used for anything from the
purchase of life insurance only, to the consideration of all income,
assets, retirement plans, other investments, and of course, life
insurance and annuities, and maximizing growth through an
investment plan based on personal financial objectives. This more
comprehensive approach is often used by those who are also securities
licensed, registered as an Investment Advisor, or hold a Certified
Financial Planner (CFP) designation. Sophisticated planning software is
available for this method. Risk Management techniques including,
Avoidance, Reduction, Retention, and Transfer, are also
considered in the protection of property assets as well as future

income.

The Agent World . . .

What are your legal responsibilities when selling life insurance? Well,
the law does not require you to secure complete insurance protection
against every conceivable need an insured might have (Jones vs
Grewe — 1987). Your primary obligation to clients is to select a
company, explain policy options that are widely available at a
reasonable cost and secure coverage (Southwest vs Binsfield — 1995).
Doing more to help a client determine the amount of life insurance he
needs is encouraged by regulators and the industry. However, going
further and marketing yourself as an “expert in life insurance needs”
escalates your liability. You see, when you establish yourself as an
expert, you are no longer just an agent representing an insurance
company. You assume the liability that comes with expert status

18



which means a lawsuit and damages if you are wrong in your
calculations. Unless you have the skills, be careful how you identify
yourself in the real world.

CAPITAL CONSERVATION VS. CAPITAL
LIQUIDATION METHODS

These are two methods used to determine the amount of money

required to keep a family or other beneficiary with enough income to
remain at the standard of living they were accustomed to before a

loss.

Capital Conservation uses only the interest earned on the principal
amount of money to provide income. This allows the Capital
Conservation method to create an income indefinitely by not

depleting the principal amount.

The Capital Liquidation method uses both the principal and the
interest earned to generate an income through the systematic
liguidation of both. This means a smaller principal amount (of life
insurance) is required. The Capital Liquidation method means the

survivors could potentially exhaust their source of income.

THE THREE INCOME PERIODS

There are 3 distinct income periods a surviving family may

experience after the death of a loved one. As you will see, the three
income periods change and vary as the situation of the family changes

after their loss. The 3 periods are:
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e The Dependency period
e The Blackout period

e The Retirement period

The Dependency period is the time when the surviving spouse has
children (dependents) at home. The family’s needs are typically largest

at this point.

The Blackout period is the period when a surviving spouse no longer
has children at home, but is not yet old enough to receive Social

Security retirement benefits.
The Retirement Period is the period when the surviving spouse is

now old enough (age 60) to receive retirement benefits from Social

Security.
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Section LO 2

Types of Life Insurance

Objectives . . .

This section will explore the most popular types of life insurance sold
today: Permanent Life, Term Life, and Annuities. Permanent life
insurance plans provide protection for the lifetime of the insured and
accumulate a cash value. In this Unit you will learn the 3 basic types
of Permanent Life Insurance are; Whole Life, Universal Life,
and Variable Life. This is an important Unit so take your time and
take notes.

While permanent life covers the insured for a lifetime, Term Life
insurance covers only a specified amount of time. We will discuss
different types of Term Insurance. The face amount of the policy will
be paid only if the insured dies within the term period. The Unit will
conclude with a discussion of the Uses of Term Insurance. This is
another important Unit, so take notes and go back over the
information as need be.

Permanent Life Insurance

KEY CONCEPTS

The following is a brief description of several key terms and concepts
that are important to Permanent Life Insurance. Refer back to them

as you need.

A Permanent life insurance plan provides insurance protection for

the lifetime of the insured, and accumulates cash value for the

policyowner.
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Cash value — A portion of the premiums paid by a policyowner to a
life insurance company establish a reserve for future death claims. If
the policy is surrendered prior to a death claim, the policyowner is
entitled to it’s cash surrender value as there is no longer a need for a

reserve for a future death claim.

Endowment - The ordinary whole life policy assumes a person is

statistically dead at age 100. If the face amount or death benefit is
$100,000, the policy cash value would be equal to that amount at age
100, and if the insured is still living, the policy matures, or

“endows" for that amount.

Insurance protection - If there's a death benefit of $100,000, and
the insured dies at a time when the cash value has accumulated to
$33,000, the insurance company adds the remaining $67,000 to pay
the benefit. This amount (the benefit minus the cash value) is the

amount of insurance protection.

The Real World . . .

At 25 years old, the insured begins paying premiums for a whole life
policy with a death benefit of $100,000. At 50 years old, the cash
value of the premiums has accumulated to $33,000. If the insured
dies, the company provides $67,000 of protection, adds it to the cash
value, and pays the beneficiary $100,000. At 75 years old, the
company would only need to add $34,000 of protection to the
accumulated cash value of $66,000. If the insured lives to 100 years
old, the cash value will equal the amount of the death benefit,
$100,000.

22



PART 1: WHOLE LIFE INSURANCE

A Whole Life Insurance policy allows the policyowner to pay
premiums for the entire life of the insured, up to age 100. As the
premiums are paid over the years, the Cash Value of the policy
accumulates, as well. When the insured dies, the face value of the

policy is paid out to the policy's beneficiary.

A Limited Pay Life policy is for policyowners who want Whole Life
protection but do not want to make premium payments their entire
life. For example, policyowners may not want to pay premiums after
they retire at 65 years old. In this case, the policyowners would pay
higher premiums for a shorter period of time, but still have the

insurance protection for their entire life.

10-PAY LIFE, 20-PAY LIFE POLICIES

This refers to the number of years a Limited Pay Life policy requires
the payment of premiums; a 20-pay life means the policyowner pays
premiums for 20 years but has Whole Life protection and the policy is
fully paid up after 20 years. The higher premium required for Limited
Pay policies allows the cash value to build faster than lifetime
payments would, and insurance protection provided by the company is
less. The advantages to the policyowner are that the policy
accumulates cash value faster and the premiums can be paid during

peak earning years.

MODIFIED/GRADED PREMIUM POLICIES

These policies provide a lower premium for an initial period such as

three or five years, and then increase to a predetermined level built
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into the policy. While offering a lower premium,the policies will have a

lower cash value as well.

“BLENDED” (COMBINATION) POLICIES

These policies 'blend’ a combination of Whole Life and Term Life
insurance into one policy. A Blended policy can be a good alternative
to a policyowner who wants Permanent protection but cannot afford
the higher premiums needed for a Whole Life policy. For example,
the Term portion may be 70% and the Whole life portion would be

30% of the total face amount.

Over the years, the Permanent policy is expected to generate interest
and/or dividends that may be used to increase the percentage of the
payment devoted to permanent life. At some point, the Term life
portion of the premium is expected to be completely replaced with
Permanent life. The advantage for the policyowner is a lower initial

premium payment.

ENDOWMENT POLICIES

Endowment policies are a type of Permanent Life in which
premiums payments are for a limited number of years. If the insured
remains living at the end of this premium paying period, the policy
endows, and the insured receives the face amount of the policy. If the
insured dies before the policy matures, the beneficiary would receive

the policy proceeds.
The Tax Reform Act of 1984 changed the rules and determined that

any policy that endows before the age of 95 is not considered to be life

insurance, and therefore has unfavorable tax consequences.

24



Endowment Policies issued before 1984 are not subject to the tax

reform act.

SINGLE PREMIUM WHOLE LIFE POLICY

This policy is purchased with one premium payment, usually a large
one. The payment for a Single Premium policy might be several
thousands of dollars. The death benefit is free of income tax, and the
inside buildup of cash value was tax-sheltered. Single Premium life is

now considered to be a 'modified endowment contract’ (see below).

MODIFIED ENDOWMENT CONTRACT (MEQC)
In 1988, the Technical and Miscellaneous Revenue Act (TAMRA)

defined any life insurance product that is funded more rapidly than 7
years (7-pay) as a ""Modified Endowment Contract.” This certainly
applies to single premium life, or any policy requiring less than 7 years
of premium payments. Money taken from the policy, in the form of
living benefits (surrenders, withdrawals, loans, etc.) is subject to
income taxation. In addition, if the policyowner is younger than 59-1/2
years old, the distributions are considered to be "premature™ (similar

to IRA's) and subject to a 10% penalty tax.

JOINT LIFE POLCIES

Joint Life polices insure the lives of two or more people: for example,

a husband and wife. First-to-die joint-life policies pay the benefit to
the remaining insured person(s) after the first insured dies and the
contract would then terminate. A Second-to-die Policy pays the
death benefit after both of the insured’s have died. These are called

""survivorship policies,™ and often used in estate planning cases.
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ADJUSTABLE LIFE POLICIES

Whole life policies that offer the policyowner some flexibility to change
the face amount. If the policyowner decides to increase the face
amount, the premiums increase. If the owner begins paying higher
premiums, the cash value increases to reflect that change. Because
Whole Life offers protection for a lifetime, the needs of those insured
may change as they proceed through the stages of life. With a “cost
of living’ (COLA) rider, a policy may increase in face amount based

on an index such as the Consumer Price Index (CPI).

OTHER FORMS OF WHOLE LIFE INSURANCE

2 other types of Whole Life insurance:

e Current Assumption Whole Life

e Indeterminate Premium Policies

Current assumption whole life is also called "interest-sensitive"
or "excess-interest whole life. It is structured like whole life in that
the contract begins with a fixed premium, a guaranteed minimum rate
of return on cash value and a fixed death benefit. However, the
original conditions under which these decisions were made are re-
visited at regular intervals, say, every five years. At the interval,
interest rates and mortality rates may have changed, so the policy is
adjusted to reflect the current assumptions about those trends.
Certain minimums and maximums are set in the original policy, but
within that range, premiums, cash values and death benefits may

fluctuate according to the updated information.

Indeterminate premium policies start with a low premium rate,

usually for about two years. After the initial period, the premiums
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may be adjusted according to the company's experience with interest
rates, mortality rates and expenses. The original policy has a stated
maximum premium rate, and the premiums may rise to that level; the

premiums may also fall, depending on current conditions.

PART 2: UNIVERSAL LIFE INSURANCE

Universal Life Insurance is a flexible premium, adjustable death
benefit, permanent policy that accumulates a cash value. The
distinction between Universal Life and Whole Life is the flexibility of
death benefits and premiums. For example, during times of high
income, the policyowner may want to increase premium payments,
which will lead to higher cash values. The death benefit may also be
increased or decreased, which will affect the insurance cost and no

new policy needs to be written.

Premium payments, once sufficient cash value has built up, will
become flexible to the policyowner in the future and may be increased
or decreased. The cost of insurance is deducted monthly from the
cash value of the account. As long as there is sufficient cash value in
the account the insurance protection continues even if the owner pays
no premiums for a period of time. However, if the cash value goes to
zero, the owner must put more money into the account to maintain

the protection.

The Real World . . .
Sheila has held a Universal life policy with a $100,000 death benefit

for ten years. The cash value of her account has accumulated to nearly
$3,000. She wants to take a year's leave of absence from her job and
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doesn't feel she can pay the premiums during that time. Once she
returns to work, she resumes making regular premium payments.

EXPENSE LOADING

Loads are charges deducted from the premiums paid. These are used
to cover sales and administrative expenses. Front-end loads are
deducted before the money goes into the cash value account. Back
end loads, more commonly used, assess a charge for withdrawals,
surrenders, or policy changes. (An additional annual load is made,
in most policies, by not paying excess interest on the first $1,000 in

the cash value account).

