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Insurance touches every life, every business, and every 

institution in this country. While involvement in insurance is 

widespread, it is not well understood by the public. How can one 

define insurance? 

 

First, insurance is an industry, and one of the largest 

employment sectors in the nation. Second, all insurance is based 

on legal contracts. As such, insurance is a branch of contract law. 

But the fundamental basis of insurance is found in what it does. 

Insurance is a transfer technique, shifting the burden(s) of a 

number of pure risks to another party by pooling them. Risk is the 

problem that insurance seeks to solve. 

  

Risk is a small word that can make the stomach tighten and 

shoulders rise. It holds a powerful influence over us because 

human nature is fascinated with uncertainty. However, despite its 

influence, it is difficult for most persons to think clearly about risk. 

Naturally, we feel uncomfortable contemplating how unforeseen 

events may cause the loss of a loved one, or the unintentional 

injury of a stranger, or the loss of a home.  

 

RISK AS THE BASIS OF INSURANCE 
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On the other hand, some persons are fascinated with risks 

that present the possibility of gain. The “professional” gambler, the 

day-trader, and the land speculator are examples of those who 

thrive on uncertainty, and seek to master risk. 

 

The consequences of any significant risk can be so 

devastating that most people are compelled to face the fact that 

risk is a force in their lives that must be reckoned with. As one 

examines the risks faced in life, one discovers that it possesses 

distinct properties, and these can be analyzed and classified. 

From rational analysis, one finds that risk also follows some 

general laws. Knowing these laws, risk can be managed, and life 

can be lived with a little less anxiety. 

 
Risk can be defined as an uncertainty of loss. Typically, the 

loss is of a financial nature. It can also be termed a danger that 

one insures against. The questions that arise as one analyzes risk 

and how it operates are the following: What categories of risk 

exist? What rules or principles can risk follow? What kinds of risk 

can be avoided, what kinds can be managed? 

 
One type of risk affects everyone. This is fundamental risk. 

For example, every geographical region can experience severe or 

damaging weather. A severe disruption in the economy is also a 

fundamental risk, as is the threat of war. These types of risk are 

usually met with social insurance and government involvement. 
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Fundamental risks are very different from particular risks. 

Particular risk is specific to an individual, and subject to choices. 

For example, if Joe Client chooses to skydive as a hobby, only he 

bears the essential risk of this activity. 

 
 Risk can also be classified as static and dynamic. A static 

risk has to do with human error, wrongdoing, and acts of nature. A 

dynamic risk is connected with the volatile nature of the economy. 

Most dynamic risks are also speculative risks. This means that 

both loss and gain are possible. Investing in a limited partnership 

is an exposure to a dynamic, speculative risk. 

 

 Static risks are pure risks, and can be further subdivided. For 

example, there are personal risks affecting individuals through the 

loss of their property, their income, and their health. One way a 

family experiences pure risks is through the premature death of 

one of its members. Being held legally liable for a person’s loss is 

another form of pure risk. This variation of risk touches 

professionals through accusations of malpractice, business 

persons through accusations of product defects, and anyone who 

operates an automobile through accusations of negligence. Of 

course, this list could go on and on. 

 

 A final classification can be used when considering risk. The 

world of risk includes both objective and subjective risks. 
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Subjective risk is uncertainty based on an individual’s emotional 

reasoning and state of mind. Objective risk, on the other hand, is 

the relative difference between the actual loss and the expected 

loss.  

 

 Objective risk follows a very specific mathematical principle--

-it is inversely proportional to the square root of the number of 

items observed. In practical terms, this means that the more 

exposures, the less the objective risk. This is very important 

because it means that objective risk can be measured.  

 

 Risk is also subject to the law of large numbers. This is 

another mathematical principle. It states that the greater the 

number of exposures, the more certain one can be in predicting 

the outcome. When speaking in terms of losses, we can state that 

actual losses will be less than expected losses as the number of 

exposures increases.  

 

 While most people are not aware of the mathematical 

principles that are used to analyze and measure risk, all people—

and all businesses—practice some form of risk management. For 

example, risk can be avoided. Any non-swimmer will probably take 

pains to avoid the water. Choosing not to participate in high-risk 

hobbies like skydiving is another example of avoiding risk. 
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 Typically, most people passively retain a wide variety of 

risks. A risk is passively retained when it is not recognized or 

understood, when the cost of treating it is prohibitive, or when the 

severity of the loss is deemed inconsequential. 

 

 For example, many consumers do not believe that they need 

disability insurance, and are satisfied with the level of their life 

insurance. Most studies, however, statistically demonstrate that 

most people are more likely to face disability than they believe. In 

addition, it can be shown that the face value of the life insurance in 

force is in many cases inadequate. 

 

 The reasons behind these examples of passive retention are 

various and complex, and are as different as the individuals at risk. 

In some cases, consumers understand the threat presented by 

disability, but mistakenly believe that their health insurance 

provides extensive disability income benefits. In other cases, the 

consumer may believe that the cost of purchasing a disability 

policy would be more than he could afford. 

 

 0Risk can also be handled by a non-insurance transfer. This 

strategy can shift risk from one party to another by contractual 

agreement. For example, a company may lease photocopiers. The 

lease agreement can stipulate that maintenance, repairs, and 

physical losses to the equipment are the responsibility of the 
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company leasing out the photocopiers. Another example of non-

insurance transfer is using a hold harmless agreement. 

 

 Loss control is another form of risk management. Loss 

control attempts to lower the frequency and severity of a loss. Loss 

control is an active retention of risk.  

 

 Examples of loss control could be safety training, posting of 

safety and work rules, and an active policy of enforcing safety 

regulations. These practices would all fall under the category of 

controlling the frequency of the loss. An example of controlling the 

severity of a loss would be installing a perimeter alarm system. 

 

 The purchase of an insurance coverage (or coverages) is 

what most people consider as risk management. For a company or 

organization, a commercial insurance package will be employed. 

This insurance will cover the essential insurance that is mandated 

by law. It may also include desirable insurance that covers losses 

that would threaten the company’s survival, and available 

insurance that covers losses that are not serious, but would 

present major inconvenience. 

 
 The terrorist attacks of 9/11 have fundamentally altered 

many aspects of American culture and business, including our 

perceptions of risk. 9/11 ultimately resulted in the passage of the 

Terrorism Risk Insurance Act of 2002 (TRIA), H.R. 3210. The 
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primary objective of  TRIA is to ensure the availability of 

commercial property and casualty insurance coverage for losses 

resulting form acts of terrorism. The implications of the TRIA are 

covered in the final chapter of this text. 
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The needs insurance meets are tremendous. Without 

insurance, the burden to society would be enormous. Individuals 

and societies are confronted daily by forces largely beyond 

anyone’s control. A look at the evening’s news broadcast provides 

clear examples of the varieties of fortuitous losses that occur 

regularly. Although the insurance agent may not see it on a daily 

basis, his or her work is absolutely vital.  

 

To effectively classify risks, design appropriate insurance 

coverages, and distribute the product, the insurance industry must 

employ massive resources in a wide array of sectors. Some of its 

constituent elements are briefly outlined in the following.  

 
 
TYPES OF INSURANCE COMPANIES 
 
 Stock insurance companies are corporations with 

stockholders. The type of insurance that the stock company writes 

is spelled out in the corporation’s charter. The stock insurance 

INSURANCE AS AN INDUSTRY 
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company has a board of directors, and the clear purpose of 

earning a profit for the stockholders. 

 

 Mutual insurers are corporate entities owned by the policy-

owners. The board of directors of a mutual insurer operates the 

corporation – at least in theory -- for the benefit of the policy-

owners. There are a wide variety of mutual companies. These 

forms can include factory mutuals (which insure only certain 

properties), farm mutuals (which insure farm property in a 

relatively limited geographic area), as well as assessment mutuals 

and advance premium mutuals.  

 

 Assessment mutuals have the right to assess policy-owners 

for losses and expenses. In this type of insurance company, no 

premium is paid in advance, and each policy-owner is assessed a 

portion of the actual losses and expenses. An advance premium 

mutual, on the other hand, charges its policy-owners a premium at 

the beginning of the policy period. If the initial policy premiums 

collected exceed losses and expenses, the surplus is returned to 

the policyholders in the form of dividends. On the other hand, 

should the amount of collected premiums fall short of the amount 

needed to cover losses and expenses, additional assessments 

can be levied on the members. 

  
 Reciprocal insurers are unincorporated mutuals. Reciprocals 

are owned by their policy-owners, and the policy-owners insure the 
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risks of the other policy-owners. The reciprocal is managed by an 

attorney-in-fact that is usually a corporation.  

 

 Reinsurers are the big “behind the scenes” players in the 

insurance industry. A reinsurance company insures the insurance 

company dealing directly with the public. Through a reinsurer, an 

insurance company is able to spread its risks and limit the loss it 

would face should it have to pay a claim.  

 

 Major reinsurers can be found in the Lloyd’s Associations, 

the most famous of which is Lloyd’s of London. Lloyd’s 

Associations are technically not insurance companies, but an 

association of individuals and companies. Besides reinsurance, 

underwriters who are members of Lloyd’s will provide coverages to 

specialized, “exotic” risks.  

 

 Fraternal insurers are the insurance arms of fraternal benefit 

societies. To be a fraternal benefit society, an organization must 

be non-profit, have a lodge system, and a representative form of 

government with elected officials. Typically, the fraternal 

organization is organized around ethnic or religious lines. 

Fraternals usually sell only to members.  

 

 

TYPES OF INSURANCE SALESPERSONS 
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 Insurance is sold primarily through professional 

salespersons. Mass marketing without the use of human 

representatives is another marketing system employed by 

insurance companies. Mass marketing may employ direct mail, 

radio, television, or opt-in e-mail. Nevertheless, despite the growth 

of new media technologies, the field force remains the backbone 

for the majority of insurance sales. 

 

 The majority of insurance salespersons are agents. Agents 

can be referred to as field agents, field representatives, field 

underwriters, insurance representatives, and insurance 

salespersons. Whatever the title, agents are salespersons that 

possess some form of agent authority. The three forms of agent 

authority are express, implied, and apparent. 

 

 Express authority is the authority an agent receives from the 

insurer in the form of a contract. For example, an agent’s contract 

will give the express authority to solicit and sell the company’s 

product. Implied authority is not contractually outlined, but 

assumed to exist. For example, the contract may not say that the 

agent can use company letterhead, but it is assumed that this is 

acceptable. Apparent authority is authority created by the actions 

of the insurer. For example, if the insurer supplies an agent with 

forms and software to generate premium quotes, it is apparent that 

an agency relationship exists between the agent and the insurer. 
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Property and Casualty  
 

The property and casualty field employs three varieties of 

salesperson: the independent agent, the exclusive (or captive) 

agent, and salespersons for direct writers. The independent agent 

is an independent businessperson who represents several 

companies. The independent agent is compensated by 

commissions, and owns the expirations or renewal rights to the 

business.  

 

The exclusive agent represents only one company (or 

company group). Generally, exclusive agents do not own the 

expirations or renewal rights to the policies. On the other hand, 

exclusive agents do receive strong supportive services from their 

companies.  

 

Salespersons for direct writers are employees of the insurer. 

Salespersons for direct writers usually receive the majority of their 

compensation in the form of a salary. Like the exclusive agent, 

direct writer salespersons represent only one company. 

 

Life, Accident and Health 
 

 The life and health field uses primarily two forms of agent 

sales systems: the branch office system and the personal 

producing general agency system. The branch office system 
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makes use of career agents who are contracted to represent one 

insurer in a specific area.  Career agents are recruited, trained, 

and supervised by a general agent (GA) or a manager who is an 

employee of the company. 

 

 The personal producing general agent (PPGA), on the other 

hand, typically does not recruit, train, or manage career agents. 

They may recruit a sales force, but these agents are employees of 

the PPGA, not the insurance company. 

 
 
INSURANCE SPECIALISTS 
 

Actuaries provide the statistical modeling and mathematical 

computations necessary for determining the correct premiums for 

policies. Closely connected to the actuary is the underwriter. The 

underwriter analyzes data from actuaries and field agents to 

decide whether the risk involved in writing a policy is desirable.  

 

Should a loss occur, an insurance claims adjuster will be 

brought into play. Claims adjusters determine if losses are covered 

by policies. If the policies do cover the loss, the claims adjuster 

needs to estimate the cost of the repair or replacement.   

 
 

Whatever the role one plays in the insurance industry, all 

participants are ultimately involved in a complex process of 

determining if a risk is insurable, transferring all or a portion of the 
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risk, and pooling the losses. When the stipulations of the contract 

are met, insurance ultimately leads to the payment for a loss, 

either in the form of an indemnification or a benefit from a valued 

contract. An indemnification is a payment that seeks to restore an 

insured to their approximate financial condition before a loss 

occurred. A benefit from a valued contract, such as a life insurance 

policy, pays a predetermined amount. 

 

In determining if a risk is insurable, it should ideally have the 

following characteristics: 

 

• The risk should be a part of a large number of similar risks (or 

homogeneous exposures) 

In order for the insurer to make use of the law of large numbers, 
there must be a sufficient body of exposure units to allow for an 
accurate prediction. The group or exposure units do not have to 
have exactly the same characteristics, but they should be roughly 
similar. 
 
 
• The loss must be fortuitous 

Insurance cannot indemnify a loss that an insured purposely 
caused. For a loss to be insurable, it must ideally be largely 
beyond the insured’s control, and/or accidental. 
 
 
• The loss should not be catastrophic 

Ideally, an overwhelmingly large number of losses should not 
occur at the same time. 
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• The loss should be determinable 

A loss should be definable; one should be able to point to a 
specific time and place when the loss occurred, pinpoint the 
cause, and determine the amount of the loss. 
 
 
 
• The possibility of loss should be calculable 

In situations where the loss is very difficult to predict, and the 
severity of loss is extreme, insurance is often (though not always) 
unavailable through private insurers. When it is, the insurance is 
usually backed by federal assistance. 
 
 
• The premium should make sense economically 

For example, a term life policy on a 96-year-old male smoker 
would be enormously—or prohibitively—expensive. Theoretically, 
a policy could be written, but it would typically not make sense to 
do so. The same situation would apply to an insurance policy on 
the normal wear and tear of property. 
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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 that grants licenses to practice in the field. The license not 

only indicates a level of competence, but an expectation of ethical 

behavior. 

 

 In Michigan, the Insurance Commissioner is responsible for 

the licensure of insurance agents and solicitors; agents are now 

referred to as producers. The licensing process in Michigan 

typically consists of two parts. The first part is the licensing 

examination, and the second part is the qualification review.  

 

 In order to earn an insurance license, the applicant must 

show completion of state mandated education requirements.1 The 

requirements for the primary insurance license are as follows: 

 

• Life  – 20 hours of Life, 6 hours of Michigan Insurance Code 

• Accident and Health – 14 hours of Accident and Health, 6 

hours of Michigan Insurance Code 

                                                           
1 No pre-licensing education requirements are mandated for Limited Lines PC, Title Insurance, 
Adjusters, ASMs, Counselors, or Surplus Lines exams. 

ACTING AS THE LICENSED PROFESSIONAL 
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• Life, Accident and Health – 40 hours Life, Accident, and 

Health, plus 6 hours of Michigan Insurance Code 

• Property and Casualty – 40 hours Property and Casualty and 

Michigan Insurance Code 

• Solictors – 40 hours Property and Casualty and Michigan 

Insurance Code 

 

 Sometimes, the pre-licensing education requirement can be 

waived. This can occur when a professional designation has been 

earned, or when a concentration of credits (21 term or 17 

semester) in insurance from an accredited college have been 

taken.  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 last 24 months and is moving to 

Michigan. 

 

 After completing the pre-licensing education requirement, 

the applicant must pass the Insurance Bureau’s2 license 

qualification exam. Applicants who fail the exam will not be 

granted a license; however, they may retake the examination after 

additional study. 

 

 Following an applicant’s successful completion of the 

qualification exam, he or she can be reviewed by the Insurance 

Bureau staff. The Insurance Commissioner may require 
                                                           
2 The Bureau of Insurance is now referred to as the Department of Insurance (DOI), a section of the Office of 
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reasonable questions to assist in the approval decision. The 

information provided by the applicant on the license application 

and the responses to any interrogatories are used to determine 

whether a license will be granted. If an application is denied, the 

applicant may seek review of the decision.  

 

 To maintain an insurance agent or solicitor license in good 

standing, one must also meet the state-mandated continuing 

education (CE) requirement. The requirement has been in effect in 

Michigan since January 1, 1993, and has since been revised, with 

the revision going into effect February 1, 2006. Now, Michigan’s 

CE requirement for insurance is a Public Act that requires all 

producers/agents and solicitors to earn 24 credit hours of 

approved CE credit every two years from a provider that has been 

approved by the Insurance Bureau. 

 

 Previously, the law stipulated that a minimum of 15 credit 

hours must be approved for credit in the agent’s line(s) of license 

qualification(s).  For example, an agent with a Property & Casualty 

license must earn at least 15 credit hours of his or her CE credits 

with approved courses that concern Property and Casualty topics. 

The remaining 15 credit hours, however, can be satisfied with 

approved CE topics in any approved insurance topic. Agents with 

license qualifications in Life, Accident & Health and Property & 

Casualty must earn a minimum of 15 credit hours in approved Life 

                                                                                                                                                                      
Financial and Insurance Services (OFIS). 
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& Health courses and a minimum of 15 credits in approved 

Property & Casualty courses. The new law waives the lines 

requirement, reduces the required credits to 24, and adds a 3 

credit ethics requirement. 

 

 An agent’s CE compliance date is determined by his or her 

last name and license number. The following table demonstrates 

the dates on which the Insurance Bureau will review agents for 

compliance.  

 

 

CE Compliance Dates 

 

LAST NAME BEGINS WITH…   

A-L  M-Z   

Last digit of license number…  

   

  …1      1-1-05  1-1-06 

  …2      2-1-05  2-1-06 

  …3      3-1-05  3-1-06 

  …4      6-1-05  6-1-06 

  …5      7-1-05  7-1-06 

  …6      8-1-05  8-1-06 

  …7      9-1-05  9-1-06 

  …8      10-1-05 10-1-06 

  …9      11-1-05 11-1-06 

  …0      12-1-05 12-1-06 
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CE Compliance Dates Effective Every Two Years 

 

 In addition to mandated CE, many agents choose to 

advance their insurance credentials by earning professional 

designations. These designations require coursework that is 

usually at the college level of difficulty, and often require the 

passing of a series of exams. Typically, designations are 

sponsored by professional industry associations such as the 

American Institute for Chartered Property Casualty Underwriters or 

the Society of Certified Insurance Counselors. Most professional 

associations also have their own specific Code of Ethics that all 

members and designation holders are required to uphold. 

 

 While licensing, CE requirements, and designations are all 

important, they are all only a part of the insurance professional’s 

equation. The license, the CE certificate of completion, and the 

letters that correspond to an agent’s earned designation all are 

symbolic representations of the specialized knowledge that the 

agent possesses and which is necessary for meeting consumer 

needs. Despite the hype in the popular media touting “do-it-

yourself” planning for everything from estates to stocks, most 

people have neither the time nor the inclination to be their own 

insurance advisor. Furthermore, even if the “average person” were 

to dedicate a significant block of time to analyzing his or her 

insurance needs, chances are the main result would be frustration. 

Insurance is a difficult, confusing topic. Like it or not, members of 
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the public need qualified, professional agents to help analyze their 

risk exposures and provide them with viable options for their 

individual needs.  

 

 In order for the agent’s knowledge to be used effectively, he 

or she needs to become an outstanding communicator and 

educator. Many insurance concepts are difficult, and the dynamics 

of the insurance industry can seem counter-intuitive to the 

consumer. For example, unless told, the average consumer might 

well believe that damage caused by flooding and sewage back up 

is a part of their basic homeowner’s coverage (after all, why did 

they buy the protection?)  

 

 In recent years, the insurance industry has moved to make 

insurance policies more “user friendly” and has limited much of the 

legalese of the past. Nevertheless, the typical consumer will be 

hard pressed when reading through any insurance policy. The 

agent is the only expert on hand that can effectively answer the 

consumer’s questions.  

 

 To be an effective communicator, the agent needs to be 

more than a salesperson. While explaining a coverage (or a need 

for coverage) to a consumer, the agent must always be completely 

candid and open. To understand something as difficult as 

insurance, the consumer needs to be given accurate and complete 

information.  
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 The agent must also be willing to answer questions as fully 

and respectfully as possible.  The old adage that there is no such 

thing as a stupid question was never more apparent than when 

dealing with insurance. Finally, to be an effective communicator, 

the agent must be responsive. Consumers are owed as quick a 

reply to questions as is practically feasible.  

 

 Another aspect of professionalism that is important for the 

insurance agent is an open and tolerant attitude toward 

competition. The agent should treat other agents as professional 

colleagues, and refrain from negative comments about other 

agents, agencies, companies, or products. Another old adage is 

applicable here: if you do not have anything good to say about 

someone, do not say anything at all.  

 

 By respecting one’s competitors and taking the high road, 

one simply comes across in a more professional light. 

Furthermore, stressing the negative in others creates a negative 

atmosphere that ultimately taints the entire industry. As an 

insurance professional, it is always best to only speak about 

companies and industry associations in a positive light.  

 

 Occasionally, an agent may be approached by a consumer 

concerning a company’s financial strength, reserves, and general 

outlook. Even if one is quite knowledgeable about industry trends 
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and a company’s current financial status, it is always best to refer 

the questioner to a professional rating company such as A.M. Best 

or Standard & Poor’s. Not only will these reports give a more 

complete and accurate picture, this process will help keep one free 

of any appearance of wrongdoing.  

 

 In the final analysis, being an insurance professional is 

ultimately dependent upon one taking the industry seriously as a 

professional endeavor. No amount of licensing, CE courses, 

designations, or positive communication skills can outweigh a 

negative attitude. Only a positive attitude toward--and a sincere 

belief in--the professionalism of one’s occupation will result in 

others perceiving one in a professional light. 

 

 Agents can take many practical steps to enhancing their 

professionalism. At the basis of their efforts, they must meet all 

minimum standards of licensing and abide by all applicable laws in 

their state. But in addition, an agent can be constantly involved in 

the process of self-improvement. Whether in the form of additional, 

specific insurance education as is found in a designation track, or 

in general skill improvement, such as involvement in 

Toastmasters, the agent possesses a myriad of possibilities to 

improve his or her professional skills.  

 

 Finally, a true professional should act as an ambassador for 

the industry. At a minimum, this means striving to never embarrass 
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or “drag down” the industry by negative comments. On the 

positive, active side, being an industry ambassador can include 

association involvement, charity work, and political activism on 

behalf of the industry. 
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   Ethics is a frustrating topic for many people. A standard 

dictionary definition will state that an “ethic” is a principle, or body 

of principles, for 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.  

 

 Ethics is a highly complex subject. 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 

personal experiences and subjective values and come to terms 

with general experiences and universal values.  

 

 The study of ethics is usually divided into two major fields. 

