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Preface 
 

 
Insurance is a challenging field. In order to succeed in 
insurance, an agent must command an understanding of a 
vast amount of knowledge. He or she needs to be familiar with 
a host of rules and regulations, understand complex concepts, 
and know how to apply this knowledge in an ethical manner. 
On top of all of this, the insurance professional also must 
learn how to become a master salesperson! 
 

Obviously, succeeding in the insurance field is a tall order. 
But the rewards of a career in this field are so vast, the 
challenge is certainly worth the effort. One of the best methods 
for helping one succeed is continuing education. 
 
The purpose of this manual is to help the insurance 
professional meet his or her continuing education 
requirements, stay in compliance with Michigan law, and 
update his or her knowledge of insurance.1  
 
This course is a self-study learning program. As such, you will 
need to budget your study time effectively. You have six 
months upon receipt of this program to complete the exam.  
 
The exam packet is included in your materials. DO NOT open 
your exam packet until you have thoroughly studied the 
program. Instructions for completing the exam are found on 
the front of the exam packet. You are required to complete 
your exam in the presence of a disinterested third party. Both 

                                                           
1 As you are doubtless aware, Michigan law requires insurance agents and solicitors to earn 24 
credits of approved continuing education (CE) every two years. This program bundles a 21 credit LH 
course with a 3 credit Ethics course to meet Michigan’s CE requirements. This course cannot serve 
as, or take the place of, a required pre-licensing education program. 
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you and your monitor must complete the affidavit form 
attached to your test packet.  
 
While we have sought to provide you with the best framework 
possible for success, we cannot guarantee success, nor can we 
guarantee the passing of the applicable examination. While it 
has been our effort to provide you with the most current 
material at hand, changes in the insurance industry, law, or 
regulations may make this book outdated. 
 

We thank you for your purchase of LH Ethics Bundle, 
Revised and wish you success not only on your CE 
examination, but in your career.  
 

 

 American Education Systems, LC 
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The Insurance Field  

• The Definition of Insurance 

 

Insurance is a transfer technique. Through insurance, one party shifts the 

financial consequences of a loss to another party. The first party in this 

arrangement is the insured, and may be essentially any economic actor 

(i.e. an individual, a company, a non-profit organization, etc.) The 

second party is called the insurer, and is an insurance company or 

organization. 

 

The insurance transfer occurs by means of a contract. The principal 

contract used in life insurance is the life policy. The life policy provides 

protection against the death of an individual in the form of payment to a 

beneficiary. The payment, called the death benefit, equals the face 

amount less any loans and interest on the policy. To maintain the policy, 

the insured pays the insurer a series of premiums or, in some instances, a 

single premium.  

 

In addition to being a contractual transfer technique, insurance is also a 

business sector with combined assets in excess of 2 trillion dollars. As such, 

insurance is an industry that exerts a major influence on the American 

economy. Consisting of numerous companies and organizations, the 

insurance industry employs hundreds of thousands of people in a wide 

variety of positions. 
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• Risk and The Purpose of Insurance 

 

Insurance exists as a means of alleviating risks. Risk is an uncertainty 

regarding the possibility of a loss.   

 

Two broad categories of risk exist: speculative risk and pure risk. A 

speculative risk involves the possibility of loss and gain. Purchasing a 

collectible baseball card, investing in a limited partnership, and placing a 

bet at the Black Jack table are all examples of speculative risks. In a 

speculative risk, one chooses to be exposed to uncertainty with the hope 

of reaping a financial reward. 

 

The second category of risk is pure risk. Pure risk never offers the chance 

of profit—pure risk always presents a loss.  

 

The cause of a loss is called a peril. Common perils include fire, theft, 

disease, wind, etc. In life insurance, the peril insured against is death. 

Hazards are factors that give rise to perils. Physical hazards are personal 

characteristics that tend to increase the probability of a loss. A faulty 

heart valve is an example of a physical hazard.  

 

A moral hazard is a trait or set of traits that increase the probability of a 

loss. Moral hazards are based on poor choices, such as abusing drugs 

and alcohol.  

 

Morale hazards are characterized by an indifferent attitude. A person 

who routinely drinks alcohol and drives a motorcycle without a helmet 

presents a morale hazard, and increases the probability of a loss. 
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• Essential Predictive Techniques for 
Insurance 

 

In order for insurance to function properly, the party assuming the risk 

must be able to effectively predict the probability of a loss. This is called 

predicting the loss experience of the average risk. In addition, when a loss 

occurs, the party that has assumed the risk must be in a position to meet 

its obligations (i.e. pay the claim). These tasks are accomplished by 

analyzing the nature of the risk and its attendant perils and applying two 

essential techniques: pooling and the law of large numbers. 

 

The Law of Large Numbers 

 

The law of large numbers is a mathematical principle of probability. This 

principle states that the greater the number of similar risks, the more 

reliable the prediction(s) of loss over time.  

 

Risk Pooling 

 

Insurers use the data derived from the application of the law of large 

numbers to “pool risks.” Pooling is a technique for spreading a risk. By 

pooling, the risk of an individual is spread out over a larger group.  

 

An historical example of risk pooling can be found in early fraternal burial 

societies. As the full cost of a proper burial would be burdensome to any 

one individual, all the members would contribute small, regular sums that 

would be held in trust. When a member died, the funds were available 

for the burial, and the cost to his or her family was a fraction of what it 
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would have been had the individual not been a participant in the 

society.  

 

Mortality Tables 

 

A life insurance company can predict the probability of an individual’s 

death very accurately. An important tool for their predictions is the 

mortality table. 

 

A mortality table makes use of the law of large numbers by reflecting the 

pertinent data of a large cross-section of people over a large cross-

section of time. The result is chart that shows the mortality experience of 

individuals categorized by age and sex. Through use of a mortality table, 

a life insurance company will be able to predict the approximate number 

of death claims that it will have to pay in any given year. 

 

• Insurable Risks 

 

In order for a risk to be transferred to an insurance company, it must be 

insurable. Through its analysis, an insurance company may decide a risk 

does not meet its qualifications for coverage.  

 

Certain categories of risk are hardly ever insurable. Speculative risks, for 

example, are rarely insurable. Other risks would be too expensive to 

insure. Generally, in order for a risk to be insurable, it must possess five 

elements: 
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1. The Loss Must Be Fortuitous 

 

In order for a loss to be insurable, it must occur due to chance and 

be outside of the insured’s control. A person cannot intentionally 

damage one’s home and expect to collect an insurance claim. 

 

2. The Loss Must Be Predictable 

 

In order to be insurable, the insurer must be able to predict the 

probability of loss with a degree of certainty. Statistical 

predictability is essential for the insurer to estimate the number and 

severity of losses over time and set appropriate premiums. In order 

to be predictable, the insurer must make use of the law of large 

numbers. This means that there must be a large enough group of 

risks to be pooled and classified according to similar characteristics 

(i.e. gender, age, occupation, etc.) 

 

3. The Loss Exposures Must Be Randomly Selected 

 

The insurer will allow for an element of random selection when it 

assumes loss exposures. This creates an appropriate proportion of 

good and bad risks.  

 

4. The Loss Must Be Definite    

 

Insurable risks must be subject to a valuation. In addition, an 

insurable risk must be definite as to the time and place of the loss. 
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5. The Loss Must Not Be Catastrophic 

 

Generally, catastrophic losses cannot be insured because it is not 

economically feasible. An example of a catastrophic loss is war.  

 

• Types of Insurance Providers 

 

Insurance products are provided by a wide variety of companies. The 

type of company organization can affect the type of policies sold, the 

positioning of the company in the market, even the prospects that the 

company will solicit. There are three primary types of insurance 

companies: the stock company, the mutual company, and the fraternal 

benefit society.1 

 

Fraternal Benefit Societies 

 

Fraternal benefit societies, also known as “fraternals,” are nonprofit, 

mutual benefit organizations typically based upon shared religious, 

national, or ethnic connections. Fraternals have a lodge system with 

specific rituals. Fraternals usually provide insurance products exclusively to 

members and their spouses and dependents.  

 

 

Stock Insurance Companies 

 

A stock insurance company is a business that is owned by stockholders. 

Stock insurance companies are private, for-profit organizations that seek 

to provide a favorable return for the stockholders.  

                                                           
1 The other types of insurance company organizations that exist include reciprocal insurers, assessment 
mutual insurers, Lloyd’s Associations, and reinsurers.  
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Mutual Insurance Companies 

 

In contrast to a stock insurance company, a mutual insurance company 

is owned by the policy owners. The mutual insurance company is usually 

referred to simply as a “mutual.”  

 

In a mutual, the policy owners are essentially stockholders, and may vote 

on various company issues, such as directorship. In addition, the policy 

owner can share in the operating profit of a mutual. This is done through 

policy dividends, which are a return of a portion of the premiums when 

operation costs, expenses, and mortality have been lower than 

predicted.  

 

Mutuals that declare dividends are said to issue “participating,” or “par” 

policies. Stock companies, on the other hand, do not declare dividends 

and so issue “non-participating,” or “nonpar” policies.2 

 

A hot topic in today’s insurance world is demutualization. 

Demutualization occurs when a mutual company converts its form of 

ownership from a mutual into a stock company. Policy owners are given 

shares in the new stock company in exchange for their level of 

ownership. As the insurance and financial services industries have 

evolved and become more competitive, some mutuals have opted for 

demutualization as a means of deriving a new source of operating 

capital. 

 

                                                           
2 In the modern insurance world, this distinction has begun to fade and both stock and mutual companies 
can and will issue both  par and  nonpar policies. 
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Government Insurance 

 

Another major provider of insurance is the state and federal 

governments. Government insurance programs are called social 

insurance, and are designed to promote the general welfare. There are 

three major forms of governmental social insurance that provide life 

insurance: Social Security (Old-Age, Survivors, and Disability Insurance, or 

OASDI), Service members’ Group Life Insurance (SGLI), and Veterans’ 

Group Life Insurance (VGLI). 

 

 

• Industry Ratings of Insurance Companies 
 

Because insurance is a complex financial product, it is necessary to use 

sophisticated devices for analyzing the relative strengths of the company 

providing the product. The key question that such an analysis will provide 

is this: Can the company meet the obligations present in the contract? 

Can it honor its agreement(s)? 

 

Independent ratings of insurance company financial strength are 

provided by several companies. These companies investigate insurers 

and publish their ratings and rankings. The largest and most commonly 

cited are: 

 

• A.M. Best Company 

• Duff & Phelps Credit Rating Company 

• Moody’s Investment Service 

• Standard & Poor’s Rating Services 

• Weiss Ratings 
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These companies use a letter grading system for their ratings; however, 

each provides a slightly different scale. For example, the highest rating for 

A.M. Best is A++; Duff & Phelps, on the other hand, uses AAA as its highest 

rating.  

RANK Standard& 
Poor’s 

Moody’s 

 

Duff & 
Phelps 

Weiss A.M. Best 

1 AAA, AAAq Aaa AAA A+ A++ 

2 AA+ Aa1 AA+ A A+ 

3 AA, Aaq Aa2 AA A- A 

4 AA- Aa3 AA- B+ A- 

5 A+ A1 A+ B B++ 

6 A, Aq A2 A B- B+ 

7 A- A3 A- C+ B 

8 BBB+ Baa1 BBB+ C B- 

9 BBB, BBBq Baa2 BBB C- C++ 

10 BBB- Baa3 BBB- D+ C+ 

11 BB+ Ba1 BB+ D C 

12 BB, BBq Ba2 BB D- C- 

13 BB- Ba3 BB- E+ D 

14 B+ B1 B+ E E 

15 B, Bq B2 B E- F 

16 B- B3 B- F  

17 CCC, 
CCCq 

Caa CCC   

18 R Ca DD   

19  C    

 

 

• Agency and the Sale of Insurance 

 

Life insurance may be sold through a variety of media. The most common 

form of life insurance sales occurs through insurance agents. Insurance 

agents are licensed individuals with the authorization to represent 
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another party. The insurance agent is also called a producer, while the 

company that he or she represents is called the principal.  

 

The agent may represent the insurance company in three ways: 

 

1. Soliciting policy applications, including presenting the 

company’s product line and describing the policies to prospects 

 

2. Collecting the policy’s premium  

 

3. Servicing prospects and policy owners 

 

There are three forms of agent authority: express authority, implied 

authority, and apparent authority. Agent authority is what connects an 

individual agent to an insurance company.  

 

Express authority is given by an insurance company to an agent through 

a contract of agency. The limits of express authority are described in this 

contract. It is very important for an agent to understand the limits of his or 

her contract, and remain within those limits. Typically, express authority 

includes the following: soliciting applications, collecting premiums, issuing 

policies, canceling policies, and retaining a commission.  

 

Implied authority is not explicitly granted, but is assumed to exist for the 

purpose of carrying out the agent’s duties within the boundaries of 

standard business practices.  

 

Apparent authority is the appearance of authority based on the actions, 

words, or deeds of the insurer, or circumstances that were created by the 
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insurer.  

 

• Types of Insurance Agents and 
Salespersons 

 

There are various classifications of licensed persons who may transact life 

insurance business.  

 

Broker 

 

An insurance broker reviews clients’ insurance needs and then selects a 

company to acquire a policy that meets these needs. Theoretically, the 

broker may acquire a policy from any company. While involved in the 

selling of insurance, a broker is different from an agent because the 

broker represents the client.  

 

Agent 

 

An agent represents the insurance company. An exclusive, or captive, 

agent represents only one company. Captive agents are sometimes also 

referred to as career agents. Independent agents, on the other hand,  

may have appointments with more than one insurance company.  

 

General Agents and Managing General Agents 

 

General Agents (GAs) and Managing General Agents (MGAs) will recruit, 

hire, train, and supervise other agents within a specific geographic area. 

GAs and MGAs can also sell insurance policies. 
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Licensed Insurance Counselors 

 

A Licensed Insurance Counselor (LIC) does not directly sell insurance 

policies to prospects. Instead, the insurance counselor is paid a fee for 

auditing, abstracting and giving advice on insurance policies and 

annuities.  

 

Insurance Industry Operations 
 

“Underwriting” is another term for risk selection. Underwriting determines if 

an applicant is insurable; when the applicant and insured are different 

people, underwriting determines whether an insurable interest exists 

between them. Underwriting involves examining, accepting, or rejecting 

insurance risks, and classifying the ones selected in order to charge the 

proper premium.  

 

Underwriting is done at several points during an insurance transaction. An 

insurance agent plays the role of field underwriter when taking the 

insurance application. The completed application is then sent to the 

company’s home office where it is further reviewed by the company’s 

underwriter.  

 

The underwriting process ultimately has two main goals. First, it insures that 

insurance written by the company meets legal requirements (i.e. an 

insurable interest exists). Second, it keeps the company profitable by 

avoiding an adverse selection of risks. “Adverse selection” refers to taking 

on risks that are uninsurable or greater than the average risk. An adverse 

selection of risks results in more claims for the company. 
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The Underwriting Process 

 

• Individual Life Insurance Policy 
Underwriting  

 

Underwriting is the process of selection, classification and rating of 

insurance risks. Simply put, underwriting is a risk selection process. The 

selection element of the process consists of gathering and evaluating 

information and resources to determine how an individual will be 

classified—standard or substandard. Once this part of the underwriting 

procedure is complete, the policy will be rated in terms of the premium 

which the policy owner will pay. The policy will then be issued.  

 

An underwriter’s job is to use all the information gathered from many 

sources to determine whether or not to accept a particular applicant.  

 

The underwriter must exercise judgment based on his or her years of 

experience to read beyond the facts and get a true picture of your 

lifestyle. Are there any factors (occupation, hobbies, lifestyle) which make 

this individual likely to die before his or her natural life expectancy?  

 

An underwriter cannot, and is not, expected to foresee all circumstances. 

However, the underwriter’s purpose is to protect the insurance company 

insofar as he or she can against adverse selection— very poor risks, and 

those parties with fraudulent intent.  

 

• Underwriting Information  
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The underwriter has various sources of information to provide the 

necessary information for the risk selection process. These sources include:  

 

• the application,  

 

• medical exams and history,  

 

• CLUE reports,  

 

• the Medical Information Bureau (MIB),  

 

• the agent or salesperson.  

 

• The Application  
 

The form of the application may differ from one company to another. 

However, most applications provide the same basic information. The 

insurance company wants to know exactly what type of risk the insured 

might be. It assesses all of the information concurrently to make a well 

informed decision. The risk it sees within the obtained information is all 

taken into consideration when the company makes a decision to offer 

coverage or decline the request.  

 

Part 1of the application asks for general or personal data regarding the 

insured. This would include such information as: name and address, date 

of birth, business address and occupation, Social Security number, marital 

status, and other insurance owned. In addition, if the applicant and the 

insured are not the same person, then your name and address would be 

included here.  
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Part 2 of the application is generally designed to provide information 

regarding the insured’s past medical history, current physical condition 

and personal morals. Part 2 also requires information regarding the 

current health of the insured by asking for current medical treatment for 

any sickness or condition and types of medication taken. The name and 

address of the insured’s physician is also required.  

 

In addition, Part 2 will also include questions regarding alcohol and any 

drug use by the insured. Avocations and high-risk hobbies are also usually 

reported here.  

 

The application will also record information regarding the policy owner’s 

choices with regard to the mode of premium (monthly, annually, etc.), 

the use of dividends and the designation of a beneficiary.  

 

Finally, the signatures of the insured (and the policy owner if different from 

the insured) are required in the appropriate places on the application.  

 

At the time you complete the application, you sign and date it to confirm 

that all the information you have given is true to the best of your 

knowledge. Most companies have a clause regarding misstated 

information or a fraudulence clause. This gives the company the right to 

review its decision if you have provided false information or omitted 

information.  

 

The contestability period—which usually lasts for two years—is the time 

within which an insurer may deny a claim based on information you have 

stated in the application. After this period, the policy becomes 

incontestable and the insurer may not deny a claim even if fraudulent or 
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concealed information is discovered. The insurer may then deny a claim 

only on the ground that an insurable interest was not present between 

the insured and owner at the time of application.  

 

By signing the application, you are not committing to buy insurance, you 

are requesting that the insurance company review your information and 

offer you coverage. Some hard-sell agents or companies may try to tell 

you that you have to accept the coverage offered. This is virtually never 

true. Insurance is not in force until premiums are paid. Even if you pay 

premiums with the application, you may refuse to accept the policy 

when it is delivered and you’ll get your premiums returned. 

 

A Case in Point:  

 

A common point of coverage dispute between life insurance companies and 

policyholders is misrepresentation on policy applications. These situations will 

usually involve issues—like reasonable reliance and bad faith refusal to pay—

that we’ve seen elsewhere.  

 

The January 1997 U.S. Court of Appeals decision Virginia Kay Hays et al. v. 

Jackson National Life Insurance dealt with alleged misrepresentations 

surrounding a life insurance claim.  

 

In the fall of 1991, with the help of Jackson National’s agent, Oklahoma resident 

James T. Hays completed an application for a Jackson National life insurance 

policy. Part Two of the application required Hays’s responses to a series of 

questions regarding his medical history. The agent filled out Part Two based on 

responses provided by Hays. Part Two contained the following pertinent 

questions and answers:  
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3. Have you, in the past five years:  

 

a. Consulted or been treated by a physician or other medical practitioner? Yes  

 

....c. Had an electrocardiogram, X-ray or other diagnostic test? No  

 

d. Been advised to have any diagnostic test, hospitalization, or surgery which 

was not completed? No  

 

Having answered “yes” to question 3.a., Hays provided these details: “3.a.1967— 

Ulcer operation—Dr. Meekly—Sacramento, CA.”  

 

The only other information disclosed on Part Two relating to Hays’s medical 

history is the name, address, and telephone number of his personal physician, 

along with a notation that Hays had last consulted that doctor for a broken right 

foot.  

 

Two days after Hays and the agent completed Part Two, Jackson National sent 

a paramedic to Hays’s home to complete Part Three—the “Medical 

Examination Report.” On Part Three, in response to the same questions posed on 

Part Two, Hays again mentioned the 1967 ulcer operation, explaining that it was 

a gastric resection which had required ten to twelve days in the hospital. He also 

stated that he wore corrective lenses; that in 1990 he sprained his knee skiing; 

that he had recently broken his right foot; and, finally, that in 1989 he had had a 

complete physical by his personal physician with normal results. Hays signed 

both Part Two and Part Three.  

 

Jackson National issued Hays a $500,000 life insurance policy on November 8, 
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1991. Five months later, Hays was diagnosed with cancer of the esophagus. He 

died quickly—in August 1992.  

 

Virginia Hays was James Hays’s widow. After she and several family members 

made their claim on the policy, Jackson National discovered that Hays had not 

provided information on the application relating to the condition of his 

esophagus. Medical records showed that between 1989 and 1991 Hays had his 

esophagus examined on at least four occasions by three different doctors. 

During these examinations, Hays underwent an esophagram, three 

esophagogastroduodenscopies, and multiple biopsies of the esophagus. The 

examinations revealed an esophageal ulcer, and Hays was diagnosed with 

Barrett’s Esophagus—a permanent change in the esophageal tissue resulting 

from long-standing reflux of gastric acid.  

 

The biopsies had proved negative for cancer, but at least two different doctors 

informed Hays that regular surveillance of his esophagus would be required. (In 

fact, on the very day that Jackson National had issued the policy, one of the 

doctors apparently notified Hays that he was due for another EGD. It was this 

next EGD which revealed the cancer.)  

 

Based on Hays’s failure to disclose any of this information, Jackson National 

refused to pay benefits under the policy and returned all premiums to the family.  

 

Virginia and the family filed suit, claiming breach of contract, bad faith, 

outrage, and reformation. Jackson National moved for summary judgment, 

arguing that Hays’s failure to disclose the information relating to his esophagus 

entitled it to refuse payment.  

 

Jackson National argued that had it known Hays’s true medical history, it would 
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have denied coverage or issued a different policy, citing its underwriting manual 

which instructs that applicants with Barrett’s Esophagus should have their 

applications rated, or denied, depending on the adequacy of medical follow-

up.  

 

Oklahoma law states, in relevant part:  

 

All statements and descriptions in any application for an insurance policy or in 

negotiations therefor, by or in behalf of the insured, shall be deemed to be 

representations and not warranties. Misrepresentations, omissions, concealment 

of facts, and incorrect statements shall not prevent a recovery under the policy 

unless:  

 

1. Fraudulent; or  

 

2. Material either to the acceptance of the risk, 0r to the hazard assumed by the 

insured; or,  

 

3. The company in good faith would either not have issued the policy, or would 

not have issued a policy in as large an amount, or would not have provided 

coverage with respect to the hazard resulting in the loss, if the true facts had 

been made known to the company as required either by the application for the 

policy or otherwise.  

 

In response, the family argued there were genuine issues of material fact 

precluding summary judgment. They asserted that Hays’s response to question 

3.a. (on Part Two) disclosed he had been treated within the last five years in 

relation to his 1967 ulcer operation. They claimed Hays’s esophageal problems 

were directly related to that ulcer operation. Therefore, they reasoned, the 



Core Concepts L/H  

 

 
© American Education Systems, LC 

21 

response to 3.a. was not a misrepresentation. In fact, it should have tipped 

Jackson National off that it should conduct its own investigation before issuing a 

policy.  

 

In a connected argument, the family contended that the agent who filled out 

the application was a personal friend of Hays and knew more about Hays’s 

health than disclosed on the application. They claimed the agent told Hays that 

his responses on the application were sufficient because Jackson National 

would contact Hays’s personal physician and conduct its own investigation. 

Finally, they argued that in order for Jackson National to rely on Oklahoma law, 

it had to prove that Hays made the misrepresentations or omissions with an 

intent to deceive.  

 

The trial court held that Oklahoma law did not require Jackson National to 

prove an intent to deceive. It held that Jackson National needed only prove 

Hays “knew or should have known that he omitted facts from his application 

which were material to Defendant’s acceptance of the risk.”  

 

The trial court did not explicitly address the family’s arguments relating to the 

agent’s assurances that Jackson National would conduct its own investigation, 

or to the additional knowledge the agent allegedly possessed regarding Hays’s 

medical history. Instead, the court turned directly to the significance of the 

omitted information. The court stated:  

 

[Hays] omitted any mention of his diagnosis of Barrett’s esophagus on the 

application. When asked to list physicians who had treated him within the past 

five years, he did not include two physicians who examined him for this 

condition within the past two years. Although he underwent at least two 

diagnostic tests for the condition and was advised that more would be required, 
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he did not report this in the space on the form which specifically asked him to list 

diagnostic tests. The court therefore concludes that no reasonable jury could 

find that [Hays] did not know or should not have known that this information was 

requested.  

 

The court further found there was no question the omissions were material since 

“Defendant’s policy notes that Barrett’s esophagus is a precancerous condition 

and Hays did, in fact, die of cancer of the esophagus only months after 

obtaining the policy.”  

 

Having found Jackson National was entitled to refuse payment, the court 

dismissed the family’s bad faith and outrage claims. It also dismissed plaintiffs’ 

claim for reformation, noting that “there is no controversy arising out of the 

language of the policy itself, and therefore reformation is not available.”  

 

The family appealed.  

 

The Court of Appeals held that:  

 

•under Oklahoma law, finding that the insured person intended to deceive the 

company is necessary before misrepresentation or omission on the insurance 

application can serve as ground for avoidance of policy and nonpayment of a 

claim;  

 

•material issue of fact existed as to whether the insured person intended to 

deceive the company when he omitted certain information regarding 

esophageal examinations, inasmuch as fact finder might infer that the insured 

person was relying on agent’s statement that an insurance company would 

investigate his medical records;  
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•beneficiaries were not entitled to reformation of policy to amount of the 

insurance that would have been issued had the insurance company known of 

the insured person’s true medical history; and  

 

•the company’s failure to conduct preissuance investigation into the insured 

person’s health could not form basis for a claim of either bad faith or outrage.  

 

Specifically, the appeals court wrote:  

 

Having concluded that intent to deceive is required, we must reverse the 

dismissal of the breach of contract claim. Because this case comes to us on 

summary judgment, plaintiffs’ evidence must be believed, and all justifiable 

inferences are to be drawn in their favor.  

 

Still, the issue is close. We agree with the district court that Hays’s application 

answers did not reveal a significant amount of material, requested information. 

Considering that Hays provided such comparatively unimportant information on 

Part III regarding a skiing injury, corrective lenses and a broken foot, we find it 

particularly suspicious that he somehow felt it unnecessary to reveal his 

esophageal examinations. Intent to deceive is a reasonable inference from the 

facts.  

 

On the present record, however, we cannot say that intent to deceive is the 

only reasonable inference. Jackson National’s agent filled out the application, 

and he believed the response to question 3.a. revealed that Hays had been 

treated within the past five years for problems relating to his ulcer operation. The 

agent thought Jackson National would contact him...for further medical 

information, and he told Hays that [it] would conduct its own investigation. The 
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agent also states that, at the time he filled out the application, he knew Hays 

had “stomach problems,” and that Hays had been “checked out, and that the 

tests proved negative for cancer and ulcers.”  

 

So, the appeals court ruled for the Hays family. 

 

• Medical Exam  
 

If the amount of insurance applied for is relatively high, the proposed 

insured may be required to take a medical examination—and Part 2 is 

completed as part of the physical exam.  

 

In most cases you are also asked to take a physical examination, paid for 

by the company to which you are applying. All of this information is 

needed for the insurance company’s underwriting process.  

 

Increasingly, underwriters are relying on paramedical exams and blood 

tests for information in order to accurately evaluate a health risk. Blood 

testing is almost universally used to determine cholesterol levels, elevated 

liver enzymes, and the presence of AIDS or HIV infection.  

 

Another source of medical information available to the underwriter is an  

Attending Physician’s Statement (APS). After a review of the medical 

information contained on the application or the medical exam, the 

underwriter may request an APS from the proposed insured’s doctor.  

 

Usually, the APS is designed to obtain more specific information about a 

particular or potential medical problem.  
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Some simplified forms of life insurance require no medical exam and only 

ask very basic health-related questions on the application. Usually this 

type of insurance is only available in low face amounts, to minimize the 

impact of adverse selection.  

 

• Inspection and Credit Reports  

 

To supplement the information on the application, the underwriter may 

order an inspection report on the applicant from an independent 

investigating firm or credit agency, which covers financial and moral 

information. This information is used to determine the insurability of the 

applicant. If the amount of insurance applied for is average, the 

inspector will write a general report in regard to your finances, health, 

character, work, hobbies, and other habits. The inspector will make a 

more detailed report when larger amounts of insurance are requested.  

 

• Medical Information Bureau  

 

Another source of information which may aid the underwriter in 

determining whether or not to underwrite a risk is the Medical Information 

Bureau (MIB), based in Westwood, Massachusetts. This is a nonprofit trade 

association which maintains medical information on applicants for life 

and health insurance. The MIB has 650 member companies that write 80% 

of the health insurance and 99% of the life insurance policies in the U.S.  

 

MIB information is reported in code form to member companies in order 

to preserve the confidentiality of the contents. The report does not 
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indicate any action taken by other insurers, nor the amount of life 

insurance requested.  

 

An insurance company may not refuse to accept a risk based solely on 

the information contained in an MIB report. There must be other 

substantiating factors which lead an insurer to decide to deny coverage. 

Beginning in 1995, the MIB must provide explanations to applicants who 

are denied coverage, allowing consumers to challenge possibly 

inaccurate information about their medical history.  

 

• Agent Underwriting  

 

The agent has a very important role in the policy issuance chain of 

events. The agent serves as the eyes and ears of the insurance company, 

talking to the prospective insured, recording the information correctly on 

the application, and ultimately delivering the policy.  

 

The agent must explain to the prospective insured the need for 

completely accurate and honest answers to the questions asked. And 

the agent must be aware of any signs that the insured is not telling the 

truth.  

 

It is the agent’s job to find the right coverage for the insured. If the insured 

is declined coverage, the agent must attempt to explain the reasons to 

the prospective insured, and try to find coverage elsewhere.  

 

• Classification of Risks  
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Once all the information is gathered, the underwriter’s job is to classify the 

risk. Risk classification refers to the determination of whether a risk is 

preferred, standard, substandard or uninsurable based on the 

underwriting or risk evaluation process. Each company has its own 

underwriting standards, but the risk classification below is an 

approximation of what is common.  

 

• Preferred Risks  

 

If a substandard risk presents an above average risk of loss, a preferred 

risk presents a below average risk of loss. In an effort to encourage the 

public to practice better health, the insurance industry has developed 

preferred risk policies with lower (or preferred) premium rates.  

 

Those applicants who may be eligible for preferred risk classification are 

those who:  

 

• work in low risk occupations and do not participate in high-risk 

hobbies (scuba diving, sky diving, etc.)  

 

• have a very favorable medical history, with no personal or family 

history of heart disease or cancer at ages under 60  

 

• presently are in good physical condition without any serious 

medical problems, such as asthma or high blood pressure  

 

• do not smoke  

 

• meet certain weight limitations  
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• have normal blood and urine test results 

 

• Standard Risks  
 

Standard risks are those who bear the same health, habit, and 

occupational characteristics as the persons on whose lives the mortality 

table used was compiled. Basically, a standard risk is simply an average 

risk.  

 

About 90% of individuals covered are standard or preferred risks. Less 

than 2% of individuals applying are turned down for coverage 

completely. That leaves about 8% that fall somewhere in between.  

 

• Substandard Risks  

 

More and more high-risk cases are becoming acceptable (and, also, 

many conditions once considered high risk are now, on the basis of more 

experience, being accepted as standard). Today it is a rare case when 

coverage cannot be found anywhere for almost any risk.  

 

Most insurers offer special but higher rates to persons who are not 

acceptable at standard rates because of health, habits or occupation. 

This is sometimes called substandard or extra risk insurance.  

 

Some companies have coined euphemistic names for it in order to avoid 

the rather insulting implication that persons offered this type of coverage 

are substandard.  
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There are several methods of determining the extra rate for the 

substandard class of risk:  

 

• Rated-Up Age. This assumes that the insured is older than his or her 

actual age, which is a way of saying that he or she will not live as 

long as a standard risk. Thus an impaired risk of age 35 may be 

issued a policy as applied for but with the rate of age 40. While 

having the merit of simplicity of handling, this method is no longer 

widely used.  

 

• Flat Additional Premium. A constant (that is, not varying with age) 

additional premium is added to the standard rate.  

 

• Tabular Rating. Applicants are classified on the basis of the extent 

to which mortality of risks with their impairment or degree of 

impairment exceeds that of the standard risk. Percentage tables 

are developed and used to calculate the amount of extra 

premium to be charged for any class of impaired risks. 

 

Extra percentage tables are usually designated as Table A, Table B, etc. 

Each usually reflects about a 25% increase above 100%—or standard. 

Insurers vary in the number of tables on which they will accept risks. One 

may not accept anything lower (or higher, depending on your 

perspective) than, say, Table C(175%). Another may write through Table 

F(250%). Companies can be found that will write up to 1,000%—and even 

higher.  

 

• Graded Death Benefits. The policy owner pays the standard 

premium for, say, $20,000 of insurance but receives a policy with a 
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face amount of perhaps $15,000. After some time has elapsed the 

company may increase the amount of insurance periodically and, 

when the company considers the substandard condition to no 

longer exist, the full $20,000 of coverage would be granted. 

 

• Uninsurable Clients  
 

What should you do with an insured whose health problems makes him or 

her uninsurable?  

 

If a life insurance application is rejected because of information in an 

investigative report, the applicant must be notified and given the name 

and address of the reporting company.  

 

If the health problems are so severe that the applicant is classified as 

uninsurable, or even if a new life insurance policy is just too expensive, it’s 

good to know that some companies offer guaranteed issue life 

insurance. This insurance is available in smaller face amounts—like 

$10,000.  

 

The full face amount is payable in the event of accidental death, but for 

death from natural causes the benefit is limited to the total of premiums, 

plus interest, at least for the first few years of the policy. After that, the 

benefit equals the face amount. Guaranteed issue life insurance is a 

good solution for covering expenses such as funeral costs for otherwise 

uninsurable people.  

 

If the insured is considered a sub standard risk, there are a number of 

things you can do to get at least some life insurance coverage.  
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A life insurance policy may be issued as applied for, modified, or even 

amended if the applicant does meet the underwriting standards of the 

insurance company. While uncommon, an insurance company may issue 

a waiver with the policy which states that death by a particular event will 

not be covered. This might be done if the insured person has a 

particularly hazardous occupation or hobby. More commonly, an insurer 

might issue a more limited form of policy or at lower limits than that which 

was applied for.  

 

• Adverse Selection  

 

Adverse selection exists when the group of risks insured is more likely than 

the average group to experience loss.  

 

Example: In a randomly-selected group of 1,000 25-year-old individuals, 

only two might be expected to die in a given year. However, human 

nature is such that many healthy 25-year-olds do not see the need to buy 

life insurance and prefer to spend their money elsewhere. It is only those 

25-year-olds who are ill or perhaps employed in dangerous occupations 

who are likely to buy insurance. An underwriter must take care not to 

accept too many of these poorer-than-average risks or the insurance 

company will lose money.  

 

Besides the problem of adverse selection, the underwriter must guard 

against moral hazards and morale hazards.  

 

A moral hazard is the likelihood of an applicant to misrepresent him or her 

to the insurance company with reference to health status, occupation or 
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other pertinent information. In other words, a moral hazard deals with an 

individual’s tendency to lie or be dishonest.  

 

A morale hazard is a person’s indifferent attitude toward risk.  

 

Example: An insurance applicant with a history of speeding tickets and 

drunk driving would display an indifferent or apathetic attitude toward his 

or her own health and well being and thus present a morale hazard to 

the underwriter.  

 

• Adverse Underwriting Decisions  

 

A risk will be rejected when the insurance company believes the 

applicant cannot be profitable at a reasonable premium or with 

reasonable coverage modifications.  

 

In recent years, there have been various state and federal court 

decisions holding that sex cannot be used as a factor to determine a life 

insurance or annuity policy premium. As a response to gender 

discrimination, the Norris Act was passed into law in the late 1970s, 

prohibiting the use of gender as a rating factor. In the past, using sex as a 

factor in determining rates generally resulted in women paying lower life 

insurance premiums than men.  

 

Acquired Immune Deficiency Syndrome (AIDS)is beginning to have a 

large impact on the insurance industry. The costs associated with AIDS 

are those of premature death and medical costs including long hospital 

stays and very expensive drug treatments. These costs affect medical, 

disability, and life insurance coverages.  
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AIDS testing prior to policy issuance has become a common underwriting 

requirement. Typically, this takes the form of a blood test which is 

consented to and acknowledged by the proposed insured.  

 

The requirement for AIDS testing will especially hold true for those 

situations where a large amount of insurance is desired. All companies will 

set the ages and amounts of insurance as underwriting requirements for 

physical exams and also blood tests for the AIDS virus.  

 

In many jurisdictions, HIV testing requires informed consent of the 

applicant, confidentiality of results, and proper notification procedures.  

 

• Fair Credit Reporting Act  
 

The FCRA is designed to protect the privacy of consumer report 

information and to guarantee that the information supplied by credit 

reporting agencies is as accurate as possible. Consumer reports may 

include information on an applicant’s credit history, medical conditions, 

driving record, criminal activity, and hazardous sports. Amendments to 

the FCRA, which went into effect in 1997, increase the legal obligations of 

insurers who use consumer reports.  

 

When an adverse action is taken – such as the decision to deny 

insurance, increase rates, or terminate a policy- and it is based solely or 

partly on information in a consumer report, the FCRA requires the agent 

to provide a notice of the adverse action to the consumer. This applies to 

new applicants as well as current policyholders. The notice must include:  

 

• The name, address, and telephone number of the credit reporting 
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agency that supplied the consumer report, including the toll-free 

telephone number for credit bureaus that maintain files nationwide  

 

• A statement that the credit reporting agency that supplied the 

report did not make the decision to take the adverse action and 

cannot give the specific reasons for it  

 

• A notice that the individual’s right to dispute the accuracy or 

completeness of any information the credit reporting agency 

furnished, and the consumer’s right to a free credit report from the 

credit reporting agency upon request within 60 days. 

 

Disclosure of this information is important because some consumer reports 

may contain errors. The adverse action notice is required even if the 

information in the consumer report was not the main reason for the denial 

or rate increase. Even if the information in the report played only a small 

part in the overall decision, the applicant must still be notified.  

 

There are legal consequences for insurers who fail to get an applicant’s 

permission before requesting a consumer report containing medical 

information or who fail to provide required disclosure notices. The FCRA 

allows individuals to sue insurers for damages in federal court. A person 

who successfully sues is entitled to recover court costs and reasonable 

legal fees. The law also allows individuals to seek punitive damages for 

deliberate violations. In addition, the Federal Trade Commission, other 

federal agencies, and the states may sue insurers for non-compliance 

and obtain civil penalties.  
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Also see the Federal Trade Commission web site for a full copy of the Fair 

Credit Reporting Act at: http://www.ftc.gov/os/statutes/fcra.htm.  

 

• Replacement  
 

Replacement in life insurance means convincing an insured to cash out 

an old policy and use the cash to buy a new policy. Sometimes this is in 

the insured’s best interest because the old policy was costing more than 

it was worth or because it is not the most appropriate type for the insured. 

But because commissions paid to agents on new policies are very high, 

some agents have made a practice out of routinely replacing policies 

with some frequency. This can be costly for the insured, and most states 

have strict laws governing replacement.  

 

Before recommending replacement, the agent must consider what is in 

the best interest of the insured. Unless the insured’s health is excellent, 

replacement may not be possible, or may only be possible with a more 

expensive policy. While 1035 exchanges allow an insured to exchange 

one cash value policy for another, but if the insured is considering 

replacing a cash value policy with a term policy, he or she may 

encounter substantial tax liability.  

 

But even replacing one cash value policy with another is not without risk. 

There are substantial costs that reduce the cash value in the early years 

of the new policy. It is also hard to do a complete policy comparison 

based on an accurate illustration of potential values. In addition, there is 

a new suicide clause for the first two years of a new policy, and a new 

contestability period.  

 



Core Concepts L/H  

 

 
© American Education Systems, LC 

36 

Having looked at the concerns, there are some valid reasons for an 

agent to consider replacing an old policy with a new one for a client. 

Older cash value policies may not be right for the insured because of 

older underwriting standards that were in place at the time. If the insured 

has had term insurance for a number of years, he or she might find a 

better value in cash value policies after a certain age.  

 

If policy replacement is involved in a new policy issuance, the agent must  

 

• Tell the insurance company about all the existing life insurance 

policies to be replaced  

 

• Give the applicant a completed and signed Comparison 

Statement explaining the consequences of this replacement, and 

a Notice to Applicants Regarding Replacement of Life Insurance  

 

• Give the insurer a copy of the new insurance proposal and a copy 

of the Comparison Statement 

 

• Policy Delivery and Receipts  

 

Once the underwriting process is complete and you have been 

approved, the life insurance policy will be issued by the insurance 

company.  

 

The coverage is not effective until the policy is delivered and the initial 

premium has been paid.  

 

Many times the agent will personally deliver the policy to the insured. This 
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may be to pick up the premium due, but it is also to make sure that the 

insured’s medical condition is the same as when the application was 

filled out.  

 

Often, the insured will pay the initial premium with the application. When 

this occurs, the agent will provide the insured with a receipt for the initial 

premium and the effective date of coverage will depend on the type of 

receipt issued.  

 

• Conditional Receipt  

 

If the premium is paid at the time the application is filled out, the insured 

will usually receive a conditional receipt. This makes coverage effective 

as of the date of the application. If the applicant is found insurable after 

underwriting consideration, coverage continues, effective as of the date 

of application. This type of receipt provides the insured with immediate 

life insurance coverage while the underwriting process is taking place 

whether or not the individual is insurable.  

 

If after the underwriting process the applicant is found uninsurable, the 

conditional receipt is made null and void, and no coverage would be in 

effect.  

 

Example: You submit the initial premium and application and give the 

insured a conditional receipt which states that coverage is effective 

immediately and will continue during the underwriting process. If the 

insured should die during this period, the coverage is in force regardless 

of his or her insurability or risk classification as a result of the underwriting 

process.  
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• Binding Receipt  

 

A few companies use an unconditional or binding receipt that makes the 

company liable for the risk from the date of application. This coverage 

lasts for a specified time or until the insurer either issues a policy or 

declines the application, if earlier. The specified time limit is usually 30 to 

60 days.  

 

With a binding receipt, regardless of insurability, the insured is covered for 

a specific period of time following completion of the application and the 

payment of the initial premium. Use of this type of receipt is rare.  

 

• Premium Determination  
 

The final step in the underwriting process is the determining mortality and 

the determination of the premium.  

 

The gross annual premium, the amount the policy owner actually pays for 

the policy, equals the mortality risk discounted for interest, plus expenses.  

 

By formula:  

 

Gross Premium = Mortality – Interest + Expenses 

 

Net Premium = Mortality – Interest 

 

Let’s look at the three factors used in determining life insurance rates in 

more detail.  
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• Mortality  

 

If an underwriter could predict exactly how long each insured person 

would live, he or she could charge a premium for each risk that was 

precisely correct for covering the policy face amount, and expenses, 

while taking into account the interest to be earned on the premium paid.  

 

Of course, an underwriter cannot do this on an individual policy—but he 

or she can predict the probability of numbers of deaths for a large group 

of people by using a standard mortality table, such as the 1980 

Commissioners’ Standard Ordinary Mortality Table. The table is based on 

statistics kept by insurance companies over the years on mortality by 

age, sex and other characteristics. The mortality risk factor increases with 

age. This is the reason that some life insurance policy premiums increase 

periodically.  

The deaths per 1,000 (or mortality) rate is taken from the mortality table 

and converted into a dollar and cents rate. For instance, if the mortality 

rate for a particular age group is 3.00, it means, on the average, three 

out of every 1,000 can be expected to die at that age in the next year.  

 

• Interest  
 

The basic cost of life insurance is the cost of mortality. However, in 

constructing a rate, interest enters the equation. It is assumed that all 

premiums are paid at the beginning of the year and all claims paid at 

the end. Therefore, it becomes necessary to determine how much should 

be charged at the beginning of the year, assuming a given rate of 

interest, to assure enough money at the end of the year to pay all claims.  
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Using the cost of mortality and discounting for interest, there is enough 

money to pay claims—but there’s no money to pay operation expenses. 

The premium without expense loading is a net premium. (Do not confuse 

net as it is used here with the same term sometimes used to indicate a 

participating premium minus dividends paid).  

 

• Expenses  

 

Individual life insurance policies are expensive to issue compared to 

group insurance policies. It is a long and tedious process for an agent to 

take and application, and it may take some time to get a medical exam 

scheduled and completed. One of the increased uses for technology in 

insurance is to be able to take an application online, automate more of 

the underwriting process, automate access to the MIB data, and print the 

policy.  

 

An expense loading is added to the net premium (cost of mortality, 

discounted for interest) in order to:  

 

• cover all expenses and contingencies,  

 

• have funds for expenses when needed, and  

 

• spread cost equitably among insureds. 

 

Expense loading consists of four main items:  

 

• Acquisition Costs. All costs in connection with putting the policy on 

the books are charged as incurred in the insurance accounting. In 
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most cases, these costs will be so proportionately high in 

comparison to ensuing years that they must be amortized over a 

period of years. One of the highest acquisition costs is the agent’s 

first year commission. 

 

This is the reason a policy that lapses in the first two or three years creates 

a loss for the insurer. It has not yet recovered acquisition costs.  

 

• General Overhead Loading. Clerical salaries, furniture, fixtures, rent, 

management salaries, etc., must be considered when determining 

expenses. The allocation of these costs is unaffected by the size of 

the premium, probably little affected by the face amount, but is 

most likely affected by the number of policies.  

 

• Loading for Contingency Funds. Once a level premium policy has 

been issued, the premium can never be increased. However, 

unforeseen contingencies could make the rate inadequate. 

Assessment companies reserve the right to charge additional 

premiums in such a case. Legal reserve companies establish 

contingency reserves to draw on in such cases.  

 

• Immediate Payment of Death Claims. In rate-making, it is assumed 

that all claims are paid at the end of the year. This is not literally 

true, of course. Relying on the law of large numbers, it is safe to 

assume that death claims will be spread throughout the year. 

Therefore, theoretically, all claims will be paid six months before the 

end of the year. Allowance must be made for this loss in the 

expense loading. 
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• Reserves  

 

Reserves are accounting measurements of an insurance company’s 

liabilities to its policyholders. Theoretically, the reserve is the amount 

together with interest to be earned and premiums to be paid that will 

exactly equal all of the company’s contractual obligations.  

 

A life insurance reserve is a fixed liability of the insurer. This liability 

represents the insurer’s promise to pay the face amount of the policy at 

some future time. By law, a portion of every premium must be set aside as 

a reserve against the future claim from the policy as well as other 

contractual obligations such as cash surrender and nonforfeiture values. 

Insurance companies demonstrate their solvency to state insurance 

regulators by showing their assets as well as adequate funds to cover 

their reserve obligations. In addition to its assets, the insurer must show 

that it will continue to receive future premiums plus interest in order to 

cover its reserve obligation.  

 

By law in most states, the insurance commissioner requires that a specific 

reserve be maintained if a company is to be solvent. The reserve must be 

calculated using a mortality table and an interest specified by the 

Commissioner. Most states require that premiums be calculated using the 

1980 Commissioner’s Standard Ordinary table. In addition, the estimated 

investment return or interest rate paid on the premiums will also be 

determined by the Insurance Commissioner. Usually, a very conservative 

interest rate is specified.  

 

• Loss and Expense Ratios  
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Loss and expense ratios are basic guidelines as to the quality of company 

underwriting.  

 

A loss ratio is determined by dividing losses by total premiums received. 

Loss ratios are often calculated by account, by line of insurance, by book 

of business(all accounts placed by each agent or agency) and for all 

business written by an insurer. Loss ratio information may be used to make 

decisions about whether to renew accounts, whether to continue 

agency contracts, and whether to tighten underwriting standards on a 

given line of insurance.  

 

An expense ratio is determined by dividing an insurer’s operating 

expenses (including commissions paid) by total premiums. When the 

combined loss and expense ratio is 100%, the insurer breaks even. If the 

combined ratio exceeds 100%, an underwriting loss has occurred. If the 

combined ratio is less than 100%, an underwriting profit, or gain, has been 

realized.  

 

Example: The ABC Insurance Company realizes $3 million in underwriting 

losses for all term insurance policies. This same block of business also 

generates $10 million in premium. The loss ratio would be calculated as 

follows:  

 

Loss Ratio = Losses/Premiums 

 

Loss Ratio = $3 million/$10 million = 30% 
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Further, assume that the ABC Insurance Company has operating 

expenses totaling $2 million for this same block of term insurance. The 

expense ratio would be:  

 

Expense Ratio = Operating Expenses/Premiums 

 

Expense Ratio = $2 million/$10 million = 20% 

 

The combined loss and expense ratio equals 50%. Thus, the ABC 

Insurance Company has an underwriting gain or profit on this block of 

term insurance.  

 

• Final Comments  
 

The primary purpose of life insurance is to pay a death benefit, and a 

death benefit is the one feature that all forms of life insurance share in 

common. Death benefits are usually purchased and used to cover final 

expenses, pay outstanding debts, and provide income and security for 

survivors.  

 

In addition to providing protection against premature death, life 

insurance attempts to protect against the risk of not dying early. Many life 

insurance contracts include cash values or savings features which make it 

possible to accumulate funds for education, retirement income and 

other purposes on a tax-free basis.  

 

As we begin the twenty-first century, the increase in efficiencies created 

by telecommunications is spawning a wave of mergers and 
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consolidations in the financial services industry. It is reasonable to expect 

that insurance companies will be consolidated and the smaller 

companies will be bought out—and the policies a person holds may be 

managed by new entities.  

 

What does that mean for the consumer? Depending on the type of 

policy, does the company have the right to raise its administrative 

expenses arbitrarily? One often-voiced concern is that if a large 

company acquires a smaller company, the larger company may raise 

internal charges to the policy in order to generate more revenues and to 

pay off the debt service of the acquisition.  

 

While no one knows what the future will bring to the insurance industry 

over the next 10 or 20 years, it makes sense to consider the size and 

history of mortality experience, operating expenses and commissions as a 

percentage of revenue of the insurance company as important factors in 

the policy selection process. 

 

Ethics and Professionalism 

Ethics is a difficult word for many people. A standard dictionary definition 

will read something as follows:  "A principle (or body of principles) of right 

or good conduct."   

 

The limits of such a definition are readily apparent. How is this ethical 

principle operative in the world?  And how do we know what right 

conduct is?  What is the "good" that we are supposed to strive for? 
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Most often, when people consider ethics, they define an action, and 

designate whether they believe it to be ethical or not. Also, they define 

the action in personal terms. In all of this, however, most people do not 

carry their thinking too far. They tend to let the heart rule. Their deeply felt 

personal response is then usually put under the rubric of a general 

principle, such as the "Golden Rule" or connected to a body of religious 

teachings, such as the Ten Commandments. 

 

Perhaps one reason why ethics is such a difficult subject for people is that 

it is indeed highly complex. Ethics, properly speaking, is moral philosophy. 

It is the foundation of moral action, but not the action itself. Ethics serves 

as the template through which moral action operates in the world. This is 

why so many people, when asked about their ethics, respond with 

examples of actions that they deem moral  or immoral. In doing so, they 

are approaching their ethical standard indirectly, effectively talking 

around the subject. Their theoretical foundation is always more difficult to 

describe than an immediate action. 

 

The negative aspect of not thinking about ethical principles directly is 

that one cannot make moral decisions with all the confidence that one 

could. Furthermore, without a firm understanding of one's own ethical 

principles, one might unwittingly become involved in actions that 

probably should have been avoided. 

 

Hopefully, people will not tolerate their confusion. Instead, one hopes 

people, especially professionals, will take time to think matters through 

and gain more insight into the problem. When the question of ethics is 

approached, one finds that it is like any other issue -- it can be broken 

down, analyzed, and mastered. 
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The study of ethics is divided into two major fields. The first is the most 

purely philosophical, and is called metaethics. This is really the study of 

terms as it relates to moral philosophy. 

 

The second major branch of ethics is what concerns most people. This is 

called normative ethics. As the name would indicate, this is a study of the 

norm for right and wrong action. This also happens to be close to the root 

meaning of the word, which comes from the Greek "ethos" and means 

customary conduct. 

 

Normative ethics has two branches. The first is the theory of value. The 

theory of value seeks to determine the nature of the "good." As we 

mentioned above, to state an action is ethical because it is "good" opens 

the question of what is the "good", and how can we know it to be so?  A 

theory of value may be monistic, and define the "good" as a single 

principle, such as Aristotle's "happiness" or Epicurus' "pleasure." Or, it may 

be pluralistic, and find a number of principles possess intrinsic value. 

 

The theory of obligation is the second branch of normative ethics. The 

theory of obligation is divided into two opposite groups. The first is the 

teleological viewpoint, which points to the consequences of actions as 

the measure for determining their morality. The second viewpoint rejects 

this position, and insists that right and wrong rest outside, or before, 

action, and concentrate on such aspects as the motives of an action. 

This is called the deontological position. 

 

We have not presented this section on ethics to merely provide a list of 

rather arcane names for ways of looking at ethical questions. This brief 

overview of moral philosophy is meant to demonstrate that the question 
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of ethical value is one that possesses many sides; indeed, it is a "room with 

many mansions." Certain people emphasize certain aspects, or spend 

most of their time, in one or two rooms, but one must be acquainted with 

the entire house in order to avoid getting lost. 

 

This fact should not make us feel intimidated, for the history of humankind 

has been a tour through this mansion of moral philosophy, and the 

question of what is moral action goes back to Biblical times. Adam and 

Eve certainly made an ethical decision, and Cain asked a moral question 

of God. 

 

We have already mentioned two of the Greeks who discussed the 

question of ethics, Aristotle and Epicurus. The Romans followed with 

ethical questions (and answers) about the citizen's role in the state. And 

Christianity brought forth the "Golden Rule" in the parables of Christ. 

Indeed, when Christ gives his teaching in the Gospel of Matthew, stating 

"You have heard it written, but I say..." he is revising an ethical norm, 

Mosaic Law, and replacing it with his own. 

 

The question of ethics and morality certainly did not end in the ancient 

and medieval worlds. The Scientific Revolution and the dawn of the 

Modern Age witnessed an exponential growth in humanity's confidence 

in its own rational abilities, and thinkers such as John Locke began to 

speak about "enlightened self interest,”  stating that ethical action is that 

action which is taken in one's own self-interest "rightly understood." This is 

an example of an ethical egotism. 
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Another thinker of the early modern era, John Stuart Mill, saw moral 

action as that which provided the greatest happiness to the greatest 

number of people. This is called utilitarianism. 

 

Ethics and our understanding of ethics is constantly changing, and is an 

unceasing source of controversy. Many people would say that our 

standards of morality have been in deep decline since the days of the 

Puritans and the Founding Fathers. Others would say that people were 

just as corrupt in the past as they are today. 

 

One thing that is certain, however, people are involved with ethical ideas 

constantly. A German philosopher named Hegel taught that ideas were 

the force behind history, and that they clashed to form a new idea. This 

process is a dialectic, whereby a thesis collides with an antithesis to 

produce a synthesis. An example of this is being played out today in the 

national healthcare debate, where advocates of a social ethic who 

desire a national, socialized insurance are challenging the advocates of 

a libertarian ethic, which holds individual choice to be more important 

than forced subsidized universal coverage. We can expect the outcome 

to be something different than either of the two parties want or desire -- a 

synthesis. 

 

But whether one looks to the Bible as the font of their ethical 

understanding or sees ethical action merely as rational behavior, an 

understanding of ethics demands self-knowledge. One must be honest 

with one's own self in order to know how one would wish to be treated in 

a hypothetical situation. To put one's self in another's shoes, one needs 

introspection, honesty, and imaginative sensitivity. 

 



Core Concepts L/H  

 

 
© American Education Systems, LC 

50 

It is no small challenge to act in one's own self interest "rightly 

understood," as right understanding demands detailed attention to one's 

motives and careful consideration to the possible consequences of one's 

actions. Without such careful thought, and without self-honesty, the rule 

of enlightened self-interest is little more than a charade and self-

deception.  

 

Business and professional ethics follow the same lines as general ethics, 

and are really just branches of this division of philosophy. They are the 

standards, or norms, by which members of the industry regulate one 

another. In insurance, the ethical norm informs one as to what is morally 

acceptable in the insurance business. The existence of a professional 

standard leads to a stronger, more stable industry, and benefits the 

society as a whole by helping to guarantee the highest level of service 

possible to the public. 

 

We can give here what is a hypothetical case. A client of yours perceives 

a need, such as protection for her family in case of an accident to her, 

their sole provider and source of income. You, possessing superior 

knowledge of the vast range of options open to someone pursuing life 

insurance, could opt for a policy that the client could not really afford at 

that time. You could make a case that it was the only viable option for 

coverage in her situation. You may make this initial sale and boost your 

immediate earnings. But was this treating the person the way you would 

wish to be treated were you in her position?  Hardly. 

 

Moreover, was this sale actually in your own best interest? Again, we must 

reply in the negative. For it is all but certain that as the inevitable 

budgetary constraints make themselves felt in your hypothetical client's 
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household, the policy you sold will be sacrificed to their immediate 

needs. 

 

Furthermore, the client will, more likely than not, discuss her situation with 

colleagues and friends. When it becomes clear she has been sold 

coverage above and beyond what she really needs and can actually 

afford, your greatest asset in doing business will have been permanently 

compromised in her eyes, and the eyes of her friends. In blunt terms, your 

professional standing and the trust that it can command will be shot out 

the window. What you have recommended was indeed legal. But you 

must always keep in mind that what is ethical includes what is legal, but 

demands more than the minimum legal standard. Legality is a necessary, 

but insufficient, test of an action's ethical probity. 

 

Another aspect of applied ethics in the business world concerns 

professionalism. A professional is a person who works in an important field 

and meets that field's standards of quality and service. In short, being a 

professional means doing business the right way all the time. It means no 

short-cuts. It means commitment to excellence. 

 

As you well know, insurance is a knowledge product, and a field with 

numerous areas of subspecialties. In the world of private insurance, you 

might be involved in life and health insurance, or property and casualty 

insurance, or both. To work effectively in this field, you need to keep 

abreast of the constant changes that occur in the industry and the 

legislative environment. It is important for you to master the knowledge 

requirements of your field, and be aware of any pertinent developments 

in the law. Simply put, you must be constantly learning. 
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As a professional, you are serving the community, you are a walking 

knowledge base. But to be effective and successful, you must be a 

communicator. You need to act as an educator to your clients. You must 

be able to explain to him or her, in simple, concise, and accessible 

language, what the product you offer is. Remember your hypothetical 

friend at the coffee counter!  In putting your expertise at the public's 

service, you must be ready and able to answer questions and concerns. 

 

You also communicate a message to the public even when you are not 

directly engaged in a sale. Your appearance and demeanor speak 

volumes about the industry.  

 

It follows that you should carry yourself with the dignity that your position 

calls for. So, beyond the obvious of maintaining good personal habits, it is 

important that you remember to avoid criticism of other companies' 

policies and practices. Often, criticism is based upon incomplete 

knowledge of a situation. And, in any case, it only hurts everyone in the 

industry by creating an atmosphere of invective and negativity. 

 

You also need to remember to avoid evaluating another company's 

reputation or practices. As you well know, evaluations of this kind are best 

left up to professional rating companies like Standard & Poor or A.M. Best. 

 

Being a licensed professional carries such weight in our society because it 

means that one practices his or her trade according to the highest of 

ethical standards. Moreover, the public has the confidence of knowing 

that your actions are fully accountable to the regulatory scrutiny of your 

licensing body. 
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Lastly, acting as a professional also carries a risk. Today, professional 

liability is a risk exposure that is pervasive and increasing. Even if one does 

his or her absolute best 100% of the time, he or she may well still face a 

hostile lawsuit. 

 

Because of the threat to one's professional standing (and livelihood), an 

insurance agent needs to protect him or herself from liability suits. This is 

accomplished through two acts. First, the insurance professional should 

carry the appropriate professional malpractice insurance -- in this case, 

Errors and Omissions Insurance. Second, he or she needs to manage 

effectively the risk exposure. This is best done by a high ethical standard 

that demands that one be the best one can be; to know all the 

appropriate rules and regulations, to have mastered his or her company's 

product line, to be fully abreast of the changing legal, sociological, 

economic, and technological scene, to leave behind the short-cuts and 

pay close attention to detail. 
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The Regulatory Environment 

The insurance industry is regulated by the government to protect the 

general interest and uphold consumer rights. Insurance is different than 

many of the other large industries in America in that the state 

governments have primacy in regulation. This principle is upheld by a 

body of court decisions and legislative acts.  

 

By regulation, we intend here to mean a set of laws that a governing 

body can employ to set a standard of service and competence for the 

industry it monitors. Its intent is to preserve the public-interest, protect the 

consumer, and promote the general welfare of the industry. It prohibits 

abusive acts, establishes guidelines for practice, sets minimum standards, 

and provides a mechanism for the enforcement of those standards. 

 

Insurers are regulated through three vehicles. First, legislation in all states 

covers insurance practice in a regulatory mode. These laws determine 

the requirements and procedures for the formation of insurance 

companies, the licensing of insurance practitioners, the financial 

practices of insurers and their taxation, the rates charged by insurers and 

their general sales and marketing practices, and the liquidation of 

insurers. 

 

Also, the federal government can play a legislative role in the regulation 

of insurance company practices. For example, the sales of annuities are 

regulated by the Securities and Exchange Commission, and the private 

pension plans of insurers come under the scope of the Employee 

Retirement Income Security Act of 1974. 
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The insurance industry is also occasionally subject to the power of judicial 

review. Both state and federal courts can determine the constitutionality 

of any insurance practice, and the decision handed down by the court 

must be respected as the law of the land. 

 

Third and finally, state insurance departments regulate insurance 

companies' business practices. In many states, an elected or appointed 

official known as the insurance commissioner administers the state's 

insurance laws. 

 

The state insurance commissioners belong to the National Association of 

Insurance Commissioners (NAIC). Although this body bears no legal 

authority to enforce decisions, it can make recommendations. Indeed, it 

is largely through the NAIC that state regulations possess a workable level 

of uniformity. 

 

The states regulate five principal areas of insurance practice. The first, 

contract provisions, is one in which the fruits of the NAIC's efforts are 

readily apparent. One of the reasons for the regulation of contracts is the 

complexity of the language. The NAIC has helped mitigate this problem. 

Indeed, it has led the way to a high level of uniformity by getting the 

states to employ standardized policies and provisions. 

 

Nevertheless, the state keeps close scrutiny over any insurance policy 

contract because the language is still technical, and can contain so 

many complex clauses that there is too much room for the unscrupulous 

to operate within. Therefore, the state insurance commissioner has the 

authority to approve or disapprove any policy form before it is sold to the 

public. 
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This is an example of how regulation serves to address the shortcomings 

of competition. As insurance is a knowledge product, any consumer 

would have to possess a broad, general understanding of the insurance 

he or she desires in order to make an intelligent decision regarding its 

quality. Unfortunately, consumers simply lack the necessary information to 

adequately compare and determine the relative merits of different 

contracts. And, as consumers lack the knowledge needed to select the 

best product, the competitive incentive for the insurers to constantly 

improve their product is lessened. Regulation steps in to produce a 

constant market effect that imitates what would ideally occur naturally if 

consumers were informed, rational, economic actors. 

 

Another area of state regulation is that of rates. This is largely an attempt 

at managed competition. It must be noted, however, that rate regulation 

is not uniform. Still, despite the lack of uniformity, the regulatory goal is to 

see that rates are not inadequate, meaning they are not too low. 

Remember, the insurer has the responsibility of meeting significant 

financial claims in the future. 

 

At the same time, rates cannot be excessive, or too expensive. The 

industry operates with a notion of the fair and correct range of prices for 

insurance. And lastly, rates cannot be discriminatory in any way. Thus, 

while not everyone pays the same amount for insurance, the insured at a 

higher premium cannot unfairly subsidize the other insureds at a lower 

premium if they are representative of virtually the same risk. 
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Rating laws are diverse and multitudinous. There are state-made rates, 

prior approval laws, mandatory bureau rates, file-and-use laws, open 

competition laws, and flex rating laws. 

 

State-made rates are those set by the state agency. All licensed 

insurance practitioners must follow these rates. 

 

The majority of states employ some form of prior approval law for the 

regulation of rates. This simply means that rates must be filed and 

approved by the state before they can be offered to the public. 

 

 Mandatory bureau rates are those rates determined by a rating bureau. 

A small number of states employ this system.  

 

Open competition laws are sometimes referred to as no-filing laws, and 

are at the opposite end of the spectrum of our above three varieties of 

rate regulation. Under this scheme, insurers do not have to file their rates, 

based upon the premise that competition in the market will ensure 

reasonable rates. This does not mean, however, that the rates are made 

without any oversight. The regulatory body maintains the right to require 

the insurance companies to provide a schedule of rates if there is a 

perceived problem or abuse, but this is a very liberal scheme that leans 

upon a trust of the market's efficacy. 

 

Flex rating law is another liberal rating law. This situation requires that rates 

be submitted to the state for prior approval only when the rate increase 

or decrease exceeds a predetermined range. 
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The states also seek to maintain insurer solvency. Insurance, as we have 

discussed, is a product bought upon faith as a hedge against potentially 

serious occurrences; insurance seeks to allay our fears of the uncertainty 

that risk bears. 

 

To this effect, the state regulatory commission seeks to guarantee that 

the practicing insurance companies are able to evince solidity, or fiscal 

health. Even before an insurance company can form, it must meet 

minimum capital and surplus requirements. The insurer's balance sheet 

must reflect a certain level of admitted assets. These can consist of cash, 

bonds, stocks, real estate, and various other legal investments. Only those 

assets labeled admitted assets can be used to show the company's 

financial situation. 