Interest earned on the cash value account earns at the Current rate,

which consists of two parts:

e The Guaranteed Rate

e The Excess Rate

The Guaranteed Rate is interest that the company agrees to pay for
the lifetime of the policy; it is usually around 3-4%. Excess interest
may be earned by the insurer depending on the current level of

interest rates.

The Current Rate is equal to the guaranteed rate plus the excess
interest that the insurer passes on to the policyowner. The insurers
usually tie the current rate to an economic indicator such as the

discount rate for certain Treasury bills.

PARTIAL WITHDRAWALS

28



Partial Withdrawals may also be made from a Universal Life cash

value account, subject to a back end load and/or a service fee.

SURRENDERS
A Universal Life contract may be surrendered at any time for its cash
value at the request of the policyowner. There may be a Surrender

charge or, “penalty for early withdrawal”, in the early years of the

policy.

DEATH BENEFITS

Death Benefits are also flexible in Universal Life. The policyowner

may decrease, or increase the amount (with proof of insurability). The

cost of insurance will adjust accordingly.

There are two options concerning death benefits: Option A provides a
level death benefit, and Option B provides an increasing death

benefit.

Note . . .

With Option A the level death benefit stays level until the cash value
approaches the benefit amount. Then there is a "corridor" period
where the death benefit increases as the cash value increases.

In order to qualify as life insurance, all Universal Life insurance policies
must have an amount at risk to meet the definition of life insurance
as set forth by the IRS. Otherwise, the policy will lose it’s tax favored

status and may be subject to income tax.
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Note . . .

In Option B there is no level benefit; it is always an increasing benefit,
the cash value plus the face amount of insurance. From the

beginning, as the cash value accumulates, so does the death benefit.
Option B requires more premium because the insurance protection, the
amount at risk, remains the same.

PART 3: VARIABLE WHOLE LIFE and VARIABLE
UNIVERSAL LIFE

The distinction between Variable Life insurance and other forms of
Permanent life insurance is in the cash value and how it is invested.
The policyowner may choose among stock, bond, and money market
investments called ‘Separate Accounts’. The rate of return is not
guaranteed, it may rise or fall according to the performance of the
underlying securities. It is valued daily at the close of the New York
Stock Exchange. This is unlike traditional insurance where the general
account invests conservatively in mortgages and bonds, and can

guarantee a rate of return.

Note . . .

Insurance agents selling variable life must be registered with the
National Association of Securities Dealers (NASD) and have passed the
NASD Series 6 and 63 license examinations. Once these licenses are
secured a special application must be filed with the California
Department of Insurance in order to solicit business.

Variable Whole Life insurance resembles Traditional Whole life

insurance in that there is a fixed premium schedule. If premiums

30



are not paid on time, or within a grace period of 30 days, the policy
lapses. There is a guaranteed minimum death benefit as long as the

premium payments are made.

POLICY LOANS AND SURRENDERS

With a Variable Life Policy, the policyowner may borrow from the
cash value, subject to current interest rates for loans. The entire cash

value may be taken if the owner surrenders the policy.

VARIABLE UNIVERSAL LIFE

Rather than a Whole Life ‘Chassis’, this is a policy that is the same as a
regular Universal Life policy except that it is a securities product
with the separate account investment choices described in
Variable Whole Life. Premium payments are flexible and may be
made in almost any amount at any time as long as there is enough
money to buy the insurance protection. They are also subject to
"loads" or charges similar to those in Universal life. As in Variable life,
the cash value account offers various investment options to be
directed by the policyowner: stocks, bonds, and money market

investments.

Policyowners may allocate among these options as they see fit, though
there may be some minimum allocation requirements. A monthly
deduction is made from the cash account to pay for the cost of
insurance. If the cash value is insufficient, the owner is given a grace

period to pay a premium to the account.

JUVENILE INSURANCE
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Juvenile Insurance policies are permanent plans written on those
under the age of 15. Juvenile Insurance can start an individual's life
insurance coverage at an early age in order to have very low
premiums. The insured child would also have guaranteed insurance
coverage should they become uninsurable later in life. It can also build
a cash value or loan amount that can be used towards the child's

higher education.

A 'jumping juvenile' policy ‘jumps' when the child reaches the age of
21. Typically the face amount automatically increases by 5 times the
amount than the original face amount with no increase in premium

payments.

INDUSTRIAL LIFE INSURANCE

Industrial Life insurance, named for it’s use with workers in the
factories of the Industrial Revolution, is able to meet the insurance
needs of those with limited incomes, who cannot afford high premium
payments. The insurance coverage has a face amount for $1,000 or
less. Industrial insurance also has a small premium and may be

collected weekly or monthly by the agent of the policyowner.

Insurance companies that specialize in Industrial Insurance are
known as home service companies. The small death benefits
associated with Industrial Life policies usually are for burial
expenses, but they may also include provisions for an accidental death
benefit that would pay out double or triple the face amount, or provide
dismemberment benefits to the insured for loss of limbs or vision.
Industrial policies are usually written as non-medical due to the

smaller amounts of insurance. The company may also offer other types
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of policies such as ordinary insurance known as Monthly Debit
Ordinary (MDO). These policies have higher face values and premiums.
The premiums are paid monthly and can be paid by the policyowner,

mailed or automatically withdrawn from a bank account.

Term Life Insurance

Term Insurance, does not accumulate a cash value over the life of
the policy, it is death benefit only, or pure protection. Term insurance
provides the insured with peace of mind that they and they families
are protected during the policy period. Term Insurance premiums
are lower than Permanent plans because there is no cash value
accumulation to receive if they are still living when the Term policy

expires.

The basic types of Term insurance include:

a) Level Term

b) Decreasing Term
c) Increasing Term
d) Renewable Term
e) Convertible Term

) Interim Term

LEVEL TERM

Level Term life insurance death benefits remain constant for the
number of years stated in the policy, a period of 5, 10, 15, 20, or even
30 years. Premiums for Level Term polices will also be level and and

may be guaranteed for the policy period.
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Term polices may have a re-entry option that allows the policyowner
to pay reduced premiums when they renew and provide evidence of

insurability to the insurance company.

DECREASING TERM

The face amount, or death benefit provided by a Decreasing Term
insurance policy goes down each year by a predetermined amount and
is often used as mortgage insurance, or mortgage redemption,
because it’'s amortization is like that of a home mortgage. When the
insured dies, the death benefit may reflect the declining amount

remaining on the mortgage.

INCREASING TERM

Increasing Term insurance is usually combined with a policy as a
rider. Increasing Term increases the face value and pays upon the

death of the insured.

RENEWABLE TERM

Renewable Term insurance allows the insured to renew another term
period similar to the one they had before the term expired. They can
do so without proof of insurability. This must be written into the
original policy when it is purchased. However, when the policy is
renewed, premiums are calculated at the attained age of the insured
at the time of renewal. Since the insured is now older, the premium
payments are therefore higher with each renewal. Policyowners usually
have 30 days to renew a policy after the previous term expires. The
renewable option must be written into the original policy at the time of

purchase.
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CONVERTIBLE TERM INSURANCE

Convertible Term insurance allows a policyowner to convert, or
exchange, a Term policy to into Permanent plan. At the time of
conversion, the insured has the option of attained age (present age) or
original age (age when policy originated). Since premium payments
are based upon the age of the insured, this decision would effect the
premium payment should they elect to convert the policy. When
original age is used, the premium paid must include back premium to
the original issue date. Also, the policyowner may have to make an
interest payment that would equal the money the insurance company
could have gained on the higher premium payments. In short, by
paying the back premiums and interest, the policyowner would build

accumulated value in the policy at a faster pace.

INTERIM POLICY

An Interim Term policy allows the insured to have immediate
protection. The insured does not have to pay for Permanent
insurance. This insurance covers the interim: the time between the
beginning of the Term policy and when the Permanent insurance would
begin. Usually, insurance companies provide policyowners with
temporary Term insurance that will convert to Permanent in less than
11 months. Premium payments are based on the insured's age at the
time of original application, as would be the premium payment for

Permanent insurance when it takes over.

Term Life insurance provides people with the most insurance

protection at the lowest available cost. Although it has no cash
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value, it fills a need for those who need life insurance protection

without the higher premiums involved with Permanent life plans.

The Agent World . . .

Most insurance licensing courses spend more pages discussing whole
life forms of insurance leading many agent candidates to feel it is the
insurance of choice. The authors of this course believe that the wide
variety of term policies available today fill a vital role in estate
planning, especially during early family growth years where the
breadwinner(s) have young, college-bound children and big
mortgages. Without large sums of life insurance protection ($500,000
on up), an unplanned death of either breadwinner could spell economic
disaster for the surviving family. We have witnessed cases where
agents have incorrectly “sold” expensive whole life policies with
inadequate death benefits with excessive monthly premiums that
sometimes prohibit clients from purchasing other essential coverage
such as health insurance. What sense does it make to have provided a
small amount of life insurance but ignore the more likely occurrence of
a health condition or accident that could cost millions of dollars.

Please don’t make the same mistake.

FAMILY PLANS

Family Plans provide coverage to each member of a family when the
policy is issued. Typically, Family Plans provide insurance coverage
on a breadwinner, a spouse, and the children in one policy, usually
permanent insurance on the breadwinner, and term on the spouse and
children. Term insurance is provided, without additional premiums, for
all children born or adopted after the policy is issued. This coverage
usually expires when the child reaches 18 and is convertible to

Permanent insurance.

Annuities
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Objectives . . .

An Annuity contract provides an individual a series of periodic
payments that last for a lifetime. The owner pays premiums to the
insurance company, who then guarantees an income to begin either
immediately or at some time in the future. The insurance company
determines the amount of the Annuity by considering what return the
premiums will earn, when the payee wants the income to start, and his
or her life expectancy. This Unit will cover the different kinds of
Annuities and their applications.

TYPES OF ANNUITIES

Annuities may be classified by single or flexible premium, immediate

or deferred payout, or by the type of cash value account, fixed or

variable.

The Annuitant is the individual whose life expectancy is used to

determine the amount of any life income payment.

The Owner is usually the annuitant but may be another family

member or even a business.

The Beneficiary is who will receive the proceeds or income in the

event of the death of the annuitant or owner.

FIXED ANNUITY

In this type of Annuity, payments to the annuitant are fixed over the
annuitant's lifetime, or a period specified in the contract. They are
based on premiums that are placed in the company's general fund and

earn interest at a fixed rate of return.
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VARIABLE ANNUITY

These Annuities are invested in securities (mutual funds, stocks,
bonds, and/or money markets). The value of the account and
payments to the annuitant will vary according to the fluctuating
market value of the underlying investments. Agents who sell variable
annuities must be licensed through the National Association of
Securities Dealers (NASD).

IMMEDIATE ANNUITY

Income from these Annuities begin one payout interval after being
purchased. For contracts whose income payments are monthly, the
first payout would begin a month after the purchase; if the payment
intervals were annual, the first payout would begin in a year. The
purchaser must pay for the entire contract at once. This is called a

single premium immediate annuity (SPI1A).

DEFERRED ANNUITIES

These Annuities begin income payments after a specified period of
time, e.g., when the annuitant reaches 65 years old. They may be
funded with one payment, single premium deferred annuities, or

premiums may be paid on a periodic basis over a period of time.