The first is the more purely philosophical, and is called meta-

ethics. This is the study of terms as they relate to moral 

ETHICS AND THE INSURANCE AGENT 
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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 noted above, to state that 

an action is ethical because it is “good” or upholds “the good” 

opens the question of what “the good” actually is and how it can 

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 of the theory of obligation is the 

deontological viewpoint. It focuses on motives, and sees morality 

and immorality as ultimately outside the realm of action. 
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 Despite which approach one takes while thinking about 

ethics, any serious examination requires patience and honesty. A 

17th century ethicist 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.  

 

 In the insurance field, ethical action rests largely upon “The 

Golden Mean”—Do unto others as you would have done unto you. 

This means being open and sensitive to the needs of the client, 

and not placing one’s own needs before those of the client. Within 

this basic tenet, one can also incorporate the “First, do no harm” 

maxim of the medical profession.  

 

 Examples of the ethical dilemmas that arise in insurance 

exist in many forms. They can come in the form of selling the 

wrong coverage. For example, selling an expensive variable life 

policy to a man of middling income with three dependents is 

arguably the wrong coverage; a more modestly priced term policy 
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with a higher face value would probably be a more appropriate 

policy. 

 

Another area of ethical dilemma for the agent can take the 

form of selling insufficient coverage. For example, selling an auto 

policy to a client with minimum liability coverage can present the 

insured with risk exposures that he or she does not fully 

understand or appreciate.  

 

Failing to recognize a need and not offering any choices of 

coverage can also be a source of ethical concern for the agent. 

For example, not asking a client with a homeowner’s policy about 

the size and extent of their home-based, sideline business may 

create a belief that the business is adequately insured.  

 

Each of the above examples is fraught with ethical tensions. 

These tensions can range from the serious argument to the self-

serving rationalization. Are any of our examples as clearly 

unethical as churning? No. Do any of them pose potential ethical 

issues? Yes. 

 

Because the agent has the specialized knowledge of the 

product, he or she has the clear advantage in any transaction with 

the overwhelming majority of consumers. If the agent is to act 

ethically, this advantage cannot be exploited. Obviously, the agent 

must offer insurance products on the basis of the client’s needs 
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rather than his or her commission. But the agent must do more 

than that. He or she is responsible for offering an analysis of the 

client’s insurance needs and explaining them in a matter that can 

be understood.  

 

 Most insurance industry associations have a code of ethics 

that is meant to serve not only as a guideline for ethical action, but 

also as a roadmap for professional excellence and success. Some 

of the exhortations common to most of the ethical codes include 

the following: 

 

• Treat all associates—prospects, clients, managers, employers, 
and companies—fairly by submitting applications which give all 
appropriate and pertinent underwriting information  

 

• Exercise due diligence in securing and submitting the 
necessary information for the issuance of insurance 

 
• Present all policies fairly and accurately 
 
• Keep informed of and abide by applicable laws and regulations 

that pertain to insurance  
 

• Hold one’s profession in high esteem and work to enhance its    
     prestige 
 

• Cooperate with other professionals providing constructive, 
complementary services to one’s clients 

 

• Meet client needs to the best of one’s ability 
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• Keep all private information personal and confidential; never do 
anything that would betray a client or employer’s trust and 
confidence 

 

• Constantly improve one’s skills and knowledge through lifetime 
learning and continuing professional education 
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One of the great strengths of the American economy is that it 

allows for free market competition.  There is no central 

government telling consumers that "You must buy this form of 

insurance," or "Only this company can make cars."  Instead, many 

companies may offer the same service or product, seeking always 

to perform the task better and more efficiently. This is the basis of 

the free market system. 

 

   The idea is that the cream rises to the top.  The consumers -

- those who buy the service or product -- see to it that the strong 

survive.  The companies that best serve the public gain the upper-

hand and thrive, while those offering shoddy products or poor 

service are driven out of business.  Theoretically, competition 

will maintain (and even improve) quality, set fair prices, and 

stimulate innovation.   

 

In many situations, competition has a positive effect on the 

economy. In many cases, however, pure competition can have 

negative effects on the public welfare. For example, if one 

company drives out all of its competitors and establishes a 

monopoly, it is usually agreed that the majority of consumers will 

suffer. The monopoly, unconstrained by competition, will not be 

COMPETITION IN THE INSURANCE INDUSTRY 
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inclined to provide quality service, fair pricing, or product 

innovation.  

 

         Because a true free-market tends to produce economic 

winners in the form of monopolies, modern economies typically 

rely on state involvement to keep a level playing field and avoid 

monopolistic practices. For this reason, competition cannot be left 

alone as the sole mechanism guaranteeing the efficient running of 

the insurance industry. 

 
   Another reason that competition is problematic in the 

insurance field is that the product possesses a long-term nature 

that is often hard to assess and compare. The old adage "Let the 

buyer beware" hardly holds true when dealing with insurance, for 

the quality of what the consumer buys is often only apparent many 

years down the road. Obviously, it is a very different transaction 

from a "normal" state of business affairs when one buys insurance.  

For example, when one purchases shares in a mutual fund, the 

results and performance of that fund are accessible daily.  Buying 

insurance is very different from hiring contractors to put in a 

sprinkler system, or having a dentist fill a cavity, or leasing a car.  

In all of these cases, the results are readily and immediately 

observable. The performance of an insurance policy, on the other 

hand, is observable only after the passage of time.  More than 

almost any product, insurance is bought on faith. 
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 Because the performance of the insurance product is rarely 

apparent immediately, it would be potentially possible for a 

company to gain an unfair competitive advantage by offering 

products with premiums so low that they could never cover a 

reasonable number of losses. In a pure free-market, with a pure 

“buyer beware” culture, one could expect the result to be a great 

number of companies failing, and a great number of insureds 

facing hardship or economic ruin. If an insurance company does 

not accumulate adequate capital to meet its obligations, all of 

which are temptingly distant in the future, it will be insolvent when 

claims finally come due -- as they ultimately will.  True, these failed 

companies would by driven from the market—but at what cost? 

Unlike most products, where low prices are thought of as a benefit 

to the consumer, insurance is in greater danger of being under-

priced than over-priced. 

   

   Any financial mistakes the insurance company makes, from 

charging insufficiently low premiums to paying too lucrative a 

commission to its agents, will ultimately be carried by the 

consumer.  The great competition among the multitude of active 

insurance companies creates tremendous pressure to offer the 

lowest rate to attract customers, pay the best commission to 

motivate agents, etc.  In other words, competition can create 

pressure to do what is best in the short run for a minority of 

people, but is potentially ruinous in the long run for the majority. 
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 Regulation is a set of laws combined with a governing body 

(or bodies) that 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,  and provides a mechanism for the enforcement of 

standards. Effective insurance regulation will insure the financial 

solvency of private insurance providers, and create a business 

environment that is fair for all consumers. 

 
   Insurance entities are regulated through four vehicles.  First, 

legislation in all states sets the boundaries of acceptable 

insurance practices.  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 role in the regulation 

of insurance company practices.  For example, the sale of 

annuities is regulated by the Securities and Exchange 

Commission. The private pension plans of insurers come under 

the scope of the Employee Retirement Income Security Act of 

THE USE AND MECHANICS OF REGULATION 
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1974, and Social Security has insurance programs that affect 

every American. 

 

   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. 

 

   Fourth 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. When the NAIC 

creates model laws, state legislatures and insurance departments 

often move swiftly to adopt these recommendations. 

 
   The states regulate five principle areas of insurance practice.  

The first, contract provisions, clearly show the influence of the 

NAIC’s work.  One of the reasons for the regulation of contracts is 

the complexity of the language.  The NAIC has helped mitigate 
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this problem.  Indeed, it has led the way to high level of uniformity 

by getting the states to employ standardized policies and 

provisions.3 

 
   The state keeps close scrutiny over any insurance policy 

contract because the language is technical, and can contain so 

may 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 reject any policy 

form before it is sold to the public. 

       
Regulation serves to address the shortcomings of 

competition.  As insurance is a knowledge product, any consumer 

would have to possess a strong 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. 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 market effect that imitates what 

would ideally occur naturally if consumers were informed, rational, 

economic actors. 

 

                                                           
3 A “high degree of uniformity” does not, of course, mean complete uniformity. Terminology can vary. 
For example, uninsured motorist coverage can come under a “family protection coverage.” 
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   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. Despite the lack of 

uniformity, the regulatory goal is to see that rates are adequate, 

meaning they are not too low. The insurer has the responsibility of 

meeting significant financial claims in the future. 

 
   At the same time, rates cannot be excessively expensive. 

The industry operates with a notion of the fair and correct range of 

prices for insurance. 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 when virtually the same risk. 

 
   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. 
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   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 the 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. 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. 

 
   State governments also seek to maintain insurer solvency. 

Insurance, as we have discussed, is a product bought upon faith 

as a hedge against potentially serious occurrences. The insurance 

bureau seeks to allay any fears about insurance companies not 

being able to meet their obligations. 

 
   To this effect, the state regulatory commission seeks to 

guarantee that the insurance companies can demonstrate their 
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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 classified as 

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. 

 
   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 

Insurance Commissioner. This statement is also called the Annual 
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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. 

 
   A license is essentially a badge that indicates a base level of 

trustworthiness and competence to operate in a profession. 

Secondarily, it is a privilege 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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   The major area that most people think of in regards to 

insurance regulation is centered on trade practices. Trade 

practices have to do with the interactions of the public and the 

representatives of insurance entities. The state insurance bureau 

will seek to stop all trade practices it deems to be unfair. Most 

states have adopted the NAIC model Unfair Trade Practices Act. 

Some examples of prohibited trade practices include: 

 

• Misrepresentation 

• Failure to remit insurance funds 

• Falsifying financial statements and records 

• Unfair discrimination  

 

Misrepresentation can occur willfully or by accident. 

Misrepresentation is when untrue statements of material facts are 

made, or failing to state a material fact that would prevent other 

statements from being misleading. Misrepresentation also occurs 

when an insurance representative fails to make all the disclosures 

required by law. An example of misrepresentation is an agent 

telling a prospect that he represents many companies, when in 

fact he represents only one. Another example of misrepresentation 

would be telling a prospect that the premiums of a life insurance 

policy are payable for only a limited period of time when they are 

actually payable for life.  
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Another form of misrepresentation is twisting. Twisting 

happens when an agent convinces a policyholder to surrender an 

in force life policy and purchase a new policy that is not in the 

policyholder’s best interests. Twisting is also called external 

replacement. 

 

Failure to remit insurance funds is a major trade practice 

violation. Obviously, agents must turn in any premiums collected in 

order for the insurance policy to be in force. This is of major 

significance for the first premium submitted with an insurance 

application. 

 

Whether communicating with a state government official or a 

consumer, it is illegal to alter records or make statements that 

falsify the financial condition of an insurer. Willfully omitting 

pertinent financial information is also considered an effort to 

deceive, and is prohibited. 

 

Another major area of concern for insurance regulation is 

unfair discrimination. Redlining is an example of an unfair 

underwriting practice that is discriminatory and illegal.  

 

Originally, redlining was when an insurer refused to 

underwrite (or continue to underwrite) risks in a specific 

geographic area. The phrase “redlining” came from the drawing of 

red lines around areas on a map. Today, redlining can refer to a 
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variety of discriminatory practices. For example, refusal to 

underwrite based on marital status or prior terminations can be 

called redlining. 

 

The Essential Insurance Act of 1981 (EIA) was written and 

passed by the Michigan legislature to reduce and, hopefully, 

eliminate aspects of unfair discrimination. The EIA aims to 

guarantee that those factors within the consumer’s control will be 

primary when determining rates. 

 

Prior to the EIA, the perception—and in many cases, the 

reality—was that insurers were completely free to decide whom 

they would and would not insure. This led to a disproportionately 

negative impact on various segments of the population. Race, 

age, sex, and geographic factors could be used to refuse or cancel 

a policy. The result was that many drivers and homeowners were 

forced into residual markets, and therefore ended up with higher 

premiums for less coverage. 

 

The EIA does not force insurers to offer coverage to any and 

all risks. However, it does establish guidelines about who can and 

cannot be denied coverage. By eliminating arbitrary practices, the 

EIA also seeks to improve the overall economic climate by 

increasing competition in the Michigan insurance market. 
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Following 9/11, the face of insurance regulation has 

dramatically changed. On October 26, 2001, President Bush 

signed into law the “Uniting and Strengthening America by 

Providing Appropriate Tools Required to Intercept and Obstruct 

Terrorism (USA Patriot) Act of 2001. While this law has many 

facets, it affects the insurance industry through two of its sections.  

 

Section 352 of the Patriot Act amends the Bank Secrecy Act 

(BSA) to require all financial institutions establish an anti-money 

laundering program. Section 326 amends the BSA to require the 

Secretary of the Treasury to adopt minimum standards for financial 

institutions regarding the identity of customers that open accounts.  
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Chapter Two 
 

Law and Insurance Contracts 
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THE LEGAL CONTRACT 

 
 In using an insurance policy, the insured has transferred the 

risk of some peril to an insurer. This is done through a contract. 

For the contract to be binding, it must possess five basic elements. 

Without these elements being present, the contract is without legal 

power, and is considered void. 

 

 

CONSIDERATION 

 

 For a contract to be binding, it must carry a consideration, or 

something of value that is exchanged for the promise to perform 

some service or meet some obligation. In insurance, a 

consideration is the insured’s promise to pay the premiums 

specified in the contract, while the insurer promises to meet all the 

obligations that the contract outlines in event of a loss. 

 

 

COMPETENT PARTIES 

 

 A contract can only be considered valid if both parties are 

deemed competent. The general test of competence is whether 

the parties are able to understand the terms and obligations 

present in the contract. Generally, adults are competent to enter 
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an insurance contract. The mentally ill and minors are usually 

excluded from entering contracts. 

 

 

LEGAL PURPOSE 

 

 For a contract to be valid, it must not involve an illegal 

activity. Any act that is deemed contrary to the general welfare is 

outside the boundaries of legal protection, and no court will uphold 

contractual claims that concern such an activity.  

 

 

ACCEPTABLE FORM 

 

 Binding contracts usually have to possess specific elements 

that are designated by state law. Furthermore, if the state 

government has issued a standard policy with standard provisions, 

any contract issued privately must contain the same substance as 

the standardized contract. In addition, if a state government 

requires filing and approval of a contract form, then any issued 

contract must be filed and accepted by the state following the 

appropriate legal procedures. 
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OFFER AND ACCEPTANCE 

 

 The final element that must be present in the formation of a 

contract is an offer and acceptance. It is important to understand 

that both the offer and the acceptance must be clear, definite, and 

without qualifications.  

 

 The formation of a contract for property insurance begins 

with an offer and acceptance. The insurance agent may play the 

role of solicitor. In this case, he or she invites a prospect to apply 

for insurance. The prospect fills out an application, and the 

information in the application is used as information by the 

insurance company for underwriting and identification. In applying, 

the prospect is making an offer that the insurance company will 

accept or reject.  

 

 When dealing with property insurance, an accepted offer is 

usually handled through a binder. This is really a temporary 

contract that serves in lieu of the actual contract that will be 

ultimately issued with the policy. 

  

In some states, a binder does not necessarily have to be 

written. In Michigan, however, a binder must be in written form.  

 

 Binders are used as a matter of convenience. A policy can 

take time to prepare and issue, and a binder is a way for the 
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insured to gain protection immediately. It is important for the 

consumer to make certain that the agent he is dealing with does 

indeed have the power to bind the company. Some policies must 

be approved by the company, and there always exists the 

potential of a confused (or unethical) consumer claiming coverage 

through a binder when, in fact, none exists. 

 

 A binder should contain some basic elements. The names of 

the insurer and the insurance should be present. The specific risk 

covered should be identified along with the amount of insurance 

for limiting loss. The timeframe of coverage needs to be stated, 

and it should also be stated that the binder coverage only applies 

until the policy goes into effect. All applicable clauses should be 

identifiable and apparent, and the binder must specify that the 

insurance provided is subject to the terms in the policy. 

 

 With life insurance, binders are not applicable. All life 

insurance applications must be in writing. Instead of a binder, life 

insurance makes use of a conditional receipt, which is roughly 

analogous to the binder in property and casualty insurance.  

 

 Like the binder, a conditional receipt is a temporary contract 

that obliges the insurance company to provide coverage while the 

application is being processed. A conditional receipt is issued with 

an application and an initial premium payment. It is not a 

guarantee that the insurer will accept the application. 
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CONTRACT LAW SPECIFIC TO INSURANCE 
CONTRACTS 

 

 
 

INDEMNITY 
 
 Insurance contracts that handle property or liability risks are 

products designed for indemnification of the contract holder. 

Indemnity is simply the compensation of a loss. A contract of 

indemnity is an agreement on the part of the insurer to restore the 

insured to their financial position prior to the loss.  It is vital to 

understand that one cannot profit from an indemnity contract. The 

principle of indemnification is one of restoration, not gain. 

 

 Unfortunately, human nature is such that the insurance 

company must actively guard the integrity of the indemnity 

principle. To achieve this aim, both legal devices and policy 

provisions are employed. 

 

 

INSURABLE INTEREST 

  

 Insurable interest is a legal doctrine that maintains a contract 

is only legally binding when an interest is insurable. For example, 

one could not insure the property of another, hope for (or cause) 

damage, and then subsequently collect on the contract. This 
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would represent a gain for the insured that had suffered no actual 

loss.  

 

 For an interest to be insurable, the insured must have an 

aspect of ownership in that which is to be insured, because the 

insured must suffer harm should a loss occur. By protecting the 

principle of indemnity, the insurance industry is promoting the 

public welfare, and protecting society from gambling and moral 

hazard. 

 

 

ACTUAL CASH VALUE  

 

 The way that a property loss is indemnified is to make use of 

the principle of actual cash value. Actual cash value can be arrived 

at by subtracting the depreciation level from the replacement value 

of the property in question. The actual cash value is what the 

insurance company will pay the insured for their loss, regardless of 

the amount of insurance that has been purchased. 

 

 The principle of cash value is so very important because, like 

the principle of insurable interest, it helps to protect the public. 

Without the application of actual cash value as the basis for 

indemnification, it would be possible for an insured to purchase a 

great deal of insurance protection and then destroy the property in 

order to realize a financial gain. 
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PRO RATA LIABILITY 

 

 Pro rata liability is a policy clause designed to protect the 

indemnity principle in the contract. This clause protects against an 

insured profiting from a loss by using several insurance companies 

to cover a single loss. Instead of receiving the actual cash value of 

the loss from all of the insurance companies for a total payment 

greater than the cash value, only the actual cash value is paid out. 

The various insurance companies only pay an appropriate 

percentage based upon the percentage of insurance that they 

have written on the policy. 

 

 

SUBROGATION 

 

 Subrogation is an important policy provision to understand. It 

is a device that helps uphold the principle of indemnification, and 

advances the public welfare by holding the negligent part 

responsible for an incurred loss. In addition, it also helps in 

controlling the price of insurance. 

 

 Subrogation is a policy provision that is a surrender of rights 

against a third person by the insured. These rights are then 

transferred to the insurance company. In the event of a loss, it will 

be the insurance company that will take legal action. This prevents 

any profiting from a loss by allowing the insured to receive only an 
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indemnity payment. Legal action cannot be taken to sue the 

injuring third party to gain still more money. 

 

 The insurer, however, can pursue the third party and see to 

it that the individual that caused the loss will be held accountable. 

The monies that are won from such cases then flow to into the 

insurance company’s account and help defray the cost of 

insurance for everyone. 
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FURTHER CHARACTERISTICS OF INSURANCE 

CONTRACTS 
 
 

PERSONAL NATURE OF THE CONTRACT 
 
 An insurance contract is a contract between an insured and 

an insurer. While one insures property against a loss, the contract 

does not adhere to the property itself, but to the individual and his 

or her relationship to the property. Thus, if one were to sell his or 

her condominium, the insurance coverage would not be included 

in the sale. 

 

 

UNILATERAL CONTRACT 

 

 In most commercial contracts, both parties exchange 

something of value. Insurance contracts, on the other hand, are 

characterized by their unilateral nature. This means that only one 

of the two parties has promised to provide a service or pay a 

claim. 

 

 

CONDITIONAL NATURE OF THE CONTRACT 
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 A conditional contract is one in which the provisions of the 

agreement only have to be met within specified conditions. 

Typically, this means that the party that has promised to provide 

services is only obligated insofar as the beneficiary of the services 

meets stated conditions.  

 

 Conditions are really a set of duties. The policy contract with 

conditions does not legally force the insured to meet the stated 

conditions, but the insurer need not meet its obligations if the 

conditions of the contract have not been fulfilled. 

 

 

ALEATORY CONTRACT 

 

 Insurance contracts are aleatory contracts. As such, they are 

different from commutative contracts that are typical with most 

commercial arrangements. A commutative contract specifies the 

conditions of what is to be an exchange of (presumably) equal 

value. The exchange can be in the form of goods or services. An 

aleatory contract, on the other hand, specifies the conditions of a 

transaction that is not necessarily an equal value exchange. 

 

 This “unequal” exchange occurs in insurance contracts when 

the policy provides more in benefits than the total of the premiums 

that were paid. This situation can certainly happen in life 

insurance. On the other hand, many property insurance contracts 
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never pay a benefit, because a loss never occurs during the time 

of coverage. In this case, it is the insurance company that enjoys 

the “better deal” in the contract. 

 

 It is important for both parties to understand the nature of an 

aleatory contract. In our example of the insurance company 

“making out” in a property insurance contract that never pays out a 

benefit, one should keep in mind the benefits that the insured 

received while paying his or her premiums. These benefits include 

confidence that one’s property was protected, meeting any 

mandated financial responsibility laws, and protection of the 

property’s value.  

 

 One might ask, if the insured and insurer know that the 

probability of a loss occurring is actually quite low, are they not 

simply employing a gambling strategy? Could not one call aleatory 

arrangements simply elaborate games of chance? 

  

Certainly, chance is at the basis of all aleatory contracts. 

This is not surprising or unusual, however, for we have already 

defined insurance as a method of dealing with risk, and defined 

risk as uncertainty regarding the chance of loss. What is important 

to understand is that while all gambling arrangements must be 

aleatory, not all aleatory arrangements are gambling. 
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 The difference between a pure gambling arrangement and 

an aleatory contract is the intent. Gambling is done to realize gain; 

an aleatory contract is made to guard against loss. An aleatory 

contract is an acknowledgment of the risk that is a part of normal 

life, not the deliberate seeking out of additional risk for the 

possibility of reaping a profit. 

  

 

CONTRACT OF ADHESION 

 

 A contract of adhesion is one in which the provider of the 

service writes the contract, and the receiver accepts or rejects it. In 

the case of insurance, the insurer presents the contract to the 

prospect, and the prospect accepts the entire contract or refuses 

it. 

 

 Although the substantive nature of the contract cannot be 

changed, elements can be amended by the use of forms and 

endorsements. Even so, the amendments are still essentially 

controlled by the insurance company. Like the contract itself, the 

amendments are presented to the insured by the company for 

acceptance or rejection. 

 

 Because the insurer has the advantage in setting the 

groundwork of the insurance agreement, the insurance contract is 

treated as a contract of adhesion. This means that any area of 
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ambiguity in the contract tends to be decided in favor of the 

insured. 