 

Opposite admitted assets on the company's balance sheet are 

reserves. These are liability items, and represent the company's financial 

obligations. 

 

The difference between the insurance company's assets and its liabilities 

is called the policy owner's surplus. This figure is very significant, as it is the 

basis for how much insurance the company can safely offer. Even more 

important, the policy owners' surplus is the fund used to offset any 

potential underwriting or investment loss. 

 

The state also regulates the securities that insurance companies hold. The 

state discourages high risk investments, as these run contrary to the 

insurance mission. 
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The financial condition of an insurance company is an ongoing affair of 

the state. It is strictly and consistently monitored. Insurance companies 

must file an annual statement with the state insurance commissioner. This 

statement is also called the Annual Convention Blank, and shows the 

current status of reserves, assets, total liabilities, and investment portfolio. 

In addition to this, an insurer is normally audited at least every three to 

five years. 

 

If a company becomes insolvent, the state is obligated to act. The 

company becomes managed by the state. If the company cannot be 

fiscally restructured into solidity, it is liquidated. 

 

The states also provide the licensing for the insurance industry. In many 

ways, this is the "big stick" for the regulating body. For example, a new 

insurer is normally formed in incorporation. It can only receive its charter 

or certificate of incorporation from the state, and it is only through the 

state office that its legal existence can be formed. After being formed, 

the company must then get licensed to be able to conduct business. 

 

In addition, all states demand that agents and brokers be licensed. A 

written examination generally has to be passed, and many states are 

requiring continuing education requirements to maintain a licensed 

status. 

 

Simply put, a license is a badge that indicates a base level of 

trustworthiness and competence to operate in a profession. Secondarily, 

it is a badge that can and will be taken away if both or either the base 

level of trustworthiness and competence are found wanting. 
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Lastly, the trade practices of the insurance industry are regulated. Trade 

practice regulation is concerned with the protection of the consumer 

from various forms of misrepresentation and abuses from those agents 

and representatives of the insurance industry that have direct contact 

with the public. This area of regulation will be dealt with in the next unit in 

depth. 

 

The History and Mechanics of 
Regulation 
 

 

No situation in the present is without an historical antecedent. The 

regulation of the insurance industry evolved out of a specific historical 

experience. This process of trial and error is a dynamic one, and 

continues on, changing as our society changes. 

 

Initially, insurers were subject to few regulatory controls; they simply 

needed a charter from their state government. Beyond the authorizing of  

the insurance company, the charter did little more than require that the 

companies issue periodic reports and provide information about their 

fiscal condition. 

 

Changes were soon to come, however, and the first effort to formalize 

and rationalize the insurance trade came in 1837, when the 

Massachusetts state legislature passed a bill that aimed to make insurers 

more credible (and responsible) by requiring them to keep a certain level 

of reserves. The major concern was to stop insurance companies from 

charging premiums that were too low, thus weakening their ability to 

meet their future obligations. 
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Next to follow was the creation of state insurance commissions. The first of 

these were founded in New Hampshire in 1841, and other states soon 

followed this lead. In 1858, Elizur Wright, the "father of life insurance," 

became the first insurance commissioner in Massachusetts. A further 

effort to centralize and empower regulators occurred in New York in 1859, 

when the legislature created an insurance administrative agency 

headed by a superintendent who was given broad licensing powers and 

the ability to investigate the activities of insurers. Building upon this trend, 

Wright won the power to examine the affairs of any life insurance 

company in the state in 1861. He went on to convince the legislature to 

compel companies to make periodic reports to his office. While the states 

took the lead in insurance regulation, the federal government was also 

involved. The federal government's ongoing involvement in regulation 

made the boundaries of legal action and regulation in the insurance 

industry unclear until the case of Paul vs. Virginia in 1868/69. 

 

This landmark legal decision was decided by the Supreme Court, and 

stood until 1944/45. Samuel Paul, an insurance agent from Virginia, 

represented insurers in New York. The state of Virginia fined him for 

operating in Virginia without a Virginia license. Paul's appeal was that 

insurance was interstate commerce, and so should be regulated by the 

federal government, as is evident by the commerce clause of the U.S. 

Constitution. Unfortunately for Paul, the court ruled in favor of Virginia, 

declaring the issuing of an insurance policy does not qualify as interstate 

commerce. It followed that, as insurance cannot be classified as 

interstate commerce, regulation falls to the states. 

 

After 75 years, however, Paul vs. Virginia was overturned. The occasion 

for the change in the law was an illegal trade practice (price fixing) by a 
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cooperative rating bureau called South-Eastern Underwriters Association 

(SEUA). The Supreme Court ruled in 1944/45 that the SEUA was guilty of 

violating the Sherman Antitrust Act. More significantly, the court ruled that 

insurance was interstate commerce when conducted across state lines. 

 

If, as the Supreme Court ruled, insurance was a form of interstate 

commerce and hence, subject to federal antitrust laws, the whole 

equation for doing business was changed. The insurance industry 

experienced a wave of uncertainty, as 75 years of business practice had 

to be looked at through a new lens. 

 

To avoid a state of anarchy, the Congress quickly passed the McCarran-

Ferguson Act (Public Law 15) in 1944/45. This is a "compromise" law that 

seeks to promote the public welfare without challenging the decision of 

the Supreme Court. Simply put, this law maintains that it is in the public 

welfare to continue to allow the states to regulate the insurance industry. 

Furthermore, federal antitrust laws need only apply when a state law 

covering the same area is not in effect. Exceptions to this rule are the 

effects of the Sherman Antitrust Act, which forbids boycotting, 

intimidation, and coercion in all states and across state borders. 

 

As seen in the synopsis of insurance regulation presented above, the 

legal situation in which the insurance industry operates in is fluid, and 

subject to change. There are those who advocate a repeal of 

McCarran-Ferguson, and would substitute federal regulation for the 

following reasons. 

 

One, they point to the benefits of uniform laws. A greater uniformity of 

laws would also help lead to their second point, which is that federal 

regulation makes the insurance industry more efficient. An elimination of 
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many insurance departments and their subsequent collapsing into one 

agency would yield a system that would ultimately be cheaper to 

administrate. 

 

Two, federal regulation advocates insist that a centralized agency can 

do the job more competently. Not only would this agency be more 

rationalized and streamlined than the present jumble of state agencies, it 

would, they insist, attract a higher caliber of person for employment. 

 

Advocates of federal regulation point to numerous weaknesses in the 

present scheme. The General Accounting Office (GAO) and 

Congressional committees see state regulations as being too cozy with 

insurance companies, especially when the state insurance commissioner 

was previously employed by one of the companies he or she is supposed 

to be watching. 

 

The current financial troubles of some insurers is pointed at by some as 

evidence of state regulators' inability to insure solvency, and according 

to federal regulation advocates, there are numerous examples of insurers 

who have been allowed to conduct business even though they were 

undercapitalized. 

 

What this all boils down to for the federal regulation advocate is that the 

states cannot protect the consumer. At present, for example, a select 

number of states have done studies to determine whether insurance is 

indeed available to everyone. Not all states have followed the 

recommendations of the NAIC, especially in regard to financial 

regulation and oversight. Lastly, while state insurance departments 

attempt to protect the consumer from unfair trade practices, they lack 

systematic procedures to do so. While a license can be suspended or 
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withdrawn, the state offices are merely reactive, and do too little until a 

person is actually found guilty in court. 

 

The practitioners in the insurance industry see things in a different light. By 

and large, they are opposed to federal regulation, and point to the 

positive aspects of state regulation. 

 

To begin with, it is better to deal with the "devil that you know."  No one 

“likes" regulation. We all wish people behaved competently and ethically 

on their own accord. Regulation is a necessary evil, but a new system will 

not eliminate the unethical and incompetent, and will ultimately possess 

its own weaknesses. 

 

Thus, in the minds of the insurance industry and state regulation 

advocates, "If it ain't broke, don't fix it!" Insurance is so important, and so 

based on trust, that the ensuing anarchy in a switch of regulatory systems 

would be harmful to everyone. 

 

Also, while uniformity does not at present exist, a functional uniformity can 

be ultimately achieved through working with the NAIC. It is indeed a slow 

process, but instead of a set of laws, rules and standards imposed from 

above, this present system has the strength of voluntary involvement and 

action. Uniformity of state laws in insurance is more developed than ever, 

and will likely continue to improve. 

 

Furthermore, a large Washington-based bureaucracy is removed from 

the "front-line" of the industry and is slow to react and change. The 

present system is more responsive to local need. Also, at present an 
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individual state can experiment with legislation that, should it turn bad, 

will only affect one state out of fifty. 

 

It should also be pointed out that the advocates of a federal regulation 

system have the luxury of arguing from a theoretical possibility rather than 

from an existing system; the potential flaws of a system not in place are 

always more easily brushed aside than existing flaws in a present system 

which affect people daily. 

 

Thus, contrary to what the advocate of federal regulation insists, it may 

well be that a large, centralized regulatory agency will not prove more 

efficient. It may, in fact, be less efficient and more costly. At present, 

there seems to be little hard evidence that the creation of a unified 

federal agency will draw more qualified employees. 

 

Indeed, the GAO itself is forced to concede that the NAIC does provide 

a uniform framework of recommended practices. Also, the GAO points 

out that the state system of regulation does not cost the insurance 

companies more in its demand that they follow multiple state laws, and 

that this system does indeed provide significant flexibility for state 

government to respond to local needs. 

 

Today, insurance is efficiently regulated in Michigan. The Michigan 

Insurance Bureau (MBI), which is found in the Michigan Department of 

Commerce in Lansing, employs a large staff of highly trained employees.3 

These professionals are spread through six offices. The foremost of these 

offices is that of the commissioner appointed by the Governor with the 

                                                           
3 In April of 2000, Michigan Governor Engler reorganized the Insurance Bureau, Financial Institutions 
Bureau, and Division of Securities, combining their operations under the unified Office of Financial and 
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advice and consent of the Michigan Congress. The Commissioner 

administers the Bureau and supplies the all-important ingredient of 

leadership to the regulatory mix. The Bureau's administration is also 

carried out through the Office of Management and Support, which 

supplies the "nut and bolts" of budget management, personnel staffing, 

procurement, and interdepartmental communication. 

 

The Office of Financial Standards is made up of three divisions:  Financial 

Analysis and Examinations, Receivership, and Company Admissions. This 

office licenses insurance companies and observes their financial 

condition for possible insolvency. 

 

The Office of Policy is organized into three divisions: Research and 

Analysis, Legal Resources, and Actuarial Analysis. As the name suggests, it 

organizes and implements Bureau policy. 

 

The Office of Market Standards has two sections. One section concerns 

life and health issues, the other section handles property and casualty 

situations. The purpose of this office is to monitor the standard rates and 

insurance forms used by insurance carriers. 

 

Lastly, the sixth office is that of Licensing and Enforcement. This office is 

the enforcing arm of state insurance regulations. It is the body which 

oversees agent licensing. And, it also assists consumers with their 

questions and complaints. 

 

 

 

                                                                                                                                                                           
Insurance Services. Regulatory matters for Michigan insurance are now handled by the Michigan Division 
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Trade Practices and Their 
Regulation 
 

States regulate the insurance industry through state insurance 

departments, bureaus, boards, or divisions. These are headed by a 

commissioner, director, or superintendent.  

 

The commissioner is the chief executive officer of the office, and is 

appointed by the governor for a four-year term, subject to legislative 

approval. The commissioner must be a Michigan citizen. He or she is 

prohibited from being a stockholder in an insurance company, and 

cannot be directly or indirectly involved in an insurance company’s 

management. Upon being appointed, the commissioner is required to 

post a $50,000 bond.  

 

The commissioner is given a broad range of powers and duties. However, 

these powers and duties do not include passing insurance laws, which is 

the sole province of the Michigan legislature. The commissioner’s role is to 

implement and enforce laws governing insurance. The responsibilities of 

the commissioner include all aspects of managing the department’s 

affairs.  

 

Among the most significant of the commissioner’s duties is the 

examination of the books, records, and affairs of insurance companies 

operating in Michigan. The commissioner will investigate domestic 

companies at least once every five years; all other companies may be 

                                                                                                                                                                           
of Insurance (MDI). 
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examined at any time. All costs pertaining to the investigation are carried 

by the insurer under review.  

 

The commissioner also has the right and duty to examine the pertinent 

records of any agent, adjustor, counselor, or insurance company officer 

or director. Anyone owning more than ten percent or more of the voting 

stock of an insurer is subject to having his or her records examined.  

 

Anyone suspected of violating Michigan insurance and/or trade practice 

laws and regulations also may have his or her records examined. For an 

insurance investigation to commence, it must be preceded by a formal 

notice of hearings. This is a written document that is submitted to the 

person who has been charged with a complaint. It summarizes the action 

or proceedings that are to take place.  

 

Before a public hearing may take place, the person under investigation 

must be given a chance to respond to the charges. The period of time 

during which a person may respond is 30 days from receipt of the notice. 

This informal hearing is with the commissioner and/or the commissioner’s 

representative.  

 

If the matter cannot be resolved during the informal meeting, a formal 

hearing is conducted. At the hearing, the commissioner has the power 

and authority to administer oaths, subpoenas, examine and cross-

examine witnesses, and issue cease and desist orders.4 The accused has 

the right to a legal defense. 

 

                                                           
4 If criminal violations are uncovered during the investigation, the commissioner is required to turn the 
affair over to the Michigan attorney general for prosecution. 
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No one may be excused from providing testimony when subpoenaed by 

the commissioner’s office for a hearing. Failure to obey a subpoena can 

result in a contempt of court charge. If testimony or evidence would 

prove self-incriminating, the witness will be granted immunity from 

prosecution or criminal action as a result of the testimony.5 

 

Following completion of the hearing, the commissioner is required to 

make a written report to the insurer or individual. The insurer or individual 

may request a review of any findings provided that the request is made in 

writing and filed with the circuit court within 30 days of receipt of the 

commissioner’s report. The commissioner has ten days from receipt of the 

review to file a copy of the report with the county clerk. If he or she 

deems it to be the interest of the general public, the findings of the 

commissioner’s investigation and hearing may be published in a 

newspaper.  

 

• Penalties for Engaging in Unfair 
Competition / Deceptive Acts 

 

If found guilty of engaging in unfair competition or deceptive acts, the 

commissioner may do any of the following: 

 

 

1. Issue a cease and desist order 

 

A cease and desist order requires an individual to refrain from 

continuing his or her activities. Violation of a cease and desist order 

                                                           
5 An exception is perjury, which will result in the witness being charged accordingly. 
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is punishable by fine of $10,000 per violation, not to exceed a total 

of $50,000. 

 

 

2. Impose fines 

 

The commissioner may impose fines of not more than $500 for each 

violation, not to exceed an aggregate of $5,000 in any six-month 

period. If it is determined that the person was aware of the 

violation, the commissioner may increase the fine to $2,500 per 

violation, not to exceed an aggregate penalty of $25,000 in any 

six-month period. In addition, the commissioner may order refunds 

for any overcharges that resulted from the violation. 

 

3. Suspend or revoke license(s) or certificate of authority 

 

 The commissioner may also suspend or revoke an agent’s 

license(s) or an insurer’s certificate of authority. However, before a 

license or certificate of authority can be revoked, the 

commissioner must provide notification in writing of the action, and 

a hearing must be held within fifteen days of receipt of the 

notification 

 

• Violation of Insurance Law 
 

The commissioner also has the power to impose civil penalties when it is 

determined that Michigan’s insurance laws have been violated. These 

penalties are dependent upon the particular law violated. If no specific 

penalty is provided for a particular violation of the Michigan Insurance 
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Code, the commissioner may apply the General Penalty. This penalty is a 

fine of up to $5,000 and/or imprisonment for up to six months. The total for 

civil penalties cannot exceed $10,000. 

 

Any insurer, agent, solicitor, association, or corporation violating sections 

2064 and 2066 of the Michigan Insurance Code is guilty of a 

misdemeanor. Upon conviction of violating section 2066, the offender will 

be sentenced to pay a fine of not more than $100 for each violation. 

Upon conviction of violating section 2064, the offender will be sentenced 

to pay a fine of not more than $1,000 for each violation. 

 

• Unfair Trade Practices Act  

 

An unfair trade practice in insurance is refers to an action that is 

fraudulent or unethical and is illegal under state law. The purpose of the 

Unfair Trade Practices Act is to prevent unfair and deceptive practices in 

insurance claims and marketing.  

 

False Advertising 

 

Publishing and disseminating advertisements, announcement, or 

statements that are untrue, misleading, or deceptive is prohibited. The 

advertisements may be in written or audio format, and can include 

newspapers, periodicals, and public communication.  

 

No insurance department or general agency of an insurer operating in 

Michigan may issue any advertisement or representation that gives the 

appearance that the department or agency is a separate or 



Core Concepts L/H  

 

 
© American Education Systems, LC 

73 

independent insuring organization. All type or lettering used must set forth 

the name of the company assuming the risk more conspicuously than the 

name of any department or general agency.  

 

Violation of false advertising rules regarding insurer identity is a 

misdemeanor with a maximum fine of $500. 

 

Twisting 

 

Twisting is the act of inducing an insured to lapse, surrender, or terminate 

a life insurance policy for the purpose of replacing it with a new policy. 

Twisting involves both using some illegal inducement or activity and the 

act of terminating an existing policy. Twisting may include use of an 

incomplete policy comparison, a rebate, a misrepresentation, or some 

other illegal act. 

 

Twisting is a misdemeanor in Michigan. It is punishable by the revocation 

of an agent’s license for up to one year and a maximum fine of $1,000, 

imprisonment, or both.  

 

Misrepresentation 

 

Misrepresentation is also sometimes referred to as false pretence. It is the 

intent to defraud. Misrepresentations may be written or oral. For the 

purposes of life insurance, misrepresentations occur when an agent 

convinces a prospect or client that advantages, benefits, or provisions 

exist in a policy when they actually do not. 

 

Penalties for misrepresentation include the following: revocation of 
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license for at least one year, plus a fine of not more that $1,000 for each 

violation, or imprisonment.  

 

Defamation 

 

Defamation is the making of oral or written statements about another 

agent or insurer that are false, malicious and derogatory.  

 

Rebating and Illegal Inducements 

 

Rebating is an illegal inducement to purchase insurance. Rebates can 

include payments from a portion of the agent’s commission, gifts, shares 

of stock, or anything of value when the purpose is to convince a 

prospect to purchase insurance. Agents are also not permitted to offer a 

rebate of the premium payable on any policy as an inducement unless it 

is specified in the contract.  

 

Agents are allowed to give applicants token gifts, but it must be 

merchandise valued at less than five dollars.  

 

Rebating is a misdemeanor and punishable by a maximum fine of $100 

per violation or imprisonment at the county in which the rebating 

occurred. The agent’s license may also be revoked for up to one year at 

the discretion of the Insurance Commissioner. 

 

Discrimination 

 

Discrimination between individuals of the same class and life expectancy 

regarding rates, dividends, or other benefits is illegal. In addition, it is 
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illegal to discriminate because of age, color, or creed with regard to 

premiums or types of coverage.6 

 

Unfair discrimination can result in a misdemeanor that is punishable by a 

fine of at least $50, but less than $500, imprisonment for up to one year, or 

both. 

 

Controlled Business 

 

Controlled business occurs when an agent writes life insurance on his or 

her own life, the life of a spouse or an immediate family member, or a 

business partner or associate. While writing controlled business is not a 

violation of Michigan insurance law in and of itself, it is subject to a 

number of trade practice restrictions.  

 

First, controlled business cannot exceed fifteen percent of the agent’s 

premium for a twelve-month period. Second, commissions can only be 

paid on controlled business when the agent has produced an aggregate 

face amount of $10,000 on at least four other non-controlled lives. 

 

Bartering 

 

An insurance agent is only allowed to receive money as payment for 

insurance premiums. Insurance policies are owned by the insurance 

company, and are not the agent’s property to barter.  

 

 

                                                           
6 Insurers may charge different rates based on sex, age, handicap, or occupation when such factors provide 
an underwriting basis for the rates. 
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Other Miscellaneous Prohibited Practices 

 

Boycott, coercion, or intimidation 

 

It is illegal to make actions that result in unreasonable restraint of trade or 

a monopoly. 

 

False financial statements 

 

Making false financial statements in the context of insurance transactions 

is illegal.  

 

Political contributions 

 

Insurers operating in Michigan are prohibited from making cash or 

property gifts to influence political parties, committees, or organizations. 

 

Agent Responsibilities 

 

Fiduciary Responsibility 

 

An insurance agent acts as a fiduciary. A fiduciary is a person who holds 

money or property while acting on behalf of another in trust. A fiduciary is 

expected to act with due care. 

 

The insurance agent has a fiduciary responsibility to promptly remit all 

premiums and insurance proceeds to the insurer. He or she is also 

expected to maintain records of all funds received in a fiduciary 

capacity. The agent is legally required to keep all premiums and 
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insurance proceeds separate from his or her personal accounts. The 

mixing of personal and company funds is called commingling, and is 

prohibited by insurance and civil law.  

 

Commission Sharing 

 

Agents may share commissions with other licensed agents, but both 

agents must be licensed under the same qualification. It is illegal to share 

commissions with non-licensed individuals; it is also illegal to provide 

financial rewards or share commissions with persons who provide the 

agent with sales leads.  
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Law and the Insurance Product 
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Life Insurance as Contractual 
Relationship 
 

• Common Legal Features of Contracts 
 

All life insurance policies are contracts.  As such, life insurance policies are 

agreements subject to legal enforcement. They follow an acceptable, 

recognized form and possess necessary standard elements, including an 

offer and acceptance, consideration, legal purpose, proper form, and 

competent parties. These five elements are necessary to make a 

contract binding.  

 

Offer and Acceptance 

 

An offer and acceptance means one party makes an offer and another 

party accepts. An offer and acceptance constitute an agreement. 

 

For the purposes of life insurance, an offer and acceptance can take the 

following paths: 

 

 

1. An individual makes an offer, and the insurance company 

accepts or rejects the offer. 

 

2. The insurance company makes an offer, and the individual 

accepts or rejects the offer. 
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It is very important to understand that simply completing an application 

for a life insurance policy does not constitute an offer. The application 

must be accompanied by a premium payment, or it is simply a request 

for the insurance company to review the application. In this case, it is the 

company that will make the offer. The policy will not go into force as a 

valid contract, however, until the applicant accepts with a premium 

payment. Until the company receives payment, it has the right to 

withdraw its offer any time. 

 

If an applicant submits a completed life insurance application and 

submits the first premium payment, he or she is making an offer to the 

insurance company. The insurance company will accept or reject the 

policy. If the company accepts the offer, the applicant will receive a 

conditional receipt. The starting point of coverage will depend on 

company policy and the wording of the conditional receipt. Typically, 

coverage will begin when the application is signed. However it is also 

possible that an additional medical examination will be required, and 

coverage will not begin until these results are received (and accepted) 

by the company.  

 

Consideration 

 

All contracts must possess consideration.  Consideration is something of 

value that parties to a contract exchange. Consideration is essential to 

make a contract legally binding. In life insurance, the policy applicant’s 

consideration is the underwriting information contained in the application 

and the first premium payment. The company’s consideration is the 

benefits contained in the policy. 
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Legal Purpose 

 

In order to be legally binding, contracts must have a legal purpose and 

intent. Illegal activities cannot receive the protection of law. Life 

insurance is considered to be an acceptable legal activity. 

 

Competent Parties 

 

Only contracts entered into by competent parties are considered to be 

legally binding. Private companies may enter into contracts if they have 

met the legal requirements for the state in which they are conducting 

business. In the majority of cases, individual adults are assumed to be 

legally competent. Adults may lose their competent status if it can be 

demonstrated that they are mentally ill or infirm, or if they are under the 

influence of alcohol or drugs.  

 

Typically, minors have severe restrictions on their ability to enter into 

binding contracts. Each state has its own laws governing the status of 

minors. In Michigan, a 16 year-old may be party to an insurance contract. 

 

Proper Form 

 

Valid contracts must be in a proper, recognizable form in order to be 

binding. In Michigan, this means that the life insurance contract must be 

in writing, and follow a legally acceptable format. Michigan does not 

allow verbal life insurance contracts. 

 

• Parties to an Individual Life Insurance 
Contract 
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The life insurance contract will possess the following parties: 

 

1. The insurer 

 

The insurer is the party to whom the risk has been transferred. The 

insurer for individual life insurance policies is a company in one of 

three forms: a stock company, a mutual company, or a fraternal 

benefit society. 

 

2. The insurance applicant 

 

The person applying for a life insurance policy is the applicant. The 

applicant may be applying for his or her own life insurance policy, 

or for a policy on another person’s life (such as a child or spouse). 

 

3. The policy owner 

 

If accepted by the insurer, the applicant becomes the policy 

owner. The policy owner possesses the rights to the policy. 

 

4. The insured 

 

The insured is the person whose life is covered by the policy. He or 

she is often, but not always, the policy owner.  

 

5. The beneficiary 

 

The beneficiary is the recipient of the policy’s death benefit. These 
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proceeds are available upon the death of the insured. The 

beneficiary may be an individual, a group or “class” such as one’s 

children, or an entity, such as a charity.  

 

• Contract Elements Essential to the Life 
Insurance Policy 

 

In addition to the above features, life insurance possesses a number of 

elements essential to this form of contract. These features are usually 

common to all forms of insurance contracts. 

 

Adhesion 

 

Life insurance is a contract of adhesion. This means that the contract and 

its provisions are prepared solely by the insuring party. The terms of a 

contract of adhesion are not open to negotiation. The applicant party 

may accept or reject the policy. If the applicant accepts the policy (and 

is accepted by the insurer), the applicant becomes the policy owner and 

must comply (or adhere) to the contract’s terms in order to receive its 

rights and benefits. Because a contract of adhesion is one-sided, any 

area of ambiguity is usually decided in favor of the policy owner. 

 

Aleatory 

 

Life insurance contracts are aleatory. Aleatory contracts are 

characterized by two features: first, they possess an element of chance; 

second, equal dollar value is not exchanged by both of the contract’s 

parties.  
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Conditional 

 

Life insurance contracts are conditional. This means that the insurer’s 

contractual obligations are dependent upon the insured completing 

actions specified in the policy. The conditions are part of the terms of the 

contract.  

 

Executory 

 

Life insurance contracts promise to execute, or perform, a service that is 

triggered by a future event. This means that life insurance is an executory 

contract. 

 

Unilateral 

 

Life insurance is a unilateral contract. This means that only one party—the 

insurer—must comply with the terms of the agreement.7 Most commercial 

contracts, on the other hand, are bilateral.  

 

Utmost Good Faith (Uberrimae Fidei) 

 

Insurance policies are uberrimae fidei contracts, or contractual 

agreements characterized by utmost good faith. This means both parties 

agree to not conceal any material facts, share all relevant information, 

and make every effort to cooperate with one another.  

 

Valued 

 

A life insurance contract is a valued contract. This means that the policy 
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will pay a benefit that is not in any way related to the size and extent of 

the loss. This makes a life insurance contract different from a property and 

casualty policy, which is an indemnity contract (an indemnity contract 

pays a benefit that restores the insured to his or her approximate financial 

position before a loss occurred).  

 

Insurable Interest  

 

You can’t purchase life insurance on the lives of anybody you want. In 

order to purchase life insurance, you must have a legitimate insurable 

interest in the subject of the insurance. There must be a personal risk of 

emotional or financial loss, and a legitimate interest in preserving and 

protecting the life being insured.  

 

Without a requirement for insurable interest, people might gamble on the 

lives of total strangers, particularly those who engage in high-risk 

activities. Additionally, the absence of insurable interest might actually 

put lives in danger—a person might act to cause another person’s death 

or fail to exercise reasonable safety precautions to protect someone else 

if they had no personal risk of loss and stood to gain financially from the 

death.  

 

• Concepts in Insurable Interest 

 

Own Life  

 

Every person is presumed to have an insurable interest in his or her own 

                                                                                                                                                                           
7 The insured, for example, may choose to not pay premiums and allow the policy to lapse. The insurer, 
however, cannot choose to not pay the death claim on an in-force policy. 
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life. However, this interest is not necessarily unlimited. If the amount of 

insurance applied for is disproportionate to a person’s apparent needs, it 

will raise underwriting concerns on the part of the insurance company.  

 

Example: Dave, who has an annual income of $25,000 and very few 

assets, applies for $5 million of life insurance. Dave’s economic status 

would not seem to justify such a large need for insurance, and his income 

is inadequate to pay the required premiums.  

 

Upon investigation, the insurance company discovers that Dave has 

numerous outstanding gambling debts and other financial problems. He 

also has a wife and three children. This application would probably be 

turned down because of the extreme risk that Dave may be planning to 

stage his own death.  

 

Immediate Family Members  

 

You also have an insurable interest in the lives of close relatives through 

blood or marriage. Usually this extends to those who could be considered 

immediate family members—such as your spouse, children, parents, and 

perhaps brothers and sisters. The requirement for insurable interest 

becomes more difficult to justify when insurance is sought on the lives of 

more distant relatives, such as uncles, aunts, nephews, nieces, and 

cousins, but insurable interest certainly may exist in these cases—

especially when such relatives live in the same household.  

 

Business Interests  

 

Insurable interest may also be established on the basis of business and 

financial relationships. Members of a partnership have an insurable 
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interest in the lives of other partners. Lenders have an insurable interest in 

the lives of borrowers to the extent of the funds at risk. Any commercial 

enterprise, ranging from corporations to movie studios and professional 

sort organizations, may have insurable interests in the lives of individuals 

who make significant contributions to sales and profits.  

 

• When Insurable Interest Applies  
 

In the life insurance business, insurable interest must exist at the time of 

application and inception of the policy and not necessarily at the time of 

death.  

 

If a policy is valid when it is issued, the death benefit is payable even if 

insurable interest no longer exists at the time of the insured’s death. The 

requirement for insurable interest applies only to the owner of a policy. 

There is a greater flexibility allowed when it comes to the proposed 

insured’s selection of a beneficiary.  

 

Example: Roseanne purchased life insurance covering Tom, naming 

herself as beneficiary, when they were married. They never had children 

and divorced a few years later. Both remarried. Many years passed by, 

during which Roseanne and Tom had no communication with each 

other—but Roseanne continued paying premiums to keep Tom’s life 

insurance in force. When Tom died and Roseanne read about it in the 

paper, she submitted a claim. The claim is valid because Roseanne had 

an insurable interest when she originally bought the policy.  

 

In real life situations, people don’t usually continue to pay life insurance 

premiums after an insurable interest has ended. When insurable interest 
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no longer exists, ownership of a policy may be transferred or assigned to 

the insured, to the insured’s new spouse, to children, or to someone else 

who has a more current insurable relationship with the insured. 

 

• Other Important Elements of Life Insurance 
Contracts 

 

Waiver and Estoppel 

 

Two important concepts pertaining to life insurance contracts are waiver 

and estoppel.  A waiver is the surrendering of a legal right. Estoppel is the 

preventing of one party from exercising a right to the detriment of 

another party’s interest.  

 

Warranties and Representations 

 

A warranty is a statement that an applicant for an insurance policy 

guarantees to be true. A representation is a statement that the applicant 

believes to be true.  

 

Warranties become a part of the life insurance contract. They are treated 

as material facts. If a warranty is found to be untrue, it can be used as a 

reason to cancel the policy. 

 

Representations are not part of the contract. If an insurance company 

denies a claim based upon a representation, the company bears the 

burden of proving its materiality.  
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In life insurance, statements made in the application are considered to 

be representations, not warranties.  

 

Not a Personal Contract 

 

Life insurance is not a personal contract. This makes it different from 

property and casualty contracts, which are personal. Personal contracts 

cannot be assigned (meaning ownership of the contract cannot be 

transferred). 

 

Third-Party Ownership 

 

Life insurance can be subject to third-party ownership. This means that a 

life insurance policy can be owned by someone other than the insured. 

When third-party ownership occurs, an  insurable interest must still be 

present. A common example of third-party ownership is one spouse 

taking a life policy on the other spouse. In this instance, the first spouse is 

the policy owner, the insurance company is the insurer, and the second 

spouse is the insured. Another typical occurrence of third-party ownership 

in life insurance occurs with juvenile policies, in which the parent or 

guardian is the owner, and the child is the insured. 

 

Life Insurance Policy Provisions 
 

Life insurance policy provisions stipulate the rights and obligations of the 

insured and insurer under the terms of the policy. The policy’s provisions 

describe how the policy operates, and make up the bulk of the actual 

life insurance policy. Provisions may also be referred to as clauses. They 

can be divided into two categories: standard and optional. 
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Standard Life Policy Provisions 

 

• Insuring Clause 
 

The insuring clause is the promise of the insurance company to pay 

legitimate claims in exchange for premiums and a proof of loss. This is the 

most important provision in the policy, and is typically present on the first 

page of the document. The insuring clause will include the name(s) of the 

insured, the name(s) of the beneficiary, the death benefit payable, and 

the date that the company will pay. 

 

• Entire Contract Clause 

 

This provision states that the entire life insurance contract consists of the 

policy and an attached copy of the application. This is an important 

provision because it protects the insured and the insurer by guaranteeing 

that there are no verbal agreements or “hidden documents” that are a 

part of the contract and could affect coverage, ownership rights, 

privileges, etc. 

 

This clause also specifies that the insurer’s statements in the applicant are 

representations and not warranties. In other words, the applicant’s 

statements are believed to be true to the best of his or her knowledge, 

but are not guaranteed to be true.  

 

The entire contract clause is also the section of the policy that states no 
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changes can be made in the agreement except by an insurance 

company along the terms stated in the contract. All changes must be in 

writing, and require the signature of the policy owner and the company 

representative.  

 

• Incontestable Clause 

 

In the application process, the applicant for life insurance is asked a wide 

range of questions pertaining to health, lifestyle, and activities. Due to the 

quantity and nature of the questions, it is possible for the applicant to 

make misstatements. In other situations, the applicant may have 

something that he or she wishes to conceal from the company’s 

underwriting department.   

 

The incontestable clause protects the insured and insurer from both 

honest mistakes and willful fraud. This provision states that the insurer may 

not deny a claim based on information in the application after the policy 

has been in force for two years.8 Because of this provision, the company 

must pay a claim even if information in the application was untrue, 

provided the policy was in force for two years. Essentially, the company is 

given a two-year window within which to uncover fraud or misstatements 

on the part of the insured.  

      

• Consideration Clause 
 

The consideration clause is also referred to as the modes of premium 

payment. This provisions refers to the amount and frequency of the 
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premium required to keep the insurance in force.  

 

The consideration clause will state the amount of the annual premium. In 

addition, the annual premium will also be expressed in other modes, such 

as semi-annual, quarterly, and monthly. The annual premium is always the 

least expensive option; however, since this may be a significant sum, the 

policy owner may elect a different schedule of payments.  

 

• Free Look Provision 

 

The free look provision allows the insured to examine the issued policy for 

a ten-day period with the option of returning it to the company if 

dissatisfied.9 Upon returning the policy to the company, the insured will 

receive a complete refund of any premiums paid. Because life insurance 

is a complicated subject, the free look period provides the insured with a 

limited risk free time to thoroughly review the information in the contract. 

 

• Grace Period Provision 
 

The grace provision states the length of time that a life policy is in force 

without payment after the premium due date. In Michigan, the grace 

period lasts for one month.10 Should a policy owner fail to make the 

required premium payment on his or her policy, the policy would still be in 

force for one month. Should this month pass and the company still not 

receive payment, the policy would lapse for non-payment of premium. 

                                                                                                                                                                           
8 The one exception to this rule is the misstatement of age or sex.  
9 The free look period can be longer than ten days, but it cannot be shorter than ten days.  
10 An exception occurs for industrial life policies. Due to their different format with a weekly premium 
due, their grace period lasts for four weeks. 
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Should the insured die during the grace period, the death benefit would 

be paid to the named beneficiary. However, the missing premium would 

be subtracted from the death benefit proceeds.  

 

• Automatic Premium Loan Provision 

 

The automatic premium loan provision (APL) is only a feature of whole life 

policies and its variations. The purpose of the APL is to prevent the policy 

from inadvertently lapsing. The APL provision allows for the company to 

withdraw a sum from the cash value sufficient to pay the policy’s 

premium when the premium due date has passed without remittance. If 

the money withdrawn from the cash value account is not repaid, interest 

on the loan will also be withdrawn from the policy’s cash value. Any 

unpaid APLs will be automatically subtracted from the death benefit 

proceeds.  

 

• Reinstatement Provision 

 

The reinstatement provision allows for a life policy that has lapsed to go 

back in force. When a policy is reinstated, four conditions must be met 

that serve to restore the policy to its previous values. These conditions 

include the following:  

 

1. All back premiums must be paid 

 

2. All interest due on the back premiums must be paid 
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3. Any outstanding policy loan must be repaid11 

 

4. Insurability must be demonstrated 

 

Reinstatements usually require a reinstatement application. In addition, 

the insurance company will restrict the time period in which 

reinstatement may occur. In Michigan, reinstatement can be allowed up 

to three years after a policy has lapsed.  

 

The reinstated policy reactivates the need for a new two- year 

contestable period. After the reinstated policy is in force for two years, 

the company may not contest any claims due to misstatements or fraud. 

All of the statements made on the original application remain with the 

reinstated policy. 

 

In most instances, a policy can always be reinstated as long as it is within 

the time frame specified by the company. One situation in which the 

policy cannot be reinstated is when the policy has been surrendered for 

the cash value.  

 

• Policy Loan Provision 

 

The policy loan provision only applies to policies with cash value (i.e. 

traditional whole life, universal life, variable life, etc.). This provision sets 

forth the terms under which the policy owner may access the policy’s 

accumulated cash value through a loan. This provision states the insurer’s 

interest rate, and whether the rate is fixed or variable.   

                                                           
11 A policy loan that must be paid in order to reinstate the contract may be renewed once the reinstatement 
is effected.  
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The policy’s table of surrender values will be the equivalent of the 

available loan values. Thus, the surrender values will indicate to the policy 

owner the amount that he or she will be able to access with a loan (less 

the applicable interest).  

 

Finally, the policy loan provision also states that a life policy with cash 

value must have some cash value accumulated after it has been 

consistently in force for three years. 

 

• Assignment Clause 

 

Life insurance policy owners have the right to transfer the ownership of 

their policies to another party. When ownership rights of a life insurance 

policy are transferred, it is said that the policy has been assigned. The 

recipient of the policy is referred to as the assignee. The assignment 

clause sets parameters under which such transfers can take place.  

 

Two types of assignment are possible with life insurance: the collateral 

assignment and the absolute assignment. The collateral assignment is 

temporary. To make a collateral assignment, the policy owner completes 

an assignment form with the insurer. The collateral assignment then 

temporarily transfers ownership rights to the other party. These rights 

include collecting proceeds from the death benefit up to a specified 

sum, receiving dividends, and surrendering the policy for the cash value 

with the policy owner’s approval.   
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The policy owner still keeps the right to designate the beneficiary and 

select the settlement option. However, the rights of the assignee are 

recognized before those of the beneficiary in any death claim.  

 

Collateral assignments are most often used as collateral for loans. When 

the period of indebtedness is complete, the policy owner recovers the full 

and unencumbered ownership rights to the policy. 

 

An absolute assignment is a permanent transfer of policy ownership rights 

to a third party. Under this arrangement, the policy owner surrenders all of 

his or her ownership rights.  

 

• Misstatement of Age or Sex 

 

The misstatement of age or sex provision states that the company may 

make changes to an insurance policy any time that it discovers a 

misstatement concerning the age or sex of an insured. This makes this 

provision an exception to the policy’s incontestable clause. 

 

Typically, the younger the applicant’s age in a life insurance policy, the 

lower the premium. Also, females typically have lower premium rates 

than males at the same age.   

 

If the insurance company discovers an error in age, the premium or 

death benefit may be adjusted up or down, depending on whether the 

insured is still alive.  

 

If the company discovers that the insured is younger than stated in the 
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policy, and is still alive, two options can occur. First, the premium may be 

adjusted downward and any overpaid amount refunded to the policy 

owner; second, the company may raise the level of insurance to match 

the premium that the policy owner has been paying. If the insured is 

deceased when the error is found, the company will increase the death 

benefit proceeds to match the higher premium that had been paid. 

 

Conversely, if it is discovered that the insured is older than stated in the 

policy, and is still alive, two options can occur. The company may request 

the policy owner to pay the difference and begin paying the correct 

premium; or, it may lower the level of insurance to match the lower 

premium that has been paid. If the insured is deceased when the error is 

found, the company will lower the death benefit proceeds to match the 

level appropriate with the premium paid. 

 

In most instances, errors in age or sex in a life insurance policy are 

administrative clerical errors. They typically result in the actions listed 

above, and are usually not cause for voiding the policy.  

 

• Suicide Clause 

 

The suicide clause is a provision that protects the insurance company 

from an applicant who intends to commit suicide from taking out a policy 

and subsequently providing a death benefit to a beneficiary. This 

provision stipulates that the policy will not pay a death benefit for up to a 

specific time, typically two years, when the cause of death is suicide.  

 

Should the insured die within the specified time frame, the company 
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would be able to deny the death claim if it is able to prove that death 

was caused by suicide. However, in the event of a denied claim, the 

premiums paid would be refunded.  

 

If suicide occurs after two years, the beneficiary will receive the full death 

benefit proceeds (less any outstanding policy loans and interest).  

 

• Beneficiary Designation Provision 

 

This provision allows the policy owner to choose the beneficiary or 

beneficiaries. A beneficiary does not have to be selected. However, if a 

beneficiary is not named, the death benefit will be paid to the insured's 

estate. When death benefit proceeds are paid to an estate, they lose 

their protection from creditors. For this reason, it is almost always in the 

insured’s best interests to select a beneficiary. 

 

The naming of beneficiaries requires a classification of the persons to 

receive the proceeds. The first person (or entity) to receive proceeds is 

the primary beneficiary. The second is the secondary beneficiary. The 

secondary beneficiary receives the proceeds in the event that the 

primary beneficiary is deceased when the death benefit is paid out.  

 

The policy owner may also name a third person or entity in line to receive 

proceeds. This beneficiary is referred to as the tertiary beneficiary.12 

 

 

                                                           
12 Secondary and tertiary beneficiaries are also called contingent beneficiaries, as payment is contingent 
upon the death of the primary beneficiary. 
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• Insured’s Intent  

 

Careless wording of beneficiary designations can result in undesirable 

consequences. A tremendous amount of time is spent each year in 

courtroom litigation attempting to determine beneficiaries and heirs. It is 

important that you designate the beneficiary by full name to avoid 

misunderstanding.  

 

If an insured person designates his wife as the beneficiary, confusion may 

arise. If the insured has married more than once, does wife mean his 

present wife or does it mean his wife at the time the policy was written? 

Or does it apply to another ex-wife who is now caring for his minor 

children?  

 

The insurance company will make every effort to distribute the proceeds 

of a policy in compliance with the wishes of the insured person—as long 

as the insured makes it clear what his or her intention is.  

 

When the intention is not clear, the company must distribute the funds 

according to the apparent intent of the insured, or pay the funds to a 

local court and request a judicial determination of the proper distribution.  

 

Naming children who are minors as beneficiaries may be easiest for you 

when completing your insurance application. But consider the 

practicability of a six-year-old receiving $100,000—and not even knowing 

what a bank is.  
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• Class Designation  

 

In naming children as beneficiaries, a class designation is sometimes 

desirable. Class designations should be used when individuals of a 

specific group (such as children of the insured person) are to share the 

policy proceeds equally.  

 

If an insured person designates his children as beneficiaries by naming 

each child specifically, other children might be excluded from sharing in 

the proceeds of the policy. This might occur if the insured failed to 

update his beneficiary provision in his policy to include children who were 

born, adopted or otherwise joined the family since the date that the 

policy was purchased.  

 

The wording of the class designation must carefully specify your intention. 

A designation of my children might include children of previous marriages 

or relationships—when, in fact, you might prefer to exclude them. An 

even more complex scenario: Naming my children as beneficiaries would 

allow children living at the time of your death to share in the proceeds; 

but a child born after your death would not be entitled to receive a 

portion.  

 

By using your spouse’s full name followed by the designation my wife or 

my husband, fewer questions can arise about your intent. If an insured 

person wants to restrict the designation to the children of his present 

marriage, he might designate his present spouse Carolyn Jones Bennett 

as primary beneficiary and use the term  

our children or children born of this marriage as contingent beneficiaries.  
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• Per Capita or Per Stirpes  

 

In addition to the class designation, the per capita and per stirpes 

designations are used to benefit children. The per capita designation 

means by heads(individual) and per stirpes means by stock(family line or 

branch).  

 

Under a per capita designation, each surviving child shares equally in the 

death benefit. Under a per stirpes designation each child, grandchild, or 

great grandchild, etc., moves up in a representative place of a 

deceased beneficiary.  

 

A per stirpes designation can become quite involved. It is important to 

know how the line of representation works because of the manner in 

which courts interpret the per stirpes designation. The majority of courts 

hold that each family member can move up to represent the closest 

older relative (usually his or her parent).  

 

The following examples should help to clarify the per stirpes designation:  

 

• Example 1. Mrs. Smith has three children, Faith, Hope, and Charity. 

At her death each child will share equally in the death benefit—

one-third each. 

 

• Example 2. If, at Mrs. Smith’s death, Faith is no longer living and she 

has no dependents, Hope and Charity will share the death benefit 

equally—one-half each.  
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• Example 3. If, at Mrs. Smith’s death Faith is no longer living but she is 

survived by two children, Jack and Jill (Mrs. Smith’s grandchildren); 

Hope and Charity will each receive one-third of the benefit, and 

Faith’s one-third will be divided equally between Jack and Jill—

one-sixth each.  

 

• Example 4. If, at Mrs. Smith’s death, Faith (child) and both Jack and 

Jill (grandchildren) are also deceased, but Jack is survived by two 

children and Jill is survived by one child (Mrs. Smith’s great 

grandchildren), Jill’s child will get one-sixth benefit while one-sixth of 

the benefit will be divided between Jack’s two children—one-

twelfth each.  

 

• Example 5. If, of the three great grandchildren, one of Jack’s 

children is dead at the time of the distribution and has left two 

children (Mrs. Smith’s great great grandchildren), those two 

children are only entitled to share Jack’s child’s one-twelfth—the 

great grandchildren receive one-twenty-fourth each. 

 

Although the preceding examples represent the majority finding, some 

courts have held that, for example, a grandchild can move up and share 

in the benefits on the same percentage basis as the original children.  

 

• Types of Beneficiaries 
 

Individuals 

 

The policy owner has a wide range of options in his or her selection. The 
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majority of life policies are issued with an individual as the beneficiary. In 

most cases, the beneficiary is a family member, usually a spouse or child.   

 

Minors 

 

A policy owner may name a minor as a beneficiary, but in doing so 

should understand the challenges inherent with such a decision. First, 

death benefit proceeds are typically sizeable sums. In most cases, minors 

lack the judgment and experience to manage funds of such a large size.  

 

Second, on simple practical matter, minors can lack the legal capacity 

to sign a release for receipt of the proceeds. 

 

Trusts 

 

A trust is a legal entity providing for the ownership of property by one 

person for the benefit of another. Trusts can be named to receive a life 

policy’s death benefit proceeds, and are often done so when the 

beneficiary is a minor.  

 

In this instance, two forms of trusts are typically used: the testamentary 

trust and the living trust. The testamentary trust is created at the death of 

the insured. The living trust is created while the insured is still alive.  

 

Estates 

 

An estate can be named as a beneficiary. Usually, an estate is named as 

a beneficiary to provide funds for estate obligations such as taxes, 



Core Concepts L/H  

 

 
© American Education Systems, LC 

104 

administration expenses, and outstanding debts.13 

 

Charities 

 

A charity can also be named as a beneficiary. Naming one or more 

charities as a beneficiary results in a gift that cannot be contested by the 

insured’s heirs. In naming a charity as a beneficiary, it is vital that the 

exact name of the charity is listed. 

 

Businesses 

 

Businesses can be named as beneficiaries in a wide variety of formats. 

Partners and key employees can be named as insureds with the policy 

owner and beneficiary being the business at which they are employed.   

 

• Change of Beneficiary 
 

In most cases, the beneficiary in a life insurance policy will carry a 

revocable status. A revocable beneficiary status means that the policy 

owner can select a new beneficiary whenever he or she chooses. 

 

An irrevocable beneficiary status, on the other hand, means that the 

beneficiary is “locked in” as the recipient of the death benefit proceeds. 

In addition, once an irrevocable beneficiary is named, the insured loses 

                                                           
13 Using life insurance for estate planning is a very complex process. By naming the estate as beneficiary, 
the policy owner can inadvertently create a series of difficulties. First, the insurance proceeds increase the 
size of the estate and, hence, the overall tax burden. Second, the proceeds payable to an estate must be 
paid in a lump sum, so the policy’s settlement options cannot be utilized. Third, should the insured not 
leave a will, the courts will determine the distribution of the estate’s assets.  
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his or her rights to access the policy’s cash value and to assign the 

policy.14 

 

• Facility of Payment Clause 
 

The facility of payment clause is a provision that results in proceeds being 

paid to a person not named as the beneficiary due to certain conditions. 

This typically occurs with industrial life policies when the beneficiaries are 

minors or deceased. Through the facility of payment clause, the 

insurance company chooses who receives the death benefit. 

 

• Uniform Simultaneous Death Act 
 

The Uniform Simultaneous Death Act is not a provision, but a law. It relates 

directly to the payment of the policy’s death benefit. 

 

The Uniform Simultaneous Death Act covers situations in which the insured 

and the primary beneficiary are killed in the same accident and there is 

insufficient evidence to determine who died first. Under the Act, the 

death benefit proceeds are distributed as though the insured died last. 

This means that the secondary beneficiary will receive the policy’s death 

benefit.  

 

• Common Disaster Clause 

 

The Uniform Simultaneous Death Act is flawed in that it can still allow for 

                                                           
14 The policy owner may potentially make policy loans and assign the policy, but can only do so with the 
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situations in which the death benefit proceeds are distributed along lines 

contrary to the insured’s will. This can occur when the insured and the 

primary beneficiary are both in a fatal accident, but the primary 

beneficiary survives a brief time longer—such as several hours or days-- 

than the insured. In this situation, the death benefit would be paid to the 

primary beneficiary, but he or she will not be able to use the proceeds. 

Upon the beneficiary’s death, the proceeds pass to his or her heirs and/or 

estate.  

 

Under the Common Disaster Clause, also known as the Survivorship 

Clause, the primary beneficiary must survive the insured by a specified 

number of days.  The necessary number of days is determined by the 

insurance company. If the primary beneficiary does not survive the 

required number of days, the policy functions as though the insured was 

the last to die.  

 

• Settlement Options Provision 
 

Settlement options are a standard provision in life insurance policies. 

Settlement options refer to the method of payments of payment for the 

value of the policy than are available to the insured. Settlement options 

will be dealt with in detail in the next section. 

 

Life Policy Options and Riders 

 

In addition to the standard provisions, life insurance contracts may 

                                                                                                                                                                           
written assent of the irrevocable beneficiary. 
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contain a multitude of other options. These optional features may be 

included in the body of the contract, or they can be added as policy 

riders.  

 

• Guaranteed Insurability Option (GIO) 

 

The guaranteed insurability option (GIO) is also referred to as the 

guaranteed issue or guaranteed purchase option. This rider guarantees 

that the insured may purchase additional amounts of insurance without 

evidence of insurability. 

 

Although evidence of insurability is waived, the time-frame within which 

the insured may elect additional coverage amounts is limited by the 

company. Within this time-frame, the company will specify specific dates 

on which additional coverage may be purchase. In addition to the 

specified dates, the company will often allow additional insurance to be 

purchased if the insured gets married or has children. In most cases, the 

insured has 90 days from a purchase option date to secure additional 

coverage. The variety of additional coverage must be the same as the 

existing insurance. 

 

• Waiver of Premium Option 

 

The waiver of premium option prevents a policy from lapsing due to the 

non-payment of premium while an insured is disabled. One can consider 

the waiver of premium option as an expanded version of the policy’s 

grace period provision. 
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The waiver of premium option is only activated after the following: 

 

1. the insured provides proof of disability to the company; 

 

2. a waiting period is satisfied. This waiting period may be as short as 90 

days, but is typically 6 months. During the waiting period, the insured 

must continue to pay premiums in order to keep the policy in force.   

 

After the waiting period is satisfied, the company will pay the policy’s 

premiums until the insured is no longer disabled. The premiums paid 

during the waiting period are also refunded to the insured. During the 

time that the company is paying the premiums, all of the operative 

features of the policy remain the same—the cash values accumulate, 

the face amount remains level, and the policy owner keeps his or her 

ownership privileges.  

 

• Disability Income Rider 

 

The disability income rider provides the insured with income during a 

period of disability. Like the waiver of premium option, this rider possesses 

a waiting period (usually six months) that must be paid before the 

benefits begin.  

 

The benefit from this rider usually is paid as a percentage of the policy’s 

face amount. The length of time that the payments will continue 

depends upon the definition of disability in the policy.  
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• Conversion Options 

 

The conversion option allows an insured with a term policy to convert it 

into a whole policy. The conversion option can also allow insured’s with 

whole life insurance to convert existing coverage into a more expensive 

form of whole life (e.g. a limited pay policy). The conversion option 

cannot be used to convert a whole life policy into a term policy.  

 

Depending on the company’s practices, a conversion may be done so 

the new premium reflects the insured’s age at the beginning of the 

original policy, or his or her attained age. If the new premium is based 

upon the insured’s age at the outset of the original policy, it will be lower 

than a premium based upon the insured’s attained age. However, in this 

instance the insured will be responsible for the difference between 

premiums that would have been paid on the new policy had it been 

issued at the outset. This type of conversion is referred to as a retroactive 

conversion. 

 

• Accidental Death Benefit Rider 

 

The Accidental Death Benefit Rider, also known as the Accidental Death 

& Dismemberment (AD& D) Rider and Double Indemnity Rider, provides 

an additional benefit if the insured is killed in an accident or suffers a 

specific injury. 

 

The additional benefit available through this rider is called the principal 

sum. It is the equivalent of the face value of the policy. When an insured 

dies because of an accident, the beneficiary will receive a sum equal to 
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twice the death benefit—the policy’s face amount plus the principal 

sum.15 

 

The rider also pays an additional benefit if the insured suffers an actual 

dismemberment in an accident. Dismemberment includes loss of limbs 

and/or vision in one or both eyes. The benefit that is paid in the event of 

dismemberment is referred to as the capital sum. The capital sum is the 

equivalent of the policy’s face amount.  

 

In order for the rider to pay an additional benefit, the insured must 

receive his or her injury from an external, violent, and totally accidental 

cause. Accidents that are the direct or indirect result of sickness or 

disability are not afforded benefits. In addition, the death following an 

accident must occur within 90 days after the date of injury.  

 

In most cases, insurance companies do not offer this rider to persons older 

than 60; the rider also expires when the insured reaches a specified age, 

usually 60 or 65. Upon expiration of the rider, the additional premium 

portion that funds the rider also expires.  

 

• Accelerated Death Benefits Rider 

 

The accelerated death benefits rider is designed to benefit the insured 

with a terminal illness or catastrophic injury. This rider offers an early 

payment of a portion of the death benefit for an additional monthly 

premium charge. The remainder of the death benefit remains in force as 

                                                           
15 A policy may also offer a triple indemnity. This means that the accidental death benefit is double the 
policy’s face amount. Therefore, the total death benefit resulting from an accidental death of the insured is 
three times the policy’s face amount.  
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regular life insurance.  

 

• Payor Benefit Rider 

 

The payor benefit rider functions with juvenile life policies. The purpose of 

the payor benefit rider is to keep a juvenile’s life insurance policy in force 

should the adult owner of the policy die or become disabled. Through this 

rider, the premium is waived in event that the policy owner can no longer 

fund the insurance for any reason stated in the policy. The premium is 

waived until the juvenile reaches majority at 21.  

 

• Cost of Living Rider 

 

The cost of living (COL) rider, also known as the cost of living adjustment 

(COLA) rider, provides increases in insurance protection without requiring 

evidence of insurability. The increases are incremental in nature, and 

usually tied to an inflation index such as the Consumer Price Index. 

Typically, there is a maximum ceiling at which the coverage may 

increase. The purpose of this rider is to keep the policy’s death benefit 

current with the real cost of goods and services. 

 

In most cases, the COL rider is attached to traditional whole life policies. 

The COL operates as an increasing term insurance rider to the underlying 

policy. Each increase in coverage results in an increase in cost for the 

additional coverage.  
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• Return of Premium  

 

This rider was developed primarily as a sales tool to enable the 

salesperson to say, “In addition to the face amount payable at your 

death, we will return all premiums paid if you die within the first 20 years.” 

The rider is simply an increasing amount of term insurance that always 

equals the total of premiums paid at any point during the effective years. 

Technically, the rider does not return premiums, but pays an additional 

amount equal to premiums paid to date of death. The policy owner who 

purchases the rider is simply buying additional term insurance.  

 

• Return of Cash Value  
 

This seldom-used rider was designed to offset the common—though 

invalid—complaint, “When I die, the company confiscates the cash 

value.” This complaint is based on lack of understanding of the 

mathematics involved in a level face value life insurance policy. 

However, if the salesperson can say, “We can attach a rider returning the 

cash value in addition to the face amount,” the objection is more easily 

answered than if it is necessary to explain the mathematics involved.  

 

The return of cash value rider is similar to the return of premium, in that it is 

merely an additional amount of term insurance that is equal to the cash 

value at any point while effective. If you buy it, you are simply getting 

additional term insurance.  
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• Other Insureds/Additional Insureds Rider 

 

The other insureds rider is also referred to as the family rider. This rider is in 

the form of term insurance that is attached to the underlying policy, and 

covers one or more family members of the insured.  

  

Major Policy Exclusions 

 

Like the majority of insurance policies, the life policy contains a series of 

exclusions, or risks that will not receive coverage under the terms of the 

agreement. While the exact exclusions will vary by company, most life 

insurance policies possess at least these five exclusions: war, aviation, 

hazardous occupations and/or hobbies, felonious action, and suicide. 

 

• War 

 

If the insured dies as a result of war, the company will not pay the death 

benefit.16 This reason for this exclusion is that losses from war are 

considered uninsurable because they are catastrophic.  

 

• Aviation 

 

The aviation exclusion is not usually attached to current life insurance 

policies. Previously, it was common to exclude pilots and flight 

                                                           
16 War can be defined either restrictively as declared war or more broadly as “act of war,”  which includes 
civil war,  rebellion, civil disorder, and military police actions.  
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attendants. Some companies, however, will still include exclusions for 

military pilots, stunt pilots, and student pilots.  

 

• Hazardous Occupations and Hobbies 

 

Particularly dangerous occupations, such as stunt performers, may be 

excluded coverage. Dangerous hobbies, or avocations, such as sky 

diving or auto racing, may also result in exclusions. The excluded 

occupations and hobbies vary by company. 

 

An alternative to excluding coverage is to offer the coverage with a 

rated premium. Rating results in insurance at a higher premium to 

account for the additional risk presented by the occupation or hobby.   

 

• Suicide 

 

Under this provision, the policy will not pay the death benefit if the insured 

commits suicide within the first two years of the policy. Instead, the 

company will refund the premiums paid into the policy. Should the 

insured commit suicide after the first two years of the policy, the full death 

benefit will be paid. 

 

• Felonious Action 

 

Certain companies will exclude payment of the death benefit when the 

insured’s death is the result of a felonious action. 
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Nonfeiture, Settlement, and 
Dividend Options 
 

The nonforfeiture options in a life policy are designed to protect the 

whole life policy owner. These options are a provision in the policy 

guaranteeing that the equity in the policy cannot be forfeited. They 

determine the method in which the policy’s cash values will be paid out 

or used in the event the policy owner elects to stop paying premiums. The 

nonforfeiture options in today’s policies are descended from the NAIC 

Standard Nonforfeiture Law.  

 

• Cash Surrender Option 

 

The cash surrender option is a surrender of an existing cash value policy. If 

the policy owner elects this option, he or she ceases to make premium 

payments, no longer receives insurance coverage, and receives the 

current cash value, less any outstanding policy loans and interest. 

 

Insurance law demands that whole life policies must have some cash 

value by their third year, and the policy owner must have access to this 

cash value. The company is allowed to delay disbursement of cash 

values for up to six months after the request.17 

 

The policy owner may receive the cash surrender in one of four methods. 

The first of these is the least complicated, and involves simply a lump sum 

                                                           
17 Insurance companies are allowed to delay payments in a cash surrender in order to protect their financial 
viability. Today, companies rarely employ this option.  
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payment. The second option involves the cash value principal remaining 

with the company and the insured receiving periodic interest payments. 

The other two options involve the cash value being paid out in a fixed 

period of time or in fixed amounts.18 

 

• Reduced Paid-Up Option 

 

Because the cash surrender option results in a total surrender of insurance 

protection, a policy owner may wish to choose a less drastic option if an 

insurance need still exists. The reduced paid-up option is often an 

excellent alternative to the cash surrender option. 

 

With a reduced paid-up option, the policy’s cash value is used to 

purchase a paid-up, single premium policy at the insured’s attained age. 

The result is that the insured will no longer have to pay premiums, and will 

still have insurance coverage to age 100 and cash values in the policy. In 

addition, the cash values will continue to earn interest. 

 

However, the paid-up policy, while the same kind as the original policy, is 

substantially altered when this option is exercised. First, the face amount 

of the paid-up policy is significantly smaller than the original policy. In 

addition, various riders that were attached to the original policy, such as 

disability income, accidental death benefits, and term insurance are not 

included in the paid-up policy.  

 

 

 

                                                           
18 These four modes of payment mirror those of the policy’s settlement options. 
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• Extended Term Option 

 

The extended term option is another alternative to a cash surrender of 

the policy. When this option is selected, the policy’s cash value is used to 

purchase an amount of term coverage that is the equivalent of the 

policy’s face amount for a specified period of time. The insured thus has 

life insurance coverage without paying additional premiums.  

 

Like the reduced paid-up option, the extended term option causes the 

policy to lose its “extras,” such as disability income, accidental death 

benefits, and term insurance riders. Furthermore, the extended term 

option is limited in its time-frame, whereas the reduced paid-up option 

provides coverage until age 100. In addition, the extended term option 

presents an advantage over the reduced paid-up option in that the face 

amount is equivalent to that of the original policy. 

 

Life policies are required to state an automatic nonforfeiture benefit that 

is applicable to policies that lapse without a nonforfeiture option having 

been selected. The automatic nonforfeiture benefit is extended term 

insurance for standard policies. Rated policies receive reduced paid-up 

insurance. 

 

Settlement Options 

 

Settlement options are an alternative to a lump sum distribution of a life 

insurance policy’s proceeds. Typically, a settlement option is chosen 
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either when the policy matures as a death benefit (by the beneficiary) or 

as a living benefit (by the policy owner).19 

 

When a settlement option is selected, the death benefit proceeds are 

held by the insurance company in trust. Payments are made by the 

insurance company on a schedule chosen by the beneficiary or policy 

owner. After the company begins distributing funds along the guidelines 

of the settlement option, the beneficiary may elect to cease the periodic 

distribution of payments and receive a lump sum payment. 

 

The advantage of the settlement option over a lump sum payment is the 

company guarantees the safety of the death benefit proceeds and 

provides a basic level of management of the funds. This alleviates the 

beneficiary from the responsibility of directing the investment of what can 

be a very significant sum of money. 

 

• Interest-Only Option 

 

With the interest-only option, the insurance company keeps the death 

benefit and pays the beneficiary a guaranteed minimum rate of 

interest.20 The payments last for a stated period of time, which may be 

monthly, quarterly, semiannually, or annually. After the interest-payment 

period expires, the proceeds are paid to the beneficiary. This is possible 

because the principal of the death benefit proceeds remain untouched 

during the interest-payment period. 

 

                                                           
19 If an irrevocable beneficiary has been named, the beneficiary must agree in writing with a choice of 
settlement option or any alteration in the mode of settlement.  
20 The interest payments cannot go below the stated minimum; however, based upon the investment 
experience of the general account, the payments may be higher than the stated minimum. 
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• Fixed-Period Option 

 

The fixed-period option is time-driven. This option is selected when the 

primary factor to be considered is the length of time that benefits will be 

available. This option makes payments generated by both the principal 

and the interest of the death benefit proceeds. Payments are made in 

equal amounts at increments selected by the policy owner or insured. 

Possible payment intervals include monthly, quarterly, semiannually, and 

annually.  

 

The payment amount in this option is determined by the following factors: 

the level of cash value, the interest payable, and the duration of the 

payment period. The length of the payment period is inversely 

proportional to the payment amount. Therefore, the longer the payment 

period, the lower the payment amount; the shorter the period, the higher 

the amount.  

 

The interest payable is a variable factor that can potentially affect the 

size of the payments. Should the company experience favorable 

earnings, the payment amount can increase. An unfavorable earnings 

environment, however, cannot decrease the payment amount. 

 

• Fixed-Amount Option 

 

The fixed-amount option offers a pre-determined benefit amount that is 

payable in defined time increments. The payout period lasts as long as 

there are funds available from the death benefit proceeds and the 

earned interest to sustain payments at the designated level.  
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In this form of settlement option, the benefit amount is the constant, and 

the duration of payments is the variable. Should the company 

experience favorable earnings, the excess interest will not increase the 

benefit amount. Instead, the length of time that benefits are paid will 

increase.  

 

• Life Income Option 

 

The life income option is a single-premium immediate annuity funded by 

the death benefit proceeds. There are many variations of the life income 

option, all of which mirror annuity products of the same name. These 

include straight life income, life with period certain, joint and survivor life, 

cash refund, installment refund, and period certain. 

 

This settlement option creates an income stream for as long as the 

beneficiary lives. Even if the death benefit proceeds are exhausted, this 

option will still generate payments to the beneficiary.21 

 

Dividend Options 

 

Life insurance policies may or may not offer dividends. Dividends are 

essentially a return of a portion of the premium to the policy owner. 