THE ACCUMULATION PERIOD

The Accumulation Period is when the owner funds the Annuity

through premium payments. It may be a single lump sum payment,
or a series of regular premium payments. With a Fixed Annuity, a
guaranteed minimum rate of interest is paid on the principal; in a

Variable Annuity, the rate of return varies with the value of the
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investments funded with the premiums. In both Annuities, taxes on

earnings are deferred until withdrawal begins.

ANNUITY PREMIUMS

There are different types of Annuity Premium Payments:

a) Single Premiums
b) Level Premiums

c) Flexible Premiums

Single premium annuities are funded with one large payment but

may be immediate or deferred.

Level premiums are a series of equal periodic payments made over
time and may be paid at annual, semiannual, quarterly, or monthly

Intervals.

Flexible premiums are also an option with some contracts. They are
paid over a period of time, but the purchaser can vary the amount of

the premium between a minimum and maximum amount.

Accumulation Units refers to a variable annuity only and the

purchasing of "accumulation units.” This is similar to buying stock in a
company; an investor owns so many shares of stock and the total
value of the shares goes up or down with the price of the stock. An
accumulation unit is a "'share™ in the separate investment
accounts. The price of an accumulation unit goes up or down with the

market value of the underlying investment portfolio.
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Insurance companies use 5 different factors in determining Premiums

for Annuities:

e The age at which the payouts begin

e The gender of the annuitant

e The interest rate the premiums will earn

e The amount of the guaranteed payments,

e The loads or amounts charged for company expenses

NONFORFEITURE PROVISIONS

These protect the contract owner if, for any reason, he or she stops

making premium payments. The owner does not lose the value
accumulated to that point. The account may be surrendered to the
owner, or some contracts call for the contract to be considered "paid
up,” and annuity payments may begin based on the value of the

account.

DEATH BENEFIT

If the annuitant dies during the Accumulation Period, before the
payouts begin, a death benefit is paid to the beneficiary. This will be at
least the total amount of net premiums paid (minus sales and expense
charges). Some contracts will pay the net value of the fund, including

the interest earned (minus the expenses).

THE ANNUITY PERIOD

The Annuity Period starts when the payouts begin. Usually, a

periodic payment will be paid to the annuitant for the rest of his or her

life, or for a specified period of time. According to the type of
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Annuity, payments will be fixed or variable. There are also different

provisions in the contracts to account for the death of the annuitant.

A Fixed Payout is a payment of the same amount at regular intervals
for the rest of the annuitant’s life, or for a specified period. The cash
value is "annuitized", the life expectancy of the annuitant is considered
and reflect paying out the accumulated principle and interest for the

expected period of time.

In a Variable Payout, the amount of the payments may vary over
time. This is because the premiums have been placed in a separate
account which invests in market instruments. The value of the
account will rise and fall with the market, and the payouts reflect this.
Once a variable annuity reaches the payout period, the accumulation

units become annuity units.

The Real World . . .

If the annuitant owns 1,000 accumulation units and the cash value
has grown to $20,000, the value of each accumulation unit is $20.00.
If the first monthly payout is $100, it takes 5 accumulation units (at
$20 each) to pay it. For the rest of the contract, the annuitant is paid
the value of 5 units each month (now they are called annuity units
instead of accumulation units). If the underlying investments do
well, and within a year, double their value, the 5 units would then be
worth twice as much, or $40 each. The monthly payment would be
$200.

On the other hand, the investments could do poorly and lose half their
value. Then the 5 units would be worth $10 each, and the monthly
payout would be $50.

ANNUITY SETTLEMENT OPTIONS
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There are several options for Annuity payments including;

e Life Annuity-No Refund
e Refund Life Annuity

e Life Annuity Certain

e Joint Life Annuity

e Joint Life and Survivor Annuity

Life Annuity-No Refund - The payouts continue to the death of the

annuitant, then stop, regardless of how long the annuitant lives.

Refund Life Annuity - With this approach, annuitants are guaranteed

to receive at least the account value. If the annuitant dies before the

amount is paid out, the beneficiary receives the balance.

Life Annuity with Period Certain - These contracts guarantee to

make payments as long as the annuitant lives, but they also guarantee
that, for a certain minimum time period, payments will be made
whether the annuitant lives or not. If the annuitant dies before the
specified period, the payments continue to the beneficiary. If it is a
"20-year Period Certain' contract, and the annuitant dies after 15
years, the beneficiary receives the payments for the remaining 5
years. However, if the annuitant dies after the 20 years, payments

cease.

Joint Life Annuity - These are contracts for payouts to two

annuitants. After the first one dies, payments cease.
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Joint Life and Survivor Annuities - These annuities continue

payments until the second annuitant dies. After the death of the first
annuitant, the payments may decrease, say, to two-thirds: this would

be called a joint and two-thirds annuity.

The Agent World . . .

There are many disputes and lawsuits these days centered on the
improper sale of annuities. Seniors, who need liquidity for medical
expenses, are incorrectly sold long-term annuity contracts with
penalties for early withdrawal. Why are they sold? Longer contracts
usually pay better commissions. Don’t fall in this trap. If a contract is
paying higher commissions, look for the reasons why. If it’'s too good
to be true . . . it probably is!

Who should buy annuities? One rule of thumb follows that a client
looking for long-term investment with a tax bracket greater than 15
percent might consider them. Other likely candidates include
moderate or high tax bracket individuals looking for a conservative
way to shelter current income or growth over a long period of time,
i.e. retirement monies. Once an annuity can be established as an
appropriate investment, an agent must carefully weigh and discuss
options and pitfalls with clients.

SPECIAL TYPES OF ANNUITIES

Special Annuities you should be familiar with:

e Group Annuities

e Tax Sheltered Annuities

e Retirement Income Annuities
e Equity-Indexed Annuities

e Market-Value Adjusted Annuities
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Group Annuities are sometimes used in employer sponsored

retirement plans instead of mutual fund accounts.

Tax sheltered annuities (TSA) are available to employees of
charitable, educational, or religious organizations. These employees
may have funds taken out of their regular paychecks and placed into
the Annuities. The funds are not taxed as regular income, nor are the
earnings taxed while in the annuity. The funds are taxed when they
are withdrawn, usually after retirement age, when they may be taxed

at a lower rate.

Equity-Indexed Annuities are treated as fixed annuities in that it is
not considered a registered securities product though the interest rate
credited is linked to an equity index, such as the Standard and Poor's
100. There may be a guaranteed minimum interest rate, and principal
may be guaranteed as long as the annuity is held to term. If the index
goes up, so does the return on the Annuity. If the index goes down,
the Annuity may provide a minimum rate of return as well as a
maximum based on the “participation rate”, any interest rate cap in
the contract, and a margin or administrative fee. A complex product,
the equity indexed annuity can be subject to surrender charges and

may even lose money.

Market Value Adjusted Annuities are fixed annuities as well. The
adjustment will apply only if the contract is surrendered early and
most often acts as a penalty. A change in interest rates however, a

decrease, could actually add to the value.
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IRA or Roth IRA accounts may also be funded with annuities just as

well as mutual funds or certificates of deposit.

Suitability in the Sale of Life Insurance and

Annuities

Suitability is the appropriateness of an insurance product for the
purchaser’s financial situation, risk tolerance, and goals. A producer
must understand the client’s personal finances before helping select
financial products. Determining a products’ suitability is a requirement

of the agent, especially in regard to Seniors.

In order to ensure the right products you need to discuss the following

before making a recommendation;

e Age

e Occupational status

e Marital status

e Dependents status

e Annual income and sources
e Life expectancy

e Family health

e Beneficiaries

e Existing insurance and /or annuities
e Needs and objectives

e Ability to pay

e Risk tolerance

¢ Investment experience

e Assets and liabilities

e Savings and investments
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e Net worth

e Source of funds

e Time frame or investment horizon

e Asset allocation or present diversification
e Concern for preservation of principal

e Tax status

e Tax advantages if needed

e Retirement goals and considerations

e Surrender schedules or withdrawal penalties
A failure to disclose any tax consequences of annuity transactions,

unexpected surrender charges, loss of death benefits and other types

of consequences when selling a deferred annuity may be unlawful.
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Section LO 3

All About Life Insurance

Policies

Objectives . . .

This section is will explore the inner workings of life insurance policies,
including policy provisions, riders, premiums, dividends, settlement
options and loans. Take your time with this section, it contains a lot of
complex but important information you need to know for the exam and
your career.

Policy Provisions

ENTIRE CONTRACT CLAUSE

Simply stated, a life insurance policy is a contract between the

insurance company and the insured or the policyowner. To prevent any
misunderstandings concerning what the policy provides, the
application, the policy itself and any attachments are considered
to be the entire contract. Any sales information, or verbal
agreements not attached, have no bearing on the policy.

Any riders, exclusions or amendments to a policy must be attached, in
writing, and approved by company. It is important to note that agents
cannot make any changes to a policy. Designated officers of the

insurance company must approve any changes.
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The Policy Title Page ... No Standard Policy

Unlike fire and casualty contracts, there are NO STANDARD LIFE
POLICIES. However, information that typically appears on the policy
title page, includes: the insured’s name, the insurer’s name, the
policy number, date of issue, type of policy (whole life, term, etc) ,
right to examine (10 to 30 days), the face amount of insurance, the
premium mode (annual, quarterly, monthly) and more.

A Note on Policy Delivery...

When an agent and a customer complete an application for insurance,
the customer pays the first full premium and receives a conditional
receipt (in fire and casualty policies, the receipt would be a binding
receipt that actually “binds” the policy . . . with life insurance,
approval is conditional on the insured’s health, application, etc). In
essence, the insured has a temporary insurance agreement for a
temporary term (for a specified period of time, or until the insured is
approved). Once underwriting has approved the application the
insurance company will issue a policy. The means of delivery in
California must be by:

e Registered or certified mail
e Personal delivery with a signed receipt
e First class mail with a signed receipt

The burden of proving delivery is on the insurer. But, if the insured

has paid premiums pursuant to the contract, a policy is deemed to
have been received six months after date of issuance.

INSURING CLAUSE

This is the basic statement of the policy that states the insurance
company will pay the specified face amount of the policy, that is,
the maximum limit of liability, upon the death of the insured, to the

beneficiary stated in the policy.

EXECUTION CLAUSE
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This clause states that the contract of insurance stated within the
policy will be executed (carried out) when the insurance company and

the insured both meet the conditions of the contract.

Incontestability and Suicide Clauses — after 2 years have passed
with a policy in force, the life insurer no longer has the right to contest
the policy for any misstatements the insured may have made in his
application. Suicides that occur within 2 years (may vary) may be
contested, thereafter, the policy is incontestable.

CONSIDERATION CLAUSE
The consideration is the premium paid by the insured to the insurance

company in exchange for the insurance coverage within the policy.

10 DAY FREE LOOK CLAUSE

This is a 10-day period in which the policyholder can review the
policy. If they decide to return it within 10 days of policy delivery, they
are entitled to a full refund of all premiums paid. The policy would pay
the beneficiary if the insured dies during this period if the initial

premium was paid.

Senior Free Look. . .

This Provision must allow the customer a Free Look period of at least
30 days if it’s a Senior, age 60 and over.