 

 It should be mentioned, however, that this propensity to 

favor the insured in court has limits. Only circumstances when the 

contract (or application) is unclear favor the insured. A lack of 

understanding, or improper interpretation of the meaning of the 

contract by the insured, do not obligate a court to favor the 

insured. The strict compliance nature of a contract of adhesion is 

meant to be a protection to the insured, but not a free ride or a 

door for abuse. 

 

 

UBERRIMAE FIDEI (utmost good faith) CONTRACT 

 

 Insurance contracts are considered uberrimae fidei 

contracts, or contracts of utmost good faith. This means that the 

parties to the contract operate on a high level of trust and honesty, 

and that all relevant information has been disclosed in an 

appropriate and timely manner. It also means an honest intent to 

meet the obligations of the contract exists in both parties. 

 

 The purpose of defining an insurance contract as a contract 

of utmost good faith is to underline the necessity of trust that must 

be present in any insurance arrangement. Without complete and 

accurate information, the actuarial principles upon which insurance 
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is based become little better than empty promises, and the 

industry cannot perform its function.  

 

Because of the necessity of accurate information, any false 

statement made by an individual applying for an insurance 

contract can lead to the insurers canceling the contract. 

Information that is knowingly concealed is also grounds for voiding 

an insurance contract. Neither misrepresentation nor concealment 

can ever be tolerated by an insurance company, as the potential 

consequences are so damaging to every concerned party. 
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PART TWO 
 
 
 
 
 
 
  

Chapter Three 
 

Automobile Insurance and the Auto Policy 
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INTRODUCTION TO AUTOMOBILE INSURANCE 
 

The automobile has been called "the machine that changed 

the world.” This is a very accurate description of the power that the 

motor vehicle provides. The personal passenger car gives one 

unprecedented freedom. With the modern automobile, one can 

make a journey in a matter of hours that would have taken weeks 

for the 19th century American pioneer. On a whim, one can use the 

automobile to make a trip that would have required major planning 

and expense during the horse and buggy era. 

 

Because the freedom that the automobile provides is so 

desirable, it has dramatically changed the economic landscape. 

Automobile production and its supporting industries led the growth 

of American industry for most of the 20th century. The demand for 

automobiles has been so strong that today it is by far the most 

common form of transportation in the United States.  

  

   With this freedom, however, comes responsibility. There are 

very real risks associated with driving. Furthermore, the rapid 

AUTOMOBILE INSURANCE AND THE PERSONAL 
AUTO POLICY 
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growth of the total number of vehicles on America’s roads has 

increased the dangers that the American motorist faces.  

 
  It is shocking to note that any given year will produce nearly 

as many American fatalities from automobile accidents as 

occurred during the entire course of the Vietnam War. This loss of 

life is simply catastrophic. With the loss of life comes the 

accompanying pain and sorrow. 

 

  There is also a steep material cost to automobile accidents. 

The high rate of loss costs untold billions in property damage, loss 

of productivity, and legal expenses. 

 
   Yet, the lure of the automobile's freedom and mobility keep 

Americans tied to their automobiles. The power of the auto simply 

outweighs the potential dangers. The pace of life in America is 

such that we can expect to see more, rather than fewer, 

automobiles on the highways. 

 
   To meet the risk inherent in the operation of the motor 

vehicle, the insurance industry has developed the automobile 

policy. Today, the personal auto policy (PAP) is employed. This 

policy largely replaces the older family auto policy (FAP) and 

special auto policy (SAP). Naturally, it has gone through a number 

of revisions since its inception. These changes reflect the fluid 

legal and sociological environment of the automobile. The present 

form is the most readable and "user friendly" auto policy to date. 
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   Still, the auto policy is a complex and difficult document, 

combining three forms of insurance -- accident, property, and 

liability -- into a single policy. In fact, most states require their 

drivers to have some type of auto insurance. Mandatory auto 

insurance is result of a state’s financial responsibility laws. By 

requiring motorists to demonstrate ability to pay for auto-related 

losses, the general welfare is protected. As one finds it hard to live 

without an automobile, it is hard to drive without auto insurance. 

    

 
BASIC STRUCTURE OF THE AUTO POLICY     
 
 Today’s personal auto policy has a defined structure. It 

begins with a declarations page, which provides information about 

the property to be insured. This is usually followed by a definitions 

page.4 Here, the important terms in the contract are listed and 

defined in an outline form. Often, these terms are then bolded or 

bracketed throughout the remainder of the policy in order to call 

one's attention to them. Typical examples of definitions in auto 

policy include the following: 

 

• “named insured”— Means the individual name in the 
declarations and also includes the spouse, when the spouse is 
a resident in the same household 

 
 

                                                           
4 A common alternative is to list the definitions after each section of the policy. 
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• “relative”--- Means a person related to the named insured by 
blood, marriage or adoption that is a resident of the same 
household (provided that neither such relative owns a private 
passenger auto). The definition of relative can include minors 
while away from home or attending an educational institution.  

• “automobile”— Means a four wheel motor vehicle with a wheel 
base of 56 inches or more designed for use primarily on public 
roads 

 
 
• “owned automobile”— Means a private passenger, farm, or 

utility automobile described in the policy; a trailer owned by the 
insured; a temporary substitute automobile  

 
 
• “non-owned automobile”— Means an auto or trailer not 

owned by or furnished for the regular use of either the named 
insured or any relative, other than a temporary substitute auto 

 
 
• “private passenger automobile”— Means a four-wheel private 

passenger, station wagon, or jeep-type automobile 
 
 
• “farm automobile”— Means an automobile of the truck type 

with a load capacity of two thousand pounds or less and is not 
used for business or commercial purposes (except, of course, 
farming) 

 
 
• “utility automobile”— Means an automobile, other than a farm 

automobile, with a load capacity of fifteen hundred pounds or 
less of the pick-up body, sedan delivery, or panel type truck not 
used for business or commercial purposes 

 
 
• “use”— Means operation, loading, and unloading of the vehicle 
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   In order to make the policy more readable and accessible to 

the policyholder, the auto policy uses fewer words and less 

complicated sentences than most contracts. In addition, the 

insured is referred to as "you" and "your.” The insurer is referred to 

as "we" and "us" and "our.” By eliminating much of the "legalese" 

of the contract, the insurance industry has made an important step 

in empowering the consumer. Better consumer understanding of 

the parameters of the insuring agreement is not only a benefit for 

the general public, but for the insurance industry as well. 

 
   The auto policy typically consists of several parts that form 

the content area of the contract. These parts can be labeled I, II, 

III, etc. or A, B, C, etc.  The first series of sections concern the 

specific coverages. This is what the consumer buys while they 

form a totality within the policy. Each part is a separate coverage 

with individual provisions, exclusions, and premiums. 

 
   The final sections of the auto policy apply to the contract as 

a whole. These parts discuss the duties of the insured and the 

general operational framework of the contract, such as what 

occurs if there is a change in the information used to create the 

policy, or how a policy may be terminated. 

 
 
 LIABILITY COVERAGE 
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   Liability coverage is the first and most important part of the 

contract. It is the contract's most difficult and complicated section. 

It is also a coverage that is required by law. The liability portion of 

the auto policy possesses two components: bodily injury liability, 

and property damage liability. These parallel coverages perform 

the following: payment, on the behalf of insured, of all sums that 

the insured becomes legally obligated to pay as damages because 

of bodily injury or property damage arising out of the ownership, 

maintenance, or use of the owned automobile or any non-owned 

automobile.  

 

 This part of the auto policy also outlines a series of 

supplementary payments. Supplementary payments are a 

provision in a liability policy for specific aspects of the insured’s 

expenses. Supplementary payments in the auto policy typically 

include the following: 

 

• All expenses incurred by the insurance company, all costs 
taxed against the insured in a lawsuit; this includes interest that 
accrues after a judgement is entered. 

 
• Premiums on appeal bonds and bonds to release attachments 

in any suit the insurance company defends. 
 
• A specified amount for loss of earnings because of attendance 

at hearings or trials at the insurance company’s request. 
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• Expenses incurred by the insured for immediate medical and 
surgical relief to others that is imperative at the time of an 
occurrence involving an insured automobile 

   

 

Of course, there are specific limitations to these benefits 

listed explicitly in the contract. Should damages exceed the policy 

limit, the insurer will not be held legally accountable for the excess 

amount. The insured benefits only along the lines of the contract's 

terms. 

 
   The consumer often has little or no understanding of this 

concept. Even though a liability limit has been stated and agreed 

upon, some consumers are under the mistaken impression that 

being insured — especially in the era of no-fault -- means that they 

are "covered for everything.” It is vital that they understand that 

this is simply not so. Should damages resulting from an accident 

exceed the policy limit, the insured, and not the insurer, has the 

responsibility of paying for these damages. 

 
     It is also significant to note that the insurer will defend the 

insured only up to the limits of the policy's liability. The insurer also 

maintains the right to settle the suit in the manner it deems fair and 

correct. Such settlements are not always to the insured's 

satisfaction. 
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   Most states demand a minimum amount of liability 

insurance, but these minimums have proven to be far too low to 

meet the costs of typical judgments. This is an unfortunate 

situation because higher liability limits need not grossly increase 

the cost of a consumer's premium. Unfortunately, the cost-averse 

natures of many persons leads them down a path of minimum 

liability limits in the auto policy, causing them to carry more risk 

than they should. 

 
   The liability coverage in an auto policy can be designed in 

one of two ways. The coverage can be written with a single limit. 

Under this variation, a single amount of coverage is available to 

apply as needed, and this can be used for bodily injury or property 

damage. 

 
   A second method for writing liability coverage is the split 

limits form. This method is both more flexible and more 

complicated. The insurance arrangements for property damage 

and for bodily injury are considered separately, handled 

separately, and stated separately. One of the major criticisms of 

the split limits arrangement is that the entire coverage cannot be 

used, and the minimum amounts are often insufficient. 

 

   In Michigan, for example, the liability limits of a split limits 

personal auto policy are 20/40/10, meaning that there is $20,000 

of coverage available for each person, and $40,000 for 
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each accident. There is also $10,000 for property damage in 

per accident. When one stops to consider the current costs of 

medical services or motor vehicles, it is easy to see why many 

insurers are critical of the split limits plan. It provides a false sense 

of security on the part of the consumer that is a benefit neither to 

the general public nor to the insurance industry. 

PERSONS COVERED 
 
 The liability coverage of the auto policy provides strict 

limitations on who is  covered. Obviously, the named insured is 

covered. This is the "you" referred to in the policy. But "you" in this 

case also includes one's spouse. In addition, family members are 

covered under this agreement. To be considered a family member, 

there must be relation by blood, marriage, or adoption. Residence 

in the same home is another way to convey a familial relationship, 

as in the case of a ward of the family. 

 
   Also, any person using the insured's auto is covered 

provided that there is reasonable belief that permission was given. 

This coverage also extends to any individual or organization that is 

legally responsible for the acts of an insured while using the 

insured's auto. An example of this type of situation refers to when 

an insured's automobile is used during working hours for errands, 

and an accident occurs. The insured and the employer are both 

covered. 
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VEHICLES ELIGIBLE FOR COVERAGE 
 
     With automobile coverage, one must be specific about the 

type of vehicle that is being covered. Most, but not all, varieties of 

four wheeled motor vehicles are eligible for this coverage.  

 
   First, the auto policy refers to motor vehicles with four 

wheels. The passenger car is the most typical and obvious vehicle 

in this group. But jeeps, pickup trucks and vans are also eligible, 

provided they meet some specific criteria. They cannot, for 

example, be used primarily as transport vehicles for a company's 

materials when those materials are primary to the business. The 

van or pickup also cannot have a gross weight of more than a 

figure specified in the policy and still be eligible for this coverage. 

 

   As for as what specific vehicles can be considered "covered 

vehicles,” four possibilities exist. First, any vehicle listed in the 

declarations page of the contract is covered. This is obvious, and 

does not have to be elaborated. But what happens if one buys a 

new vehicle that is eligible for coverage?  If it is purchased while 

the auto policy is in effect, then it is considered an additional 

vehicle and is automatically covered. The coverage provider is the 

broadest coverage available, but certain stipulations exist for this 

arrangement to continue. 

 
   To begin with, the insured must tell the company that 

an additional auto has been purchased. Secondly, a premium 
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must be paid to continue coverage. The insurance for the 

second vehicle will not come free of charge. 

 
   If the insured purchases a new auto that replaces an old 

auto that is already covered, then the coverage that already exists 

extends to the new vehicle. If the insured wants to add or maintain 

physical damage insurance, then the insurance company typically 

must be notified within 30 days. 

 
   Two other possibilities exist where a vehicle can be 

considered covered. A temporary substitute auto is a 

covered vehicle. This situation applies when one is using a 

company's auto because the owner's auto is being repaired, 

recovered after a theft, or replaced.  

 
   Lastly, a trailer, while not an auto in the strict sense of 

the word, can be considered a covered vehicle for 

insurance purposes. The type of trailer is one designed to be 

attached to a passenger auto, van, or pickup. Typically, a  “heavy 

duty” truck trailer intended for commercial purposes is excluded. 

 
 
EXCLUSIONS TO THE LIABILITY COVERAGE 
 
     Exclusions are the perils, losses, and properties listed in an 

insurance contract that will not be covered. Exclusions are 

necessary, because the actuarial principles used in assigning 
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premium rates refer to specific information about calculated risk 

levels.  

 
   Also, not all risks are the same. The risk of the personal 

auto used for normal, day-to-day travel is much different than 

that of a taxi, and both the taxi and personal auto are exposed 

to different risks than a vehicle that is primarily an off-the-road, 

recreational vehicle. 

 
   To attempt to provide insurance coverage for three 

disparate risks would result in inadequate premiums for the 

insurer. Ultimately, this situation could lead to the insurer 

being unable to meet its financial obligations. Also at stake 

is fairness!  For the three different risks to share the 

same premium level, the risk at the lowest end of the spectrum 

would be unfairly supplementing the risk that encounters a 

greater level of hazard.  

 
   Because of the complexity and variable nature of risks, 

exclusions in the auto policy are legion. It is important the agent 

explains the concept of exclusions to the insured, and review the 

important exclusions that affect his or her policy coverage. Some 

typical exclusions in the liability portion of the auto policy include 

the following: 
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Basic Auto Insurance Exclusions 
 

1. The insurer will not provide coverage for any injuries or 
damages that are intentionally caused. Intentional 
losses are not fortuitous loss, and receive no 
indemnification. 

 
 
2. The insurer does not cover the additional property of 

the insured, whether it is personally owned or merely 
transported. The motor vehicle is the only property that 
receives coverage. 

 
 
3. Any property in the insured's care or for the insured's 

use is not covered. This includes rental property. 
 
 
4. The auto policy does not supplant or supplement 

workers compensation laws. Employees injured during 
employment hours are not covered under the auto 
policy. 

 
 
5. With the exception of car-pooling and ride-sharing 

programs, the auto policy does not extend coverage 
when one is carrying passengers for a fee. 
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Basic Auto Insurance Exclusions 
 
 

6. The auto policy cannot take the place of liability 
insurance for a business that is centered on the 
servicing, repairing, selling, parking or storing of 
automobiles. Vehicles used in such a business are not 
covered under the auto policy. 

 
 
7. The auto policy does not apply when reasonable belief 

exists that a covered vehicle was used without the 
owner's permission. 

 
 
8. Vehicles that are provided for use of a covered person 

are excluded when they are not the covered vehicle, and 
when they are provided on a regular, consistent basis. 

 
 
9. Liability coverage also does not extend to vehicles 

furnished for regular use to a family member (except for a 
spouse), or when the vehicle is a temporary substitute. 

 
 
10. Vehicles with less than four wheels are excluded without 

a miscellaneous-type vehicle endorsement. The auto 
policy by itself is limited to four wheeled vehicles. 
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GEOGRAPHICAL BOUNDARIES OF LIABILITY COVERAGE 
 
     In addition to financial limits of liability, the personal auto 

includes some geographical limits. This is handled in the out-of-

state coverage component of the auto policy. The auto policy 

allows for coverage in all fifty states, Puerto Rico, and Canada. 

The auto policy automatically covers the insured to the necessary 

state minimums if the insured's policy is below those minimums. 

This way, one need not purchase "extra insurance" every time he 

or she visits or travels through another state. 
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The second portion of the auto policy, Part B, is the medical 

payments coverage. In Michigan, personal injury protection, or 

PIP, is a required coverage. Some insureds will reduce the cost of 

their PIP premium by coordinating this coverage with their health 

and disability coverage. In these cases, their insured’s medical 

insurance will pay up to a certain limit, and the auto policy covers 

the remaining amount. Typically this is done with coverages 

termed excess medical and excess wage loss. 

 
The medical payments insurance section in an auto policy is 

an agreement on the part of the insurer to pay all reasonable 

expenses incurred for necessary medical services because of 

bodily injury suffered by an insured. The benefits extend to injuries 

sustained in any state. The company will pay for expenses 

incurred by an insured within three years of the date of the 

accident. 

 
The medical payments coverage will pay regardless of which 

party is at fault in the accident. In this sense, it is a no-fault 

coverage. The benefit limits typically range no higher 

than $10,000, but cover a wide range of treatments, 

including surgery, X-rays, and dental work. 

 

MEDICAL PAYMENTS COVERAGE 
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The medical payments coverage also pays for any 

funeral services that result from an accident. Again, the payments 

occur within the level of the named amount of benefit limits. This 

is an important element of the medical payments coverage, 

because most health policies do not cover funeral expenses. 

 
There are two groups covered under the medical 

payments section. The first is the insured and any family member 

injured while in a motor vehicle. Also within this first class 

are persons other than family members who are injured while in 

a covered motor vehicle. If the insured drives any non-

owned vehicle and suffers an accident, however, only the insured 

and his family members receive coverage through the auto policy. 

All other passengers are excluded from this coverage under the 

auto policy. 

 
The second group of covered persons under the medical 

payments coverage includes the insured and his or her family 

members as pedestrians. They are covered if they suffer bodily 

injury from a road vehicle. A "road vehicle" here means autos, 

pickups, vans, and trucks. But, an off-road recreational vehicle 

could cause an injury to the insured's wife, but this would not 

be covered. 
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EXCLUSIONS TO THE MEDICAL PAYMENTS COVERAGE 
 

As with liability coverage, there are many exclusions to 
the medical payments agreement in the auto policy.   

 

1.  Injuries occurring while riding motor vehicles with 
less than four wheels, such as the mopeds that are so 

popular on college campuses, are excluded.     

2. When carrying persons for a fee, the medical 
payments coverage does not apply, except in the 
context of a carpool. 

 
3. If the insured suffers injury while occupying a 

motor vehicle regularly furnished for his or her use, 
medical payments coverage do not apply. 

 
4. Medical payments coverage is also excluded to 

vehicles furnished for regular use by any family 
member, other than the covered auto. 

 
5. Medical payments are not extended to those who have 

used the motor vehicle without reasonable belief that 
the insured gave permission. 

 
6. Injuries sustained while using the motor vehicle as 

a residence are excluded from coverage. 
 
7. Injuries caused while working one's job. Again, this is 

a situation for workers compensation laws, and not the 
auto policy. 

 
8. Injuries caused by the use of nuclear weapons or a 

nuclear accident are excluded.   
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There are several other limitations that apply to 

medical payments in the auto policy. We have mentioned the first 

two in passing, but it is significant enough to be brought up again: 

 the amounts payable are listed in the insurance agreement 

and generally range up to $10,000. Also, this is an optional 

portion of coverage that must be selected by the insured in order 

to be in force. 

 

When payments are made for medical expenses by more 

than one company, the payment is on a pro rata basis. Lastly, 

medical payment recoveries are subject to subrogation clauses in 

the policy. 
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When people act irresponsibly and drive motor vehicles 

without insurance, a major risk exposure is created. Few people 

have sufficient personal resources to pay for damages caused in 

auto accidents. Because the potential cost to society would be 

catastrophic if restitution for auto accidents was easily avoidable, 

each state has taken serious measures to try and control this 

situation. Typically, these actions are found in the passing of 

financial responsibility laws that demand some basic forms of 

insurance coverage. 

 

Despite the best efforts of legislators and regulators, 

however, the problem continues. To protect one from an injury 

caused by an uninsured motorist, a hit-and-run driver, or a 

negligent driver insured by an insolvent company, the insurance 

industry offers (an optional) uninsured motorists coverage. 

 
The purpose of this kind of coverage is to pay the amount 

the insured would have received if the situation had been "normal," 

and the uninsured driver was insured or the insuring company was 

not insolvent. This is the basis of settlement for this coverage, but 

there is often disagreement between the insurer and the insured 

on the amount paid out. Often, this is a situation that goes to 

arbitration. When this occurs, the insured and the company each 

UNINSURED MOTORIST COVERAGE 
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choose an arbitrator. The two selected arbitrators choose a third, 

and the decision reached by two of the three is binding, providing 

the damage  award does not exceed the state's minimum 

financial responsibility law limits. 

 
The damages that the insurance company compensates the 

insured for can include medical bills, lost wages from time missed 

at work, and compensation for physical disfigurement. It is 

important to note that damages can be pursued only in those 

cases where the uninsured motorist can be demonstrated to be 

legally liable. Uninsured motorist coverage is firmly locked into the 

tort liability system. 

 

Those covered under the uninsured motorists section of the 

auto policy are as follows: the named insured and family; any 

other person in the insured's auto; any person who is legally 

entitled to receive payment for damages. The last situation occurs 

when a family member is lost due to a car accident. The wife, 

husband, etc. can pursue damages even though they were not 

there when the accident occurred. 

 
 

EXCLUSIONS TO THE UNINSURED MOTORISTS COVERAGE 
 

The exclusions to the uninsured motorists coverage are 

divided into two groups. The first handle exclusions based upon 
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the vehicle. The second concern exclusions based upon actions or 

situations. 

 

 
 
UNDERINSURED MOTORISTS COVERAGE 

 
 
If one has opted for uninsured motorists coverage, they 

can also add underinsured motorist coverage. This creates a very  

complete form of automobile coverage, without 

significantly increasing the premium. 

 

Exclusions to Uninsured Motorist Coverage 
 

1. Vehicles that do not have uninsured motorists coverage. 
 
2. Vehicles owned or operated by self-insurers or government 

bodies. 

 
3. Farm equipment, off-road vehicles, rail and crawler tread 

vehicles are excluded. 
 
4. Any auto used for a fee, except in the case of a carpool. 
 
5. If the insured settles with the negligent party without the 

insurer's consent, the coverage does not apply. 
 
6. The uninsured motorists coverage is excluded if it provides 

benefits for a workers compensation insurer. The auto policy 
cannot act as a supplement to workers compensation 
insurance. 

 
7. The uninsured motorists coverage provides no benefits to a 

person operating the vehicle without reasonable belief that he 

or she has the owner's permission. 
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This form of coverage is designed to provide insurance 

against accidents caused by a motorist who has liability coverage, 

but whose coverage will not be sufficient to meet the costs of 

the bodily injury incurred. This compensates for other motorists 

who may have elected liability minimums due to lack of personal 

resources or poor planning. 