Dividends are made possible when the company experiences a 

                                                           
21 Because of the accuracy of modern actuarial science, this is a relatively rare occurrence; nevertheless, it 
does present an added risk to the insurance company. The size of the life income payments is determined 
by the age and life expectancy of the beneficiary. The longer the life expectancy, the smaller the payment; 
the shorter the life expectancy, the higher the payment.  
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combination of favorable results.22 Typically, dividends begin at the end 

of the first or second policy year.   

 

To offer a dividend, a life policy must have cash value. A term policy, for 

example, cannot offer a dividend. In the past, only mutual companies 

offered dividends. Today, stock companies and reciprocal exchanges 

can also offer dividends. 

 

When a company offers a dividend, the policy is called a participating, 

or “par” policy. Cash value policies that do not offer dividends are 

referred to as non-participating, or “non-par” policies. In general, policies 

that pay dividends charge higher premiums.  

 

It is important to note that a “par” policy only offers the possibility of a 

dividend; dividend payments are never guaranteed. If a life insurance 

policy illustration projects dividends, it must state that dividends are not 

guaranteed. 

 

The policy owner has several choices in how to receive the dividend 

payments. These choices include receiving cash, applying the dividend 

to future premium payments, leaving the dividends in the company 

account to accumulate interest, applying the dividends to purchase 

more insurance (paid-up additions), applying the dividends to purchase 

one-year of term insurance, paying up the policy, and converting the 

policy into an endowment. 

 

 

 

                                                           
22 These factors include lower than expected mortality, expenses, and administrative overhead, plus greater 
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• Receiving the Dividends as Cash 

 

If the policy owner chooses this option, he or she will receive a check 

from the insurance company for the equivalent of the dividend payable 

for that policy period. Typically, dividends are payable on the policy’s 

anniversary. 

 

• Applying the Dividends to Premium 
Payments 

 

Under this option, the policy owner’s account is credited directly when a 

dividend is paid. This results in the dividend amount being applied to the 

premium due. 

 

• Leaving the Dividends with the Company 

 

A policy owner may also choose to leave the dividends with the 

insurance company for the purpose of accumulating interest. It is 

important to note that, even though the dividends are not taxable, the 

interest that they generate is, and is payable in the year that it is 

credited to the policy owner’s account.  

 

• Purchasing Paid-Up Additions 

 

“Paid-up additions” represent the systematic purchase of additional 

                                                                                                                                                                           
than expected investment returns. 
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insurance through dividends. The additional purchase is always of the 

same kind as the underlying policy. This is a very cost-effective method 

of accumulating additional insurance coverage because the paid-up 

additions are offered by the company at net rates to reflect the lower 

sales expense. Paid-up additions are purchased at the insured’s attained 

age. 

 

• Purchasing One-Year Term Insurance 

 

Dividends may also be used to purchase one-year term insurance that is 

equal to the policy’s cash value. This is usually referred to as “the fifth 

dividend option.” This dividend option is made through the use of a rider. 

 

• Applying the Dividends to Paying Up the 
Policy 

 

Through this option, dividends are used to help pay up the policy. A 

paid-up policy occurs when the sum of the policy’s cash surrender value, 

paid-up additions, and accumulated dividends equal the net single 

premium for the amount of insurance equal to the policy’s face amount. 

 

• Converting the Policy into an Endowment 

 

Under this option, the policy owner may convert the policy into an 

endowment.23 Through this option, the fully paid date of the policy is 

shortened by application of the dividends. 
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23 If the policy owner already has an endowment contract, he or she can use the dividends to shorten the 
contract’s terms. 
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How Life Insurance is Used 

 

The primary purpose of life insurance is to provide a sum of money to a 

beneficiary at the death of an insured. The uses of this money, however, 

can be quite varied. Also, not all life insurance policies function equally 

well for all goals. The specific purpose of the policy will help determine 

the type of life insurance policy that one will purchase. The following is a 

list of the most common uses of life insurance for individuals. 

 

1.   Creation of an Estate 

 

For the majority of persons purchasing life insurance, the life insurance 

policy is used to “create an estate.” The estate in this instance is the sum 

of money paid to the beneficiary at the death of the insured. Through life 

insurance, the insured determines the exact size of the estate by 

selecting the face amount of the policy. 

  

2. Protection of an Estate 

 

Some individuals already possess sizeable assets. These assets may be in a 

variety of forms, such as property, investments, collectibles, etc. 

Depending on the valuation of the estate, their heirs may face substantial 

costs at the time of death. Without proper planning, the estate’s heirs 

can be forced to sell assets in order to meet their tax obligations. Life 

insurance can be used to provide available cash to meet necessary 

estate costs. 
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3. Final Expense Fund 

 

When a person dies, a number of expenses will invariably come due. 

These can include, but are not limited to, the following: state and federal 

death taxes, outstanding debts, funeral costs, unpaid hospital and 

medical bills, and potential host of legal fees (e.g. executor’s fees). 

 

4. Mortgage or Rental Fund 

 

In a household with only one wage-earner, the premature death of the 

wage-earner can force the sale of a home or a relocation from an 

apartment due to the loss of income. Even as the American economy 

has moved to a two-wage-earner model, the death of a spouse usually 

causes serious cash flow problems for the survivor. A life insurance policy 

can provide the liquidity necessary in order to give the survivor the 

flexibility to pay off the mortgage or continue mortgage or rent 

payments. 

 

5. Monthly Income Supplementation 

 

When a wage-earning spouse dies, his or her monthly income is 

subtracted from the family budget. However, the monthly income needs 

and expectations of the surviving family members remain. Generally, the 

most pressing need is maintaining an adequate income stream for 

housing (as discussed above). In addition to housing, the remaining 

income needs include all the items typical for a household budget: food 

and clothing, utilities, entertainment, etc.  
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The insurance industry classifies two specific “needs periods” that follow 

the death of a wage-earner: the dependency period and the blackout 

period.  

 

The dependency period is that flexible time-frame when dependent 

children are still living at home. This time-frame is when a family’s income 

need is the usually the most significant.  

 

The blackout period occurs when no Social Security benefits are 

available for the surviving spouse. If the family has no children, the 

blackout period begins immediately, and continues until age 60.24  

 

6. Education Fund 

 

Post-secondary education is important for enhancing economic 

opportunities. The costs of post-secondary education are significant, and 

their annual increases continue to outpace inflation. Life insurance can 

play an important role in guaranteeing the availability of education 

funds. 

 

7. Emergency Fund 

 

Because of its guaranteed nature, insurance is also valuable as an 

emergency fund for unforeseen expenses. 

 

 

 

                                                           
24 If the family has children, Social Security benefits can be available upon the death of a primary wage-
earning spouse. However, these benefits will usually expire as soon as the child turns 16.  



Core Concepts L/H  

 

 
© American Education Systems, LC 

128 

8. Retirement Income Supplement 

 

Depending on the type of policy, life insurance can play a role in 

supplementing retirement income. 

 

9. Business Uses 

 

Life insurance is able to deliver a guaranteed amount at a specific time, 

and can enjoy a range of tax benefits. For these reasons, life insurance is 

often used for a variety of business purposes. 

 

• The Strengths of the Life Insurance Product 

 

Life insurance is a form of valued property, and is in many ways unique. It 

offers numerous advantages over other types of property for meeting 

specific financial planning needs. 

 

1. Favorable Tax Treatment 

 

Cash values in a whole life policy will grow tax-free. The proceeds from 

any life insurance policy, whether whole life or term, are exempt from 

federal income tax when paid in a lump sum. 

 

2. Guaranteed Values 

 

The majority of life insurance policies will guarantee the face value of the 

death benefit. Depending on the type of policies, other guarantees may 

be available. These can include cash values, minimum interest rates, and 
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premium rates. Guaranteed sums and expenses are very valuable for the 

financial planning process. 

 

3. Appreciation 

 

The payment of a death claim represents a significant appreciation in 

value over the total of premiums paid into the policy.  

 

4. Direct Payment to Beneficiaries 

 

The proceeds from a life policy are payable directly to the beneficiary. In 

most cases, an insurance company will issue payment for a death claim 

within 24 hours after the claim work has been completed.  

 

5. Flexible Income Options 

 

Death benefits are available to the beneficiary in a variety of formats, 

called “settlement options.” Settlement options are the choices 

presented to a beneficiary for collecting the death benefit. These can 

include a lump sum payment, an interest option, a fixed amount option, 

a fixed period option, and a life income option.  

 

With an interest option, the death benefit is left on deposit with the 

insurance company with earnings paid the beneficiary annually. A fixed 

amount option is a death benefit paid in a series of fixed installments until 

the proceeds are exhausted. A fixed period option occurs when the 

death benefit proceeds are left on deposit with the insurance company 

and paid out in equal payments for a specified period of time. A life 
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income option is a life annuity; with this option, payments occur for the 

life of the insured. 

 

If the insured possess a cash value life insurance policy, he or she will also 

have access to the policy’s cash value in the form of loans, surrender 

values, and, in some cases, partial surrenders. 

 

6. Protection from Creditors 

 

A life insurance policy is valued property, however, unlike most forms of 

property, proceeds from a death benefit receive protection from 

creditors in the majority of instances. 

 

• Determining How Much Life Insurance 
One Needs25 

 

Life insurance needs fall into three broad categories: individual and 

family income needs, estate preservation and liquidity needs, and 

business needs. Today, a wide variety of resources are available to help 

one calculate the “correct” amount of life insurance, from computer 

software programs to Internet websites. However, relative ease of 

calculation is not sufficient for proper life insurance planning. One must 

also adopt an approach that supplies a rationale for the coverage 

proposed.  

 

For example, a common “rule of thumb” for individual life insurance is the 

following: most people require at least 6 to 8 times their annual gross 
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income for adequate coverage. Thus, a person earning $38,000 per year 

would require an approximate range of $225,000 to $300,000 of life 

insurance. Naturally, this model can break down fairly quickly. For 

example, what if the spouse also works, and makes $50,000? Is all of the 

income from the $38,000 per year earner vital to the family’s financial 

needs and objectives? Does the household carry significant debt? If so, 

what kind of debt (i.e., mortgage, student loan, consumer loan, etc.)? 

Obviously, this general rule of thumb is only a basic starting point for 

assessing life insurance needs. 

 

Many life insurance companies employ one of two specific needs 

approaches for determining life insurance needs—the human life value 

approach and the human needs approach. Neither is demonstrably 

superior to the other,  but the needs approach has gained ascendancy 

among the majority of today’s insurance practitioners.  

 

Human Value Approach 

 

The human value approach was developed by the late Dr. S.S. Huebner. 

This is an income replacement reproach. It offers a method for expressing 

the economic value a human life. The “economic value” that this 

approach uses is a dollar valuation.  

 

In its most basic outline, the human life value approach makes use of 

several assumptions for its calculations: the current annual after-tax 

earnings, the number of working years prior to retirement, and a 

reasonable after-tax discount rate.  

                                                                                                                                                                           
25 Determining life insurance needs is a very complex process, and different companies use different 
approaches and different models. Furthermore, each insurance case is unique, and subject to a wide array 
of influencing factors. This section is only a broad overview of the process.  
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A weakness of the human life value approach is that it does not factor 

inflation and salary increases into its estimates. The human life value 

approach tends to produce a static analysis of insurance needs. As such, 

it can overstate or understate the amount of life insurance needed. 

 

Needs Analysis Approach 

 

The needs approach determines the appropriate level of life insurance 

coverage through analyzing specific needs. The second step in this 

approach is to measure the family’s ability to meet these needs in the 

event that a wage-earner should die. 

 

Needs are categorized as immediate and multi-period. Immediate needs 

can include, but are not limited to, the following: 

 

1. Final expenses 

2. Estate settlement expenses 

3. Tax liabilities 

4. Debt liquidation 

 

Multi-period needs include, but are not limited to, temporary adjustment 

income for the household, the children’s and spouse’s income needs, 

and the spouse’s retirement needs. 

 

To meet the immediate and multi-period needs, this approach includes 

the family’s existing capital (i.e. savings, investments, pensions, etc.), 

Social Security, and the spouse’s income in its calculations. Usually, the 

total dollar amount for needs will exceed the total dollar amount 
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available from existing capital. This difference will be addressed by the 

appropriate amount of insurance.  

 

Varieties of Life Insurance 

 

Ordinary life insurance is what most people have in mind when they think 

of life insurance. Ordinary life is usually sold by insurance agents, and can 

come in a variety of policy designs. Ordinary life insurance includes 

various types of temporary and permanent policies. 

 

• Term Life Insurance 
 

Term Life Insurance provides life insurance coverage for a specified 

period of time, or “term.” Term life is the most basic form of life insurance. 

Often, term life is thought of as “pure” insurance because it offers only 

death a benefit. Because term life is a temporary, “no-frills” policy, it is 

generally used for limited, time-sensitive periods—for example, a young 

couple may carry term insurance until their children can earn their own 

incomes. The duration of the policy depends on the design offered by 

the insuring company. Typical terms include 1, 5, 10, and 20 years.  

 

Another method of specifying the policy’s time period is to define the 

age at which the policy will expire. Usually age-based expirations include 

60, 65, or 70. Such policies are referred to as “term to age” plans, such as 

“term to age 65.” 
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The primary advantage of term life insurance is based on cost. One can 

usually acquire the largest death benefit through the smallest premium 

with this policy design. * This is an attractive feature for young people who 

have insurance needs but are just entering the workforce or have limited 

financial means. Because of its initial low cost, term life insurance 

coverage finds enthusiastic proponents among those who believe life 

insurance should be no more than pure insurance coverage. 

 

The primary disadvantages of term life are fivefold: 1) the policy does not 

provide life insurance coverage for the insured’s entire life; 2) the policy 

does not provide tax-free accumulation of cash value; 3) since no cash 

value can accumulate, the policy cannot provide living benefits; 4) the 

policy’s premiums become progressively more expensive at later ages; 5) 

it is generally not available to persons in extremely poor health, while 

persons in moderately poor health (termed “substandard”) often can find 

ordinary whole life policies easier than term life policies. 

 

• Characteristics of Term Life 

 

All term life insurance has these three characteristics: 

 

• Death benefit26 

 

• Protection for a specified time period 

 

                                                           
* This does NOT mean that term insurance is always the most affordable or least expensive form of life 
insurance over the entire duration of needed coverage. Since term premiums increase with each renewal as 
the insured grows older, the premium cost for term insurance will ultimately exceed the level premium 
charged for a whole life policy.  
26 A death benefit is a sum, stated in the life insurance contract, that is to be paid upon the death of the 
insured. The death benefit equals the face value of the policy, less any outstanding loans. 
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• Decreasing, level, or increasing face amount 

 

• Decreasing Term Insurance 
 

Decreasing term life insurance provides death benefit protection in 

decreasing increments for a specified period of time. At the end of the 

specified time period, the death protection is $0. 

 

Decreasing term is used when a need for life insurance decreases on a 

regular, predictable basis. A commonly shared decreasing need is a 

mortgage balance. Because it is used so frequently in this capacity, 

decreasing term is often called mortgage cancellation insurance. 

Although a mortgage is the most typical situation met with decreasing 

term, any large loan that is paid in installments could create a need for 

this type of term coverage.  

 

An example of decreasing term providing mortgage protection functions 

as follows: Kerry purchases a home with a $100,000 30-year fixed-rate 

mortgage. Kerry’s wife does not work, and he is concerned that she 

could not meet the house payments if he were to die. Kerry reviews the 

amortization schedule of his mortgage and purchases a decreasing term 

policy that keeps pace with the declining balance of the mortgage.   

 

• Level Term Insurance 
 

Like all term policies, level term life provides pure insurance protection for 

a specified period of time. Level term also provides a level death benefit 

and a level premium for the duration of the policy.  
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An example of a level policy in action is as follows: Gerry and his wife, 

Corrine, have two children, aged 8 and 6, plus a new mortgage. Gerry is 

an electrician and Corrine works part-time as a teacher’s aide. Gerry 

wants to make sure that the following needs would be met if he were to 

die: one, that enough income would be generated so that Corrine could 

continue to work part-time and still meet all the household bills, including 

the mortgage, and two, that enough money would be available to help 

fund the children’s college education. Gerry’s agent reviews Gerry’s 

household income, debt, and assets. The agent suggests a 20-year level 

term policy with a $300,000 face value as a low-cost, temporary 

insurance solution. 

 

Level term insurance is called for when one has a specific, time-sensitive 

need for life insurance protection. Level term is popular among younger 

persons who can purchase a relatively large face amount for a specific 

premium. Often this type of policy is used to meet the life insurance 

needs of a family during the time when the children are dependent. 

 

• Increasing Term Insurance 
 

Increasing term life insurance is essentially the opposite of decreasing 

term insurance. Increasing term insurance provides an increase in the 

amount of death benefit on an annual basis. Unlike decreasing term, 

however, increasing term insurance is usually not sold as a self-standing 

policy. Instead, increasing term is usually a rider to an existing policy.27 As 

a rider, increasing term acts as an additional benefit to the base policy. A 

common example of increasing term is a return of premium policy in 

                                                           
27 A rider is an endorsement to a life insurance policy that adds additional features and benefits to the contract. 
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which the sum paid at death is the face amount plus an amount that is 

equal to all or a portion of the premium paid.   

 

Major Features of Most Term 
Products 
 

• Option to Renew and Varieties of 
Renewable Term Life 

 

In most cases, a term life insurance policy offers the policy owner the 

option to renew the contract without showing evidence of insurability. 

This means that, regardless of the physical health of the insured, the 

insured must be allowed to renew the contract and the premium cannot 

be increased in response to any physical condition. However, the 

renewed premium will be higher to reflect the insured’s new age.  

  

To control its risk level, the insurance company will set parameters when a 

policy may be renewed. These parameters could be a set number of 

times, or specified ages. On a practical level, whatever the parameters 

of renewal, a term policy will only be renewed while it is cost effective to 

do so. Ultimately, the premium will become prohibitive based on the 

insured’s attained age and life expectancy.   

 

A policy that is renewable will cost more than a nonrenewable policy 

because the insurance company assumes more risk. A nonrenewable 

term policy is the most basic form of life insurance. It provides a level 

death benefit with a level premium. At the end of the term, the policy 

expires. 
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Renewable policies, however, give the policy owner choices based on 

the policy design. For example, annually renewable term, or ART, 

provides coverage for one year with the option to renew (without 

evidence of insurability) at the end of the policy.28 Because the premium 

increases, or “steps up” each year, an ART’s premium is called a “step-

rate.” Most designs of this product limit the number of times the policy 

can be renewed, as well as the final attained age at which can be 

insured under the policy.29 

 

Another renewable term policy design is called re-entry term. A re-entry 

policy offers the insured the option to renew, without evidence of 

insurability and at a specified premium rate. Usually, the renewal occurs 

every five years. The insured agrees to submit evidence of insurability at 

specified periods. If the insured is in good health, the renewal premium 

rate will be lower than the guaranteed rate. If the insured’s health is not 

good, he or she may still renew, but at the contract’s guaranteed rate.  

 

• Option to Convert 

 

It is not uncommon for a term insurance policy to be “convertible.” This 

means that an insured may convert his or her current term contract into a 

permanent, or whole life, insurance contract.30 Usually, a time-limit is 

stated in the policy for converting.  

 

The option to convert is a valuable privilege in the term contract 

                                                           
28 Annually renewable term is also called yearly renewable term, or YRT, by some companies. 
29 Again, these limits are based on the insurance company’s design choices. However, while a policy may 
be renewable to ages beyond 65, it becomes less and less cost-effective for the insured to pursue this 
option. 
30 A term policy that does not possess the option to convert is called a nonconvertible policy 
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because it allows the insured to replace a temporary insurance coverage 

with a permanent coverage without evidence of insurability. Thus, an 

insured who purchased a ten-year level policy could convert his policy 

into a permanent policy without having to provide any information about 

his health history and current physical condition, let alone undergo a 

physical. Even if one developed a physical condition that would create a 

greater risk for the insurance company, this information does not have to 

be revealed to the company, and the company cannot refuse 

coverage.  

 

Naturally, this does not mean that the insured will pay the same premium 

for his new, converted policy that he paid for his original policy. When an 

insured converts a policy, the conversion will be based on either the 

attained age or original age of the insured. 

 

An attained age is the insured’s age at a particular point in time. An 

original age is the insured’s age at the date that a term policy was issued. 

A conversion based on attained age raises a premium to reflect the 

insured’s current age and reduced life expectancy. A conversion based 

on original age is sometimes called a retroactive conversion. The 

premium in this type of conversion is lower, but the policy owner must pay 

an additional sum to make up for the difference between the term and 

whole life insurance from the date of the term policy’s original issue to the 

time of conversion. 
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Whole Life Insurance 

 

Whole life insurance is the direct opposite of term insurance.31 While term 

insurance is designed to expire after the end of a specified period, whole 

life insurance is designed to be “permanent.” Permanent in this context 

means for the whole life of the insured, or until the age of 100.32 

 

A whole life policy has premiums that are payable to age 100. The 

premiums are level, so unlike term insurance, a whole life policy does not 

become prohibitively expensive as the insured ages.  

 

A whole life policy can offer level premiums because it initially 

overcharges the insured for the cost of the chosen face amount. The 

excess amount is invested by the insurance company, and credited to 

the cash value in the insured’s policy. This cash value accumulates tax-

free, and earns interest. Cash value provides a savings element, and is a 

major source of the policy’s living benefits.33  

 

The living benefits from a life insurance policy can include loans against 

the accumulated cash value. Typically, insurance companies will allow 

up to 98% of the cash value in form of a loan with simple interest. The loan 

does not have to be repaid, but an unpaid loan plus its accumulated 

interest will be subtracted from the face amount before it is paid as a 

death benefit or an endowment.  

                                                           
31 Other terms for whole life are “straight life,” “ordinary level-premium whole life,” and “traditional 
whole life.” 
32 The use of the age 100 as a “cut off” is an actuarial device. While some persons obviously do live to 
100, the number is statistically insignificant; it is presumed that by age 100 that the insured will be dead. 
33 Living benefits are benefits provided by a whole life policy that the policy owner can access while alive. 
In addition to cash value, they can include disability income and waiver of premium. 
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Typical uses for a whole life policy’s cash values are the following: 

 

• Providing collateral for a loan 

• Paying off a mortgage 

• Supplementing retirement income 

• Providing an emergency cash fund 

• Establishing a college fund 

 

A whole life policy provides insurance protection until age 100, when the 

policy reaches maturity. At maturity, the whole life policy endows. This 

means that the cash value in the policy has accumulated to equal the 

face amount of the policy. If the insured is still living, he or she will receive 

the face amount as an endowment. When a whole life policy reaches 

maturity and endows, the contract is completed and expires. The insured 

no longer owes premiums, and the company no longer provides 

insurance coverage.  

 

Just like term insurance, whole life insurance possesses relative strengths 

and weaknesses. The primary advantages of whole life insurance are the 

following: 

 

• A whole life policy provides guaranteed cash values.  

• The cash values are not subject to the market risk associated with 

other conservative investments such as longer-term municipal bonds. 

• Cash value interest accumulates tax-free or tax-deferred, depending 

on whether the gains are distributed during lifetime or at death. 

• A whole life policy can be used as collateral for personal loans. 

• A fixed and known premium for lifetime life insurance coverage. 
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The primary disadvantages of whole life insurance are the following: 

 

• The premium may be too expensive for the level of coverage needed. 

• The rate of return on the cash value may not be competitive with 

higher-risk investments. 

• Cash values are subject to inflation. 

• If the policy is surrendered within the early years of the contract 

(typically up to five to ten years from the policy’s inception), the 

insured can face a considerable loss. 

 

For most consumers, the essential purpose of the whole life product is very 

similar to term life. Like term insurance, whole life can provide an 

immediate estate. Typically, this estate is used to provide income for 

dependents. Whole life can also be used for specific goals such as 

funding a college education, funding a charity, or providing cash for 

federal estate and state inheritance tax purposes. Other uses include 

providing cash for business debts, mortgages, and funeral expenses.  

 

Like term insurance, whole life insurance helps preserve the confidentiality 

of one’s financial affairs. Proceeds from an insurance policy’s death 

benefit payable to someone other than the deceased’s estate avoid 

probate and are not part of the public record.  

 

Term insurance focuses on providing an insurance solution for short term 

needs. Whole life, on the other hand, is best suited for long term needs. 

Because whole life provides a series of “knowns” (fixed premium, 

guaranteed ceiling on mortality and expense and guaranteed cash 

value), it meets the financial and psychological security needs inherent in 

long term planning.  
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Whole life, however, is a more complex product than term insurance, and 

is often more useful for meeting more diverse needs. Whole life tends to 

be an excellent product for meeting various business life insurance needs. 

Some examples include split dollar and nonqualified deferred 

compensation arrangements, funding buy-sell agreements, and key 

person insurance.  

 

• Traditional Whole Life Variations 

 

In addition to traditional whole life with level premiums to age 100, the 

whole life product exists in a range of variations. These modifications 

have been introduced by the insurance industry over time in order to 

better meet the specific needs of consumers. Some of these product 

variations include limited pay whole life, modified whole life, indexed 

whole life, graded premium whole life, and indeterminate premium 

whole life. 

 

Limited pay whole life is a whole life policy that provides the same 

benefits as a traditional whole life policy, but with pre-defined limit on the 

number of required premium payments. Typical limited pay whole life 

policy designs include 15, 20 and 30 pay plans. The number of “pays” 

equals the number of years that the insured must pay a premium. Thus, a 

15-pay whole life policy requires premium payments for 15 years.34 

 

                                                           
34 Limited pay policies are subject to a 7-pay test for determining the tax status of a policy loan or partial 
surrender. If the total premiums paid into the policy during its first year exceed the total amount of 
premiums that would have been payable to provide a paid-up policy in seven years, the policy is classified 
a modified endowment contract. 
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Another variation on the limited pay policy design is to state an age, short 

of 100, to which an insured must pay premiums. A typical age-based 

limited pay life policy is “to age 65.” This type of policy is usually referred 

to as “life paid up at age 65 (LP65).” 

 

Still another form of limited pay whole life is 1-pay whole life, which is also 

known as single premium whole life. Because a 1-pay policy funds the 

entire contract with one premium, the premium must be very large. 

However, the real cost of this premium is actually less than what the total 

of premiums spread over a 15, 20, 30, or 100 year period would be. This 

reduction in premium occurs because of the interest that the lump sum 

payment will accrue and the minimized expenses realized by the 

company.  

 

Single premium whole life policies are rarely purchased in today’s 

environment. Current tax legislation defines single premium policies as 

modified endowment contracts, which are discussed in the following 

sections.35 

 

Because the premium payment period is reduced in a limited pay policy, 

the required dollar amount is higher than in a comparable traditional 

whole life contract. Within this structure, a higher percentage of the 

limited pay premium dollar is credited to the policy’s cash value. The 

shorter the premium-paying period, the faster the growth in cash value. 

After the premium paying period, the cash value growth slows down, as it 

is driven solely by interest earnings. At this point, the policy functions like a 

traditional whole policy, in that the cash value increases until it matches 

the face amount and the policy matures.  
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Another example of a whole life variation is modified whole life. This 

product offers a low period at the start of the contract, and then 

increases once. The new premium rate remains level for the duration of 

the policy period (age 100). The initial low-premium period usually lasts 

from three to five years.  

 

During the initial period, the premium is only slightly more than for a term 

policy. When the premium increases, it is higher than the whole life rate at 

the age of issue, but lower than the term rate for the insured’s attained 

age at the time of the transition.  

 

Graded premium whole life is similar to modified whole life, but adds an 

additional “spin.” Like a modified whole life policy, a graded premium 

plan will offer an initial period of lower premiums that ultimately level off 

to a level rate for the remainder of the contract (age 100).  

 

The difference between the graded and modified whole life is in the 

duration and format of the initial premium period. First, the lower premium 

period lasts longer – usually ten years. Second, the lower premium period 

has a step-rate design. This means that the premium gradually increases 

each year until the level premium period is reached.  

 

Both the modified and graded whole life policy are designed for 

consumers who want to lock in the benefits of a whole life design, but are 

initially “cash challenged.” While their premium structure helps meet one 

of the primary disadvantages of whole life insurance – the cost of the 

policy – they can only function if the insured is in a position to eventually 

pay a higher premium. These policies are ultimately not more or less 

                                                                                                                                                                           
35 In most cases, single premium life insurance contracts issued on or after June 21, 1988 are modified 
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expensive than level premium whole life. Actuarially, the premium rates 

are equivalent to traditional whole life. 

 

Indeterminate premium whole life is another whole life design that seeks 

to meet the premium price objection. This variety of whole life insurance 

has a premium rate that is adjustable based upon the company’s 

anticipated future experience. In this form of whole life, a maximum 

premium is stated, with an initial rate that is both lower and fixed for a 

guaranteed short-term (typically two to three years.) 

 

When the guaranteed short-term expires, the premium rate is reviewed in 

light of the insurance company’s expected and realized earnings and 

expenses. If the situation is favorable, the premium may be adjusted 

down. If the situation is unchanged, the premium may remain level. If the 

company’s situation is worse, the premium may be increased. Some of 

the factors the company reviews are: mortality experience, 

administrative expense, and investment returns. 

 

Whole life variations all possess a number of advantages for the 

consumer. First, limited pay plans help the consumer with financial 

planning by providing a known dollar amount for the premium outlay. By 

providing a limited time-frame during which premiums must be paid, a 

limited pay policy also reduces the chances that the policy might lapse. 

The major reason that the limited pay design is popular, however, is that 

the cash values build faster than a traditional whole life policy.  

 

The main disadvantage of any limited pay whole life policy is that it will 

be even more expensive than traditional whole life coverage. By 

                                                                                                                                                                           
endowment contracts. 
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compressing the payment period, these types of policies are often 

unaffordable for consumers with limited means.36 

 

Modified whole life plans make whole life insurance more affordable for 

consumers that are just beginning their careers or returning to the 

workforce and have yet to experience significant earning power. These 

policies seek to meet the major obstacle many consumers find when 

trying to purchase whole life coverage – the cost of the premium.  

 

Using modified whole life policies requires good planning. If the insured 

does not manage expenses properly, he or she will be in a difficult 

position when the premium increases. 

 

Limited pay policies are effective instruments for a number of cases. 

These policies are often used to provide insurance protection after 

retirement without the need of paying premiums. Limited pay policies are 

also good choices for persons with a brief working lifetime, such as 

professional athletes.  

 

Another use of limited pay policies funding insurance is for juveniles. 

Parents can purchase basic insurance protection for their children, and 

have the policy paid-up before they leave the household to begin their 

own lives.  

 

Modified whole life policies, as we have already mentioned, are geared 

to consumers that recognize the value of whole life insurance, but lack 

the  means to comfortably meet the premium required for adequate 

                                                           
36 From an asset allocation standpoint, it can also be argued that limited pay plans suffer a major defect in 
the early years of the contract. This is because the amount of life insurance protection – the difference 
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protection. These policy designs can be very valuable for persons in 

training programs or defined pay structures who are confident about 

future salary increases. 

 

While the modified plan will ultimately provide the same coverage as a 

traditional whole life plan, the insured will be “stuck” with little to no cash 

value in the policy for a longer time than in a traditional whole life policy. 

Furthermore, the insured will have some period of higher premiums than 

would have been paid with a level premium policy. 

 

Endowment Policies and MECs 

 

Endowment policies are yet another type of ordinary life insurance. Unlike 

a traditional whole life policy, however, an endowment policy does not 

mature at age 100; the endowment policy does not provide lifetime 

insurance protection.  

 

An endowment policy offers life insurance for a specific period of time. 

Typical time periods include 10 years, 20 years, and “endowment at age 

65.” The premium during the time that the policy is in force is level, just like 

a traditional whole life policy. Should the insured die at any point during 

the premium paying period, the endowment policy will pay the face of 

the policy as a death benefit to the beneficiary.37 

 

At the maturity date, an endowment policy will pay the face amount as 

an endowment. Like a whole life policy, the endowment is paid to the 

                                                                                                                                                                           
between the face amount and the cash value – is lower relative to the premium than with traditional whole 
life or term. 
37 The premium paying period is called the endowment period. 
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policy owner. 

 

Endowment policies increase their cash value extremely quickly. Because 

of their abbreviated accumulation period, endowment policies have 

very expensive premiums.  

  

The modified endowment concept originated from changes in the tax 

code. The United States Congress enacted the Technical and 

Miscellaneous Revenue Act (TAMRA) in 1988. TAMRA determined that all 

life insurance policies issued on or after June 21, 1988 must meet the 7-

pay test  or be classified as modified endowment contracts (MECs).  

 

As an MEC, any amount that is withdrawn in the form of a loan or partial 

surrender is taxed as ordinary income and return of premium (if there is 

any gain in the contract over premiums paid). In addition, there is a 10 

percent penalty tax on withdrawals if they occur before the policy-owner 

reaches age 59 ½ . 

 

MECs can potentially occur with single pay and limited pay policies. 

Avoiding an MEC situation is the responsibility of the insurance company 

home office, but the agent needs to be aware of the concept and how 

it can affect consumers. 

 

Additional Variations in Whole Life 
Insurance 
 

A variety of forces emerged that challenged the life insurance industry to 

develop alternatives to product designs that had received little more 
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than “fine tuning” for nearly 100 years.  First, the consumer movement led 

to a greater demand from consumers for knowing how their premium 

dollars would be invested. Second, the weakening of the “endowment” 

ethos and the growth of the “lifestyle” ethos, coupled with the increase in 

life expectancies, has greatly altered the perceived need for--as well as 

the anticipated uses of—life insurance.38 

 

Some of these forces have been driven by the post-World War II Baby 

Boomer generation that numbers more than 78 million. Because of the 

influence that their sizeable numbers and affluence command, their 

tastes and demands have forced the insurance industry to develop 

products to meet such needs as college planning, retirement income 

supplementation, and estate planning.39  

 

In addition to demographics, the volatility of the economy has exerted a  

powerful influence upon life insurance innovation. Such factors as the 

experience of hyper-inflation in the 1970s, “stagflation,” the subsequent 

changes in the interest-rate environment, and the “irrational 

exuberance” of the Bull Markets of the late 1980s and 1990s all have 

affected the product designs offered by life insurance companies.  

 

• Universal Life 

 

Universal life insurance emerged out of the hyper-inflation and high 

interest rates of the late 1970s. As consumers were able to earn 10% or 

more on cash in bank and money market accounts, the insurance 

                                                           
38 An “endowment” ethos is a value system that places primacy on furthering the economic position of 
one’s offspring; a “lifestyle” ethos focuses on one’s own well-being throughout the various stages of life. 
39 The Baby-Boomer generation will represent the largest transfer of assets in history. 
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industry witnessed a massive withdrawal of funds from traditional whole 

life policies. As these policies were built upon the assumption of low, 

stable interest rates, the 3 to 4% returns they were generating looked 

meager to many policy owners.  

 

Universal life (UL) was created to meet this challenge. While UL operates 

like a whole life policy, and enjoys the same tax advantages as whole 

life, it is essentially a level or decreasing term life insurance policy with an 

investment account. Following this design, universal life is an unbundled 

policy. As an unbundled policy, the investment, mortality, and cost 

features are all separated and reported annually in a yearly statement.  

 

The universal life policy is unique among life policies. This is because 

universal life is based upon current, available cash value rather than 

regularly scheduled premiums. In a term or traditional whole life policy, 

the insurance company determines a premium based upon a series of 

assumptions and underwriting information. The policy is dependent upon 

regular, scheduled premium payments by the policy owner. 

 

With universal life, however, the policy owner possesses wide latitude as 

to the frequency and level of premiums. As long as the cash value within 

the investment account is sufficient to pay the monthly mortality 

expenses for the insurance coverage and the necessary policy expenses, 

the policy stays in force. The policy owner may occasionally skip premium 

payments, make partial payments, or increase premium payments. With 

universal life, the policy may be funded in pattern that can be continually 
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revised. In this type of policy, the policy owner has significant control over 

the amount and frequency of the premium payments.40 

 

In addition to being able to skip payments, the policy owner may also 

increase or decrease coverage. If the policy owner desires, the death 

benefit can be decreased to a level at which the existing cash value 

would carry the policy to maturity. In this type of policy, the policy owner 

has significant control over the level of death benefit.  

 

The universal life policy also possesses a variety of other flexibility features 

that benefit the policy owner. For example, the policy owner may let the 

cash values accumulate, make partial surrenders, or surrender the policy 

for the entire cash value. In addition, various riders can be added to a 

policy to further shape it to the policy owner’s specific needs. Riders that 

are commonly added to a universal life policy include the following: cost-

of-living, additional insureds, children’s, guaranteed insurability, and 

waiver of premium.  

 

The reason that the universal life policy can offer these flexibility options is 

because the cash values in the investment account reflect “current 

interest rates.” For universal life policies, “current interest rates” are 

determined by the company’s own investment earnings return rate, the 

sale of 90-day U.S. Treasury bills, or a bond index. In a high-interest rate 

environment, the monies in the investment account can grow tax-

deferred at a rate faster than many traditional whole life policies.  

 

                                                           
40 While the policy owner possesses wide latitude for making decisions, the company sets guidelines by 
which the policy owner must abide. These guidelines conform to company policy and statutory 
requirements. In addition, loans from the company’s cash values are capped, typically at 90% of the 
current cash value. Policy loans do not decrease the death benefit.  
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Because the performance of the universal life policy is tied to current 

interest rates, the policy owner is exposed to a measure of volatility.41 

When interest rates are high, the policy performs well and the flexibility 

options described above can be employed by the policy owner. When 

interest rates fall, however, the universal life design is presented with some 

challenges.  

 

First of all, low interest rates can cause a funding problem for the universal 

life policy. Even though the policy design allows the policy owner to skip 

payments, make partial payments, etc., the assumption is always that the 

cash value in the investment account is sufficient to allow for a monthly 

withdrawal that will meet both the mortality charge (the cost of the 

insurance) and the policy’s operating expenses. A sustained period of 

lower-than-expected interest rates can destroy the policy’s flexibility, as 

the target premium specified by the company will have to be met on a 

monthly basis in order to keep the insurance protection in force. 

 

Secondly, low and/or declining interest rates and the increasing age of 

the insured will increase the cost of pure death protection. The result is 

that the amount of cash value allocated to the mortality charge will 

increase and the amount entering the investment account will decrease.  

 

On a more positive note, however, universal life policies use a back-end 

load rather than the front-end load typical of most traditional whole life 

policies.42 Because of the back-end load structure of the universal life 

policy, a larger portion of the policy owner’s initial premiums go into the 

                                                           
41 While possessing an element of volatility, universal life policies are nevertheless typically guaranteed 
policies. They  provide a minimum guaranteed interest rate and death rate. 
42 A load refers to the sales charge imposed by an insurance company to recover its initial policy expenses. 
“Front” and “back” refer to when the policy expenses are paid. 
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cash value account. This means that the cash values in the universal life’s 

investment account will grow quicker than a traditional whole life policy.  

 

• Universal Life Death Benefit Options 
 

Option 1 (or A) 

 

The Option 1 (or A) death benefit is similar to a traditional whole life 

policy. As the cash value in the investment account grows, the net 

amount at risk decreases. The total death benefit remains constant. 

Option 1 is thus a level death benefit policy.  

 

However, if the cash value growth approaches the face amount before 

the policy matures, the universal policy automatically provides an 

increased death benefit. This additional insurance is called the “corridor.” 

It is maintained in addition to the cash values, and is done to avoid 

negative tax consequences.  

 

Option 2 ( or B) 

 

The Option 2 (or B) death benefit equals the face amount plus the cash 

values in the investment account. This makes the Option 2 death benefit 

similar to that found in a traditional whole life policy with a term insurance 

rider that equals the current cash value. The result is that the death 

benefit grows along with the cash values.  

 

The primary advantages of the universal life policy are the following: 

 

• The policy owner has flexibility in premium payments 
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• The policy owner has flexibility in changing the death benefit, and 

may select from two design options 

• Most universal life policies are back-end loaded, with the result that 

cash values tend to build faster than in traditional whole life policies 

• The unbundled design provides the policy owner with a clear 

presentation of the policy’s performance on an annual basis 

• Universal life policies offer the cash value advantages typical of 

traditional whole life: tax-deferred build-up of the cash value and low-

interest policy loans 

 

The primary disadvantages of the universal life policy are the following: 

 

• The policy owner is exposed to a greater deal of risk than a traditional 

whole life policy, as sustained low interest rates can cancel the 

policy’s flexibility features  

• The flexibility of the policy can create unforeseen circumstances. For 

example, the policy can inadvertently become a MEC through over-

funding. The ability to skip premium payments takes away the “forced 

savings” element of traditional whole life and can encourage under-

funding and/or policy lapses 

  

The flexibility of universal life makes it suitable for many insurance needs. 

However, the cash value element of this policy design generally makes it 

more appropriate for long-term needs.  

 

A universal life policy can be designed to change with a person’s 

developing needs. For example, the initial phase of the policy can 

emphasize insurance protection, with lower premiums and a high death 
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benefit. As insurance needs change, the emphasis can switch to build-up 

of cash value with an increase in premiums.  

 

• Adjustable Life 
 

Adjustable life, or ALI, is a flexible premium policy with an adjustable 

death benefit. Adjustable life is a whole life variation that has features 

similar to universal life and traditional whole life. Adjustable life is an 

example of a hybrid policy. As such, the adjustable life policy allows the 

policy owner the following options: 

 

• Increase or decrease the premium43 

• Increase or decrease the premium payment period 

• Increase or decrease the death benefit 

• Increase or decrease the protection period 

 

These features mirror the flexible nature of the universal life policy. 

However, unlike the universal life design, an adjustable life policy is 

bundled. This means that the death protection and cash value 

components are not segregated. Unlike a universal life policy, 

withdrawals from the cash values are not permitted without a partial 

surrender of the policy. 

 

Other features of the adjustable life policy that are consistent with a 

traditional whole life design include the following: 

 

• Guaranteed maximum mortality charges 

                                                           
43 Increases in the policy’s premium naturally require that the policy’s face amount stay within statutory 
guidelines. Increases in premium typically require evidence of insurability. 
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• Cash values 

• Guaranteed minimum interest 

• Nonforfeiture options 

• Settlement options 

• Dividend options 

• Policy loan provisions 

 

In addition, a variety of riders typical for traditional whole life may be 

attached to the adjustable life policy. These commonly include waiver of 

premium, cost-of-living, and accidental death & dismemberment. 

 

Another element that differentiates the adjustable life policy from a true 

universal life policy is how the death benefit and premium level may be 

adjusted. Unlike the universal life design, changes in death benefit and 

premium level can only occur at specific intervals. All changes must 

occur with advanced notice to the insurer. The schedule of cash values, 

which is based upon the current program of premiums, face value, and 

duration of coverage, is recomputed each time the death benefit or 

premium payment is adjusted. During the time period between changes, 

the adjustable life policy functions like a traditional whole life level death 

benefit and level premium policy.  

 

Adjustable life is simply another policy design created by the insurance 

industry to meet the public’s demand for greater flexibility. It is 

appropriate for a wide range of life insurance needs. However, because 

of its cash value component, adjustable life is typically better for long-

term insurance needs.  
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Adjustable life is often sold on a money purchase basis. This means that a 

specific premium dollar figure is selected, and this figure is matched with 

an appropriate whole life policy.  

 

• Current-Assumption Whole Life 
 

Current-assumption whole life (CAWL) is also known as interest-sensitive 

whole life or fixed premium universal life.44 Current-assumption whole life is 

another hybrid of universal life and traditional whole life.  

 

The current-assumption whole life policy is usually issued with a level (i.e. 

fixed) premium and death benefit.  The premiums, however, will reflect 

changing conditions in two broad categories: the insurer’s assumptions 

and actual experience with mortality and/or expenses, and current 

interest rates.45 The company will usually tie the policy’s performance to a 

specified index or yield.  

 

The result is that premiums for a current-assumption policy can become 

higher or lower than those stated at the policy’s issue. High interest rates 

will tend to produce lower premiums, while lower interest rates will 

produce higher premiums. Typically, the current-assumption policy 

presents a guaranteed minimum interest rate as well as a maximum 

charge for mortality expenses.  

 

                                                           
44 The other terms for current-assumption whole life are problematic. “Fixed premium universal life” is 
only partially accurate, as the premium and death benefit levels are only fixed for a limited period, based 
upon anticipated interest, mortality, and expenses. “Interest sensitive” is also incomplete, as the policy is 
not only sensitive to interest rates but also to the company’s mortality and expense experience. Some 
current-assumption policies, however, are exclusively interest-sensitive. 
45 Some current-assumption policies do not have stand-alone expense charges. Instead, the policy’s 
expenses are folded into the mortality charge, or they may be included as “adjustments” to the current rate 
credited to the cash values. 
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The current-assumption policy is similar to traditional whole life in the 

following features. Most current-assumption policies possesses such 

elements as guaranteed maximum mortality charges, minimum 

guaranteed cash values, nonforfeiture options, settlement options, policy 

loan provisions, and a guaranteed minimum interest level. Between 

determination periods, the policy functions as a level premium, level 

death benefit policy.  

 

Current-assumption whole life resembles universal life through the 

following two major features. First, the policy is unbundled. Second, the 

current-assumption policy generally back-end loaded.  

 

Like adjustable life, current-assumption whole life blends aspects of the 

traditional whole life and universal life designs. The strengths of the policy 

include the following: 

 

• Cash values that grow tax deferred 

• An interest rate that is often higher than traditional whole life 

• Low-interest policy loans 

• Annual reports on the policy’s performance 

• Back-end loads 

• Withdrawal of the excess cash value accumulations 

 

The weaknesses of this policy design are in the following: 

 

• The policy owner is exposed to a level of risk in the form of volatile 

interest rates that can create higher premiums 

• The policy only guarantees maximum mortality and/or expense rates 
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• Unlike a universal policy, the current-assumption policy will 

ultimately lapse if the scheduled premium payments are not paid, 

regardless of the accumulated cash values 

 

Because of its cash-value features, the current-assumption whole life 

policy is best for long-term life insurance needs. It is well suited for the 

client who wishes to make use of the “forced savings” aspect of 

traditional whole life policy, but still wants an annual report detailing the 

policy’s performance as well as the potential for higher interest rates on 

the cash values. 

 

• Variable Life and Variable Universal Life 

 

Variable life (VL) and variable universal life (VUL) are policy designs 

derivative of traditional whole life that, like universal life, evolved out of 

the economic conditions of the late 1970s and early 1980s. In December 

of 1976, the SEC issued Rule 6E-2, which provided a limited exception 

from sections of the Investment Company Act of 1940. This rule requires 

that insurance companies provide an accounting to contract holders, 

imposes limitations on sales charges, and requires that the insurers offer 

refunds or exchanges to variable life purchasers under certain 

circumstances, including an option of returning to a traditional whole life 

policy.46 Rule 6E-2 defines variable life as a contract in which the life 

insurance element is predominant, the cash values are funded by 

separate accounts of a life insurance company, and death benefits and 

cash values vary in response to investment experience. 

 

                                                           
46 There are no SEC limitations applicable in whole life or universal life sales charges. 
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The first variable life policy was issued in the United States in 1976. The 

growth of the product was initially slow. In 1981, only ten companies sold 

the product. In 1992, variable products only accounted for nine percent 

of total life insurance market share. However, with the strong bull market 

of the nineties, variable and variable universal life have grown steadily in 

popularity. In 1998, the sale of variable life insurance products surpassed 

traditional whole life sales for the first time in history. 

 

• Variable Life 

 

Variable life is also referred to as scheduled premium variable life. It is 

characterized by three main features.  

 

First, the policy owner’s cash values are placed in a separate account (or 

accounts) that is (or are) different from the company’s general account. 

These separate accounts are investment vehicles that mirror mutual 

funds.47 The variety of separate accounts are dependent upon the 

company’s choices and policies. They can essentially include any form 

and style of mutual fund, such as a stock fund and its relevant variations 

(e.g. growth stock, foreign stock, small cap stock, etc.).  

 

Policy owners may choose the initial mix of funds, and can switch funding 

options one or more times per year. Other policies allow for a managed 

account, in which an investment manager is in charge of the asset 

allocation of the cash values. Today’s products offer not only the money 

markets and common stock accounts typical of the earliest variable 

                                                           
47 The separate account that backs a variable life insurance contract is usually classified as an investment 
company and registered as such with the appropriate government regulatory bodies. 
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policies, but also aggressive growth accounts, global and international 

equity accounts, and various bond accounts. 

 

Like a traditional whole life policy, cash values grow tax deferred. 

However, the investments that are allowed in a variable life’s separate 

account can be much more aggressive than those that fund an 

insurance company’s general account. Thus, the opportunity for returns 

that are significantly better than a traditional whole life policy are 

possible.  

 

In addition, since the policy owner may invest in a mix of separate 

accounts, a level of diversification can be achieved. Furthermore, since 

switching funding options is not considered a taxable event, the policy 

owner may periodically alter the mix in reaction to the changing 

economic climate.  

 

The second defining feature of the variable life policy is its lack of 

guarantees. Unlike a traditional whole life policy, the variable life policy 

does not guarantee the cash value in the separate account. The policy 

owner, not the company, will bear the risk of the separate account’s 

performance.  

 

The third defining feature of the variable life policy is the functioning of 

the death benefit. The variable life policy requires the payment of a level, 

scheduled premium, and this supports a guaranteed minimum death 

benefit. However, the realized face amount of the death benefit is 

flexible. If the investment performance of the separate account is 

positive, the death benefit can increase. Conversely, it can also 
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decrease if the investment performance is negative (but the death 

benefit will never be lower than the stated guaranteed minimums).48 

 

In most other respects, variable life is like a traditional whole life policy. It 

has fixed and guaranteed mortality charges, does not allow partial 

surrenders from the policy, and has a “forced savings” element in its 

scheduled level premium. In addition, the variable policy will allow for low 

interest policy loans, nonforfeiture and settlement options, and a 

reinstatement period.  

 

• Variable Universal Life 

 

Variable universal life is also called universal variable life, flexible-premium 

variable life, and universal life II. The first variable universal life product 

was introduced in 1985.  

 

This policy blends the features of universal life and variable life for a whole 

life hybrid that offers flexibility and the possibility for aggressive growth of 

cash value. The key concept of variable universal life is policy owner 

control. The policy owner selects, within the guidelines of the company, 

the face amount, the premium allocation, and the investment vehicle. 

 

Variable universal is like regular variable life in that the policy owner’s 

premiums are invested in separate accounts that are (usually) registered 

as mutual funds. The policy owner will usually have a choice of separate 

                                                           
48 There are two methods of determining the death benefit level in a variable life policy. The corridor 
percentage approach periodically adjusts the death benefit so it is at least equal to a specified percentage of 
the cash value. The net single premium approach periodically adjusts the death benefit so that it matches 
the amount of insurance that could be purchased with a single premium equal to the cash value, assuming 
guaranteed mortality rates and a stated rate of return. 
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accounts, each representing a different investment style or objective. As 

with a variable policy, these accounts can be equity or bond accounts 

with such objectives as aggressive growth, growth and income, 

international growth, etc. Furthermore, the policy owner will be 

periodically able to alter the mix of separate account monies. The benefit 

of the variable life features is that they offer the possibility of aggressive 

cash value growth. 

 

Variable universal life is like regular universal life in the following: 

 

• Premium payments are flexible within limits specified by the 

company 

• The policy owner can choose from two death benefit options: 

Option 1 (or A) with a level death benefit  and Option 2 (or B) 

with a death benefit that is equal to a specified level of pure 

insurance and the current cash value in the separate 

account(s) 

• The face amount of the death benefit is adjustable by the 

policy owner (within limits specified by the company and 

statutory law) 

• The policy owner may make partial withdrawals of the cash 

value without a policy loan 

• The policy is unbundled, and provides an annual report on 

performance and expenses 

 

 

Because of the blending of variable and universal life, the variable 

universal life product is considered a “second generation” product. As a 

relatively new product, it is often poorly understood. In addition, by 
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combining the best features of two products, it is subject to a variety of 

expenses that have received a great deal of attention in the financial 

and consumer-oriented press. It is vital to understand what these 

expenses are to properly explain this type of product. 

 

• Expenses in Variable Universal Life 
Insurance 

 

Variable universal life expenses are found at two levels: the policy level 

and the investment account level. At the policy level, expenses have to 

do with the policy owner’s premium dollar before it reaches the sub-

account(s) or separate account(s). The policy level expenses are what 

the company charges in order to cover its costs of doing business. 

Expenses at the investment account level include the cost of life 

insurance and the management of the underlying funds. 

 

Front-End Sales Load 

 

This expense is charged against the policy owner’s going into the policy. 

Some companies charge a front-end sales load, others do not. The legal 

limit for a front-end sales load is 8.5 percent. 

 

Back-End Sales Loads  

 

The back-end sales load is the amount the policy owner forfeits when he 

or she surrenders the policy. A back-end load can be in force for the life 

of the contract, or it may have an expiration period. When a back-end 

load phases out after a period of time, it is referred to as a contingent 

deferred sales charge.  
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State Premium Taxes 

 

State premium taxes are mandatory expenses levied by the state 

government. In most cases, when there is a front-end sales load, the state 

premium tax is taken from there.  

 

Administration Fees 

 

Administration fees can take two forms—first year and ongoing. First year 

administration fees cover the costs of setting up the policy and any costs 

incurred in underwriting. The ongoing administration fees go to company 

services such as mailing confirmation notices, periodic reports, and 

production of such materials as the prospectus and annual report.  

 

Other service fees can also exist with this type of policy. For example, 

even though a policy owner may move his or her funds between 

accounts without incurring a taxable event, the company may or may 

not allow such changes to be made free of charge. Typically, companies 

allow a certain number of fund shifts per year free of charge; any number 

above this amount requires a fee.  

 

Cost of Insurance 

 

The cost of insurance is referred to as the mortality cost. This cost is a 

monthly expense, and is based upon age, sex, health, use or non-use of 

smoking products, occupation, and avocation. Once the applicant’s 

mortality status is determined, it usually remains constant for the life of the 

policy. Future changes in health cannot increase the insured’s rates. 
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However, the costs for insurance increase naturally during the life of the 

policy as the insured ages.  

 

Mortality and Expense Charges 

 

The insurance company will provide a number of guarantees within the 

policy; the cost of these guarantees are reflected in the mortality and 

expense (M&E) charges. Typical guarantees include maximum monthly 

administrative charges, maximum monthly cost of life insurance charges, 

guaranteed annuity factors within the contract, and continuing lifetime 

service. 

 

Investment Management and Fee Advisory  

 

This is the fee that is charged for the overall management of the 

underlying mutual funds. This fee is derived daily from the funds’ daily net 

assets. It varies from fund to fund, and can decline as the size of funds 

under management grows.   

  

• Policy Loans and Withdrawals in 
Variable Universal Life Insurance 

 

In most cases, policy owners are permitted to borrow up to ninety 

percent of the cash surrender value of the policy (the cash surrender 

value is the gross value of money in the policy less the surrender charge.) 

Loans are typically available for a stated percentage of interest. While 

the policy owner is not forced to pay the accumulated interest (or the 

loan principal) back within a certain time, if the sum owed is not repaid 
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during the policy owner’s life, it will ultimately be taken from the death 

benefit. 

 

Partial withdrawals are also possible with the variable universal policy. 

Depending on the company’s operating guidelines and policy design, 

there may be a minimum and maximum on the amounts that can be 

withdrawn. In addition, withdrawals normally carry a service fee to 

complete the transaction. Even though partial withdrawals are usually 

contractually possible in variable universal policies, current tax legislation 

has made partial withdrawals less attractive than loans in many cases.  

 

• Death Benefit Options in Variable 
Universal Life Insurance 

 

The variable universal life death benefit is a combination of the policy’s 

cash value and some portion of pure insurance coverage. The pure 

insurance coverage represents the company’s amount at risk.  

 

Like universal life, the variable universal has two death benefit options, 

usually termed option one and option two (or “A” and “B”). The choice of 

death benefit is not irrevocable; the policy owner may switch death 

benefit option as life circumstances change. 

 

Option One – Level Death Benefit 

 

Under the level death benefit option, the insured selects a total death 

benefit amount. This face amount will remain level until one of two 

events: the policy owner decides to alter it, or the growth of cash value 
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forces the death benefit to increase to maintain the legally required ratio 

of cash value to death benefit. 

 

Option Two – Variable Death Benefit 

 

With the variable death benefit option, the policy owner selects the 

amount of pure insurance coverage desired rather than the total death 

benefit. The amount of pure insurance remains constant; as the cash 

value of the policy increases or decreases, the total death benefit varies. 

This option most closely represents the increasing death benefit option in 

universal life. 

 

• Sales and Regulatory Aspects of 
Variable Insurance Products 

 

Because of the nature of their separate accounts, variable life and 

variable universal life are classified as securities as well as insurance 

products. As such, they are regulated by both the state insurance 

department and state securities commissions.49  

 

Securities products are also subject to federal regulation. The federal 

agency charged with regulating all securities offered to the public is the 

Securities and Exchange Commission (SEC). This five-member commission 

was created by the Securities Exchange Act of 1934 for the purpose of 

enforcing the Securities Act of 1933. The SEC also sets disclosure and 

accounting rules for most issuers of corporate securities, and oversees the 

                                                           
49 The Michigan Insurance Bureau, the Financial Institutions Bureau, and the securities division of the 
Corporation, Securities and Land Development Bureau were recently merged into the Office of Financial 
and Insurance Services, consolidating the state-side regulation of these products in Michigan. 
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actions of securities firms, investment companies, and investment 

advisers. The SEC has authority to issue its own rules and regulations. 

 

Along with state and federal regulation, securities products are self-

regulated by the securities industry. This self-regulation is managed by the 

National Association of Securities Dealers (NASD), which is a not-for-profit 

membership organization of securities firm authorized by Congress in 

1939. Membership in the NASD entitles firms to participate in the 

investment banking and over-the-counter securities business for 

distributing new issues underwritten by NASD members and to distribute 

shares of investment companies sponsored by NASD members. 

 

The NASD was created to promote the investment banking and securities 

industry, standardize its principles and practices, promote high ethical 

standards, and help its members achieve maximum compliance with 

applicable state and federal securities laws and regulations. The NASD 

can issue rulings that are binding on its members. 

 

In order to sell variable insurance products, an agent must be a 

registered representative for a broker/dealer. The broker/dealer is a firm 

(or individual) registered with the SEC to buy and sell securities. Generally, 

insurance companies that sell variable life products establish a 

broker/dealership for distribution of their product.50 

 

In order to become a registered representative, an agent must maintain 

an active life insurance license and pass either the NASD Series 6 or NASD 

Series 7 exam and the NASD Series 63 exam. All applicants for these NASD 

                                                           
50 To sell variable life insurance products, an agent must also have a variable contracts license. This 
license qualification can be earned at the same time that one sits for the life insurance exam. Should the 
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tests must be thoroughly investigated to determine that he or she has not 

violated any federal or state law or any NASD exchange rule that would 

prohibit him or her from entering the securities business. As part of the 

background check, the applicant is finger-printed by the local police 

department.  

 

The NASD Series 6 exam is titled the Investment Company 

Products/Variable Contracts Representative Examination. This is the exam 

most insurance agents selling variable life products opt to take. Unlike the 

life insurance license, there is no mandatory education component 

required to sit for the exam. However, as the exam is very rigorous, most 

agents choose to take an exam preparation course before sitting for the 

test. This exam only qualifies the individual for sales of mutual funds and 

variable products. The exam consists of 100 questions with a 2 hour and 

15 minute testing time.  

 

The NASD Series 7 exam, titled the General Securities Representative 

Examination, is an even more extensive exam. In addition to qualifying 

the applicant to sell mutual funds and variable products, successful 

completion also allows one to sell stocks, municipals, options, and direct 

purchase programs. This exam consists of 250 questions, administered in 

two equal parts of 125 questions each. The allowed testing time is 3 hours 

for each part.  

 

The NASD Series 63 exam is titled the Uniform Securities Agent State Law 

Examination. It is also referred to as the “Blue Sky Laws Exam.” This exam 

consists of 50 questions with a one hour testing time.  

 

                                                                                                                                                                           
agent successfully pass this section of the exam, the variable contracts qualification will appear on his or 
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It is vital to understand that until one has passed the appropriate exams 

and been appointed as a registered representative of a broker/dealer, 

one cannot even approach prospects about variable life insurance 

products 

 

Just as the sale of life insurance is subject to specific trade practice 

regulation, the sale of securities must meet certain regulatory 

requirements. Two of the most important regulatory requirements for the 

sale of any securities product are the prospectus and suitability.  

 

A prospectus is a document summarizing the information contained in a 

security’s SEC registration statement. It is important to understand that, 

with the exception of certain, limited advertisements and direct mail 

pieces that meet NASD and SEC requirements, contact with a prospect 

regarding variable life insurance products must be accompanied with a 

prospectus. This means that sales literature, illustrations, mailers, and face-

to-face meetings must include a prospectus.  

 

Suitability means that when an agent recommends a variable insurance 

product to a prospect, it must be suitable for the prospect’s specific 

financial needs, circumstances, and objectives. Suitability for a variable 

life policy includes, but is not necessarily limited to, such elements as a 

need for permanent life insurance protection, the willingness to be 

exposed to a risk level greater than traditional whole life, the financial 

capacity to assume this risk, and the ability to afford the required 

premium.  

 

 

                                                                                                                                                                           
her license. Thus, one exam can potentially yield two qualifications for the life insurance agent. 
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Variable life products are best suited to persons with a long-term life 

insurance need and an understanding of basic investments. Since 

variable products present an element of risk, and it is possible for the 

death benefit and cash values to decline, it is imperative that the 

prospect understand the volatility that these products possess. Because 

of the element of risk inherent in variable life products, these policy 

designs are often used as supplements to existing life insurance policies 

that provide the minimum base level of coverage that prudent planning 

would recommend.  
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Basics of Annuities 

 

An annuity is its broadest definition is the right to receive a series of 

payments over a specified period of time, or for the duration of a 

specified life or lives. For the insurance industry, however, an annuity must 

be looked at in terms of its specific nature as a product. As with so many 

insurance products today, annuities have evolved and changed over 

time in response to consumer demand for more and different features. 

These modern features that reflect specific user innovations have helped 

keep annuities popular in the insurance trade. 

 

Annuities have a purpose that is essentially opposite that of life insurance. 

Whereas life insurance creates a fund for distribution upon death, an 

annuity is a scientific liquidation of capital during this life. While life 

insurance focuses on when one will die, and seeks to protect 

beneficiaries who may have lacked the time or the means to 

accumulate sufficient financial assets to offset the loss of the policy 

owner, the annuity focuses on how long one will live, and seeks to protect 

him or her from the danger of living "too long" and using up all available 

means of financial support. 

 

An annuity is a contract between a purchaser and an insurance 

company. The purchaser might be an employee of a specified tax 

exempt group, or an ordinary individual. The one who purchases the 

contract is called the contract owner, and may or may not be the one 

who receives the annuity payments. The one receiving payments is 

called the annuitant. The contract owner also names the beneficiary, or 
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the person to receive any available survivor benefits, if any, when the 

annuitant dies. 

 

Annuities share a number of other characteristics with traditional 

insurance. Foremost, they are products that deal with risk. An individual 

who buys an annuity contract transfers his or her risk of living longer than 

the life of available financial assets to the insurance company. This risk is 

absorbed by the company for a fee called the premium. Should the 

contract holder live to an old age, he or she will receive annuity 

payments until death; the contract holder will always have a source of 

income, even if he or she lives longer than the potential distribution of the 

paid premium payments and its accumulated interest. A periodic income 

that one can never outlive is thus created in this contract. Yet, if one 

should die before the annuity payment period begins, the non-liquidated 

principal will return to the insurance company unless specific contract 

provisions were made. 

 

The annuity can work because of the basic elements of insurance: 

pooling and the law of large numbers. The risk of excessive longevity that 

is absorbed by the insurance company is manageable because it is 

pooled by the group and sufficiently spread out. The insurance company 

cannot predict the specific length of an annuitant's life, but it can attain 

an accurate estimate of the number of annuitant's who will be living at 

the end of each year through the application of the law of large 

numbers. From this figure, it is possible to derive the amount each person 

needs to contribute in premium payments in order to be sure there is 

sufficient capital for annuity payments in the pool. 
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In addition to this, these premium payments gain interest on a 

compounded basis. Spread over time, this is a powerful accumulation 

vehicle. Principal and accumulated interest are then continually growing. 

Also, the insurance company will realize the non-liquidated principal of 

those annuitants who died early and made no contractual agreement to 

recoup the remaining, uncollected principal of the total premium 

payments for a specified beneficiary. 

 

Originally, most annuities began paying one month after the payment of 

a single lump sum premium. These are called immediate annuities. The 

lump sum might have come from an inheritance, personal savings, or a 

retirement severance benefit, or a combination of all of these. The 

establishment of the annuity was generally made near or upon 

retirement, and was an effort not only to provide a periodic payment of 

cash that would last a lifetime, but an attempt to maximize the available 

funds so that the money would actually be used before dying. 

 

Today, annuities focus not only on the distribution of capital; they have 

become attractive vehicles of accumulation as well. When the 

accumulation angle of an annuity is realized, one can 

begin preparing for retirement early by making a series of premium 

payments over time, and deferring the payment period until retirement. 

These are called deferred annuities. Moreover, the type of payment can 

be chosen as well, so that is a level, guaranteed amount, or if one is not 

risk-adverse, it can be tied to the investment experience of a portfolio, 

and the payment amount can vary as a reflection of the investment 

experience. It all depends on the goals of the contract holder. 
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• Mechanics and Features of Annuities 
 

We can examine annuities in greater detail by breaking them down in 

their constituent parts, and comparing their various features. All annuities 

share some common features that relate them to the basic purpose of 

the project--providing an income one can not outlive.  Also, the core 

functional elements of all annuities are the same-- they all use the 

principle of pooling and the law of large numbers to achieve their ends. 