Costly surrender charges — Be aware of an advise your clients that
many life policies have very costly surrender charges. If a policyowner
wishes to cancel outside of the free look period, surrender charges
could reduce cash values or completely eliminate them. Example:
Paul purchased a universal with high annual premiums. Paul
continued to receive statements showing a cash value of $55,000.
Upon further inspection, however, the surrender value for the first 5
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years was 3$0, i.e., if Paul cancelled the policy during the first 5 years
he would receive NO cash value despite his payment of expensive
premiums.

OWNERSHIP CLAUSE

The policyowner (who may or may not be the insured) has certain
rights pertaining to the policy that is owned. First, the policyowner has
the right to name the beneficiary. The policyowner can also
determine how money can be paid out, including in a lump sum or
as a monthly income stream. They also have the right to assign the
policy, which means the policyowner could borrow funds from a bank
and assign the policy to the bank as collateral for a loan. When the
loan has been fully repaid, the policy would then be reassigned to the
policyowner. There can also be an absolute assignment of a policy.
This usually is when the policy is given as a gift, and ownership is
transferred permanently. A policy may also be assigned to a creditor,
who has the right to take whatever amount is owed should the insured

die before the debt is repaid.

A policyowner may use a life insurance policy that has accumulated a
cash value to obtain a loan. A policyowner can also decide how the
premiums for the policy should be paid: annually, semi-annually,
quarterly or monthly. They also have the right to change this premium
payment schedule. A policyowner also has the right to decide how to

use any dividends paid out by the insurance company.

Policy changes — Policyowners have many options during the course
of owning their life policies, such as changing the payment mode from
annual to monthly, changing beneficiaries, converting the policy from
term to whole life, loans against cash value, using dividends (if any)
form the policy to pay premiums, etc.
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BENEFICIARY CLAUSE

A beneficiary is the person named to receive payment of the proceeds

of a life insurance policy when the insured dies. There can be many
eligible beneficiaries . . . a primary beneficiary, the person or
persons named as first beneficiary, and/or a contingent or second
beneficiary. A contingent beneficiary will only receive the proceeds if

they survive the primary beneficiary.

Beneficiaries and creditors — A policyowner who fails to name a
beneficiary or designates his estate as his life insurance beneficiary will
subject all proceeds from the policy to creditors chasing his estate.
Using a named beneficiary, like a spouse, may avoid creditors of the
policyholder but subject the proceeds to claims of your spouse’s
current and future creditors. Naming an irrevocable trust, that holds
proceeds for the benefit of a named beneficiary, will do more to shield
proceeds from creditors.

Per capita (latin for “by the head”) means that the proceeds are paid
to any named beneficiaries still living. A named beneficiary who is
deceased at the death of the insured will not be included in any

payment of proceeds.

Per stirpes (latin for “by the root”) is a beneficiary designation
specified to pass a deceased beneficiary’s share to their heirs.
An example would be a policyowner designating both a son and
daughter as primary beneficiary in equal shares. If the son was
deceased at the time of claim, the proceeds would be paid to the
daughter under the normal “per capita designation”. With a “per
stirpes” designation, the deceased son’s share would pass to his

children.

REVOCABLE OR IRREVOCABLE BENEFICIARIES
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A revocable beneficiary, the most common designation, is one that
is named in the policy, but can be changed by the policyowner.
An irrevocable beneficiary can not be changed by the policyowner
without permission from the irrevocable beneficiary, nor can any
changes to the policy be made, or use the cash value of the policy to
obtain a loan. When an irrevocable beneficiary has been named, a
change can be made only if the irrevocable beneficiary consents in

writing to it.

MINORS AS BENEFICIARIES

Minors cannot receive or control the proceeds of a policy. If a minor

iIs named as a beneficiary and the insured dies before the minor
reaches legal age, custody and guardianship questions may arise

and the outcome determined in a courtroom after someone is
appointed by the court to handle the money for the minor. The result
may not be what the insured intended, especially with step-families
when a spouse or children may be unintentionally excluded.

The issue of guardianship may be addressed in a will, but

establishment of a trust may be in the best interests of all parties.

ESTATES AND TRUSTS AS BENEFICIARIES

A policyowner can also name their estate as the beneficiary of their
policy, a business, a trust, or a group of stockholders of a
corporation. However, there are many legal complications in these
situations. A life insurance trust may be created in order to invest,
manage and pay out the money associated with a life insurance policy.
These trusts may be created inter vivos, while the insured is alive,
and the trust owns the policy, or a trust can be testamentary, funded

when the insured dies, with the money being placed into the trust.
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UNIFORM SIMULTANEOUS DEATH ACT

Problems can arise when both the insured and the primary beneficiary
are killed in the same accident. If determined that the insured outlived
the primary beneficiary, then the money from the policy would be paid
to the contingent beneficiaries. If the primary beneficiary outlives the
insured, than the money would be paid into the primary beneficiary's
estate. However, it is often impossible to determine if one person
outlived another. The Uniform Simultaneous Death Act was
established to deal with this type of problem. This law states that if it
is not possible to determine who died first, it is presumed the
primary beneficiary died first and the policy would pay to the
contingent beneficiary. If no contingent beneficiaries were named,

then the money would be paid to the insured's estate.

COMMON DISASTER CLAUSE

A common disaster clause states that a beneficiary must be living
after a specified length of time following the death of the insured. This
provision is used in when the death of the insured and the primary
beneficiary occur at or near the same time. The beneficiary must
outlive the insured by 10, 15 or 30 days: whichever is specified by the
policyowner. The Common Disaster clause ensures that the
contingent beneficiary receives the policy's benefit pay out if both the

insured and the primary beneficiary die within this period of time.

INCONTESTABLE CLAUSE

This clause simply states that a life insurance policy that has been in
effect for a certain length of time, usually two years, it can no longer

be voided or contested by the insurance company. Only the non-
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payment of premiums would terminate a policy at this point. If death
occurs during that period, if the insurance company discovers reason

to void a policy, it may do so.

MISSTATEMENT OF AGE OR GENDER CLAUSE

Since the insured's age is an important factor in determining the
correct premium for coverage they receive, the misstatement of age
clause protects both companies and policyholders from an error in
recording their age or gender in a policy. If discovered while the
insured is living, the company can correct and request or refund the
difference in premiums, or adjust the face amount of insurance.

If the insured is deceased, the company will adjust the amount of
proceeds payable to that amount of insurance which the premiums

paid would have purchased based on the correct age or gender.

Misstatement of age is usually unintentional and historically resulted
from the inaccurate recording of births. It may also be a result from
taking the application, or even a processing or keyboard error in

producing the actual policy.

SUICIDE CLAUSE

A Suicide Clause states that if the insured commits suicide within a
certain period of time, usually two years, the policy is voided and the
premiums refunded. After this period of time, however, suicide is
covered. This clause prevents anyone who is planning suicide from

benefiting from a life insurance policy.

GRACE PERIOD
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If the insured fails to make a premium payment, the insurance
company will not immediately cancel the policy but instead, give the
policyholder 30 days to pay the premium, during which time the policy

is still in effect.

REINSTATEMENT CLAUSE
After expiration of the grace period, a policy will lapse due to non-
payment of premiums. When this occurs, companies will reinstate a

policy if the following conditions are met:

e The policy has been lapsed for less than three years

e The policyowner must pay all back due premiums plus interest
e The insured must be able to show proof of insurability

It is normally to the policyowners advantage to reinstate a policy if

possible as it may have lower premiums or other benefits not available

in a new policy.

OTHER CLAUSES

SPENDTHRIFT CLAUSE

A person who spends money wildly or with little regard is known as a
spendthrift. A spendthrift clause allows the policyowner to protect

the money by preventing the beneficiary from:
d) Transferring the money

e) Borrowing money on the financial strength of the policy proceeds

f) Taking a lump sum payment
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The money would be paid to the beneficiary in some other way than
lump sum and would be protected from the beneficiary's creditors

while still held by the insurance company.

PRIVILEGE OF CHANGE CLAUSE

This clause states the conditions where a company will allow the
insured to make a change in their policy. A change that requires a
higher premium payment will most likely be approved. But if the
change would lead to a lower premium payment (thus exposing the
insurance company to more risk), proof of insurability or a physical

exam may be necessary.

AUTOMATIC PREMIUM LOAN CLAUSE

This clause allows the insurance company to use a portion of a policy’s
cash value, when needed, to pay premiums to prevent a policy from
lapsing. Automatic Premium Loan pertains only to permanent, cash-
accumulating life insurance policies. This must be requested in a
policy. Interest is always charged on the loan, and the outstanding

loan amount subtracted from the death benefit should the insured die.

POLICY REPLACEMENT

Policy Replacement is defined as a new life insurance policy or
annuity is purchased and a current in-force policy or annuity is going

to be:
e Lapsed, surrendered, partially surrendered, forfeited, or otherwise

terminated

e Changed to lower the policy's term or benefits
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e Reissued with a reduced policy cash value
e Converted to a nonforfeiture benefit
e Used in a purchase with money withdrawn, borrowed or obtained

from the surrender of an existing policy

The Agent World . . .

Be very careful when you are replacing a client’s existing policy with
one of fewer benefits. In Higginbotham vs Greer, an agent replaced a
client’s “A-Rated Company Policy” with a lesser rated company.
Financial problems with the insurer landed in the agent’s lap!

Also consider that a new replacement policy may be bad for a client
because of new suicide/contestability limitations, higher premiums
down the road based on age, new expenses, new surrender charges
and loss of privileges and options under the old policy.

There are also instances where an agent advised a client to cancel an
existing policy before the replacement policy kicked in. Sure enough,
when there is no coverage in force claims will occur . . . and, the agent
will likely be held responsible for the gap in coverage losses.

Any insurance company that is replacing the policy of another must
notify the existing insurance company of the Policy Replacement
within 3 working days of receiving the new application for insurance.
The new insurance company must also keep the notice of replacement

for at least 3 years.

Here are some exemptions when policy replacement doesn’t apply:

e Credit Life Insurance

e Group Life Insurance or annuities
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e When the existing policy is being replaced by the same insurance
company

e A policy that is a contractual change or conversion

Policy Replacement regulations are in place to ensure that insurance
consumers are protected during transactions that involve the
Replacement of a life insurance policy or annuity. Policy Replacement
refers to any transaction involving a policy being lapsed, surrendered,

or converted.

The purpose of the regulations involving Policy Replacement is meant
to regulate the activities of insurance companies and their
representatives. These regulations also protect the interests of
insurance consumers by establishing codes of conduct and assure that
an insurance consumer receives timely and accurate information so

they can make a good decision about the insurance they buy.

Policy Replacement regulations also reduce any misrepresentation or
incomplete disclosure. Finally, these regulations establish the penalties

for failure to comply.

Every agent who accepts an application for life insurance or annuity,

shall submit to the insurer both of the following:

. A statement signed by the applicant as to whether replacement of
existing life insurance or annuity is involved in the transaction.
. A signed statement as to whether or not the agent knows

replacement is or may be involved in the transaction.
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Where a replacement is involved, the agent has to do all of the

following:

. Present to the applicant at the time of application, a "Notice
Regarding Replacement of Life Insurance" signed by both the
applicant and the agent and left with the applicant.

. Obtain a list of all existing life insurance or annuities to be
replaced, identified by name of insurer, the insured and contract
number.

) Leave with the applicant the original or a copy of all printed
communications used for presentation to the applicant.

o Submit to the replacing insurer with the application a copy of the
replacement notice.