 

The underinsured motorist coverage is usually written for the 

same limit as the uninsured motorist coverage, and it usually pays 

the remaining difference left after the negligent driver has paid 

whatever portion of the damages they could. Uninsured and 

underinsured motorist coverage cannot overlap in any way; the 

insured can collect on one of the two coverages, but not both. Like 

uninsured motorists coverage, it is subject to arbitration. The 

arbitration process is the same as for an uninsured motorist 

coverage claim.  
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Part D of the auto policy concerns coverage for physical 

damage to the insured's motor vehicle. It is broken into two parts, 

collision and other-than-collision (usually referred to as 

comprehensive). Both of these are separate coverages, written 

with separate deductibles. Neither needs to be included in the auto 

policy. Thus, an insured that has a motor vehicle that is quite old 

might opt for no collision insurance. Or, one might opt for collision 

insurance with a high deductible and pass on the other-than-

collision insurance. It is entirely up to the consumer, but it is vitally 

important that the consumer understand that he or she will only 

receive collision insurance and other-than-collision insurance if 

these coverages have been chosen and appear in the contract. 

Many consumers erroneously believe that an auto policy 

automatically provides physical damage coverage. 

 
 
COLLISION COVERAGE 

 
Collision coverage affords payment by the insurer for any 

loss to a covered auto, less the deductible. Collision loss is 

defined as the loss or damage of the policy-owner's covered auto 

or non-owned auto. The damage or loss can occur through impact 

with another auto or an object. This impact could occur when the 

auto is running, as on the open highway, or it could occur while the 

auto is stationary in a parking lot. 

PHYSICAL DAMAGE COVERAGE 
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Collision loss can be paid regardless of who is at fault; in this 

case, liability is not the issue. If, however, the insured is not liable 

for the accident and collects a collision benefit, he or she must 

give up subrogation rights to the insurer. In doing so, one secures 

the possibility of regaining part or all of their deductible, depending 

on whether the company wins the court decision. Also, the 

principle of indemnity is secured, as the insured will not collect 

from the insurer and the negligent party.  

 
 

VARIETIES OF COLLISION COVERAGE 
 
 

1) Limited Collision 
 

Pays damages caused by collision (with another vehicle or a 
stationary object) IF the driver of the insured vehicle is NOT more 
than 50% (“substantially”) at fault. This coverage does not pay any 
damages should the insured be more than 50% at fault. 
 
 

2) Standard (or Regular) Collision 
 

Pays collision damages on the insured vehicle REGARDLESS of 
which party is at fault. However, the insured must pay the 
deductible. 
 
 
 

3) Broad Form Collision 
 

Pays for collision damages on the insured vehicle REGARDLESS 
of who caused the accident. IF the insured is NOT more than 50% 
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at fault, the insured does not have to pay the deductible. However, 
if the insured must pay the deductible when more than 50% at 
fault. 

  
 
 
OTHER-THAN-COLLISION COVERAGE 

 
As the name implies, other-than-collision coverage handles 

physical damage not caused by collision. Again, this is optional 

coverage that is separate from collision coverage. The deductible 

is separate, and generally lower, than for collision coverage. 

 

Other-than-collision coverage handles such a wide variety of 

situations it is usually called comprehensive coverage. 

Comprehensive possesses two parts: protection of the automobile 

and personal effects. Typically, comprehensive coverage pays for 

loss caused by the following: 

 

• Missile objects 

• Falling objects 

• Fire 

• Theft or larceny 

• Explosions 

• Earthquakes 

• Windstorms 

• Hail 

• Water 
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• Flood 

• Malicious mischief or vandalism 

• Riot or civil commotion 

• Collision with animals 

 
 

HOW A LOSS IS PAID OUT 
 
In paying an insured for a physical damage loss, it is 

important to remember that the insurer is providing an 

indemnification. Simply put, the insurer is restoring the insured to 

their approximate condition before the loss was incurred. The 

insurer is obligated to pay only the actual cash value of the 

damaged or stolen property, or the amount needed to restore or 

repair that property. The insurer also has the choice of the least 

costly of these two options. 

 
Sometimes, a "stated amount endorsement" is added to the 

auto policy. This is generally done when one has an exceptionally 

valuable auto. In this case, a stated amount of value is declared. If 

a physical damage loss occurs, then the insurer refers to the 

stated amount in the policy endorsement. If the stated amount is 

less than the actual value of the auto, the stated amount is paid. If 

the stated amount is greater than the auto's actual cash value, the 

insurer pays the actual cash value. 
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PHYSICAL DAMAGE EXCLUSIONS 
 
     Physical damage exclusions are among the most extensive 

in the auto policy. These exclusions range from types of property 

not covered to situations in which the coverage is not applicable. 

 
 
 
 
 
 

1. There is no physical damage for normal wear and tear.  
      This includes freezing, mechanical breakdowns, and electrical   
      failures. 

2. Sound reproduction equipment not permanently installed in the 
vehicle is excluded, as is any electronic reception equipment. 
This includes CB's, car phones, televisions, etc 

 

3. CD's, cassette tapes, VCRS, and any of their support materials 
are excluded. 

 

4. Camper bodies and trailers not specifically listed in the 
declarations are not covered. 

 

5. Radar detection equipment is not covered. 
 

6. Customized furnishings, whether interior such as refrigerators 
or sleeping devices, or exterior such as awnings or cabanas, 
are excluded. 

 

7. Losses due to radiation, whether from war or a nuclear 
accident, are excluded. 

 

8. A vehicle used as a temporary substitute for an owned vehicle 
is not covered. 

9. A vehicle used for a public fee, except in a carpool situations, is 
excluded. 

10. A vehicle confiscated or damaged by civil authorities is not a 
covered vehicle. 

11.Physical damages to a non-owned vehicle are not covered if 
no reasonable belief exists that permission was granted for its 
use by the owner. 
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PHYSICAL DAMAGE COVERAGE AND THEFT 
 

Automobile theft is a growing problem for our society. Daily 

we read about stolen-car rings and car-jackings. The news can be 

numbing to our senses, but it is a part of our world. Insureds can 

play a vital role in reducing theft and vandalism in conjunction with 

civil authorities and insurance companies. In order to facilitate this 

process, the agent needs to educate the insured on how insurance 

companies handle loss situations due to theft. 

 
First, if a covered auto or non-owned auto is stolen, the 

insurer will help provide transportation to the insured in the form of 

a supplementary payment. After 48 hours from the point of 

notifying the police and the insurer that an auto has been stolen 

the insurer will pay for damages—typically to the tune of $15 daily, 

up to a maximum of $450, for the insured's transportation costs. 

 
If the stolen car is non-owned and is a rental car, the 

insurance company will pay for the loss-of-use liability the insured 

has incurred. (Loss-of-use liability refers to the money the rental 

company would normally earn on the stolen vehicle.) 

 
 If the car is stolen and belongs to the insured, the insurance 

company will pay the expense of returning the stolen car to the 

insured, and repair any damages that occurred as a result of the 

theft, as well as the process of recovering the auto. 
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It is vitally important that the insured knows what to do at the 

scene of an accident. Personal responsibility obligates the insured 

to take steps to learn the proper duties, as both the law and the 

auto policy demand certain minimum actions. Without accepting 

this responsibility, the insured may create legal problems or have 

the claim refused. It is important that the agent educate the 

insured on the duties that follow an accident or loss. 
 
After an accident, one should determine if anyone has been 

injured. If an injury occurred, proper steps should be taken such as 

calling 911. Obviously, the police must be notified. If the situation 

is a hit-and-run, this information needs to be immediately offered 

to the police. It is important to take steps to protect the auto from 

further damage; if possible, the area of the accident should be 

protected. This can be done by roping-off the perimeter or igniting 

flares. 

 
When dealing with the other party to the accident, one 

should never admit to responsibility. This prejudices the insurance 

company's right to recover payment. One should merely give the 

other driver one's name and address, and the name of one's 

insurer. It is appropriate to request the same information from the 

POLICY CONDITIONS AND DUTIES AFTER AN 
ACCIDENT OR LOSS 
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other driver. Finally, one needs to inform the insured about the 

accident as soon as possible. 

 
Furthermore, one is expected to cooperate with the insurer 

during the investigation and settlement of the claim. All legal 

papers need to be copied and forwarded to the insurer. If the 

insurer so requests, one should take a physical examination, 

authorize the release of medical records, and submit proof of a 

loss. All of these activities are designed to help the consumer, and 

quickly and efficiently process a claim.  
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POLICY TERRITORY AND PERIOD 
 

This section refers to the geographical limitations of the 

policy. It is important to note the auto policy will be honored in all 

fifty states, Puerto Rico, and Canada. It does not apply in Mexico, 

however, and one driving in Mexico needs to purchase special 

insurance just for that event. Also, it states the policy only applies 

for the period assigned in the declarations. 

 

 

CHANGES      
 

The auto policy cannot change unless an endorsement is 

added. Any change in information given to the insurance company 

regarding the number of insured vehicles, the operators using the 

vehicles, the place of garaging the vehicles, etc., may result in a 

change in premium. 

 

 

BANKRUPTCY 
 

If the insured goes bankrupt, the insurer is not freed from its 

obligations. The policy is in force regardless of the 

insured’s solvency or insolvency. 

COMMON GENERAL PROVISIONS 
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FRAUD 
 

Coverage is not provided if any statements made by the 

insured in connection with any accident or loss for which coverage 

is sought are found to be untrue. The company will not pay if any 

actions taken by the insured in connection with any accident or 

loss for which coverage is sought are fraudulent. 

 
 

LEGAL ACTION  
 

The insurer cannot take any legal action against the insured 

until there has been full compliance with all the terms and 

provisions in the policy. No right exists for any person or 

organization to bring the insurer into action in order to determine 

the insured's liability. 

 

 

TRANSFER OF INTEREST 
 

This provision simply states that the policy cannot be 

assigned without the written consent of the insurer. But if the 

insured dies, the insurer agrees to provide automatic coverage to 

the insured's spouse. 
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RIGHT TO RECOVER PAYMENT 
 

Under this provision, the insured agrees to assign any right 

to recovery against a third party to the insurer, to the extent that 

payment is made to the insured. In other words, it requires the 

insured do whatever is necessary to enable the insurer to exercise 

its right to recover payment, and to do nothing that would prejudice 

this right. 

 
 

TERMINATION 
 

The termination provision applies to the ending of the 

insurance agreement by the insurer or the insured. The insured 

may cancel the policy at any time. All that needs be done is to 

return the policy, or send written notice of cancellation. 

 

The insurer is more restricted when pursuing a policy 

cancellation. Unless the policy was obtained through 

misrepresentation, the insurer must follow certain steps for 

cancellation.  If the policy was in effect for less than sixty days, 

then a ten-day notice must be issued. If the policy has been in 

effect for more than sixty days, the insurer can only cancel the 

policy if the insured's driver’s license was revoked during the 

policy period, or if the insured has failed to make premium 

payments. Even so, a ten-day notice must be issued in both 

instances. 
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An insurer can, however, decide to not renew a policy. If the 

insurer chooses to do this, a 20-day written notice must be given 

to the insured. And, if the policy is less than a full year period, it 

can only be refused for renewal on the anniversary of the policy's 

original date. A policy is automatically terminated if a company 

offers to renew a policy and the insured does not accept the 

company's offer. 
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Insurance is generally considered to be a “necessary evil.” 

As such, complaints about its structure and operation are 

commonplace amongst its users. The people who have suffered 

losses in automobile accidents are certain that their settlements 

are inadequate. Young drivers feel the strain of finding an insurer 

who will cover them at an affordable rate. All purchasers of auto 

insurance insist their rates are too high, and any consumer that 

has had a claim is certain that the insurance company could have 

produced a check a little bit faster, or paid out a little bit more. 

 
The method for handling auto insurance is aimed at 

compensation in the form of indemnification. It had traditionally 

been a multi-stepped process within the tort liability system. In 

many respects, it was very cumbersome In order to begin action, 

the injured driver had to make a claim against the other driver's 

insurer. The victim then needed to demonstrate that the other 

driver had been negligent. 

 
This system led to over-crowded courts and lengthy delays 

before any compensation was realized. All too often, it depended 

more on the skill of an attorney than the relevant facts of the case 

-- many of which had grown less clear in the mind's of the 

participants due to the long duration of the process. Such 

NO-FAULT AUTOMOBILE INSURANCE 
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entanglements also produced high expenses, both to pay the 

attorneys and sustain the system. 

 
There were—and are--other flaws with the tort liability 

system. The difficulty in proving negligence left many under-

compensated or even uncompensated for their losses. The 

traditional auto insurance process made no room for the self-

negligent. Nor could it handle the unknown party in a hit-and-run 

situation. A guilty party who was insolvent was also not adequately 

compensated for under the tort liability system. 

 
Such weaknesses seemed glaring to many. Critics also 

pointed to the inequity within the system. Small claims were often 

overpaid in order to avoid litigation. The large claim for the 

seriously injured, on the other hand, were resisted wholeheartedly. 

This made them rather rare and, when payment came, it was only 

after substantial delay. 

 
The traditional system of auto insurance ultimately became 

so fragmented with confusion and distrust, the insurance industry 

actively sought out alternatives. One was found—and, in many 

states, implemented--with no-fault insurance. 

 
No-fault is contrasted to the tort system in a number of ways. 

In the tort system, only the driver at fault in the accident is eligible 

for compensation. If an injury occurs through one's own 

negligence, the situation is one's own individual responsibility. 
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Under no-fault, on the other hand, there is no blame and no 

burden. Each party collects under its own insurance company. 

Fault is not the issue for coverage. Given the imperfect nature of 

humans and the hazards of driving, many find this very equitable. 

 
The typical benefits for no-fault insurance are manifold. All 

medical payments up to a maximum amount are paid. Loss of 

earnings can be paid out for a specified duration and to a specified 

level. And essential services, such as housework, yard-work, etc., 

are broken down and given a value. Funeral expenses can also 

paid up to a maximum limit.     

 

There are, however, multiple variations in no-fault insurance. 

For example, a pure no-fault law essentially abolishes the tort 

system for the purpose of auto insurance. Under a pure no-fault 

system, an injured party cannot sue, no matter how grievous the 

injury. All benefits to the injured party come from the insurance 

company. 

 
Other types of no-fault insurance maintain a tort liability 

window. These are known as modified no-fault laws. They 

normally make no payments for pain and suffering per se, but 

allow the injured party to sue under two conditions. 

 

These conditions are listed as "thresholds.” A dollar 

threshold in a modified no-fault insurance arrangement means that 
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the injured party can only sue if their claim is above a stated dollar 

amount. A modified no-fault insurance with a verbal threshold 

allows the injured party to sue for damages when specified, 

serious injuries have been sustained. 

 
A third possibility of insurance that mirrors no-fault is an add-

on plan. This system has the insurance company pay-

out regardless of who is at fault in an accident, but keeps open 

the right to sue for pain and suffering. As this plan does not restrict 

the right to sue, it is not a true no-fault insurance system. 

 
In 1973, Michigan launched its no-fault insurance law, Public 

Act 294. From that point on, in Michigan, compensation for auto 

accidents was no longer based on the tort liability system.  

Instead, everyone now had to have a minimum, mandatory no-

fault insurance policy, or be subject to a misdemeanor that could 

lead to the revocation of one's operating license, a fine ranging 

from $200 to $500, and prison time lasting up to one year. This no-

fault insurance coverage created an environment where auto 

accident victims received compensation for injuries or 

damages from their own insurance company, regardless of who 

was at fault in the accident. 

 
The structure of the mandatory no-fault insurance package 

has a threefold nature. The most important of the three basic 

coverages is residual liability  coverage. This coverage protects 

the insured against legal liability for severe injury, death, or 
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physical disfigurement to others. The coverage can also provide 

protection when the insured caused an accident in which the actual 

losses are greater than the benefit level of the policy's personal 

injury protection coverage. The mandatory minimums for residual 

liability in Michigan are $20,000 for one person's injury, $40,000 for 

everyone injured in the same accident, and $10,000 per accident 

for property damage. Naturally, higher limits can be purchased, and 

are indeed recommended. The residual liability coverage also 

protects the insured on a conventional Bodily Injury-Property 

Damage Liability basis if he or she should be involved in an 

accident outside of Michigan. This is a mandatory coverage. 

 
The personal injury protection  (PIP) coverage pays 

benefits that are very wide-ranging. For example, reasonable 

medical and rehabilitation expenses are covered. 85% of the lost 

wages or salary of the injured party, up to a specified amount* per 

month for three years, is paid. And up to $20 per day is paid for 

services such as yard care that the accident victim can no longer 

perform are provided for as long as three years. On top of this, in 

case of an accident resulting in fatality, survivor loss benefits (up 

to a stated amount**), replacement services, and a $1,750 funeral 

and burial expense are also provided under this coverage. This is 

also mandatory coverage. 

 

                                                           
* The specified amount is updated annually by the Michigan Insurance Bureau. 
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The final mandatory no-fault coverage is property 

protection  insurance. This coverage pays up to $1 million per 

accident when an insured's auto causes damage to the property 

of others. This does not cover the vehicles of others, but rather the 

trees, buildings, road signs, mailboxes, etc., that can be damaged 

by an insured's moving auto. Other automobiles and vehicles are 

covered only when they are not moving and are legally parked. 

 
In addition to the three basic mandatory coverages, 

additional coverages can be added to the mandatory no-fault 

insurance policy. These have been described earlier in this 

section—they are reviewed again here briefly to demonstrate how 

they integrate with the mandatory no-fault coverages. 

 

The most popular optional coverage for auto insurance is 

collision coverage. This coverage comes in three "flavors.” The 

most popular for those with a new auto, or an auto with high resale 

or trade-in value, is standard collision. This form of collision 

coverage pays for damages to the insured's auto, less the 

deductible, regardless of who was at fault in the accident. It is 

generally seen as the "best buy" in collision coverage. The second 

flavor, broad form coverage, pays for damages regardless of who 

is at fault, but only charges the deductible when the insured is 

more than 50 percent at fault. Naturally, this is more expensive 

than standard collision. Limited is the most restrictive form of 
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collision coverage. It will only pay for damages, less the 

deductible, when the insured is not more than 50 percent at fault. 

 
Other forms of optional coverages available for the 

mandatory no-fault auto insurance policy are other-than-collision, 

or comprehensive coverage, and uninsured and underinsured 

motorists coverage. These coverages are the same as those 

detailed in our previous sections on auto insurance. 

 
Two other optional forms of coverage not outlined 

previously, however, are death and dismemberment coverage and 

road service coverage. Death and dismemberment coverage pays 

benefits to the insured or other family members residing in the 

insured’s household for death or certain injuries sustained in an 

auto accident—regardless of the party at fault. Various optional 

death benefits exist, depending on the insurance company’s policy 

designs.  

 
Road service coverage is analogous to many auto club 

benefits. Towing and roadside assistance is available to the 

insured that elects this coverage. This benefit reimburses the 

insured for reasonable and necessary expenses associated towing 

and labor of a disabled vehicle. 

 
It is important to understand that no state has a pure no-fault 

system. The Michigan system is "modified" in that it does allow 

lawsuits under certain conditions. First, there is the possibility of 
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mini-torts, or suing another driver for up to $500 if the victim is not 

at fault in the accident. More dramatically, however, is the 

possibility to sue when a certain threshold is reached. 

 
In Michigan, the possibility of a lawsuit for an auto accident 

can occur if a verbal threshold is met. This threshold is on injury or 

injuries that result in death, serious and permanent disfigurement, 

or the loss or impairment of a serious bodily function. 

 
According to the 1986 State Supreme Court ruling, DiFranco 

v. Pickard, the jury in the lawsuit is empowered to determine 

whether the threshold has been met. In other words, the jury can 

decide whether the injury sustained in the accident constitutes a 

loss or impairment of a bodily function necessary to maintain a 

normal life. Also, under this ruling, pain that results from an injury 

caused by an auto accident is enough to meet the threshold, as it 

can be seen to impair a necessary bodily function.  
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SPECIAL TOPICS IN AUTO INSURANCE 
 

• Persons Eligible for Personal Automobile Insurance 
 

A PAP may be issued to cover automobiles owned by 

individuals, by a husband and wife living in the same residence, or 

by a Joint Ownership Coverage Endorsement. This endorsement 

covers vehicles owned by persons living together who are not 

married, or to cover vehicles owned by relatives other than 

husband and wife. Unless a specific exception is made, PAPs do 

not cover vehicles owned by businesses or by groups of people.  

 

In certain instances, an eligible individual may be denied 

coverage. Because auto insurance is so vital and can be an 

emotional issue, it is important for the insurance professional to 

understand the reasons that an individual may be denied a PAP, 

and be able to explain these reasons in a concise and reasonable 

manner. 

 

In Michigan, a person may be denied auto insurance for the 

following reasons: 

 
• The individual’s driver’s license has been revoked; 
 
• Within the past 5 years, the individual has been convicted of 

trying to defraud an insurance company 
 
• Within the past 5 years, the individual has been denied 

payment of a claim over $1,000 based on evidence of fraud 
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• Within the past 3 years, the individual was found guilty of a 

felony with a motor vehicle, driving under the influence of 
alcohol or drugs, failing to stop at the scene of an accident, or 
reckless driving; 

 
• The car that the individual wishes to insure does not meet 

Michigan safety requirements; 
 
• Within the past 2 years, the individual’s auto insurance has 

been cancelled because of non-payment of premium;5 
 
• The individual’s driving record has more than the allowable 

number of “eligibility points” (see table on page 47); 
 
• The individual does not meet the insuring company’s 

underwriting rules. 
 

The final reason for denial is the most variable. Each 

insurance company will have its own underwriting guidelines. In 

many cases, an insurance company will not provide coverage for 

custom or antique cars. This is because repairs for such 

automobiles are inordinately expensive. As long as the company 

applies its underwriting guidelines in a uniform manner within the 

boundaries of state law and regulation, it may refuse to issue 

insurance for a fairly wide range of reasons. 

 

 
 
 
 
 
                                                           
5 This restriction can be waived with advance payment of the entire premium. 



Core Concepts – P/C 
 

© American Education Systems, LC 107 

Insurance Eligibility Points and Individual Driving  Records – Similar, but not Identical 

 
COMPANY-ASSIGNED INSURANCE 

ELIGIBILITY POINTS 
 

 

• 4 POINTS   

 
Driving more than 15 mph over the speed limit (careless driving) 

 

• 3 POINTS 
 
Driving 11-15 mph over the speed limit 
 

• 2 POINTS 
 
Driving 15 mph or less over the speed limit on freeways, which previously had 

a maximum speed limit of 70 mph 

 

• 2 POINTS 
 
All other moving violations 
 

• 3 POINTS 
 
The first accident that the individual is more than 50 percent at fault 

 

• 4 POINTS 
 
The second and all subsequent accidents that the individual is more than 50 

percent at fault 
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• Assigned Risks and the Michigan Automobile 
Placement Facility 

 
The Michigan Automobile Placement Facility 
 

The Michigan Automobile Placement Facility (MAIPF) is an 

organization for providing auto insurance to any qualified person 

who is unable to get insurance in the regular market. The “regular” 

market is referred to as the voluntary market. Persons finding 

insurance coverage through the MAIPF are said to be in an 

assigned-risk pool. Insureds in the assigned-risk pool are in the 

residual market.  