Still, there is variation in the style in which these functional elements are 

employed, and degrees in emphasis on the shape which the annuity's 

income pay-out will take. 

 

All annuities share a premium payment. We have already mentioned that 

the traditional annuity was a single premium annuity. This simply means 

that the contract holder  put all of his or her money down in one 

payment.  

 

While this is traditional annuity, it is still popular, and for good reason. A 

contract holder can gain a strong sense of confidence by putting a 

specific amount of money down at one time, and know for certain that it 

will create an income that 

will last a lifetime.  

 

Another method of purchasing an annuity is through a series of premium 

payments made over time. This is called a periodic premium. Traditionally, 

the payment of a premium was made on a regular basis, and the 

premium payment was an unvarying, level amount. This form of annuity 

was used to fund a retirement plan, and operated very much like a 



Core Concepts L/H  

 

 
© American Education Systems, LC 

179 

systematic savings program with an annuity payment scheme. As the 

premiums were both consistent in value and in the time they were paid, 

this was called a periodic level premium. 

 

While the forced savings element of the periodic level premium makes 

sound sense, it is also a plan that is constrictive. It forces the consumer 

into a payment program that can infringe upon the sometimes surprising 

needs of life. The demand for an annuity product with more flexibility 

gave birth to the so-called flexible annuities. 

 

A flexible annuity--or an annuity with a periodic flexible premium--is an 

annuity which allows the consumer to choose the frequency and the 

amount of the premium. This transfers more control over to the contract 

holder, who has the peace of mind of knowing that he or she is not 

locked into a specific payment structure to fund the annuity. Thus, life's 

emergencies and sudden needs for cash flow are not forgotten. The 

periodic flexible annuity is, just as its name suggests, flexible; it is a user-

friendly product that follows the owner's needs, rather than making its 

funding a leash around its owner's neck. 

 

Another aspect of the flexible premium annuity that is appealing to 

customers is that it can be funded within the typical family's budget. 

Whereas a single premium annuity requires a minimum deposit of usually 

around $5000, and prohibits any subsequent premiums, a flexible annuity 

can often be started for as little as $500. Moreover, the additional 

deposits can go as low as $25. This kind of flexibility and affordability more 

than off-sets the fact that a flexible annuity typically has a series of 

administrative charges which are not found in a single premium annuity. 
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• Fixed Annuities 
 

Another way to view an annuity is to view how the contract holder's 

money grows. The method of investing the premium concerns the 

annuity's accumulation features. 

 

An annuity accumulates cash value by one of two methods. Either it 

employs a fixed strategy or a variable strategy. In a traditional fixed 

annuity, the insurance company guarantees a fixed rate of interest. If the 

annuity is purchased with a single premium,  the insurance company will 

often offer a higher fixed rate than for a periodic premium annuity for two 

reasons. First, the single premium annuity is a "done deal"; the insurance 

company need not worry about the contract-holder halting premium 

payments. Furthermore, as we discussed above, a single premium 

annuity is purchased through a sizable minimum payment. Because the 

amount of money involved up front and the comparative safety of the 

contact from the insurer's angle, the single premium annuity is a very 

attractive arrangement for the insurer. 

 

The flexible fixed premium annuity typically offers a higher rate of interest 

for the first year of the contract as a sales promotion technique. After this 

initial rate expires, the interest renews on a lower, guaranteed level. 

 

The traditional fixed annuity design is very restrictive for the consumer, 

and came to be known satirically as the "trust me" annuity. Under this 

scheme, the consumer purchased an annuity contract with an initial 

interest rate several percentage points higher than the guaranteed 

minimum of four percent. After the expiration of the initial period, the 
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insurance company would only renew the contract for the minimum rate. 

The high level of surrender charges served as a significant deterrent for 

the contract-holder to not liquidate the contract. 

 

The implication made to the consumer at the time of purchasing the 

contract was that the renewal rate would be a fair and competitive one. 

The consumer, however, lacked any guarantee except for a minimum 

rate--a rate he or she doubtless did not deem as fair and competitive if 

any other option for earning more existed. 

 

This dissatisfaction on the part of the consumers provided the stimulus for 

a wide range of new product designs. Each of these sought to provide 

for a higher rate of interest within their guaranteed structures. 

 

One example of such a new design is the index annuity. This is a fixed 

annuity that links its renewal rate to a published index. The period for the 

renewal rate being linked to an index generally lasts as long as surrender 

charges are in effect. The result of this is an empowering of the contract-

holder, who is protected from the insurance company renewing rates at 

a noncompetitive level. 

 

A certificate annuity is another product designed as an alternative to the 

"trust me" annuity. A certificate annuity is one that offers an initial 

guaranteed rate of interest for as long as surrender charges are in effect. 

After the period of surrender charge expires, the contract-holder has a 30 

day period in which to renew the contract with a guaranteed rate that is 

tied to a new period of surrender charges, or surrender it. Certificate 

annuities possess many differing sideline features and variations, and can 

last from one to ten years. While not certificates of deposit, and lacking 
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the FDIC guarantee backing of a certificate of deposit, they employ a 

similar structure with a similar rollover effect. 

 

The market value adjusted annuity is perhaps the most popular of the 

new fixed annuities. The attractive features of this product is that it ties the 

value of the annuity to the market interest rates. While a minimum is 

guaranteed as to how low the rate can go is established at the 

beginning of the contract, the focus of this arrangement is obviously 

more optimistic. The possibility for substantially better interest rates than 

the old guaranteed four percent exist under this scheme, and impressive 

earnings have been made by investors using this scheme. An annuity that 

is attractive to the consumer who is not risk adverse, it follows the general 

principle of the bond market. 

 

The bail-out annuity is a third form of fixed annuity that is relatively new 

innovation. This is an annuity that gives the contract-holder a bail-out 

option if he or she feels that the renewal rate assigned by the insurance 

company is not competitive. The contract in this case is liquidated 

without surrender charges. 

 

• Variable Annuities 

 

An alternative accumulation strategy for an annuity is one that does not 

provide a fixed interest rate, but grows at a variable rate. The variable 

annuity is an exciting product that is essentially a mixture of a mutual fund 

and a fixed annuity. While it still shares a small position in the overall 

annuities market, it has grown tremendously in recent years. 
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Much of this growth derives from the variable annuity's two outstanding 

features: the possibility of significant growth that is a result of increased 

risk, and greater consumer control. Because it is classified as security, a 

variable annuity must conform to SEC regulations, and can only be 

handled by an agent who is licensed by the SEC. As it is a more complex 

product than the traditional annuity, it takes more knowledge to market 

properly, and takes a greater effort to educate the public about its 

features. Yet its design is so well suited to the recent economic 

experience of the country that, once its potential is understood, it 

becomes highly sought after by the public. 

 

The main feature of the variable annuity that sets it apart from the fixed 

annuity is that the cash value of the contract accumulates in a separate 

account. The separate account avoids the stipulations imposed by the 

state on an insurance company's general account. The state sees to it 

that the general account is composed of conservative assets with fixed 

rates of return. The separate account, on the other hand, falls outside 

these restrictions. Indeed, the separate account is treated like a security, 

and is registered under the Investment Company Act of 1940 as an 

investment company. 

 

The separate account is organized to operate like a mutual fund. A 

board provides for professional management, and will have a track 

record of previous performance that is accessible in the prospectus. 

 

Like a mutual fund, a mix of assets is pursued that will provide an optimum 

of diversification. This follows the old principle of not keeping all of one's 

eggs in a single basket. Here, not all of the risk is borne by one company 

or type of bond. Risk is spread out. 
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Also like a mutual fund family, the contract holder is not bound to keep 

all of his or her assets in one portfolio. The investment manager will move 

the contract holder's funds around within the family of funds in order to 

achieve maximum growth. This asset allocation service can be provided 

by the fund manager, or the contract holder can serve as his or her own 

investment manager. 

 

In either case, this feature of the variable fund is attractive to the 

consumer because it allows him or her to "play the market" within their 

annuity contract to get the best return on their investment. Furthermore, 

the world of funds is legion. Many variable annuities have more than a 

dozen investment options to select from. Just some of the many 

possibilities are listed below. 

 

Income Funds 

 

Income funds invest in dividend-paying stocks, bonds, and money-

markets. Their goal is not growth of capital, but the payment of income 

through dividends and interest earnings. 

 

Growth Funds 

 

Growth funds are in a sense the opposite of income funds. They invest in 

common stocks with the goal of capital appreciation. Now, the emphasis 

might be on emerging growth, with investments geared toward 

established companies. This would be a more conservative approach, 

and while the gains might not be as spectacular, the possibility of losses 

would also be less. 
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Money Market 

 

A money market fund is one that invests in short-term investments 

characterized by a high-level of liquidity and security. These funds 

produce comparatively low rates because of the short duration of the 

investment vehicles, but are valuable for their low-level of risk. 

 

Bond Funds 

 

Bond funds aim to produce income. They invest in debt securities, and 

possess long-term rates. They are riskier than growth and stock funds, but 

the risk level has a great deal to do with the type of bond invested in. 

 

International Funds 

 

The growing awareness of the world economy, coupled with the freeing 

of the formerly Communist nations of Eastern Europe, has helped to make 

funds with a global interest very popular. These funds invest in debt 

obligations and equity issues outside the United States. 

 

Government Securities 

 

Government securities seek to provide safety and interest income. The 

interest rates are long term, and the principal is backed by the United 

States government. These are good choices for those who are especially 

risk adverse. 
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Specialty Funds 

 

Specialty finds are funds organized around a specific investment 

category or industry. For example, a fund that focuses on emerging 

energy resources, or a fund that deals in the shares of mining companies 

would both be classified as specialty funds. These funds lose some of the 

advantages that a more traditional fund with a broader goal enjoys, but 

can also realize powerful gains if the timing and economic environment 

are right. 

 

Whether the variable annuity contract holder acts as his own fund 

manager or employs an asset allocation service with a professional 

manager, the basic elements of investment are the same. Premium 

payments flow into the separate account and are invested into a 

portfolio with specified goals. 

 

Whether an investment return is realized depends upon two events. One, 

the realized capital gains and losses, and two, the unrealized 

appreciation of depreciation of the securities in the separate account. It 

is important for the contract holder to understand that in the 

accumulation phase of the variable annuity there are no guarantees. 

Although the prospectus provides a track record, this is not a promise to 

repeat the same level of interest payments. A series of capital losses and 

stock depreciation will lower the value of the separate account. 

Furthermore, the principal is not guaranteed either; the risk in this 

arrangement falls to the contract holder. On the positive side, however, 

substantial gains can be won in this arrangement as well. The strength of 

the stock market in recent years also attests to the confidence that exists 
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in the viability of the securities markets in this country. The variable annuity 

offers the consumer a chance to take advantage of this confidence. 

 

• Annuity Pay-Outs 
 

Annuities can begin paying immediately, or they can be deferred to a 

later time. The first option occurs when an annuity is purchased with a 

single premium. The insurance company employs actuarial principles to 

determine how much the premium will pay out over the expected 

lifetime of the contract holder. The premium will then annuitize and begin 

generating specified pay-outs. 

 

A deferred annuity is somewhat different. It possesses two distinct phases, 

the accumulation phase and the distribution phase. The accumulation 

phase occurs while the contract holder is paying premiums. The 

distribution phase starts when the payments begin. 

 

Annuities possess a variety of pay-out options. For example, the true 

annuity is the life-only option. It possesses the defining characteristic that 

we have ascribed to annuities:  it provides a guaranteed income for the 

annuitant that cannot be out-lived. 

 

The disadvantage of this variety of contract is that if the annuitant should 

die earlier than expected, the annuity payments would stop--even if the 

insurance company estimated that is would probably be paying on this 

annuity for an additional ten years. To get the most of the money 

invested by the annuity, consumers guarantee that the money they 

invested would be used by someone should they die earlier than 
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expected. This led insurers to develop life-only annuities with guaranteed 

minimum options and joint-life annuities. 

 

Life-only annuities with guaranteed minimum options can take a number 

of forms. They each name a beneficiary who would receive payments if 

the annuitant dies prematurely. One contract option is called the life-only 

with refund. Under this arrangement, if the annuitant dies before the total 

value of his or her premium payments has been distributed, a named 

beneficiary receives the balance. This payment could come up a lump 

sum, or it could be broken down into installment payments. 

 

Another life-only variation is the life-only with term certain annuity. This is 

an arrangement that designates a certain number of years in which, 

should the annuitant die, the named beneficiary would receive 

payments. After the designated number of years expires, payments to 

the beneficiary would cease. This is not a transfer of the annuity contract 

in its entirety, and is only in effect for a specific, named period of time. 

 

Joint-life options are annuity pay-outs structured to meet the needs of 

more than one individual. A pure joint life is an annuity that stops pay-out 

when one of the two partners dies. This arrangement is limited in its scope, 

and is used only when significant life insurance protection is in place. 

 

More common and more attractive to most consumers is the joint-life and 

survivor pay-out option. This arrangement, unlike the pure joint-life plan, 

will continue to provide pay-outs after one of the two partners dies. It can 

be structured to provide the same level of payments as existed for both 

partners, or it can pay half the original payments. The rationale behind 
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the latter of the two options is that the survivor's living expenses will be less 

than before. 

 

The pay-out from the annuity can be defined in two principal forms. The 

annuity can distribute income in a fixed, level series of payments, or it will 

distribute income in a series of payments with vary values. 

 

The first option, the fixed payment structure, is the easiest to understand. 

This occurs when a contract of a deferred fixed annuity matures or when 

a single premium immediate annuity has been purchased. The 

accumulated value of the premium payments in the insurance 

company's general account are annuitized, and income is distributed. 

 

The variable pay-out is more complex. Just as the variable annuity 

accumulates the value based upon the investment experience of the 

funds in the general account, so to is the value of the pay-outs subject to 

variation based upon the market fluctuations of the fund's portfolio. 

 

The valuation of the variable annuity contract occurs in two phases. 

During the accumulation phase, or the period before pay-out, the 

contract holder's premium payments less administration charges are 

converted into accumulation units outstanding. 

 

When the variable annuity contract matures, the accumulation units are 

converted into annuity units. As the monthly value of the annuity unit is 

tied to the experience of an investment portfolio, it will vary in value each 

month. 
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Another form of pay-out is not an annuitization of the contract at all. 

Rather, it is a sophisticated form of installment payments from an annuity 

account that avoids the negative aspect of the annuity contract. 

 

The primary disadvantage that one assumes when forming an annuity 

contract is the loss of control over the principal that occurs once the 

contract annuitizes. When payments begin, the annuitant can no longer 

gain access to the cash value of the account. The principal and accrued 

interest can only be received in the form of the annuity pay-out. 

 

No one likes the notion of not being able to access the principal of an 

investment. Moreover, with emergency possibilities present in typical life, 

it is not surprising that consumers sought a device to enable them at least 

partial access to their cash values. 

 

The first such device was the free withdrawal provision within the 

accumulation phase of the deferred annuity. This provision allowed for a 

specified percentage of the account's cash value to be withdrawn 

without a surrender charge. 

 

Out of this option emerged the systematic withdrawal.  This arrangement 

allows for income to be withdrawn from the annuity account in either set 

amounts, or as a percentage of the cash value (in a fixed annuity) or a 

specified number of accumulation units (in a variable annuity). The 

annuity principal is still in place, and the contract can be allowed to 

annuitize to provide the contract holder with his or her expected 

retirement income. 

 

 



Core Concepts L/H  

 

 
© American Education Systems, LC 

191 

• Some Common Features 

 

Some features of the annuity contract that are generally common are as 

follows: 

 

 1. FREE LOOK PERIOD 

 

A ten to twenty day period during which a full refund and cancellation of 

the contract are offered. 

 

 2. MATURITY DATE 

 

This is the stated date upon which the annuity contract will begin 

distribution. 

 

 3. ISSUE AGES 

 

The ages at which an insurance company will issue an insurance 

contract. A fairly standard age bracket is 0-85 without any conditions. 

 

 4. LIQUIDITY OPTIONS 

 

Liquidity options are provisions to get at the cash value in case of an 

emergency. We already discussed the free withdrawal above. Generally, 

insurance companies allow a ten percent withdrawal without charges. 

Another liquidity option that did not exist prior to 1986 is a policy loan. 

These are available in amounts up to 75% of the accumulated cash value 

of the account and have minimal interest payments. 
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 5. SURRENDER CHARGES 

 

Surrender charges exist as the insurer's buffer against disintermediation. 

Disintermediation is a risk all insurers bear, and essentially is the possibility 

of too many contract holders surrendering their annuity contracts 

prematurely and leaving the insurer financially strapped. Surrender 

charges last for a specified period at the beginning of the annuity 

contract and provide a disincentive for the contract holder to liquidate 

the contract. 

 

6. STATE PREMIUM TAXES 

 

Some states assess premium taxes on annuity products. As with state 

premium taxes on life insurance, they are carried directly by the contract 

holder and are taken from the premium before it enters the annuity 

account. 

 

7. EXPENSES 

 

Generally, an annuity contract has an expense guarantee spelled out, 

specifying that the expense load will not increase during the 

accumulation period. Variable annuities possess more expenses than 

fixed annuities, as the cost of administering the investment options in the 

separate account are carried by the contract holder. 

 

8. ANNUAL STATEMENT 

 

The annual statement provides the basic information of the account 

status to the contract holder. It is generally issued at the beginning or end 
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of the year, and details the activity of the account. 
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• Individual Retirement Accounts and 
Annuities 

 

Individual retirement accounts, or IRAs, are one of the most talked about 

savings vehicles on the personal finance scene. The IRA is not a product, 

but a provision in the tax code that allows eligible individuals to invest a 

certain amount of money with returns on a tax deferred or tax free basis. 

Two forms of IRA exist--the individual retirement account and individual 

retirement annuity—with various subcategories based upon the 

contribution format. 

 

The individual retirement account requires a financial services firm to use 

a trust or custodial agreement. The trust or custodial agreement is a 

contract between the financial services institution and the IRA 

participant. The trustee or custodian can be an insurance company, a 

bank, or a credit union. 

 

An individual retirement annuity does not require a trust or custodial 

agreement. It is an individual annuity contract between the insurance 

company and the individual participant.  

 

Today, eight types of IRAs exist: the regular IRA, spousal IRA, third-party 

IRA, SEP-IRA, SIMPLE IRA, rollover IRA, and education IRA. Because the 

details of IRA investments are a complex, this chapter will concentrate on 

the regular and Roth IRA.  
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• Regular IRAs 
 

Regular IRAs are also referred to as contributory IRAs. Regular IRAs can be 

established by any individual who receives compensation. Regular IRAs 

are offered by various financial service institutions: insurance companies, 

brokerage firms, banks, credit unions, investment companies (i.e. mutual 

funds), and credit unions.  

 

Eligible individuals can put up to $2,000 or 100 percent of total 

compensation, whichever is less. With married couples, when each 

spouse earns over $2,000 per year and they file jointly, the maximum 

allowable contribution is $4,000 ($2,000 for each spouse). For the 

purposes of an IRA, “compensation” refers to any of the following: 

 

• Wages and salaries 

• Fees 

• Bonuses 

• Tips  

• Commissions 

• Profit distributions 

• Alimony 

 

Compensation cannot include income from rents, investments, property 

sales, dividends, disability payments, or unemployment benefits.  

 

Individuals may make contributions to an IRA each tax year until age 70 

½. Retired persons may establish a regular IRA as long as they are under 

age 70 ½ at the end of the year in question and fund the IRA from an 



Core Concepts L/H  

 

 
© American Education Systems, LC 

197 

acceptable source. For example, funds from part-time sales commissions 

are acceptable; funds from Social Security earnings or rents are not. In 

addition, a person may not take a tax deduction for a regular IRA after 

age 70 ½. 

 

Prior to 1981, persons who were active participants in qualified or 

government retirement plans were not allowed to open IRAs and claim 

deductions. A series of legislative actions have altered the “active 

participant” restrictions. Currently, an active participant in an employer 

maintained retirement benefit plan may open an IRA, but the amount 

that may be claimed may be limited based on three factors.51 These 

factors include income, marital status, and tax filing status (e.g. joint or 

separate filing). 

 

Regular IRA deductions are phased out for single persons actively 

participating in a retirement plan with earned compensation between 

$32,000 and $42,000. Single persons with earned compensation over 

$42,000 are not permitted to take a regular IRA deduction (although they 

may still fund a regular IRA and enjoy its tax-deferred growth). 

 

Regular IRA deductions are phased out for married persons filing a joint 

tax return and actively participating in a retirement plan when their 

combined compensation is between $52,000 and $62,000. When 

compensation exceeds $62,000, a regular IRA deduction is disallowed.  

 

The above limits apply only to the 2000 tax year. The phase-out limits are 

scheduled to increase in 2002 and 2004.  

                                                           
51 “Active participant” status includes involvement in any of the following: SEP-IRA, SIMPLE IRA, TSA, 
qualified pension plans, or qualified profit sharing plans.   
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• Roth IRAs 
 

Roth IRAs were created by the Tax Payer Relief Act of 1997. The Roth IRA 

follows the same formula for allowable contributions as a regular IRA, but 

the contributions are not deductible. Allowable contributions apply 

whether or not the person is an active participant in another retirement 

plan.  

 

The phase out limits for Roth IRAs pertain to adjusted gross income. If an 

individual has an income ranging from $95,000 to $110,000, his or her 

allowable contribution amount declines according to a formula. When 

adjusted gross income exceeds $110,000, contributions to a Roth IRA are 

no longer allowed.  

 

For married couples filing jointly, the amount of allowable contributions 

declines when adjusted gross income ranges from $150,000 to $160,000. 

When income for a married couple exceeds $160,000, contributions to a 

Roth IRA are no longer allowed.   

 

Although IRA contributions are not tax deductible, funds within the IRA 

account will grow tax deferred. In addition, these funds can be 

withdrawn free of tax if certain distributions requirements are followed. 

This potential of accessing an investment’s returns free of tax makes the 

Roth IRA a very attractive vehicle for today’s investor. In addition, the 

Roth IRA is less restrictive than the traditional regular IRA. First, 

contributions can be made after age 70 ½ years of age. Second, the 

Roth IRA does not have to begin distributions when the account owner 

reaches age 70 ½. With today’s population living longer and more 
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people working past age 65, the added flexibility of the Roth IRA is an 

attractive feature. 

 

• Excess Contributions 
 

Any funds that an individual contributes to his or her IRA that are greater 

than the allowable amount are termed excess contributions. Excess 

contributions can occur when more funds are placed into the IRA that 

were actually earned by the individual. For example, if a person only 

earned $1,000 for the taxable year but placed $2,000 in his or her fund, 

this would constitute an excess contribution of $1,000.52 

 

Another example of excess contribution occurs when a person earning 

more than $2,000 per year contributes more than the allowable $2,000 

amount. Thus, an individual with compensation of $60,000 who actively 

participates in a retirement plan would not be allowed a deduction, but 

would be allowed to contribute $2,000 to his or her IRA. Should the person 

place $2,500 into the IRA account, an excess contribution of $500 would 

have occurred.  

 

Excess contributions can carry a 6 percent, nondeductible penalty tax. 

This 6 percent penalty is cumulative, and is levied each year that an 

excess amount remains in the IRA account.  

 

When an excess contribution occurs, the account owner must make an 

adjustment. He or she has three choices: 

 

                                                           
52 The excess $1,000 would presumably have come from rents, a property sale, a gift, etc. 
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• The excess amount and its earnings may be withdrawn before April 

15th of the following tax year, and avoid the 6 percent penalty; 

 

• The excess amount may be withdrawn after April 15th of the following 

year. Although the 6 percent penalty must still be paid, the earnings 

on the excess amount do not have to be withdrawn; 

 

• The excess amount can be carried over to the following year, with 

that year’s maximum contribution level adjusted to account for the 

carried over sum. For example, an excess of $500 carried over to 

the following year would mean the account owner would only 

contribute $1,500 to the IRA, rather than $2,000. The 6 percent 

penalty tax must still be paid for the year during which the excess 

contribution occurred.  

 

• Allowable Investments 
 

Most IRAs are funded by mutual funds or annuities. However, the range of  

allowable investments is quite large, and also includes the following: 

 

• Bonds 

 

• Certificates of Deposit 

 

• Gold or silver coins in the form of American Eagles 

 

• Government securities 

 

• Money market funds 
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• Treasury bills 

 

Some forms of investments are not allowed to be placed in an IRA 

account. Prohibited investments include cash value life insurance, S 

corporation stock, and collectibles.53  

 

• Why IRA Investing? 

 

IRAs are popular methods of investing because they are a major vehicle 

for tax-deferred growth. The advantages of tax-advantaged investing 

are astounding when a long-term approach is taken and compounding 

of earnings are allowed to work, the results of the tax-advantaged 

approach far surpass the taxable approach. 

 

Consider the following table that illustrates the difference between 

$10,000 invested in a mutual fund placed in a tax-advantaged IRA 

earning 7 percent over 30 years versus $10,000 invested in the same  

mutual fund earning 7 percent, but not placed in an IRA account.54 

 

Gaining every advantage possible when investing for long-range goals 

such as retirement is important because of the eroding effect that 

inflation has on any investment. For the past thirty years, the Consumer 

Price Index has been 4 percent. This means that within twenty years, a 

dollar will lose 50 percent of its buying power. 

 

                                                           
53 “Collectibles” is an extremely broad category pertaining to physical items with speculative value. These 
include stamps, numismatic coins, works of art, etc. 
54 Assumes a 28 percent tax bracket for the duration of the investment activity; if the tax-advantaged IRA 
investment were withdrawn at one time, the after-tax value at a 28 percent rate would be $54,809. 
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For this reason, tax-advantaged investing is extremely beneficial for any 

retirement planning. Investing with a mutual fund in an IRA helps protect 

the investment’s earnings, and can maximize the effect of compounding. 

Compounding is not unique to investments in IRAs; indeed, a 

compounding effect also occurs with cash-value life insurance products. 

Compounding is what happens when investment earnings stay within an 

investment account and continue to earn investment returns. This creates 

an acceleration of returns that is somewhat counter-intuitive, and has 

commonly been referred to as the “magic” of compounding. In reality, 

there is nothing magical about this phenomenon at all. However, 

because the earnings increase at a rate faster than simple investing, the 

increase in the compounded account appears to grow faster than it 

“should” grow.  

 

Consider the following examples of compounded growth. The table 

assumes compounding at a constant 8 percent rate of interest, with all 

contributions invested at the end of each month. 

 

Biweekly Account  

Contribution  5 years  10 years 20 years 30 years 
 

 

$50.00   $8,002  $19,932 $64,237 $162,718 

 

 

$100.00  $16,004 $39,864 $128,473 $325,435 

 

 

$200.00  $32,007 $79,727 $256,946 $650,870 
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According to our table above, a $50.00 biweekly investing, or a total 

cash outlay of $6,500 for five years, will actually accumulate to $8,002 

with a compounded 8% return.  

 

A simple rule for determining how time and compounding will affect 

invested money is the “Rule of 72.” This principle states that invested 

money will approximately double at a point in time determined by 

dividing 72 by the percent of interest earned. 

 

Following the Rule of 72, the following chart will show when money will 

double, assuming the investing of earned returns at the stated interest 

rates. 

 

The reason that understanding the effect of compounding is important is 

that the difference in rate of return is so startling. For example, a $1000 

initial investment invested for 65 years with a compounded return of 6 

percent will yield $44,000. However, the same investment with a 

compounded return of 9 percent will yield $270,000 after 65 years.  

 

Because the rate of return is so important, investors can be left chasing 

the highest return. IRA investing can help avoid reactionary patterns by 

forcing a pattern of consistent investing. Depending on the type of 

investment vehicle funding the account, one may use an IRA account to 

invest small sums at regular intervals. This type of systematic investment 

approach is referred to as dollar cost averaging. It is an especially 

popular method of investing with mutual funds.  

 

Dollar cost averaging means that a specific sum of money is invested at 

regular intervals, regardless of the current price of the investment vehicle. 



Core Concepts L/H  

 

 
© American Education Systems, LC 

204 

(One reason why mutual fund investing is especially amenable to the 

dollar cost averaging approach is that is allows for the purchase of 

fractional shares.) This means that when share prices are up, the IRA 

investor purchases less; when share prices are down, he or she purchases 

more. By pursuing this approach, the investor continues investing whether 

the market is up or down, and the “dollar cost” per share average out 

over time. The IRA investor pursuing this approach will never pay the 

highest or the lowest price. This approach effectively takes advantage of 

a down market be securing more shares that, in all probability, will gain 

value over time. 

 

• Why Mutual Funds? 

 

Mutual funds are popular for IRA accounts, and often are an individual’s 

first exposure to the financial markets in the capacity of an investor. As of 

1998, more than $934 billion was invested with mutual funds in IRA 

accounts. Mutual funds have been the most widely used funding source 

for IRAs since 1995. 

 

A mutual fund is an investment company that offers investors an interest 

in a portfolio of managed assets. The mutual fund pools monies from 

investors and purchases shares in financial instruments. These could 

include stocks, bonds, government securities, etc. The mutual fund will 

provide a prospectus to investors that state the goals and types of 

investments that the fund pursues. Investors in mutual funds can be 

individuals or institutions. Mutual fund investors own shares in the mutual 

fund portfolio; they do not directly own any of the stock, bonds, 

treasuries, etc. that the mutual fund purchases. 
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Unlike bank deposits, mutual funds are not insured by the Federal Deposit 

Insurance Corporation. However, mutual funds possess several attractive 

features, including the following: professional management, 

diversification, liquidity, and convenience. 

 

• Professional management 
 

Mutual fund operations are controlled by investment professionals who 

have training in economics, risk management and finance. Their training 

provides them with the background necessary to research and evaluate 

investments and make intelligent purchase decisions. 

 

• Diversification 
 

Mutual funds pursue a diversified portfolio. This means that investments 

will fall into a variety of categories, such as cash instruments like CDs, 

government bonds, and stocks. The stocks, or equities, will be spread 

across a spectrum of industries, such as telecommunications, utilities, 

printing and publishing, etc. Furthermore, an over-concentration of 

investment in a single company is automatically prevented, as mutual 

funds are not allowed to own more than 5 percent of any one company. 

 

• Liquidity 

 

Mutual funds are a highly liquid investment. This means that the investor 

can access his or her investment quickly. Should an investor choose to sell 

his or her shares, the mutual fund company is required to complete the 
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transaction, called a share redemption, at market value (or net asset 

value). The check for the current market value of the redeemed shares is 

required to be sent within seven days upon receipt of the request.55  

 

• Convenience 
 

Mutual funds are also convenient. The mutual fund will send investors 

statements for tax reporting that details income and capital gains. The 

performance results of the mutual fund can easily be tracked through 

newspapers, and most funds offer shareholders direct pricing information 

via the Internet or toll-free investor services.  

 

Allied Retirement and Employee 
Benefit Plans 
 

The field of employee benefits is vast, and incorporates a host of different 

fields and sub-fields. Employee benefits can exist in a very sophisticated 

format such as with major corporate employers, and they can also be 

present in the humble sole proprietorship. They can incorporate health 

insurance, life insurance, retirement investments, and features that are 

not insurance-related at all, such as flex-time scheduling. Some employee 

benefits are effectively rights and are mandated by law. For example, an 

employer’s contribution to the employee’s Social Security account via 

FICA is a form of mandatory employee benefit; the Family Medical Leave 

Act is a mandatory benefit for eligible employees of businesses with at 

least 50 employees. 

                                                           
55 When placed in an IRA account, all applicable tax penalties for a premature withdrawal would still be 
applicable should the redemption order occur before the investor reaches the age of 59 ½. 
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The lowest common denomination of employee benefits is this: the 

employer pays all or a portion of the cost of a plan that directly benefits 

the employee. For the life insurance agent, the most important employee 

benefit plans are group life insurance, split dollar plans, deferred 

compensation plans, and retirement plans. 

 

Employee retirement plans are referred to as qualified and non-qualified 

plans. Non-qualified plans have three specific characteristics. First, they 

may discriminate. The employer is allowed to choose who can and 

cannot participate in the plan. Second, the plan’s contributions are not 

tax deductible for the employer. Finally, the plan is informal insofar as it is 

neither filed with nor approved by the Internal Revenue Service. 

 

A qualified benefit plan has the opposite features of the non-qualified 

plan. First, it cannot discriminate in regards to participation. Second, it 

must be in a written format. Third, it provides a current tax deduction for 

plan contributions plus tax deferred growth on the invested contributions. 

Finally, the qualified plan must be filed and approved by the IRS. 

 

In addition to the above features, qualified plans can include various tax 

penalties that are enacted when any of the plan’s regulations are 

violated. There are three primary areas of tax penalties for qualified plans. 

Depending on the specifics of the plan, they can include early 

distributions, delayed distributions, and excess contributions.  

 

• Early distributions 

 

Early distributions are also referred to as early withdrawals and premature 

distributions. An early distribution is any amount of money pulled from a 
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qualified plan before the plan recipient is 59 ½  years of age. The penalty 

for early distributions is 10 percent. Early distributions are typically allowed 

without the 10 percent penalty in cases of death or disability. 

 

• Delayed Distributions 

 

Distributions from a qualified plan must begin no later than April 1, 

following the plan participant reaching the age of 70 ½  years.56 If a 

systematic withdrawal plan for the qualified plan is not established by the 

time the participant reaches age 70 ½, a penalty equal to 50 percent of 

the distribution that should have been made is enacted. 

 

• Excess Contributions 

 

Contributions to the qualified plan that exceed the legal limit result in a 

penalty equal to 6 percent of the excess contribution. 

 

• Split Dollar Life Insurance Plans 

 

Split dollar plans, like buy-sell agreements, do not refer to actual life 

insurance products, but to the use of life insurance in a very specific 

manner. Just as there is no “buy-sell policy,” there is no “split dollar 

policy.”  

 

A split dollar life insurance plan is a method of purchasing life insurance 

for an employee as an employee benefit. The goal of most split dollar life 

insurance plans is to attract and retain important employees. The benefit 

                                                           
56 An exception to this is the Roth IRA which is discussed in Chapter Eleven. 
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for the employee is that he or she can acquire a larger amount of 

insurance coverage than would be possible if he or she were solely 

making the purchase. 

 

The split dollar plan is an informal arrangement that can be crafted in a 

variety of formats. Because the split dollar plan is essentially a method of 

splitting the premium for the purchase of life insurance, the types of plans 

possible are legion. Besides the conventional split dollar plan, there is the 

level outlay, unsplit split dollar, PS 58, triangular, double bonus, and 

reverse split dollar plans. These plans can be very complicated as far as 

tax purposes go, and typically are set up in conjunction with the 

company’s accountant or a tax specialist. 

 

The conventional split dollar plan is generally set up between an 

employer and an employee. The employer owns the cash values of the 

policy and the insured has the right to name the beneficiary and receive 

the face amount—less all or an agreed upon portion of the cash value.57 

The employer pays that part of the premium equal to the increase of 

cash value each year and the employee pays the balance of the 

premium.  

 

• Deferred Compensation 

 

A deferred compensation plan is an informal agreement in which an 

employee agrees to defer a portion of his or her compensation until a 

later date. Typically, this date corresponds with his or her planned 

retirement. This type of plan can be effective for several reasons. 

                                                           
57 This arrangement can be made by adding an endorsement to the policy or having the insured use a 
limited collateral assignment to the business for the policy’s cash values. 
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First, a highly compensated employee will look for various devices to 

avoid current income tax. By deferring a portion of income until a later 

date, the employee avoids having to pay taxes until a later date. 

Secondly, by deferring a portion of income to a future date, the 

employee sets up a fund that can be used as a retirement, disability, or 

death benefit.  

 

The employer benefits from this arrangement by securing the employee’s 

employment. Typically, a deferred compensation plan is written so that 

the employee will lose his or her deferred income in the event of leaving 

the company for a different employer.  

 

• Section 162 Key Person Bonus 
 

Section 162 of the Internal Revenue Code allows the employer to use tax 

deductible dollars to provide life insurance for selected employees. The 

plan allows the employee to purchase the type and face amount of life 

insurance he or she wishes, and the company pays the premiums. The 

plan purchase can be funded by the employee taking a slight reduction 

in compensation, or by the employee sharing directly in the cost of the 

premium with the company. The company is billed for the premium, and 

makes the payment as a tax deductible “salary or other compensation” 

item under Section 162(a)(1)—hence the name of the benefit plan. 

 

The employee will report the premium dollar amount as income, and his 

or her only direct cost is the income tax on the premium. The employee 

has complete access to the policy’s cash values (if the policy is a whole 

life design). 
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• Section 101(b) 

 

Section 101(b) is part of the Internal Revenue Code. It allows an employer 

to make a lump sum payment to the family of a deceased employee. 

The family will receive the first $5,000 of the benefit tax-free; any amount 

over $5,000 is taxable as regular income. The company is allowed to 

deduct the $5,000. The primary purpose of this benefit is to increase 

employee loyalty and security by providing a small, tax-free death 

benefit. This benefit is not funded by a life policy, and not so much an 

actual benefit plan as an understanding and practical use of the Internal 

Revenue Code.  

 

• Employer Retirement Plans  
 

Retirement plans range from large-scale plans for corporations such a 

defined contribution and defined benefit plans to plans designed for the 

smaller employer, such as the Keogh. Some of these types of plans are 

qualified, and subject to the specifications described in the previous 

section, “Employee Benefit Plans.” Others, such as the SIMPLE plan, are 

employer maintained plans. While life insurance is usually not used to 

fund these various plans, it is important for the life insurance agent to be 

aware of them as they play an important role in the overall insurance 

planning picture. 

 

Corporate Plans 

 

Corporate plans are designed specifically for larger corporate entities. 
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The two primary forms of corporate plans are defined contribution and 

defined benefit plans. 

 

• Defined Benefit Plans 
 

The defined benefit plan is what the average person typically thinks of as 

a “pension.” This plan will “define” the benefit—it establishes a definite 

future benefit that is determined by a formula. Typically, the benefit 

formula incorporates the employee’s years of service and level of 

compensation.  

 

In order to qualify for favorable federal tax treatment, the defined benefit 

plan must meet the following requirements: 

 

• The plan must provide benefits that are definite and determinable 

 

• The plan’s benefits must be primarily retirement benefits 

 

• The plan must provide a systematic payment of benefits over a period 

of years 

 

• The plan’s maximum annual benefit must conform with the limit 

established by current tax law 

 

• Defined Contribution Plans 

 

Defined contribution plans specify an amount of annual contribution to 

the plan, but they do not indicate the amount of the retirement benefit. 
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In this matter, they are the exact opposite of the defined benefit plan. 

The two major forms of defined contribution plans are the profit-sharing 

plan, and the stock bonus plan.  

 

The profit sharing plan only requires a contribution if the company shows 

a profit during the contribution period. Profit sharing contributions are 

limited by federal tax law to a specific percentage of compensation that 

cannot exceed a stated total cap.  

 

The stock bonus plan reflects the structure of the profit sharing plan; 

however, contributions do not depend on profits. The benefits of this form 

of plan are made in company stock rather than cash. 

 

Keogh Plans 

 

The Keogh plan is also referred to as an HR-10 plan. This is the result of the 

1962 Self-Employed Individuals Retirement Act, which allows small 

business owners and self-employed persons to treat themselves as 

“employees” for the purpose of establishing a tax-advantaged qualified 

retirement plan.  

 

Keogh plans can cover both the small business owner and any employee 

with at least one year of service and who is of 21 years of age or older. 

The maximum contribution to a Keogh plan cannot exceed 25 percent of 

compensation up to a maximum of $30,000 per year, per participant.  

 

The contribution formula used in funding a business’s Keogh plan must be 

consistent for all plan participants. For example, a plan that called for 15 

percent of compensation for the owner and his one employee would 
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show the same percentage of compensation going into the plan. The 

dollar figures, however, would be different, reflecting the different level of 

compensation.  

 

401(k) Plans 

 

401(k) plans have grown in number and popularity, especially as 

companies retreat from the more traditional (and expensive) defined 

benefit plans. The 401(k) plan derives its name from the Internal Revenue 

Code Section 401(k).  

 

The 401(k) is a plan in which the employee defers amounts of current 

earnings and directs them into a tax-advantaged retirement plan. The 

amounts that the employee defers are not included in his or her gross 

income, and they grow tax-deferred. Upon distribution, the funds from 

the 401(k) are taxed as ordinary income. Like most qualified plans, the 

401(k) has regulations and penalties for early withdrawals.  

 

In most cases, the 401(k) plan will feature matching employer 

contributions. For example, for every dollar the employee defers, the 

employer will contribute a specified amount. The maximum amount of 

earnings that an employee may defer through a 401(k) plan is set by 

federal tax law.  

 

IRA-based plans 

 

IRAs can be used to fund employer retirement benefit plans in two forms. 

The first form is known as the Simplified Employee Pension IRA, or SEP. The 

second is the Savings Incentive Match Plan for Employees, or SIMPLE IRA 
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• SEP Plans 

 

The Revenue Act of 1978 introduced the SEP IRA as an alternative to 

traditional retirement plans. It is a qualified retirement plan, and so must 

meet all of the non-discriminatory regulations pertinent to the qualified 

plan format. As  is typical with a qualified plan, distributions received 

before the employee reaches age 59 ½ are subject to an early 

withdrawal penalty tax. Once the employee reaches age 70 ½, he or she 

is required to make minimum distributions from the account or face 

additional tax penalties. 

 

The SEP allows employees and self-employed person to establish an IRA. 

The employer or business also contributes a percentage to the SEP, thus 

mirroring a 401(k) structure. The employer’s contributions are not included 

in the employee’s gross income; subsequently, these contributions are 

not subject to FICA or Federal Unemployment taxes. 

 

In addition to receiving additional contributions from the employer into 

his or her SEP account, the employee is allowed to contribute a much 

greater sum of money to a SEP than an IRA. Currently, a SEP may be 

funded up to 15 percent of the employee’s total compensation, or 

$22,500, whichever is less.  

 

Previously, small employers were permitted to set-up Salary Reduction 

SEPs, referred to as SARSEPs, that allowed employees to defer a portion of 

income to their IRA. The advantage to the employee was that he or she 

could place a larger sum of funds into the SARSEP than in a normal IRA—

the maximum deferred amount was $9,500. The Small Business Job 



Core Concepts L/H  

 

 
© American Education Systems, LC 

216 

Protection Act repealed SARSEPs in 1996, and no new plans are 

permitted under this format. 

 

• SIMPLE Plans 

 

The Small Business Job Protection Act that eliminated SARSEPs created a 

new form of IRA-based retirement plan—the SIMPLE plan. “SIMPLE” stands 

for “Savings Incentive Match Plan for Employees.” 

 

The advantage of the SIMPLE plan is that it is easier for the employer to 

establish and administer. The SIMPLE plan is not a qualified plan, but an 

employer-maintained plan. Employees can participate in the plan by 

making elective contributions through salary deferrals. The employee can 

defer the lesser of 100 percent of compensation, or $6,000 per year.  

 

The employer must make matching or non-elective contributions. Under 

the matching contribution formula, employers are generally required to 

match employee deferrals on a dollar-for-dollar basis up to 3 percent of 

the employee’s compensation. Under the non-elective formula, the 

employer may make non-elective contributions equal to 2 percent of 

each employee’s compensation. 
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“Health insurance” is an extraordinarily broad field that encompasses 

many different products. For most consumers, however, “health 

insurance” means medical expense insurance. Medical expense 

insurance is itself available in various forms, the distinctive qualities of 

which most consumers are largely unaware.58  

 

The essential purpose of medical expense insurance is to provide 

reimbursement for some or all of the costs of medical care. These costs 

may arise from accidents or sickness. Because of the potentially 

catastrophic costs of serious medical care, some form of medical 

expense coverage is usually considered essential in today’s society.  

 

Medical expense insurance can disburse its benefits in one of three ways: 

through reimbursement of actual expenses, through payment of a daily 

benefit, or through payments made directly to the provider. 

 

Policies that provide payment on a reimbursement basis are referred to 

as expense-incurred policies. The benefits paid from an expense-incurred 

policy are based on the insured’s actual losses. The policy will pay out on 

an expense-incurred basis up to its maximum limits. While the benefits are 

usually paid directly to the insured, the insured may assign the benefits to 

his or her healthcare provider. 

 

Medical expense insurance that pays a daily benefit is a form of 

indemnity plan. This type of health coverage is also referred to as a flat 

amount policy. A flat amount policy pays a specified sum for a loss 

regardless of the actual expenses incurred.  

                                                           
58 It might best be said that consumers have traditionally been unaware of the choices available in medical 
expense insurance. However, the consumer movement, coupled with escalating healthcare costs and high 
profile political debates have helped create an increasingly more aware and savvy healthcare shopper.  
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The reimbursement model is typically used by private insurance 

companies. Policies that pay benefits directly to the provider, on the 

other hand, are representative of non-profit service plans.  

 

Policies that make payments directly to the provider are characteristic of 

service plans. Service plans are tied to service providers such as Blue 

Cross/Blue Shield. Within in this model, the insured is referred to as a “plan 

subscriber.”  

 

Medical expense insurance comes in three varieties: basic medical 

insurance, major medical insurance, and comprehensive medical 

insurance. Comprehensive medical insurance combines features of both 

basic and major medical insurance.  

 

Basic Medical Expense Insurance 

 

Basic medical insurance plans are often generically referred to as basic 

hospital expense plans. However, basic hospital expense actually 

combines several other forms of coverage, including surgical expense 

and physicians’ expense (or non-surgical expense).59 

 

Basic medical expense is often referred to as “first-dollar” coverage. This is 

because the insured’s coverage is applied immediately without use of a 

deductible. Through a basic medical insurance plan, the insured will have 

complete coverage up to the limits of the policy. 

                                                           
59 Other basic medical expense policies such as nurses’ expense and convalescent care facility expense are 
also available.  
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While this form of insurance coverage presents an attractive element for 

the insured—receiving coverage for a health claim without any out-of-

pocket costs—these plans actually suffer from three defects. First, the 

duration of benefits paid is limited. Second, the choice of benefits 

available is limited. Finally, the dollar amount is limited.  

 

• Basic Hospital Expense  
 

Basic hospital expense insurance will cover those expenses associated 

with hospitalization.60 The primary elements of basic hospital expense 

coverage are daily room and board expense and miscellaneous 

expenses. 

 

The daily room and board expense covers the cost of the patient’s room 

and food. The dollar amount of coverage, as well as the duration, vary 

by company. Typically, the benefits payable under basic hospital 

expense policy are not sufficient to cover the entire costs of an extended 

hospital stay. Any amounts not covered by the policy are the 

responsibility of the insured.  

 

The miscellaneous expenses provided for by the policy cover a wide 

selection of services up to a specified limit. Typically, all reasonable and 

appropriate services that are not room and board or surgical can be 

classified as miscellaneous. Possible expenses under this heading include 

x-rays, lab work, medication, dressings, anesthesia, operating room use, 

and services of a private duty nurse. 

 

                                                           
60 A basic hospital expense policy will also usually cover outpatient care when it is offered in place of 
actual hospitalization. 
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Coverage levels available for miscellaneous expenses can take several 

forms. An overall maximum benefit can be specified, or each service can 

have its own state maximum. Another variation is to provide an overall 

maximum benefit with various maximums for specific benefits. The 

maximum amount is usually determined by a multiple of the daily room 

and board benefit (i.e. 5 times, 10 times, 20 times, etc.) 

 

• Surgical Expense Insurance 
 

In addition to daily room and board and miscellaneous expenses, some 

hospital expense policies also offer surgical expense coverage. Surgical 

expense insurance is also available as a self-standing policy.  

 

Surgical expense insurance is designed to cover the charges of surgical 

procedures. Surgical expenses are usually understood to include the 

surgical work as well as any normal support and post-operative care. This 

coverage can be applied to surgery performed in both hospital and non-

hospital settings.  

 

The amount of benefits available for surgical expense insurance are 

determined by one of three methods: a surgical schedule, a relative 

value scale, or the “reasonable and customary” approach. 

 

A surgical schedule will state a maximum benefit payable for covered 

expenses. The maximum benefit figure will be used to identify the 

schedule. For example, a $2,000 maximum surgical benefit is referred to 

as a $2,000 schedule.  
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Surgical schedules lists the various standard surgical procedures and the 

corresponding benefit available. The amounts available for the most 

expensive and difficult forms of surgery are typically the equivalent of the 

policy’s total maximum. Because of the expensive nature of many 

surgical procedures, the benefits payable under the policy are often not 

sufficient to cover all costs. The insured is responsible for any difference.  

 

A variation of the surgical schedule is the relative value scale. While the 

surgical schedule lists specific dollar maximums to various procedures, the 

relative value scale assigns unit values, or points. The units assigned to any 

one procedure will be relative to the number assigned to a maximum 

procedure.  

 

This scale is used to determine available benefits in the following manner. 

Within the policy there will be a conversion factor that allows for a dollar-

per-unit translation. For example, a $10 conversion factor will pay $1,000 

for a 100 unit (or point) procedure.  

 

Available surgical expense benefits can also be determined by a 

“reasonable and customary” approach. This method attempts to create 

an expense payment structure comparing what the usual, reasonable 

charges are for a specific surgical procedure in various geographic 

regions. If the charge for the procedure falls within the range of “normal” 

costs, it will generally be paid in full. However, if the procedure’s charge is 

above the norm, the excess amount is not paid. The insured is expected 

to pay for any excess amounts.  
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• Basic Physicians’ Expense Insurance 

 

Basic physicians’ expense insurance is also referred to as non-surgical 

expense insurance. The purpose of this coverage is to handle physicians’ 

services that are not of a surgical nature. Benefits for this coverage are 

generally set at a flat rate.   

As the name would imply, major medical insurance offers substantially 

broader benefits than a basic medical expense plan. Major medical 

policies typically offer high maximum levels of coverage. Major medical 

policies have benefit periods defined on a calendar-year basis or a 

specified period such as two or five years. 

 

• Major Medical Expense Insurance 
 

While the basic medical expense plan has limitations in the amounts, 

types, and duration of coverages available, major medical expense 

insurance’s sole limitation is the overall maximum benefit amount. The 

sums available from this single policy can be used for a very broad range 

of services and procedures. Major medical policies typically cover the 

following: 

 

• Daily room and board at a healthcare facility 

• Surgical expenses 

• Physicians’ fees 

• Nursing services 

• Operating room and supplies 

• Diagnostic services (i.e. testing, lab work, x-rays, etc.) 
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• Miscellaneous supplies and services (i.e. blood, oxygen, prosthetics, 

etc.) 

 

Major medical expense plans are designed to handle the larger 

insurance claims that now typify modern healthcare. The risk that major 

medical plans insure is financial ruin incurred by illness or accident. Major 

medical plans can be offered as a supplement to a basic expense plan 

or as an independent policy. Major medical is a coverage that is 

available on an individual and group basis.  

 

As a supplement to basic medical expense coverage, major medical 

insurance offer benefits in two ways. First, major medical will pay for 

expenses that exceed the basic plan’s maximum limits. Operating in this 

manner, the major medical policy is said to be coordinated with the 

basic plan. Second, major medical will offer benefits for areas not 

covered by the basic plan.  

 

Whether as a supplement or a self-standing policy, major medical 

expense coverage is characterized by the following features: 

 

• High levels of maximum benefits 

• Deductible 

• Co-insurance 

• Stop-loss provision 

• Annual restoration provision 

• Exclusion of pre-existing conditions 

 

 



Core Concepts L/H  

 

 
© American Education Systems, LC 

225 

The maximum level of benefits for a major medical policy typically 

exceeds more than $500,000 dollars. Policies with a maximum benefit 

level of $1 million dollars and more are not uncommon. Given the high 

cost of medical care and the trend of continuing increases, such 

coverage amounts are not unreasonable. When benefits are used, the 

maximum benefit level is reduced by a corresponding amount. For 

example, if an insured has a major medical policy with a $500,000 benefit 

level and incurs expenses of $30,000 in the course of the year, his or her 

policy would have a $470,000 benefit level the following year. 

 

Major medical policies all have deductibles that represent a certain sum 

that the insured is responsible for paying before the plan disburses 

benefits. Typically, several levels of deductibles will be offered. The level 

of deductible has an inversely proportional relationship with the 

coverage premium. A higher deductible will translate into a lower 

premium. Major medical deductibles can typically range from $100 to 

$1000.  

 

Major medical deductibles follow two methods of payout: per cause and 

calendar year. A per cause deductible must be paid with each claim. 

This type of deductible often appears in policies that define causes of loss 

as “each sickness or each injury.” Per cause deductibles are relatively 

rare with major medical insurance. 

 

More common is the calendar year deductible. This form of deductible is 

only applied to the first claim of the calendar year. After the calendar 

year deductible has been satisfied, all additional claims are made 

“deductible-free.” After the end of the calendar year, the deductible is 
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reactivated. The first claim for the subsequent year will be subject to a 

deductible, and all subsequent claims can be filed “deductible-free.” 

 

A variation of the calendar year deductible is the family deductible. A 

family deductible can be determined by the insurer; it is typically two or 

three times the calendar year deductible. Under this format, a family with 

several children is freed from having to meet the calendar year 

deductible for each family member. Thus, a nuclear family with three 

children that satisfied the deductible for two members would meet the 

family deductible level. They would not have to pay a deductible on their 

other health insurance claims for the remainder of the calendar year.61 

 

Whether determined by a per cause or calendar year method, major 

medical deductibles follow three formats: flat, corridor, and integrated.  

 

A flat deductible is the simplest form of deductible. It represents a specific 

sum of money that must be paid before the company disburses benefits.  

  

A corridor deductible is often used with a major medical policy that 

supplements a basic medical expense policy. This deductible earns its 

name because it acts as the “corridor” to the major medical policy. 

Under this format, the insured’s initial medical expenses are paid for by 

the first dollar plan. After the basic medical policy’s benefits are 

exhausted, the insured must then pay the deductible before the major 

medical policy’s benefits are released.  

 

The integrated deductible is also a format used with supplementary 

major medical. However, this form of deductible does not rely on the 
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basic medical policy’s benefit levels to be exhausted before it can be 

paid. Under this format, the major medical deductible can be satisfied 

should the insured reach a level of covered expenses through the basic 

plan that is the equivalent to the integrated deductible amount. For 

example, if the integrated deductible is $350 and the insured incurs $350 

of covered expenses under the basic medical expense policy, the 

deductible for the major medical policy will be satisfied.  

 

After the deductible is satisfied, the major medical policy will pay 

benefits. However, this form of healthcare insurance forces payment 

participation on the part of the insured. The insured’s portion of payment 

for a health insurance claim is termed coinsurance. Coinsurance 

payments for claims are effective throughout the life of the policy. 

 

Coinsurance is determined on a percentage basis. Percentage ratios 

vary by company. The insurer will pay the larger percentage of the 

claim—typically 80 percent. The insured would thus be responsible for the 

remaining 20 percent. This type of coinsurance provision is referred to as 

an 80 percent/20 percent policy. It is common to use an abbreviated 

“shorthand” and refer to such a policy as an “80/20” plan. 

 

The stop-loss provision is designed to limit the insured’s out-of-pocket costs 

with regard to coinsurance. The stop-loss is the point at which the 

insured’s financial obligation ends. After the stop-loss point is reached, 

the insurer pays one hundred percent of the expenses.  

 

The annual restoration provision allows for the major medical policy to 

recoup some of the monies that were used on claims. The effect is the 

                                                                                                                                                                           
61 This example assumes that the company’s family deductible is twice that of the calendar year 
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decline in the policy’s maximum benefit level is slowed. The amount that 

is restored to the policy varies by company, with figures such as $5,000 

relatively common. If the insured incurs no expenses during the course of 

the year, however, no money is added (i.e. “restored”) to the policy.  

 

A pre-existing condition is typically excluded from coverage under the 

major medical policy.62 This exclusion is limited to a specific time period 

stated in the policy, after which the pre-existing condition usually will be 

covered.  

 

• Comprehensive Medical Expense 
Insurance 

 

The traditional comprehensive medical expense insurance formed a very 

complete type of healthcare coverage by combining basic medical and 

major medical expense insurance. These were known as “Base Plus Major 

Medical” plans. Under this form of coverage, the policy will provide a 

stated amount of basic medical coverage. In addition to this coverage, 

the policy will also offer major medical coverage that is activated after 

payment of a corridor deductible. The major medical coverage will pay 

out benefits up to its stated limits with the use of a coinsurance provision.  

 

As the cost of healthcare continued to expand, the basic medical 

expense “first dollar” portion of the comprehensive plan began to be 

phased out. Today, most “comprehensive” plans are expanded forms of 

major medical coverage. They are often referred to as “traditional 

                                                                                                                                                                           
deductible.  
62 For the purposes of individual major medical policies, pre-existing conditions are understood to be an 
illness (whether acute or chronic) that pre-dates the policy’s effective start date and that the insured did not 
reveal during the application process. 
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indemnity” plans. Due to the high cost of insurance, they often offer 

benefits in the range of $1 million to unlimited coverage. These plans 

typically have a waiting period for pre-existing conditions of up to twelve 

months.  

 

A Comparison of Medical 
Expense Plans 

 

Al Johnson is severely injured while repairing his antique automobile in his 

backyard. His injuries force him to have surgery, and he needs to be in a 

hospital for 33 days. His surgical expenses come to $6,200. His daily room 

and board is $300. His miscellaneous expenses come to $9,800. Based on 

this data, we will compare the operation of a hypothetical basic medical 

expense, major medical expense, and traditional comprehensive 

insurance. 

 

• Scenario One: Basic Medical Expense with a daily room and board 

benefit of $350 for up to 30 days, $2,000 maximum surgical benefit, 

and a miscellaneous benefit of 10 times room and board ($3,500). 

 

Under this scenario, Al will be responsible for $1,050 for room and board. 

Even though his potential total room and board benefit is $10,500, his 

benefits only last for 30 days—three short of his actual stay. 

 

Al will also owe $4,200 for the costs of his surgery and $6,300 for 

miscellaneous expenses. Al’s total out-of-pocket expenses for this injury 

would be $11,550. 
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• Scenario Two: Major Medical Expense with a $1,000,000 maximum, a 

calendar year deductible of $1,000, an 80 percent/20 percent 

coinsurance provision, and a $5,000 stop-loss. 

 

Al’s total incurred expenses are $25,900. Of this amount, he must pay 

$1000 to meet his deductible, which leaves $24,900. With an 80 

percent/20 percent coinsurance provision, the company is responsible for 

$19,920 ($24,900 x .8). Al is responsible for $4,980--$20 shy of the stop-loss 

amount. Al’s total out-of-pocket costs are $5,980. 

 

• Scenario Three: Comprehensive Insurance with 100 percent of the 

first $5,000 of expenses, a $500 corridor deductible, and 80 

percent/20 percent coinsurance provision. 

 

Al’s total incurred expenses are $25,900. Of this amount, $5,000 is covered 

without a deductible, leaving $20,900. After payment of the corridor 

deductible, $20,400 remains. The company is responsible for $16,320 

($20,400 x .8). Al is responsible for $4,080. His total out-pocket expenses 

are $4,580. 

 

Group Health Insurance 

 

Group health insurance is the manner in which most Americans receive 

their healthcare coverage. Group health insurance can come in a 

variety of forms, including hospitalization coverage, dental coverage, 

disability income insurance, vision care, etc. Essentially any form of 

individual health insurance can be written as a group plan. However, 
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individual and group health insurance policies have several key 

differences.   

 

Basic Elements of Group Health Insurance 
 

As the name indicates, group health insurance necessitates a group. 

However, not any group of persons that bands together can receive a 

group insurance policy. Insurance law dictates that group health 

insurance can only be written for what is termed a “natural group.” 

 

A “natural group” is one that has been formed for reasons other than 

obtaining health insurance coverage. “Natural groups” are referred to as 

“eligible groups.” They include the following: 

 

• Eligible Groups 
 

• Employer/Employee Groups 

 

The most common way for groups to become eligible for group health 

coverage is through employment. Group health coverage is a common 

employee benefit, and is often looked at as a form of insurance that one 

cannot do without.  

 

• Labor Unions 

 

Another source of eligible group status is labor union organization. It is 

common for membership in a labor union to qualify one for group health 

insurance. 
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• Professional and Trade Associations 

 

Professional associations refer to organizations in which members are 

formally grouped together along the lines of their professional practices. 

Typically, to qualify as an eligible group, an association must have been 

in existence for a minimum of typically two years. In most cases, the 

association must have been formed for reasons other than obtaining 

group insurance. 

 

State law mandates a minimum number of participants for an eligible 

group before group health insurance can be acquired. In Michigan, the 

minimum number is five participants.  

 

• Occupational Discrimination 
 

Not all individuals within an eligible group will necessarily qualify for group 

health coverage. Group health plans may discriminate legally along 

occupational lines, and they may establish a minimum duration of time 

that must elapse before coverage will begin (three months is typical). 

 

When a group health plan discriminates along occupational lines, it will 

establish which classes of employees are eligible for coverage, and 

which are excluded. Typical ways of separating employees into classes 

include the following: 

 

• Employment status (i.e. full-time or part-time) 

 

• Employment duties (i.e. executive, clerical, factory, etc.) 
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• Compensation structure (i.e. hourly, wage, or monthly   

           salary) 

 

• Work department (i.e. management, accounting, sales, etc.) 

 

• Contributory and Non-Contributory Plans 
 

Group health plans can also be written as contributory or non-

contributory. A non-contributory plan is one that is “free” for the eligible 

group members, who are not required to directly share in the cost of the 

program. In most cases, a non-contributory plan must have 100 percent 

participation from all eligible employee members. 

 

A contributory plan requires eligible group members to directly share in 

the cost of the program. The group members usually satisfy their 

monetary contribution through a payroll deduction plan. Contributory 

plans typically require a minimum participation of 75 percent of the class 

of employees eligible for coverage.  

 

• “No Underwriting” 
 

Group health insurance is sometimes described as having “no 

underwriting.” This is only partially accurate. Group health insurance 

provides underwriting on the group as a whole, which creates a risk 

profile for the group rather than an individual. The company will compare 

the group profile with its selection standards and make a decision 

whether to accept or reject the group. 
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Therefore, group health coverage, unlike individual health insurance, 

does not require proof of insurability from each person receiving 

insurance. Instead of a process in which the applicant must take a 

physical and answer a long series of health questions, a group health 

applicant need only provide his or her name, address, date of birth, 

Social Security number, sex, and any necessary information relating to 

dependents. Questions regarding current physical condition and medical 

history are not asked.63 

 

In order to avoid individual medical underwriting, a group plan must 

have a sufficient number of participants. In most cases, the minimum 

number of participants required to avoid individual medical underwriting 

is fifty.  

 

• Pre-Existing Conditions 
 

Group health policies usually have a provision that excludes pre-existing 

conditions. However, group health insurance defines pre-existing 

conditions differently than individual health insurance. As opposed to 

classifying a pre-existing condition as a health condition that appeared 

before the policy was issued and was not indicated on the application, 

group insurance classifies as a pre-existing condition any health condition 

that the applicant received treatment for during the three months prior to 

the policy’s effective date of coverage. In addition, group policies 

generally indicate a time frame after which the pre-existing condition will 

receive coverage under the terms of the policy.  

                                                           
63 Group underwriting may give way to individual underwriting in situations where the group to be insured 
is particularly small. In such instances, the presence of one person with a poor risk file can distort the 
claims experience of the group. For this reason, insurers often reserve the right to engage in some degree 
of individual underwriting when dealing with the small group. 
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• Master Policy and Certificates of 
Insurance 

 

With group insurance policies, the company only issues one policy. This 

policy is referred to as the master policy. It is sent to the employer. The 

group plan participants receive certificates of insurance. The certificates 

of insurance summarize the benefits available under the policy, the 

insurance company’s name, and the policy number. 

 

• Lower Cost 

 

Because the sales and administrative costs for a group policy are less 

than an individual policy, group health can be sold and marketed more 

efficiently than individual health insurance. The result is group health 

coverage typically costs less than individual insurance. 

 

• Pre-Determined Benefits 

 

Benefits under a group health plan are provided on a pre-determined 

basis. This means that the individual participant will receive his or her 

benefits in line with a benefit schedule and coverage limits previously 

established by the employer and the insurance company. 

 

• Coordination of Benefits 

 

In certain situations, an individual may be eligible for health insurance 

coverage under more than one policy or plan. Group health insurance 
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plans allow for the coordination of benefits between more than one 

health insurance policies. This is done under the coordination of benefits 

provision (COB).  

 

The COB allows for one health policy to serve as the primary plan. This 

plan provides coverage up to the full benefit amounts specified in the 

policy’s terms. When the benefits under this plan are exhausted, the 

insured may submit the claim to the other plan he or she is eligible for as 

the secondary plan. The secondary plan will then pay benefits for the 

remaining, or excess, costs. The COB will limit the total amount of claims 

paid by all of the insurance companies covering the individual to no 

more than the total allowable medical expenses. This means the COB will 

not allow benefits to be paid out that exceed the actual costs of 

treatment.  

 

• Pregnancy and Maternity Benefits 
 

Unlike individual health insurance, group policies do not exclude 

maternity benefits. Following a 1979 amendment to the Civil Rights Act, 

plans covering 15 or more insureds must treat pregnancy claims the same 

as any other allowable medical expense.  

 

• Conversion 
 

While group health insurance usually presents many positive features for 

an individual (no proof of insurability, coordination of benefits, lower cost, 

payroll deduction payment options, etc.), it is essentially “rented 

insurance.” This means that the employer, not the individual insured, owns 
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the policy. When the individual insured voluntarily leaves or is terminated, 

he or she will lose coverage.  

 

Because health insurance coverage is so important, group plans typically 

offer a conversion provision. The conversion provision allows the individual 

who has terminated employment to maintain health insurance coverage 

by converting his group coverage into an individual plan.64  

 

Conversion from a group to an individual plan can be done without 

proof of insurability. Because the conversion is made without proof of 

insurability, the new policy typically offers limited benefits compared to 

the old group plan.  