. Every agent who uses written or printed communications in
conservation shall leave with the applicant the originals of any

materials used.

Policy Replacement Disclosure . . .
Each agent or broker shall present to an applicant the following notice:

Notice Regarding Replacement: Replacing your Life Insurance Policy or
Annuity? Are you thinking about buying a new life insurance policy or
annuity and discontinuing or changing an existing one? If you are,
your decision could be a good one--or a mistake. You will not know
for sure unless you make a careful comparison of your existing
benefits and the proposed benefits. Make sure you understand the
facts.

You should ask the company or agent that sold you your existing
policy to give you information about it. Hear both sides before you
decide. This way you can be sure you are making a decision that is in
your best interest.
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We are required by law to notify your existing company that you may
be replacing their policy.

POLICY EXCLUSIONS
Life insurance polices may contain Exclusions—things or occurrences
for which it will not pay out. The following is a list of the most common

exclusions that may be found in life insurance polices:

e Hazardous Occupation or Hobby Exclusion — This exclusion will
not allow a policy to pay out should the insured die as a result of a
dangerous occupation or hobby

e War and Military Service Exclusion — Payment will not be made
if the insured dies while a member of the armed services or dies as
the result of an act of a declared war

e Aviation Exclusion — This exclusion prevents a policy from paying
out should the insured die from aviation activities, except as a
passenger on a commercial flight or a member of a commercial

flight's crew.

Policy Riders

Objectives . . .

This section will cover the importance of Life Insurance policy Riders.
These specific provisions to the policy are attached to it, or ‘ride it'.
Riders are important elements to policies and include options for
additional coverages.
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WAIVER OF PREMIUM

One of the most common Riders found in Life Insurance policies, the
Waiver of Premium rider allows the insured, when totally and
permanently disabled, to be excused from paying the premiums due
on their policy. Coverage does not lapse despite this non-payment of
premiums as they are “waived” by the company. This rider must be
requested and added to the policy for an additional premium. It is
important to note that the insured's disability must be considered total
and permanent and prevent the insured from earning a living in their
usual or any occupation. There is a waiting period from the time of
disability until benefits begin, usually 6 months. If and/or when the
insured recovers from the disability, they resume paying the policy's
normal premiums. Most companies will not allow a customer to add a
Waiver of Premium rider to a policy once they reach age 60 or 65, and
the rider expires due to the insured reaching age 60 or 65. The

premium would then be reduced by the cost of the rider.

In a flexible premium universal life policy, Waiver of monthly

Deduction, provides that the monthly mortality charges are waived.

There are 3 exclusions that are typically found in a Waiver of Premium

rider concerning the disability:
e Injuries sustained while committing a crime
e A self-inflicted injury

e Injuries sustained while in the military during a time of war

DISABILITY INCOME RIDER
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A Disability Income Rider provides the insured with a regular monthly
income while permanently or totally disabled. The dollar amount of this
guaranteed income is typically a percentage of the face value of the
policy. The insurance company would pay a certain amount of dollars
for every $1000 worth of coverage. This rider also lasts for the length
of the disability and also includes a waiting period before payment
takes effect. The Disability Income Rider can be paired with the Waiver

of Premium Rider. Or, one may be attached without the other.

ACCIDENTAL DEATH BENEFIT RIDER

An Accidental Death Benefit Rider pays an additional amount if the
insured should die as the result of an accident. It is generally double
the face value amount of the policy and referred to as “double
indemnity”. This rider must be specifically requested by the insured
and would result in an added premium. There are 5 exclusions that are

not covered by most Accidental Death riders:

e Death in war

e Death while committing a crime

e Death from engaged in aviation activities not associated with
commercial airlines

e A self-inflicted injury resulting in death

e Death as a result of a riot or insurrection

ACCIDENTAL DEATH AND DISMEMBERMENT

This rider will pay additional benefits should the insured be
dismembered. The AD&D rider will also pay a total death benefit in
cases of the loss of sight in both eyes or two limbs. These AD&D rider

benefits are sometimes included in with an Accidental Death Rider.
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PAYOR RIDER

The Payor Rider concerns Life Insurance policies in which the insured is
a minor but the policyowner—the individual paying the premiums— is a
parent or legal guardian. If the parent or legal guardian should die
before the minor reaches legal age, then the insurance company would
waive all premiums due for the policy until the minor reaches legal
age. The coverage would remain in full force during this time. The
specified age in the Payor Rider is usually 21 or 25. This is due to the
fact that few 18-year-olds (the usual legal age) have the means to pay

life insurance premiums. The Payor Rider is an additional premium.

GUARANTEED INSURABILITY RIDER

The Guaranteed Insurability Rider provides that the insured can
purchase more life insurance at specified times without proof of
insurability. It may be added to juvenile policies and is not available
over the age of 40. When the insured reaches a certain age such as
25, 28, 31, 34, 37, or 40 where the option to purchase an additional
amount of life insurance is available, they have 90 days to do so. The
insured may also elect to purchase insurance at alternate optional

dates such as marriage, or birth or adoption of a child.

ACCELERATED BENEFITS RIDER

This rider is sometimes known as the ’'living benefits rider'. An
Accelerated Benefits Rider allows a policyowner who becomes
terminally ill, or may require long-term care in a nursing home to
receive an advance on the death benefit while still living. This

benefit helps to ease some of the massive bills and expenses the
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insured is likely to incur while in this situation. There is usually no

premium charge.

Without an Accelerated Benefits Rider, a terminally ill insured may
choose to sell their life insurance policy to a Viatical Settlement
company. The policy is “sold” at a discounted value which may be
from 50 to 80 percent of the actual death benefit. With an Absolute
Assignment, the viatical settlement company becomes the new

owner, premium payor, and beneficiary.

Stranger Oriented Life Insurance (STOLI) refers to a recent trend
whereby older individuals (65 to 85 years of age), who are not facing
current health concerns, buy life insurance policies with the specific
intention to sell them to a third party, immediately or in the future.
The buyer pays a discount and becomes the new owner of the policy,
paying all premiums and collecting death benefits when the insured
dies.

LEVEL TERM RIDER

A Level Term Rider may be used when an additional amount of
coverage is desired for a certain period of time. In this case, the base
policy would be a permanent policy and the rider would be the Level
Term Rider. Many parents elect to purchase this rider until their
children get out on their own. The rider must also be equal to or
greater than the premium paying period of the whole life policy. It
would not be permissible to attach a 15-year term rider to a life
insurance policy with only 10 premium payments due over the life of
the policy. The ratio of coverage between a Level Term Rider and a
whole life policy is typically 3 to 1 or 5 to 1. It is important to note that
the insured cannot cancel the whole life policy and keep the Level
Term Rider in force. However, the Level Term Rider can be cancelled

without affecting the whole life policy.
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DECREASING TERM RIDER

A Decreasing Term Rider is also combined with a permanent policy.
This rider is usually written in 10, 15, 20, 25 or 30 year periods. It also
has a coverage ratio of 3 to 1 or 5 to 1. The face amount of a
Decreasing Term Rider decrease every year the coverage is in force.
This causes a Decreasing Term Rider to have a lower premium
payment than a Level Term Rider. Many insurance companies also
provide Increasing Term Riders. This rider guarantees that the cash
value, as well as a dollar amount nearly equal to the amount of
premiums paid over the term, will be paid to the policy's beneficiary
upon the insured's death. Therefore, the premiums for this type of
policy would increase each year in accordance with the increase of the

benefits.

COST OF LIVING RIDER

A Cost of Living Rider allows the insured to automatically purchase
additional life insurance without evidence of insurability. This amount
of increase reflects rising inflation and is based on the consumer price
index (CPI). There is a premium charge for adding this rider to a
policy, and the additional purchases will result in an increase in the

total premium.

RETURN OF PREMIUM RIDER

This rider is often an effective sales incentive to a potential customer.
But it also can be a valuable provision to a policy. A Return of Premium
Rider states that should the insured live to specified age, a dollar

amount equal to the amount of premiums paid over the term of the
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policy would be paid back to the insured. A Return of Premium Rider

would result in a higher premium payment.

LIVING NEEDS

Living Need- This rider allows a terminally ill person to obtain part of
the insurance proceeds prior to death. The purpose of this benefit is to
provide for the nursing, in-home care and other medical expenses.

Most companies advance 40% of the policy proceeds.

LONG TERM CARE RIDER

This rider is similar to the living need rider. It differs because the
insured does not have to be terminally ill to receive proceeds from the
policy. Usually this rider is sold as health coverage. Most companies
will allow you to borrow up to 80% of the policy's death benefit.

Terminal illness may be allowed up to 95% of the death benefit.

Long Term Care Insurance (LTC) is becoming perhaps the most
important type of health insurance in the U.S. With our aging
population growing rapidly, the funding of programs and policies to

provide LTC is getting a lot of attention.

Generally, when discussing LTC, we mean long-term nursing home
care. The number of LTC polices has increased, and will continue to do
so. These polices are still evolving in respect to what benefits they
provide, the lengths and costs of the policy, and are adjusted as
insurance companies and the government realize the future

ramifications of LTC.

66



The National Association of Insurance Commissioners has developed a
model that most states use, to address the key issues whether one is

evaluating a long term care benefits as a rider or stand-alone policy:

e A benefit period of at least one year

o A free-look period

. Prohibitions of exclusions against Alzheimer's patients

e  Standards for preexisting conditions

) Strict restrictions on cancellation, cancellation due to aging,

guaranteed renewability

Economic issues have made consumers more aware of the importance

of this type of policy. Medicare and Social Security do not cover LTC.

ANNUITY RIDERS

Insurers have created a number of riders that, for a fee, can be
attached to the basic annuity to guarantee a minimum return of
principal or earnings, guarantee a minimum income to heirs, offer
long-term care benefits and more. Most of these add-ons add to the

cost of the annuity or reduce the overall return.

Premiums

Objectives . . .

Understanding Premiums and how they are determined, will be very
important to your success with the licensing exam as well as your
career. In this Unit we will define Premiums, look at how insurance
companies determine Premium payments, how Premiums can be paid,
and other concepts involved with Life Insurance Premiums.
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Premiums are the money an individual pays to an insurance company
for Life Insurance coverage. The Premium is the consideration given,
that is, the cost of the policy to the insured. Investing Premiums are
how insurance companies make a profit. There is a balance when it
comes to figuring what a premium should be. If it is too low, then an
insurance company will not be able to cover it's costs and go out of
business. But the premiums cannot be too high, or the insurance

company will not be competitive with other insurance companies.

The Agent World . . .

Premiums for life insurance are almost always made payable to the life
insurance company. Agents must forward these monies within 7 days.
In Evanston vs. Ticker, an unsuspecting agent was told to have his
clients make their premiums payable to an intermediary (bad agent)
who proceeded to cash the checks. He also failed to secure proper
coverage and refused to pay the money back. The new agent was
liable for $75,000 in “lost premiums”.

PREMIUM PAYMENTS

A typical life insurance policy will be paid:

Annually — once a year
Semiannually — twice a year
Quarterly — four times a year
Monthly — once a month

The method of payment chosen by the insured determines how far in
advance from the time the policy is approved that they will be
covered. For example, if this first Premium payment is an annual one,

then the insured is covered for that entire upcoming year. Life
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Insurance policies are actually paid in advance this way. It is important
to note that life insurance companies compute all Premium payments
on an annual basis. They prefer annual Premium payments because it
allows them to earn more interest on more money throughout the next
year. Plus, annual Premium payments result in lower operating
expenses. After all, receiving one payment a year (annually) is more
cost effective than receiving 12 payments a year (monthly). Therefore,
any method of payment other than annually will result in a higher total
payment.