 

The assigned-risk pool has declined in size over the past 

several years. Many more insurers are covering drivers who are 

higher risks because they see these drivers as an opportunity for 

growth. 

 

Another reason that the numbers of the assigned-risk pools 

are declining has to do with rates. Rates for the assigned-risk pool 

are set by the Automobile Insurance Plans Service Office (AIPSO). 

The rates in the residual market are no longer competitive with 

those in the voluntary market.  

 

If a person has a car registered in Michigan, or holds a 

valid—not suspended or revoked—driver’s license, he or she is 

qualified for insurance through the MAIPF. The only reasons one 
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can be refused insurance through the facility is due to the 

following: 

 
1. The person is not required by law to be covered by law to be 

covered by no-fault insurance because he or she is a non-
resident who does not intend to live or drive in Michigan for 
at least 30 days. 

 
 
2. The person’s driver’s license is suspended or revoked. 
 
 
3. The person has had an auto policy cancelled within the past 

two years because of non-payment of premium.  
 
 
• The Michigan Catastrophic Claims Association 

 
The Michigan Catastrophic Claims Association (MCCA) is a 

special fund set up by the state’s no-fault law. Because Michigan’s 

no-fault provides unlimited medical benefits for people who are 

hurt in auto accidents, this form of fund is necessary.  

 

The MCCA reimburses insurance companies for their on-

fault medical losses after they have reached a certain amount. 

Following this, the companies pay an assessment to cover 

MCCA’s liabilities. Ultimately, this cost is passed on to all policy 

owners, and this cost the policy owner’s share of the expense. In 

recent years, however, the MCCA has been over-funded, resulting 

in refund checks to policy owners. 
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• Leased Autos – Gap Insurance 
 

Because of the dramatic depreciation of an auto’s value, the 

actual cash value (ACV) calculated by an insurer on a vehicle is 

typically much less than the value of a loan or lease. Because the 

owner/lessee is responsible for paying the remainder of a lease or 

loan even when an auto has been totaled, gap insurance is often a 

useful purchase. 

 

Gap insurance pays the difference between the amount the 

insurer pays in ACV and the amount still owed.6 Some lease 

contracts will include gap insurance in the agreement, but others 

do not. Because leasing companies often include this coverage in 

the lease contract, gap insurance is not heavily marketed. The 

insurance professional should make clients aware that this 

coverage does exist, and make sure they review the language of 

their auto lease agreement to determine whether they have such 

coverage.  

 

For loan gap coverage, most companies require that the 

insured have collision and comprehensive coverage in order to 

purchase the additional insurance. Loan gap coverage usually will 

not pay for any late fee charges, extended-warranty charges, or 

credit insurance charges. 

 

                                                           
6 Some insurers refer to this coverage as “Loan/Lease Payoff Coverage.” 
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• Insuring Foreign Drivers 
 

Most insurers will not sell policies to drivers without a driver’s 

license from a state in the United States. One major reason for this 

discrimination is that Motor Vehicle Reports (MVR) are not 

available for people from other countries. This makes it extremely 

difficult for insurers to assess their risk. Companies that will insure 

foreign drivers will treat these individuals as new drivers without a 

driving history—regardless of their driving record in their country of 

origin. The result is significantly higher premiums. 

 

For adults who plan to stay an extended period in the United 

States, it is always best for them to apply for a United States 

license. Should an agent speak to a foreign driver who is recently 

licensed, but was insured prior to licensure, he or she inform the 

individual that they will not get a full refund if they cancel their 

existing policy.  If the cancellation is made within the first 60 days 

of the policy term, the company will usually keep a specified sum 

(typically no more than $35.00). If the cancellation occurs after 60 

days, the refund will be made on a pro-rated basis.  

 

In situations where a fully-insured American family is hosting 

a foreign exchange student with an international drivers license, 

coverage under the existing PAP is possible, depending on the 

company’s underwriting guidelines. In most cases, the foreign 

exchange student is covered as a duly-licensed, full-time resident 
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of the named insured’s household. However, because of the 

unusual nature of the situation, the agent is always advised to 

refer to the home office for guidance.  
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Chapter Four 
 

Introduction to Homeowners Insurance 
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For most people, a home represents many things. A goal to 

be realized, a place of security and nurturing, or fond memories of 

time spent with loved ones. On a practical level, it is also the major 

form of wealth that most people will acquire in their lifetimes. 

Homeownership is not, however, only a source of tax deductions 

and equity; it is an investment that must be maintained and 

protected. As such, it is a source of risk exposures, some based 

on physical damage to the structure itself, others that have to do 

with personal liability. 

 
At present, homeowner’s policies are standardized and 

preprinted. They are an outgrowth of the movement toward multi-

line package policies. Today, the homeowner's policies available 

are the product of the ISO's work, and combine the old, mono-line 

policies of property insurance, theft insurance, and liability 

insurance into a single policy. 

 
There are at present six homeowners forms, and three types 

of coverage. The forms relate to the types of structures and 

property covered. The coverages relate to particular perils. The 

basic form, for example, covers 10 named perils listed in the 

property coverage section of the policy. The broad form insures 

INTRODUCTION TO HOMEOWNERS INSURANCE 
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against the above 10 named perils plus six more perils. The 

special form is an inclusive form. It covers any peril not specifically 

excluded in the policy contract.    

 
Homeowners insurance is so broad that we will restrict our 

discussion of the topic to the most popular homeowner’s policy, 

the Homeowners 3 Special Form. This form provides the fullest 

coverage for property available today. It is an open perils policy, 

meaning that it covers all perils except for those specifically 

excluded. 

 

BASIC STRUCTURE OF THE HOMEOWNERS 3 SPECIAL 
FORM 
 

In structure, it is the same as all the homeowner's forms, 

possessing two distinct parts. The first part is the declarations 

page, which includes definitions. The second part is the policy 

forms. 

 
The declarations page is what sets the boundaries of the 

policy in regards to who is covered, and during what time-frame. 

Section I of the policy covers three groups. Obviously, the named 

insured is covered. His or her spouse is also covered, but only if 

the spouse is currently living at the residence. (Residence is a 

significant factor in this form or coverage, and extends protection 

to relatives as well.)  In addition, minors are covered when they 
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are the insured's legal responsibility. The number and types of 

persons covered is stable throughout the life of the contract.   

 
 The life of the contract is determined by the named policy 

period. This is the time frame in which the policy is in force. It is 

typical for the policy to be written for a one-year period, although it 

is possible to write a three-year period. 

 
When a loss occurs, and the insurance company deems that 

it is insurable under the terms of the policy, a deductible generally 

will be paid. The standard deductible is $250.00. This amount is 

changeable, however, and can be written for higher or lower 

amounts. 

 
The declarations page also names the location of the 

covered property. Obviously, this named location is generally the 

insured's dwelling place. There are other possibilities, however, 

such as other structures used as a residence that are not actually 

the insured's house. The insured location is also called the 

described location. This suggests its broadness, and really 

describes the residence in whatever form it takes.  

 
Finally, the perils and situations that are covered are named 

by stating the specific forms and endorsements used to provide 

coverage. This section will state the premium and the amounts of 

available insurance. 
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The policy form is issued by the insurer, and consists of two 

sections. The first section, Section I, describes property 

coverages. This section lists what property is covered, and for 

what perils. It lists the conditions under which the policy is 

honored, and details the responsibilities of the insured and the 

insurer. 

 
The second section of the policy form, Section II, concerns 

liability coverage. Liability situations that are covered are named, 

as are those which are excluded. The conditions under which the 

policy is honored are again listed, as are the responsibilities of the 

insured and the insurer. The responsibilities of any injured person 

are listed. And, finally, any additional related expenses are clearly 

spelled-out. 

 
 

THE FIVE BASIC COVERAGES-SECTION I 
 

Following the declarations and definitions, the specific 

coverages are described. The Homeowners 3 Special form lists 

five basic coverages. The first four are named, specific coverages, 

and the fifth is a bundle of additional coverages. 

 

The first basic coverage is termed "Coverage A", and 

handles the insurance for the actual dwelling. It is also covers 

structures that are attached to the dwelling, the most common 

being the garage. This coverage also extends to any material on 
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the residence premises that is ultimately intended to become a 

part of the dwelling or its attached structures. The minimum 

amount of these coverages varies by company. 

   
"Coverage B" is the second of the five basic coverages. This 

coverage concerns structures other that the dwelling and its 

attached structures.  This means that any building that is on the 

residence premises gains coverage as long as a clear space 

separates it from the dwelling (although a fence is not considered 

an attachment). The amount of coverage for these additional 

structures is determined by a simple formula. The insurer takes 10 

percent of the insurance amount for the dwelling and applies that 

to any loss to additional structures on the residence premises. 

 
 
The third area of coverage, personal property, is extremely 

broad, and includes numerous exclusions that will be discussed in 

detail later. It is important to note that "Coverage C" in Section I of 

the Homeowners 3 Special policy covers the insured's personal 

property anywhere in the world. The amount of insurance on 

personal property is equal to 50 percent of insurance on the 

dwelling. This full amount is available for personal property on the 

residence premise, and for property being moved into the 

residence premise. Thus, the property is insured during the 

process of moving. 
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Property that is borrowed, rented, or in the insured's care is 

also covered. This includes when the property is in the dwelling or 

with the insured anywhere in the world. 

 
"Coverage C" will also specify an extensive list of property 

that is subject to special limits of liability. Most of these can be 

increased by an endorsement or scheduling, but whether higher 

limits are pursued or not, it is vital that the insured be aware of 

 
1. Money and its related forms: $200.00 
 
This includes cash, bank notes, bullion of any type, medals, and coin collections. Coin collections are 
exceptionally important to note, because they are fairly common and can be valued up to thousands 
of dollars. To insure a valuable coin collection for its true amount of worth, it must be scheduled for a 
specific amount.     
 
2. Theft of firearms:  $2000.00 
 
3. Theft of silverware and goldware:   $2500.00 
 
4. Theft of jewelry, watches, and furs:   $1000.00 
 
As theft becomes an increasingly large problem in our society, it is important that 
the insured be aware that certain property articles are "target items," and that there 
is a named limit on the liability for these items. These limits are applicable only in 
the case of theft, however, and the full amount is available if a loss occurs by other 
means. All of the above items can be scheduled for a specific amount. 
 
5. Electronic apparatus used in motor vehicles that can also be used in other places and operated 
from other sources:  $1000.00 
 
This coverage refers to cellular phones, recording devices, computers, etc.. This 
limit is also the result of high rates of occurrence. The limit can be increased by 
endorsement when deemed appropriate. 
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those items which have specific limits. We will list some of the 

most common, and briefly discuss their implications. 

     

Loss of use is the fourth area of coverage. "Coverage D" 

provides the insured with options should the insured's dwelling 

suffer a loss that makes living in it impossible. The options 

available are described as benefits, and are threefold. 

 
First, the fair rental value of the residence premise can be 

paid to the insured. This is the equivalent of the rental value of the 

dwelling that has been made unlivable. This applies when the 

insured rents a portion of the dwelling to others. 

 
The second benefit available is an additional living expense. 

This is simply the amount of money needed by the insured to 

maintain an expected and reasonable standard of living. Thus, the 

cost of finding a temporary apartment and the rent for that 

apartment would be covered as an additional living expense. 

 
The insured has the choice of benefits after a loss has made 

the dwelling unlivable. The payment is made for the shortest time 

to repair or replace the damage, or to relocate. 

 

A third benefit is available under "Coverage D" when a 

government official prohibits the insured from occupying his or her 

dwelling. (This occurs most typically because of gas leakage.)  

Should the government order an insured to temporarily move, then 
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the insurance company will pay additional living expenses or fair 

rental value, but only for two weeks. 

 
The Additional Coverages section supplements Coverages 

"A" through "D". This section names ten additional coverages that 

the insurance company is obligated to meet. 

 

1. Fire department charge 

If an insured is liable for a service charge after calling the fire 
department to save a covered property from an insured peril, the 
insurance company will pay for the charge (up to $500). 
 

2. Stolen or lost credit cards 

The additional coverages section of the Homeowners 3 Special 
form covers the named insured for up to $500.00 for the loss, 
theft, or unauthorized use of any credit cards. 
 

 Both of the above two coverages are considered additional 

insurance. They are provided without a deductible. All of the 

following coverages are subject to the policy’s stated deductible.  

 

3. Debris removal 

The Homeowners 3 Special form will pay the expenses for 
removing debris form a covered property. Debris removal covers a 
broad variety of materials. The debris could be dust, ash, 
shattered glass, or trees.  
 

In the case of fallen trees, however, a number of conditions are 
present. For one, the cost of replacing a fallen tree is not covered; 
only the removal of the tree is covered. Furthermore, the cause of 
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the tree’s falling cannot be intentional. The damages must occur 
because of an action of nature that is covered in the policy. 
 

Debris removal coverage also covers the cost of a neighbor’s tree 
that has fallen onto an insured’s property. In most cases, the cost 
of removing debris is included in the applicable liability—in other 
words, it is carried by liability appropriate for the damaged 
property. However, if the amount paid out in property damage plus 
the cost of removing the debris is greater than the policy limit, an 
additional 5 percent of the amount of insurance is available. 
 

Lastly, in the case of removing fallen trees, the expense of 
removal is covered only up to $500.00. This limit applies for a tree 
from the insured’s residence premises and a neighbor’s tree that 
falls on an insured’s residence premises. 
 

4. Trees and other plants 

Trees and plants of any variety are covered so long as they are 
not grown for profit. The level of coverage per plant cannot exceed 
$500.00. The maximum loss for all trees and plants on the 
residence premises can be as high as 5 percent of the dwelling’s 
insurance. The coverage provided to trees and other plants 
excludes losses caused by wind. 
 

5. Property removal 

Whenever property must be removed from the insured’s dwelling 
because a loss is threatened by a named peril, the property is 
subsequently covered against any peril. This expansion of 
coverage is temporary, lasting no more than thirty days. 
 

6. Collapse 

Collapse does not include settling, shrinking, or bulging. Collapse 
is understood by the policy to mean the falling or damaging of a 
building resulting from specific causes. These causes can include 



Core Concepts – P/C 
 

© American Education Systems, LC 123 

any of the perils named in “Coverage C,” the use of defective 
material or techniques, excessive weight on the building’s 
structure, and/or hidden decay (whether caused by natural aging 
or vermin and insects). 
 

7. Loss assessment 

When property is collectively owned, any loss assessment 
charged to the insured can be covered up to $1000.00 when the 
loss is caused by an insured peril listed in “Coverage A” of the 
policy. 
 

8. Reasonable repairs 

When a covered loss occurs, certain repairs might be necessary to 
protect the property from additional damage. This is a “reasonable 
repair” that is temporary in nature, and does not permanently alter 
the structure of the building. All such repairs are covered under the 
policy. 
 

9. Glass and safety glazing material 

Breakage and damage of glass or safety glazing material that is 
part of the insured building is covered. This coverage is only in 
effect when the building is actually being used, however, and does 
not apply when the building has been vacant for more than 30 
consecutive days directly before the loss occurs.   
 

10. Landlord’s furnishings 

Except for theft, the Homeowners 3 Special form covers all losses 
caused by insured perils to the furnishings in a rental unit. This 
coverage pays up to $2500.00 for the appliances, carpets, and 
furnishings inside a rental unit that are the property of the rental 
unit’s owner. 
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The Homeowners 3 Policy form insures against all losses 

except those that are specifically excluded in the policy. In one 

sense, it is easier to see what the policy excludes from coverage 

than what it specifically covers. 

 
Despite the open perils nature of the policy, there are 

specific named perils that the policy explicitly protects against. 

These are perils concerning personal property.  

 
The homeowner's policy covers property damaged by fire. 

This includes damage not only caused directly by the fire's flame, 

but by the heat generated, the smoke caused, and all efforts made 

to stop the blaze. 

 
Lightning is also covered under the homeowner's policy, as 

is wind and hail. Even the insides of a building can receive 

coverage if reasonable steps were taken to avoid damage (like 

closing and bolting windows) and the storm caused the opening to 

the inside of the building. 

 

Property damage caused by explosions is covered in very 

broad terms. Most explosions, whether from gas lines or a faulty 

furnace, are usually covered. 

 

THE NAMED PERILS INSURED AGAINST 
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Riots are insured against as well, but the definition of a riot is 

fluid, and dependent upon the state in which coverage is sought. 

 

Vandalism is another area that is covered, along with theft. 

Both theft and vandalism are increasing problems in today's world, 

and insurance is one of the most common methods of handling 

this risk. 

 
Physical damage caused by aircraft is covered. The 

definition of aircraft is quite broad, extending from private airplanes 

to commercial jets to missiles and spacecraft. Thus, in the unlikely 

event that another space shuttle accident should occur and 

damage an insured's property, the loss would be covered. 

 
Damage to personal property by a motor vehicle is covered. 

This damage could happen to one's house, for example, if a 

vehicle actually struck the building. But the coverage also applies 

to one's personal property inside of an automobile. Hence, if one's 

skis were destroyed in an auto-accident, the homeowner's policy, 

not the PAP, would cover the loss. 

 
Falling objects that damage personal property are also 

insured against. This damage can be to the outside of a building, 

for example, when a tree falls and damages a section of the roof 

and awnings. The damage can also be to the inside of the 

building, such as when the impact of the falling tree on the roof 

causes a hanging lamp to come crashing down. The key for 
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damage to the inside of the building is that this damage must 

somehow be related to damage initiated by a falling object outside 

the house. 

 
Property damage that results from the accidental discharge 

or overflow of water is covered by the policy, but the cost of 

repairing the system or device from which the water emerged is 

not covered. Water damage here can be from water in the form of 

liquid or steam. 

 
Water damage is also covered against when water takes the 

form of snow, ice and sleet. The damage protected against here is 

usually caused by excessive weight. Any collapse or changing of a 

structure caused by ice, snow, or sleet receives protection under 

this coverage. 

 
When steam or hot water cause bulging, tearing apart, or 

cracking, the property damage is covered. This kind of damage 

usually comes from water heaters, fire sprinklers, or air 

conditioners. 

 
Freezing is covered when proper steps have been taken to 

prevent damage. Thus, if pipes freeze and cause damage to the 

building's plumbing system, the loss is covered provided the water 

was not shut off, and the building's heat was set on some 

minimum level. 
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Accidental damage that occurs from artificially generated 

electrical currents is covered. This generally occurs through power 

surges and shorts. 

 
Finally, losses that are caused by volcanic eruptions, 

however unlikely this might seem in comparison to our other 

named perils, are covered. This damage could occur through the 

actual explosion, lava flow, or ash. 
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The part of the policy that lists the general rules and 

regulations for the insurance coverage described throughout is 

called the conditions section. There are conditions in the 

homeowners policy forms that apply solely to Section I and 

Section II, and there are conditions that are applicable to both 

sections. 

 

 

CONDITIONS APPLICABLE TO SECTION I AND II 
 
 
Policy period 
 
     Losses are only covered when they occur during the active 

policy period. The beginning and ending of the policy period is 

explicitly stated in the policy's declarations. It is put in terms of 

standard time for the insured location. 

 
 
Fraud 
 
     The insurer will not make payments on claims that are 

shown to be fraudulent. Any concealment of material facts, any 

CONDITIONS 
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intentional misrepresentation, or any false statement made by the 

insured in connection with making a claim gives the insurer license 

to challenge payment or services. 

 
 
Waiver of Change of Provisions 
 
     Changes or waivers of any item or provision in the policy 

must be done in writing. The written request for change or waiver 

must then be approved in writing by the insurer. Oral agreements 

that change or waive provisions on the homeowner’s policy are not 

held to be valid. 

 
 
Liberalization clause 
 
     The liberalization clause does just what its name implies: it 

"liberalizes" coverage by broadening it. This is accomplished when 

a revised policy is accepted by an insurer--without an additional 

premium--either within 60 days before the activation of a policy, or 

during the active policy period. This expanded coverage then 

applies automatically to the policy. 

 
 
Assignment 
 
 The homeowners policy is a personal contract, an 

agreement between the insured and the insurer. As such, the 

policy cannot be assigned to another party without the written 

consent of the insurer. On the other hand, the payment of a loss 
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can be assigned to whomever the named insured desires, as this 

represents no change in the risk situation for the insurer.     

 
 
Death of the insured or the insured's spouse 
 
     An exception to the above occurs when an assignment is 

made as a result of the death of the insured and/or his or her 

spouse. In such a situation, coverage automatically continues, 

causing a de facto assignment. In cases where a person has 

taken temporary custody of the deceased insured's property while 

a legal representative is being appointed, the custodian is covered 

as an insured.     

 
 
Subrogation 
 
     The principle of subrogation is brought to bear when the 

insured surrender's his or her rights to seek reimbursement for an 

injury from another party to the insurance company. The insurance 

company pays the loss and then seeks to recover the cost of its 

benefit payment from the injuring party. This principle is 

incorporated into all insurance policies, but the homeowners policy 

presents an exception to this rule. The insured may waive rights of 

recovery against another if the waiver is made in writing before a 

loss occurs.     
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Non-renewal 
 
     A policy need not be renewed by the insurer, provided that 

the insured is given written notice or non-renewal. The notice 

period is 30 days before the expiration date. 

 

 
 
     The homeowners policy can be canceled. Should the 

insured wish to cancel, he or she need only notify the insurer or 

return the policy. The insurer must follow certain guidelines, 

Cancellation 
 
1. Any policy can be canceled by the insurer if the  

insured has failed to pay the premium, with notice 
ten days before cancellation; 

 
2. Any policy that is in effect for less than sixty  days 

that is not a renewal can be canceled for any reaso n, 
with notice ten days before cancellation; 

 
3. Any policy with a policy period that is longer t han 

one year can be canceled for any reason at the 
anniversary date of the policy, with notice thirty days 
before cancellation; 

 
4. Any policy older than sixty days can only be 

changed when there is evidence of 
misrepresentation or fraud or a substantial change in 
risk, with notice thirty days before cancellation.  
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however, in order to cancel a homeowners policy. The possibilities 

are as follows: 

 
 
 CONDITIONS SPECIFIC TO SECTION I 
 
 
Insurable interest and limit of liability 
 
     This condition applies to situations where more than one 

person has an ownership interest in an insured dwelling.  How 

does the insurance company determine the liability for any one 

loss?  The liability is limited to whatever the insured's insurable 

interest is in the property at the time of loss (within the maximum 

amount of insurance stated in the policy).  

 
 
The insured’s duties after a loss 
 

The insured is expected to perform certain duties in the 

event of a loss. Failure to perform these duties can lead to a claim 

being denied. The first two sets of duties are performed more or 

less at the time of loss; the second two sets of duties are carried-

out after a loss while a claim is being processed. 
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Loss settlement 
 
     Covered losses are settled on the basis of either the actual 

cash value or the replacement cost of the property. Generally, 

personal property items are paid-out at the actual cash value of 

the item at the time of loss. The actual cash value is determined by 

subtracting the depreciated value from the replacement cost.  