 

Conversion is a privilege typically limited to participants who had been 

plan members for more than three months prior to termination. In order to 

occur without proof of insurability, the conversion must be done within 31 

days of termination. The insured is still covered under the terms of the old 

policy during this time.  

 

• COBRA 

 

COBRA is the acronym for the Consolidated Omnibus Budget 

Reconciliation Act of 1985. COBRA is a federal law that requires 

employers with more than twenty employees to continue group health 

benefits for terminated workers and their dependents. This does not mean 

that the employer must pay for the cost of the continued group health 

benefits; rather, the employer must simply allow the terminated 

                                                           
64 Another situation in which the insured would use the conversion provision is when the employer 
terminates the group insurance plan. 
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employee to maintain benefits under the same schedule as the group 

plan. The terminated employee is responsible for the costs of the 

continued coverage, which may be as much as 102 percent of the 

premium that would otherwise be charged.  

 

COBRA functions in response to a series of “qualifying events.” A 

“qualifying event” is an occurrence that results in the loss of group 

benefits, and can affect an employee or his or her dependents. 

Examples of qualifying events are the following: 

 

• Employee termination without cause  

• Employee reduction in hours 

• Employee death 

• Divorce or legal separation of an employee 

• Loss of dependent eligibility 

• Medicare eligibility 

 

When a qualifying event occurs, the employer has thirty days to notify 

the plan administrator. Following notification, the plan administrator has 

fourteen days to submit notification of the COBRA benefits opportunity 

to the employee. 

 

The employee has sixty days to respond to this notification. If he or she 

chooses to continue health insurance coverage under COBRA, the 

effective date of coverage will be the date the group coverage was 

terminated due to the qualifying event.  

 

The length of coverage under COBRA is dependent upon the nature of 

the qualifying event. Coverage lengths can range from eighteen to 
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thirty-six months. The correlation between qualifying events and COBRA 

coverage lengths are the following: 

 

employee termination65       18 months 

 

employee death          36 months 

 

employee divorce / separation       36 months 

 

loss of dependent eligibility        36 months 

 

Medicare eligibility         36 months 

 

While the employer is not responsible for the cost of the COBRA benefits, 

the premium for the COBRA coverage is still paid for by the employer. The 

employer is reimbursed for the cost by the terminated employee 

receiving the COBRA benefits. Due to the additional administrative costs, 

the employer is permitted to add an additional two percent to the cost 

for the premium to cover the administrative overhead.  

 

Forms of Group Health Insurance 

 

As stated in the introduction to this chapter, essentially any form of health 

insurance coverage can be written as a group insurance plan. Some 

forms of group health care are “high profile” and very familiar to the 

                                                           
65 If the employee or a dependent is disabled at the time of termination, the duration of the benefit period 
will be extended up to twenty-nine months. Should another qualifying event occur during the eighteen 
month COBRA benefit period, the benefit period is extended to thirty-six months from the date of 
termination. 
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general public (i.e. group major medical, group dental, group disability, 

etc.). Other types of common group coverage are widely used, but their 

plans are often less visible to the public, such as blanket health plans and 

credit and accident plans.  

 

As both health costs and the public’s demand for quality health care 

continue to increase, competition among the variety of group health 

plans also escalates. This results in a highly fluid environment as to the 

types of benefits offered by various plans. The following represents what 

are considered the basic, traditional elements of various forms of group 

coverage. New innovations and company policies will often result in 

modifications—usually in the form of an expansion—of these benefits. 

 

• Group Basic Medical Expense 
 

Group basic medical expense policies are available in three standard 

formats: hospitalization, surgical expenses, and physicians’ expenses. 

Group basic medical expense coverage may include a combination of 

the three standard formats, or it may be limited to only one coverage, 

such as hospitalization. The most common group basic medical expense 

policy is hospitalization insurance. 

 

Group hospitalization plans are available in multiple forms with varying 

types and levels of benefits. Most plans pay the semi-private rate for room 

and board at a hospital. Typically, all medications, use of hospital 

equipment, and access to necessary hospital facilities are all covered. 

 

Some hospitalization plans only cover treatment that occurs inside the 

hospital. More current plans, however, may also cover such things as out-
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patient surgery. Typically, group basic medical hospitalization plans will 

cover physicians’ visits in the hospital, and surgeons’ fees for surgery. 

 

In most cases, group hospitalization plans do not cover non-essential 

items such as private rooms, telephones, guest meals, etc. They also 

typically exclude routine physical examinations and the cost of 

prescription medications outside the hospital.  

 

Group basic medical coverage typically contains a deductible clause. 

The deductible is the responsibility of the insured; benefits will not begin 

until it is satisfied. Typical group basic medical deductibles range from 

$100 to as high as $1000. 

 

• Group Major Medical Expense 
 

Group major medical insurance mirrors individual major medical, but the 

group plan usually offer wider benefits with higher maximum limits. In 

addition, deductibles for group major medical plans tend to be lower 

than for individual plans.  

 

As discussed in Chapter One, major medical plans are designed to cover 

large medical losses that would cause the insured a severe financial set-

back. For this reason, the maximum benefit limits under these types of 

plans is usually quite high, often reaching in the million dollar range. 

 

Group major medical plans function in the following manner. After the a 

loss is incurred, the insured is responsible for a stated deductible amount. 

After the deductible is satisfied, benefits are released. However, unlike the 
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basic medical plan, the insured is also responsible for a copay. The copay 

is a percentage of the loss expense, typically twenty percent.  

 

Like individual major medical policies, a group major medical plan may 

also contain a stop-loss provision. The stop-loss amount represents a dollar 

figure beyond which the insured’s copay is waived. The stop-loss provision 

is designed to limit the insured’s out-of-pocket expenses. Not all group 

major medical plans contain a stop-loss provision, and those that do are 

typically more costly. 

 

Group major medical plans also typically contain a restoration of benefits 

provision. Because each time a major medical policy is used, the 

maximum benefit level is reduced by the amount of benefits paid out, 

the policy can potentially be reduced to a zero value. The restoration of 

benefits provision allows a certain amount of “used benefits” to be 

returned to the policy. The restoration amount is typically $1,000, and is 

restored each year that the insured has a claim.  

 

Group major medical is also offered as a comprehensive major medical 

plan. Comprehensive major medical combines basic medical and major 

medical expense coverage into a single policy. This type of group 

coverage is very extensive, and covers medical expenses in and out of a 

hospital setting.  

 

Comprehensive group policies usually offer very high amounts of 

coverage ($1 million and more), a deductible, copay, and stop-loss 

amount. Because of the basic hospitalization feature of the 

comprehensive policy, the insured will usually not face any in-hospital 

bills. 
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While the similarities between individual and group major medical 

policies are striking, important differences exist as well. For example, 

group policies contain a coordination of benefits provision. In addition, 

group plans with fifteen or more members are required by federal law to 

offer maternity benefits. Group plans with twenty or more participants 

must offer COBRA continuation of benefits.  

 

• HMO Plan Coverage 

 

HMOs have grown more prominent as healthcare cost issues have 

become a public issue. The following provides a synopsis of how HMOs 

function as a group health plan for purposes of comparing it with the 

traditional hospitalization and major medical plans. 

 

HMOs provided health coverage and services for a qualified group. One 

major difference with the traditional major medical plan is that the HMO 

plan emphasizes preventive care. A second significant difference is that 

the HMO treats the insured as essentially a captive patient. The insured 

under an HMO plan can only visit certain physicians, and enter only 

specific hospitals, all within a specified geographic area. These physicians 

and hospitals are referred to as the provider network. When visiting a 

physician or hospital outside the network, the HMO plan member must 

follow certain procedures, and is often denied reimbursement for his or 

her expenses.66    

  

                                                           
66 When visiting a non-provider physician or hospital is unavoidable, as in a sudden illness or accidental 
injury, the HMO plan will usually cover the expense(s).  
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The traditional HMO plan functions in the following manner.67 The insured 

plan member selects (or is assigned) a family doctor from the provider 

network. This doctor is referred to as the primary care physician. The plan 

member is usually required to visit the primary care physician for 

treatment first. The primary care physician will either treat the plan 

member, or refer him or her to a specialist.  

 

In most cases, there is a small copay for visits to the primary care 

physician, while a referred visit to a specialist incurs no additional cost to 

the plan member. If medical tests need to be run, the plan member will 

pay little if anything. Hospitalization under an HMO plan usually requires 

no out-of-pocket expense for the insured. In addition, an HMO plan is free 

of claim forms, as the paper work is processed by the physicians and 

hospitals in the provider network. 

  

• Group Dental Coverage 
 

Group dental plans are available in a wide variety of formats, each with 

its own requirements. It typically is available for the plan member and his 

or her dependents. Usually there are limited age restrictions and no 

reductions in benefits for older employees. Coverage is generally 

available for dependents until age 19, unless they are full time-time 

students, in which case their coverage can stay in force until 25.  

 

In most cases, group dental plans have four categories of coverage. 

These include preventive coverage, basic coverage, major coverage, 

and orthodontia coverage. 

                                                           
67 Contemporary HMO practices are now highly varied, due to increased costs and competition.  
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Preventive Coverage 

 

• Insurer pays 100 percent of the scheduled amount 

• One time deductible 

 

Basic Coverage 

 

• Insurer pays 100 percent of the scheduled amount 

• One time deductible  

 

Major Coverage 

 

• Insurer pays 50 percent of the scheduled amount 

• Plan member pays the balance 

• One time annual deductible 

 

Orthodontia Coverage 

 

• Insurer pays 50 percent of scheduled amount to the maximum 

benefit amount 

• Plan member pays the balance 

• Annual deductible 

 

Within most group dental plans, the first level of coverage is usually 

referred to as preventive coverage. This coverage handles cleaning 

teeth, basic mouth examination, bite-wing x-rays, etc. The second 

category of coverage is referred to as basic coverage. Basic coverage 

provides payment for such treatments as filings, root canals, extractions, 

etc. The third category, major coverage, provides payment for more 
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complex (and less routine) procedures as bridges, crowns, inlays, etc. 

Many plans also cover orthodontia services. Typically, these services are 

limited to dependent children under the age of nineteen. 

 

Most plans require the use of deductibles. Both the preventive and the 

basic sections require a small, one-time deductible. Once satisfied, this 

deductible never recurs for the life of the policy.  

 

The major coverage section can require a deductible through two 

formats. First, the plan may require an annual deductible. Another 

possibility is to have a deductible for each procedure performed.  

 

The orthodontia section typically has an annual deductible. The annual 

deductible for this section is typically $50 to $100 dollars. 

 

After the deductible is satisfied, the plan will typically pay benefits in the 

following manner. The preventive and basic coverages will usually pay for 

100 percent of the services provided. The major coverages section of the 

plan will usually pay 50 to 80 percent of the expenses, with the insured 

plan member required to pay the remaining amount.68 

 

The orthodontia coverages section will usually pay 50 percent of the 

expenses. Maximum benefits payable under the orthodontia coverage 

will typically be clearly stated. 

 

It is typical for group dental plans to have some exclusions and 

restrictions. Generally, the following apply for most group dental plans: 

                                                           
68 Most group dental plans will state a limit for the amount the company will pay for any covered 
procedure, based upon usual, reasonable, and customary standards. Any amount over these stated limits is 
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• Coverage for strictly cosmetic purposes is excluded 

• Coverage for the correction of congenital defects is excluded 

• Coverage for Temporomandibular Joint Disfunction (TMJ) is 

excluded 

• Coverage for lost or stolen bridges, crowns, or dentures is excluded, 

unless they are at least five years old 

• Coverage for prescribed drugs is excluded 

• There is typically a limit on how often certain procedures, such as 

teeth cleaning, may be done within a calendar year 

• Conversion to an individual policy is usually not permitted 

 

• Group Disability  
 

Group disability income insurance will mirror many of the major features 

of the individual disability policy. Like the individual policy, it is available in 

two plan formats, short-term and long-term. The purpose of these policies 

is to insure one’s income. Short-term policies seek to avoid financial 

shocks that could trigger more serious problems for the insured’s 

household. Long term policies are designed to keep the insured from 

“economic death” when an illness or injury is expected to be prolonged 

or permanent.  

 

Group short-term disability income coverage pays benefits for a period of 

13 to 52 weeks. Benefits are determined as a percentage of the insured’s 

wage or salary. Typically, benefits payable range from 50 to 70 percent 

                                                                                                                                                                           
the responsibility of the insured plan member. Most plans also will have a total maximum benefit payable 
per year. 
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of the insured’s gross earnings. These benefits are usually paid on a 

weekly basis. 

 

When calculating the level of coverage available for an employee, any 

individual disability income policy in effect is not factored in to the 

determination. Only earned income may be considered for purposes of 

determining coverage; interest earnings and rents cannot be taken into 

account.  

 

Because of the nature of their coverage, group short-term disability 

policies usually have very short waiting periods that must be satisfied 

before benefits are released. The waiting period for an illness claim is 

usually three to seven days. Accident claims usually have a shorter 

waiting period, and usually pay benefits after a twenty-four hour period. 

 

A person covered by a group short term disability plan usually does not 

face any restrictions as to how many time the policy’s benefits may be 

accessed. The only requirement is that the employee must return to full-

time work for a stated period of time—generally six months—before the 

benefits can be accessed again for the same illness. Group short-term 

disability policies are usually written on a “non-occ” basis, meaning that 

they only cover losses incurred outside the work environment. Losses 

incurred while at work are expected to be insured by workers 

compensation coverage.  

 

Group long-term disability insurance has greater maximum benefits, a 

longer duration of coverage, and a longer waiting period than group 

short-term disability. In most cases, group long-term disability benefits are 

paid on a monthly basis.  
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Group long-term disability income coverage pays benefits for various 

times periods. Benefits are determined as a percentage of the insured’s 

wage or salary. Typically, benefits payable range from 50 to 70 percent 

of the insured’s gross earnings. These benefits are usually paid on a 

weekly basis. 

 

When calculating the level of coverage available for an employee, any 

individual disability income policy in effect is not factored into the 

determination. Only earned income may be considered for purposes of 

determining coverage; interest earnings and rents cannot be taken into 

account.  

 

The actual length coverage available for any plan can vary widely; some 

group long term disability plans only pay benefits for two years, whether 

the injury was caused by illness or injury. Other possibilities include 

combinations of coverage that the plan member can select, such as two 

years of coverage for disability caused by illness and ten years from 

disability caused by injury. In most group long-term disability plans, the 

maximum time limit for disabilities caused by illness is typically age 65. 

Disabilities arising from accidents can be covered for life.  

 

Group long-term disability income insurance will have a waiting period 

that must be satisfied before benefits are disbursed. Waiting periods are 

also referred to as elimination periods. They can range from 30 days to 

one year. As the policy-owner, the employer will decide on the length of 

the waiting period.  
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Because the waiting period for long-term disability can be quite lengthy, 

and because disability illnesses and accidents are prone to relapses, 

most group long-term policies carry a recurrent disability provision. This 

provision states a time-period, usually six months, during which a plan 

member who has returned to work from a disabling illness or injury can 

suffer a relapse and begin receiving disability benefits without having to 

satisfy another waiting period.  

 

In most cases, the relapse into disabled status must have the same cause 

as the first disabling illness or injury. Generally, the long-term policy with a 

recurrent disability provision simply picks up where the policy had left off 

during the first disability period. For example, if a plan member has a 

group long-term disability policy that pays two years of benefits and 

suffers a disabling injury that lasts for three months and has a relapse two 

weeks after returning to work, he or she will have one year and nine 

months of benefits left. 

 

It is also typical for group disability policies to have a provision that waives 

premiums for an employee who has been disabled for a certain period of 

time. A common time-period for this provision is three months. Once the 

plan member returns to work full time, the employer will again be 

responsible for premiums.  

 

Group long-term disability policies generally have a partial disability 

option. This benefit is only accessible after the plan member has suffered 

a period of total disability. Through this option, the plan will pay when the 

insured returns to work part time.  
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The benefit is paid in one of two ways. Either a flat amount, expressed as 

a percentage of the total disability benefit, or a residual amount will be 

paid. A residual amount is expressed as the equivalent amount of income 

the insured has lost due to not being able to work full-time. Thus, if a 

partial disability causes a 50 percent decline in a plan member’s income, 

he or she qualifies for 50 percent of the long-term disability’s benefit. 

 

An important aspect of group long-term disability concerns how the 

premiums are paid. If the employee shares in the cost of the coverage, 

he or she will receive benefits tax-free. If the disability income coverage is 

provided free of cost by the employer, however, the benefits are taxed 

as regular income. 

 

Other Forms of Group Health 
Plans 
 

• Group AD & D 

 

Accidental death and dismemberment insurance (AD & D) is often 

included in group health insurance packages. The essential elements of 

this coverage are the same as for the individual policy.  

 

Group AD & D pays a principal sum if the insured dies in an accident. A 

principal sum is also paid if the insured suffers the complete loss and 

separation of any two body members (e.g. both legs) or blindness. The 

principal sum is the same as the face amount of the policy. If the insured 

suffers the accidental loss of one body member (e.g. a hand), the policy 

pays a capital sum.  
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Group AD & D is often offered together with group life plans. It can, 

however, also be offered as a self-standing policy. Group AD & D plans 

can be written for both occupational and non-occupational losses. 

 

If a group AD & D policy is provided for as a non-contributory benefit by 

an employer, it is usually written on a non-occupational basis. If a group 

AD & D policy is entirely paid for by the employee, it is referred to as 

voluntary group AD & D. This form of group AD & D is usually written on an 

occupational basis. 

 

• Credit Accident and Health Plans 

 

A credit accident and health plan is designed for paying a debt 

obligation should he or she become disabled. In the event that the 

insured becomes disabled, the policy pays a monthly benefit that is the 

equivalent of the monthly debt payment. The amount of insurance under 

this type of policy cannot exceed the amount of debt. 

 

• Blanket Health Policies 
 

Blanket policies provide coverage for a specific group for a limited, 

specific period of time. The coverage can be for health or disability. 

These policies do not require medical underwriting or even an 

application. Benefits from the policy can be paid to the individual insured 

or assigned to a medical facility providing services. These policies are 

often used by volunteer fire departments, children’s camps, and 

members of school sports teams. 
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Types of Health Insurance 
Providers 
 

Private insurance providers exist is a wide array of organizational formats. 

Private insurance carriers can include mutuals, stock companies, 

reciprocal insurers, home service insurers, and fraternal benefit societies. 

Private insurers can usually write both individual and group health 

insurance. However, the type of company organization can affect the 

type of policies sold, the positioning of the company in the market, even 

the prospects that the company will solicit.  

 

Private insurance carriers employ a reimbursement approach to health 

insurance, meaning that the insured secures his or her own healthcare 

provider and then submits the expenses to the insurance company for 

reimbursement. However, most health policies issued by private insurers 

allow for assignment of benefits. This means that the policy owner can 

have the policy benefits go directly to the provider of medical services. 

 

• Fraternal Benefit Societies 

 

Fraternal benefit societies, also known as “fraternals,” are nonprofit, 

mutual benefit organizations typically based upon shared religious, 

national, or ethnic connections. Fraternals have a lodge system with 

specific rituals. Fraternals usually provide insurance products exclusively to 

members and their spouses and dependents.  
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• Stock Insurance Companies 

 

A stock insurance company is a business that is owned by stockholders. 

Stock insurance companies are private, for-profit organizations that seek 

to provide a favorable return for the stockholders.  

 

• Mutual Insurance Companies 

 

In contrast to a stock insurance company, a mutual insurance company 

is owned by the policy owners. The mutual insurance company is usually 

referred to simply as a “mutual.”  

 

In a mutual, the policy owners are essentially stockholders, and may vote 

on various company issues, such as directorship. In addition, the policy 

owner can share in the operating profit of a mutual. This is done through 

policy dividends, which are a return of a portion of the premiums when 

operation costs, expenses, and mortality have been lower than 

predicted.  

 

Mutuals that declare dividends are said to issue “participating,” or “par” 

policies. Stock companies, on the other hand, do not declare dividends 

and so issue “non-participating,” or “nonpar” policies.69 

 

• Reciprocal Insurers 

 

A reciprocal insurer is an insurance organization in which policy owners 
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insure the risks of other policy owners within the group. Within in this 

format, every member of the reciprocal assumes a portion of the risks of 

the other members. Reciprocals are managed by an attorney-in-fact.  

 

• Home Service 
 

Home service insurers are distinct from the other private insurers listed 

above, all of which can be referred to as “ordinary” insurers. Home 

service insurers, on the other hand, are referred to as “debit” insurers. The 

policies issued by these types of insurers are paid for on weekly basis, and 

the premiums are picked up by the home service agent.  

 

Home service companies issue what are called industrial policies. When 

covering health risks, industrial policies typically provide the following 

benefits: disability income, surgical expense, and accidental death and 

dismemberment (AD & D). The benefit levels for these policies is usually 

very modest, typically in the thousand dollar range.  

 

Healthcare Service Providers 

 

Service providers issue group health insurance coverage. Persons 

covered by a service provider are termed subscribers rather than policy 

owners. In the service provider arrangement, healthcare providers are 

paid directly by the service provider. Service providers can include Blue 

Cross and Blue Shield, Health Maintenance Organizations (HMOs), and 

Preferred Provider Organizations (PPOs).  

                                                                                                                                                                           
69 In the modern insurance world, this distinction has begun to fade and both stock and mutual companies 
can and will issue both  par and  nonpar policies. 
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• Blue Cross and Blue Shield Plans – The 
“Blues” 

 

Blue Cross plans were originally started by hospitals in order to help in the 

collection of payment for services rendered. The first Blue Cross plan was 

founded in 1929 at Baylor University Hospital in Texas. The purpose of a 

Blue Cross plan is to cover hospital services.  

 

The first Blue Shield plans were begun in the Pacific Northwest in 1939 with 

active involvement from the American Medical Association. Blue Shield 

plans are designed to cover surgical and physicians’ expenses. 

 

In order to pay the medical service provider directly, “Blues” 

organizations will establish a contract with hospitals and physicians. The 

contracts will elaborate rates and fees. An insured under this type of plan 

will only be responsible for services that are not covered by the plan. The 

“Blues” organizations provide what is often referred to as traditional 

indemnity insurance. 

 

Blue Cross and Blue Shield are not monolithic entities with single, 

centralized management. Blue Cross and Blue Shield organizations vary 

by region and state. However, these major service providers generally 

work together on a cooperative basis. Today, the majority of Blue Cross 

and Blue Shield organizations have merged.  

 

• Health Maintenance Organizations 
 

Health maintenance organizations, or HMOs, have become a major 
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force in contemporary American healthcare. The first HMO is generally 

considered to be the Western Clinic in Tacoma, Washington. In 1910, this 

clinic began offering pre-paid healthcare benefits through its own 

network of healthcare providers.  

 

Today, the use of HMOs has expanded significantly, and most experts see 

some form of HMO as being the dominant form of healthcare delivery in 

the United States for years to come. HMOs are now involved in providing 

coverage for private groups, Medicare groups, and Medicaid groups.  

 

Because of their rapid growth and expansion into so many varied 

populations, HMOs are in a state of flux. Current HMO structures are now 

often hybrids, and blend many features of different plans together. The 

following will concentrate on the traditional defining elements of the 

HMO and the basic HMO models.  

 

HMOs are similar to the “Blues” plans in that they provide medical and 

healthcare services to subscribing members on a prepaid basis. The HMO 

is typically bound to a specific geographic region, called the service 

area. Medical services are provided for by physicians and hospitals that 

have contracted with the HMO and make up the HMOs healthcare 

network.  

 

Insureds under an HMO plan are usually referred to as “plan subscribers.” 

The prepaid fee that the subscribers pay is fixed and periodic. In most 

cases, plan subscribers do not pay deductibles, however, small copays 

are customary.  
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The benefit services provided by an HMO are usually quite extensive. 

HMOs that are qualified for federal funds for programs such as Medicaid 

are required to offer what are referred to as basic health services. Basic 

health services typically include physician’s services, in-patient and out-

patient hospitalization, maternity care, infant immunizations, emergency 

care, mental healthcare, and preventive health care, including routine 

periodic immunizations.  

 

Other services that an HMO offers are referred to as supplementary 

services. These can include additional mental health services, physical 

therapy and rehabilitation services, out-of-area benefits, dental care, 

skilled nursing care, prescription benefits, etc. 

 

A “typical” HMO plan and its requisite copays could look like 

the following: 

 

Physicians’ Office Visits 

 

• Routine office visits     $25.00 

• Preventive services     $25.00 

 

• Routine mammograms     Covered in full 

• Routine pap smears    Covered in full 

• Maternity care     $25.00 

• Allergy testing     $5.00 
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In-Patient Hospital Care 

 

• Room and board in a semi-private room   20% ($1000 

maximum per individual and $5000 per family) 

• Hospital maternity care     20% ($1000 

maximum per individual and $2000 per family) 

• Obstetric services      20% ($1000 

maximum per individual and $2000 per family) 

• Surgery and related services    20% ($1000 

maximum per individual and $2000 per family) 

 

 

Out-Patient Services 

 

• Out-patient surgery and related services   20% ($500 

maximum per individual and $1000 per family) 

• Radiation therapy      20% ($500 

maximum   per individual and $1000 per family)  

• Diagnostic testing      20% ($500 

maximum per individual and $1000 per family)  

 

Emergency Care 

 

• Emergency care (hospital ER)   $50.00 

• Emergency care (physician’s office)  $50.00 

• Emergency care (urgent care facility)  $25.00 
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Mental Health and Intervention Services 

 

• In-patient mental health services  5 days per    

        year, 50% 

($1000 maximum per 

individual and $2000 

per family) 

• Out-patient mental health services 20 visits per  

        year, 50% 

• In-patient detoxification    50% up to  

        State 

Mandate 

• Out-patient services for alcohol and drug abuse 

20 visits per year, 50% 

up to State Mandate 

Other Services 

 

• Ambulance services    $75 

• Hospice care     30 days  

        covered in full 

• Home healthcare    30 days  

        covered in full 

• Skilled nursing facility    20 days, 20% 

• Durable medical equipment  50% 

• Prosthetics     50% 

• Physical therapy70    30 visits  

        per year, 50% 

                                                           
70 Each of the above benefits is subject to copays and limitations. For example, the ambulance service may 
require a $75 copay. The physical therapy benefit may be limited to 60 days.  
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In addition, an HMO will typically offer a series of benefit plans. The 

difference in the plan may lie in additional benefits, expanded time 

periods of available coverage, reduced or waived copays, or a mixture 

of all these elements. 

 

HMO plans also can offer optional benefit riders. Some typical benefit 

riders for an HMO plan include vision coverage, prescription 

pharmaceutical coverage, chiropractic care, and family continuation 

(usually to age 25).   

 

Because traditional HMOs emphasize preventive care, it is typical for 

them to greatly limit out-of-pocket patient expenses for much routine 

care. In addition, HMO plans generally cover routine physical exams. 

Preventive elements in the HMO coverage plan are often referred to as 

wellness programs. Wellness programs can include screening, smoking 

cessation programs, and counseling services. 

 

Because the insured member of an HMO is essentially a captive client, 

HMOs are required by law to have some form of system for registering 

complaints. This system is required to have a complaint resolution system 

that can respond within 180 days of receiving a complaint. 

 

In addition, all HMOs are required to have an on-going quality assurance 

program in place. The regulations and standards that govern HMOs are 

set forth by the National Committee for Quality Assurance (NCQA). The 

NCQA was started by the HMO industry in 1979, but became an 

independent organization in 1991. Since then, the NCQA has provided 

accreditation for HMOs. Other accrediting bodies for the HMO industry 
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include the Joint Commission on Accreditation of Healthcare 

Organizations (JCAHO). 

 

Another regulatory rule that HMOs must conform with is providing insured 

members with evidence of coverage. This evidence of coverage must be 

submitted within 60 days of enrollment. The document stating evidence 

of coverage must also state the insured member’s coverage benefits, 

applicable limitations, and name of the HMO. 

 

From the above example of a “typical” HMO plan, it is apparent that the 

coverage benefits that an HMO plan can offer are quite extensive. 

Especially when various supplemental benefits and optional rider are 

added, and one can visual a very complete system of coverage. The 

disadvantage of the traditional HMO model, and one that rankles many 

plan subscribers, is two-fold. 

 

 First, the plan subscriber is limited in his or choices of healthcare 

providers. Only hospitals and physicians listed in the HMO provider 

network are available to the insured subscriber under the most favorable 

terms of the HMO plan. Healthcare received outside the HMO network 

will either require a significantly higher or copay, or more likely, will not be 

available for coverage at all.  

 

The second perceived disadvantage of the traditional HMO model is that 

the insured subscriber must select a primary care physician as his or her 

main point of contact for healthcare services. The primary care physician 

acts as a gatekeeper between the insured subscriber the network 

specialists and must be seen before he or she can access their services.  
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Varieties of HMOs 

 

There are five principal forms of HMO organization: staff, group, network, 

IPA, and direct contract. These different organizational formats are 

primarily related to the type of relationship that existed between the 

HMO and the various medical service providers and hospitals providing 

service. As mentioned above, today’s evolving healthcare environment is 

causing many HMOs models to change, and today an HMO may share 

features with several different organizational formats.  

 

• Staff Model HMO 
 

A staff model HMO is also referred to as a closed panel HMO. This HMO is 

one in which the physicians are actual employees of the HMO. It can be 

termed “closed panel” because community physicians that are not 

direct employees of the HMO cannot participate.71 While this type of 

HMO will have staff specialists, it will often out-source less-frequently used 

specialist services. 

 

Staff model HMOs can potentially provide convenience for the insured 

subscriber because all (or the vast majority) of available services are 

located in a single facility (or set of facilities). However, the staff model 

HMO also exacerbates one of the primary “high perception” 

disadvantages of the HMO concept—limited choice. 

 

                                                           
71 Group model HMOs, described below, are also referred to as closed panel HMOs.  
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• Group Model HMO 
 

A group model HMO is one in which a physicians group provides all of the 

physician services to an HMO on a contractual basis. Unlike the staff 

model, the physicians are employees of the physicians group, not the 

HMO. The physicians group will share facilities, equipment, support staff, 

and medical records. Some group model HMOs are referred to as 

independent groups. This form of group model HMO will continue to see 

non-HMO patients. Captive group HMOs, on the other hand, only provide 

services for HMO members. 

 

• Network Model HMO 
 

The network model HMO seeks to solve the problem of limited choice 

that plagues the staff and group model HMOs. The network model 

contracts with several physicians groups. The network model may be 

open or closed panel. If it is closed panel, it will establish contracts with 

only a set number of group practices and not allow community 

physicians to participate. If it is open panel, any physician who meets the 

HMOs and groups credentials criteria is allowed to participate in the plan. 

 

• IPA Model HMO 

 

IPA refers to “independent practice association.” In an IPA, physicians are 

members of a group that is a separate legal entity, but they remain 

individual practioners with individual offices and identities. IPA physicians 

continue to see non-HMO clients, and maintain their own offices, support 

staffs, records, etc. IPAs typically are of two varieties. The first is a 
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conglomeration of community-wide physicians whose association 

membership is not based upon hospital affiliation. The second is based on 

hospital affiliation, and only physicians from designated hospitals enjoy 

association membership.  

 

IPA model HMOs are HMOs that use IPAs to provide medical services for 

their members. This model tends to provide a very broad range of 

medical service providers over a wide geographic area.  

 

• Direct Contract Model HMO 

 

A direct contract model HMO is one in which the HMO maintains direct 

contracts with its medical service providers. Instead of contracting with 

physician group practices and associations, this form of HMO contracts 

directly with individual physicians. The direct contract model typically 

contracts with both primary care physicians and physician specialists. 

 

Preferred Provider Organizations 

 

A preferred provider organizations (PPO) is another form of delivering 

managed care.72 The first PPOs were started in California in 1982. While 

not as well known (or controversial) as HMOs, PPOs have grown steadily in 

usage and popularity.  

 

PPOs are a collection of healthcare providers (hospitals, primary care 

physicians, physician specialists, etc.) that form a coordinated alliance to 

                                                           
72 PPOs can also be referred to as PPAs, or “preferred provider arrangements.” 
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offer medical services to certain groups at pre-arranged prices. The 

groups that typically contract with PPOs are insurance companies, third-

party administrators (TPAs), and employers. 

 

PPOs typically provide hospitalization, physician services, and surgical 

services. A recent innovation is the development of specialty PPOs that 

provide specialized services. A few examples of such specialty PPOs are 

the following: 

 

• Dental services 

 

• Rehabilitation services 

 

• Physical, occupational, and speech therapy 

 

• Prescription drugs 

 

• Chiropractic care 

 

• Skilled nursing facilities 

 

• Home health care 

 

• Mental health and substance abuse 

 

PPOs are different from HMOs in that the medical services provided are 

not pre-paid. Instead, the PPO offers services on a fee-for-service basis. 

Because of the higher patient volume generated by the PPO group, the 
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medical service providers within the network are able to provide services 

at a discounted rate.  

 

The key to this arrangement is the term “within the network.” The insured 

member is not restricted in his or her choice of physician. However, if he 

or she chooses a healthcare option that is outside of the network, some 

form of financial consequence will be in place to act as a disincentive. 

This may come in the form of a higher deductible or a lower 

reimbursement.  

 

In addition to being able to choose one’s healthcare provider, PPOs also 

do not make use of the “gatekeeper” primary physician that typifies the 

HMO design. Unlike many HMO designs, the member physicians of the 

PPO are usually independent practioners. 

 

• Exclusive Provider Organizations 
 

The exclusive provider organization (EPO) is a PPO with limitations. EPOs 

restrict their insured members to participating providers. The EPO 

generally does not cover services that are provided outside the network. 

In addition, some EPOs also make use of a “gatekeeper” primary 

physician. EPOs are not permitted in all states. 

 

• Point of Service Plans  
 

Point of service (POS) plans are hybrids of the traditional HMO and PPO 

models. In this type of plan, the insured member is enrolled in both an 

HMO and a traditional indemnity plan. The insured member is allowed to 
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decide how he or she will access the plan’s benefits. Should he or she 

decide to use the HMO network, all of the typical features of the HMO 

are in place. A “gatekeeper” primary care physician coordinates the 

treatment plan, and out-of-pocket costs are limited to small copays. 

Should the insured member seek treatment outside of the HMO network, 

he or she will face deductibles and coinsurance costs. If the out-of-

network provider does not accept assignment of benefits, the insured 

member also will have to pay the entire cost for services rendered and 

submit the claim for reimbursement. 

 

By combining the best features of the HMO and PPO, the POS is a very 

popular form of managed care. While the majority of insured members 

under a POS plan typically take advantage of the cost savings and use 

the services provided for in the HMO network, the knowledge that the 

insured can go “anywhere” for treatment gives the plan a great deal of 

flexibility.  

 

 

A “typical” POS plan with its “in-network” vs. “out-of-network” 

costs might look like this: 

 

     in-network  out-of-network 

 

Out-Patient Care 

 

• Physician visits   $5.00 copay / Deductible/70% 

• Preventative care   $5.00 copay  /Not covered 

• Well baby care    $5.00 copay  /Not covered 

• Referred specialist use  $5.00 copay  / -- 

• Specialist use without referral Considered out-of-network / 
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        Deductible/70% 

Hospitalization Care  

• In-patient hospitalization          $75.00copay/Deductible/70% 

• Hospital ER care          $25.00 copay/Deductible/70% 

Out-patient Pharmaceuticals  $5.00           Deductible/70% 

 

Deductibles  

 

• Employee    --  $500/year 

• Family     --  $1500/year 

Out-of-Pocket Maximum  

 

• Employee    --  $3000/year 

• Family     --  $7500/year 

 

 

Non-Traditional Forms of Health 
Insurance 
 

As healthcare costs have escalated, employers, small businesses, and 

individuals have been forced to look for various ways to secure health 

insurance coverage. While the various managed care options described 

in the preceding portion of the chapter represent examples of 

healthcare innovation, for various reasons they are not always applicable 

for the smaller-sized client. Additional forms of providing healthcare 

coverage include multiple employer trusts, multiple employer welfare 

arrangements, and self-insurance. 
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• Multiple Employer Trust 

 

A multiple employer trust (MET) is a technique for getting group insurance 

benefits for companies with small numbers of employees, such as two or 

three, and who fall below the minimum number required to form a group. 

METs are also useful for employees whose occupations make them 

difficult to insure due to their high level of injury accidents. Examples of 

such industries are logging and mining.  

 

In order for an MET to work, an employer must join the trust. The trust is 

typically grouped by occupational standards. The employer must then  

receive a joinder agreement stating the relationship between the trust 

and the employer. This agreement also describes the type of insurance 

coverages applicable to the employer’s company. Often the trust will 

provide a wide variety of different coverages, and the employer is not 

required to make all of the possible coverages available to his or her 

employees.  
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Logging Trust 

Mining Trust 

Small Retail 



Core Concepts L/H  

 

 
© American Education Systems, LC 

271 

• Multiple Employer Welfare 
Arrangements 

 

Multiple Employer Welfare Arrangements (MEWA) are a form of MET. 

MEWAs are self-funded and enjoy tax-exempt status. The must be 

licensed to operate by the state department of insurance, and meet the 

following regulatory requirements: 

 

• Be able to provide all necessary administrative services for the benefits 

offered (or hire a third party administrator); 

 

• Represent a minimum of five employers with a minimum of 200 total 

covered employees; 

 

• Carry excess loss insurance73 

 

MEWAs can offer a wide variety of coverage options. These choices 

typically include medical expense coverage, dental coverage, vision 

coverage, and accidental death and dismemberment. As with a MET, 

the employer does not have to offer all of the possible coverages to his or 

her employees.  

 

• Self-Insurance 
 

Another possible method of securing health benefits is through self-

insurance. An example of self-insurance is a labor union self-insuring its 

medical expense coverage through dues contributions.  
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Self insured plans are usually managed by a third party administrator 

(TPA). The TPA will handle all of the paperwork associated with the 

coverage plan. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                                                                                                                                           
73 Under an excess loss insurance plan, the insurer does not participate in the loss until the actual loss 
exceeds a certain amount. 
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Chapter Eight 

Disability Insurance 
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Disability Income Insurance 

 

People will insure their homes, their cars, their things, but they’ll often 

forget to insure the asset that pays for all of these—their ability to earn 

money.  

 

If the insured has a family, the insured probably has life insurance to 

protect them in case he or she dies. But what if the insured doesn’t die? 

What if the insured suffers a stroke tomorrow and can no longer work? 

What if the insured is diagnosed with a debilitating illness?  

 

If the insured died, the insured’s life insurance would pay off. His or her 

family might also get Social Security survivor’s benefits, and they would 

be able to sell any assets the insured had.  

 

But if the insured lives and the insured can no longer earn a living, what 

will happen? Will the family be able to pay the bills? The insured may live 

for many years totally disabled—and, therefore, unable to generate an 

income to pay for the higher medical and living expenses caused by the 

disability.  

 

Did you know that, in the United States, the most common cause of 

mortgage foreclosures is the disability of the borrower?  

 

• The Odds of Becoming Disabled  
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If he or she is like most people, the insured thinks it won’t happen to his or 

her family. But it could. In fact, a person is more likely to become disabled 

than to die at almost any age.  

 

The following chart shows that the risk of becoming disabled during peak 

earning years is substantial—especially for people age 50 and younger. 

And as the insured gets older, the duration of the average disability 

increases—as do the chances that the insured will never totally recover.  

 

By the time he or she is 50, if the insured has a disability that has lasted 

more than 90 days, odds are it will take the insured more than six years to 

recover. For most people who work for a living, this kind of downtime is 

catastrophic. 

The Probability of Disability Compared to Death at Specific Ages 

Age Number per 1,000 

disabled 

Number per 1,000 

dying 

Probability of 

disability 

compared to 

death 

32 6.87 1.74 4 to1 

37 7.75 2.27 3.5 to1 

42 9.46 3.39 2.8 to 1 

47 12.00 5.00 2.4 to 1 

52 15.78 7.36 2 to 1 

Source: Commissioner’s Individual Disability Table and Commissioner’s Standard 

Ordinary Mortality Table  

 

• Lifetime Incomes  

 

Does the insured really need to worry about protecting his or her income? 
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Consider how much the insured could earn between now and age 65.  

 

Potential Earnings to Age 65 

Starting at This 

Age and… 

…At these 

Monthly 

Incomes, 

Earning 

Potential Will 

Be…..$2,000 

$4,000 $6,000 $8,000 

25 $960,000 $1,920,000 $2,880,000 $3,840,000 

30 840,000 1,680,000 2,520,000 3,360,000 

35 720,000 1,440,000 2,160,000 2,880,000 

40 600,000 1,200,000 1,800,000 2,400,000 

45 480,000 960,000 1,440,000 1,920,000 

50 360,000 720,000 1,080,000 1,440,000 

 

The insured’s ability to earn an income could be more than $1 million in 

an average lifetime. And the chart above doesn’t include things like pay 

raises or cost of living increases. 

 

• Resources for the Disabled  
 

Disability income insurance is a form of health insurance that provides a 

weekly or monthly income benefit to replace a portion of the salary or 

wages lost when the insured is unable to work because of an injury or 

illness. If the insured doesn’t have disability income insurance, the insured 

has to rely on other resources to help offset the effects of a disability, such 

as  
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• Cash Savings  

 

• Investments  

 

• Business Assets  

 

• Government Programs  

 

• Borrowing 

 

How long will the insured’s savings last? And how liquid are the insured’s 

investments or business assets? If the insured has an art collection or a car 

collection, it might take months or years to find the right buyer at the right 

price—and the same goes for a business. What is the insured’s family 

going to live on in the meantime?  

 

And who is going to loan the insured enough money to cover the 

insured’s costs during an extended disability? Certainly not a bank, since 

the insured has no way of repaying the loan if the insured isn’t earning a 

living.  

 

What about programs through work? If he or she is an employee, there 

may be some work-related benefits available from a group disability 

plan, a salary continuation plan, employee stock plan, workers 

compensation, etc.  
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But group disability benefits are of short duration—a year or less—and 

cover only a percentage of lost income. These fixed and capped benefit 

plans also tend to discriminate against higher-paid employees.  

 

For example, a group plan might provide benefits equal to 60% of the 

insured’s pay, up to a maximum benefit of $2,000 per month ($24,000 

annually). This may prove to be an adequate benefit if the insured earn 

$40,000 or less per year. But for people earning more, the disability benefit 

is still limited to $24,000 per year. If the insured earns $60,000 annually, 

then the insured’s disability benefit would cover only 40% of the insured’s 

ordinary pay.  

 

An important point about group benefits or work-related plans is that the 

insured merely “rents” this coverage. Benefits are available on the 

condition that the insured continues to be an employee. If the insured 

terminates employment, the insured’s disability benefits also are 

terminated. If a disability strikes between jobs, no work-related benefits 

are provided. 

 

• Workers Compensation and Disability  

 

Workers compensation provides another source of disability income 

benefits—but only if the insured’s accident or sickness is job-related. 

Falling out of bed in the morning and breaking the insured’s arm does not 

constitute a workers compensation claim. Slipping on a wet floor at the 

job site and breaking the insured’s arm is a workers compensation claim.  

 

The intent of the workers compensation system is to make the employer 

liable for occupational disabilities without the insured having to prove 
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that the company was at fault. The insured’s employer either will cover 

such claims out of company funds or elect (as almost all do) to cover this 

risk by means of workers compensation insurance. The laws—and the 

benefits provided—vary somewhat from state to state. But benefits are 

usually low—about $500 a week at most.  

 

• Social Security and Disability  

 

The insured also might think he or she can count on Social Security 

disability income benefits. But it’s not easy to get Social Security 

benefits—and they are generally small. To be eligible for disability benefits 

under Social Security, the insured has to be both “fully insured” and 

“disability insured.”  

 

Fully insured status means that the insured has paid Social Security taxes 

for 40 calendar quarters (10 years).  

 

Disability insured means that the insured has paid Social Security taxes in 

at least 20 out of 40 calendar quarters (5 out of 10 years) prior to filing a 

disability claim.  

 

In addition, the insured must be under age 65, the disability must be 

expected to last for at least 12 months or end in death, and the disability 

must satisfy the definition of total disability in accordance with the Social 

Security law.  

 

Total disability is defined as the inability to engage in any substantial 

gainful activity by reason of a medically determined physical or mental 

disability relative to a person’s education and prior work experience.  
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This means that the insured must be unable to perform the insured’s 

previous job—or any other substantial work that exists in the national 

economy relative to the insured’s age, education and prior work 

experience.  

 

In addition, there is a five-month waiting period before any benefits can 

be paid. In reality, due to the waiting period and the time it takes to 

process an initial claim, the insured probably won’t receive the first Social 

Security claim check until about a year after the onset of the disability—if 

he or she qualifies to collect benefits in the first place. 

 

• Other Coverage Which May Apply  
 

If the insured wasn’t injured on the job, some states (including California, 

Hawaii, New Jersey, New York and Rhode Island) provide state benefits 

for non-occupational disabilities. The amount of the benefits will vary. 

Generally, the state plan will provide 50% to 60% of the insured’s wages 

for a limited period of time—such as six to 12 months.  

 

Yet another form of coverage that could kick in is Accidental Death and 

Dismemberment (AD&D) coverage, which frequently is provided as part 

of an individual or group life insurance contract. AD&D coverage pays a 

“principal sum” (basically, the policy’s face amount) for accidental 

death in accordance with the policy’s provisions and definition of 

accidental death. This same amount is paid if the insured loses use of 

both arms or both legs, or if the insured loses vision in two eyes due to an 

accident. This amount usually is identified as the capital sum if the policy 

is paying an accidental dismemberment benefit.  
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The insured could qualify for coverage under a long-term care (LTC) 

insurance—if the insured has it. It will pay for the care of persons with 

chronic diseases or disabilities, and may include a wide range of health 

and social services provided under the supervision of medical 

professionals.  

 

What about credit insurance?  This policy is issued only if the insured is in 

debt to a creditor. The coverage is limited to the total amount of the 

insured’s indebtedness—but some insurance companies even balk at 

paying that. If he or she is given the choice of purchasing credit 

insurance, for the most part, he or she is better off spending the premium 

money on disability income insurance.  

 

Calculating Disability Income 
Insurance Needs  
 

It is clear that most people cannot rely on any of the other kinds of 

insurance that they may have—or their savings or collections—to help 

them through a prolonged disability. Fortunately, there is a form of 

insurance designed to do just that. It’s aptly called disability income 

insurance.  

 

Disability income insurance (also referred to as loss-of-time insurance) 

pays the insured a weekly or monthly benefit for disabilities due to an 

accident or sickness. The primary purpose of this coverage is to replace 

the loss of personal income due to a disability.  
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Disability income policies are issued on an individual basis—or on a group 

basis, through an employer-sponsored plan, labor union or association. 

Benefits paid are in accordance with the policy’s provisions and, to a 

degree, the insured’s loss of income.  

 

• Figuring Out How Much The insured Needs  
 

Disability income insurance can enable the insured to pay a mortgage 

and other necessary expenses when a total disability due to an accident 

or sickness cuts off the insured’s income. But exactly how much of this 

insurance does the insured needs? To figure this out, the insured will need 

to gather some information. This includes what the insured makes and 

what the insured has to protect.  

 

Usually, it’s best to use a worksheet when conducting a needs analysis. 

This helps the insured consider problems, needs, and objectives 

consistently. It also helps the insured avoid the main problem that 

plagues needs analysis: overlooking something.  

 

What the insured makes is fairly simple to calculate. It’s the amount of 

earned income the insured expects to have during a specific period of 

time. In most cases, insurance companies calculate this number by 

asking what the insured makes in salary and other earned income. A 

good insurance company will ask for some kind of proof of income—like 

an IRS W-2 form or other tax document.  

 

Don’t attempt to fudge these numbers. If they aren’t accurate, the 

insurance company will not have to pay the insured anything in the 

event of a claim. To determine the insured’s disability income insurance 
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needs, the insured also needs to calculate how much the insured needs 

to protect. Among the most common of these issues are educational 

objectives for dependent children, other family needs, business 

objectives and retirement goals.  

 

In greater detail, these are the factors that will impact the insured’s 

disability needs most directly:  

 

• Fixed Obligations. Such expenses as mortgage or rent, car 

payments, utilities, food, installment purchases, insurance 

premiums, etc., must be itemized.  

 

• Variable Expenses. These are the unexpected, non-fixed expenses 

that occur from month-to-month, such as car repairs, medical 

expenses, prescriptions, home repairs, etc. Try to estimate these 

unexpected monthly expenses to the best of the insured’s ability.  

 

• Added Expenses. In addition, there are added expenses due to a 

person’s disability—additional medication, doctors’ bills, prosthetic 

appliances (such as braces), the rental of a hospital bed or a 

wheelchair, hospital bills that are not fully covered by 

hospitalization insurance, etc. 

 

• The Insured’s Resources  
 

Once you know how much the insured makes and how much the insured 

needs to protect, the next question is: Where is the money going to come 

from to pay these various obligations?  
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It is time to examine the insured’s other sources of money. This may 

include:  

 

• Personal Assets. Start with the most liquid asset, the insured’s 

personal savings. Does the insured have any savings? If so, how 

much and how adequate are they for purposes of paying 

expenses? Furthermore, will the insured be willing to use personal 

savings to pay expenses associated with a disability?  

 

• Work-Related Benefits. What type of disability benefits does the 

insured has from the insured’s employer? Is there a formal sick pay 

or salary continuation plan? Does the insured have any 

accumulated sick days?  

 

• Government Benefits. Is the insured eligible for disability benefits 

from Social Security? (Because so many claimants are denied, 

don’t expect to receive any Social Security disability benefits. 

Besides, even if the insured does qualify, it takes nearly a year to 

receive the first check.) What about state disability benefits?  

 

• Non-Earned Income. If the insured owns an apartment building, the 

rents will keep coming in, even if he or she is disabled (although the 

insured might have increased expenses, if the insured has to hire 

someone to take care of things the insured ordinarily does him or 

herself). Other forms of non-earned income include interest 

income, dividends, other rental income, deferred compensation 

and residual commissions, royalties or other miscellaneous income, 

and group disability income insurance. 
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• Charting the Insured’s Needs  
 

Most insurance companies use fairly standard worksheets to determine a 

monthly expense estimate that relates to disability coverage needs.  

 

The worksheets below will help add up the insured’s expenses. Then it will 

help look at the insured’s other sources of funds in the event of a 

disability, and consider the insured’s potential needs, should the insured 

become disabled. If the final income figure is negative, make sure that 

the insured’s expenses are all covered and that the non-earned income 

is absolutely reliable.  

 

For most people, the final income figure will be positive—and probably 

disturbingly large. And remember, this is only a monthly number  

 

Disability Income Needs Assessment 
Worksheet  
 

PART 1  

 

Enter the insured’s monthly expenses related to each of these items and 

add them for Subtotal 1. If possible, average what the insured spent 

during each of the last sixth months. 

 

Expense Average Monthly Expenditure 

Mortgage or rent  
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Utilities  

Phone  

Food  

Auto Expenses/Transportation  

Tuition/Education Expenses  

Clothing  

Loans and installment purchases  

Insurance premiums (car, home, etc.)  

Medical/dental care costs  

Miscellaneous expenses  

Taxes  

Subtotal 1  

 

PART 2  

 

Enter the insured’s monthly income provided by each of the following 

sources of “non-earned income.” For the insurance items, check each 

policy’s maximum benefit. For the other items, average the insured’s 

costs over the last six months, if possible. Add them to come up with 

Subtotal 2. 

 

Source of Income During Disability $ Amount Per Month 

Group disability insurance benefits   

Other insurance benefits  

Interest income   

Dividends   

Rental income  

Deferred compensation, residuals,  
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royalties, etc.  

Subtotal 2  

 

PART 3  

 

Subtract Subtotal 2 from Subtotal 1. This will provide the insured with the 

monthly income figure that the insured needs to insure against disability. 

 

Subtotal 1 

 

 

Subtotal 2 

 

_ 

Total Monthly Income to be Insured 

 

= 

 

• Estimating Loss from Disability  
 

In order to estimate the likely total loss from a disability, refer to the 

disability duration chart below.  

 

The Average Duration of a Disability that Lasts for More Than 90 Days 

Age at Onset Duration in Years 

30 4.7 

35 5.1 

40 5.5 

45 5.8 

50 6.2 

55 6.6 
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Source: Journal of the American Society of Certified Life Underwriters 

 

 

Then multiply the total monthly income the insured needs to insure by the 

average duration of a disability that lasts at least 90 days. 

 

Total monthly income to be insured  

 

 

Average duration of a disability that lasts at least 90 days  x 

Average long-term disability loss  = 

 

 

The key to staying in good financial shape, even while the insured is 

disabled, is covering that monthly figure. Now the insured knows the three 

numbers the insured needs to purchase disability coverage: the total 

monthly income to be insured, the insured’s current monthly earned 

income and the average long-term disability loss. These numbers provide 

a range within which the insured’s income coverage (whether it’s 

disability insurance, Social Security or simple cash savings) should fall. 

 

Disability Income Coverage 
Definitions 
 

A disability, meaning an inability to earn a living due to an illness or 

accident can be defined in different ways. It is important to read each 

policy carefully to determine how disability is defined and limited.  

 

• Sickness or Illness  
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Sickness is usually defined as a disease or illness that first manifests itself 

while the policy is in force. The definition of sickness in the policy also may 

include a reference to pre-existing conditions. Generally, a pre-existing 

condition is any sickness that exists prior to the effective date of the 

policy. The policy wording may be stated like this: Sickness is defined as 

any illness that first manifests itself while the policy is in force or a sickness 

that began prior to the effective date of coverage if it was stated on the 

application for insurance.  

 

The expression first manifests itself does not necessarily imply that a 

condition has been diagnosed or treatment has been given by a doctor. 

Basically, first manifests itself refers to the appearance of symptoms of a 

sickness or disease.   

 

• Accident  
 

The term accident usually is defined as an unintended and unforeseen 

event that results in bodily injury. This is referred to as an accidental bodily 

injury definition and is considered very liberal, since it related the 

definition of an accident to a result that is caused by an unintentional 

event.  

 

Accident can also be defined as any injury caused by accidental means. 

This definition attempts to determine the cause of the loss and whether 

that cause was accidental or intentional. If the cause was accidental, 

then benefits would be payable. If it can be determined that the cause 

was intentional, benefits would not be paid.    
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• Disability Definitions  
 

A disability can be classified as permanent or temporary, and total or 

partial. A permanent disability is one that reduces or eliminates the 

insured’s ability to work for the rest of his or her life. Permanent disability 

results from injury to a limb or organ that is not expected to recover. A 

temporary disability occurs when the insured is unable to work while 

recovering from an illness or injury, but is expected to fully recover from 

that illness or injury. An example might be a broken leg or an illness such 

as a mild heart attack.  

 

Total Disability  

 

Total disability can be defined in a number of different ways, depending 

on how liberal or restrictive the insurance company wants to be. A fairly 

liberal definition of total disability might read as follows:  

 

…the inability to perform the duties of your occupation.  

 

By changing your occupation to any occupation, the entire contract is 

changed.  

There can be any number of variations between these two definitions of 

total disability.  

 

For example, total disability could be defined as:  
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…the inability to perform the duties of your occupation for the first two 

years of a disability and, thereafter, the inability to perform the duties of 

any occupation relative to your education, experience and prior 

economic status.  

 

For instance, Dr. Smith is a neurosurgeon who owns a disability income 

policy. Dr. Smith wakes up one morning and is unable to shave because 

of hand tremors. Needless to say, he is also unable to perform surgery. Dr. 

Smith’s policy contains the “your occupation” definition of total disability. 

Although he never is able to regain the use of his hands well enough to 

do surgery, he eventually becomes a professor of medicine at a local 

university. Although he is paid now as a teacher, he can still continue to 

receive his disability income benefits in addition to his earnings from 

teaching. He is still totally disabled as a neurosurgeon, and in 

accordance with the policy definition, is eligible to receive policy 

benefits.  

 

Let’s look at how a different definition would change this scenario. All the 

same event happen to Dr. Smith, but this time Dr. Smith’s disability income 

policy has the second definition of disability. In this case, he would be 

paid benefits for the first two years, but if he was able to find a teaching 

job after the first two years, he would no longer be eligible to receive 

policy benefits.  

 

Partial Disability  

 

Partial disability is defined as the inability to perform one or more of the 

regular duties of the insured’s occupation. The partial disability benefit is 
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often up to 50% of the payment for total disability for a period of three to 

six months.  

 

 

Residual Disability  

 

Most people who suffer a long-term disability cannot immediately get 

back to work full-time. Most come back to work part-time and increase 

their hours and their duties until they are fully recovered.  

 

A residual disability occurs when the insured continues to suffer either a 

loss of income or a loss of time away when he or she is back to work after 

a disability but not all the way back to work. If there is a residual disability 

benefit in the policy, it will continue to pay disability benefits while the 

insured is not working full-time or while the insured is making 20% less than 

his or her full compensation due to the disability. Different policies will 

define residual disability differently. 

 

Coverage Variables  

 

The following are some of the variables that affect disability income 

insurance. The following are the items the insured can change to raise or 

lower the premium—and to suit the insured’s needs.  

 

• The length of the elimination period (EP). This is the waiting period 

between when the insured makes an income insurance claim and 

when the coverage begins. EPs work much like deductibles in auto 

or homeowners insurance—the larger they are, the cheaper the 
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coverage. If the insured has a substantial amount of savings that 

the insured is willing to spend to support him or herself and his or her 

family in the event of a disability—or if the insured has a short-term 

disability plan through work—the insured can afford to select a 

longer elimination period.  

 

• The length of the benefit period (BP). This is the amount of time that 

the income insurance will pay benefits. It may pay for a year, two 

years, five years or even for the rest of the insured’s life. The longer 

the benefit period, the bigger the risk the insurance company 

takes—so the higher the insured’s premium will be.  

 

• The amount of the monthly benefit. This may be the most important 

factor of all. The bigger the benefit, the more costly the policy. 

 

Finally, there is one other consideration that profoundly affects the 

insured’s rates and the amount of coverage an insurance company will 

provide: the insured’s occupational classification. We’ll cover this in more 

detail later. 

 

• Elimination Periods  

 

Most of these variables can be adjusted to provide for an increase or 

decrease in the premium, and should be considered if the price of the 

policy is a critical factor. For instance, the elimination period is similar to a 

deductible—but it’s a time deductible, instead of a dollar deductible. The 

longer the EP, the smaller the premium. The shorter the EP, the higher the 

premium. Thus, a plan with a 30-day EP will have a considerably higher 

premium than a plan with a 90- or 180-day EP.  



Core Concepts L/H  

 

 
© American Education Systems, LC 

294 

 

An illustration of this trade-off can be seen in the following chart: 

 

The Premium and the Elimination Period: Male, Age 45, $1,000 Monthly 
Benefit Payable to Age 65 

Elimination Period in Days Annual Premium ($) 

30 690 

60 550 

90 495 

 

Usually, a plan with a 60-day EP will cost approximately 20% less than a 

plan with a 30-day EP. Most insurance companies will offer elimination 

periods ranging from 30 days to as long as two years. Even though 

savings in premium can be realized with the longer EP, it may not be in 

the insured’s best interest.  

 

For example, if the insured chooses a 90-day elimination period, the 

insured will not begin to accrue a benefit until the 91st day of a disability. 

However, the insurance company won’t issue a claim check until the end 

of the month. Therefore, the insured will wait roughly 120 days—four 

months—from the onset of the disability before receiving any benefit.  

When determining which elimination period to elect, the insured must 

answer the question, “How long can I go without any income from my 

disability income plan?” The answer to this question will depend on the 

size of the insured’s monthly income insurance need and the amount of 

cash savings or the size of the liquid assets the insured has in reserve.  

 

Every situation is different, but the insured probably will end up choosing 

among 30-, 60- or 90-day elimination periods. A policy with no EP is usually 



Core Concepts L/H  

 

 
© American Education Systems, LC 

295 

very expensive. A policy with more than a 90-day EP usually doesn’t 

begin paying benefits soon enough.  

 

It’s usually a mistake to assume someone who has a higher income can 

live with a longer EP. If the insured makes more money, the insured often 

has bigger expenses—which puts the insured roughly in the same place 

as someone making less money. A corporate executive earning $250,000 

may not have any more liquidity than a worker earning $25,000 per year.  

 

The best way to be sure the insured can live with a longer EP is to make 

sure the insured has short-term disability insurance to cover the insured 

during the wait. This short-term coverage is what’s provided by most 

work-related plans. 

 

• Benefit Periods  
 

Once the insured has figured out what kind of elimination period the 

insured can tolerate, the insured needs to choose the length of time that 

benefits will be paid. The most common benefit periods are one, two, or 

five years and to age 65. In some cases, a lifetime accident and/or 

sickness option may be included in the policy, which extends the benefit 

period for the insured’s lifetime.  

 

Like the elimination period, the benefit period is a reflection of the 

premium the insured pays. The longer the benefit period, the higher the 

cost of the policy. Short benefit periods result in lower premiums, 

especially when they are coupled with long elimination periods. The 

following chart illustrates this concept. 
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The Premium and the Benefit Period: Male, Age 45, $1,000 Monthly Benefit 
Payable to Age 65 

Benefit Period Annual Premium ($) 

1 year 255 

2 years 330 

5 years 510 

To age 65 690 

Lifetime 830 

 

If the insured determines that a 30-day elimination period is adequate, 

then it would be reasonable to consider a two- or five-year benefit 

period. On the other hand, when evaluating the risk of a permanent 

disability the potential loss of income during a to-age-65 benefit period is 

controlling.  

 

Although insurance experts normally discuss disability income benefits in 

terms of monthly amounts, they look at the bigger picture when 

determining the benefit period. The potential loss of income due to a 

permanent and total disability can literally be in the millions of dollars.  

 

For example, a 40-year-old earning $50,000 per year who becomes 

totally disabled stands to lose more than $1.2 million before age 65 if the 

disability becomes permanent.  

And, as we’ve seen, the older the insured is at the onset of a disability, 

the more likely it is that the insured will not recover fully. This possibility 

suggests that the insured should get the longest benefit period possible. 

However, a longer benefit period leads to a larger premium.  
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Following an analysis of all of the facts and the insured’s needs, the 

deciding factor may well be the cost of the policy. In this case, ask: 

Should the insured use the insured’s resources to pay for a shorter 

elimination period or use the premiums to cover a longer benefit period? 

 

• Monthly Benefit Amounts  
 

The next factor to consider is the amount of the monthly benefit. While it 

would be nice to make more money if the insured was disabled than if 

the insured was working, this is not an option. The insurance company 

does not want to encourage the insured to stay home.  

 

The insurance company uses what are known as issue and participation 

limits to determine the maximum amount of monthly benefits that may be 

issued. (Any state laws on the subject also would come into play.) 

Typically, this limit will be a predetermined percentage—such as 70% or 

75% of the insured’s earned income (before taxes).  

 

Another factor that determines the amount of the benefit is the existence 

of any other disability income coverage in force. On the application for 

insurance, the insured must indicate the name of the insurance company 

and particulars regarding the additional coverage. Any other coverage 

will cause the amount requested to be limited.  

 

For example, assume that Company A will issue disability coverage up to 

70% of a person’s gross earned income. In addition, it will participate with 

other insurance companies’ coverage up to this 70% maximum.  
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Diane, a pharmacist, earns $3,000 per month. She may purchase 

disability income up to 70% of her earned income—or $2,100 per month. 

However, she indicates on her application that she has other coverage 

with Company X in the amount of $1,000 per month. The maximum 

coverage that Company A will issue is an additional $1,100 per month. 

Company A is participating with Company X, and total benefits are 

limited to Company A’s issue and participation limits of 70% of earned 

income.  

 

A third factor that can limit a policy’s benefit amount is the insured’s non-

earned income. Typically, if a person has non-earned income amounting 

to $15,000 or more each year, the insurer will want to reduce the benefit 

amount.  

 

A high net worth also can reduce the insured’s need for disability 

insurance—and the insurance company’s desire to provide it for the 

insured. If he or she a multi-millionaire, then he or she is basically self-

insured and probably doesn’t need disability income insurance. The 

insured’s personal and/or business assets should provide plenty of 

protection. The insurance company is aware of this: It may decline 

coverage for a person with a high net worth—or offer some small token 

benefit.  

 

In short, when an insurance company’s issue and participation limits are 

70% of gross earned income, this amount probably will be very close to 

the insured’s net income—or take-home pay after taxes. In this way, the 

loss is made relatively whole again. If the insured was to get more than 

the equivalent of the insured’s take-home pay, the insurance offers the 
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insured a disincentive to return to work and encourages the insured to 

commit fraud. 

  

 

Policy Provisions and Exclusions  

 

A disability insurance policy, like any other insurance policy has many 

provisions and options. Some of these provisions are required by the state 

to be included in the policy. Other provisions are at the discretion of the 

insurer. In addition, some options and riders may be included or not, 

depending on the needs of the insured. We will look at the general 

provisions, required provisions and other common provisions found in the 

health insurance policy contract.  

 

• General Provisions  

 

Virtually every insurance policy has an insuring clause, a discussion of 

consideration, and clauses referring to renewal or policy termination. We 

will discuss these here, and you will see that there are some modifications 

to these in the required provisions section that follows. 

 

Insuring Clause  

 

The insuring clause is usually the first clause in the policy because it names 

the insurer and generally describes what losses will be covered. It states 

the insurer’s agreement to pay benefits under the policy and under what 

conditions these benefits will be paid.  
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Consideration  

 

Consideration is what the insured gives for the agreement by the insurer 

to pay benefits. The consideration is usually the truthfulness of the 

statements made on the application and premium payments.  

 

Renewability  

 

Most disability policies are written for one-year terms. Whether or not they 

can be renewed at the option of the insured is dependent on what type 

of renewability clause is found in the policy provisions. There you will 

generally find one of five types of renewability provisions. These are listed 

and described below in order from least desirable to most desirable for 

the insured.  

 

Cancelable. This type of policy can be cancelled at any time with written 

notice from the insurer and a refund of premiums paid but not yet 

earned. Claims covered under the policy must still be paid.   