The company will figure the amount of interest lost and the added
operational costs. They would then add in the dollar amount of this

lost revenue to the premium payment to recover them.

The Real World . . .

This is a fairly simple principle, but it is still an important one.
Samantha pays her Life Insurance premium once a year. Megan and
her husband Alex pay their Life Insurance premiums monthly.
Samantha would have a lower total premium payment for that year
than Megan and Alex. The insurance company had to add a cost for
the lost interest on Megan and Alex's Premium payment since they do
not pay annually.

More premium modes . . .
There are many more “modes” of paying life insurance. Consider the
following, many “flavors” of life policies you may encounter:

Single Premium Life --

HOW PREMIUMS ARE CALCULATED
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Mortality is the biggest element of how insurance companies calculate
their Premiums. The ability to accurately predict how many people of
a certain age will die in one year is crucial. This allows the insurance
companies to figure how long those they insure will live, when they will
have to pay out benefits to the insured, and how much revenue they
can expect to earn on Premiums in respect to a person's life span.
Being a business, insurance companies have operating expenses
such as payroll, taxes, building rent and maintenance, etc. Obviously,
these expenses are figured into the calculations of premiums, as are
the earnings or rate of investment return insurance companies are
able to generate by investing Premiums. These factors could possibly
raise or lower premium costs for a given time period, depending on
how well the insurance company is doing.

In addition to Mortality, Operating Expenses, and Earnings, there are

other factors that determine an individual premium including:

e Age

e Gender

e Overall health condition
e Lifestyle habits

e Occupation

INSURANCE COMPANY RESERVES

It is important to note that the Insurance Commissioners of each

state require every company to have a certain amount of money on
reserve— an amount large enough to fulfill the promises of paying out
future death claims. Insurance companies must be able to prove to
that they have a large enough reserve to remain in business

responsibly, as well as be able to prove they will have enough revenue
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coming in over future years to sustain their reserves. Companies
have revenue from Premium payments and from investment
earnings. The Insurance Commissioners of each state use the
Commissioner's Standard Ordinary Mortality Table—the CSO Table.
This is a standardized mortality table that uses higher mortality rates
to make sure insurance companies have sufficient reserves on hand
to pay out death benefits. Having sufficient reserves is a legal

requirement.

Dividends

Objectives . . .

This Unit will cover a different aspect of Life Insurance: Certain Life
Insurance policies pay Dividends. These are known as participating
policies, and policyowners can look forward to sharing in the surplus of
the company. In this Unit we will examine the sources of Dividends,
how Dividends are paid (options), and how a company determines the
amount of Dividend to be paid at the end of a year.

Simply put, a dividend paid on a life insurance policy, is the return to a

policyholder of an overcharge by the company.

SOURCES OF POLICY DIVIDENDS

The three sources of Policy Dividends are:
e Mortality

e Operating expenses of the insurance company

e Assumed interest
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Mortality- The mortality table insurance companies use tell them how
many people of a certain age group are likely to die in every given
year. So, if fewer people die than the mortality tables predicted and
the insurance company forecasted, then the Life Insurance company
has a savings in mortality because they have paid out less claims

than expected over the year.

Operating Expenses- These costs include payroll, rent on buildings,
maintenance, commissions, and the like. These costs—for every
business—are mostly predictable. So, if an insurance company
experiences a decrease in overhead expenses (new leases, equipment
savings, better business practices) the insurance company will

experience a savings in operating expenses.

Assumed Interest- This reflects the amount of interest an insurance
company earns over a year. Insurance companies forecast a certain
interest percentage earned on their investments—say 5% annually.
However, if the insurance company gets a 6% return on their invested
premiums, the additional earnings would provide more surplus for

dividends.

DIVIDEND OPTIONS

The following are ways policyowners can elect to receive Dividend

payments.

Cash Dividend Option- This is the option in which the policyowner

receives a check for the Dividend amount from the insurance

company.
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Reduced Premium Option- Rather than receive a check, this option
allows the policyowner to apply Dividends towards reducing the

amount of their next premium payment.

Accumulate at Interest Option- This allows a policyowner to leave
their dividend payments with the insurance company to accumulate
and earn interest. If the insured dies with accumulated Dividends,
then they are paid to the policy's beneficiaries, including the interest
that accrued on the investment. It is important to note that the

interest (not the dividend itself) is taxable.

Paidup Additions Option- Policyowners can use Dividend

payments to purchase additional life insurance. The amount is
based on the Dividend payment and the insured's age at the time
they purchase the additional coverage. The additional amount of
insurance is the same type as the original policy and does not require

proof of insurability.

1 Year Term Option- This option allows the policyowner to use

Dividend payments to buy term insurance. This additional coverage

would be in effect for one full year.

DETERMINING DIVIDENDS

The Board of Commissioner’s decision regarding Dividends is declared

each year, the amount based on their surplus and how the company
did during the year. The insured can elect to set up a Dividend option
as a permanent thing to be dispersed automatically when there is a

Dividend available on the policy.
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Settlement and Nonforfeiture Options

SETTLEMENT OPTIONS

It is common for most Life Insurance policies to pay out policy

proceeds in a lump sum , one cash payment to the beneficiary of the
policy. But there are other payment options available that may better
fit a beneficiaries needs. A lump sum payment may not be managed
properly, tax issues may arise, or a lump sum pay out might not fit the

beneficiary's long-term needs.

Settlement options may avoid these issues and guarantee the money
will earn interest, and installments can be arranged to fit the
beneficiaries needs. While a policyowner has the option of deciding on
a Settlement option when the policy is originated, it is often the

beneficiary that may choose an option.
Settlement Options include the following:
e Life Income Option

e Interest Option

e Fixed Period Option

e Fixed Amount Option

LIFE INCOME OPTION

As the name of this option implies, this provides a lifelong income for
the beneficiary. These payments are similar to annuities. A Lifetime
Income Option will pay the beneficiary a guaranteed income for as

long as they live.
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INTEREST OPTION

With this option, the life insurance company retains the proceeds of
the policy and invests them, then pays out the interest earned on the
principal as an income. The beneficiary may retain the right to
withdraw the full amount at any time, or it can be arranged so that the
beneficiary cannot withdraw the full amount until a certain amount of

time has passed, or reaches a certain age.

FIXED PERIOD OPTION

The Fixed Period Option pays the beneficiary a guaranteed amount,
based on the principal and its interest earnings, for a certain time such
as over five years, or over ten years. The amount of the payment
depends on the principal amount, the length of time these payments
are to be made, and the interest earned. Like the previous options, if
the primary beneficiary should die, then the payments may be made

to a secondary beneficiary.

FIXED AMOUNT OPTION

Under the Fixed Amount Option, the beneficiary chooses the amount
of the income desired. Payments at that amount will continue until the
combined principal and interest is exhausted. Again, these payments
depend on the original principal, interest, and the amount of each

specified payment.

NONFORFEITURE OPTIONS

A good place to begin when discussing Nonforfeiture Options is the

Standard Nonforfeiture Law. This law states that any cash value
accumulations in life insurance policies must be available to the

insured even if the policy is allowed to lapse or premium payments are
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no longer made. Before the Standard Nonforfeiture Law, these
accumulated cash values were simply given up when the insured
allowed a policy to lapse. A schedule is provided in the policy to

indicate these values at any given year.

The Three Nonforfeiture Options include:
e Cash Surrender Value

e Reduced Paid-Up Insurance

e Extended Term

CASH SURRENDER VALUE

The Cash Surrender Value Option allows the policyowner to request
in writing, the policy's cash value by returning or “surrendering” the
policy to the company. It is important to note that when a policy is
surrendered, the policyowner is NO longer covered by the insurance
and they will be paid the surrender value of that policy less any

outstanding policy loan amount.

REDUCED PAID-UP INSURANCE

The Reduced Paid-Up Insurance Option allows a policyowner to
use the cash value of an existing policy to purchase a single
premium policy for a reduced face amount. This amount is based
on the insured's attained age at the time of election. No further
premiums need be paid on this policy, as it's a ""Paid-Up" single
premium policy. Also, the new policy will continue to retain and build
cash value. These Reduced Paid-Up policies are the same type of

insurance as the original policy, excluding any riders and policy loans.
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This is the automatic option on any special class or rated

policies.

EXTENDED TERM

The choice by default if cash surrender or reduced paid up is not
elected (except for above), this option allows the company to continue
the original face amount of insurance by using the policy's cash value
to buy term insurance. With Extended Term, the length of the term is

based the cash value and the insured's attained age.

Simply stated . . .

If a policy is allowed to lapse and has cash value, and the policyowner
does not reinstate the policy, or request a cash surrender or a reduced
paid up policy, the insurance company will automatically extend the
same face amount for a certain length that is specified in the. If there
were an outstanding policy loan, that amount would be deducted from
the value of the policy.

Policy Loans

Objectives . . .

In this Unit we will cover Life Insurance Policy Loans. We will discuss
the different ways in which loans can be taken out on a life insurance
policy, how a policyowner can benefit from taking out a Policy Loan,
and the overall effects a Policy Loan has on a Life Insurance Policy.
Also covered will be the Interest Rates associated with Policy Loans, as
well as how businesses can use Policy Loans.
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THE BASICS OF POLICY LOANS

Policy Loans can only be taken out by the policyowner (you'll

remember that the policyowner and the insured can be two different
people). Only permanent policies that build a cash value (Whole life,
Universal, etc) may be borrowed against. The insurance company
gives the loan with the cash value of the policy as collateral. No other
form of collateral is necessary. A Policy Loan requires no credit
check and is completely confidential. No cosigner is needed, and the
policyowner may choose a loan repayment schedule that benefits
them. It is important to note that any unpaid Policy Loans are
deducted from the death benefit of the policy should the
insured die. That unpaid loan amount would decrease the amount the

beneficiary would receive.

DEFERMENT OF POLICY LOANS

Although it is rare, an insurance company may defer making a Policy
Loan for up to 6 months from the time of application for the loan. An
exception would be an Automatic Premium Loan Provision, which
states the insurance company will automatically lend the policyowner

the amount of a past due premium (see Unit 6-Policy Provisions).

POLICY LOANS AND IRREVOCABLE BENEFICIARIES

An Irrevocable Beneficiary is one that cannot be changed by the
policyowner, unless they have the Irrevocable Beneficiaries'
permission. The policyowner also gives up certain rights about the
policy, and most policy rights cannot be exercised without the
permission of the Irrevocable Beneficiary. This includes Policy
Loans. The policyowner must have the permission of the Irrevocable

Beneficiary to take out a Policy Loan, and they must provide written

78



permission to the insurance company. The only exception would be if

the loan were to pay a premium on the policy.

NONPAYMENT OF POLICY LOANS

When the policyowner takes out a Policy Loan and continues to make

premium payments the policy's cash value will continue to build.
However, if the premiums are not paid (and there is no Automatic
Premium Loan Provision) the policy will lapse. The outstanding loan
amount would then be deducted from any policy cash value

requested by the policyowner.