 

1. Report the loss  
a. Notify the insurer as soon as possible 
b. Notify the police in the event of theft 
c. Notify the credit card company in event of theft  

 
2. Take steps to limit the loss  

a. Protect the property from further damage 
b. Make reasonable repairs to limit additional 

damage 
c. Keep an accurate record of repair expenses 

 
3. Submit proof of loss within 60 days 

a. Keep an inventory of damaged property 
b. Submit a signed and sworn statement of loss 

to the insurer 
 
4.     Cooperate with the insurer 

a. Exhibit the damaged property when requested 
b. Submit to separate questions under oath 
c.    Provide any additional data as requested  
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   More and more situations where property losses have 

occurred have had the losses considered under the broad 

evidence rule. A result of case and state law decisions, the broad 

evidence rule expands the possibility of true indemnification by 

compelling the insurer to consider everything relevant to the 

specific situation when determining actual cash value. The idea is 

that replacement cost and depreciation alone are insufficient for 

returning the insured to the same economic position that existed 

prior to a loss. 

 
   In most cases, covered losses to the insured's dwelling and 

other structures on the residence premises are paid on the basis 

of replacement cost. Moreover, replacement cost is paid with no 

deduction for depreciation. 

 
   Two possibilities occur with replacement cost insurance on a 

dwelling. The first is in effect when the amount of insurance is 

equal to 80 percent of the replacement cost of the structure at the 

time of loss. When this situation applies, the full cost of repair or 

replacement is paid with no deduction for depreciation, up to the 

limits stated in the policy. 

 
   If, on the other hand, the insurance carried is less than 80 

percent of the replacement cost, then the insured receives either 

the actual cash value of the section of the building damaged, or a 

payment based upon this formula:  
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insurance carried ÷ insurance required x amount of 

loss 

 
 
 
Loss to a pair or set 
 
     When a pair or a set of personal property has been lost, the 

insurer can select to replace a part of the pair or set, repair the 

damaged part of a pair or set, or pay the difference between the 

actual cash value of the property before and after the loss. 

 
 
Glass replacement 
 
     In most cases, an additional cost that is the result of a law or 

ordinance is not covered under the homeowners policy. The 

exception to this rule concerns glass replacement. In this case, 

any damage to glass from an insured peril will be replaced with the 

safety glazing material if required to do so by law or ordinance. 

 
 
Appraisal clause 
 
     Occasionally, the insured and the insurer will disagree on the 

amount of a loss. In order to reduce legal costs and delays, and to 

allow for a fair procedure for resolving disagreement regarding the 

amount of a loss, the homeowners policy contains an appraisal 

clause. 
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   When a loss is disputed, either party can demand to resolve 

the dispute by appraisal. Each party selects an appraiser, and 

the two appraisers select an umpire. If they cannot agree on 

an umpire within 15 days, a judge will name one. The decision, 

made in writing by two of the three, is binding on the amount of 

the loss to be paid. 

 
 
Other insurance 
 
     If an insured has insurance in addition to their homeowners 

policy that covers the same property, then only a proportion of the 

loss will be paid by the homeowners policy, with the other insurer 

paying the remaining amount. This is a payment on the basis of 

pro rata liability. 

 
 
Legal action against the insurer 

 
Until all policy provisions have been complied with, an 

insured cannot bring suit against the insuring company. 

Furthermore, legal action must be started within one year after a 

loss occurs. 

 
 

Option to repair or replace  
 

The insurer has the option of repairing or replacing any part 

of the damaged property with like property. Written notice must be 

given to the insured by the company if this option is exercised. 
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Also, while exercising the replacement option allows the insurer to 

meet its contractual obligation to pay a covered loss, this loss 

settlement cost may be lowered. 

 
 

Loss payment 
 
     This condition simply states that it is the insured that 

receives loss payment unless another person has been named in 

the policy. 

 

 

Abandonment of property 
 
     This provision frees the insurer from having to accept an 

insured's abandoned property after the occurrence of a loss. The 

insurer may take the damaged property and repair it, or it may pay 

the actual cash value of the damaged property and take 

the property itself as salvage. 

 
 
Mortgage clause 
 
     The mortgage company has an insurable interest in the 

insured property. The mortgagee protects its insurable interest 

through the mortgage clause in the homeowners policy. Put 

simply, the mortgage clause can name the mortgagee as entitled 

to receive loss payments from the insurer to the level of its interest 

in the property regardless of any policy violation by the insured. 
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   The obligations of the mortgagee under this arrangement are 

fourfold. The insurer must be immediately notified of any change in 

ownership, or any change in risk regarding the insured property. 

Secondly, the mortgagee is required to pay the premium if the 

insured fails to do so. Next, the mortgagee must submit proof of 

loss when the insured fails to do so. Finally, the mortgagee must 

give subrogation rights to the insurer.  
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Exclusions to the coverages in the homeowners policy can 

be divided into several groups. The first set of exclusions is built 

into the named perils and specific coverages.  

 

PROPERTY NOT COVERED UNDER COVERAGE C 
     

 
 
 

EXCLUSIONS FOR SECTION I 

1. Motor vehicles that are subject to motor vehicle 
registration are excluded, as is the equipment specific to 
the motor vehicle. The idea here is to have the coverage 
fall under the personal auto policy and its appropriate 
endorsements. 

 
 
2. Separately described and specifically insured items 

cannot be covered. This is done on the part of the insurer 
from providing duplicate coverage. 

 
 
3. Pets are not insurable under "Coverage C." 
 
 
4. Business records are not insurable under the 

homeowners policy. 
 
 
5. Aircraft and aircraft parts are excluded under "Coverage 

C." 
 
 
6. The property of tenants not related to the insured is 

excluded unless specifically covered by the insured. 
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EXCLUSIONS TO THE ADDITIONAL COVERAGES   
 

 
 
 
EXCLUSIONS BUILT INTO THE NAMED PERILS 
 
 

 
 
 
 
 

1. Trees and shrubs damaged by wind are not covered by 
the policy. 

 
2. The unauthorized use of a credit card by a resident of the 

named insured's household is not covered, nor are the 
credit card losses of an insured covered if he or she has 
not complied with all the terms and conditions of the 
cards. 

1. Damage caused by freezing in a vacant building, or a building that is 
under construction, is not covered. "Vacant" here m eans that the 
building is not furnished, and/or has not been occu pied for 30 days. 

     

1. Freezing and its proximate causes that damage 
specified outdoor property is excluded. 

 
2. Theft is excluded under several circumstances. First, theft 

by an insured is excluded. In other words, an insured 
cannot collect on a loss caused by an insured. This 
generally occurs when a family member steals. Also, theft 
in a dwelling under construction is excluded. Lastly, theft 
that occurs in a part of the dwelling that is rented to 
someone not insured is not covered. 

 
3. Vandalism that occurs during vacancy of a dwelling is 

excluded. 
 
4. Damage from smoke that is the result of agricultural 

smudging or industry is excluded from coverage. 
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EXCLUSIONS FOR NON-FORTUITOUS EVENTS, 
PREVENTABLE LOSSES, AND EXTRAHAZARDOUS RISKS 
 
 

 

The next set of exclusions is twofold. It includes 

exclusions shared by all of the homeowners forms, and exclusions 

specific to Homeowners 3 Special form. 

 
EXCLUSIONS COMMON TO ALL FORMS 
 
 

1. Ordinance or law 
 

Any loss that is caused by a law or ordinance is not 
covered. This loss may take the form of the actual 
demolition of a building, or it may occur in the form of a 
repair or improvement that must be made.  

 
 

1. Normal wear and tear is excluded. A physical loss that 
is the result of normal, restorable deterioration such as 
marring, chipping, and peeling does not receive 
coverage. 

 
2. Defects and mechanical breakdowns do not receive 

coverage. This is a matter for warranties rather than the 
homeowner's policy. 

 
3. Smog, rust, and all corrosive processes are excluded. 
 
4. Named pollutants do not receive coverage for the 

damage they cause. 
 
5. The settling, shrinking, bulging and cracking of 

pavements, patios, foundations, walls, floors, and 
ceilings of the named property is excluded. 

 
6. Damage caused by birds, rodents, vermin and insects 

is excluded from coverage 
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2. Earth movement 
 

Earth movement can take many forms, and the 
earthquake is the most spectacular. It seems that every 
year one hears of the tragic losses suffered by persons 
who have lost their homes to earthquake damage, and 
are not covered because they did not add the necessary 
endorsement to carry this coverage. 
 
Other forms of earth movement that cause damage are 
also excluded, and these include landslides, earth 
sinking, ground shifting, and shock waves from volcanic 
eruptions. 

 
3. Water damage 
 

Some forms of water damage are covered, and we have 
detailed these situations in the preceding sections. Other 
potential forms of water damage are not extended 
coverage. These include floods, waves and tidal water, 
water back-up from sewers, drains, or sumps and below-
the-surface water that causes damage through pressure 
or seepage. 

 
4. Power failure 

 
Coverage is not extended to losses that occur because of 
power failures that originate off of the residence 
premises.  

 
5. Insured’s own neglect 
 

The insurance company will not provide coverage for a 
loss when the insured does not take reasonable steps to 
preserve the property after a loss has been realized. 

 
6. War 

 
As with most property insurance contracts, war is 
considered a catastrophic loss, and is not insurable. It is 
not covered under any homeowners policy. 
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7. Nuclear hazard 
 

Nuclear radiation, contamination, and explosions are not 
covered by the homeowners policy. This exclusion 
applies to slow contamination from leakage as well as the 
more apparent damage that occurs through a major 
accident or malfunction in a nuclear power plant. 
 

8. Intentional loss 
 

Any loss intentionally committed by the insured, or 
anyone under the direction or pay of the insured, is not 
covered. Only unexpected and accidental losses can 
enjoy insurance protection. 

 
CONCURRENT CAUSATION EXCLUSIONS 
 

Concurrent causation is a doctrine that states when a 

property loss can be shown to have been caused by two agents -- 

one that is covered and one that is not -- then the policy will 

provide coverage. The next three exclusions are particular to the 

Homeowners 3 Special form and are specifically designed to 

eliminate coverage for losses that previously would have received 

coverage under the doctrine of concurrent causation. The 

three exclusions possible here are as follows: 

 

1. Weather conditions – when weather conditions contribute to a loss    
     that would be otherwise excluded form coverage. 
 
 
2. Acts or failure to act – when a plan to limit a potential loss is not 

developed, property damage that results from the failure to make 
and implement a needed plan is not covered. 

 
 



Core Concepts – P/C 
 

© American Education Systems, LC 144 

3. Faulty, inadequate, or defective actions, designs, or material 
losses that occur because of faulty planning or defective materials 
that are excluded. 

 
 
    

Section II of the homeowners policy provides liability 

coverage to the insured. To understand the type of coverages this 

section of the policy offers, a brief review of law is necessary.  

 

General law is divided into two categories: criminal law and 

civil law. Criminal law involves a legal wrong committed against an 

individual or society. It can involve the various levels of 

government, from the local all the way up to the federal. Criminal 

law handles wrongdoings that are punishable by 

fines, imprisonment, or execution. 

 
Civil law, on the other hand, concerns legal wrong doings 

that are not typically violations of criminal laws. In addition, civil 

wrongs are generally settled by awards of money damages. 

Breach of contract and torts are the two classes of legal wrongs 

that are covered by civil law. Torts are the most common form of 

legal wrongdoing in the insurance field.  There are four areas of 

torts: negligence, intentional interference, absolute liability, and 

strict liability.  

 

 

 

HOMEOWNERS 3 SPECIAL FORM - SECTION II 
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NEGLIGENCE 
 
     Negligence is also referred to as unintentional tort. It is 

defined as the failure to use the care necessary and required by 

law to protect others from harm. In this situation, a hypothetical 

"reasonable" person is conjured up who provides the standard of 

prudent, responsible action by which others are measured. 

 

   This hypothetical, reasonable person is not the product of 

any one mind. Rather, it is a personified standard that has been 

slowly constructed out of the subjects involved in the particular 

suit, the degree and seriousness of the injury, the skill and 

imagination of the litigants, and, most important of all, legal 

precedent, which is an amalgamation of interpretations and 

decisions. 

 
   For a negligent act to have occurred, four elements must be 

present and apparent. No damages can be collected until a court 

is convinced that all four elements are involved. Foremost, a legal 

responsibility to protect others from injury or harm must exist. Also, 

it must be shown that one has failed to carry out this responsibility. 

This failure could be active (or "positive"), meaning one has done 

something that our hypothetical reasonable person would avoid. 

Or, the failure could be passive (or "negative"), meaning no 

reasonable action was taken. 
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   Third, someone must have suffered damages, injuries, or 

both for an act to be negligent. These damages are determined 

along varying levels of severity, and carry varying dollar amounts.  

 

Finally, a causal relationship must be present for an act to be 

negligent. This is specifically called a proximate cause, and means 

that the connecting sequence of events that begins with the 

alleged negligent act and the occurrence of damages must be 

clear and unbroken. 

 
When people incur legal liability through being deemed 

negligent by court decision, they must pay a named amount to the 

wronged party. These costs can be devastating, and most people 

seek protection from them through insurance. Sometimes this 

insurance is found in a separate, self-standing policy. For the 

homeowner, it can function through Section II of the homeowners 

policy. 

 
Section II provides liability coverage for protection against 

lawsuits that concern the bodily injury or property damage of 

another. This coverage pays the cost of defending the insured as 

well as any damages decided on upon the court, up to the party 

limit.  
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WHO IS COVERED? 
 
     Section II coverage of personal liability is extremely broad, 

and extends the range of benefits in a wide circle. Of course, the 

named insured and his or her spouse are covered. (It should be 

noted, however, that the spouse must be a resident of the 

household in order to enjoy coverage.) 

 
   Those family members who reside in the household are 

covered. This residence is a significant factor, for whereas a son 

or daughter of the insured is covered while away at college, the 

cousin who visits for the holidays is not. 

 
   Minors who are the legal responsibility of the named insured 

are also given coverage. Again, they must be residents of the 

household, not just guests or visitors. 

 
 
THE TYPES OF COVERAGE 
 
 
Personal Liability 
 
   Coverage E in Section II of the homeowners policy is for 

protection against torts of negligence. In other words, if someone 

sues the insured for property damage or personal injury, this is the 

part of the homeowner's policy that "goes to bat" for the insured. 

 
   Coverage E also pays for the costs of defending the insured, 

and prejudgment interest. Prejudgment interest is a sum that the 
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injured party requests on top of the actual judgment. The idea is 

that the process of coming to a legal decision takes time, and 

deprives the injured party use of the money that ultimately will 

come from the damage award. To make up for this loss of use, the 

injured party is awarded interest for that period when he or she 

could not use the claim money. 

 
   The minimum of liability is $100,000. This amount applies to 

legal costs, the damage claim for property damage and personal 

injury, and prejudgment interest. Naturally, with a higher premium, 

the minimum level can be increased. 

 
   A number of items are important to keep in mind when 

considering Coverage E. First of all, since this coverage is based 

upon legal liability and the law of negligence, the insured must be 

shown to be legally liable. This is not accident insurance, and the 

company will not pay for damages without the appropriate legal 

conditions of liability present and apparent. 

 
   Sometimes, the legal action brought against the insured is 

utterly groundless. One can rest assured that all claims will be 

vigorously investigated by the insurance company for fraud. Many 

such claims are defused early on. 

 
   Even when it is apparent that liability on the part of the 

insured does indeed exist, the claim need not go to court. The 

conditions of liability need to be present and apparent, but it does 
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not always take a court to resolve the situation.  As a matter of 

fact, it should be noted that a high percentage of personal liability 

suits are settled out of court. 

 
   The homeowners policy will provide the insured personal 

liability coverage anywhere in the world. This is an impressive 

range of protection, and extends an element of "homes security" 

wherever the insured goes. 

 
   Lastly, the insurance company will pay up to the liability limit 

for each separate occurrence. This is significant to note because 

of the definition of occurrence in this context. Simply put, an 

occurrence means that some damaging action has occurred. It 

might have occurred all at once, as when a satellite dish one has 

set up falls over into the neighbor’s yard and destroys a section of 

their fence. Or, more subtly, an occurrence can be a damaging 

action that has slowly built up over time. Think of a series of 

actions that are damaging, but damaging on such a small scale 

that they are initially not noticed. If the ultimate result of their 

repetition is a sizable accident, the policy will count this as an 

occurrence that is insured up to the liability minimum of the 

coverage. 

 
 
Medical Payments to Others 
 
     Coverage F of the homeowners policy is different from 

Coverage E in a number of ways. It is not based on negligence 
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and the tort liability system, and is effectively an accident policy. 

Certainly, a lawsuit might arise from an injury, but often suits have 

a time delay effect. In other words, an injury occurs, and the 

injured party only sues after "thinking about it." In such a situation, 

the policy would pay medical expenses for the injured party (up to 

the policy limit) under Coverage F immediately after the accident 

occurred. If the insured were subsequently sued, Coverage E 

would take over. 

 
   Coverage E is also different from the medical payments to 

others coverage because payments are made on per person 

rather than per occurrence rates. In addition, the liability limit is 

significantly lower. The minimum liability level is $1000. This limit 

can naturally be increased with a higher premium, but generally 

$5000 is the maximum. 

 
   Coverage F is designed to pay the necessary and 

reasonable expenses of an injured party. The idea is that the 

expenses are paid directly after the injury, as the level of coverage 

is relatively low. Still, some injuries possess characteristics that 

require treatment over a period of time. Coverage F will pay its full 

liability limit up to three years after an accident. 

 
   The types of medical treatments available are quite broad. 

The possibilities include hospital services, surgery, X-rays, dental 

care, ambulance services, and prosthetics. Furthermore, the costs 
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of funeral services are also covered up to the liability limit under 

the policy. 

 

   The individuals covered under this section of the policy are 

found in two groups. The first group consists of any persons 

injured while on the insured location with the insured's permission. 

This element of permission is significant, and disallows absurd 

situations as trespassers seeking coverage for injuries sustained 

while trying to rob an insured's home. 

 
   The second group that can potentially seek coverage is 

made up of persons who are injured off the insured location, but 

meet a number of conditions. 

 
   If another person is injured because of the actions of an 

insured, that person is covered. In this case, the insured carries 

his or her policy anywhere in the world. 

 
   Any animal owned by the insured also carries the policy with 

it off of the insured location. Thus, if an insured's dog wanders 

from the yard and bites a neighbor's child in the street, the child is 

covered. 

 
   And finally, any residence employee of the insured is 

protected by Coverage F of the homeowners policy. This coverage 

applies to the residence employee whether the injury occurred on 

or off of the insured location. 
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ADDITIONAL COVERAGES UNDER SECTION II 
 
     Section II of the homeowners policy also provides an 

Additional Coverages section. These benefits extend beyond 

Coverages E and F, and are common to all the homeowners policy 

forms. 

 
   The first of the Additional Coverages is the payment of claim 

expenses. This is the section of the policy that pays the expenses 

of the liability process. The most obvious of these expenses are 

found in court costs and attorney's fees. But there are other 

possible expenses that can be incurred, including premiums on 

appeal bonds when a decision is appealed to a higher court, the 

expenses the insured incurs at the insurer's request, and interest 

on a judgment that has been made, but has not begun payment. In 

addition to all of this, the company will compensate the insured for 

up to $50 per day for loss of earnings due to time off from work. 

 
   First aid expenses are also paid under the Additional 

Coverages section of the homeowners policy. First aid expenses 

are those immediate expenses incurred when helping someone 

that has been injured. The most common example of this is the 

cost of calling an ambulance. 

 
   There is an additional amount of insurance that can be 

applied to property damage of others that is caused by the 
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insured. This is for situations where the law of negligence is not 

employed, and the intent is to avoid difficult and uncomfortable 

legal proceedings between friends and neighbors. The amount 

of coverage is no more than $500. 

 
   The fourth and final benefit found under the Additional 

Coverages section of the homeowners policy pertains to loss 

assessment. 

 
 
SECTION II EXCLUSIONS 
 
     The three various coverages in the Section II portion of the 

homeowners policy are not without exclusions. There are four sets 

of exclusions in the Section II portion, and they are divided as 

follows:  personal liability exclusions; medical payments to others 

exclusions; personal liability and medical payments exclusions; 

and lastly, exclusions for the damage to property of others portion 

of the Additional Coverages. 

 
 
COVERAGE E EXCLUSIONS 
 
     Coverage E of Section II excludes coverage to the property 

damage of the insured's own personal property. The broad 

definition of the insured also catches the insured's spouse, 

children, and resident, dependent minors in its net. While at first 

this exclusion seems confusing, one need only bear in mind the 

principle that underlies it. The insured cannot be liable to itself. 
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Property that the insured has temporarily "owned" through renting, 

borrowing, or occupying is also excluded from coverage. 

 

   If an insured receives a bodily injury, he or she is 

not covered. In other words, an insured that is negligently injured 

cannot collect damages under this coverage. The injured party 

would have to pursue action through the legal system in the form 

of a lawsuit. 

 
   In most cases, the policy will not cover the insured when 

liability arises out of the insured's own contractual liability. The 

only time when the liability under a contract or agreement is not 

excluded is when the contract relates in some direct way to the 

ownership or maintenance of an insured location. Another 

possibility where this exclusion will not apply is when the insured 

has willingly assumed the liability of others prior to an occurrence. 

An example of such an assumption of liability is providing 

coverage to renters under the written lease. 

 
   Another occasion for exclusion arises out of the insured's 

involvement in a legal association, such as an apartment 

cooperative or a lake owner's association. Any loss assessed and 

leined on the insured is not paid for under Coverage E of the 

policy. 

 
   Furthermore, as in the case of most forms of personal 

property insurance, the homeowners policy can in no way pay out 
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benefits when the injured person is eligible for workers 

compensation. It does not matter whether the workers 

compensation benefits are voluntary or mandatory; bodily injury 

liability is excluded whenever there is eligibility for benefits under 

workers compensation. 

 
   Also excluded are liability losses caused by nuclear energy 

accidents and radioactive contamination. Protection from liability 

that is caused by nuclear energy is best sought for under a nuclear 

energy liability policy. Such a policy is available through a nuclear 

energy pool, and offers broad coverage specifically for nuclear 

energy losses. 

 
 
COVERAGE F EXCLUSIONS 
 
     Two areas of exclusion are very similar to those discussed 

above for Coverage E. First, medical payments are not made 

whenever the injured person is eligible for benefits under workers 

compensation. It does not matter whether the workers 

compensation coverage is voluntary or mandatory. 

 
   Also, as in Coverage E, nuclear energy incidents that result 

in losses are excluded coverage. In this case, medical payments 

would not be paid for any bodily injury sustained from a nuclear 

accident or contamination. 
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   Another exclusion for Coverage F occurs when a regular 

resident of the insured location is injured. In this case, unless that 

person is also employed by the insured, he or she will not receive 

medical payments. 

 
   Likewise, an employee of the insured who is injured off of 

the residence premises is not afforded coverage. Thus, the policy 

is not mobile for the insured's employees, and is bound to injuries 

occurring on the insured location. 