 

Optionally renewable. The insurer may only cancel a policy at the time it 

is up for renewal, usually annually. Or, optionally, and insurer may agree 

to renew the policy, but increase the premium upon renewal.  

 

Conditionally renewable. In this case, a policy may be cancelled at the 

annual renewal date, but only for conditions specified in the policy. For 

instance, a policy might be renewable for a 55-year-old male, but 

cancelable if the individual is no longer working full-time.  
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Guaranteed renewable. These policies are guaranteed to be renewed 

every year until the insured reaches a certain age. The insurer has the 

right to increase policy premiums at annual renewal date.  

 

Noncancellable. The insurer may not cancel these policies, nor can it 

increase the premium during the life of the policy.  

 

• Required Provisions  

 

In this section we look at contract provisions that are mandatory in most 

states.  

 

• Entire Contract  
 

This provision says that the entire contract between the insurer and 

insured is incorporated in the application, the policy and any attached 

riders. The provision also says that the contract cannot be changed 

unless specifically authorized by an officer of the insurer, so that it is made 

clear that statements made by or to the agent cannot make changes in 

the contract between the insurer and insured.  

 

• Incontestable Clause  
 

Also referred to as the Time Limit on Certain Defenses clause, this limits the 

amount of time the insurer has to discover misrepresentations or 

misstatements on the application form and use these to deny coverage 

under the policy. The insurer has two years to find a material 

misrepresentation and void the contract. The insured has two or three 
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years (depending on the state) to void a policy due to misstatements on 

the application form. The insured also cannot deny a claim based on 

preexisting conditions after the policy has been in force for two years, 

unless that condition was specifically excluded from coverage.    

 

The only exception to these rules is fraud. The insurer can void an 

insurance contract for fraud at any time with no statue of limitations.  

 

• Grace Period  

 

The grace period prevents an insurer from canceling a policy for 

nonpayment of premium immediately. It gives the policy owner a 30-day 

grace period after the premium is due to pay the premium and keeps 

the insurance in force.  

 

• Reinstatement  

 

If a policy has lapsed due to nonpayment of premium, this clause allows 

for it to be put back in force. In some cases an insurer will reinstate a 

policy if the insured pays the past due premiums. In other cases, the 

insurer may require that the insured submit a new application and again 

prove insurability.  

 

• Notice of Claim  

 

A policyholder, as a provision of the policy, must notify the agent or 

company of any claim within 20 days of loss or as soon as reasonably 
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possible. A disability policy may require that the insured notify the insurer 

of continuing disability every six months, if the policy is for a long term 

disability of two years or more.  

 

• Claim Forms  
 

One the insurer has been notified of a claim, it has 15 days to send claim 

forms to the insured. If it does not, the insured will be assumed to have 

satisfied all proof of loss requirements.  

 

• Proof of Loss  
 

Proof of loss is documentation of a loss supplied to the insurer by the 

insured. These may include a death certificate or medical records. Proof 

of loss is required within 90 days of the loss or within a reasonable time up 

to one year if circumstances prevent meeting the 90-day requirement.  

 

• Time of Payment of Claims  
 

The insurer is required to pay claims immediately upon receipt of the 

proof of loss. Immediately for insurance policy purposes, generally gives 

to insurer 30 to 60 days.  

 

• Payment of Claims  
 

Claims are generally paid directly to the insured but this section of the 

policy specifies that. It also specifies that if the payments are not to be 
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made to the insured, that they will be made to the insured’s beneficiary 

(in the case of the insured’s death) or directly to the medical provider in 

some situations.  

 

• Physical Exam and Autopsy  
 

This provision permits the insurer to examine the insured or perform an 

autopsy in the case of the insured’s death, at the insurer’s expense. This 

allows an insurer to verify the insured’s illness, injury, or cause of death 

before claims are paid.  

 

• Legal Actions  
 

With this provision, an insured not satisfied with claim payment may only 

bring legal action against an insurer after 60 days after the proof of loss is 

filed with the insurer so that the insurer has time to further investigate the 

claim. In addition, an insured may only sue an insurer up to three years 

after the time the proof of loss is required to be filed.  

 

• Change of Beneficiary  
 

Any policy that asks for the insured to name a beneficiary must also allow 

the insured to change that beneficiary. The insured may change the 

beneficiary at any time unless he or she has named an irrevocable 

beneficiary.  

 

• Optional Policy Provisions  
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Although they are not required, there are many other provisions insurers 

include in disability insurance policies, most to limit coverage. 

 

Change of Occupation  

 

Health insurance, and especially disability insurance, policies are often 

based on the insured’s occupation. An insurance company will charge 

one premium for a disability policy for an office worker, and probably a 

very different premium for a coal miner (if it would issue the policy at all). 

This policy provision allows the insurer to change benefits if the insured’s 

occupation changes during the life of the policy, even after a claim has 

been filed.  

 

Misstatement of Age  

 

Benefits and premiums are generally calculated based on the age of the 

insured. If the insured misstates his or her age on the application form, this 

allows the insured to keep the insurance, but to only receive the benefit 

that the premiums paid would have purchased at the insured’s correct 

age.  

 

Free Look  

 

This clause allows the insured to take a “free look” at a health insurance 

policy after it is issued and return it for a full premium refund if he or she 

decides not to keep the policy. The free look period is usually either 10 

days or 30 days. If the policy is returned, the insurer is not liable for any 

claims during the free look period.  
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Waiver of Premium  

 

This provision recognizes that if an insured is disabled, he or she would be 

using the disability benefit to pay ongoing disability policy premiums. The 

provision says that if an insured is totally disabled for a specified period of 

time, he or she no longer has to make premium payments. If the insured 

recovers, and is no longer being paid disability benefits, the insured will 

go back to being required to pay policy premiums.  

 

Preexisting Conditions  

 

Insurance is intended to pay for unexpected illnesses or injuries, so if an 

illness could be expected, and insurer may try to eliminate coverage for 

a set period of time, usually six months to one year. For instance, it may 

not cover any expenses related to pregnancy until your coverage has 

been in effect for one year.  

 

However, under the Health Insurance Portability and Accountability Act, 

a pre-existing condition is covered without a waiting period when you 

join a new group plan if you have been insured the previous 12 months.  

 

Recurrent Disability  

 

If the insured suffers a disability that is related to an earlier disability this is 

called a recurrent disability. If an insured suffers a recurrent disability 

within six months of the first, he or she does not have to satisfy an 

elimination period for a second time.  
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Illegal Occupation  

 

The insurer states in this provision, that it will not pay benefits if injury 

occurs because the insured was involved in a felony or the insured’s 

occupation is not legal.  

 

Intoxicants and Narcotics  

 

The insurer states in this provision, that it will not pay benefits if injury 

occurs because of consumption of alcohol or use of illegal drugs.  

 

Relation of Earnings to Insurance  

 

The insurance company wants to be sure that it doesn’t create an 

incentive for an insured to stay on disability by providing more in benefits 

than an insured would earn working. The insurer will only allow the insured 

to purchase insurance that would create benefits of 60% to 70% of his or 

her average earnings. In case the insured has purchased more insurance 

than this, the insurer can decrease the benefit to the insured’s average 

monthly income for one or two years prior to the disability.  

 

Unpaid Premium  

 

This provision allows the insurer to deduct any premium still unpaid from 

any disability benefit that would otherwise be paid to the insured.  

 

Conformity with State Statutes  
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This provision says that if what a state statute requires is contrary to what is 

written in the policy, the policy shall be construed as if it were conforming 

to all state statutes.  

 

 

• Limitations and Exclusions  
 

There are only a few exclusions or limitations common in disability policies. 

They include:  

 

• War – losses due to war, whether declared or undeclared  

 

• Self Inflicted Injury – since intentional self-inflicted injuries are not 

accidental, they are not covered  

 

• Aviation – usually this limitation only applies to commercial pilots, 

and a pilot or a passenger of a private, unscheduled aircraft.  

 

• Optional Policy Benefits and Riders 

 

When an insured is considering an income insurance package, the final 

ingredient is the inclusion of any optional policy benefits. And disability 

income policies provide a smorgasbord of options.  

 

The additional premium charged for most of the optional benefits 

described here is relatively low. Depending on the option, the additional 

cost might range from $100 to $500 annually.  
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• Future Increase Option  

 

This option also may be referred to as the Guaranteed Insurability Option 

or  

Guaranteed Purchase Option, since it enables the insured to purchase 

additional disability income protection—regardless of the insured’s 

insurability—at specified future dates.  

 

This benefit comes with several limitations:  

 

• The premium charged for the future coverage will be based on the 

insured’s age at the time of purchase—not the insured’s age when 

the policy was originally issued.  

 

• The insured will be able to purchase only a specified, 

predetermined amount of additional disability coverage at each 

option date (many insurance companies limit the amount of 

additional coverage available to half the original amount.)  

 

• The insured’s earned income must warrant additional coverage. 

 

There are a specific number of option dates on which the insured may 

purchase additional coverage. Usually, these option dates will be every 

two or three years from ages 25 to 40—or, sometimes, to age 50. The 

insured’s insurance company may arbitrarily select these dates, or they 

may coincide with the insured’s birthday, marriage or births of children.  

 

For example, George, age 24, earns $3,000 per month and currently has 

a disability income policy that provides a monthly benefit of $2,000. His 
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company’s issue and participation limits are 70% of monthly earnings. His 

policy contains a future increase option, which allows George to 

purchase an additional benefit of $300 per month on his 25th, 28th, 31st, 

34th, 37th and 40th birthdays—plus upon marriage and the birth of 

children.  

 

George doesn’t see any increase in his salary by the time he turns 25, so 

he’s unable to exercise the $300 option amount ($2,300 in benefits would 

exceed 70% of his monthly salary).  

 

However, when he turns 28, George is making $3,500 a month. He can 

exercise the $300 increase ($2,300 is less than 70% of his monthly salary). A 

year later, George gets another raise and gets married. With his salary at 

$4,000 a month, he can exercise his option again—and increase the 

monthly benefit to $2,600.  

 

• Cost of Living Benefit  
 

The purchasing power of fixed disability benefits may be eroded due to 

inflation and increases in the cost of living. To protect against these 

trends, most insurance companies will offer an optional cost of living 

benefit.  

 

Under this option, the insured’s monthly disability benefit automatically 

will be increased as needed, once the insured is on claim. Typically, this 

increase will occur after the insured is on claim for 12 months—and each 

12-month period thereafter—as long as the insured remains on claim.  
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Once he or she off claim, the total disability benefit reverts back to the 

original amount.  

 

Many insurance companies will permit a person to buy back the 

additional monthly benefit when coming off claim. This means the 

insured’s available disability benefit will be increased to include the cost 

of living adjustments—and the premium charged will be increased to 

reflect the bigger benefit.  

 

For example, Lucy has a disability income policy with a $1,000 monthly 

benefit and a cost of living benefit. She’s totally disabled for five years 

and gets a 5% cost of living increase each year. During her time on claim, 

she gets a $200 per month increase in her disability benefit. Eventually, 

she recovers from her disability and can return to work. When she does, 

she can pay a slightly higher disability premium and keep the extra $200 

a month in force.  

 

If the insured buys back a cost of living increase, the additional premium 

will be based on the insured’s age at the time of the buy back.  

 

• Lifetime Benefits Option  

 

This option extends the insured’s benefit period from age 65 to the 

insured’s lifetime. This extension may apply to accident only benefits or to 

accident and sickness benefits. Normally, it means that if the total 

disability is due to an accident and it occurs prior to age 65, benefits will 

be paid for the rest of the insured’s life, provided the insured remains 

totally disabled.  

 



Core Concepts L/H  

 

 
© American Education Systems, LC 

312 

Most companies will place some time limitations for the lifetime sickness 

benefit. That is, the disabling sickness must begin prior to a specified age, 

such as 50 or 55. A policy providing lifetime sickness benefits might state 

the following: if total disability, due to sickness, begins at age 55 or earlier, 

then total disability benefits will be paid for the lifetime of the insured. If 

total disability begins at age:  

 

• 56—total benefits are paid to age 65, then 90% of the benefit will 

be paid for the lifetime of the insured;  

 

• 57—total benefits are paid to age 65; then 80% of the benefit for 

the lifetime of the insured;  

 

• 58—total benefits are paid to age 65; then 70% of the benefit for 

the lifetime of the insured; and so on. 

 

The progression of benefits would continue in this manner until age 65. If 

the total disability began at age 65 (typically, the policy is not renewed 

past age 65), then the payment of total disability benefits would be 

limited to one or two years.    

 

• Rehabilitation Benefits  

 

Rehabilitation benefits are an optional coverage that can be purchased 

with a disability income policy and an optional benefit that can be 

claimed under most workers compensation systems. As a result of a 

disability, the insured may not be able to return to the work the insured 

was doing before, but the insured may be able to work another job. 
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However, moving to a new job or career may necessitate some 

vocational training.  

If the insured elects to participate in vocational rehabilitation, total 

disability benefits will continue as long as the insured is actively 

participating in the training program and remains totally disabled.  

 

Some insurers may provide a lump sum payment for vocational training. 

Whether a lump sum or a monthly payment, this benefit enables the 

insured to take positive steps toward returning to work. Thus, this option 

benefits both the insured and the insurance company.   

 

• Social Security Riders  

 

The Social Security Administration defines total disability as the inability to 

perform any substantial gainful work. In addition, the disability must be 

expected to last at least 12 months or end in death. Clearly, this is a very 

conservative definition of total disability.  

 

As a result, the Social Security Administration denies about two-thirds of 

the disability claims filed each year. For that reason, many people buy 

special disability coverage that will take effect whenever Social Security 

won’t.  

 

This coverage may be called a Social Security Rider or simply an 

Additional Monthly Benefit (AMB) Rider. Regardless of the name, the 

purpose is the same—to provide additional disability income benefits 

during the first year of a claim, while the insured is waiting for Social 

Security to begin.  
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These riders also are used to complement other disability income sources, 

such as short-term group disability benefits provided through an 

employer.  

 

There are two different methods by which a rider may provide benefits:  

 

• All or Nothing Rider. Under this concept, the insured will be paid a 

benefit if Social Security pays nothing. Conversely, if Social Security 

provides any benefit, then the rider pays nothing. 

 

• Offset Rider. The benefit provided by the rider will be reduced, or 

offset, by the amount of any benefit provided by Social Security. 

 

The Additional Monthly Benefit rider also can be used to complement 

group disability coverage. For example, Jack has a short-term group 

disability benefit through work. This provides him with a benefit of $1,000 

per month for a period of one year, after which no benefit is provided.  

 

Jack needs and can qualify for a disability income benefit of $1,500 per 

month, payable to age 65. To coordinate his individual plan with the 

group plan, Jack should purchase a $1,500 total disability benefit 

payable to age 65 with a one-year EP. This will take over when his group 

coverage stops. He also should buy a $500 Additional Monthly Benefit 

Rider with a 30-day EP and a benefit period of one year. This will 

supplement his group policy.  

 

• Hospital Confinement Rider  
 

Ordinarily, the insured has to wait until the elimination period has been 
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satisfied to begin collecting any disability benefits. However, the hospital 

confinement rider will begin paying the regular total disability benefit 

during the elimination period, if the insured is hospitalized. However, the 

benefits will be paid only as long as the insured is in the hospital.  

 

Example: Sean has a disability income policy with a 30-day elimination 

period and a $1,000 monthly benefit for total disability, payable to age 

65. He also has the hospital confinement option. He is hospitalized for 

minor surgery for a period of two days. Following the hospitalization, he 

returns to work within three days. Sean can claim total disability benefits 

for the period of two days. The amount paid will be 2/30 of $1,000—or 

$67.  

 

• Non-Disabling Injury Rider  
 

This option does not pay a disability benefit. Rather, it provides for the 

payment of medical expenses incurred due to an injury that does not 

result in total disability. In short, it’s a form of health insurance.  

 

Example: Arthur has a disability income policy that includes the non-

disabling injury benefit. He’s injured in a recreational baseball game at a 

picnic. He is taken to the hospital for X-rays and treatment for a badly 

sprained ankle. He incurs medical expenses totaling $550, but returns to 

work the next day. He doesn’t receive any disability income benefits, but 

he would be reimbursed $550 for his non-disabling injury.  

 

This is a kind of coverage that makes most sense for people who have 

trouble qualifying for traditional health insurance. It is a kind of loophole 

for insuring medical costs.  
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• Waiver of Premium  

 

This rider specifies that, in the event of a disability, premiums will be 

waived retroactively to the date of the disability. The waiver usually 

requires permanent and total disability, though some policies allow 

broader claims.  

 

A caveat: Many people assume that all forms of insurance include this 

kind of waiver. Unless they include it specifically, almost none do.  

 

• Accidental Death and Dismemberment  
 

Like stand-alone accidental death and dismemberment insurance, 

AD&D riders include a death benefit, which is payable in the event of 

death resulting from accidental bodily injury. A companion coverage is 

provided for loss of limbs or sight, often called dismemberment coverage.  

 

When the insured buys this additional coverage, the insurance company 

will attach a schedule that lists various dismemberments and losses of 

sight for which specified sums will be paid. The sums payable usually are 

expressed as percentages of the death benefit limit, or sometimes as 

percentages of a limit in the policy known as the principal or capital sum.  

 

The intent of the dismemberment feature is to provide the insured with a 

lump sum that will help the insured through any period of rehabilitation or 

pay for training for work other than what the insured used to do.  
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In some cases, however, the insured might be disabled for a while and—

during the disability—suffer one of the losses listed in the schedule. In this 

situation, the insured would be paid disability income up to the time of 

the loss of limb or sight only, and then the insured would receive the lump 

sum.  

 

Most company policies provide that, even if the insured is not disabled 

after an accident, if a loss of limb or sight occurs within 90 days of the 

date of the accident, the sums in the schedule will be paid.  

 

• Presumptive Disability  

 

This benefit usually is considered optional and provides for total disability 

benefits to be paid if an injury or sickness causes the insured the total and 

irrecoverable loss of:  

 

• speech;  

 

• hearing in both ears;  

 

• sight in both eyes; or  

 

• use of bodily limbs (hands, legs, etc.). 

 

So, if the insured has a stroke and—as a result—loses the ability to speak, 

the insured has suffered a presumptive disability and would be entitled to 

total disability benefits for the duration of the benefit period.  
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Usually, the requirement that the insured be under the care of a physician 

is waived due to the nature of presumptive disabilities.  

 

The claims process typically is simplified with presumptive disabilities. 

Normally, when the insured has a disability claim, the insured and an 

attending physician must complete a claims form periodically—every 

month or once a quarter—for the duration of the claim.  

 

For a presumptive disability claim, there is a single claims form to be 

completed at the onset of the claim. Due to the severity of the disability, 

no further claims forms usually are needed.  

 

Underwriting and Rating  

 

It is important to understand how insurance companies price disability 

insurance coverage and how they make underwriting decisions.  

 

 

• Information to Make the Underwriting Decision  

 

The insurance company’s sources of information include:  

 

• the agent, also known as a field underwriter;  

 

• the application—including the agent’s statement;  

 

• inspection reports;  
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• medical information and attending physician’s reports; and  

 

• other information, such as occupational or a vocational 

questionnaires. 

 

The field underwriter is usually the only person who actually sees the 

insured. So, it’s his or her job to deal with subjective or personal issues—

and to provide the insurance company with clear and accurate 

information about the insured.  

 

• Application  

 

In this process, one of the agent’s most important responsibilities is the 

completion of the insurance application. It contains such information as:  

 

• the insured’s age and sex;  

 

• the insured’s occupational history;  

 

• information about any unusual hobbies or avocations the insured 

may have;  

 

• the insured’s past medical history, the insured’s family’s medical 

history and current physical condition;  

 

• the insured’s moral habits;  

 

• information regarding other insurance that the insured owns; and  
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• the insured’s net worth. 

 

• Personal Interview  
 

After the insured has submitted a disability insurance application, a 

trained interviewer usually performs a personal interview. The interview 

normally is completed over the telephone.  

 

Generally, the purpose of the interview is to verify application 

information. Specifically, data regarding medical history, hobbies and 

occupational duties may have to be explained or additional information 

may need to be gathered through this report. (The insured will be notified 

of this interview in advance. Typically, this is done in writing.) 

 

• Underwriting Decisions  

 

Underwriting decisions of whether to accept a risk and how to price it 

look at a variety of factors that are discussed below. 

 

• Age and Sex  
 

From the perspective of the insurance company, the insured’s age and 

sex are important. This is especially true regarding gender.  

 

A fact that most people find surprising is women become disabled more 

frequently than men do. Therefore, women present a higher disability risk. 

This is opposite to most trends in the life insurance market—where women 

are usually a lower risk.  
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Insurance experts have various theories about why women make 

disability claims more often than men do. The most common: Women 

pay more attention to their health than men do—and, therefore, use 

disability insurance more frequently. This contributes to their longer life 

expectancy and lower life insurance rates. They also get pregnant 

occasionally.  

 

Whatever the reason, the underwriting impact remains clear: Because 

women pose a bigger disability risk, the disability income premiums for 

women are usually higher than for men.  

 

Age is also a factor in pricing coverage, because the duration of a 

disability generally increases as the insured gets older. The body does not 

respond to trauma as it did when the insured was younger. For example, 

small children can experience major accidents or sicknesses and 

“bounce back” much more quickly than older people.  

 

Another factor that might increase the duration of disabilities among 

older people is motivation. Insurance companies that do a lot of business 

in disability coverage claim that older people sometimes subconsciously 

decide to ease their way into retirement as a result of a disability. 

According to this scenario, a 55- or 60-year-old simply may not be as 

motivated to return to work following a serious disability.  

 

• Occupational Classification  
 

The kind of work the insured does is a very important factor that affects 

the cost and structure of disability income insurance. Most insurance 

companies group jobs according to the risk of injury they pose. These 
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groups typically are identified as Classes 1, 2, 3 and 4 or A, B, C and D. 

Class 1 (or A) occupations are the least hazardous and Class 4 (or D) 

occupations are the most hazardous.  

 

The following illustrates a typical occupational classification table.  

 

Occupational Classifications  

 

Class 1: Physicians, dentists, lawyers, accountants, school teachers, 

actuaries, insurance sales representatives, corporate officers, most 

engineers, architects, corporate executives.  

 

Class 2: General clerical employees, bank tellers, inside salespersons, 

outside salespersons with limited travel, most building contractors (office 

duties only), barbers, electricians (no high voltage work), chemists, 

registered nurses, practical nurses.  

 

Class 3: Bartenders, waiters and waitresses, cooks, gas station attendants, 

salespersons with extensive travel, high-voltage electricians, plumbers, 

mechanics, most factory workers.  

 

Class 4: Bridge workers, construction workers, truck drivers, sanitation 

workers, fire fighters, police personnel, mine workers, tree trimmers, 

window washers.  

 

If the insured worked in a Class 3 or 4 occupation, an insurance company 

will multiply the base rate for coverage by a factor of anything from 1.1 

to 3.0 to determine the premium the insured has to pay. These multiples 
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usually will be determined, at least in part, by a company’s claims history 

for particular occupations.  

 

Pricing models for disability income insurance are not standard. Different 

insurance companies will sometimes classify the same job differently. And 

the multiples that one insurance company applies to job classifications 

may be different than those used by another company.  

 

Another occupational pricing factor: An accident or sickness that would 

be considered minor for someone in most occupations could be totally 

disabling in other jobs. For example, a beautician with an infected finger 

due to a torn cuticle might be unable to perform the duties of her 

occupation and be disabled. A bank president with an infected finger is 

not likely to be totally disabled. Therefore, in this context, a beautician 

would present a higher occupational risk than a bank president.  

 

The benefit amount also may be restricted by occupation. For example, 

a doctor may be able to purchase up to $15,000 a month of disability 

income protection, but a plumber who may have the same earned 

income as the doctor is limited to a maximum benefit of $5,000 per 

month—due to the higher occupational risk to which the doctor is 

subject. Still other restrictions or limitations may apply due to a person’s 

occupation. For example, a fire fighter may have a restricted maximum 

benefit amount—and only may be able to purchase a disability income 

policy with a maximum benefit period of two years and nothing shorter 

than a 90-day EP, due to the occupational risks involved.  

 

Sometimes, there is a range of risks within a given occupation. For 

instance, a salesperson working in a clothing store does not present any 
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unusual degree of risk—but a traveling salesperson who drives 60,000 to 

80,000 miles per year is exposed to a much higher level of risk.  

 

• Hobbies  
 

Even if the insured’s occupation is relatively risk-free, what about the 

insured’s hobbies? Such hobbies as skin diving, scuba diving, sky diving 

and auto racing are certainly more hazardous than golf or tennis. For this 

reason, the insurance company will ask if the insured has any high-risk 

hobbies when it’s considering the insured’s application for disability 

income. If the insured answers yes, the insured will have to fill out an 

avocation questionnaire, providing more specific information about the 

insured’s hobby.  

 

Example: Gail worked her way through school as a scuba diving 

instructor. Now, as a marketing executive for a computer software 

company, she still dives occasionally—on weekends, vacations and 

whenever else time allows. After she submits an application for disability 

insurance, the company writes back to her and asks her to fill out a 

questionnaire about her hobby. It includes questions about the location 

of these dives, frequency, depths, etc.  

 

The insurance company may determine that Gail dives occasionally 

enough that the hobby doesn’t pose much of an additional risk. More 

likely, though, it will determine that her diving does make her more likely 

to suffer a disabling injury.  
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The company may sell Gail the policy. But it probably will add a 

surcharge to her premiums to reflect the added risk that scuba diving 

presents.  

 

• Medical Profile 
  

Naturally, the insurance company will be interested in the insured’s 

medical history and the insured’s current condition. If the insured has 

chronic back problems, the insured obviously is more likely to become 

disabled than if the insured is completely healthy.  

 

Most disability insurance companies ask the insured about the insured’s 

medical history—and the insured’s family’s—on a policy application. They 

also may ask the insured to take a physical exam (usually at the 

company’s expense).  

 

If the insured has to have a physical examination performed by a doctor 

in lieu of simply answering medical questions, the insured’s application 

normally is referred to as a medical application. If the company obtains 

medical information simply by reviewing answers to questions on the 

application, it is referred to as a non-medical application. Depending on 

the medical problem, the insured’s personal physician may be asked to 

complete an Attending Physician’s Statement. The purpose of this report 

is to provide more detailed information about the insured’s medical 

history or current physical condition.  

 

Past medical history refers to what was; current physical condition refers 

to what is. These two factors, plus hereditary traits—such as heart disease 

or diabetes—would indicate what will be (or a prognosis for the future).  
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Example: Ralph has just been given a clean bill of health following a 

physical exam. A week later, he has a severe heart attack and becomes 

totally disabled.  

 

How can this happen? The family physician normally is looking at the 

patient today—at a specific moment in time. It is entirely possible that at 

that precise moment, Ralph appeared to be in excellent condition.  

 

He came from a family with a history of heart problems, though. And for 

many years he had been overweight, with a high cholesterol diet and a 

sedentary lifestyle. Even though he had trimmed down a bit before his 

physical, he was a candidate for heart problems.  

 

Due to the evasive nature of disability, an insurance company will look at 

the insured’s medical history and the insured’s family’s medical history, as 

well as the insured’s current condition, in its attempt to determine 

whether there is any unusual physical or medical risk involved.  

 

• Moral Hazards and Morale Hazards  

 

An insurance company will also try to determine whether or not the 

insured presents a moral hazard or a morale hazard—that is, whether the 

insured behaves in a way or have chosen a lifestyle that suggests the 

insured might have claims problems or that invites disability risks.  

 

A person who presents a moral hazard might be the type who would file 

a fraudulent disability claim in times of financial distress. The old insurance 

industry saying “pain doesn’t show up on an X-ray” gets to the issue of 
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moral hazard. A disability policyholder could claim a whiplash neck injury 

as the result of a relatively minor auto accident—when, in fact, he is not 

disabled. Any tendency to use the disability income policy wrongfully is 

an example of a moral hazard.  

 

In determining whether the insured poses a moral hazard, the insurance 

company will look to see if the insured has had the insured’s driver’s 

license suspended or revoked, or if the insured has a history of substance 

abuse or a record of criminal activities. In addition to moral hazards, a 

disability insurance company also will try to avoid insuring any morale 

hazards. A morale hazard is an indifferent attitude displayed by a person 

that increases the risk of loss. From an insurance company’s point of view, 

a person who regularly receives speeding tickets might be demonstrating 

an indifferent attitude toward the risk of injury due to high speeds.  

 

Again, the policy application is the main mechanism by which a 

company evaluates moral or morale hazards. If the company does 

conclude that the insured poses either of these additional risks, it will add 

a surcharge to the disability premium or—more likely—decline the 

application.  

 

• Other Insurance  

 

Another factor that impacts how much a disability insurance company 

will charge for coverage is how much—and what kind—of other 

insurance person carries. Once it has obtained accurate information 

regarding the amount, elimination period and benefit period of other 

coverage the insured carries, the company will price its policy 

accordingly.  
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The company’s goal in this process is to prevent over insurance. The 

company also wants to make sure that it generates enough premium 

income from the policy to cover—on average—a maximum benefit 

claim.  

 

• Net Worth  

 

The insured’s total net worth also may affect the amount and price of 

disability income coverage a company will sell the insured. A person with 

$1 million in the bank probably doesn’t need disability income insurance.  

 

The amount of total net worth and the liquidity of such assets will 

determine whether a reduced amount of disability coverage will be 

issued—or no coverage at all. If the insured’s assets are easily marketable 

or if the insured has a large amount of unearned income, then the 

underwriter may decide that the insured is not eligible for any coverage.  

 

For example, Joe is an orthopedic surgeon who earns $120,000 a year. His 

insurance company’s issue and participation limit is 60% of earned 

income. It characterizes him as a Class 1 occupational risk. So, at this 

stage, Joe would be insurable for $6,000 a month of disability income 

coverage.  

 

But Joe also has about $60,000 a year of unearned income from rental 

properties, interest and dividends. This complicates things.  

 

The combination of $6,000 of monthly disability coverage plus $60,000 

annually of unearned income may remove Joe’s incentive to return to 
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work. Joe’s insurance company therefore may reduce the amount of 

disability income protection it will sell him to reflect the impact of his 

unearned income. It could decide to issue Joe only $3,000 per month of 

disability income coverage. 

 

• Standard and Substandard Risks  
 

Once all the information has been reviewed, an insurance company 

makes a decision about the acceptance of the risk.  

 

Most applicants are classified as standard risks, which basically means 

that they fit the profile of an average policyholder. In these cases, a 

policy will be issued as applied for by the applicant. The rate or premium 

charged will be the standard premium relative to the person’s age, sex 

and occupation—as well as the benefit amount, elimination period and 

benefit period selected.  

 

Occasionally, an applicant for disability income will be classified as a 

substandard risk. This usually results from a problem with one or more of 

the factors we have considered—such as a past or current medical 

problem or evidence of a moral hazard.  

 

One point mentioned before bears repeating: The factors that impact 

disability insurance coverage are different than the factors that might 

influence life insurance or other coverages.  If the insured has a history of 

back problems, the insured might have no trouble getting life insurance—

but a lot of trouble getting disability insurance. The insured won’t usually 

die due to a backache, but the insured certainly could become disabled 

because of one.  
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If the insured is classified as a substandard disability risk, an insurance 

company has several alternatives available for issuing a special policy:  

 

• an extra premium may be charged whereby the coverage is 

issued as applied for and the higher premium is used to 

compensate for the higher risk involved;  

 

• a rider may be attached to the policy, modifying the coverage (a 

full exclusion rider is used when the nature of the condition is likely 

to result in recurrent disabilities—for example, a full back exclusion 

rider may be used for people with chronic back disorders);  

 

• a qualified condition exclusion rider may be used to exclude 

coverage for a specified medical problem for a specified period of 

time;  

 

• the company may change the elimination or benefit period for 

disabilities related to a particular medical condition, (example, 

Larry has a disability income policy with a 30-day elimination 

period—and a rider that calls for a 90-day elimination period for 

any disability due to a gall bladder disorder. The insurance 

company will cover a disability due to gall stones, but no benefits 

would be paid until after 90 days);  

 

• the insurance company may increase the elimination period or 

shorten the benefit period for the whole policy to compensate for 

the medical disorder (example: Ellen has a problem with ulcers and 

applies for disability income protection with a 30-day elimination 
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period and a to-age-65 benefit period; due to the nature of the 

disorder, her insurance company decides to issue Ellen a policy 

with a 180-day elimination period and a five-year benefit period). 

 

Of course, a final alternative available to the insurance company is 

simply to deny coverage.  

 

• Policy Premiums  

 

A disability income insurance policy is priced according to the insured’s 

age, sex, occupation and health—factors the insured can’t typically 

change.  

 

But as with other types of insurance there are other factors that the 

insured can change that will affect the policy’s premium—and help the 

insured customize the benefits to suit the insured’s needs. These factors 

are the length of the elimination period, the length of the benefit period 

and the benefit amount.  

 

The following chart illustrates these points. 

 

Objective Action 

Lower the Premium Reduce the benefit period 

 Increase the elimination period 

 Reduce the benefit amount 

 Eliminate optional benefits 

Raise the premium Increase the benefit period 

 Raise the premium 

 Increase the benefit period 
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The price of the insured’s policy is also affected by any optional 

coverages.  

 

Group Coverage  

 

Many people have at least a small amount of disability income insurance 

through benefits offered by their employers. These group disability 

income policies (like group life policies) are underwritten on very liberal 

terms.  

 

• Types of Coverage  
 

Group policies can be either short-term or long-term. Short-term policies 

have a waiting period of 3 days to two weeks, and a short benefit period, 

usually from three months to one year. The maximum benefits are often 

low as well.  

 

Long-term coverage may be intended to follow short-term policies (or 

state short-term disability coverage). The waiting periods are usually from 

two weeks to one year.  

 

Benefits are usually payable to age 65. The definition of disability is very 

important with a long-term policy. Benefits may be limited for own 

occupation to a few years, and any occupation after that. Benefit 

amounts are typically from 50% to 70% of income earned prior to the 

disability.  
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• Group Underwriting  

 

Coverage is usually provided without any reference to an individual’s 

medical information. Most insurance companies, however, will require 

that a certain number of employees participate in a group plan (such as 

10, 25, etc.) for that plan to be issued without evidence of insurability.  

 

The insurance company will concentrate on such group factors as 

occupational duties, industry type and the amounts of disability income 

being offered. Due to the nature or risk of an occupation, the insurance 

company may limit or refuse to write group disability income coverage 

for certain groups—such as for the mining industry, the lumber industry, 

the entertainment industry, etc. Generally the only personal information 

required will be the insured’s address, social security number and certain 

work-related information.  

 

Group disability coverage usually will be limited to not more than 70% of 

the insured’s earned income and subject to a low maximum benefit—

such as $1,000 or $2,000 per month for a year.  

 

Because there is no medical underwriting involved with group cases, the 

underwriter’s primary job is to protect against overinsurance or large 

amounts of coverage and adverse selection against the insurance 

company.  

 

Adverse selection occurs when an insurance policy encourages people 

with the highest risk profiles to use the coverage—and encourages those 

with lower risk profiles to find more cost-effective insurance.  
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To avoid adverse selection, the insurance company may limit the amount 

of coverage offered, decline to write the group policy at all or offer the 

coverage on a non-occupational basis. Non-occupational coverage will 

not offer benefits for work-related disabilities. 

  

• Association Coverage  
 

Although not group insurance, strictly speaking, association coverage—

offered to members of a trade association or other group—has some of 

the same underwriting characteristics as group coverage. Association 

coverage might be described as individual policies administered as 

group insurance.  

 

Most association plans require some medical underwriting or what is 

sometimes referred to as simplified or progressive underwriting. 

Association underwriting may take the form of three or four medical 

questions asked of the individual. Due to the size of the association 

membership, relatively minor medical problems may be overlooked and 

policies issued.  

 

Nevertheless, even with simplified underwriting, it is possible for a member 

to be declined for the insurance—unless the association offers a 

guaranteed-issue plan. In addition, the underwriting procedure is 

simplified by the fact that there are limits as to the amount of coverage 

that may be issued, as well as the length of the elimination and benefit 

periods. There is also no need to occupationally classify association 

members, since they all have essentially the same occupation, which is 

normally low risk.  
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Premiums for association coverage normally are banded by age and 

amount. For example, everyone between the ages of 25 and 30 pays the 

same premium for a 30-day elimination period and a $1,000 monthly 

benefit payable to age 65. From age 31 to 35, a new band of premiums 

would be used, and so on.  

 

Another underwriting consideration with regard to association coverages 

pertains to the place where the association member conducts his or her 

business. Normally, individuals who work out of their homes cannot qualify 

for disability income coverage because it is difficult to determine if, in 

fact, they do become disabled. Their workplace is also their recovery 

place—and, thus, a conflict arises. Often, the underwriter simply may 

decline to offer this type of association any coverage at all.  

 

Tax Treatment of Disability 
Insurance  
 

• Individual Disability Coverage  
 

For individually purchased disability policies, premiums are not tax 

deductible. And it follows, then, that benefits are not taxable. This is 

another reason that disability benefits do not equal 100% of the disabled 

person’s previous salary – he or she does not have to pay income tax on 

the benefits received like he or she would have to pay income tax on a 

regular salary.   
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• Group Disability Coverage  

 

An employer can deduct all premiums paid for disability insurance on 

employees as a business expense, provided the employer is not the 

beneficiary of the policy (benefits are payable to the employees, not the 

employer). The value of the coverage provided by the employer is not 

considered taxable income to the employee.  

 

Benefits, however, are taxable to the employee. This is important to 

remember when calculating whether group coverage is adequate to 

meet all the individual’s income needs.  

 

But payments for permanent losses under accidental death and 

dismemberment coverage (such as loss of a limb or bodily function, loss 

of sight or hearing, or permanent disfigurement) are not included as 

taxable income to the employee, regardless of who paid the premium.  

 

Issues in Disability Insurance 

 

• Cost Containment  

 

Managed care systems have had a major impact in controlling costs and 

returning injured workers to their jobs. Case management is where one 

individual, the case manager, follows a disability claim case from start to 

finish, helping select the best care providers as the case progresses from 

hospitals to doctors visits to rehabilitation.  
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One of the reasons costs have gotten out of hand has been that the 

employee was learning the system at the same time as he or she was 

healing from an injury. The case manager can direct the employee to 

best use the system’s resources, but also with an eye to keeping costs as 

low as possible.  

 

• Return to Work Programs  

 

A return to work program is another way employers can help reduce the 

costs of disability claims. The quicker an employer can help an employee 

return to work, the less the insurer will have to pay in disability benefits. But 

return to work programs benefit employees as well. Studies have shown 

that the longer an injured worker stays away from the workplace, the 

harder it is to return. Things change, and it is hard psychologically to face 

the changes and get back into working again.  

 

Sometimes employees just don’t think they can do it – they get used to 

thinking of themselves as ill or injured. Encouraging employees and 

making it possible for them to do productive work is an important job of 

the case manager. Once an employee has recovered from the initial 

injury or illness, it will be up to the case manager or social worker, 

employer, and employee to set a strategy to return the employee to 

work as soon as possible.  

 

It is important to identify returning to work as a goal, even if the employee 

can’t return immediately (or ever) to his or her prior job. First, it will be 

important to determine what the employee can eventually do at 

maximum recovery, and what the employee can do now. How do those 

things fit with the job description of the employee’s former job? Will the 
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employee eventually be able to do all the duties of the job, just some of 

the duties of the job, or none of the duties of the job? If the employee will 

eventually be able to get back to his or her old job, then a program 

might be designed to do other work, or part of the job in the meantime, 

with meaningful weekly goals for progress back to the old work.  

 

If the employee will only eventually be able to do part of the old job, 

then it might be important to look for alternative jobs in the workplace, 

and for the employee to consider what type of retraining might be 

needed to do that new job well.  

 

Finally, if the employee can do none of the duties of the old job, clearly, 

a new job will be part of a return to work program. Communication 

between all parties is pivotal to success. The caseworker must continue to 

contact with the employee beyond the rehabilitation stage and into the 

transition from perhaps part-time into full-time work.  

 

It is vital that all involved understand the potentially enormous 

psychological barriers that face an employee in adjusting to their new, 

perhaps short-term or even long-term disability. The employee may be 

concerned about just getting to work, managing pain or inability to 

function well in the workplace. The family may be concerned about the 

employee going back to work “too soon”.  

 

While the ultimate goal is for the employee to get back to his or her prior 

job full-time, there are a number of steps that can be taken before the 

employee is ready to do that. To be considered are:  

 

• Part-time work, with time off to do rehabilitation necessary  
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• Old job but with modifications  

 

• Different job using some of the same skills as the old job  

 

• Retraining for a completely new job  

 

• New job in the workplace 

 

It is important for the employee to be back in the workplace, in whatever 

way that employee can be helped to do so.  

 

• Integrated Disability Management  

 

Another attempt to reduce the total costs of employee injuries and 

illnesses has been to put health care coverage and workers 

compensation together to get a merged system that takes care of the 

employee regardless of the origins of illness or injury. This is called 

integrated disability management (or 24-hour coverage) and combines:  

 

• Workers compensation  

 

• Short term disability  

 

• Long term disability 

 

An integrated system removes the need to term an injury work-related or 

not. It keeps the focus on providing the best care to the employee and 

returning them to work as soon as possible.  
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While integrating these coverages may be a way to reduce some of the 

administrative paperwork involved in having three different systems, it will 

not help an employer reduce workers compensation claims unless it is 

part of an overall emphasis on injury prevention through attention to 

safety in the workplace. What it can do is bring all the safety education 

and return to work philosophies that have traditionally been part of 

workers compensation to the area of disability as well.  

 

One key decision for a company considering integration of its programs is 

how widely it offers short and long-term disability plans. Workers 

compensation must be available to all employees, but disability 

programs are a benefit that is not required by law. If a company believes 

in or has already offered all or most employees short and/or long term 

disability, integration may make sense.  

 

A company must also be ready to devote resources to training those 

individuals who work with employee benefits on knowing how to deal 

with injured or disabled employees. Case managers must understand 

how to look at job descriptions and determine what employees are and 

are not able to do, and how to create transitional programs for 

employees returning to work.  

 

Not all states yet allow this combination of coverages. Currently, only 13 

states allow workers compensation to be combined with other health 

programs. California is the state that has the most employers using 

Integrated Disability Management.  
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• Fraud and Hard to Diagnose Illnesses  

 

One of the most difficult parts of disability income coverage is detecting 

fraud and abuse and differentiating between abuse and hard to 

diagnose illnesses.  

 

These have classically been back problems, followed by repetitive 

motion injuries such as carpal tunnel syndrome. Then came stress and 

mental health problems. Most recently have been various non-descript 

disorders stemming from exposures to chemicals.  

 

Insurance companies are experiencing a high frequency of claims 

coming from the professional market due to psychological stress. A 

person who makes a stress claim is less likely to return to the stressful 

environment of his or her former occupation – lengthening the disability.  

 

Stress tends to be associated with the higher-salaried, professional 

occupations, so many insurance companies have found themselves left 

with expensive, difficult-to-measure disability income claims. 

 

A Case in Point:  

 

Harold Lewis was first diagnosed with severe depression in 1979. He was treated 

at the time and able to return to his work at the time. In 1984, he took a job for 

Kmart, doing so well that he ultimately became a store manager in Winchester, 

Virginia. During this time, in 1986, he purchased a long-term disability policy. 

Kmart offered the policy that was with Aetna Insurance Company. It was not 

paid for by Kmart – Lewis paid all policy premiums himself.  
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In 1995, Mr. Lewis was again diagnosed with severe depression and was 

hospitalized for the condition. When he was released from the hospital, his 

psychiatrist advised him not to return to work. He applied for benefits under his 

long-term disability policy and was approved.  

 

What Mr. Lewis didn’t realize was that the policy had a cap on mental or 

nervous disorders of 24 months. Other types of disabilities were eligible for 

benefits until age 65. His benefits ended in 1997.  

 

Mr. Lewis believed his mental disorder had a physical source as an illness, and 

sued Kmart in U.S. District court saying that he was the victim of discrimination 

against him because of his disability in violation of the Americans with Disabilites 

Act (ADA).  

 

The court ruled on June 11, 1998 that Kmart had violated the ADA by offering a 

benefit plan that discriminated against those with mental illnesses. The court 

ordered Kmart to provide long-term disability benefits for mental illnesses 

equivalent to those with physical illnesses.  

 

Kmart appealed immediately and won on appeal. On June 16, 1999 the 

appeals court reversed that position and found that ”our federal disability 

statutes ensure that disabled persons are treated evenly in relation to 

nondisabled persons. (But) our federal disability statutes are not designed to 

ensure that persons with one type of disability are treated the same as persons 

with another type of disability.”  

 

“(W)e hold that …. (the) ADA does not require a long-term disability plan that is 

sponsored by a private employer to provide the same level of benefits for 
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mental and physical disabilities. Accordingly, we vacate the district court's 

memorandum opinion filed on June 11, 1998, its final judgment in favor of Lewis, 

and remand with instructions to enter judgment in favor of Kmart.” 

 

 

Conclusions 

 

Disability income insurance is designed to protect one’s most important 

asset – the ability to earn an income. It’s a form of health insurance that 

provides periodic payments when the insured is unable to work because 

of an injury or illness.  

 

People will insure their home, cars, and possessions, but they’ll often 

forget to insured the asset that pays for all of these –their ability to earn 

money.  

 

Insurers offering disability income policies are trying to find better ways to 

control claims. The once-liberal contract provisions are being 

reevaluated due to the numbers of claims for stress and other difficult to 

diagnose disorders.  

 

Diversified marketing efforts will help spread the claims risk over larger 

groups of insured people, as well as providing competitive and fair 

disability income insurance policies for all occupational classes.  

 

The most important trend in disability insurance is that more people are 

becoming aware of its importance and the likelihood of disability.  
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Government plays a major role in American healthcare through Social 

Security, Medicare and Medicaid. While these programs are vitally 

important for a large number of people, they are often misunderstood 

and frequently confused. Even though an insurance agent will not be 

able to sell this form of insurance, it is important that he or she 

understands how they operate and be able to dispel some of the 

confusion surrounding them when necessary. Especially when working 

with older clients, an understanding of Medicare is vital to properly sell 

such products as Medicare Supplement Expense insurance and Long 

Term Care insurance. 

 

Government Healthcare 
Programs – An Overview 
 

• Health Insurance for the Poor --  
Medicaid 

 

Medicaid is a welfare program. It is based on poverty-level qualifications.  

The Medicaid population tends to be completely uninsured and less 

healthy then the general population, and their healthcare is usually crisis-

oriented. Medicaid benefits include hospital care, nursing and physician 

services, prescriptions, diagnostic services, etc. Medicaid is funded by 

state governments (with some federal assistance), and administered by 

the states.  

 

• Social Security 
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Social Security came into being through the efforts of Franklin Delano 

Roosevelt. The purpose of the Social Security was to address social needs 

during the Great Depression. The original Social Security Act was passed 

in 1935 and focused on retirement benefits. This section of Social Security 

is referred to as Old Age, Survivors and Disability Income (OASDI).  

 

• The Disability Role of OASDI 

 

For the purposes of health insurance, OASDI offers a disability benefit. The 

disability benefit is usually equal to a person’s Social Security retirement 

benefits. In order to qualify for Social Security disability, one must meet 

the following requirements: 

 

• Be insured for disability income benefits74 

• Be less than 65 years of age 

• Expect the disability to last at least twelve months and/or end in death 

• File all necessary and appropriate forms with the Social Security 

Administration 

• Satisfy a five-month elimination period 

• Satisfy Social Security’s definition of total disability 

 

Social Security defines “total disability” as the inability to engage in any 

substantial gainful activity due to a medically determined physical or 

mental disability relative to one’s education and prior work experience.  

 

                                                           
74 This does not mean the applicant must possess a private disability income insurance policy. Rather, this 
means that the applicant must be fully insured under Social Security requirements. In order to be fully 
insured under Social Security, one must demonstrate payment of Social Security taxes for at least 40 
calendar quarters, and have paid Social Security taxes in at least five of the ten years prior to becoming 
disabled.  
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Social Security is not limited to providing disability benefits. The Act was 

amended to include the following programs: Unemployment Insurance, 

Black Lung Benefits, Supplemental Security Income (SSI), and Medicare. 

 

• Health Insurance for the Elderly – 
Medicare 

 

Medicare is an outgrowth of the original Social Security legislation, and 

came into being in 1966. Medicare is a federal program financed 

through payroll taxes. Its purpose is threefold:  

 

1. Pay for hospital and medical expense insurance for those over 65 

 

2. Pay for hospital and medical expense insurance for persons (of any 

age) suffering from chronic kidney disease 

 

3. Pay for hospital and medical expense insurance for persons receiving 

Social Security disability benefits 

 

Medicare consists of two parts: Medicare Part A and Medicare Part B. 

Part A is compulsory hospitalization coverage. “Compulsory” means that 

it is an entitlement: all workers that are covered by Social Security (which 

effectively means the overwhelming majority of all persons) are entitled 

to this benefit. 

 

Part B is an additional program provided on a voluntary basis for a 

monthly premium. Part B’s benefits are referred to as supplementary 

medical insurance.  
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Medicare Part A Coverages 

 

Medicare hospital insurance helps pay for four kinds of care: 

 

• In-patient hospital care 

 

• Medically necessary in-patient care in a skilled nursing home 

 

• Home health care 

 

• Hospice care 

 

• Hospital Insurance (HI) 

 

Medicare hospital insurance helps pay for in-patient hospital care when 

the following conditions have been met: 

 

• A physician prescribes in-patient hospital care for treatment of the 

patient’s illness or injury 

 

• The patient requires the kind of care that can only be provided in a 

hospital 

 

• The Utilization Review Committee of the hospital (or a peer Review 

Organization) does not disapprove of the patient’s stay 

 

• The hospital is participating in the Medicare program 
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When the above four conditions are met, Medicare will pay for unlimited 

medically necessary in-patient care after payment of the benefit period 

deductible. This type of care usually entails the following: 

 

• Room and board 

 

• General nursing services 

 

• Intensive care expenses 

 

• Rehabilitation expenses 

 

• Miscellaneous expenses 

 

There are, however, some exceptions to this benefit. The first exception 

has to do with psychiatric care. The Medicare in-patient hospitalization 

benefit can pay for no more than 190 days of care in a participating 

psychiatric hospital in an individual’s lifetime.  

 

The second exception concerns medical care outside of the United 

States. In most cases, Medicare will not pay for hospitalization or medical 

services outside the United States and its territories (i.e. Puerto Rico, 

Guam, the Virgin Islands, etc.) In certain situations, Medicare can help 

pay for care in Canadian and Mexican hospitals. In order for this to 

occur, the following requirements must be met: 

 

• The person needing emergency treatment is in the United States when 

the emergency occurs and a Canadian or Mexican hospital is closer 
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than the nearest American hospital that can provide necessary 

services 

 

• The person needing treatment lives in the United States and a 

Canadian or Mexican hospital is closer to where the person resides 

than the nearest American hospital that can provide necessary 

treatment, regardless of whether the situation is an emergency 

 

• The person is in Canada traveling by the most direct route to or 

from Alaska and another state and an emergency occurs that 

requires immediate admittance into a Canadian hospital 

 

When hospital insurance covers the in-patient stay in a Canadian or 

Mexican hospital, the medical insurance can cover necessary physician’s 

services and usage of an ambulance. Should the hospital not submit the 

claim to Medicare, any Social Security office can help the patient get 

Medicare payment for any received services covered by Medicare.  

 

• Skilled Nursing Care 

 

Medicare Part A benefits can be used for skilled nursing care. In order for 

Medicare to pay for skilled nursing care benefits, the patient’s condition 

must require 24-hour skilled nursing care that can only be provided by a 

skilled nursing care facility. A skilled nursing facility is a specially qualified 

facility with the staff and equipment necessary to provide appropriate 

nursing and rehabilitative care. In order for Medicare to provide payment 

for services rendered at a skilled nursing care facility, the facility must be 

certified to participate in Medicare. 
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Medicare certification of a facility is absolutely vital, and it should be 

understood that the majority of nursing homes in America are not skilled 

nursing facilities. In addition, many nursing homes that do qualify as skilled 

nursing homes are not Medicare certified.  

 

Medicare hospital insurance will pay for care in a skilled nursing facility 

when both of the following conditions are met: 

 

• A physician certifies that the patient needs, and actually receives, 

skilled nursing and/or rehabilitative care on a daily basis 

 

• The Medicare intermediary or the facility’s Utilization Review 

Committee does not disapprove the patient’s stay 

 

In this context, skilled nursing care means that the care provided is only 

performed by or under the supervision of licensed nursing personnel. 

Skilled rehabilitative services may include such services as physical 

therapy. All such services must be based upon a physician’s instructions 

and/or care plan. 

 

The hospitalization insurance provided by Part A of Medicare will not pay 

for a patient’s stay if the need for nursing care is primarily custodial. 

Custodial care is defined as providing assistance with activities of daily 

living (bathing, toileting, eating, etc.), and does not need to be 

performed by licensed nursing personnel. 

 

Medicare Part A will pay for the following services when a patient is in a 

skilled nursing facility: 
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• A semi-private room 

 

• Regular nursing services 

 

• Rehabilitation services (physical, occupational, and speech therapy) 

 

• Meals, including special diets 

 

• Drugs furnished by the facility during the patient’s stay 

 

• Blood transfusions  

 

• Physical appliances (e.g. wheelchairs) 

 

• Necessary medical supplies 

 

Services that will be excluded coverage include the following: 

 

• Convenience items (e.g. televisions, radios, newspapers, etc.) 

 

• Private room charges (unless deemed medically necessary) 

 

• Private nurses 

 

• Custodial care services for persons with chronic, long term illnesses 

or disabilities 

 

Medicare Part A also does not cover physician’s expenses while the 

patient is at a skilled nursing facility; these services are paid for by Part B.  
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It is possible for a patient to disagree with either Medicare’s refusal to pay 

for services or the amount that Medicare pays on a claim. In these 

situations, the patient may follow a specified appeals process to 

challenge the decision. 

 

• Home Health Care 

 

If a person needs part-time skilled health care in his or her home for the 

treatment of an illness or injury, Medicare will pay for certain covered 

home health visits by a participating home health agency.75 Medicare 

Part A will pay for home health visits when all of the following conditions 

are met: 

 

• The required care includes intermittent skilled nursing care, physical 

therapy, or speech therapy 

 

• The patient is confined to the home 

 

• A physician orders home health care for the patient and supplies a 

home health plan 

 

 

• The home health agency providing services participates in Medicare 

 

                                                           
75 A home health agency is a public or private agency that specializes in giving skilled nursing services 
and therapeutic service. A facility that mainly provides skilled nursing or rehabilitative services cannot be 
considered a patient’s home. 
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After all the above conditions are met, home health care services may 

be submitted to either Part A or Part B of Medicare. When the patient no 

longer requires intermittent skilled nursing care, physical therapy, or 

speech therapy, Medicare payments can continue if the patient still 

requires occupational therapy.  

 

When the patient qualifies for home health care, Medicare can pay for 

the following services: 

 

• Part-time/intermittent skilled nursing care 

 

• Physical therapy 

 

• Speech therapy 

 

• Occupational therapy 

 

• Medical social services 

 

• Medical supplies 

 

• Durable medical equipment (at 80 percent of approved purchase 

cost) 

 

Medicare can pay for the full amount of approved costs for all covered 

home health visits; the patient will be charged for any services or costs 

that Medicare excludes. There is no deductible for home health care 

services. There is also no co-pay for home health care services except for 
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durable medical equipment. Approved costs for durable medical 

equipment requires a twenty percent co-pay. 

 

With home health care, the patient rarely will see a bill for an approved 

service. In most cases, the home health agency submits all claims. 

 

• Hospice Care 

 

Hospice care seeks to provide pain relief, symptom management, and 

supportive services to terminally ill patients and their families. Hospice 

care can be provided by a public agency or a private organization. 

Medicare Part A will help pay for hospice care if the following 

requirements are met: 

 

• A physician certifies a patient is terminally ill 

 

• The patient chooses to receive care from a hospice rather than 

standard Medicare benefits for a terminal illness 

 

• The care is provided by a hospice program that participates in 

Medicare 

 

Medicare Part A will pay for two 90-day benefit periods of hospice care, 

and one subsequent 30-day period. A beneficiary may disenroll from the 

hospice during any benefit period and return to regular Medicare 

coverage. The beneficiary may then go back to hospice care if another 

benefit period is available (the remainder of the previous benefit period 

would be lost and is not applicable to the new benefit period).  
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Hospice care does not carry a deductible. The beneficiary does not pay 

for Medicare covered services for the terminal illness, but is responsible for 

coinsurance amounts on out-patient drugs and in-patient respite care.76 

The patient is responsible for five percent of the cost of out-patient drugs 

or $5 toward each prescription, whichever is less. The patient is also 

responsible for five percent of the Medicare allowed rate for in-patient 

respite care. Each respite care stay is limited to no more than five 

consecutive days. 

 

When receiving hospice care, if a patient requires treatment for a 

condition that is not related to the terminal illness, Medicare will continue 

to pay for all necessary covered services under the standard benefit 

program.  

 

Medicare-allowable services for hospice care include the following: 

 

• Physician services 

 

• Nursing services 

 

• Physical therapy, occupational therapy, an speech therapy services 

 

• Home health aide and homemaker services 

 

• Drugs 

 

• Medical supplies and appliances 

 

                                                           
76 Respite care is short term in-patient stay designed to give temporary relief to the primary home care-
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• Short term in-patient care 

 

• Respite care 

 

• Medical social services 

 

• Counseling 

 

The hospice benefit is oriented toward pain relief and pain management. 

It will not pay for treatments other than those expressly intended for pain 

relief and pain management of symptoms related to a terminal illness. 

 

• Coverage of Blood Under Hospital 
Insurance 

 

Medicare Part A will help pay for blood (whole blood or units of packed 

red blood cells), and blood components. It will also pay for the cost of 

blood processing and administration. If a patient receives blood as an in-

patient of a hospital or skilled nursing facility, Part A can pay these costs. 

However, Part A will not pay for any non-replacement fees charged for 

the first three pints of whole blood or units of packaged red cells per 

calendar year.77  

 

The patient is responsible for the non-replacement fees for the first three 

pints or units of blood furnished by a hospital or skilled nursing facility. If 

the patient is charged with non-replacement fees, the patient has the 

option of either paying the fees or having the blood replaced. If the 

                                                                                                                                                                           
giver. 
77 The non-replacement fee is the charge some hospitals and skilled nursing facilities make for blood that 
is not replaced. 
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patient chooses to replace the blood, he or she can either make the 

replacement personally or arrange to have it replaced.78 A skilled nursing 

facility cannot charge a patient for any of the first three pints of blood 

that he or she replaces or arranges to have replaced.  

 

• Exclusions to Medicare Part A 
 

While the benefits and services available through Medicare Part A are 

numerous, there is also a large number of exclusions. The following forms 

of care and services do not receive coverage: 

 

• Custodial care 

 

• Care that does not meet the “reasonable and necessary” standards 

of Medicare 

 

• Cosmetic surgery 

 

• Chiropractic care 

 

• Dental care 

 

• Drugs and medicines purchases not prescribed by a physician 

 

• Eyeglasses  

 

• Eye exams aimed at prescribing, fitting, or changing eyeglasses 

                                                           
78 Blood may be replaced by another qualified person or a Blood Assurance Plan. 
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• Foot care that is of a routine nature 

 

• Hearing aids 

 

• Hearing examinations aimed at prescribing, fitting, or changing 

hearing aids 

 

• Homemaker services 

 

• Immunizations 

 

• Injections that are readily self-administered (e.g. insulin) 

 

• Long term care 

 

• Meals delivered to the patient’s home 

 

• Naturopathic services (i.e. non-approved herbal therapies, 

accupuncture, aromatherapy, etc.) 

 

• Nursing care on full-time basis in one’s home 

 

• Orthopedic shoes (unless part of a leg brace and included in the 

orthopedist’s charge) 

 

• Personal convenience items 
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• Physical examinations and their related tests (when the exams are 

routine) 

 

• Private duty nurses 

 

• Private rooms 

 

• Services of any nature performed by immediate relatives or member’s 

of the patient’s household 

 

• Services payable by another government program 

 

• Medicare Part B Coverages 
 

Part B of Medicare is referred to as Medicare Medical Insurance. It is 

substantially different than Part A. It can help pay for the following: 

 

• Physicians’ services 

 

• Diagnostic testing 

 

• Out-patient hospital care 

 

• Ambulance service 

 

• A range of supplies and services not covered by Part A 
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The Part B coverage is only available for persons with Part A coverage, 

and it is characterized by monthly premiums, an annual deductible, and 

coinsurance amounts.  

 

If a person is “fully insured” under Medicare rules and does not pay a 

premium under Medicare Part A, Part B is available when they reach age 

65 for a monthly fee. If a person is not eligible for Medicare free of 

premiums, he or she can only receive Part B coverage by enrolling during 

the Open Enrollment Period and paying an increased penalized premium 

for every year that coverage was present for Part A but not Part B. 

 

• Part B Deductibles and Coinsurance 

 

The Part B deductible is called the Medicare Annual Deductible. The 

patient only has to pay this deductible once per year, in contrast to the 

Part A deductible that is due the beginning of each benefit period. The 

Medicare Annual Deductible can be met by any combination of 

covered expenses; it is not necessary for the patient to meet a separate 

deductible for each variety of covered services. Covered expenses can 

include physicians’ fees and expenses relating to providers and suppliers. 

Suppliers are persons or organizations other than physicians or healthcare 

facilities that furnish equipment or services approved for coverage by 

Medicare. 

 

When the Medicare Annual Deductible is paid, the patient will still owe a 

share of Medicare-approved charges for most services and supplies. This 

amount is the Medicare coinsurance payment, and is typically twenty 

percent of the total approved charges. 
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Medicare will determine the approved charge for each service the 

patient receives. If the provider gives services on assignment, the patient 

is only responsible for the coinsurance portion. However, if the services 

are not on assignment, then the charges may be more than the 

Medicare approved amount. In this situation, the patient will owe the 

Medicare service provider the coinsurance amount plus any charges 

above the approved amount (if applicable). In most cases, there are 

excess charges for the patient to pay on non-assignment services. 

 

Another type of deductible that may be applicable under Part B is the 

Medicare Medical Insurance Blood Deductible. This deductible stipulates 

that the patient must pay any non-replacement fees charged for the first 

three pints or units of blood or blood components used each year. 

However, it is possible that in the course of treatment that a patient will 

satisfy the blood deductible through Part A coverage. When the blood or 

blood components are replaced, Medicare will pay eighty percent of 

the approved charges for blood, starting with the fourth pint.  

 

• Covered Physicians’ Services Under Part 
B 

 

Medicare Part B can help pay for covered services that the patient 

receives from his or her physician in the physician’s own office, in a 

hospital, in a skilled nursing care facility, in the patient’s home, or any 

other location in the United States. Part B can also help pay for 

physician’s services that the patient receives in connection with covered 

in-patient care in a Canadian or Mexican hospital. 

 

The following medical services are covered by Part B: 



Core Concepts L/H  

 

 
© American Education Systems, LC 

363 

 

• Medical and surgical services 

 

• Surgical anesthesia 

 

• Diagnostic tests and procedures that are part of the patient’s 

treatment 

 

• Radiology and pathology services  

 

• Drugs and biologicals that cannot be self-administered 

 

• Transfusions of blood and blood components 

 

• Medical supplies 

 

• Treatment of mental illness 

 

• Physical and occupational therapy and speech pathology services 

 

In most cases, the “physicians’ services” that Medicare Part B guidelines 

refer to are provided by a Doctor of Medicine (M.D.) or a Doctor of 

Osteopathy (D.O.). In certain situations, other doctors with training in 

other medical disciplines may also provide covered services. Possible 

medical disciplines that can supply covered services include 

Chiropractors, Podiatrists, Dentists, and Optometrists.  

 

• Chiropractic Services 
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Part B will help pay for only one kind of treatment provided by a licensed 

(and Medicare-certified) Chiropractor. The only kind of treatment that 

can be covered by Part B is the manual manipulation of the spine to 

correct a subluxation that can be identified by an x-ray. Part B will not 

pay for any other diagnostic or therapeutic services done by the 

Chiropractor, including x-rays. 

 

• Services Provided by Podiatrists 

 

Part B can help pay for any covered services of a licensed Podiatrist, 

including the removal of Plantar Warts. Treatment of Mycotic toenails is 

limited to once every sixty days unless the medical necessity for more 

frequent treatment is documented. 

 

Part B usually will not cover routine foot care such as hygienic care, 

treatment for flat feet, and the removal of corns, calluses, and most 

warts. Part B can help pay for routine foot care when the patient has a 

medical condition affecting the lower limbs requiring such care by 

performed by a Podiatrist, an M.D., or a D.O. 

 

• Services Provided by Dentists 
 

Part B generally does pay for care in connection with the treatment, 

filling, removal, or replacement of teeth. In most cases, it will not cover 

other dental services, such as root canals, surgery for inpacted teeth, and 

surgery for the gums.  
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• Services Provided by Optometrists 

 

Part B helps pay for an optometrist’s services under certain conditions. 

However, Part B will not pay for routine eye examinations, and it will not 

pay for eyeglasses or corrective lenses unless they are prosthetic lenses 

that replace the natural lens of the eye. 

 

• Medical Second Opinions and Part B 
Coverage 

 

Sometimes a patient’s physician may recommend surgery for a particular 

medical condition. In many cases, the patient may wish to avoid surgery 

and seek alternative forms of treatment. When the patient desires a 

second opinion, he or she will receive coverage for the expense without 

having to pay a deductible or coinsurance. 