If the annual interest on the loan is not paid each year, it is
added to the principal balance and the loan and its interest could
become greater than the cash value of the policy. This will cause the
policy to lapse. The insurance company is required to alert the
policyowner of this occurrence by letting them know the policy is in
danger of being cancelled. In this situation, a policyowner could pay
enough of the loan and it's interest to lessen the total outstanding

amount in relation to the total cash value of the policy.

NONFORFEITURE

As discussed earlier, any outstanding loan and interest amounts are
deducted from the cash value of a policy if a policyowner surrenders
the policy. But if the policyowner chooses the Reduced Paid-Up
option, then the outstanding loan amount, plus interest, is deducted
from the cash value of the policy and only the remainder is used to
purchase a reduced amount. As always, the insured’s age at this

time is factored in to the amount of coverage that can be purchased.
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DEATH CLAIMS AND POLICY LOANS

Before any death claim is paid to a beneficiary, any outstanding loan
amount is deducted from the proceeds. (Any outstanding loan

interest would also be deducted).

POLICY LOANS AND INTEREST

While the interest rates of Life Insurance Policy Loans are

typically lower than those charged by banks and other lending
institutions, it is important to discuss why interest is charged on
Policy Loans. A Policy Loan reduces the amount of cash an
insurance company has to invest therefore the amount of return
earned by an insurance company is lessened. Without making up for
this loss of income a company would be unable to meet it’s financial

obligations.

Insurance companies may charge interest in 3 different ways:
e Variable Interest Rates

e Fixed Interest Rates

e Universal Life Interest Rates

VARIABLE INTEREST RATES

With a Variable Interest Rate, the insurance company determines
the loan interest rate that will be in place towards the loan for the
upcoming year. This rate is connected to 'Moody's Corporate Bond
Yield Average: Monthly Average Corporate Yield.' This is a legally
mandated index concerning the maximum interest rate that can be

charged. This maximum rate can vary from state to state.
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In regards to a Policy Loan, the Variable Interest Rate must be

stated in the original policy when it is issued.

FIXED INTEREST RATES

A Fixed Interest Rate is one that is always the same on the loan
amount, usually from 6-8% annually. It cannot be changed in any
way. This Fixed Interest Rate must be stated within the original

policy at the time it is issued.

UNIVERSAL LIFE INTEREST RATES

Policyowners with Universal Life policies may also take out Policy
Loans. The loan is made against the accumulation account of the
policy, less any surrender charges. Interest rates on Policy Loans
for Universal Life policies may be either fixed or variable, the cash

value of the policy will continue to earn. This results in a low net cost.

Real World . . .

Imagine walking into a bank where you had a savings account with
$10,000 dollars in it. If you asked to borrow $10,000 and used the
savings account as collateral, as you would expect, the bank would
continue to pay interest on the money in your savings and charge you
interest on the loan. (There is of course, the required loan application,
credit check, and loan repayment schedule not needed for a policy
loan).

POLICY LOANS AND BUSINESSES

Businesses may use Policy Loans to provide cash for buy-sell

agreements, and other business endeavors. The policy proceeds or

cash value of a life insurance policy taken out on a business owner or
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other key executive may be used to meet future needs of the

business. When a business takes out a Policy Loan, it is subject to
the same rules as an individual policyowner. Any outstanding loan and
interest amounts would be deducted from the death benefit or the
cash value of the policy should it lapse. However, special tax rules may

apply to businesses and Policy Loans.
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Section LO 4

Applications, Underwriting &

Claims

Objectives . . .

The application not only begins the process to provide an individual
with coverage, but there are also crucial legal aspects to the
application for insurance. As a licensed agent, accurately
completing the application is an important step in developing long-
term and enriching relationships with your customers, and to your
career. So, do not take this Unit lightly. Take notes and remember:
this is what you will actually be doing once your career as a licensed
agent begins.

APPLICATION FOR LIFE INSURANCE

The agent completes the application as they question and converse

with the applicant. The applicant is the person asking the company for
insurance. Remember, the applicant is not necessarily the individual
who would be insured. At this point, that person is known as the
proposed insured. The insurance company will determine if the
person will be insured, by the information on the completed
application. Again, it is crucial that both the agent and the applicant
fill out the application accurately and completely. The application will
become part of the legal contract of the policy and be a physical
part of the policy itself. The applicant must sign the application, stating

that they have provided accurate information to the best of their
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knowledge. The agent must also sign the application. It is important
to note that most applications contain space for additional comments

from the agent during the customer interview process.

Answers the applicant provides may indicate that additional
information may be required by the company to make an underwriting
decision. A questionnaire regarding specific details of a medical
condition such as asthma, or a hazardous sport such as skydiving or
scuba diving, completed and signed by the applicant is a common

request.

MINORS

Individuals under the age of 18 cannot enter into a legally binding
contract. A person is considered a minor—for the purposes of life
insurance—until they have reached the age of 15. If the individual is
under the age of 15 (or, some insurance companies even if they are
older than 15) the application must be signed by a parent,

grandparent or legal guardian who is the owner of the policy.

CORRECTIONS

Any mistakes that are corrected on the application for insurance
must be done by the agent and initialed by the applicant. This is
true for any mistake or omission. A mistake on an application could be
costly to the agent, the customer and the insurance company. It could
result in improper premiums being charged or incorrect and
insufficient coverage being supplied to the customer. It is the total
responsibility of the agent that the application is delivered to the

insurance company completely and accurately. Incomplete or
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incorrect applications can be cancelled or voided by the insurance

company before the policy's incontestable clause comes into effect.

The Agent World . . .

You have a legal duty to be sure that each application for insurance is
completed fully without deceit. The information on all forms must be
accurate and to the best of your knowledge. In Bitz vs Knox, an agent
was sued for inadvertently submitting erroneous financial information.
In Lewis vs Equity, the client alleged the agent filled out the
application and failed to list the clients many heart-related treatments.
The courts awarded punitive damages to the client. In Life Investors
vs Young, a life insurance company sued it's own agent for $26,000
when he failed to indicate a known pre-existing heart condition on an
application. In American vs Hollins it was determined that the client
lied about her pre-existing condition. But, because the agent was in
charge of the application the policy could not be voided. Problems
ensured for both the insurer and agent. And, in Malonev vs Basey,
one of the application pages failed to transmit over a fax machine. A
claim was filed and the company denied coverage due to an
incomplete application. The agent was in the middle of a big dispute
between his client and carrier.

REPRESENTATIONS, MISREPRESENTATIONS AND WARRANTIES

A representation (including ALL of the statements made on the
application) is a statement an individual has made and believes to be
true and correct to the best of their knowledge. It is considered

to be a representation of the truth.
A warranty, however, is a statement made that is guaranteed to

be true. It is important to note that no statement made on an

application for life insurance is considered to be a warranty.
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A misrepresentation is the presentation of false information by the
proposed insured or applicant. It is considered fraud when the
misrepresentation is an intentional effort to gain an advantage, and
results in a loss by the insurance company. There is a major difference

between an honest mistake and an intentional fraud.

Concealment is a term closely related to misrepresentation and is the
withholding of information from the agent or insurance company
that would be a material factor in determining if coverage would be

provided.

The Agent World . . .

What information must agents disclose? Anything you know to be
untrue, misleading or material to the risk that an insurer will rely upon
to approve coverage you must disclose. Insurers can use agent
misrepresentations to deny coverage, making you . . . the agent . . .
liable as the insurer! Or, an insurance company can use agent
negligence as a defense against paying a claim, leaving the agent
holding the bag as happened in Ward vs Durham Life where an agent
told a client and his wife to leave out critical pre-existing health
information on an application. When the client died, the insurer
denied coverage and the agent was sued.

CONDITIONAL RECEIPT

Once the application has been completed accurately and fully by the

agent, they usually then collect the first policy premium payment and
issue a conditional receipt. Even though the policy has not yet been

approved and issued, the agent still collects the payment.

The conditional receipt serves four functions as it:
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g) States that the policy will be issued if approved by the insurance
company

h) Serves as a receipt for the first full premium and acts as a
temporary policy

i) States the conditions that the policy will pay out should the
proposed insured die before the policy is issued, if the policy would
have been approved by the insurance company

J) States that the policy will not pay out should the proposed insured
die before the policy is issued, if the policy would have not been

approved by the insurance company

With payment of the first premium and issuance of the conditional
receipt, coverage may begin immediately, as long as the policy is
later approved. If the policy is denied, the customer is notified

immediately and is given a full refund of the payment.

A binding receipt and/or a written binder, is not used in life insurance.

POLICY EFFECTIVE DATE

The policy issue date, or effective date is the actual day the policy

begins providing full protection. The policy's incontestable clause is
also based upon the policy effective date. Also, the policy’s suicide
clause is based on the policy effective date. This date must be made
clear to the insured because so many important matters are based on

this date.
The delivery date of a policy is important with regard to many of the

disclosures mentioned below. It is from this date that any free

look period begins. Delivery of a life insurance policy should always
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be in person. It is an opportunity to review the policy, answer any
question, make any changes, and to build on the client relationship, a
key aspect of policy retention and multiple sales opportunities for
the agent, the company, and of course the client, who benefits from
the insurance protection. If not practical, delivery may also be by

registered or certified mail.

REPLACEMENT

State regulations are in place to protect insurance consumers in
transactions that involve the Replacement of a life insurance policy or
annuity. Replacement refers to any transaction involving a policy
being lapsed, surrendered, or borrowed on to purchase new insurance.
The laws involving Replacement are meant to regulate the activities
of insurance companies and their representatives, to protect the
insurance buying public by establishing minimum standards of
conduct, and to insure that an insurance consumer receives timely and
accurate information so they may make an informed decision that is in
their own best interest. Replacement regulation also reduces the risk
of misrepresentation or lack of disclosure. Finally, these regulations

establish the penalties for failure to comply.

Replacement regulations require an agent (and company) who
replaces or offers to replace an existing policy, to provide the
policyholder with written, signed, and dated documents, comparing the
terms, conditions and benefits of an existing policy with the proposed

new policy.

Replacement is defined as; the purchase of a new life insurance

policy or annuity when a current policy or annuity is going to be:

88



e Lapsed, surrendered, partially surrendered, forfeited, or otherwise
terminated

e Changed to lower the policy's term or benefits

e Reissued with a reduced policy cash value

e Converted to a nonforfeiture benefit

e Used in a purchase with money withdrawn, borrowed or obtained

from the surrender of an existing policy

Any company that is replacing the policy of another must notify the
existing company of the Replacement within 3 days of receiving the
new application for insurance. The new insurance company must also
keep the notice of replacement for at least 3 years or until their next
Insurance Division audit. The insured must also be provided with a 30-

day Free Look provision.

It is important to note that there are 5 important Exemptions where

Policy Replacement regulations do not apply:

e Credit Life Insurance

e Group Life Insurance or annuities

e When the existing policy is being replaced by the same insurance
company

e A policy that is used to fund a pension or other retirement plan

e A new policy that is entirely paid for by the insured's employer

DISCLOSURES AND AUTHORIZATIONS

Insurance producers and companies are required to provide certain

Disclosures to potential buyers of insurance. The purpose is to avoid
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any confusion or misrepresentation on the part of the insurance
company or it's representatives. The buyer must be made fully aware
of what type of insurance they are considering and the type of policy
they might buy. In order to make sure this happens, an insurance

company must provide a prospective buyer with:

e A Buyer's Guide
e A Policy Summary

e Policy Hlustration with Cost Comparison Indexes

BUYER'S GUIDE

This is an informative booklet that helps the potential customer make
good decisions about what type of insurance they need, how much
insurance they need, and allows them to compare the costs of the
different types of policies they are considering. The Buyer's Guide
also clearly defines Whole, Term and Universal Life policies. The
company must provide the potential customer with a Buyer's Guide

at policy delivery or when requested.