 
 
EXCLUSIONS APPLICABLE FOR PERSONAL LIABILITY AND 
MEDICAL PAYMENTS 
 
     Foremost among the exclusions that are valid for both 

personal liability and medical payments to others is the intentional 

injury exclusion. Because intentional damage to property and 

intentional injuries are both actions contrary to the public interest, 

they are excluded coverage. 

 
   Business related losses are also not covered. This is 

applicable in situations where the home is also the office, or site of 

business activity. This exclusion extends from such "typical" home-

business as daycare to the professional activities of lawyers and 

doctors. 

 
   Rentals are a form of business activity that are generally 

excluded, but may be covered under certain situations. They are 
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generally excluded so as to prevent the large landlord from 

insuring at a rate identical to the individual homeowners. For the 

homeowner can rent a portion of the insured location and still 

retain coverage so long as the rental is to no more than two 

persons in a single family unit. Also, coverage is not excluded if 

the residence is only occasionally rented. 

 
   Liability occurring from an incident with a motor vehicle is 

generally excluded. The homeowners policy cannot overlap with 

the personal auto policy. The situations where motorized vehicles 

are not excluded are as follows: trailers not towed by a motor 

vehicle; off-road recreational vehicles owned by the insured and 

on the insured location; golf carts while in use on the golf course; 

motor vehicles not subject to registration that are used for the 

maintenance of the residence, or by the handicapped. 

 
   Watercraft are broadly excluded by the homeowners policy. 

This broad exclusion is followed by a series of exceptions, all of 

which are based upon factors having to do with the watercraft. For 

example, if the watercraft is a sailing vessel, it is covered when 

less than 26 feet in overall length and owned or rented by the 

insured.  

 
   When powered by a motor, horsepower becomes a crucial 

factor in determining whether or not the watercraft is excluded. 

Thus, watercraft with an inboard or inboard-out-drive engine of 

more than 50 horsepower are covered if not owned or rented by 
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the insured. If the motor is an outboard and less than 25 

horsepower, it can be covered even if it is owned or rented by the 

insured. On the other hand, if the watercraft is powered by more 

than one outboard motor of less than 25 horsepower, it generally 

cannot be covered if the insured owns or rents it. But if the insured 

purchased the watercraft before the policy period, or if a written 

intention to insure was made to the insurance company within 45 

days from the point of purchasing the watercraft, it can be covered. 

 
   Any liability arising out of incidents with aircraft is also 

excluded. In this case, aircraft is the term that designates any 

vehicle that flies and is used for transportation. 

 
   Acts of war are not covered under the policy. Losses arising 

out of the (accidental or intentional) use of nuclear weapons are 

not covered. 

 
   The AIDS crisis has led to another exclusion; the liability 

originating from the transmission of disease is excluded for both 

personal liability and medical payments coverage. While AIDS is 

the most dramatic example, the exclusion applies to any 

transmittable disease. 
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EXCLUSIONS UNDER THE ADDITIONAL COVERAGES 
 
     The section of Additional Coverages requiring a list of 

exclusions is the damage to property of others. The possibilities for 

exclusion here are fivefold: 

 
1. The company will not pay for property damage to the 

extent that it is not recoverable under Section I of the 
policy; 

 
2. The company will not pay for property that has been 

intentionally damaged by an insured who is 13 years of 
age or older; 

 
3. The company will not pay for physical damage to 

property owned by the insured;  
 
4. The company will not pay for physical damage to 

property owned or rented to a tenant or member of the 
insured’s household;  

 
5. The company will not pay for physical damage or 

losses arising out of the following: a business engaged 
in by the insured, acts or omissions in connection with 
a premises owned, rented, or controlled by an insured 
(except the insured location named in the 
declarations); the ownership, maintenance, or use of 
aircraft, watercraft, or motor vehicles. 

 
 
 

Illegal activities, such as drug abuse, physical abuse, and 

sexual misconduct are also explicitly excluded under both 

personal liability and medical payments to others. Drug abuse in 

this context is a broad category, and refers to not only the use of 
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illegal drugs, but to their manufacture, sales, and delivery as well. 

An illegal drug is any classified as such by the Food and Drug 

Law. (Obviously, the use of any drug prescribed by a licensed 

physician is not subject to this exclusion.) 
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It is hardly a well-kept secret that we live in a litigious 

society. Each day, the newspapers are filled with stories about 

persons taking legal action, while the television blares-out the 

latest sensational lawsuit. Such catastrophic lawsuits have 

become a part of the cost of living. 

 
The most obvious class of persons who are in danger of 

being slapped with a potentially ruinous suit would be the 

professionals. Doctors, surgeons, dental workers, attorneys, and a 

whole host of other workers who perform vital, specialized tasks 

are in constant danger of being sued. Yet, in today's world, they 

are hardly alone. 

 
Another category of persons needing protection is not 

defined by occupation, but rather financial resources. Anyone with 

significant assets can find him or herself the target of an 

opportunistic lawsuit, often with ruinous results. 

 
Our culture has become so prone to legal action, however, 

that it is now not only the wealthy that need to guard against being 

sued. Today, even "ordinary people" are finding themselves on the 

receiving end of lawsuits that exceed the liability limits of their 

PERSONAL UMBRELLA POLICY 



Core Concepts – P/C 
 

© American Education Systems, LC 162 

basic insurance. The outcome is often financial difficulty, up to and 

including catastrophe. 

 
One popular strategy to meet this challenge is to make use 

of the personal umbrella policy. A non-standard contract, the 

umbrella policy is a broad-based coverage that handles liability 

exposures connected with the home and automobile, as well as 

recreational vehicles and sports activities. 

 

The personal umbrella policy is "extra" insurance; it is 

insurance that extends over and beyond what one's basic, 

underlying insurance contracts cover. Generally, it is written for $1 

million to $10 million dollars. One of the elements that makes the 

umbrella policy popular is that it is not perceived to be overly 

expensive for the amount of protection it affords. Often, a premium 

of $250 can buy a $1 million policy that significantly expands one's 

coverage. 

 
The most striking aspect of the umbrella policy is its 

underlying coverage requirements, and its self-insured retention 

component. The underlying coverage amounts vary from company 

to company. What is important to emphasize here is that an 

umbrella policy cannot be purchased instead of a homeowner’s 

policy or a personal auto policy. The umbrella policy will "kick in" 

and pay only after the base amount of the underlying contracts 

have paid-out to their full limits. If for some reason the underlying 
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amounts are not maintained, the umbrella policy will not make-up 

the difference. Instead, the umbrella policy acts as though the 

underlying amounts had been maintained, and only pays out the 

amount it would have been expected had the underlying amounts 

remained active and current. 

 
When a loss occurs that is not covered by the underlying 

insurance, but is included in the umbrella policy, then the insured 

must pay a self-insured retention fee. This is roughly analogous to 

a deductible. Such losses generally occur from libel and slander 

cases, but many more possibilities exist, such as humiliation, 

defamation of character, false arrest and imprisonment, and 

invasion of privacy. 

 
The coverage afforded through the umbrella policy is 

extremely broad. It includes property damage, personal injury, and 

liability property damage. The definition of personal injury is 

generously inclusive, and embraces bodily injury, disability, shock, 

mental anguish, and disease. 

 
The umbrella policy, like all insuring agreements, comes with 

exclusions. These can be far-reaching, and this course will cover 

just a few of the most common. 
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Typical Umbrella Policy Exclusions  
 
1. Workers compensation 
 
As with most insuring agreements, workers compensation 
cannot be supplemented by a policy. Any obligation that the 
insured owes under workers compensation is not covered. 
 
2. Intentional acts 
 
A covered person who intends to cause personal injury or 
property damage will not receive coverage.     
 
3. Business operations 
 
Liability arising out of a business pursuit is not afforded 
coverage. 
 
4. Professional liability 
 
Liability that occurs from professional activities is generally 
excluded. It can be purchased, however, by a special 
endorsement. 
 
5. Aircraft 
 
Liability resulting from any aspect owning, maintaining, or 
using aircraft is most always excluded from the umbrella 
policy. 



Core Concepts – P/C 
 

© American Education Systems, LC 165 

 

HOMEOWNERS POLICY 4 – CONTENTS BROAD FORM 
 

 

 The Homeowners Policy 4 Content Broad Form is designed 

to meet the needs of renters; hence, this policy form is often 

simply referred to as renters insurance. This insurance applies to 

the most typical forms of rental residences: houses, apartments, 

flats, and studios. Like the Homeowners 3 Special Form, this 

policy is divided into a property coverage section and a liability 

coverage section.  

 

 Renters face many of the same risk exposure as 

homeowners. Nevertheless, even though most renters need this 

form of coverage, the majority of renters possess no coverage. 

The relatively low cost of this coverage, combined with the unmet 

need, make this an undeveloped insurance market.  

 

 The renters policy follows the standard format. A 

declarations page lists the insured’s name, the location of the 

insured premise, the policy period, the available coverages, and 

the applicable limits of liability and deductibles.  

 

 The policy also possesses a definitions page. This section 

states that in the policy, “you” and “your” denotes the named 

insured, and “we,” “us,” and “our” refers to the insurance company. 

Specialized terms relating to the coverages, such as “insured 
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location,” “motor vehicle,” “bodily injury,” etc. are also defined. The 

terms are bolded or underlined throughout the policy text. 

 

 

Coverage B – Personal Property 

 

Renters insurance property coverage is listed under 

Coverage B of Section I in the policy. This coverage is termed 

Personal Property Coverage.  

 

 This policy covers personal property owned or used by an 

insured anywhere in the world. The insured may also request that 

the company cover personal property owned by others while it is 

on the part of the residence premises exclusively occupied by the 

insured. In addition, the insured may also request the company to 

cover the personal property owned by a guest or a residence 

employee when this property is in any other residence occupied by 

the insured.  

 

Under this policy section, the company states that it will 

cover personal property in the insured’s residence for up to 

$1,000, or 10% of the Coverage B limit, whichever is greater. The 

limitation does not apply to personal property the insured has 

begun moving into a newly acquired principal residence for the 

first 30 days after the move was begun. This coverage does not 

apply to the actual residence premises.  
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Special Liability Limits 

 

 The policy contains a series of special liability limits. These 

limits do not increase the Coverage B limit. The stated limit for 

each of the following categories is the total limit for each loss for all 

of the property in that category. 

 

• Money, bank notes, bullion, gold (other than goldware), 
silver (other than silverware), platinum, coins, and 
metals 
 
$200 

 
• Property used or intended for use in a business, including 

merchandise held as samples for sale or for delivery after 
sale7 

 
$1,000 while on the residence premises 
$250 while off the residence premises 

 
 

• Securities, accounts, deeds, evidences of debt, letters of 
credit, notes (other than bank notes), manuscripts, 
passports, tickets, and stamps 

 
$1,000 
 

• Watercraft, outboard motors, their trailers, furnishings, 
and equipment 

 
$1,000 

                                                           
7 Electronic data processing equipment or the recording or storage media used with that equipment is 
not included under this coverage. 
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• Trailers not used with watercraft 
 

$1,000 
 
 

• Loss by theft of jewelry, watches, fur garments, garments 
trimmed with fur, precious and semi-precious stones 

 
$1,000 

 
 

• Loss by theft of firearms 
 

$2,500 
 
 

• Loss by theft of silverware and goldware 
 

$2,500 
 
 

• Home computers and equipment, including the recording 
or storage media used with the equipment. There is no 
coverage, however, for home computers, peripheral 
equipment, and storage media when located away from 
the residence premises.8 An insured student’s equipment 
and media are covered while at a residence away from 
home 

 
$5,000 

 
 

• Loss by theft of rugs, carpets (except wall-to-wall), 
tapestries, wall-hangings 

 
$5,000 on any one article 
$10,000 in the aggregate 

                                                           
8 An exception to this exclusion occurs when the computer, equipment, or storage media is removed 
from the residence premises for the purpose of repair, servicing, or temporary use. 
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Property Not Covered 
 
 The company will not cover the following losses to personal  

property through the Homeowners 4 Form. 

 

• Articles that are separately described and scheduled in 
this or any other insurance; 

 
• Animals, birds, or fish; 

 
• Any engine or motor powered vehicle or machine 

designed for movement on land;9 
 
• Devices or instruments for sound reproduction and 

recording that are permanently installed in a motor 
powered vehicle. Mediums used for the reproduction and 
recording of sound are also not covered; 

 
• Aircraft and aircraft parts; 

 
• Property of roomers, boarders, tenants, and other 

residents not related to an insured. 
 

• Property regularly rented or held for rental to others by an 
insured. This exclusion does not apply to property of an 
insured in a sleeping room rented to others by an insured. 

 
• Property rented or held for rental to others away from the 

residence premises. 
 

• Citizens band radios, radio telephones, radio 
transceivers, radio transmitters, antennas, and radar 

                                                           
9 However, the company will pay for motor powered vehicles designed for land use but not licensed 
for use on public highways. To receive coverage they must be used solely to service the insured 
location and/or designed for assisting the handicapped. 
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detectors while located in or upon a motor powered 
vehicle. 

 
• Books of account, abstracts, drawings, card index 

systems, and other similar records.10 
 
• Recording or storage media for electronic data processing 

that cannot be replaced with other of like kind and quality. 
 
 
 

Coverage C – Loss of Use 
 
   

The loss of use section provides coverage for the insured 

should the residence premises become temporarily unlivable. This 

coverage portion of the policy has three parts. 

 

• Additional living expense 
 

If a covered cause of loss renders a resident premises 
unlivable, the company will cover the necessary increase 
in cost to maintain the insured’s standard of living. The 
company will pay for the shortest time needed to (1) 
repair or replace the resident premises or (2) relocate the 
insured’s household. The policy provides payment for up 
to twelve months. This twelve-month period is not limited 
by the policy’s expiration. 

 
 

• Fair rental value 
 

If a covered cause of loss renders a rented unit or space 
unlivable, the company will cover its fair rental value. 

                                                           
10 This exclusion does not apply to blank books, cards, etc. It also does not apply to magnetic storage 
and recording media such as film, tape, disc, etc. 
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This payment shall be for the shortest time necessary to 
repair or replace the damaged part of the premises. This 
coverage is payable for up to twelve months; the 
payment period is not limited by the policy’s expiration. 

 
 

• Prohibited use 
 

If a governmental authority prohibits the use of a 
residence premises because of direct damage to a 
neighboring premises by a covered cause of loss, the 
company will pay for any resulting additional living 
expense and/or fair rental value. This coverage is for a 
period of up to two weeks while use is prohibited.  

 
 

Additional Coverages – Section I 
 
 
 The policy offers fourteen additional coverages in this 

section. The additional coverages include the following: 

 

1. Debris Removal 

 

The company will pay for the reasonable expenses to 
remove property damaged by a covered cause of loss.  

 
 
2. Temporary Repairs 
 

The company will pay for the temporary repairs incurred to 
protect covered property from further damage or loss. This 
coverage does not increase the limit applying to the property 
being repaired. 
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3. Trees, Shrubs, and Other Plants 
 

The company will pay for physical damage or loss to outdoor 
trees, shrubs, plants, or lawns on the residence premises 
caused by the following perils: 
 
• Fire or lightning 
 
• Explosion 

 
• Riot or civil commotion 

 
• Aircraft 

 
• Vehicles not owned or operated by a resident of the 

residence premises 
 

• Vandalism or malicious mischief 
 

• Theft 
 

The limit for this coverage is 10% of the limit applying to 
Coverage B. This limit includes the cost of removing debris. 
The company will not pay more that $500 for any one 
outdoor tree, shrub, or plant. This limit includes the debris 
removal expense. This coverage does not apply to trees, 
shrubs, or plants that are grown for business purposes.  
 
 

4. Fire Department Service Charge 
 

The company will pay up to $500 for fire department 
charges. No deductible applies for this coverage. 
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5. Property Removed 
 

When covered property is removed from the residence 
premises because it is endangered by a covered peril, it still 
is eligible for coverage. This coverage applies for 30 days 
while it is at the new location. The company will also pay for 
the reasonable expenses incurred by the insured while 
removing and returning the covered property. 

 
6. Credit card, bank fund transfer card, forgery, and counterfeit 

money 
 

The company will pay up to $1,000 for the following loss 
situations: 
 
• The theft or unauthorized use of credit cards and bank 

fund transfer cards issued to or in the insured’s name11 
 
• Forgery or alteration of any check or negotiable 

instrument 
 

• Acceptance of counterfeit United States or Canadian 
currency 

 
No deductible applies for this coverage. 

 
 
7. Power interruption 
 

The company pays for losses or physical damage caused 
directly or indirectly by a change of temperature resulting 
from power interruption on the residence premises. The 
interruption must be caused by a covered peril, and the 
power lines off the residence premises must remain 
energized.  

 
                                                           
11 If the insured has not complied with all the terms and conditions under which the cards are issued, 
the company will not pay 
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8. Refrigerated products 
 

The company will pay for the loss of contents in an on-
premises refrigerator or freezer caused by power loss or 
mechanical failure. If the loss was caused by a power failure, 
the source of the failure cannot be (1) the removal of a plug 
from an electrical outlet or (2) turning off an electrical switch. 
The insured must take all reasonable steps to protect the 
insured loss from further damage. This coverage does not 
increase the limit applying to the damaged property. 

 
 
9. Arson reward 
 

The company will pay $1,000 for information leading to an 
arson conviction connected with a fire loss to the insured 
property. The $1,000 limit is not increased regardless of the 
number of persons providing information. 

 
 
10. Building additions and alterations 
 

The company covers additions, alterations, and 
improvements made to the residence premises at the 
insured’s expense. The limit of liability for this coverage is 
15% of the limit available for Coverage B. 

 
 
11. Volcanic action 
 

The company will pay for direct physical loss to property due 
to volcanic blast, airborne shock waves, ash or particulate 
matter, or lava flow. The company will also pay for the 
removal of the ash or particulate matter that has caused the 
damage. 
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12. Collapse 
 

The company will pay for direct physical loss to property due 
to the collapse of a building or any part of a building by one 
or more of the following: 
 
• All perils described in Section I – Losses Insured, 

Coverage B 
 
• Hidden decay 
 
• Hidden insect or vermin damage 
 
• Weight of the building’s contents, equipment, animals, or 

people 
 
• Weight of ice, snow, sleet or rain 
 
• Use of defective materials or methods in construction, 

renovation, or remodeling (if the collapse occurs during 
the course of construction, renovation, or remodeling)  

 
“Collapse” does not include settling, cracking, shrinking, 
bulging, or expansion.  
 
This coverage does not increase the limit applying to the 
damaged property. 

 
 
13. Locks 
 

The company will pay reasonable expenses incurred for re-
keying locks on exterior doors of the residence premises. 
There is no deductible for this coverage. 
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14. Temporary living expense allowance 
 

If the residence premises is made unlivable by earthquake, 
landslide, or volcanic action--or if use of the residence 
premises is prohibited by a governmental authority due to 
these perils—the company will pay up to $2,000 to cover 
necessary costs for the insured to maintain his or her 
standard of living. 

 
 
 

Covered Perils – Section I 
 
 
 The Homeowners 4 Form will cover seventeen perils. These 

perils mirror the insured perils listed in the Homeowners 2 Broad 

Form. The insured perils are covered except as provided in the 

Losses Not Insured part of Section I. 

 

 The company will cover up to the applicable limits of the 

policy for losses incurred by the following perils: 

 

1. Fire or lightning 

 

2. Windstorm or hail 

This coverage includes physical damage or loss to 
watercraft of all types, their trailers, furnishings, equipment, 
and outboard motors, while inside a covered building. 
 
This coverage does not include physical damage or loss to 
property caused by rain, snow, sleet, sand, or dust unless 
these perils cause a direct opening in a roof or wall of the 
covered building. Physical damage or loss to covered 
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property by these perils entering through a direct opening in 
a roof or wall will receive coverage. 
This coverage does not apply to physical damage or loss to 
outdoor antennas caused directly or indirectly by ice (other 
than hail), snow or sleet. 

 
 
3. Explosion(s) 
 
 
4. Riot or civil commotion 
 
 
5. Aircraft, including self-propelled missiles and spacecraft 
 
 
6. Vehicles 
 
 
7. Smoke 
 

This coverage applies to the sudden and accidental 
discharge of smoke. It does not cover agricultural smudging 
or smoke from normal industrial operations. 
 
 

8. Vandalism and malicious mischief 
 
 
9. Theft 
 

This coverage includes actual and attempted theft. It also 
includes theft from a known location when it is probable that 
the property has been stolen.  
 
This coverage does not include the following: 
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• Loss of a precious or semi-precious stone from its setting; 
 
• Loss caused by theft committed by an insured or any 

other person who regularly resides at the insured 
premises 

 
• Loss caused by theft in a residence under construction 

 
• Theft of building materials or supplies in a building under 

construction 
 

• Theft by a tenant, member of the tenant’s household, or 
employees from a part of the residence premises rented 
to others 

 
• Theft of money, bank notes, bullion, gold, goldware, 

silver, silverware, pewterware, platinum, coins, medals, 
securities, checks, money orders and other negotiable 
instruments, accounts, deeds, evidences of debt, letters 
of credit, notes other than bank notes, manuscripts, 
passports, tickets, stamps, jewelry, watches, fur and fur-
trimmed garments, precious stones, and semi-precious 
stones 

 
 
10. Falling objects 
 

This does not include physical damage or loss to property 
contained in the primary residence unless the roof or exterior 
wall is first damaged by a falling object. Damage to the 
falling object itself is not included in this coverage. 
 
 

11. Weight of ice, snow, or sleet 
 

This coverage applies to damage caused by the weight of 
ice, snow, or sleet to the inside of the insured building 
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12. Sudden and accidental discharge or overflow of water or 

steam from within a plumbing, heating, air conditioning or 
automatic fire protective sprinkler system, or from within a 
household appliance 

 
The coverage does not include the following: 
 
 
• Physical damage or loss to the actual system or 

appliance from which the water or steam escaped; 
 
• Physical damage or loss caused by or resulting from 

freezing; 
 

• Physical damage or loss caused by or resulting from 
water outside the plumbing system and entering through 
the sewer drains, water overflowing from a sump pump, 
sump well or other system designed to remove 
subsurface water; 

 
• Physical damage or loss caused by or resulting from 

continuous seepage or leakage of water or steam that 
occurs over a period of time and results in deterioration, 
corrosion, rust, mold, or rot. 

 
 
13. Sudden and accidental tearing asunder, cracking, burning, 

or bulging of a steam or hot water heating system, an air 
conditioning or automatic fire protective sprinkler system, or 
water heating appliance 

 
The coverage does not include the following: 
 
 
• Physical damage or loss caused by or resulting from 

freezing; 
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• Physical damage or loss caused by or resulting from 
continuous or repeated seepage or leakage of water or 
steam that occurs over a period of time and results in 
deterioration, corrosion, rust, mold, or rot. 

 
 
14. Freezing of a plumbing, heating, air conditioning or 

automatic fire protective sprinkler system, or of a household 
appliance12 

 
 
15. Sudden and accidental damage to electrical appliance, 

devices, fixtures, and wiring from an increase or decrease of 
artificially generated electrical current. The company will pay 
up to $1,000 for each damaged item described. 