 

• Services of Special Practitioners 

 

Part B will help pay for covered services a patient receives from specially 

qualified practitioners that are not physicians. Some examples of 

Medicare-approved practitioners include: 

 

• Certified Registered Nurse Anesthetist 

 

• Certified Nurse Midwife 

 

• Physician Assistant 
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• Clinical Psychologist 

 

These medical practitioners must first be approved by Medicare before 

any benefits will be paid. They submit claims to Medicare directly and do 

not bill the patient. 

 

• Out-patient Hospital Services 

 

Part B can help pay for covered services to a beneficiary for out-patient 

services or treatment. The patient must receive these services or 

treatments from a Medicare-participating hospital. The services must be 

for diagnosis or treatment of an illness or injury.  

 

• Physical and Occupational Therapy 

 

Part B can also help pay for out-patient services from a Medicare-

participating Comprehensive Out-patient Rehabilitation Facility (CORF). 

In this situation, the patient will be covered for such services as physical, 

speech, occupational, and respiratory therapies, counseling, and other 

related services. In order to receive coverage under Part B, the patient 

must first be referred by a physician who certifies that the patient needs 

the stated services. The CORF will submit its claim directly to Medicare. 

Medicare will approve a certain amount as correct and proper for the 

treatment received. Medicare will pay eighty percent of the approved 

amount, leaving twenty percent for the patient to cover as a 

coinsurance payment. 
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• Psychiatric Coverage 

 

Psychiatric care under Part B is available through a Medicare-approved 

CORF. The patient may receive treatment from a psychiatrist, a 

psychologist, and a physician assistant. These treatments are subject to a 

special Medicare payment rule. The treatment is covered, but not in the 

same manner as it would cover any other illness. Instead of paying eighty 

percent of approved charges, Medicare will only pay fifty percent. As the 

Medicare benefit is decreased to fifty percent, the patient’s coinsurance 

payment is increased to fifty percent.79  

 

• Independent Clinical Laboratory 
Services 

 

Medicare Part B will pay the full approved fee for covered clinical 

diagnostic tests provided by an approved, independent laboratory. The 

laboratory must accept assignment for these tests, and so cannot bill the 

patient for services. If a physician prescribes tests that the laboratory is 

not approved to perform, Medicare will not pay.  

 

Part B will also pay for portable diagnostic x-ray services for a patient who 

receives the services in his or her home. In order to receive payment 

coverage, they must be ordered by a physician and performed by a 

Medicare-approved supplier.  

 

• Ambulance Service 

                                                           
79 Hospital out-patient treatment, including partial hospitalization psychiatric programs, is not subject tot 
he reduced limit. 
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Part B can help pay for ambulance service under two conditions. First, 

transportation by any other vehicle would most likely endanger the 

patient. Two, the ambulance, personnel, and equipment must meet 

Medicare standards. 

 

Part B will only pay for the cost of ambulance transportation to a hospital 

or skilled nursing facility; it will not pay for transportation to the patient’s 

home. It will also not pay for transportation from a patient’s home to a 

physician’s office. 

 

When the patient is an in-patient at a hospital or Medicare-participating 

skilled nursing facility that cannot perform a medically necessary service, 

Medicare will help pay for roundtrip ambulance transportation to the 

nearest medical facility that can perform appropriate care.  

 

In most cases, Part B will only help pay for ambulance transportation in 

the patient’s local area. When no local facilities can provide the type of 

care the patient needs, Part B can help pay for ambulance 

transportation to the closest facility outside the local area capable of 

performing the necessary care. Should the patient choose to go to a 

different facility that is farther away, the Medicare payment will be based 

upon the reasonable charge for transportation to the closest facility that 

can provide the necessary care. Ambulance services are also provided 

coverage in connection an in-patient stay in a Canadian or Mexican 

hospital. 

 

• Drugs and Biologicals 
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Part B can help pay for drugs and biologicals in several specific situations. 

First, Medicare will pay the full approved charges for pneumococcal 

vaccine and its administration. There is no deductible or coinsurance for 

this service.  

 

Part B will also pay for hepatitis B vaccine administered to a patient 

considered at high or intermediate risk of contracting the disease. 

Hemophilia patients can also receive payment for blood clotting factors 

and items related to their administration.  

 

Medicare Supplement Policies 

 

Medicare is far from a complete health insurance coverage program. 

Because it provides only basic benefits, various gaps in coverage exist in 

the coverage. The purpose of Medicare supplement policies is to fill these 

gaps. 

 

Because Medicare is a poorly understood program, some early Medicare 

supplement policies simply duplicate existing benefits, or provided 

benefits that were inadequate or difficult to access. Because of these 

abuses, the United States Congress passed a “Medigap” law that led to 

the standardization of Medicare supplement policies by the National 

Association of Insurance Counselors (NAIC).  

 

The work of the NAIC led to ten standardized plans, with each plan 

containing a core of consistent, basic benefits. The plans are identified by 

letters A through J, with plan A being the basic core plan.  
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• Plan A 

 

This plan covers the following: 

 

• Medicare Part A coinsurance amounts for the 61st to the 90th day of 

hospitalization and for each of Medicare’s nonrenewable lifetime 

hospital inpatient reserve days used 

 

• All Medicare Part A eligible hospital expenses for 365 additional 

days following the use of all available hospital benefits 

 

• Medicare Part B coinsurance amount after the annual deductible 

has been met 

 

• The reasonable cost of the first three pints of blood each year 

 

• Plan B 

 

Plan B includes the Plan A coverage benefits plus the following: 

 

• Medicare Part A inpatient hospital (per benefit period) deductible 

 

• Plan C 

 

Plan C includes the Plan A coverage benefits plus the following: 

 

• Medicare Part A deductible 
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• Emergency care in a foreign country 

 

• Daily coinsurance for skilled nursing facility care 

 

• Medicare Part B deductible 

 

• Plan D 

 

Plan D includes the Plan A coverage benefits plus the following: 

 

• Medicare Part A deductible 

 

• Emergency care in a foreign country 

 

• Daily coinsurance amount for skilled nursing facility care 

 

• “At-home recovery” services for short-term assistance with activities 

of daily living 

 

• Plan E 
 

Plan E includes the Plan A coverage benefits plus the following: 

 

• Medicare Part A deductible 

 

• Emergency care in a foreign country 
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• Daily coinsurance amount for skilled nursing facility care 

 

• Annual preventive screening and medical care up to a stated 

amount 

 

• Plan F 
 

Plan F includes Plan A coverage benefits plus the following: 

 

• Medicare Part A deductible 

 

• Emergency care in a foreign country 

 

• Daily coinsurance amount for skilled nursing facility care 

 

• Medicare Part B deductible 

 

• 100 percent of Part B excess charges 

 

• Plan G 
 

Plan G includes Plan A coverage benefits plus the following: 

 

• Medicare Part A deductible 

 

• Emergency care in a foreign country 

 

• Daily coinsurance amount for skilled nursing facility care 
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• “At-home recovery” services 

 

• 80 percent of Part B excess charges 

 

• Plan H 

 

Plan H includes Plan A coverage benefits plus the following: 

 

• Medicare Part A deductible 

 

• Emergency care in a foreign country 

 

• Daily coinsurance amount for skilled nursing facility care 

 

• 50 percent of outpatient prescription drug charges, subject to a 

$250 deductible and up to $1,250 per year 

 

• Plan I 
 

Plan I includes Plan A coverage benefits plus the following: 

 

• Medicare Part A deductible 

 

• Emergency care in a foreign country 

 

• Daily coinsurance amount for skilled nursing facility care 
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• “At-home recovery” services 

 

• 100 percent of Part B excess charges 

 

• 50 percent of outpatient prescription drug charges, subject to a 

$250 deductible and up to $1,250 per year 

 

• Plan J 
 

Plan J includes Plan A coverage benefits plus the following: 

 

• Medicare Part A deductible 

 

• Emergency care in a foreign country 

 

• Daily coinsurance amount for skilled nursing facility care 

 

• “At-home recovery” services 

 

• Preventive screening and medical care 

 

• 100 percent of Medicare Part B excess charges 

 

• Extended outpatient prescription drug benefit of 50 percent, subject 

to a $250 deductible and up to $3,000 per year 
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All Medicare Supplement applicants must be given a Medicare Buyer’s 

Guide. This guide is produced jointly by the National Association of 

Insurance Commissioners (NAIC) and the U.S. Department of Health and 

Human Services. The guide recommends neither companies nor types of 

policies. Rather, it describes the Medicare program and the need for its 

supplementation.  

 

In addition, applicants for a Medicare Supplement policy must be given 

an outline of coverage describing the policy’s important elements, such 

as the premium, benefits, copays, etc.  
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Preface 
 

Insurance is a challenging field. In order to succeed in insurance, an agent 
must command an understanding of a vast amount of knowledge. He or she 
needs to be familiar with a host of rules and regulations, understand complex 
concepts, and know how to apply this knowledge in an ethical manner. On top 
of all of this, the insurance professional also must learn how to become a 
master salesperson! 
 
Obviously, succeeding in the insurance field is a tall order. But the rewards of 
a career in this field are so vast, the challenge is certainly worth the effort. 
One of the best methods for helping one succeed is continuing education. 
 
The purpose of this manual is to help the insurance professional meet his or 
her continuing education requirements, stay in compliance with Michigan law, 
and update his or her knowledge of insurance.1  
 
This course is a self-study learning program. As such, you will need to budget 
your study time effectively. You have six months upon receipt of this program 
to complete the exam.  
 
The exam packet is included in your materials. DO NOT open your exam 
packet until you have thoroughly studied the program. Instructions for 
completing the exam are found on the outside of the exam packet. You are 
required to complete your exam in the presence of a disinterested third party. 
Both you and your monitor must complete the affidavit form attached to your 
test packet.  
 
While we have sought to provide you with the best framework possible for 
success, we cannot guarantee success, nor can we guarantee the passing of the 
applicable examination. While it has been our effort to provide you with the 

                                                           
1 As you are doubtless aware, Michigan law requires insurance agents and solicitors to earn 
24 credits of approved continuing education (CE) every two years. This course has been 
approved for 3 units of CE credit in Ethics. This course cannot serve as, or take the place of, 
a required pre-licensing education program. 
 



most current material at hand, changes in the insurance industry, law, or 
regulations may make this book outdated. 
 
We thank you for your purchase of Ethics and Regs for the Michigan 
Producer, Rev., and wish you success not only on your CE examination, but 
in your career.  
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The Producer’s Role in Ethics and 

Professionalism 

 

 

 

The Ethical Tension in Insurance 
 
Insurance is a product that consumers love to hate. At 
best, it is viewed as a necessary evil. At worst, it is 
considered a “scam.” The quick response the average 
consumer has toward insurance is that it cannot be 
issued for what he or she would like to cover (like 
stock market losses), and the company never wants to 
pay for losses that it has covered.  
 
This dislike of insurance stems from multiple sources. 
First, the purchase of insurance requires an outlay of 
money that does not result in an immediate and 
readily perceived benefit. The consumer often feels 
that money is being spent for nothing. In cases where 
financial responsibility laws compel one to carry 
insurance coverage, as in the case of no-fault 
automobile insurance, the consumer chaffs at being 
forced to act—even if it is in his or her own best 
interests. 
 
Second, when insurance pays out benefits, it does so 
only in the event of a loss. The situations in which 
consumers “enjoy” the benefits of adequate insurance 
coverage are never joyful ones. 
 
Third, despite the growth of a vigorous consumer 
movement and an explosion of readily available 



information in the print media and the Internet, 
insurance remains a mystery to most consumers.  
 
Compared to investments, real estate, and consumer 
goods like automobiles, insurance is a product that 
consumers often purchase without significant 
research. Whether because it is perceived as “boring” 
or just too complicated, the only thing many 
consumers know about their insurance is that they 
have to have it, and it is “too expensive.” 
 
Along with the animosity many consumers feel toward 
insurance, it has been shown that even people that 
consider themselves trustworthy are more likely to 
defraud an insurance company than other institutions 
or industries. Why is this? 
 
Besides resenting having to spend hard-earned dollars 
on what amounts to a promise, consumers also 
perceive insurance companies as being unimaginably 
(and unjustly?) rich. Because of this perception, 
consumers often adopt an entitlement attitude when 
filing for a claim. They may inflate the loss so that they 
can collect more than they know  they should, but feel 
that they are entitled to. Often this behavior is 
rationalized with the argument that everyone inflates 
their claims, and the insurance companies know this 
and therefore inflate their premiums.  
 
These attitudes help to create a vicious circle of 
mistrust. But it is more than mistrust that forms the 
foundation for this mistrust. Rather, the fundamental 
interests of the insured and the insurer are at odds. 
The insured wants to collect everything he or she can; 
the insurance company wants to pay only what it is 



legally obligated to, and wants to shape all of its 
procedures, from underwriting to marketing, so that it 
is in as strong a position as possible. A “strong 
position” in this case means pulling in premium 
dollars for insureds that do not suffer insurable losses. 
The tension is so palpably obvious that it even leads to 
jokes, such as the abbreviation “HMO” standing for 
“healthy members only”—implying that sick people 
need not apply for health coverage. 
 
The idea that all insurance companies never will pay 
claims is obviously not true. But the notion that the 
insurance company wants to cover favorable risks is 
true. What arises is a struggle between actuarial 
needs, our social concepts of fairness, and the pursuit 
of individual interests. 
 
This struggle is best seen in the underwriting issue 
known as redlining. Redlining is a term that refers to 
the process of denying coverage to areas deemed too 
risky to insure. During the 1970s, the NAIC amended 
its Unfair Trade Practices Act to prohibit unfair 
discrimination based on the geographic location (and 
age) of residential property. The concept of redlining 
now imbues a host of other potential risks. 
 
The problem is obvious—not all risks are equal! In 
many instances, the increase in the level of risk is 
based on geographic area, and for the insurance 
company to remain viable, it must be able to charge 
premium that is correct for the increased level of risk. 
The insurance company must discriminate. The 
challenge is for its underwriters to discriminate fairly, 
based solely on sound actuarial information and 



staying completely within the letter and the spirit of 
the law.  
 
Insurance can be defined as a mechanism whereby the 
burdens of a number of pure risks are shifted through 
legal contract by pooling them. This sterile definition, 
however, does not convey the intrinsic conflict that can 
exist in this arrangement: those who have employed 
the insurance vehicle are going to wish to collect, while 
those who have assumed the burden are hoping to 
avoid paying.  
 
If everyone plays by the rules—meaning the spirit as 
well as the letter of the legal agreement—all would be 
in order. Unfortunately, money can all too often 
weaken the will to “play by the rules.” 

 
 
 

Staying within Acceptable Guidelines 
 
The inherent conflict of interest in insurance is well 
known to the agent. The agent is expected to adhere to 
the highest ethical standards, and put the interest of 
the consumer first. Unfortunately, the agent is paid by 
commission—he or she is expected to sell. In addition, 
the industry heaps its honors and rewards not on the 
most ethical, most educated, most diligent providers of 
policy service, but on its top producers, i.e. 
salespersons.  
 
Because the agent is the key figure in the insurance 
transaction, the weight of insurance’s inherent ethical 
tension falls on his or her shoulders. The agent must 



sell enough to survive and, ultimately, prosper; at the 
same time, he or she must play by the rules, and obey 
both the letter and the spirit of the law. When staying 
within appropriate ethical guidelines, there are a 
number of areas that agents must pay special 
attention to.  
 
Some of these areas are outlined under the Unfair 
Trade Practices Act, and can include issues in 
marketing and claims. Others are hot-button issues in 
insurance that have led to lawsuits and additional 
regulations. 
 
Twisting, Churning and Replacement 
 
Twisting occurs when an agent induces an insured to 
drop an existing policy in order to purchase similar 
coverage with a different company. This is typically 
done by giving incomplete—or inaccurate—
comparisons of policies. Twisting can also be termed 
external replacement.  
 
Churning occurs when a policy is replaced with a new 
policy from the same company. This typically happens 
to policies that have built up significant cash value. 
The cash value is used to pay all, or most, of the 
premiums in the new policy, often entirely depleting 
the entire cash value of the old policy. Churning is also 
called internal replacement. 
 
Policy replacement is a very controversial issue for life 
insurance. The NAIC model act views replacement as 
any transaction that results in new life insurance or a 
new annuity, and a series of factors are involved. For 
example, if it is known to the agent or insurer that an 



in-force life insurance or annuity contract will be 
lapsed, forfeited, surrendered, or terminated, 
replacement has occurred. If an in-force policy is 
converted to reduced paid-up insurance that will 
continue as term coverage, replacement has occurred. 
If a policy is reduced in value through the use of non-
forfeiture benefits or other policy values, replacement 
has occurred. If a policy is amended so benefits are 
reduced, replacement has occurred. Likewise, if a 
policy is amended  so that benefits are reduced in the 
term that coverage would be in force, or that the 
benefits would be paid, it has been replaced. Finally, a 
policy is replaced if it is reissued with reduction in 
cash value.  
 
Whenever replacement is involved, the agent needs to 
secure a signed statement form the applicant that 
insurance is to be replaced. The agent must give the 
applicant a Notice to Applicants Regarding 
Replacement of Life Insurance and Comparison 
Statement that has been completed and signed by the 
agent. The applicant should receive a copy of these two 
documents.  
 
In addition, the agent must give the insurer a copy of 
all existing life insurance policies to be replaced, along 
with any proposals made. A copy of the Comparison 
Statement and the name of the insurer that is going to 
be replaced must also be submitted to the proposed 
insurer.  
 
Most important of all, the agent needs to be careful not 
to mislead or misinform the applicant. This is a time 
when the agent wears the hat of educator, and must 
be sure that the applicant fully understands the 



ramifications of his or her decisions. Finally, the agent 
must be sure that the applicant does not purchase a 
policy that is not to his or her advantage.  
 
Misrepresentations 
 
It is against the law, and an ethical failure, to 
misrepresent oneself, one’s company, or one’s product. 
Misrepresentations can occur verbally, or they can be 
in the form of policy illustrations and sales materials. 
The areas that are typically misrepresented during the 
insurance sales transactions are the benefits and 
features of policies. Misrepresentations might include 
presenting an incomplete comparison, using 
misleading terms, or implying a feature or benefit 
exists when it does not.  
 
False Advertising 
 
False advertising is a form of deception. It occurs any 
time sales and advertising materials contain 
statements that are untrue, deceptive, or misleading. 
Because of recent concerns over false advertising, 
more and more insurers are allowing only the use of 
pre-approved sales materials and eliminating, or 
severely curtailing, individualized presentations.  
 
Policy Illustrations 
 
The 1980s saw significant changes in the economy, in 
interest rates, and in the development of new 
insurance products. Along with these changes came 
policy illustrations that are rife with problems. In 
many instances, these illustrations employed 
unrealistically optimistic interest rates, or highly 



favorable but non-guaranteed assumptions. These 
flaws created a potentially distorted picture, and when 
“vanishing premiums” failed to vanish, and cash 
values failed to accumulate at the implied rate, 
consumer groups went on the offensive.  
 
While the agent understands that policy illustrations 
are just that—illustrations—the applicant is often 
unable to keep the proper perspective. The illustration 
tends to leave a stronger impression than the 
accompanying disclaimers. In addition, the applicant 
is much more likely to read and remember the policy 
illustration than the detailed sales literature (or, when 
applicable, the prospectus). 
 
As a result of the concern surrounding policy 
illustrations and their use, the NAIC adopted new 
model regulation for illustrations in 1995. The goal of 
these illustrations is to make them easier to 
understand, less subject to misunderstandings, and 
help increase consumer confidence in the industry.  
 
Illustrations following the new NAIC model must be 
“self-supporting,” and interest rates used for 
determining non-guaranteed elements may not be 
greater than the earned interest rate underlying a 
scale that is reasonable and based on actual recent 
historical experience. The illustrations are to have 
three clearly delineated columns that separately 
illustrate guaranteed values, current values, and the 
current return minus 1%. 
 
Under the guidelines of the new NAIC model, agents 
cannot represent the policy as something other than a 
life insurance policy. The non-guaranteed elements 



must be clearly noted as non-guaranteed. Agents 
cannot present premium payments as not being 
required each year. The term “vanishing premium” 
may no longer be used.  
 
Furthermore, the applicant who has been shown an 
illustration must sign a copy stating this. If no policy 
illustration was used, the applicant and agent must 
certify this in writing. The applicant must also be 
provided with an annual report on the policy’s status. 
 
Defamation 
 
Defamation is derogatory or malicious criticism about 
another individual or company. It is illegal, and can 
occur by written or oral statement. Most often it 
occurs when speaking about another company and its 
products. While some companies allow comparisons, it 
is best to limit comparisons to professional rating 
organizations like A.M. Best. 
 
Disclosure 
 
Another controversial issue for insurance has been 
“disclosure.” Disclosure is the “telling it like it is” 
portion of the insurance transaction, during which the 
benefits and the risks of the policy are to explained.  
 
To help protect all parties, agents should ideally make 
use of disclosure forms and disclosure letters. The 
disclosure form outlines and explains the important 
elements of the policy, from information on the 
company to the policy’s features. It can also include 
any illustrations used, the prospectus (if applicable), 
and a life insurance buyer’s guide.  



 
The disclosure letter recaps what occurred during the 
sales presentation. This is not only an excellent follow-
up tool, but it also helps form a paper trail of what was 
discussed, what was recommended and why, and what 
decisions were made.  
 
The life insurance industry has three hot points in the 
area of disclosure, all of which have to do with 
terminology. The first is the use of the word “agent.” 
 
As the life insurance, banking, and securities 
industries both compete—and combine—with each 
other, agents begin to wear several hats. Nevertheless, 
when selling life insurance, the agent is a life 
insurance agent representing a life insurance 
company. They should not refer to themselves as 
financial planners, retirement planners, financial 
consultants, or any other of a host of titles. An agent 
may refer to the fact that he or she sells a variety of 
financial products to meet a variety of needs, but it is 
imperative to be explicit and clear about being a life 
insurance agent who represents a life insurance 
company. 
 
A related area of concern in disclosure for life 
insurance is the distinction between investments and 
insurance. Even though cash value insurance has an 
investment element, it is an insurance product that is 
purchased primarily for protection. While cash value 
life insurance may be used for a wide variety of 
purposes, it should not be called an investment 
product.  
 



Finally, cash value and premiums should only be 
referred to by their proper names. Thus, the agent 
should refrain from calling cash value equity, 
earnings, savings, or any related term. The premium is 
also not a deposit, payment, or contribution.  
 
As the primary link between the consumer and the 
industry, the insurance agent is under constant 
pressure to both produce and stay within the rules. 
While the product that the agent sells is extremely 
important, it is also difficult to sell. The difficulty of 
building an adequate book of business, coupled with 
pressure from the home office, can make ethical sales 
challenging. How is the agent to make good decisions, 
to serve the customer, benefit the company, and write 
enough business to survive?  
 
The formula for writing insurance business is the Holy 
Grail of the industry. While sales techniques come and 
go, ethical standards are constant. While maintaining 
high ethical standards may not lead directly to sales 
success in the short run, they can lead to sales 
success in the long run, and can help maintain 
success.  
 
The Ethical Vision 
 
Ethics is difficult word for many people. A standard 
dictionary definition will state that an “ethic” is a 
principle, or body of principles, for right or good 
behavior. The word stems from the Greek ethos, 
meaning customary conduct. While this definition is 
very precise, it causes one to inquire about which 
principle or principles. It also assumes an 
understanding of “right or good conduct.” 



Furthermore, supposing that a body of principles for 
good conduct has been established, one still needs to 
know how these principles can be lived. 
 
Perhaps one reason whey ethics is deemed a difficult 
subject is that it is highly complex. Issues of right and 
wrong, when considered in terms of basic principles, 
force us to consider fundamental questions of truth 
and justice. These questions, when seriously 
considered, push us to think beyond our own limited 
experiences and personal values and come to terms 
with general experiences and universal values. 
 
Properly speaking, ethics is moral philosophy. Moral 
philosophy examines the foundation of moral action. 
Ethics is the lens through which moral action is 
determined, and the template through which it 
operates. 
 
Most often, when people are asked to consider ethics, 
they focus on specific actions, and give their opinion 
as to whether they believe them to be ethical. Also, 
people’s response to ethical questions tends to be 
highly personal and emotional. While the response 
may be justified by a connection to some guiding 
principle (such as the “Golden Rule”) or a set of 
principles (such as the Ten Commandments), more 
often than not the response is primarily heartfelt and 
subject to the specifics of a situation.   
 
When ethical issues are examined solely in terms of 
specific actions, ethical standards are approached 
indirectly. This means that ethical questions are 
pursued indirectly, solely through personal experience. 



Unfortunately, ethical questions always involve the 
wider world, transcending the personal experience. 
 
It is important for all people, but especially for 
professionals, to seriously approach ethical questions. 
While initially difficult, the study of ethics is like any 
other field—it can be broken into categories and 
analyzed. To better understand the realm of ethics, it 
is helpful to have an understanding of how 
philosophers and ethicists have studied ethics in the 
past.  
 
The study of ethics is divided into two major fields. 
This first is the more purely philosophical, and is 
called meta-ethics. This is really the study of terms as 
it relates to moral philosophy. This area of ethics finds 
its home on college campuses and university 
symposiums. 
 
The second field of ethics is what concerns most 
people. This is called normative ethics. As the name 
would indicate, this is a study of what is the norm for 
right and wrong action.  
 
Normative ethics is further broken into two branches. 
The first branch is the theory of value. The theory of 
value seeks to determine the nature of the “good.” As 
we mentioned above, to state that an action is ethical 
because it is “good” opens the question of what the 
“good” actually is, and how can it be known? A theory 
of value may be monistic, and define the “good” as a 
single principle, such as Aristotle’s “happiness,” 
Epicurus’s “pleasure,” and Cicero’s “virtue.” It is also 
possible for a theory of value to be pluralistic, and find 
a number of principles possessing intrinsic value. 



 
The theory of obligation is the second branch of 
normative ethics. The theory of obligation is divided 
into two opposite groups. The first is the teleological 
viewpoint, which points to the consequences of actions 
as the measure for determining their morality. The 
second viewpoint rejects this position, and insists that 
morality and immorality occur outside of action, and 
concentrate on such aspects as motives. This is called 
the deontological position.  
 
We have not presented this section on ethics to merely 
provide a list of fifty-cent words. This brief overview of 
moral philosophy is meant to demonstrate that the 
question of ethical value is one that possesses many 
sides.  
 
Despite which approach one may take while thinking 
about ethics, any serious examination of ethics and 
ethical behavior requires patience and honesty. A 17th 
century ethical philosophy determined that ethical 
action was the pursuit of one’s self interest “rightly 
understood.” To “rightly understand” one’s true self-
interest, however, is not an easy task. Without careful 
thought and rigorous self-honesty, the rule of 
enlightened self-interest is no more than a charade. 
 
Business and professional ethics follow the same lines 
as general ethics, and are really just extensions of 
moral philosophy. Business and professional ethics 
are the standards, or norms, by which their industries 
are regulated. The existence of a professional standard 
leads to a stronger, more stable industry, and benefits 
the society as a whole by helping guarantee the 
highest level of service possible for the public.   



  
Being a Professional 
 
A profession is defined as an occupation that requires 
specialized study, training, and knowledge. In 
addition, professions are regulated by a governmental 
or non-governmental body which grant a license to 
practice in the field. The license not only indicates a 
level of competence, but an expectation of ethical 
behavior.  
 
In most states, a commissioner of insurance is 
responsible for the licensure of insurance 
agents/producers and solicitors. The licensing process 
typically consists of two parts. The first part is 
licensing examination, and second part is the 
qualification review.  
 
In order to earn an insurance license, some states will 
demand the completion of state mandated education 
requirements.  
 
Sometimes, the pre-licensing education requirement 
can be waived. This usually can occur when a 
professional designation has been earned, or when a 
concentration of credits in insurance have been taken 
at an accredited college.  
 
A waiver may also be granted to an applicant who is 
currently licensed in another state or jurisdiction, or 
who was previously licensed within the previous 24 
months, and who is moving to a new state. 
 
When an applicant has successfully completed the 
license qualification exam, he or she is reviewed by the 



state’s Department of Insurance. The Department of 
Insurance may require reasonable questions to assist 
in the approval decision. The information provided by 
the applicant on the license application and the 
responses to any interrogatories is used to determine 
whether a license will be granted. (If an application is 
denied, the applicant may seek review of the decision.) 
  
Most states have adopted mandatory insurance 
continuing education (CE) laws. For an insurance 
agent/producer or solicitor to maintain his/her license 
in good standing, these educational  requirements 
must be met in a timely fashion.  
 
In addition to mandated CE, many agents choose to 
advance their professional credentials by earning 
professional designations. These designations require 
coursework that is at the college level for difficulty, 
and may require specified CE courses in order to 
maintain.  
 
The premier designation for the Property & Casualty 
agent is the Chartered Property Casualty Underwriter 
(CPCU). The CPCU curriculum is determined by the 
American Institute for Property and Casualty 
Underwriters/Insurance Institute of America. The 
program includes a study of property and liability loss 
exposures and coverages, principles of risk 
management, accounting, finance, economics, and 
law. The curriculum requirements for CPCU 
designation include five Foundation Courses and three 
courses in either Commercial or Personal 
Concentrations. To earn the designation, the candidate 
must pass a total of eight courses and eight 



examinations, adhere to the CPCU Code of Ethics, and 
meet an experience requirement. 
 
Agents can also pursue the Certified Insurance 
Counselor (CIC) designation. The CIC is primarily 
geared to the Property & Casualty agent, although it 
can have a Life & Health component. It is awarded by 
the Society of Certified Insurance Counselors. 
 
The CIC designation requires applicants to attend five 
two-and-one-half-day seminars. These seminars cover 
property insurance, workers compensation, 
commercial and general liability, auto coverages, 
homeowners coverages, management issues, life 
insurance, and health insurance. In addition, the 
applicant must pass five examinations. To be eligible 
to earn a CIC designation, the applicant must: be a 
licensed agent or solicitor, and/or have two year 
experience in the insurance industry, and/or have 
served for two years on an insurance faculty at an 
accredited college. 
 
For Life and Health agents, there are several choices 
for additional credentials. A fraternal agent, for 
example, may pursue the Fraternal Insurance 
Counselor (FIC) designation.  
 
Many life agents pursue the Life Underwriter Training 
Council Fellow (LUTCF) designation. The LUTCF 
designation is sponsored jointly by The American 
College and the National Association of Insurance 
Financial Advisors (NAIFA). The LUTC curriculum 
forms a foundational program for insurance 
professionals, agents and managers. To earn the 
LUTCF designation, one must do the following:  



 
• Earn 300 Designation Credits (DCs) by successfully 

completing courses within the LUTC program.2 
• Complete and pass the examination for one of the 

LUTC Program ethic’s courses: “Piecing Together the 
Ethical Puzzle,”  “Charting an Ethical Course,” or 
“Charting an Ethical Course for the Multiline 
Agent.” 

• Be a member in good standing of a local association 
of NAIFA in the year of conferment.  

 
Another prestigious designation for the Life agent 

is the Chartered Life Underwriter (CLU). The CLU is 
awarded by the American College at Bryn Mawr. Its 
curriculum is designed to teach advanced knowledge 
about life insurance and financial planning for 
individuals, business owners, and professionals. The 
content area of the CLU program covers individual life 
insurance, family financial management, tax and 
estate planning, insurance law, and accounting. The 
CLU designation is maintained by periodic completion 
of PACE courses. The CLU designation requires 
successful completion of eight classes and eight 
examinations. 
 
Many Life agents are also involved in financial 
planning and securities. These agents may choose to 
pursue a designation pertinent to their financial 
planning. Two popular choices are the Chartered 
Financial Consultant (ChFC) and Certified Financial 
Planner (CFP). The ChFC is awarded by the American 

                                                           
2 60 of the 300 total credits required may be elective credits. Elective credits may be earned 
by earning the CLU, ChFC, CPCU, CFP or FIC designation. 



College, and the CFP is sponsored by the Certified 
Financial Board of Standards, Inc.  

 
The ChFC curriculum concentrates on the entire 
financial planning process. It is earned by successfully 
completing eight courses and eight examinations. The 
CFP® is earned by completing a 180-hour financial 
planning course of study with an institution that is 
registered with the CFP® board. The course of study 
covers financial planning, estate planning, employee 
benefits, retirement, and insurance. In addition, the 
candidate for  the CFP® must successfully complete 
an examination and meet an experience requirement.   
 
Agents who are very involved in Health insurance can 
pursue the Registered Health Underwriter (RHU), 
which is sponsored by the American College at Bryn 
Mawr. To earn the RHU, a candidate must pass three 
independent study courses and pass three 
examinations. The course curriculum includes 
individual health insurance, group health insurance, 
and a course in selected health insurance topics. To 
maintain the RHU, one must meet a continuing 
education requirement every three years. 
 
Professional designations are not limited to the above, 
nor are they restricted to sales agents, producers, and 
managers. Designations also exist for the following: 
 
• Accredited Advisor in Insurance (AAI)  

Sponsoring Organization: Insurance Institute of    
America  

• Associate in Life Underwriting (AALU) 



Sponsoring Organization: Academy of Life 
Underwriting 

• Associate in Automation Management (AAM) 
Sponsoring Organization: Insurance Institute of 
America 

• Associate, Casualty Actuarial Society (ACAS) 
Sponsoring Organization: Casualty Actuarial Society 

• Associate Customer Service (ACS) 
Sponsoring Organization: Associate Customer 
Service 

• Accredited Customer Service Representative 
(ACSR) 
Sponsoring Organization: Independent Insurance 
Agents of America 

• Associate in Fidelity and Surety Bonding (AFSB) 
Sponsoring Organization: Insurance Institute of 
America 

• Associate, Insurance Agency Administration 
(AIAA) 
Sponsoring Organization: Life Office Management 
Association 

• Associate in Insurance Accounting and Finance 
(AIAF) 
Sponsoring Organization: Jointly sponsored--
Insurance Institute of America and the Life Office 
Management Association 

• Associate in Claims (AIC) 
Sponsoring Organization: Insurance Institute of 
America 

• Associate Insurance Data Manager (AIDM) 
Sponsoring Organization: Insurance Data 
Management Association 

• Associate in Management (AIM) 



Sponsoring Organization: Insurance Institute of 
America 

• Associate in Insurance Services (AIS) 
Sponsoring Organization: Insurance Institute of 
America 

• Associate in Loss Control Management (ALCM) 
Sponsoring Organization: Insurance Institute of 
America 

• Associate, Life and Health Claims (ALHC) 
Sponsoring Organization: Life Office Management 
Association 

• Associate in Marine Insurance Management 
(AMIM) 
Sponsoring Organization: Insurance Institute of 
America 

• Associate in Premium Auditing (APA) 
Sponsoring Organization: Insurance Institute of 
America 

• Associate in Reinsurance (ARe) 
Sponsoring Organization: Insurance Institute of 
America 

• Associate in Risk Management (ARM) 
Sponsoring Organization: Insurance Institute of 
America 

• Associate in Research and Planning (ARP) 
Sponsoring Organization: Life Office Management 
Association 

• Associate of the Society of Actuaries (ASA) 
Sponsoring Organization: Society of Actuaries 

• Associate in State Filings (ASF) 
Sponsoring Organization: Society of State Filers 

• Associate in Underwriting (AU) 
Sponsoring Organization: Insurance Institute of 
America 



• Casualty Claim Law Associate (CCLA) 
Sponsoring Organization: American Educational 
Institute 

• Casualty Claim Law Specialist (CCLS) 
Sponsoring Organization: American Educational 
Institute 

• Certified Employee Benefit Specialist (CEBS) 
Sponsoring Organization: International Foundation 
of Employee Benefit Plans 

• Chartered Financial Analyst (CFA) 
Sponsoring Organization: Association for 
Investment Management and Research 

• Certified Fraud Examiner (CFE) 
Sponsoring Organization: Association of Certified 
Fraud Examiners 

• Certified Insurance Data Manager (CIDM) 
Sponsoring Organization: Insurance Data 
Management Association 

• Certified Insurance Service Representative 
(CISR) 
Sponsoring Organization: Society of Certified 
Insurance Counselors 

• Certified Pension Consultant (CPC) 
Sponsoring Organization: American Society of 
Pension Actuaries 

• Certified Professional Insurance Agent (CPIA) 
Sponsoring Organization: Certified Professional 
Insurance Agents Society 

• Certified Professional Insurance Woman/Man 
(CPIW/M) 
Sponsoring Organization: National Association of 
Insurance Women (International) 

• Fellow of the Academy of Life Underwriting 
(FALU) 



Sponsoring Organization: Academy of Life 
Underwriting 

• Fellow, Casualty Actuarial Society (FCAS) 
Sponsoring Organization: Casualty Actuarial Society 

• Fraud Claim Law Specialist (FCLS) 
Sponsoring Organization: American Educational 
Institute 

• Fellow, Life Management Institute (FLMI) 
Sponsoring Organization: Life Office Management 
Associate 

• Fellow, Society of Pension Actuaries (FSPA) 
Sponsoring Organization: American Society of 
Pension Actuaries 

• Health Insurance Associate (HIA) 
Sponsoring Organization: Health Insurance 
Association of America 

• Legal Principles Claim Specialist (LPCS) 
Sponsoring Organization: American Educational 
Institute 

• Managed Healthcare Professional (MHP) 
Sponsoring Organization: Health Insurance 
Association of America 

• Member, Society of Pension Actuaries (MSPA) 
Sponsoring Organization: American Society of 
Pension Actuaries 

• Property Claim Law Associate (PCLA) 
Sponsoring Organization: American Educational 
Institute 

• Property Claim Law Specialist (PCLS) 
Sponsoring Organization: American Educational 
Institute 

• Qualified Pension Administrator (QPA) 
Sponsoring Organization: American Society of 
Pension Actuaries 



• Registered Professional Liability Underwriter 
(RPLU) 
Sponsoring Organization: Professional Liability 
Underwriting Society 

• Senior Claim Law Associate (SCLA) 
Sponsoring Organization: American Educational 
Institute 

• Society of Insurance Licensing Administrators 
Associate (SILAA) 
Sponsoring Organization: Society of Insurance 
Licensing Administrators 

• Society of Insurance Licensing Administrators 
Fellow (SILAF) 
Sponsoring Organization: Society of Insurance 
Licensing Administrators 

• Workers Compensation Claim Law Associate 
(WCLA) 
Sponsoring Organization: American Educational 
Institute 

• Workers Compensation Claim Law Specialist 
(WCLS) 
Sponsoring Organization: American Educational 
Institute 
  

While designations are very worthwhile pursuits, the 
most important aspect of professionalism is putting 
the client’s interests first. Only when the agent is 
actively striving to benefit the client to the absolute 
best of his or her ability can the agent be considered a 
professional.  
 
In some ways, high volume sales and professional 
designations are easy to attain, because they are 
actively awarded and recognized. On the other had, an 



action’s virtue is often known only to the person who 
made the ethical choice. As Cicero tells us, “Virtue is 
its own reward.” To be a professional, one must have a 
strong internal desire to do the right thing, and to be 
the best that one can be.  
 
Ethical, professional action never possesses glamour. 
It is conservative and staid. It cannot guarantee 
success in terms of gaudy sales. But without high 
ethical standards that inform consistently professional 
behavior, success is always at risk. Professional ethics 
form the foundation upon which all lasting and 
fulfilling success must be built.  
 
 
 

Michigan Insurance Regulations 
 
 
 
 

Office of Financial and Insurance 
Services 
 
 
The Office of Financial and Insurance Services was 
created by a merger of the Michigan Insurance 
Bureau, the Financial Institutions Bureau, and the 
securities division of the Corporation, Securities and 
Land Development Bureau. This new agency is still a 
part of the state’s Department of Commerce. It 
assumes all of the old Insurance Bureau’s powers and 
duties. As such the Office of Financial and Insurance 
Services is responsible for developing and adopting 



regulations that will effectively explain how to comply 
with Michigan insurance law. The office will also 
implement and enforce the law.  
 
Commissioner of Financial and Insurance Services  
 
The commissioner is the chief executive officer of the 
office, and is appointed by the governor for a four-year 
term, subject to legislative approval. The commissioner 
must be a Michigan citizen. He or she is prohibited 
from being a stockholder in an insurance company, 
and cannot be directly or indirectly involved in an 
insurance company’s management. Upon being 
appointed, the commissioner is required to post a 
$50,000 bond.  
 
Broad Powers and Duties 
 
The commissioner is given a broad range of powers 
and duties. However, these powers and duties do not 
include passing insurance laws, which is the sole 
province of the Michigan legislature. The 
commissioner’s role is to implement and enforce laws 
governing insurance. The responsibilities of the 
commissioner include all aspects of managing the 
department’s affairs.  
 
Examination of Records 
 
Among the most significant of the commissioner’s 
duties is the examination of the books, records, and 
affairs of insurance companies operating in Michigan. 
The commissioner will investigate domestic companies 
at least once every five years; all other companies may 



be examined at any time. All costs pertaining to the 
investigation are carried by the insurer under review.  
 
The commissioner also has the right and duty to 
examine the pertinent records of any agent, adjustor, 
counselor, or insurance company officer or director. 
Anyone owning more than ten percent or more of the 
voting stock of an insurer is subject to having his or 
her records examined.  
 
Notice of Hearings 
 
Anyone suspected of violating Michigan insurance 
and/or trade practice laws and regulations also may 
have his or her records examined. For an insurance 
investigation to commence, it must be preceded by a 
formal notice of hearings. This is a written document 
submitted to the person who has been charged with a 
complaint. It summarizes the action or proceedings 
that are to take place.  
 
Before a public hearing may take place, the person 
under investigation must be given chance to respond 
to the charges. The period of time during which a 
person may respond is 30 days from receipt of the 
notice. This informal hearing is with the commissioner 
and/or the commissioner’s representative.  
 
If the matter cannot be resolved during the informal 
meeting, a formal hearing is conducted. At the 
hearing, the commissioner has the power and 
authority to administer oaths, subpoenas, examine 
and cross-examine witnesses, and issue cease and 



desist orders.3 The accused has the right to a legal 
defense. 
 
No one may be excused from providing testimony when 
subpoenaed by the commissioner’s office for a hearing. 
Failure to obey a subpoena can result in a contempt of 
court charge. If testimony or evidence would prove 
self-incriminating, the witness will be granted 
immunity from prosecution or criminal action as a 
result of the testimony.4 
 
Following completion of the hearing, the commissioner 
is required to make a written report to the insurer or 
individual. The insurer or individual may request a 
review of any findings provided that the request is 
made in writing and filed with the circuit court within 
30 days of receipt of the commissioner’s report. The 
commissioner has 10 days from receipt of the review to 
file a copy of the report with the county clerk. If he or 
she deems it to be in the interest of the general public, 
the findings of the commissioner’s investigation and 
hearing may be published in a newspaper.  
 
Penalties 
 
Engaging in Unfair Competition / Deceptive Acts 
 
If found guilty of engaging in unfair competition or 
deceptive acts, the commissioner may do any of the 
following: 
 

1. Issue a cease and desist order 
                                                           
3 If criminal violations are uncovered during the investigation, the commissioner is required to 
turn the affair over to the Michigan attorney general for prosecution. 
4 An exception is perjury, which will result in the witness being charged accordingly. 



 
A cease and desist order requires an individual to 
refrain from continuing their activities. Violation 
of a cease and desist order is punishable by fine 
of $10,000 per violation, not to exceed a total of 
$50,000. 

 
2. Impose fines 
 
The commissioner may impose fines of not more 
than $500 for each violation, not to exceed an 
aggregate of $5,000 in any six-month period. If it 
is determined that the person was aware of the 
violation, the commissioner may increase the fine 
to $2,500 per violation, not to exceed an 
aggregate penalty of $25,000 in any six-month 
period. In addition, the commissioner may order 
refunds for any overcharges that resulted from 
the violation. 
 
3. Suspend or revoke license(s) or certificate of 

authority 
 

 The commissioner may also suspend or revoke 
an agent’s license(s) or an insurer’s certificate of 
authority. However, before a license or certificate 
of authority can be revoked, the commissioner 
must provide notification in writing of the action, 
and a hearing must be held within fifteen days of 
receipt of the notification 

 
Violation of Insurance Law 
 
The commissioner also has the power to impose civil 
penalties when it is determined that Michigan’s 



insurance laws have been violated. These penalties are 
dependent upon the particular law violated. If no 
specific penalty is provided for a particular violation of 
the Michigan Insurance Code, the commissioner may 
apply the General Penalty. This penalty is a fine of up 
to $5,000 and/or imprisonment for up to six months. 
The total for civil penalties cannot exceed $10,000. 
 
Any insurer, agent, solicitor, association, or 
corporation violating sections 2064 and 2066 of the 
Michigan Insurance Code is guilty of a misdemeanor. 
Upon conviction of violating section 2066, the offender 
will be sentenced to pay a fine of not more than $100 
for each violation. Upon conviction of violating section 
2064, the offender will be sentenced to pay a fine of 
not more than $1,000 for each violation. 
 
 
 
 
 

General Insurance Definitions 
 
Insurer 
 
Any recognized entity engaged in the business of 
making insurance or surety contracts. Possibilities 
include individuals, corporations, associations, and 
fraternal benefit societies. 
 
Authorized and Unauthorized Insurers 
 
Authorized insurers have been authorized by the Office 
of Financial and Insurance Services to operate in 



Michigan. Unauthorized insurers have either not 
applied for, or have applied and been rejected, 
authorization. An authorized insurer is referred to as 
“admitted” and an unauthorized insurer is “not 
admitted.” 
 
Certificate of Authority 
 
An insurer’s authorization is given by the 
commissioner through issuing a certificate of 
authority. The certificate grants the insurer the 
authority to carry out insurance transactions in 
Michigan. 
 
Insurance Transactions 
 
Insurance transactions encompass the full range of 
conducting business. Specifically, insurance 
transactions include soliciting applications for 
insurance, collection of consideration in the form of 
premiums, assessments, or membership fees, and 
issuing and delivering policies. 
 
Domestic Insurer 
 
A domestic insurer is an insurer that was formed and 
incorporated in Michigan. 
 
Foreign Insurer 
 
A foreign insurer is an insurer that was formed and 
incorporated outside of Michigan’s borders, but within 
the borders of the United States and its territories. 
 
 



Alien Insurer 
 
An alien insurer is an insurer that was formed and 
incorporated outside of the United States and its 
territories. 
 
Stock Insurance Company 
 
A stock insurance company is an insurer owned and 
controlled by stockholders. If a dividend is declared by 
a stock insurance company’s board of directors, it will 
be paid to the stockholders. 
 
Mutual Insurance Company 
 
A mutual insurance company has no capital stock 
(and therefore, no stockholders). A mutual insurer is 
owned by the policy owners, and run by an elected 
board of directors. If a dividend is declared by a 
mutual company’s board of directors, it is paid to the 
policy owners. 
 
Risk Retention Group 
 
A risk retention group is a form of self-insurance. Risk 
retention groups can be corporations or associations 
owned by its own members and sharing similar risks 
due to involvement in the same business or industry. 
Risk retention groups are formed in order to spread 
the liability of its members. Risk retention groups are 
limited to providing liability insurance. 
 
The risk retention group must have a certificate of 
authority, be licensed as an authorized insurer, and 



comply with all the laws and regulations pertaining to 
insurance in Michigan. 
 
Purchasing Group 
 
A purchasing group is made up of members sharing 
similar risks due to involvement in the same business 
or industry. Belonging to a purchasing group allows its 
members to purchase liability insurance on a group 
basis. The purchase of insurance must be only for 
group members, and only to cover similar liability 
exposures. The person representing the purchasing 
group must be licensed as an agent.  
 
 
 
 

Licensing Requirements and 
Limitations 
 
 
An individual may not act as an insurance producer in 
Michigan unless licensed. In order to become licensed, 
an individual must accomplish the following: 
 
1. Successfully complete the required number of 

pre-licensing education hours. 
 
2. Be appointed by an admitted insurer. 
 
3. Pass the state licensing examination. 
 
4. Submit a properly completed license application 

to the Division of Insurance.  



The Insurance Commissioner is required to make a 
decision on applications within 60 days of receipt. The 
Commissioner reviews the application in order to 
determine whether the individual meets Michigan’s 
licensing standards. In order to qualify, the applicant 
must: 
 
1. be at least 18 years of age; 
 
2. be competent and understand the insurance 

laws; 
 
3. be honest and trustworthy; 
 
4. have a good business reputation; 
 
5. be fit and proper; and 
 
6. demonstrate good moral character.  
 
Pre-Licensing Education Requirements 
 
Before being permitted to sit for the state’s licensing 
exam, applicant’s must satisfy the state’s pre-licensing 
education requirements. Pre-licensing education is 
often referred to as PE. Michigan law requires that 
applicants for the life, accident and health license take 
a total of 40 hours of pre-licensing education. 
Questions for this exam cover life insurance, accident 
and health insurance, and relevant sections of the 
Michigan Insurance Code. Applicants for only the life 
license are required to take 20 hours of life insurance 
and 6 hours of the Michigan Insurance Code. 
Applicants for only the accident and health license are 
required to take 16 hours of accident and health 



insurance and 6 hours of the Michigan Insurance 
Code. 
 
Pre-licensing education may be satisfied by classroom 
or self-study courses. Successful completion of a pre-
licensing course results in a certificate that must be 
submitted to a test center on the scheduled test date 
in order for the applicant to take the state exam. The 
submitted certificate must be an original.  
 
The completion of a required pre-licensing education 
course may not precede the date of application by 
more than six months. If the application is not 
submitted within six months from the date of course 
completion, the applicant will be required to retake a 
pre-licensing course before sitting for the state exam. 
 
Waivers of Pre-licensing Education Requirements 
 
Certain situations exist in which the pre-licensing 
education requirement may be waived. In order to 
apply for a waiver, the applicant must submit proofs 
as stated below together with a copy of the applicant’s 
social security card to the Michigan Division of 
Insurance. 
 
• Waivers of the life and/or accident and health pre-

licensing education requirement may be granted for 
persons with the Charted Life Underwriter (CLU) or 
Chartered Financial Consultant (ChFC) designation. 

 
• The pre-licensing education requirements may be 

waived for persons who possess a concentration of 
credits in insurance from an accredited college. A 



“concentration of college credits” is deemed 21 term-
credit hours or 17 semester-credit hours. A 
concentration of life insurance, health insurance, 
and/or estate planning courses can waive the 
requirement for life, accident and health pre-
licensing education.  

 
• A waiver may be granted to an applicant who is 

currently licensed in another state, or who was 
previously licensed within the preceding 24 months 
and is moving to Michigan.5 

 
 
Exclusions from Pre-licensing Education 
Requirements 
 
Pre-licensing education requirements are not required 
for the following licenses: Limited Lines Property & 
Casualty, Title Insurance, Adjusters, Counselors, 
Agency Service Managers, Surplus Lines, or Variable 
Contracts. An outline with the content of the material 
that appears on these exams is available in the 
Michigan Insurance Licensing Examination Candidate 
Handbook. 
 
Types of Licenses 
 
Resident Producer 
 

                                                           
5 In this instance, the applicant needs to submit to the Michigan Insurance Bureau an original 
Letter of Clearance or original Letter of Certification from the home state that is not older 
than 60 days. Waivers expire 24 months from the date of clearance from the previous state. 
The waiver document is used in lieu of the pre-licensing education certificate, and allows the 
applicant to sit for the state exam. 



A resident producer’s license is issued to Michigan 
residents who complete the following requirements: are 
18 years or older, successfully complete a pre-
licensing education course or secure a waiver, secure 
at least one appointment, submit a properly completed 
license with all the necessary fees, pass the Insurance 
Commissioner’s review, and pass the state licensing 
exam.  
 
Nonresident Producer 
 
A nonresident producer may also be licensed in 
Michigan, subject to any restrictions under which a 
Michigan resident would be licensed in the 
nonresident’s home state. The nonresident producer 
must still pass the Michigan state exam, but can waive 
the pre-licensing education with a Letter of Clearance 
or Letter of Certification (as described above). 
 
The nonresident license is dependent upon the status 
of the producer’s resident license in his or her home 
state. If the nonresident producer loses his or her 
home state license authority, the Michigan resident 
license is terminated immediately.  
 
Managing General Agent 
 
A managing general agent, or MGA, is a person who 
negotiates and binds ceding reinsurance on behalf of 
an insurer, or who manages all or part of an insurer’s 
business. This could include the management of a 
separate division, department, or underwriting office.  
 
In addition, an MGA acts as an agent for an insurer. 
He or she produces and underwrites gross direct 



written premiums of at least 5 percent of the policy 
owner surplus as reported in the last annual 
statement of the insurer in any one quarter or year. 
The MGA also adjusts or pays claims in excess of an 
amount determined by the Insurance Commissioner, 
or negotiates reinsurance on behalf of the insurer.  
 
Counselor 
 
In Michigan, only persons licensed as counselors may 
do the following: 
 
• audit or abstract insurance policies or annuities. 
 
• provide advice, counsel, or opinion with respect to 

benefits promised, coverage afforded, terms, value, 
effect, advantages, or disadvantages of a policy of 
insurance or annuity; 

 
• advertise, solicit business, hold themselves out to 

the public as an insurance counselor, or use such 
terms as “consultant,” “consulting services,” or any 
other language that implies licensed insurance 
counselor status.6 

 
In order to be a counselor, a person must possess a 
reasonable understanding of the insurance laws of 
Michigan, intend in good faith to act as an insurance 
counselor, possess a good business reputation and 
good moral character, and pass the state counselor 
license examination. Counselor licenses exist for both 

                                                           
6 A partial exception to this occurs with attorneys, who are not required to obtain a license to 
counsel insurance. However, attorneys may not represent themselves to be license insurance 
counselors without first obtaining an insurance counselor’s license. 



the Life qualification and the Property and Casualty 
qualification. 
 
A life insurance counselor is required to prepare a 
written agreement that outlines the nature of work to 
be performed and the fees to be charged. The 
agreement must also state that the fee may not be 
waived under any circumstance, and that the 
counselor will receive a commission from the insurer 
on any insurance written by the counselor acting as 
agent. In addition, the agreement must be signed by 
both parties, and kept in the counselor’s files for at 
least two years after providing services.   
 
Temporary 
 
Certain circumstances exist in which a temporary 
insurance license may be issued. These temporary 
licenses are allowed under Section 1206 of the 
Insurance Code. Temporary licenses are issued 
without examination, and are active for 90 days. 
Temporary licenses are issued under the sole 
discretion of the Insurance Bureau, and in no way 
obligates the Insurance Bureau to subsequently issue 
the applicant a permanent license.  
 
Temporary licenses can be issued to permit a person 
to complete the affairs of a deceased or physically 
handicapped producer. Temporary licenses issued in 
this instance are renewable for additional 90-day 
periods at the Insurance Commissioner’s discretion. 
Another reason for issuing a temporary license is to 
allow for the collection of premiums on industrial 
insurance policies. Temporary licenses in this instance 
are only renewable for one additional 90-day period. 



Exceptions and Exemptions to Michigan’s Insurance 
Licensing Laws 
 
Certain exceptions and exemptions to Michigan’s 
producer licensing laws exist which allow persons not 
licensed as insurance producers to solicit and/or act 
as an insurance producer. 
 
Fraternal Benefit Society 
 
A person may act as a producer for a fraternal benefit 
society without being licensed as an insurance 
producer under the following conditions: 
 
• Less than 50 percent of his or her time is spent in 

the capacity of selling insurance;  
• The person writes less than $50,000 of death 

benefit or less than 25 lives in a calendar year; and 
• The person is employed by, or authorized to act in 

writing by, the insurer. 
 
Clerical or Administrative Employee 
 
A producer’s clerical or administrative employee may 
take insurance applications and receive premiums 
without being licensed as a producer under the 
following conditions: 
 
• taking applications and/or premiums is incidental 

to his or her clerical and/or administrative duties; 
and 

 
• his or her compensation does not vary with the 

number of applications or amount of premium. 



A person working for a producer under these 
circumstances may only bind coverage that develops at 
the producer’s main office. 
 
Salaried Officers and Managers 
 
Salaried officers and managers of insurance 
companies may act as producers and be involved in 
insurance transactions provided they do not receive 
commissions. 
 
Newspaper Carrier or Manager of a Newspaper 
Distribution Office 
 
A newspaper carrier or manager of a newspaper 
distribution office may take applications and collect 
premiums for limited accident policies so long as such 
activity is incidental to their overall work duties.  
 
Attorney-in-Fact 
 
An attorney-in-fact for a reciprocal or inter-insurance 
exchange may act as a producer for the exchange 
without being licensed.  
 
Solicitors 
 
A licensed solicitor may be appointed by a producer or 
an agency. As a licensed solicitor, one may solicit, sell, 
or procure applications for insurance. However, the 
solicitor may only be appointed by one producer or 
agency at a time, and may carry out his or her 
activities for only those companies that have appointed 
and authorized the sponsoring producer or agency. 



Solicitors may not appoint other solicitors, nor can 
they bind coverage.  
 
Producer Appointment and Termination of Contract 
 
A sponsoring appointment from an admitted insurer is 
the authorization one needs to represent the insurer 
as a producer. An applicant for an insurance license 
must have one appointment with an admitted insurer 
in order to take the state’s licensing exam. Upon 
licensure, the producer may obtain additional 
appointments from other insurers.  
 
An appointment becomes effective when the company 
mails the properly completed form to the Michigan 
Division of Insurance. Once a company appointment 
has been processed for a producer’s license, an 
acknowledgement of the transaction is sent to the 
appointing company. This acknowledgement states the 
producer’s name, license number, and qualifications 
appointed. The company has 30 days to challenge the 
qualifications appointed by sending a certified letter to 
the Insurance Bureau.  
 
Producers must maintain at least one active 
appointment with an admitted insurer at all times, or 
risk loss of license. Producers without an active 
appointment have 60 days in which to acquire one and 
automatically reactivate their license without 
examination. A license can be reinstated after this 60-
day period has expired, but only within a 24 month 
period immediately following the date that the 
appointment was lost. After 24 months, the producer’s 
license is terminated. To reinstate the license, one 
must fulfill all new licensing requirements. 



 
Termination of a producer’s appointment requires 90-
day advance written notice to both the producer and 
the Insurance Commissioner. If reason for the 
cancellation is violation of Michigan’s insurance laws, 
the insurer is required to supply written evidence to 
the Insurance Commissioner.  
 
Maintenance of the Insurance License 
 
In order to maintain their licenses in good standing, 
Michigan insurance producers are required to meet a 
30 credit hour continuing education (CE) requirement 
every two years. Of the 15 credit hours, a minimum of 
15 must be in the producer’s license qualification. For 
the purposes of CE, the Life and Accident and Health 
licenses are treated as a single license. A producer’s 
date of CE credit review is determined by a formula in 
which the first letter of the last name is matched to the 
last digit of the license number.  
 
 

CE REVIEW DATES 

             
Last Digit of the Producer’s 
License Number         
               Producer’s Last Name 

A – L   M – Z 
       
 
     1   1-1-03   1-1-04 
     2   2-1-03   2-1-04 
     3   3-1-03   3-1-04 
     4   6-1-03   6-1-04 



     5   7-1-03   7-1-04 
     6   8-1-03   8-1-04 
     7   9-1-03   9-1-04 
     8         10-1-03        10-1-04 
     9         11-1-03         11-1-04 
     0         12-1-03         12-1-04 
 
An example of this formula at work would be as 
follows: a producer with the last name of “Smith” and 
a final license number digit of “0” would need to have 
his or her CE requirements completed by 12-1-04 in 
order to maintain the license. The subsequent CE 
review date would be 12-1-06.  
 
Producers that do not meet their mandatory CE 
requirements in a timely fashion will have their 
license’s suspended for 90 days until they have 
complied with the requirement. During this time, they 
may manage and service their existing accounts, but 
are barred from soliciting or selling new policies. If 
they complete their required 30 credit hours of CE 
within the 90-day grace period, their license will be 
automatically reinstated. If they do not complete their 
mandatory CE requirements during this time, their 
license will be terminated. 
 
Reinstatement can occur for a period up to one year 
from the date of termination. To reinstate the license, 
the producer must reapply for a license, submitting 
the properly completed application forms and 
demonstrating compliance with the CE requirement. 
After one year from the date of termination, the 
producer has lost the license and must reapply for a 
new license. 
 



In addition to meeting CE requirements, Michigan 
producers are also required to report any home 
address changes to the Insurance Commissioner 
within 30 days of any change and pay a $3 recording 
fee.  
 
A $5 renewal fee must also be paid each year to renew 
a Michigan insurance license. This fee is billed to the 
insurer (i.e. the company) each January.  
 
License Termination, Revocation, and Suspension 
 
In most cases, Michigan insurance licenses are issued 
on a perpetual basis, subject to proper maintenance of 
the license’s requirements. However, a Michigan 
insurance license can be terminated. Reasons for 
termination include failure to meet CE requirements, 
failure to keep an active appointment, and failure to 
pay all necessary renewal fees. A license can also be 
terminated due to the death of a producer or the 
dissolution of an agency.  
 
The Insurance Commissioner may revoke or suspend a 
producer’s license for any of the following reasons: 
 
• The producer violates Michigan laws and/or 

insurance regulations 
 
• The Insurance Commissioner has reason to believe 

that suspension of the producer’s license is in the 
public’s best interest7 

                                                           
7 When an agent’s license has been suspended for the purpose of protecting the public’s 
interest, the agent may request a hearing. The hearing must take place within 20 days after the 
suspension takes effect. The Insurance Commissioner must announce his or her decision 
within 30 days after the hearing. 



 
• The producer does not retake the state licensing 

exam when requested to do so by the Insurance 
Commissioner for purposes of proving competence 

 
Finally, some licenses are terminated at the request of 
the producer. This is referred to as voluntary 
surrender. Voluntary surrender typically takes place at 
retirement, or when leaving Michigan.  
 
Brokerage Business 
 
An insurance broker is an insurance salesperson who 
searches the marketplace in the interest of clients, not 
insurance companies. Michigan insurance law forbids 
brokering.  
 
An insurance producer may experience situations in 
which a life application is declined by the underwriting 
department. In this case, the producer may place the 
business with another insurance company.  
 
In addition, insurance companies have limits on the 
amount of insurance that they will write for any one 
life. Amounts over these limits are termed excess. In 
this case, the producer may place the excess amount 
with another insurance company. 
 
When placing declined or excess insurance with 
another insurer, a producer must be careful not to act 
inadvertently as a broker. Before placing the declined 
or excess insurance, producers must first be appointed 
by the insurer. 
 



 
 
 

Marketing Practices 
 
Unfair Trade Practices Act  
 
An unfair trade practice in insurance is refers to an 
action that is fraudulent or unethical and is illegal 
under state law. The purpose of the Unfair Trade 
Practices Act is to prevent unfair and deceptive 
practices in insurance claims and marketing.  
False Advertising 
 
Publishing and disseminating advertisements, 
announcement, or statements that are untrue, 
misleading, or deceptive is prohibited. The 
advertisements may be in written or audio format, and 
can include newspapers, periodicals, and public 
communication.  
 
No insurance department or general agency of an 
insurer operating in Michigan may issue any 
advertisement or representation that gives the 
appearance that the department or agency is a 
separate or independent insuring organization. All type 
or lettering used must set forth the name of the 
company assuming the risk more conspicuously than 
the name of any department or general agency.  
 
Violation of false advertising rules regarding insurer 
identity is a misdemeanor with a maximum fine of 
$500. 
 



Twisting 
 
Twisting is the act of inducing an insured to lapse, 
surrender, or terminate a life insurance policy for the 
purpose of replacing it with a new policy. Twisting 
involves both using some illegal inducement or activity 
and the act of terminating an existing policy. Twisting 
may include use of an incomplete policy comparison, a 
rebate, a misrepresentation, or some other illegal act. 
 
Twisting is a misdemeanor in Michigan. It is 
punishable by the revocation of a producer’s license 
for up to one year and a maximum fine of $1,000, 
imprisonment, or both.  
 
Misrepresentation 
 
Misrepresentation is also sometimes referred to as 
false pretence. It is the intent to defraud. 
Misrepresentations may be written or oral. For the 
purposes of life insurance, misrepresentations occur 
when a producer convinces a prospect or client that 
advantages, benefits, or provisions exist in a policy 
when they actually do not. 
 
Penalties for misrepresentation include the following: 
revocation of license for at least one year, plus a fine of 
not more that $1,000 for each violation, or 
imprisonment.  
 
Defamation 
 
Defamation is the making of oral or written statements 
about another producer or insurer that are false, 
malicious and derogatory.  



 
Controlled Business 
 
Controlled business occurs when a producer writes life 
insurance on his or her own life, the life of a spouse or 
an immediate family member, or a business partner or 
associate. While writing controlled business is not a 
violation of Michigan insurance law in and of itself, it 
is subject to a number of trade practice restrictions.  
 
First, controlled business cannot exceed fifteen 
percent of the producer’s premium for a twelve-month 
period. Second, commissions can only be paid on 
controlled business when the producer has produced 
an aggregate face amount of $10,000 on at least four 
other non-controlled lives. 
 
Rebating and Illegal Inducements 
 
Rebating is an illegal inducement to purchase 
insurance. Rebates can include payments from a 
portion of the producer’s commission, gifts, shares of 
stock, or anything of value when the purpose is to 
convince a prospect to purchase insurance. Producers 
are also not permitted to offer a rebate of the premium 
payable on any policy as an inducement unless it is 
specified in the contract.  
 
Producers are allowed to give applicants token gifts, 
but these must be merchandise valued at less than 
five dollars.  
 
Rebating is a misdemeanor and punishable by a 
maximum fine of $100 per violation or imprisonment 
at the county in which the rebating occurred. The 



producer’s license may also be revoked for up to one 
year at the discretion of the Insurance Commissioner. 
 
Discrimination 
 
Discrimination between individuals of the same class 
and life expectancy regarding rates, dividends, or other 
benefits is illegal. In addition, it is illegal to 
discriminate because of age, color, or creed with 
regard to premiums or types of coverage.8 
 
Unfair discrimination can result in a misdemeanor 
that is punishable by a fine of at least $50, but less 
than $500, imprisonment for up to one year, or both. 
 