Comparing Life Policy Costs -- When evaluating policies, it is not
enough to simply compare premiums. A lower premium does not

automatically mean a lower-cost policy. So cost indexes have been
developed to help measure and compare policies. Policy illustrations
normally include Surrender Cost Indexes and Net Payment Cost
indexes. They show average annual costs and payments per $1,000
of coverage. Cost indexes such as these can be quite valuable when
shopping for life insurance as long as numbers are compared for
similar types of insurance plans. Additionally, special policy features,
customer service and company financial strength should be weighed
when considering the best choice.

POLICY SUMMARY
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A Policy Summary is a separate written document that describes the
specific elements of the insurance policy. The Policy Summary must

contain the following 8 items:

e A clearly placed title such as, "STATEMENT OF POLICY COST
AND BENEFIT INFORMATION"

e The name and address of the agent and the insurance company

e The generic name of the type of policy (e.g. term, whole life, etc.)

e With respect to the first 5 years of the policy, the annual premiums,
guaranteed amount payable upon death, the total guaranteed face
value, the guaranteed cash surrender value, the cash dividends due
to the policyowner annually, and any guaranteed endowment
amounts

e The annual percentage rate that would be charged on any Policy
Loans

e The Surrender Cost and Insurance Net Payment Cost Indexes for 10
and 20 years

e A statement to the effect that an explanation of the intended use of
these indexes is provided in the Buyer's Guide

e The date the Policy Summary was prepared

Like a Buyer's Guide, a Policy Summary must be provided to any

prospective customer at policy delivery or upon their request.

POLICY ILLUSTRATIONS

Policy Illlustrations may be of 3 types:

e Basic lllustration

e In Force lllustration
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e Supplemental lllustration

A Basic lllustration is a proposal that shows the both the policy’s

guaranteed and non-guaranteed elements.

A Supplemental Illustration is usually provided in addition to the
Basic lllustration. It can only show non-guaranteed policy elements

that are similar to the Basic lllustration.

An In Force lllustration is provided to the policyowner at any time

the policy has been in force for more than one year.

Guaranteed elements include the premiums, death benefits, cash
values and riders that are established and guaranteed when the policy

is issued.

Non-guaranteed elements include the premiums, death benefits,
cash values and riders that are shown by illustration over a number of

years and are not guaranteed when the policy is issued.

ALL Policy lllustrations must be clearly labeled 'Life Insurance

Illustration' and must include:

e The name of the insurance company/provider

e The name and address of the insurance company/provider

e The name, sex, and age of the proposed insured

e The rate classification under which the illustration is based (e.g.,

smoker, non-smoker)
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e The generic name of the policy, form number and company product
name

e The initial death benefit

e Any dividend option if applicable

Life insurance policies that use illustrations must also include annual

reports that show the following:

e Annual premiums

e Current dividends

e Current death benefits

e Outstanding loan amounts

e Current cash surrender values

e Application of current dividends

It is important to note that any interest rates used in an illustration
cannot be higher than rates currently being offered by the insurance
company. If a Policy lllustration is used, the insurance company
must keep copies, including any revisions or updates, for at least 3

years after the policyowner terminates the policy.

When a Policy lllustration is to be used during any sales
presentation of a Life Insurance policy, the insurance company, or it's

representative, may not:
e Claim or mention that the policy is anything but a Life Insurance

policy. Prohibited are claims of it being an 'investment' or a

'retirement savings account'
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e Mislead or describe that any non-guaranteed elements in the policy
are actually guaranteed

e Use or make reference to any Policy lllustration that does not
comply with state laws and regulations

e Provide or show any incomplete illustrations

e Use the term 'vanishing' or 'vanishing premium’, or any term that
implies the policy becomes paid up or that future premiums can be
paid by non-guaranteed elements

e Use a Policy lllustration that shows policy performance as more
favorable to the policyowner than the insurance company’s
illustrated scale

e Use a higher interest rate to increase cash value or other non-
guaranteed elements than the insurance company's underlying rate

scale

Regulations concerning Policy lllustrations applies to all life

insurance policies except for the following:

e Variable life insurance

e Group term life insurance

e Credit life insurance

e Individual and group annuity contracts

e Any life insurance policy with a face value of less than $10,000

Any Policy lllustration used in a sales or marketing presentation
must also be signed and dated by the potential insurance consumer to
indicate that the illustration has been explained to them and they

understand it.
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COST COMPARISON INDEXES

The Cost Comparison Indexes show the cost of the benefits
provided in an insurance policy. These indexes factor in the concept of
the time value of money. For instance, a lower cost index would be a
sign of lower costs for the benefits being paid for. These indexes are
useful when comparing similar policies. Generally, there are 2 types of

indexes used.

A Net Cost Comparison Index is useful if the buyer's main concern
for the policy is the benefits paid at the time of death. The level of the
policy's cash value is of secondary importance. This index helps
compare costs at a future time, usually 10 or 20 years ahead. These
predicted amounts are based on the premiums being paid and no cash

values being taken from the policy.

A Surrender Cost Comparison Index is useful if the level of the
cash value of the policy is the more important concern. This index
helps the buyer compare costs if in the future (again, 10 or 20 years)
the policy was surrendered for some reason and the cash value of the

policy taken.

If the application for insurance includes a request for certain riders,

additional signed disclosure is required for the following;

Accelerated Benefit Rider Disclosure — provides a disclaimer
regarding any tax consequences, possible loss of any state or federal
benefits such a Medicare or Social Security, and a reduction in death

benefit.
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Critical Illness Disclosure — in addition to the notices, it also
provides a definition of covered and not covered conditions under the

rider as well as exclusions and limitations.

AUTHORIZATIONS

Disclosure may also be considered to include any required
Authorization forms for the release of any personal, financial, or
medical information to be used in the underwriting of the applicant for

insurance with the applicant’s signature.

In addition to the signed application as consent and disclosure, there

are supplemental forms including:

HIPAA Authorization for Release of Medical Information — The
HIPAA Privacy Rule (2002) requires compliance in protecting the
health information of individuals by health care providers. Release of
any medical information by them, including to an insurer, require a

signed release.

HI1V and AIDS Discrimination — Due to medical advances, the
longevity of HIV and AID’s infected individuals is prolonged. While
insurers can still decline an application on the basis of a positive ELISA
test (the HIV test), they cannot indiscriminately test for HIV without
the informed consent of the applicant (see below). Once a test has
been conducted, the insurer must maintain strict confidentiality

regarding the results.

Notice and Consent (State Specific) — Requires insurance

applicants to be advised of any blood testing for HIV in determining
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insurability, and to choose the disclosure of HIV positive results, with a
signed notice and consent form approved by the state insurance

department.

Genetic Testing — insurers cannot indiscriminately test for an
applicant’s genetic disposition for disease without informed consent.

Results must be handled in a strict and confidential manner.

Authorization to Obtain and Disclose Information (State
Specific) — A predecessor to the HIPAA form, this signed release may

be still be required in many state jurisdictions.

DO NOT CALL LIST

The Federal Trade Commission (FTC) amended the Telemarketing

Sales Rule to give consumers a choice in receiving telemarketing calls.

Effective October 1, 2003, it is illegal to call a number listed on the
National Do Not Call Registry. (Many states have established similar
laws). Solicitation of names and telephone numbers should be
“scrubbed” against the Do Not Call List by the list provider, or by the
company you are calling on behalf of. A violation of the law provides

for a civil penalty. It is not a violation to call an existing customer.

Field Underwriting

Objectives . . .

This Unit will cover some of the actual day-to-day functions of your
career as a licensed insurance agent. Field Underwriting is the most
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direct way for you to positively influence and improve the lives of
potential customers. We will discuss basic definitions and principles of
Field Underwriting, as well as several resources you will have to help
you make good decisions about underwriting policies

Legal Relationship and Responsibilities

An agent appointed by an insurance company is acting on behalf of
the company when soliciting, selling, and servicing insurance with the
public. The agent is considered to be a fiduciary, that is, in a position
of trust and as such, he must act in good faith in dealings with the

public, as well as insurers.

Responsibilities to an insurer include;

e a duty to the insurer

e conducting themselves prudently

e remitting all monies promptly

e completing applications accurately

e disclosing all information to the insurer
e delivering the policy

e obeying insurance laws

Insurer responsibilities to the agent include;
e act in accordance with agent contract
e paying all compensation due

e informing the agent of product changes

The agent also faces responsibilities to the insurance buying public

including:
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e soliciting applications

e explaining coverage

e assessing needs

e putting the client interest first
e providing service and reviews

e protecting confidences

Underwriting determines which individuals are acceptable to insure,
according to the company's standards. Selling a policy to just anyone
would be profitable in the short term, but adverse selection would
make it disastrous in the long term. So, Underwriting provides
insurance companies with methods to determine who can be

insured.

Initial, or field underwriting, begins with the agent and preselection,
whereas postselection underwriting is done after the application is

submitting for underwriting by the company.

Sources of underwriting information are covered later in more detail

but include;

e Application

e MIB

e Consumer reports
e Driving records

e Medical exams

e Physicians reports
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RISK SELECTION

Important to successful risk selection are 8 factors insurance

companies use to determine insurability:

e Age

e Occupation

e Medical history

e Lifestyle

e Place of Residence
e Financial condition
e Physical condition

e Moral condition

Age concerns the age of the proposed insured. This, of course, has to
do with how many years the individual is likely to live. By using
mortality tables, companies are able to determine how likely a person

of a certain age is of dying within the next year.

Occupation is the type of work a person does. A teacher would be
considered to have a less hazardous occupation than a construction

worker.

Medical history is the record of the person's past health. Chronic
ailments could be a factor in the determination of a person’s
insurability. Medical questions are asked and answered by the
applicant. Depending on the applicants age and the amount applied
for, the application could be “non-medical” though a company

reserves the right to request a medical examination before issuing a

policy.
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Attending Physician’s Statement — a report requested by the
insurer but filled out by a physician, hospital or medical facility who

has treated or is treating a proposed insured. It is a summary of all
pertinent medical conditions, illnesses and treatments of the insurance
applicant. Inconsistent or missing information will compromise the
risk analysis process. An applicant or APS that reveals a condition
needing more information can delay approval of the policy pending
confirmation and possible rating of the proposed insured.

Lifestyle factors in dangerous hobbies (e.g., deep-sea diving, private

pilots, mountaineering).

Place of Residence is important to determine insurability because of
the negative health effects that are sometimes associated with living in

underdeveloped countries.

Financial condition is simply the proposed insured'’s ability to pay
premiums, along with all other bills. A large life insurance policy would
lapse if the insured were unable to pay the premiums over a long

period of time.

Physical condition takes into consideration the person's overall

health at the time of application for insurance.

Moral condition typically concerns the known use of illegal drugs,
which would be a factor in the proposed insured’'s moral condition as

well as their insurability.

MEDICAL INFORMATION BUREAU

There are many external organizations that provide insurance

companies with information about those who apply for Life Insurance.
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