Bartering 
 
An insurance producer is only allowed to receive 
money as payment for insurance premiums. Life 
insurance policies are owned by the insurance 
company, and are not the producer’s to barter.  
 
 
Other Miscellaneous Prohibited Practices 
 
• Boycott, coercion, or intimidation 
 
It is illegal to make actions that result in 
unreasonable restraint of trade or a monopoly. 
 
• False financial statements 
 

                                                           
8 Insurers may charge different rates based on sex, age, handicap, or occupation when such 
factors provide an underwriting basis for the rates. 



Making false financial statements in the context of 
insurance transactions is illegal.  
 
• Political contributions 
 
Insurers operating in Michigan are prohibited from 
making cash or property gifts to influence political 
parties, committees, or organizations. 
 
 
 
 

Producer Responsibilities 
 
Fiduciary Responsibility 
 
An insurance producer acts as a fiduciary. A fiduciary 
is a person who holds money or property while acting 
on behalf of another in trust. A fiduciary is expected to 
act with due care. 
 
The insurance producer has a fiduciary responsibility 
to promptly remit all premiums and insurance 
proceeds to the insurer. He or she is also expected to 
maintain records of all funds received in a fiduciary 
capacity. The producer is legally required to keep all 
premiums and insurance proceeds separate from his 
or her personal accounts. The mixing of personal and 
company funds is called commingling, and is 
prohibited by insurance and civil law.  
 
 
 
 



Commission Sharing 
 
Producers may share commissions with other licensed 
producers, but both producers must be licensed under 
the same qualification. It is illegal to share 
commissions with non-licensed individuals; it is also 
illegal to provide financial rewards or share 
commissions with persons who provide the producer 
with sales leads.  
 
 
 

Replacement Regulations 
 
Replacement is the exchange of a new policy for one 
already in force. In and of itself, life insurance is not 
illegal. However, it must be done within full 
compliance of applicable laws and regulations. 
Violation of replacement regulations can result in 
suspension or revocation of a license, or a civil penalty 
for each violation.  
 
In Michigan, life insurance replacement includes any 
transaction in which a life policy is to be purchased 
and, as part of the transaction, existing life insurance 
is to be: 
 
• lapsed or surrendered; 
 
• converted to a reduced paid-up contract or placed 

on extended term; 
 
• reduced in face value or reissued with a reduced 

face amount or reduced cash value; 



• subjected to borrowing in excess of fifty percent of 
the policy’s cash value. 

 
Exceptions to the replacement regulations can occur 
with transactions in the following: group term 
insurance; credit life insurance; life policies that are a 
part of a pension plan; fixed and variable annuities; 
and non-convertible,  non-renewable term insurance.  
 
When replacement occurs, the producer replacing the 
existing policy has six responsibilities that he or she 
must meet. 
 
1. The producer must obtain a signed statement 

from the applicant indicating that he or she 
understands that replacement is involved in the 
transaction. This statement is a part of the 
application. 

 
2. The producer must obtain a listing of the 

applicant’s existing, in-force life insurance 
policies. 

 
3. The applicant must receive an information 

statement indicating that the applicant 
understands replacement is involved. The 
producer’s signature must also appear on this 
document. 

 
4. The applicant must receive a copy of the “Notice 

Regarding Replacement of Life Insurance,” which 
describes the important issues surrounding life 
insurance replacement. 

 



5. The producer must give the applicant copies of 
any sales materials that were used in the 
transaction. 

 
6. The producer must furnish the replacing insurer 

with copies of the information statement, the 
applicant’s existing policy inventory, and any 
sales materials used. 

 
The insurance company involved in a life policy 
replacement has four specific responsibilities. First, it 
must make certain that its producers are aware of and 
comply with the state’s replacement regulations. 
Second, when it learns of a replacement transaction, it 
must make sure that it has the applicant’s policy 
inventory, the name(s) of the existing insurer(s), all 
sales materials used in the transaction, and the 
information statement. Third, the replacing insurer 
must inform the existing insurer of the replacement 
action within three days of receipt of the application. 
Fourth, the company must maintain all records 
concerning the replacement for up to three years. 
 
    
 
 
 

Prohibited Provisions 
 
Michigan law prohibits the following provisions from 
being added to any life insurance policy: 
 



 
Forfeiture Because of Nonpayment of a Policy Loan 
or Loan Interest 
 
No provision may be added for the forfeiture of a life 
policy because of nonpayment of a policy loan or loan 
interest when the total indebtedness is less than the 
policy’s cash value.9 
 
Limits on Legal Action 
 
No provision may be made limiting the time when any 
legal action may be initiated at less than six years after 
the cause of the action. 
 
Backdating 
 
No provision may be made that backdates the 
issuance or effective date of the policy more than six 
months for the purpose of reducing the premium.  
 
Parameters for Settlement Options 
 
No provision may be made that results in a settlement 
option creating a situation in which the total payments 
into a policy are less than the face amount of the 
policy at maturity, less any indebtedness, plus 
dividends. 
 
Protection from Creditors 
 

                                                           
9 If a life policy’s indebtedness exceeds the current cash value, the insurer may cancel the 
policy for nonpayment of indebtedness, but the policy owner must be given one month’s prior 
written notice of the action. 



No provision may be made that subjects policy 
proceeds to the claims of creditors when the policy 
contains a named beneficiary. 
 
 
 
 

Interest Rates on Policy Loans 
 
Michigan law requires that a life policy must have 
some cash value after it has been in force for three 
years.10 The maximum interest rate that can be 
charged to a policy loan is eight percent per year for 
fixed rates. If the policy offers adjustable rates, the 
maximum rate is eighteen percent per year. 
 
Policies with adjustable rate loans must have a 
provision that establishes the frequency at which the 
loan rate is to be determined. It must be determined at 
least once per year, but cannot be determined more 
than once every three months. 
 
 
 
 

Life Insurance Advertising Regulations 
 
 
Life insurance advertising can include all printed 
material, published material, sales materials, 
including audio-visual presentations and illustrations, 
that have been produced for the purpose of sales. It 
does not include material that is not available to the 
                                                           
10 Obviously, this does not apply to non-cash value policies such as term life insurance. 



general public, nor does it include any general 
announcements from a group policyholder to eligible 
employees concerning plan enrollment.  
 
Life insurance advertisements must be truthful and 
not misleading. They may not omit material 
information or use words or illustrations that are 
misleading or deceptive.  
 
Specifically, life insurance advertisements shall not 
use the terms “investment,” “investment plan,” 
“expansion plan,” “profit,” “interest plan,” or “savings” 
to mislead the applicant.  
 
Advertising Disclosure Requirements 
 
The disclosure requirements for life insurance 
advertising in Michigan include the following: 
 
• Life insurance advertising must clearly and 

specifically state that the product advertised is life 
insurance, and state what type of life insurance 
policy it is. 

 
• Any policy that does not contain level premiums or 

has graded or modified benefits must specifically 
state these features 

 
• Advertisements may not imply that dividends are 

guaranteed, nor can they state that dividends will 
be sufficient to provide future benefits without the 
payment of a premium. Advertisements pertaining 
to dividends must also state that insufficient 



dividends could cause a reduction in coverage and 
benefits. 

 
• Advertisements that use testimonials must 

guarantee that they are genuine and applicable to 
the policy advertised. Any financial interest that the 
person giving the testimonial may have in the 
insurer must be disclosed. Testimonials may not 
state or imply that an insurer or a policy has been 
endorsed or approved by a group or organization 
unless true. 

 
• When terms such as “non-medical” are used in a life 

insurance advertisement, and if the issue of the 
policy is not guaranteed, the term must be 
accompanied by an additional disclosure stating 
that policy issuance is dependent upon answers to 
the application’s health questions. 

 
• Advertisements may not state or imply that 

insureds become members of a special group and as 
such enjoy special rates, dividends, or underwriting 
privileges unless true. 

 
• Advertisements of individual policies cannot state or 

imply that they are introductory or special unless 
they truly are. Advertisements cannot state or imply 
that, due to the special privileges available through 
the policy, only a limited number will be issued, or 
that the sale of the policy will be discontinued a 
certain date, unless true. 

 
• In most cases, an enrollment period during which a 

particular insurance policy may be purchased on an 



individual basis may not be advertised unless there 
has been a lapse of three months between the close 
of the last enrollment period for the same policy. 
There can be no more than two enrollment periods 
per calendar year for a single insurance product.  

 
• Direct mail advertisements may not state or imply 

the existence of a savings due to the absence of a 
producer, unless true. 

 
• Advertisements may not contain statistical 

information that is inaccurate, nor may they use 
inaccurate, unfair, incomplete, or misleading 
comparisons of policies, benefits, dividends, or other 
insurers.  

 
• Advertisements for annuities may illustrate current 

year returns and interest rates, however, any lower 
contractual returns and interest rates must also be 
indicated.  

 
All advertisements must contain the insurance 
company’s name and address. The insurer must  
maintain a complete file of all life insurance 
advertisements at its home office for a minimum of 
four years. This file may be inspected by the Insurance 
Commissioner. The Insurance Commissioner may 
require filing of life insurance advertisements prior to 
their use.  
 
 
 
 
 



 
 

Variable Life  
 
Variable life is a product that is both life insurance 
and a security. The separate account holding the 
policy owner’s cash value contains investments such 
as common stock and bonds. Due to the risk inherent 
in these investment vehicles, specific regulations apply 
to this type of life insurance product.  
 
Applications for variable life insurance products must 
contain questions that can help determine the 
suitability of this product for the applicant. The 
application must clearly state that the death benefit 
and cash values may vary, based upon the 
performance of the separate account.  
 
The policy must contain a statement regarding the 
separate account, explaining its purpose, assets, and 
liabilities. The assets in the separate account must be 
valued at least monthly. As part of the transaction, the 
policy owner must be presented with a prospectus and 
summary of policy features. The prospectus must 
provide a full and fair disclosure of pertinent 
investment facts, including, but not limited to, past 
performance, fees, and expenses.  
 
Other required provisions include the following: 
 
• The policy owner must have a free-look period of 45-

days from the application date or ten days after 
receipt of the policy during which the policy may be 
returned for a full refund. 



• There must be a 31-day grace period for scheduled 
premium policy and a 61-day grace period for 
flexible premium policies. 

 
• The reinstatement provision must be for two years. 
 
• The policy must offer an exchange privilege to whole 

life within eighteen months of issue at the insured’s 
original age and original date of issue, without 
evidence of insurability.  

 
•  At least one extended term non-forfeiture option 

must be offered on a fixed basis. 
 
• Policy loans must be available after the contract has 

been in force for at least three years. The loan may 
be based on 75 percent of the separate account 
value or, if applicable, 90 percent of the general 
account value. 

 
The variable life policy must also contain the typical 
policy provisions that are found in non-variable 
policies. For example, the policy must contain 
settlement options, dividend options, a two-year 
suicide clause, etc. 
 
 
 
 

Universal Life  
 
Universal life is an unbundled whole life product that 
separates the policy’s cash value, insurance 
protections, and company expenses. The cash value in 



this type of product is credited at current interest 
rates, and therefore can fluctuate. Because of the risk 
of interest rate fluctuations inherent in the policy, this 
product is subject to a series of regulations.  
 
Universal life policies in Michigan are required to 
produce a status report, usually issued annually, that 
details the policy’s performance.  This report includes 
the death benefit and cash values for the current and 
past years. It also states the policy’s net surrender 
value and any outstanding loan balance. In addition, 
this report will include a notice (when applicable) that 
the policy’s cash surrender value is insufficient to 
maintain the insurance in force without payment of 
additional premiums. 
 
A universal life policy is also required to provide 
provisions for the disclosure of policy cost factors, 
including interest, mortality costs, and expense 
charges. The policy must offer a basic description of 
how cash surrender values are calculated. The policy 
must offer guarantees of minimum interest crediting 
and maximum mortality and expense charges. It must 
state what elements of the policy are based on 
guarantees, and what figures are not guaranteed; 
nonguaranteed elements must be explained. 
Limitations on crediting interest and the method used 
for crediting must be explained. When a universal life 
policy is interest-indexed, the index used must be 
stated and explained. 
 
If a universal life policy provides a maturity date, the 
insurance company must provide the policy owner 
with a statement that there may not be enough cash 
value to continue coverage to the maturity date. 



A universal life policy requires the issuing company to 
provide written notice to the policy owner’s last known 
address at least 30 days prior to termination of 
coverage.  
 
When taking an application for a universal life policy, 
a producer must provide a statement of policy 
information for the applicant. This information 
includes an illustration with interests currently 
guaranteed by the company to describe premiums, 
death benefits, and cash values. If this statement of 
policy information is not delivered at the time of 
application, it must be delivered within fifteen working 
days after the application (but five days before the 
policy is delivered). Should a policy be delivered before 
the statement of information, it must be attached to a 
statement that it has been delivered for the sole 
purpose of allowing comparison with other policies. If 
the policy is delivered sooner than five days after the 
statement of information, the free-look period is 
extended from ten to fifteen days. 
 
 
 
 

Industrial Life  
 
Industrial life insurance is sold in face amounts of 
$1,000 or less, with a premium that is collected 
weekly or monthly. All industrial life policies in 
Michigan must contain the words “industrial policy” 
clearly listed on the policy. 
 



The following provisions cannot be included in any 
industrial life policy offered in Michigan: 
 
• Provision voiding the policy due to the insured 

having had a disease or ailment or having been 
hospitalized or receiving medical treatment (unless 
the condition or treatment occurred within two 
years prior to the policy issue). 

 
• Provision allowing the insurer to void the policy 

because the insured was rejected for insurance 
(unless the insurer demonstrates that knowledge of 
a previous rejection would have caused it to refuse 
the issuing the policy). 

 
• Provision limiting the time period for legal action to 

less than six years after the cause of action. 
 
• Provision for any settlement option that would pay 

out less than the amount insured (less any 
indebtedness). 

 
 
 
 

Group Life 
 
Group life is a basic life insurance policy in which 
coverage is extended to a large group of insureds 
under one master policy. The master policy is given to 
the policy owner, and certificates of insurance are 
provided to the group participants (insureds). 
 
 



Eligible Groups 
 
In Michigan, group life policies require a minimum of 
ten lives be covered. Groups eligible for group life 
insurance are: employer-employee groups, 
associations, labor unions, and the National Guard.11 
 
If a group life plan requires a portion of the premium 
be paid by employees, then there must be at least 75 
percent participation from the eligible class of 
employees.12 Group life plans cannot allow for any 
discrimination in the terms of participation or the 
amounts of insurance provided.  
 
Dependent Coverage 
 
Group life insurance plans may provide benefits for 
the dependents of a covered employee. Dependent 
coverage is generally the same type as is available for 
the covered employee, however the face amount is 
usually less. The insurance for dependent coverage is 
convertible to an individual policy without proof of 
insurability. 
 

Required Health Insurance Coverages 
and Provisions 
 
Newborn Coverage 
A health insurance policy must provide coverage for 
newborns. This coverage includes injury, sickness, 

                                                           
11 The Michigan Insurance Commissioner may grant group coverage to other types of groups 
at his or her discretion. Groups in this situation must have at least 250 plan participants, and 
the maximum coverage per person cannot exceed $80,000. 
12 “Eligible class of employees” refers to occupational groups. 



and congenital or birth defects. When the newborn is 
covered by both parents’ health insurance, the primary 
carrier is the parent whose birthday is closest to 
January 1. The insurance company may require 
notification and payment of any premium within 31 
days of birth for coverage to continue beyond that 
initial 31-day period. 
 
Dependents 
Health insurance policies may contain a provision 
stating a limiting age for benefits. A limiting age is the 
period after which benefits cease. The limiting age for 
dependent children in most individual and group 
health policies is 18 or 21. However, if the dependent 
child is attending college, the limiting age can often be 
extended—typically up to age 25.  
 
If a dependent child is handicapped, unmarried, and 
incapable of self-support, the limiting age provision 
does not apply. As long as the required premium is 
paid, coverage must continue. In this situation, the 
insurer has the right to request proof of handicap 
within 31 days of the child’s reaching the limiting age. 
 
Dependent Coverage With a Custodial Parent 
Custody of a child may be granted to a parent through 
court order with a requirement that health coverage is 
provided. When the parent is eligible for dependent 
coverage, and the insurer is notified of the court order, 
the insurer must: 
 
• allow the parent to enroll the child as a dependent 

regardless of any enrollment season requirements; 
and, 



• if one parent is enrolled but fails to apply for the 
child’s coverage, the insurer must enroll the child 
under dependent coverage through a friend of the 
court, or by the other parent through the friend of 
the court; finally,  

 
• the insurer must not terminate coverage except in 

these circumstances: the insurer receives written 
evidence that the court order requiring coverage is 
no longer effect; the child will be enrolled for 
coverage with another insurer upon termination of 
the current coverage; the required premiums are 
not paid. 

 
Dependent Coverage With a Non-custodial Parent 
 
When a child has health coverage with a non-custodial 
parent’s insurer, the insurer must: 
 
• Provide all necessary and pertinent information to 

the custodial parent for obtaining benefits through 
that coverage;  

 
• Allow the custodial parent, or, with the parent’s 

permission, the health care provider, to submit 
claims without the non-custodial parent’s approval; 

 
• Pay claims submitted by the custodial  parent either 

directly to that parent or the provider of medical 
services. 

 
Hospice Services 
 



If inpatient hospital, medical, or surgical expense 
benefits are provided by a health insurance policy, 
hospice care benefits for the treatment of terminal 
illnesses must also be provided. Hospice benefits 
include both inpatient and outpatient services. This 
type of care is for controlling pain and providing 
counseling for the terminally ill and their families. 
While Michigan regulations state that this type of 
benefit must be provided, a minimum level for the 
benefit is not specified. 
 
Substance Abuse Treatments 
 
Michigan law requires all health insurance policies 
provide intermediate care and outpatient care coverage 
for substance abuse. Substance abuse in this instance 
refers to alcohol and drug abuse. Intermediate care 
refers to 24-hour, inpatient treatment. Outpatient care 
refers to regular, systematic visits (i.e. weekly) for 
treatment. 
 
Benefits for substance abuse treatments include 
chemotherapy, detoxification, counseling, and other 
related services. Each individual must be provided at 
least $1,500 per year in benefits (annually indexed for 
inflation).  
 
Should this coverage cause the premium to increase 
by more than 3% in a policy year, the policy holder can 
decline the coverage.  
 
Reconstructive Surgery / Prosthetic Devices 
Following a Masectomy 
 



When a policy covers hospital, medical, or surgical 
expenses for a masectomy, any prosthetic device(s) or 
medical care required after reconstructive surgery 
must be provided. The level of coverage is not 
mandated. 
 
Service Providers 
 
Insurers may not refuse to pay benefits simply 
because the health care was provided by a licensed 
medical professional other than a physician. Therefore, 
health insurance policies issued in Michigan that 
provide benefits for various health care services may 
not deny claims when the service is provided by 
chiropractors, psychologists, podiatrists, dentists, and 
optometrists.13 
 
Pre-existing Conditions 
 
Pre-existing conditions may be excluded from coverage 
or receive limited coverage when the following is 
applicable: 
 
• If a person is covered under an individual policy or 

a group policy covering two to fifty persons, an 
exclusion or limitation must relate to a condition for 
which medical advice, diagnosis, care, or treatment 
was recommended and/or received within six 
months prior to the person’s enrollment. The 
exclusion or limitation does not extend beyond 
twelve months after the effective date of the policy. 

 

                                                           
13 In the case of optometrists, reimbursement for eyeglasses, bifocals, and contact lenses is not 
required unless specifically provided for in the policy.  



• If a person is covered under a group policy that 
covers more than fifty persons, an exclusion or 
limitation must relate to a condition for which 
medical advice, diagnosis, care, or treatment was 
recommended or received within six months prior to 
enrollment. The exclusion or limitation does not 
extend beyond six months after the effective date of 
the policy. 

 
 
 

Medicare Supplement Insurance 
 
  
Medicare is a federal health care insurance program 
available to persons as soon as they reach the age of 
65. Medicare possesses numerous exclusions, limited 
benefit periods, deductibles, and a variety of 
copayments. Because of these limitations, 
supplemental health coverage is usually required to 
provide a more complete health insurance package. 
This additional coverage is referred to as Medicare 
Supplements or Medigap.  Medicare Supplements 
reimburses the insured for regular Medicare 
deductibles and copayments as well as providing other 
benefits. 
 
All insurers offering individual or group medical 
expenses are required to provide Medicare supplement 
coverage to any person who has been insured but is no 
longer eligible for coverage because of his or her 
Medicare eligibility.  
 



This supplement coverage must be requested within 
90 days before or 90 days after the applicant’s 65th 
birthday; coverage requested during this time frame 
does not require proof of insurability. Application 
outside this time frame will result in normal 
underwriting. 
 
Minimum for Medicare Supplements 
 
Any Medicare Supplement policy issued in Michigan is 
required to meet the following minimum standards:  
 
• Waiting periods for preexisting conditions cannot 

exceed six months 
 
• Losses resulting from sickness must be indemnified 

along the same criteria as those resulting from 
accidents 

 
• Both intermediate and outpatient care for 

substance abuse must be covered 
 
• Copayments must automatically increase relative to 

changes in Medicare deductibles and copays 
 
• Renewability must be guaranteed14 
 
Termination of a Medicare Supplement policy cannot 
reduce the benefits required by a continuous claim or 
loss that originated during the time that the policy was 
in effect. An extension of benefits beyond the period 
during which the policy was in force may be based on 
continuous disability, and limited to the policy benefit 

                                                           
14 The guaranteed renewability is waived if the insured fails to pay the required premium 



period or by the payment of maximum benefits under 
the policy. 
 
Standard Medicare Supplement Plans 
 
Ten standard Medicare Supplement plans exist. These 
plans are labeled “A” through “J” and provide 
increasing benefits in an ascending order (i.e. Plan A 
provides the core amount of benefits and Plan J 
provides the largest amount).  
 
These plans were mandated by Congress for the 
purpose of clarity and to avoid duplicating existing 
standard Medicare coverages.  
 
 
Plan A 

 
This plan covers the following: 
 

• Medicare Part A coinsurance amounts for the 61st to 
the 90th day of hospitalization and for each of 
Medicare’s nonrenewable lifetime hospital inpatient 
reserve days used 

 
• All Medicare part A eligible hospital expenses for 

365 additional days following the use of all available 
hospital benefits 

 
• Medicare Part B coinsurance amount after the 

annual deductible has been met 
 
• The reasonable cost of the first three pints of blood 

each year 



 
Plan B 

 
Plan B includes the Plan A coverage benefits plus 
the following: 
 

• Medicare Part A inpatient hospital (per benefit 
period) deductible 

 
Plan C 

 
Plan C includes the Plan A coverage benefits plus 
the following: 
 
• Medicare Part A deductible 
 
• Emergency care in a foreign country 
 
• Daily coinsurance for skilled nursing facility care 
 
• Medicare Part B deductible 
 
Plan D 

 
Plan D includes the Plan A coverage benefits plus 
the following: 
 

• Medicare Part A deductible 
 
• Emergency care in a foreign country 
 
• Daily coinsurance amount for skilled nursing 

facility care 
 



• “At-home recovery” services for short-term 
assistance with activities of daily living 

 

Plan E 

 
Plan E includes the Plan A coverage benefits plus 
the following: 
 

• Medicare Part A deductible 
 
• Emergency care in a foreign country 
 
• Daily coinsurance amount for skilled nursing 

facility care 
 
• Annual preventive screening and medical care up to 

a stated amount 
 
Plan F 

 
Plan F includes Plan A coverage benefits plus the 
following: 
 

• Medicare Part A deductible 
 
• Emergency care in a foreign country 
 
• Daily coinsurance amount for skilled nursing 

facility care 
 
• Medicare Part B deductible 
 
• 100 percent of Part B excess charges 
 



Plan G 

 
Plan G includes Plan A coverage benefits plus the 
following: 
 

• Medicare Part A deductible 
 
• Emergency care in a foreign country 
 
• Daily coinsurance amount for skilled nursing 

facility care 
 
• “At-home recovery” services 
 
• 80 percent of Part B excess charges 
 
Plan H 

 
Plan H includes Plan A coverage benefits plus the 
following: 
 

• Medicare Part A deductible 
 
• Emergency care in a foreign country 
 
• Daily coinsurance amount for skilled nursing 

facility care 
 
• 50 percent of outpatient prescription drug charges, 

subject to a $250 deductible and up to $1,250 per 
year 

 
Plan I 

 



Plan I includes Plan A coverage benefits plus the 
following: 
 

• Medicare Part A deductible 
 
• Emergency care in a foreign country 
 
• Daily coinsurance amount for skilled nursing 

facility care 
 
• “At-home recovery” services 
 
• 100 percent of Part B excess charges 
 
• 50 percent of outpatient prescription drug charges, 

subject to a $250 deductible and up to $1,250 per 
year 

 
Plan J 

 
Plan J includes Plan A coverage benefits plus the 
following: 
 

• Medicare Part A deductible 
 
• Emergency care in a foreign country 
 
• Daily coinsurance amount for skilled nursing 

facility care 
 
• “At-home recovery” services 
 
• Preventive screening and medical care 
 



• 100 percent of Medicare Part B excess charges 
 
• Extended outpatient prescription drug benefit of 50 

percent, subject to a $250 deductible and up to 
$3,000 per year 

 
Buyer’s Guide 
 
All Medicare Supplement applicants must be given a 
Medicare Buyer’s Guide. This guide is produced 
jointly by the National Association of Insurance 
Commissioners (NAIC) and the U.S. Department of 
Health and Human Services. The guide recommends 
neither companies nor types of policies. Rather, it 
describes the Medicare program and the need for its 
supplementation.  
 
Outline of Coverage 
 
Applicants for a Medicare Supplement policy must be 
given an outline of coverage describing the policy’s 
important elements, such as the premium, benefits, 
copays, etc.  
 
Continuation and Conversion 
 
When a person becomes eligible for Medicare, they will 
lose their health care coverage under a group policy. In 
Michigan, insurers that offer individual or group 
expense incurred hospital, medical, or surgical policies 
must provide continuation and conversion options to 
any person who has been insured under one of their 
policies. Persons in this situation may continue or 
convert to a basic core benefits or a Type C Medicare 



Supplement policy. This policy is guaranteed 
renewable or noncancellable. 
 
Duplication of Benefits 
 
Medicare Supplement policies cannot duplicate 
benefits already provided by Medicare. All Medicare 
Supplement policy applications must include 
questions that help determine if the applicant already 
has a Medicare Supplement policy (or other health 
insurance policy) in force. The Medicare Supplement 
application is also designed to determine if its 
purchase is intended to replace any existing coverage. 
 
All Michigan residents that have more than one 
Medicare Supplement policy in force with an insurer 
will have the following information forwarded by their 
insurance companies to the Michigan Insurance 
Commissioner’s office on an annual basis: policy 
numbers, certificate numbers, and dates of issuance.  
 
All insurers in Michigan offering Medicare Supplement 
policies must file any premium adjustments necessary 
to produce anticipated loss ratios for the applicable 
policies to the Insurance Commissioners office.  
 
Free Look Period 
 
All Medicare Supplement policies are subject to a 30-
day free-look period. If the policy owner returns the 
policy to the insurer within the 30-day period, all 



premiums, including any applicable fees and charges, 
must be refunded.15 
 
Level Commissions 
 
A producer’s first-year commission for the sale of a 
Medicare Supplement policy cannot be greater than 
the commission he or she receives for the policy in 
each of the next to years. 
 
 
 

Advertising Regulations 
 
Health insurance advertising regulations are designed 
to provide full and fair disclosure of material 
information. These regulations are designed to keep 
health insurance advertising clear and accurate, and 
eliminate ambiguous, misleading, and deceptive 
advertising.  
 
Under these regulations, advertising includes all 
printed material, radio scripts, television scripts, 
billboards, and sales aids (such as audio-visual 
presentations and flip-chart illustrations).  
 
In order to comply with Michigan regulations, health 
insurance advertising cannot do any of the following: 
omit material information; use misleading or deceptive 
statements; present information in a confusing 
manner.  
                                                           
15 A policy owner may also cancel the policy after the 30-day free-look period. To cancel the 
policy, he or she must provide the insurer with written notice of the intent to cancel. The 
insurer is legally required to refund the difference between the premium paid and the pro rata 
premium for the expired time. 



Examples of Deceptive Advertising 
 
Exaggerating Policy Benefits  
 
An advertisement cannot use words or phrases that 
exaggerate the benefits of a policy beyond the policy’s 
terms. This means that an advertisement can neither 
overstate the policy’s benefits nor understate its 
limitations. Words such as “complete” and “unlimited” 
can present problems if they create an exaggeration of 
benefits or understatement of limitations.  
 
Failure to Disclose Probationary or Waiting Periods 
 
All advertisements must disclose any applicable 
probationary or waiting periods between the effective 
date of the policy and effective date of coverage. These 
periods must be referred to as probationary or waiting 
periods. 
 
Failure to State a Policy’s Limited Coverage 
 
Any advertisement for a policy that only covers 
specified illnesses or specified accidents must clearly 
and accurately state the policy’s limited coverage. 
 
Preexisting Conditions 
 
All advertisement must disclose the extent to which a 
loss is not covered due to a preexisting condition 
provision in the policy. The advertisement must make 
this disclosure in clear, negative terms. If a policy does 
not cover losses that result from a preexisting 
condition, it is misleading to state or imply that the 
applicant’s medical history will not affect the issuance 



of the policy or the payment of claims. In the case of 
mail-order insurance, the application must state that 
any preexisting condition may limit or preclude 
coverage under the policy.  
 
Testimonials 
 
If testimonials are used in an advertisement, they 
must be applicable to the advertised policy and 
accurately reproduced. When compensation has been 
given for a testimonial, or if the testimonial comes 
from a party with a financial interest in the insurer, 
then this information must be disclosed in the 
advertisement. Advertisements cannot state or imply 
that an insurer or a policy are approved or endorsed 
by an individual or group unless this is true and any 
relationship between the insurer and the endorser has 
been disclosed. 
 
Statistical Information 
 
When an advertisement uses statistical information, 
the source of this information must be disclosed. All 
statistical information used must be true, accurately 
presented, and reflect all material facts. 
 
Impression of Government Endorsement 
 
Advertisements cannot state or imply that an insurer 
or a policy has been approved by an individual or 
group (unless true). An insurer is prohibited from 
using the approval of a policy form or advertisement to 
state or imply that a government agency has endorsed 
or recommended the insurer. 
 



Disclosure of Name 
 
The name of the insurer must be clearly stated in all 
advertisements. When an advertisement can be seen 
or heard beyond the insurer’s jurisdiction, it must not 
state or imply licensing beyond its legal limits. 
 
Status as Introductory or Special 
 
An advertisement of an individual policy cannot state 
or imply that the policy is introductory or special 
unless that claim is true. An enrollment period during 
which a product may be purchased cannot be offered 
unless there has been a lapse of not less than three 
months between the close of the preceding enrollment 
period and the opening of the new enrollment period. 
There cannot be more than two enrollment periods in 
one calendar year for an insurance product. 
 
File of Current Advertisements 
 
An insurer’s home office is required to keep a file of all 
advertisements used in Michigan for a period of four 
years. These advertisements must be made available 
for inspection by the Michigan Division of Insurance. 
 
Each producer must maintain a complete file 
containing all printed, published, or prepared 
advertisements generated by his or her agency that is 
not company specific. This file is to be kept at the 
home agency or principal office. Advertisements in this 
file are to contain a notation referring to manner in 
which they were used and the extent of their 
distribution. These advertisements are to be kept on 
file for a period of three years following their last use. 



Annual Statement and Approval of Material 
 
Insurers are required to file an annual statement with 
the Michigan Division of Insurance stating that they 
are in compliance with all applicable advertising 
regulations. The Michigan Insurance Commissioner 
may require the filing of health insurance advertising 
material no fewer than 45 days before the insurer 
plans to use the material. 
 
 

Blanket Disability Insurance 
 
Blanket disability insurance provides coverages for 
specific types of groups for limited or specific events or 
periods of time. Usually, this coverage is for accidents 
only. The following types of groups are included: 
 
• Common carrier passengers (i.e. passengers on an 

airplane) 
 
• Students and teachers in schools and colleges 
 
• Volunteer groups 
 
• Members of a school athletic team 
 
• Children attending camps 
 
This type of policy does not require an application, but 
new members must be added to the policy as they 
become eligible. Insureds may receive a certificate of 
insurance.  
 



This policy typically includes most health insurance 
provisions. Benefits are paid directly to the insured or 
to the medical facility providing the health care. 
 
 
 
 

Third Party Administrators and 
Administrative Service Managers 
 
A third-party administrator (TPA) provides support and 
services (e.g. claim processing) for employee benefit 
programs under a contract. TPAs often work with 
employers that self-insure their health care programs. 
Administration of the program becomes the 
contractual responsibility of the TPA.  
 
TPAs are required to be licensed within the state of 
Michigan. The TPA is required to comply with all state 
laws when domiciled in Michigan or soliciting business 
in the state. TPAs are required to submit an annual 
statement of business affairs to the Michigan Division 
of Insurance 
 
Operation as a TPA requires a certificate of authority 
from the Michigan Insurance Commissioner. A 
certificate of authority will be issued when the 
following is completed: a state licensing exam is 
successfully passed;  a license is properly completed; 
the applicant establishes adequate facilities; and a 
licensed administrative services manager is employed. 
 
 
 



 
 
 
 

Long Term Care Insurance 
 
Long term care (LTC) insurance is defined by Michigan 
law as an individual or group health insurance policy 
or rider that provides coverage for at least twelve 
consecutive months. This form of coverage provides 
necessary diagnostic, preventive, therapeutic, 
rehabilitative, maintenance, personal or custodial care 
services provided in a setting other than an acute care 
unit of a hospital.  
 
LTC is designed to pay for medical and personal 
services for persons needing help with daily activities 
over an extended period of time. Generally, the need 
for this type of coverage is caused by physical and/or 
mental impairment resulting from the aging process. 
Medical and personal services paid for by this form of 
coverage are usually delivered in a nursing home, at 
an adult day care center, or at a home. 
 
LTC does not pay for rehabilitative and convalescent 
care, basic medicare supplemental coverage, basic 
hospital expense coverage, major medical expense 
coverage, or hospital confinement indemnity coverage. 
 
In Michigan, LTC policies must include coverage for 
intermediate care, which cannot be significantly less 
than the coverage provided for skilled care. Home care 
services must be included in the policy, however the 



policy may state that before home care services are 
used, they must be prescribed by a specified person. 
 
LTC policies typically have an elimination period that 
ranges from 30 to 90 days. The daily benefit paid for 
by the policy varies by policy. The dollar amount may 
also vary by service. For example, a higher daily 
benefit may be specified for nursing home care than 
for home health care. The benefit period can also vary, 
typically for a range of years, such as one to four. 
 
All riders and/or endorsements attached to a LTC 
policy after its date of issue or at renewal that reduce 
or eliminate benefits or coverage must be accepted by 
the insured in writing. This allows hold true for any 
rider and/or endorsement that increases benefits or 
coverage with a corresponding increase in premium 
(unless mandated by law). 
 
When LTC policies provide for the payment of benefits 
based on “reasonable and customary” standards, 
“reasonable and customary” must be defined and 
included in the policy’s summary of coverage. 
 
 
 LTC Benefit Levels 
 
Skilled Nursing Care 
 
This type of LTC care is provided at an inpatient 
nursing home, referred to as a skilled nursing facility. 
The facility must be certified by the state Department 
of Health. Inpatient care is provided by a nursing staff 
under the supervision of a licensed physician.  
 



 
Intermediate Care 
 
Intermediate care is provided in a facility under the 
supervision of licensed nursing personnel. 
Intermediate care is for patients requiring constant 
availability and support, but little in the way of skilled 
medical care. Intermediate care facilities are also 
providers of custodial care services. 
 
Custodial Care 
 
Custodial care is the most common type of LTC 
service. It provides assistance with activities of daily 
living (e.g. eating, dressing, bathing, etc.). Custodial 
care can be performed in a variety of settings, such as 
a custodial care facility and the insured’s home.  
 
Home Health Care 
 
Home health care includes a wide variety of health and 
custodial care services that follow a written diagnosis 
and plan of care. Services are provided by home health 
care agencies with a staff of professional, 
paraprofessional, and skilled care providers. They can 
include nursing services, physical therapy, speech 
therapy, respiratory therapy, occupational therapy, 
nutritional services, and personal/homemaker 
services. 
 
Adult Day Care 
 
Adult day care provides custodial, social, and 
recreational services for adults who cannot safely 



remain alone. This form of care is provided on a less 
than 24-hour basis. 
 
Hospice Care 
 
Hospice care is provided to persons who are terminally 
ill. Its purpose is to provide pain management and 
support services such as counseling to family 
members.  
 
 
Group LTC Requirements 
 
Group LTC policies have several requirements. First, 
the minimum member number for a group LTC policy 
is 100. The group must have been in existence for at 
least one year. It cannot have been formed with the 
sole purpose of purchasing insurance. The group must 
meet at least annually and have a dues-paying 
structure.16 Group members must have voting 
privileges.   
 
 
Required LTC Policy Standards and Provisions 
 
Guaranteed Renewable 
 
Individual LTC policies must be guaranteed renewable. 
The policy cannot be canceled by the insured, nor can 
provisions be changed without the consent of the 
insured. However, policy premiums may be adjusted 
upward. 
 

                                                           
16 This requirement is waived in the case of credit unions. 



Group LTC policies must contain a conversion 
provision. The conversion provision allows an insured 
to convert the group policy to an individual policy with 
benefits similar to, or the same as, the group policy. 
 
If an existing LTC policy is converted or replaced by 
another policy with the same insurer, a new 
elimination period cannot be enacted unless the 
insured voluntarily opts for an increase in benefits.  
 
 
Cost-of-Living Adjustment 
 
All LTC applicants are entitled to the option of 
purchasing a policy that provides cost-of-living benefit 
adjustments. Cost-of-living adjustments can take the 
following formats: 
 

1. Annual five percent increases 
 
2. Periodic increases in the benefit levels without 

evidence of insurability, provided that the 
option for the previous period was not declined 

 
3. Coverage for a specified percentage of the 

actual or reasonable charges without including 
a maximum specified amount or limit. 

 
Preexisting Conditions 
 
LTC policies may not condition benefits on prior 
institutionalization or on prior receipt of a higher level 
of institutional care. If a policy does contain limitations 
regarding preexisting conditions, the limitations are 



required to be stated in a separate paragraph of the 
policy and be labeled as such. 
 
Typically, preexisting conditions must be covered for 
six months after the effective date of the policy. 
However, this six-month limitation period may be 
extended if the Michigan Insurance Commissioner 
deems it justified.  
 
Policy Termination 
 
If an insurer terminates a LTC policy, it must continue 
to cover the cost of institutionalization if the insured 
had been institutionalized while the policy was in force 
and this institutionalization has been constant 
through the time of institutionalization.  
 
Right to Return 
 
Individual LTC policies allow the policy owner to 
return the policy within 30 days after delivery with a 
full refund, as long as benefits have not been incurred 
or claims made. 
 
 
Allowable LTC Exclusions 
 
An insurer may limit or exclude benefit coverage for 
the following: 
 
• Preexisting conditions 
 



• Mental illness and/or nervous disorders17 
 
• Alcohol and/or drug abuse 
 
• Illness, treatment, or medical condition that arises 

out of war, participation in a felony, or riot 
 
• Illness, treatment, or medical condition arising out 

of self-inflicted injury, up to and including suicide 
 
LTC Sales Regulations 
 
Insurance companies that market LTC policies in 
Michigan must meet a series of regulatory standards, 
and establish procedures for verifying their compliance 
with these standards. First, insurers must establish 
marketing procedures to insure fair and accurate 
policy comparisons. Second, they must avoid selling 
excessive or inappropriate levels of LTC coverage. This 
includes, but is not limited to, making reasonable 
efforts to identify whether a prospect already has LTC 
coverage. 
 
Insurers are required to prominently display the 
following on the first page of the outline of coverage: 
 
Notice to Buyer: This policy may not cover all the costs 
associated with long-term care incurred by the buyer 
during the period of coverage. The buyer is advised to 
review carefully all policy limitations. 
 

                                                           
17 The insurer may not limit or exclude more than the following: neurosis, psychosis, 
psychopathy. This exclusion does not pertain to Alzheimer’s. 



LTC policy applications must contain clear, easily 
understandable questions for determining the 
applicant’s health condition. For applicant’s aged 80 or 
older, insurer’s are required to secure one of the 
following: the results of a physical exam; copies of 
medical records; assessment of functional capacity; or 
an attending physician’s statement.  
 
If a LTC policy is not a guaranteed issue, the 
insurance company must make every reasonable effort 
to convey the potential restrictions of the policy’s 
coverage to the applicant.  
 
In the application process, producers are required to 
list any other health insurance policies they have sold 
to the applicant within the past five years. The 
producer must also indicate whether these other 
policies are still in force.  
 
Insurers and producers that violate any long-term care 
insurance law or regulation are subject to a maximum 
fine of three times the commission paid for each policy 
involved in the violation or $10,000, whichever greater. 
This penalty is in addition to any other penalties 
provided under Michigan law. 
 
 
Necessary Accompanying Documents 
 
If an LTC sale replaces an existing policy, the applicant 
must be provided a “Notice Regarding Replacement of 
Accident and Sickness or Long-Term Care Coverage.” 
This document explains the seriousness of policy 
replacement, and lists some of the important issues 
present in the replacement scenario.  



All applicants for LTC coverage must receive a copy of 
the LTC insurance shopper’s guide that follows the 
NAIC format. Also, all LTC applicants must receive a 
summary of coverage describing the policy’s features, 
including, but not limited to, the following: benefits, 
coverages, limitations, premiums, and how benefits 
may be adjusted. This summary must also be provided 
at the time of the policy’s renewal whenever requested. 
 
 
 
 

Disclosure  
 
At the time of enrollment, the insurance company is 
required to provide the applicant with a clear and 
easy-to-understand form describing the terms and 
conditions of the company’s policies and certificates. 
Areas covered in the disclosure form include covered 
benefits, emergency health coverages and benefits, 
out-of-area coverages and benefits, copays and 
deductibles, provisions for continuing treatment 
should the provider’s participation end while the 
insured is receiving treatment from the provider, and a 
telephone number for information on grievance 
procedures. 
 
 
 
 
 
 
 
 



 
 
 

Grievance Procedures 
 
Insurance companies that issue medical expense 
policies in Michigan are required to establish an 
internal formal grievance procedure for its insureds.  
 
 
 
 
 

Credit Life, Accident and Health 
Insurance 
 
Credit life is insurance on the life of a debtor. Credit 
accident and health is insurance on a debtor. It 
protects the creditor from losses caused by the 
debtor’s premature death. Credit accident and health 
protects the creditor from losses caused by the 
debtor’s total disability. Claims from these policies are 
paid to the creditor to resolve the insured’s/debtor’s 
debt in the event of death or total disability. The 
creditor is generally prohibited from being designated 
as the claim representative for the insurer in adjusting 
claims. These forms of insurance can be issued as 
individual or group policies.  
 
Regulations for credit life, accident and health 
insurance stem from the Credit Insurance Act. Under 
the provisions of this act, the individual policy or 
group certificate is to be delivered to the debtor when 
indebtedness is incurred. If not, a copy of the 



application or a notice of proposed insurance signed 
by the debtor must be given to the debtor. This 
application or notice must include the following 
information: the name and home office of the insurer, 
premium rates, a description of the coverage, and the 
name(s) of the debtor. Upon acceptance of the 
insurance, and within 30 days of the date when 
indebtedness was incurred, the insurer is required to 
deliver the individual policy or certificate of insurance 
to the debtor/insured. The policy becomes effective on 
the date that the debtor becomes obligated to the 
creditor.18 
 
Two variants of credit insurance are joint credit life 
and open-end credit insurance. Joint credit life can be 
issued when a credit transaction involves two debtors, 
typically a husband and wife. The benefit is paid upon 
the first death.  
 
Open-end credit insurance applies to revolving 
creditor-debtor relationships. It is most commonly 
used with credit cards. 
 
The total amount of credit life or credit accident and 
health cannot exceed the total indebtedness due to the 
creditor. If the debt is paid off early, a refund may be 
paid or credited to the insured/debtor. When 
indebtedness is discharged because of renewal or 
refinancing before the scheduled maturity, the 
insurance in force must first be cancelled before new 
credit insurance is issued.  
 
                                                           
18 Group policies providing coverage on existing obligations starts on the effective date of the 
policy. Credit insurance cannot extend more than fifteen days beyond the scheduled maturity 
date of the debt obligation without additional cost to the debtor. 



Group credit life requires that the maximum coverage 
on any one life be limited to $5,000. The group plan 
must have fifty new enrollees each year.19 The 
maximum length of time for both coverage and 
indebtedness is ten years.  
 
When issued with a mortgage loan for the purchase of 
a mobile home, the loan term cannot exceed five years, 
and the amount of coverage cannot be for more than 
$80,000 of decreasing term insurance. Any amount of 
insurance remaining at the end of the loan period is 
convertible to permanent life insurance for 31 days. 
 
Credit life and credit accident and health policies, 
applications, and premiums are required to be filed 
with and approved by the Insurance Commissioner. He 
or she is allowed 30 days upon receipt to accept or 
reject any policies, applications, premiums, etc. In 
event of rejection, the insurer is allowed a request for a 
hearing, which must be granted within twenty days of 
the request. 
 
Producers or insurers in violation of any part of the 
Credit Insurance Act can be investigated by the 
Insurance Commissioner. Unintentional violations are 
subject to a maximum fine of $250; willful violations 
may receive fines up to $1,000. Penalties also can 
include suspension and/or revocation of an producer’s 
license.  
 
 
 

                                                           
19 If the plan has 100 or more new enrollees per year, the maximum coverage for any one life 
is increased to $50,000 / $20,000.   



 
 

Misrepresentation in Applications 
 
Statements made by an insurance applicant in 
response to the application’s questions become a part 
of the insurance contract. These statements are 
representations, or statements of fact believed to be 
true.20  
 
False representations are termed misrepresentations. 
A material misrepresentation occurs when knowledge 
of the misrepresentation would have resulted in the 
insurer refusing to issue the policy in its current form. 
Material misrepresentations can void the insurance 
contract.  
 
 
 
 

Life and Health Insurance Guaranty 
Association 
 
The Life and Health Guaranty Association was created 
by the Michigan Life and Health Guaranty Association 
Act. All stock and mutual insurance companies selling 
life insurance, accident and health insurance, credit 
life insurance, and annuities in Michigan must be 
members of the association.21 The association is 
funded by member assessments.   
 

                                                           
20 Unlike warranties, which are statements of fact guaranteed to be true. 
21 Exceptions include non-profit organizations, fraternal benefit societies, and HMOs. 



Its purpose is to protect policy owners, insureds, 
beneficiaries, and annuitants from insurer insolvency. 
The association guarantees, assumes, or reinsures an 
insurer’s policies. It can loan money to an impaired or 
insolvent insurer, and provide payment of insurer’s 
obligations. The maximum protection available under 
the association is $100,000 in cash value for each 
individual, with a maximum aggregate of $300,000 for 
life, and a maximum aggregate of $100,000 for 
accident and health and annuity.  
 
 
 
 

Prohibited Relationship with the Funeral 
Industry 
 
It is illegal in Michigan for an insurer to maintain or 
operate a funeral home. In addition, anyone employed 
by, owns stock in, or is otherwise connected to a 
funeral establishment (such as a funeral home, 
cemetery, or mortuary) may not hold a life insurance 
producer’s license in Michigan. However, a funeral 
establishment or person connected to a funeral 
establishment may possess a limited life insurance 
license to sell what are referred to as associated life 
policies. Associated life policies can be used to pay for 
cemetery or funeral costs. The base maximum for such 
policies is $5,000, but it is adjustable annually in 
accordance with the consumer price index. The 
current maximum for the period effective June 1, 1999 
through May 31, 2000 is $7,376.  
 



Funeral establishments with a limited life insurance 
license may advise clients as to the availability of life 
insurance, but they cannot coerce, intimidate or 
unduly influence clients to purchase the product. 
When a funeral establishment provides clients with an 
application for life insurance, a list of life insurance 
companies operating in Michigan must also be 
provided. 
 
Other restrictions affecting life insurance and the 
funeral industry include the following: 
 
• Insurers cannot coerce, intimidate, or unduly 

influence insureds into using a particular funeral 
establishment. 

 
• Funeral establishments and their employees cannot 

be named beneficiaries of insurance policies as 
payment or exchange for funeral services. However, 
benefits may be assigned to a funeral establishment 
for the payment of funeral services. 

 
Violation of these regulations is a misdemeanor in 
Michigan. Each violation is a separate offense. Upon 
conviction, violations are punishable up to a maximum 
fine of $1,000, imprisonment for a maximum of six 
months, or both. Along with the penalties meted out in 
court, the Insurance Commissioner may impose a civil 
fine of up to $10,000 for each violation as well as other 
penalties. All monies collected for these regulatory 
violations are deposited into the Funeral Consumers 
Education and Advocacy Fund. 
 
 



Hot Topics 
 
Insurance contains multiple laws and regulations, all 
of which exist is a highly fluid environment. To serve 
your clients—and protect yourself—you must stay 
abreast of legal changes. You have many sources 
available to you to accomplish this task. Your agency 
manager, your home office support team, trade 
journals and business publications—all of these are 
excellent sources of information. However, the best 
source for information on the laws affecting the legal 
and regulatory environment in Michigan is the Office 
of Financial and Insurance Services. 
 
This office, created when Governor Engler signed 
Executive Order 2000-4, merges the Michigan Division 
of Insurance, the Financial Institutions Bureau, and 
the securities division of the Corporation, Securities 
and Land Development Bureau. This office will post 
updates, changes, amendments to Michigan’s legal 
insurance environment on its website at 
http://www.cis.state.mi.us/ins. 
 
The following includes some of the recent postings that 
affect Michigan producers. The complete texts may be 
viewed at the above website. 
 
• Annual Adjustment of the Maximum Work Loss 

Benefit Payable Under Policies of Personal 
Protection Insurance 

 
[ Bulletin 2002-05-INS, referencing MCLA 500.3107(b) 
] 
 



The Insurance Code requires that the Commissioner of 
Insurance annually adjust the maximum work loss 
benefit payable under policies of personal protection 
insurance. The adjustment reflects the current 
changes in cost of living, and is to be made effective on 
October 1 of that year. The change is to apply only to 
benefits resulting from accidents incurred subsequent 
to the date of adjustment. 
 
The new work loss payment effective October 1, 2002 
through September 30, 2003 is $4,070.00 per month. 
The previous maximum work loss benefit was 
$4,027.00 per month. 
 
 
• Discretionary Group Life Maximum 
 
[ Section 500.4424 ] 
 
The Insurance Code allows the Commissioner of 
Insurance to authorize the insuring on a group 
insurance basis of groups where conditions or 
circumstances indicate that granting permission for 
discretionary group life is in the interest of the public. 
The Commissioner decides the percentage of 
employees and/or members required to participate in 
a group under this section, as well as the types and 
amounts of insurance coverage that can be made 
available. 
 
The new discretionary group life maximum effective 
July 1, 2002 through June 30, 2003 is $161,643. The 
previous maximum was $159,254. 
 



 

• Substance Abuse Minimum Benefit Level 
 
[ 500.3425 ] 
 
The Insurance Code requires each insurer who offers 
health policies to provide coverage for intermediate 
and out-patient care for substance abuse. The 
coverage must exist in all contracts for group and 
individual hospital, medical, surgical expense-incurred 
health policies (other than limited classification 
policies).  
 
The new minimum substance abuse benefit level 
effective April 1, 2002 through March 31, 2003 is 
$3,224. The previous minimum benefit was $3,135. 
 
 

• Cemetery/Funeral Maximum 
 
[ 500.2080 ] 
 
The Insurance Code allows a life insurer to write a life 
insurance policy or annuity which is subject to an 
assignment of its proceeds. The assignment of 
proceeds is directed to payment for cemetery and/or 
funeral services and goods. The maximum amount of 
the cemetery or funeral assignment for a life insurance 
policy or annuity contract under this section is 
adjusted annually. 
 
The new cemetery/funeral assignment maximum 
effective June 1, 2002 through May 31, 2003 is 
$8,500. The previous minimum benefit was $7,837. 



• Excluding or Limiting Coverage Under a Health 
Insurance Contract for Pre-Existing Conditions 

 
[ from Bulletin 98-04 , referencing MCL 500.3406f(1)] 
 
This bulletin was issued in response to questions 
insurers had regarding the practical application of 
MCL 500.3406f(1).22 The bulletin explains that Section 
3406f(1) forbids insurers from excluding or limiting 
coverage except as permitted by this section. This 
section does not merely make issuing a policy with 
nonconforming pre-existing language unlawful; rather, 
it also made it illegal to exclude or limit coverage in 
any manner inconsistent with the restrictions found in 
this section. The restriction applies to all policies 
issued on or after October 1, 1997. 
 
 

• Michigan’s Patient Bill of Rights 
 
The Michigan Patient Bill of Rights took effect on 
October 1, 1997. This legislation guarantees Michigan 
citizens the following rights: access to information 
about one’s health plan; health coverage effective on a 
faster basis for pre-existing conditions; and a faster, 
more effective complaint resolutions. These rights are 
guaranteed if the insured has coverage through a 
state-regulated health insurance company, Blue 
Cross/Blue Shield of Michigan, a PPO, or an HMO. 
This legislation does not apply if the insured’s coverage 

                                                           
22 “An insurer may exclude or limit coverage for a condition as follows: …only if the 
exclusion or limitation relates to a condition for which medical advice, diagnosis, care, or 
treatment was recommended or received within 6 months before enrollment and the exclusion 
or limitation does not extend for more than [either 6 or 12 months depending on the type of 
coverage] after the effective date of the policy or certificate. 



is provided through a private self-insured employer 
and he or she has enrolled in an option not covered by 
state rules. 
 
In addition, this legislation guarantees coverage for 
emergency room care that is deemed medically 
necessary for HMO subscribers. Prior approval for 
medically necessary emergency room care is not 
needed. 
 
This legislation also guarantees that physicians can 
fully advocate for their patients. Physicians are free to 
discuss all healthcare options, and insurers cannot 
put “gag clauses” into physicians’ contracts.  
 
Information Pertaining to Coverage 
 
Under the new legislation, the insured is guaranteed to 
receive written information on following upon 
enrollment into a plan: 
 
• What the coverage plan includes 
 
• How much the insured must pay for services 
 
• Who the insured contacts for complaints 
 
• How coverage for emergencies will be handled 
 

• What happens if the insured’s primary care 
physician no longer participates in the plan 

 
• What happens if the insured needs treatment out of 

state or outside the covered service area 



Information Available to the Insured When He/She 
Selects From a List of Medical Professionals 
 
When a plan stipulates selection of a healthcare 
provider, the insured is allowed to receive information 
about the following upon request: 
 

• The physician’s qualifications 
 
• The services that require advance approval 
 
• How prescription drug coverage works 
 
• Financial arrangements about how the health plan 

pays for services 
 

• Who to contact for additional information 
 
Complaint Process 
 
Under this legislation, the following is guaranteed in 
relation to complaint processing and resolution: 
 

• The insurer/health plan must provide a contact 
number for complaints 

 
• The insurer/health plan must respond to 

complaints in writing 
 
• If the insured is dissatisfied with the insurer/health 

plan’s initial answer, he or she may appeal the 
decision 

 



• The insurer/health plan must give a final answer 
within 90 days 

 
• If dissatisfied with the insurer/health plan’s final 

answer, he or she may appeal to the state 
 
• The insured may assign his or her physician, family 

member, or another person as representative 
 
 

• Newborns’ and Mothers’ Health Protection Act 
Provisions 

 
[ from Bulletin 2000-07; reference to MCL 500.2001 – 
500.2039; 500.1101 – 550.1704; MSA 24.12001 – 
24.12093; 24.660(101) – 24.660(704) ] 
 
The Newborns’ and Mothers’ health Protection Act of 
1996 (NMHPA) is an amendment to the Health 
Insurance Portability Act of 1996. It became effective 
January 1, 1998. This Act contains numerous 
provisions designed to protect the health of a mother 
and her newborn child; the centerpiece of this 
legislation is the establishment of a minimum hospital 
stay in connection with childbirth. It applies to group 
health plans and to health insurance issuers offering 
insurance coverage to the group and individual 
markets. 
 
The NMHPA does not require group health plans and 
health insurance issuers to provide benefits for a 
hospital stay in connection with childbirth; however, 
should these benefits be offered in the insurance 



coverage, the benefits must comply with the NMHPA’s 
guidelines.  
 
The NMHPA mandates the following elements be 
present in benefits for a hospital stay in connection 
with childbirth: 
 
1. Following a normal vaginal delivery, group plans 

and health insurance issuers that offer group or 
individual health insurance coverage cannot restrict 
benefits to less than 48 hours; 

 
2. Following a cesarean section delivery, group plans 

and health insurance issuers may not restrict 
benefits for less than 96 hours; 

 
In addition, the NMHPA requires group health plans 
and health insurance issuers offering benefits for a 
hospital stay in connection with childbirth to obtain 
authorization from the health care provider for any 
portion of the hospital stay.23 
 
The NMHPA does not prohibit health plans and health 
insurance issuers form applying copays, deductibles, 
or any other cost-sharing device it deems necessary to 
support the expense of hospital stay benefit. The Act 
does specify, however, that any cost-sharing devices 
implemented cannot be greater than that required for 
any preceding portion of the hospital stay. 
 
Health insurance issued by a group health plan or a 
health insurance issuer may not: 
                                                           
23 The time requirements do not apply when the health care provider and the mother mutually 
determine that a shorter hospital stay is appropriate; nothing the Act requires that the mother 
giver birth in a hospital, or stay in the hospital for a defined period of time. 



 
1. Deny to the mother or her newborn child eligibility, 

or continued eligibility, to enroll or to renew 
coverage solely for the purpose of avoiding the 
NMHPA mandated requirements; 

 
2. Provide cash payments or rebates to mothers as a 

means of inducing them to accept less than 
minimum protections mandated by the Act; 

 
3. Penalize, reduce, or limit the reimbursement of an 

attending provider because it delivered health care 
in accordance with the Act; 

 
4. Offer incentives to an attending health care provider 

as a means of inducing them to deliver care to an 
individual participant or beneficiary in a manner 
that is not consistent with the Act; 

 
5. Restrict benefits for any portion of a period within a 

hospital length of stay required by the Act in a 
manner that is less favorable than the benefits that 
were received for any preceding portion of the 
hospital stay. 

 
Federal law requires group plan providers and issuers 
of health insurance subject to the NMHPA to provide 
notice to plan participants/covered persons about 
their benefits under this Act. A group health plan must 
comply with the notice requirements under section 
711(d) of the Employee Retirement Income Security 
Act of 1974 (ERISA). Insurers providing coverage in the 
individual market are required to comply with the 
notice requirements under section 274(b) of the Public 
Health Services (PHS) Act. 



 
In Michigan, when a commercial insurer, HMO, or 
Blue Cross/Blue Shield plan writes employer group or 
individual health insurance coverage, the coverage 
must meet all of the requirements specified under the 
NMHPA as described above. Any health insurance 
coverage documents submitted for prior approval to 
the Michigan Commissioner of Insurance will not be 
approved unless they are in compliance with NMHPA 
guidelines.24  
 
Failure by an insurer, HMO, or a Blue Cross/Blue 
Shied plan to comply with the NMHPA will invoke 
appropriate administrative action. This action may 
include withdrawal of approval forms or 
implementation of fines.   
 

• Coverage for Mammograms 
 
Michigan insurance law requires that both health 
insurance companies and Blue Cross/Blue Shield of 
Michigan provide, or offer to provide, coverage for 
breast cancer screening mammography. The coverage 
is required to include one mammogram for a woman in 
a five-year time-frame aged 35 years to less than 40 
years of age. Women aged 40 years and older must pay 
for one mammogram per year. While the law requires 
that mammography coverage be offered, the group 
carrying the insurance coverage may choose not to 
purchase the coverage. 
 
 

                                                           
24 Failure to remain in compliance with NMHPA guidelines may violate the Unfair Trade 
Practices section of the Michigan Insurance Code and the Blue Cross Act. 



• Chemotherapy (Antineoplastic) Drugs 
 
When the FDA approves a drug to be used in 
chemotherapy treatment, it does so for use with a 
specific form of cancer. However, because the drug is 
FDA approved, it can also be used for treatment of 
other cancer types. This practice is referred to as “off 
label” use of the drug. Because the FDA will neither 
review nor approve these multiple uses, there have 
been problems with third party payers denying 
payment for “off label” chemotherapy drugs. 
 
Michigan insurance law requires health insurers, 
including companies, HMOs, and Blue Cross/Blue 
Shield of Michigan to pay for FDA approved drugs 
used in antineoplastic therapy (i.e. chemotherapy) and 
reasonable costs for their administration. This applies 
for antineoplastic drugs that are FDA approved, and 
whose efficacy for treating the form of cancer in 
question has been substantiated by the current 
medical literature. In addition, the patient must be 
informed that the treatment is an “off label” use.  
 
• Mental Health Parity Act Provisions for Group 

Health Plans 
 
[ Bulletin 2000-06; reference to MCL 500.2001 – 
500.2093; 550.1101 – 550.1704; MSA 24.12001 – 
24.12093; 24.660(101) – 24.660(704) ] 
 
The Mental Health Parity Act (MHPA) is an amendment 
to the 1996 Health Insurance Portability Act. It 
became effective January 1, 1998. The purpose of this 
amendment is to provide parity in the application of 



limits to certain mental health benefits.25 It applies to 
group health benefits currently in effect, as well as to 
those placed in effect prior to September 30, 2001.  
 
The MHPA does not require group health insurance 
issuers to provide mental health benefits. However, the 
Act does mandate the following requirements: 
 
A group health plan or health insurance issuer that 
provides both medical and surgical benefits as well as 
mental health benefits may not impose an aggregate 
lifetime or annual dollar limit on mental health 
benefits if it does not also impose a limit on 
(essentially) all of the medical surgical benefits.   
 
When the health plan or health insurance issuer does 
impose an aggregate lifetime or annual dollar limit on 
substantially all medical and surgical benefits, the 
insurance plan may not impose a smaller limit on the 
medical health section of benefits. 
 
In addition, if a group health plan offers two or more 
health insurance benefit packages, the mental health 
parity requirements will apply separately to each 
option. However, small employers with at least two, 
but not more than 50, employees. In addition, a group 
health plan may be exempt when application of these 
provisions causes an increase in the cost under the 
plan or coverage of at least one percent.26  
 

                                                           
25 The MHPA does not affect the terms and conditions relating to the amount, duration, or 
scope of mental health benefits. 
26 However, all plans must implement parity for at least six months to determine increased 
costs. 



In Michigan, when a commercial insurer, HMO, or 
Blue Cross/Blue Shield plan writes employer group 
health insurance coverage that does not qualify for one 
of the above exemptions, they must comply with the 
MHPA requirements described above. Employer group 
health coverage documents submitted to the 
Commissioner of Insurance for prior approval will not 
be approved unless they comply with the MHPA 
requirements. 
 
Failure by an insurer, HMO, or a Blue Cross/Blue 
Shield plan to comply with the MHPA will result in 
violation of the Unfair and Prohibited Trade Practices 
and Fraud section of the Michigan Insurance Code. 
Violation can result in appropriate administrative 
action on the part of the Department of Insurance. 
This can include withdrawal of approval forms and/or 
implementation of fines. 
 
• Compliance with Title V of the Gramm-Leach-

Bliley Act 
 
The Gramm-Leach-Bliley Financial Services 
Modernization Act was signed into law November 12, 
1999. Title V of this Act declares that it is the policy of 
Congress that each financial institution has an 
affirmative and continuing obligation to respect the 
privacy of its customers. This respect for customer 
privacy requires financial institutions take steps to 
protect the security and confidentiality of their 
customers’ nonpublic personal information. 
 
The Act establishes mandatory, minimum safeguards 
for the collection, use, and sharing of consumer 



nonpublic personal information and identifies the 
federal and state agencies responsible for regulating 
financial service providers subject to this law. Under 
this Act’s authority, seven federal regulatory agencies 
(Federal Deposit Insurance Corporation, Federal 
Reserve Board, Office of the Comptroller of the 
Currency, Office of Thrift Supervision, Securities and 
Exchange Commission, Federal Trade Commission, 
and National Credit Union Administration) coordinate 
efforts and promulgate consistent and comparable 
regulations. 
 
All insurers domiciled in the State of Michigan as well 
as all other entities and persons regulated by the 
Division of Insurance are subject to the Act’s Title V 
privacy requirements. However, State laws that provide 
greater consumer protections are generally not affected 
or preempted by the Act. The Act reserves functional of 
all insurance activities to the States.  
 
In Michigan, medical and health information, as well 
as medical records, may not be disclosed without the 
written consent of the patient or his or her authorized 
representative. The sale of medical and health 
information and medical records for any consideration 
is a crime. 
 

• USA Patriot Act of 2001 
 
On October 26, 2001, President Bush signed into law 
the “Uniting and Strengthening America by Providing 
Appropriate Tools Required to Intercept and Obstruct 
Terrorrism (USA Patriot) Act of 2001.” This law, 
enacted in response to the terrorist attacks of 



September 11, 2001, is intended to improve the 
government’s ability to combat terrorism effectively. 
 
Elements of the Patriot Act effectively “deputizes” the 
insurance and financial services industries to detect 
and prevent money-laundering activities that could be 
related to terrorist activity. Specifically, Section 352 of 
the Act amends the Bank Secrecy Act (BSA) to require 
that all financial institutions establish an anti-money-
laundering program, and Section 326 amends the BSA 
to require the Secretary of Treasury to adopt minimum 
standards for financial institutions regarding the 
identity of customers that open accounts.  
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