 
 
16. Breakage of glass or safety glazing material 
 
 
 

Exclusions – Section I 
 
 

 While the Homeowners 4 Form provides broad coverage, it 

is not an open perils policy. The company will not insure under any 

coverage for any loss caused by the following: 

 

1. Ordinance or law 

This refers to the enforcement of any ordinance or law 
regulating the construction, repair, or demolition of a building 
or other structure unless specifically provided for in the 
policy 

                                                           
12 This does not include a loss on the residence premises when it is vacant, unoccupied, or being 
constructed unless the insured can demonstrate the exercise of reasonable care. 
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2. Earth movement 

Earth movement includes, but is not limited to, earthquake, 
landslide, mudflow, sinkhole, subsidence, and erosion. It 
refers to the range of sinking, rising, shifting, expanding, and 
contracting of earth, whether combined with earth or not. 
Earth movement also includes volcanic explosion or lava 
flow, except as specifically provided for in Section I—
Additional Coverages, Volcanic Action. 
  
However, the company will pay for direct loss by fire, 
explosion (other than volcanic), theft, or breakage of glass or 
safety glazing resulting from earth movement (provided the 
loss is itself an insured loss). 
 
 

3. Water damage 

Water damage refers to the following: 

• Flood, surface water, waves, tidal water, overflow of a 
body of water, or water spray; 

 
• Water from outside the plumbing system that enters 

through sewers or drains, or overflows from within a sump 
pump, sump pump well, or other system designed for 
removing subsurface water; 

 
• Natural water below the surface of the ground, including 

water that exerts pressure on the building structure, or 
seeps through paved surfaces 

 
 

4. Neglect 

Neglect refers to the failure to use reasonable care to save 
and preserve property after a loss, or when property is 
endangered. 
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5. War 

“War” includes undeclared war, civil war, insurrection, 
rebellion, revolution, or warlike actions by governmental 
military personnel. Discharge of nuclear devices, even when 
accidental, is considered an act of war. 

 
 
6. Nuclear hazard 
 

Nuclear hazard includes nuclear reaction, radiation, and 
radioactive contamination, whether controlled or 
uncontrolled. 

 
 
 
 In addition, the company will not pay for losses resulting 

from inadequacy in the following areas: 

 

• Planning, zoning, development, surveying, and siting; 

 

• Design, specification, workmanship, construction, and 

grading; 

 

• Materials used in construction or repair; 

 

• Maintenance. 
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Section I – Conditions 

 

 Section I lists its own specific set of conditions applicable to 

the insured. There are thirteen conditions in this section. 

 

1. Insurable interest 
 
Even if there is more than one party with an insurable 
interest in the covered property, the company will not be held 
liable for an amount greater than the insured’s interest. The 
company will also not be held liable for amount that is larger 
than the applicable limit of liability. 

 
 
2. Insured’s following a loss 
 

After a loss caused by an insured peril, the insured must 
complete the following actions: 
 
a. Give immediate notice to the company or the servicing 

agent.  
 
b. Give immediate notice to the police if the loss is 

caused by theft.  
 

c. Give immediate notice to the applicable financial 
institution if the loss involves a credit or direct check 
card. 

 
d. Protect the damaged property from further damage or 

loss, including making reasonable and necessary 
repairs and maintaining accurate records pertinent to 
the temporary repairs. 
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e. Prepare an inventory of the damaged or stolen 
personal property, complete with all available relevant 
documentation (i.e. bills, receipts, logs, etc.) 

 
f. As often as is reasonably required, the insured will: 

 
i. Exhibit the damaged property; 
 
ii. Provide the company with relevant documents 

and records, and allow photocopies to be made; 
 

iii. Submit to and subscribe, while not in the 
presence of any other insured, statements and 
examinations under oath; 

 
iv. To the extent to which it is the insured’s power to 

do so, produce employees, members of the 
insured’s household, or others for an 
examination under oath. 

 
 

g. Submit to the company, within 60 days after the 
physical damage or loss, a signed, sworn proof of loss 
that details the following: 

 
i.     The date, time, and cause of the damage or loss; 
 
ii. The interest of the insured and all others in the 

property; 
 
iii. Any other applicable insurance; 

 
iv. Changes in the title or occupancy of the property 

during the policy’s term; 
 

v. An inventory of damaged or stolen property (as 
described above); 
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vi. Receipts for additional living expenses incurred 
and records supporting the fair rental value loss; 

 
vii. Evidence or affidavit support detailing the 

amount and cause of loss for a claim concerning 
coverage for credit card, bank fund transfer card, 
forgery and counterfeit money 

 
3. Loss settlement 
 

Losses are settled at actual cash value at the time of the 
loss up to the policy’s limits. 

 
 
4. Loss to a pair or set 
 

When a loss occurs to a pair or set, the company may either 
repair or replace, or pay the difference between the actual 
cash value of the property before and after the loss. 

 
 
5. Glass replacement 
 

The company will pay for the replacement of safety glazing 
materials required by ordinance or law. 

 
 
6. Appraisal 
 

Should the insured and the company disagree on the 
amount for a covered loss, either party may demand that the 
amount be set by appraisal.  
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7. Other insurance  
 

If a loss covered by the policy is eligible for coverage from 
an additional policy, the company will pay its portion on a pro 
rata basis.  

 
 
8. Legal action against the company 
 

No legal suit or proceeding may be brought against the 
company unless there has been full and effective 
compliance with the policy’s provisions. In addition, legal 
action must be started within one year after the date of loss 
or damage. 

 
9. Company’s replacement option 
 

The company has the option of replacing or repairing any 
part of the damaged or stolen property with equivalent 
property.  

 
 
10. Loss payment 
 

The company will pay the loss after it receives proof of loss 
and it reaches agreement with the named insured. Losses 
will be payable 60 days after receipt of proof of loss. 

 
 
11. Abandonment 
 

The company will not accept property abandoned by an 
insured. 
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12. No benefit to bailee 
 

The company will not recognize an assignment or grant 
coverage for the benefit or organization holding, storing, or 
transporting the insured’s property for a fee. 
 
 

13. Intentional acts 
 

The company will not pay for a damage or loss to property 
intentionally harmed by the insured. 
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SECTION II – HOMEOWNERS 4 FORM 
 

  
 Section II of the policy includes three coverage areas: 

personal liability, medical payments, and additional coverages. It 

also contains a section on exclusions and conditions. Typically, 

these are not the coverages that most clients have in mind when 

purchasing a renters policy. For this reason, it is important that the 

agent spend sufficient time explaining the range of coverages 

available in Section II of the policy. 

 

 

Coverage L – Personal Liability 

 

 Coverage L of the policy is activated when a claim is made 

or a lawsuit is brought against an insured for damages due to 

bodily injury or property damage. In this event, the company will: 

 

• Pay up to the limit of liability for the damages for which the 
insured is legally liable; 

 
• Provide legal defense to the insured, up to the limits of the 

policy; 
 
• Make any investigation and settle any claim or dispute deemed 

appropriate. 
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Coverage M – Medical Payments to Others 

 
 

 Coverage M pays medical expenses, up to the policy limits, 

for persons actually injured on the insured’s property. It also pays 

when someone is accidentally injured by the insured or a relative 

living with the insured.  

 
 The company will pay necessary medical expenses within 

three years of the accident. The type of medical expenses for 

which the company will pay include x-rays, ambulance services, 

hospitalization, surgery, dental services, professional nursing, and 

prosthetic devices. This coverage can also provide payment for 

funeral services. 

 

 This coverage applies to the following:  

 

1. To a person on the insured location with the insured’s 
permission; 

 
 
2. To a person off the insured location when the bodily injury 

meets any of the following criteria: 
 

• The injury occurs because of a condition existing at the 
insured location or areas immediately adjoining the 
insured location; 

 
• The injury is caused by the insured’s activities; 
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• The injury is caused by a residence employee in the 
course of his or her employment with the insured; 

 
• The injury is caused by an animal owned by or in the care 

of an insured; 
 
3. To a residence employee if the injury occurs off the insured 

location but arises out of or in the course of his or her 
employment by the insured. 

 
 

 Additional Coverages -- Section II 
 
 

 Section II provides three areas of additional coverages. 

These coverages are in addition to the limits of liability. 

 

• Claim Expense 

The company will pay for the expenses related to defending the 
insured in a lawsuit. The company will also pay for the premiums 
on applicable bonds in lawsuits, however the company is not 
obligated to apply for or furnish the bond. Furthermore, the 
company will not pay for bond amounts greater than the Coverage 
L limit. 
 
Reasonable expenses that the insured incurs at the company’s 
expense are also paid for by the company. Such expenses can 
include actual loss of earned income up to $100 per day while 
aiding the company in the investigation or defense of claims, 
proceedings, or law suits.  
 
The company will also pay for the prejudgment interest awarded 
against the insured on the part of the judgment for which the 
company is responsible.  
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• First Aid Expense 
 
The company will pay first aid expenses incurred by the insured. 
This payment is applicable for expenses resulting from the 
application of first aid by an insured to a person with a bodily injury 
covered by the policy. This payment is not applicable for first aid to 
the named insured or any other insured. 
 
• Damage to Property of Others 
 
When the insured causes physical damage to the personal 
property of others, the company will pay the claim through one of 
three options: the replacement cost at the time of loss; the 
complete cost of repair; $500 for any one occurrence. The 
payment option is left to the discretion of the company. 
 
In addition, a series of restrictions to this additional coverage 
apply. The company will not pay under the Additional Coverages if 
insurance is otherwise provided in the policy. Intentional acts of 
damage by members of the insured’s household who are 13 years 
of age or older are not covered.  
 
This coverage does not apply to property that the insured, a tenant 
of the insured, or a resident of the insured’s household rents. The 
one exception to this rule is a rented golf cart, which is covered 
under this section. 
 
Furthermore, the additional coverages section will not pay for 
damage to the property of others arising from the following 
circumstances: 
 
 
• Business pursuits 
 
• Acts or omissions in connection with a premises an insured 

owns, rents, or controls other than the insured location 
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• The ownership, maintenance, or use of a motor vehicle, aircraft, 
or watercraft, including airboat, air cushion, personal watercraft, 
sail board, or similar type of watercraft 

 

 

Exclusions –Section II 

 

 Exclusions are present in Section II in three broad 

categories. Exclusions applicable to both Coverage L and 

Coverage M, exclusions applicable to Coverage L only, and 

exclusions applicable only to Coverage M. 

 

 

 Exclusions for Coverage L and Coverage M 

 

 Neither Coverage L nor Coverage M apply to: 
 
1. Bodily injury or property damage that is expected or intended 

by an insured (i.e. intentional acts) 
 
2. Bodily injury or property damage resulting from the insured’s 

business pursuits or the rental (or holding for rental) of any 
part of the premises by an insured13 

 
3. Bodily injury or property damage resulting from the rendering 

of, or failure to render, professional services 
 
4. Bodily injury or property damage occurring at any premises 

owned or rented to an insured that is not an insured location 

                                                           
13 This exclusion does not apply for activities that are ordinarily incident to non-business pursuits, or to 
part-time business activities of an insured who is under 19 years of age. This exclusion also does not 
apply to rental of the residence on an occasional basis for the use as a residence. 



Core Concepts – P/C 
 

© American Education Systems, LC 193 

 
5. Bodily injury or property damage that results from the 

ownership, maintenance, use, loading, or unloading of 
aircraft, watercraft, or motor vehicles (whether owned, 
rented, or loaned to an insured) 

 
6. Bodily injury or property damage caused by war or warlike 

acts 
 
7. Bodily injury to the named insured, the insured’s relatives, or 

any other person under the age of 21 who is under the care 
of the insured or the insured’s relatives 

 
8. Claims or lawsuits by a person in the care of the insured 

because of child care services14 
 
9. Bodily injury or property damage resulting from the insured’s 

involvement in an organized race, speed, or demolition 
contest involving motorized land vehicles or motor powered 
watercraft. 
 
Coverage L does not apply to: 

 
1. Liability for the insured’s share of loss assessments charged 

against all members of a property owner’s association 
 
2. The insured’s liability assumed under an unwritten contract 

or agreement, or through a written contract or agreement in 
connection with a business of the insured 

 
3. Damage to property owned by any insured 
 
4. Damage to property rented to, occupied, or in the care of 

any insured15 
 

                                                           
14 This exclusion does not apply to the occasional child care services provided by any insured, or to the 
part-time child care services provided by any insured under 19 years of age. 
15 This exclusion does not apply to property damage caused by fire, smoke, or explosion. 
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5. Bodily injury to someone eligible for workers compensation 
 
6. Bodily injury or property damage for which an insured is also 

eligible for coverage for through a nuclear energy liability 
policy 

 
Coverage M does not apply to: 

 
1. Bodily injury to a residence employee when it occurs off the 

insured location and does not occur in the course of 
employment 

 
2. Bodily injury to someone eligible for workers compensation 
 
3. Bodily injury due to nuclear reaction or radiation 
 
4. Bodily injury to someone regularly residing at the insured 

location16 
 

Conditions – Section II 

 

 Section II of the Homeowners 4 Form contains the following 

eight conditions: 

 

1. Limit of liability 
 
The coverage limit for both Coverage L and Coverage M is listed 
on the declarations page. Coverage L limit refers to the limit for all 
damages from each occurrence. Coverage M limit refers to the 
limit for all medical expenses for a bodily injury resulting from one 
accident. 
 
 
 
                                                           
16 An exception to this exclusion is made for a residence employee of the insured. 
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2. Severability 
 
The coverage in this policy applies separately to each insured. 
The separate application of coverage cannot increase the 
company’s liability for any one occurrence. 
 
 
3. Insured’s duties following a loss 
 

In event of a covered loss, the insured must perform all of 
the following pertinent actions: 

 
a. Give notice to the company of the occurrence, supplying 

the policy number, date and time of the occurrence, and 
the names and addresses of all claimants and witnesses 
(in so far as is possible) 

 
b. Promptly forward all information pertaining to the 

occurrence (i.e. notices, demands, summons) to the 
company  

 
c. At the company’s request, assist in the conduct of 

lawsuits (i.e. attending hearing, trials, etc.), securing 
evidence, and obtaining witnesses; 

 
d. Avoid making any voluntary payments, assuming any 

obligations, or incurring any expenses in connection with 
the occurrence17; 

 
e. Under the Damage to Property of Others section of the 

Additional Coverages, the insured agrees to submit a 
sworn statement of loss to the insurance company within 
60 days after a loss and, if within the insured’s control, 
exhibit the damaged property at the company’s request; 

 
 
 
                                                           
17 This condition does not apply for first aid expenses provided to others at the time of bodily injury. 
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4. Duties of an injured person under Coverage M 
 

The injured person is responsible for providing the company 
with written proof of a claim, providing copies of pertinent 
medical reports and records, and submitting to a physical 
exam by a physician of the company’s choice. 

 
5. Payment of a claim through Coverage M 
 

The company’s payment of a claim through Coverage M of 
the policy will not be construed as an admission of legal 
liability by an insured or the company. 

 
6. Legal action against the company 
 

No legal action shall be brought against the company unless 
there has been compliance with the policy’s provisions.  

 
7. Bankruptcy of the insured 
 

The company is not relieved of any responsibility under the 
terms of the policy should the insured declare bankruptcy. 

 
8. Other insurance – Coverage L 
 

The insurance provided by Coverage L is in excess over any 
other existing policy (except for insurance written specifically 
as excess coverage over this policy’s applicable limits). 

 
Conditions Applicable to Sections I and II 

 
 

 The policy also contains a series of standard conditions 

applicable to both sections. These conditions include the terms 

applicable to the policy period, fraud, the liberalization clause, 

waiver or change of provisions, cancellation, non-renewal, 
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assignment, subrogation, death of an insured, and conformity with 

state law. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



Core Concepts – P/C 
 

© American Education Systems, LC 198 

 

OTHER HOMEOWNERS FORMS 
  

 Just as “renter’s insurance” exists to meet a specific need, 

other ISO forms have been designed to handle homeowner 

situations for which the Homeowners 3 Special and Homeowners 

4 Contents Broad Form are not appropriate. The Homeowners 6 

Unit-Owners Form was designed for the condominium and 

cooperative apartment owner. Homeowners 8 Modified Coverage 

Form was designed for older homes in which the replacement cost 

may be significantly greater that the home’s market value. 

 

 

 Homeowners 6 Unit-Owners Form 

 

 The Homeowners 6 Form covers the personal property of 

the individual unit owners. As such, this policy is largely the same 

as the Homeowners 4 Form. However, the Homeowners 6 Form 

also covers the part of the physical dwelling that belongs to the 

unit owner. This can include the various appliances, fixtures, and 

physical improvements that are part of the building or are 

contained within the building.  

 

 This form also provides coverage for property that is the unit 

owner’s responsibility under the condo association. The perils 
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covered are the same as for the Homeowners 2 Broad Form. 

These perils are: 

• Fire and/or lightning 
 

• Windstorm and/or hail 
 

• Explosions  
 

• Smoke 
 

• Riot and civil commotion 
 

• Aircraft 
 

• Vehicle damage 
 

• Weight of snow, ice, or sleet 
 

• Theft 
 

• Vandalism 
 

• Accidental discharge or overflow of water or 
steam from plumbing, heating, air 
conditioning, or automatic fire protections 
systems 

 

 
• Freezing of a plumbing, heating, air 

conditioning or automatic fire protections 
system or home appliance 

 

• Sudden and accidental damage from an 
artificially generated electrical current 
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• Volcanic eruption 
 

Homeowners 8 Modified Coverage Form 

 

 The Homeowners 8 Modified Coverage Form is also referred 

to as market value or repair cost policy. This policy provides 

coverage limited to 100% of the home on the open market.  

 

 In structure, this policy form is similar to the Homeowners 2 

form. It provides coverage for named perils. It insures both 

dwelling and contents. It also provides liability coverage and 

medical payments to others.  

 

 The primary difference with this type of policy is how it pays 

on a covered loss. A covered loss to the dwelling is handled by a 

repair cost basis up to the maximum limit of the policy. Personal 

property losses are done on an actual cash value basis.   
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OTHER ISSUES WITH HOMEOWNERS FORMS 

 The standard homeowners p0licies in use by most 

companies are maintained and filed by Insurance Services Office 

(ISO). The previous discussion of homeowners coverages has 

been based on the ISO program. The producer should be aware 

that, depending on the state, a large portion of the insurance 

market may use independent forms or those developed by the 

AAIS. The AAIS form that is analogous to the ISO’s Homeowners 

Three Special Form is the AAIS Form Three. Regardless of the 

source, all the forms follow the same general framework. In 

addition, they all have the same coverage goal: providing a 

package of non-auto property and liability insurance in a single 

policy.  
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PART THREE 
 

 
 
 
 
 
 
 

Chapter Five 
 

Fire Insurance 
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OVERVIEW AND BACKGROUND OF FIRE INSURANCE 
 

 
 Prior to analysis of the Standard Fire Policy, it is important to 

explore the beginnings of the fire insurance industry and the 

reasons underlying the standardization of the fire insurance form.  

  

 The fire insurance industry, like so many other branches of 

property insurance, grew out of immediate necessity. 

Businessmen and homeowners alike felt the need for protection of 

their properties from natural occurrences, like fire, that were 

largely beyond their control. 

 

 The first fire insurance policies were written by individual 

underwriters or small companies to insure those of whom they had 

personal knowledge. The policy was generally very short in form, 

consisting of a property description, an amount of insurance, the 

term of duration, and the premium. This early policy, as it was 

applied with varying terms, restrictions, and conditions created a 

great amount of litigation and very little satisfaction for both insurer 

and insured. The need for standardization quickly became 

apparent. 
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 Another factor contributing to the need for standardization 

was the growth and expansion of the American economy in the 

nineteenth century. The rise of American business represented a 

greater financial stake in property and physical wealth. With more 

people having more goods to protect, the need for fire insurance 

increased drastically. Financially, the business of fire insurance 

grew beyond the means of individual and small insurers. 

 

 As corporations began to enter this arena, the need for 

standardization grew into a necessity. The result of increased 

underwriting over a larger area left many companies open to 

dishonest or ignorant agents, who contracted over-insurance or 

under-insurance. The resulting uncertainty led to large contracts 

filled with endless provisions and restrictions to protect the insurer. 

Some of these contracts were so large and detailed that it 

sometimes took multiple insurance professionals to decipher the 

actual coverage! This problem was multiplied by the tendency to 

use multiple terms. 

 

 These factors led to multiple legal actions that, more often 

than not, led to still more litigation. The logical answer to this 

problem was the creation of a standard form with standardized 

terms. The form would, in time, be tested by the courts to further 

define a standard terminology. The National Board of Underwriters 

is credited with the first attempt at adopting such a form in 1867. In 

1880, the State of Massachusetts required the use of their 
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standard form for all companies writing fire insurance in their state. 

By 1887, the legislature of New York adopted a standard form that 

soon became the model for many other states. The New York 

Standard Fire Policy of 1887 became the standard fire policy most 

of the United States. This contract has been modified many times 

since its inception, but continues to be the basis of today’s fire 

policies. The following sections of this chapter identify and explain 

the provisions of the New York Standard Fire Policy of 1943.  

 

 The New York Standard Policy is divided into two parts. The 

first is the agreement and the second consists of provisions and 

stipulations. 

 

 The agreement portion contains the actual agreement and 

can serve alone as a complete contract. The agreement contains 

the establishment of two principles of fire insurance. The fire 

insurance contract is personal, and it is a contract of indemnity. 

Because the agreement is a contract, it is necessary to establish 

the required provisions of a contract. 

 

 The policy limits rights of assignment, excludes 

consequential losses, and establishes the policy as an interest 

policy. The agreement also outlines the coverage, and states the 

available protection against direct loss by fire, lightning, and 

removal.  
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 The second part of the Standard Policy explains stipulations 

and conditions. Specifically, this sections covers fraud, uninsurable 

property, perils not covered, and property not covered without 

special provision. Provisions are also make for the suspension or 

restriction of insurance, waiver of contract provision, policy 

cancellation, limiting other insurance, and addition of coverage for 

perils other than those outlined in the agreement. 

 

 Special provisions can also be added to contend with the 

interest and obligations of third parties such as mortgage holders. 

This section also contains the rights and obligations of all parties 

after a loss occurs, including the rights of the insurer to 

subrogation. 

 

 A key area of the Standard Fire Policy is the covered 

hazards. These are outlined in detail in the policy. The covered 

hazards are fire, lightning, and debris removal. The definitions of 

these hazards are not necessarily spelled out in the policy. “Fire” 

for the purpose of the Standard Fire Policy is an intense 

combustion that results in flame or a glow. Excessive heat, 

scorching, or blistering without a flame or a glow is not considered 

fire, nor is the damage resulting from this heat considered fire 

damage. Lightning is defined as the discharge of electrical energy 

from the atmosphere. Debris removal is defined as the removal of 

physical objects from the insured location. 
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 An important stipulation of the Standard Fire Policy is that 

fire damage is only covered in the event of a hostile fire. A hostile 

fire is one that occurs outside of its normal environment. It is an 

unforeseen, fortuitous condition. A friendly fire, on the other hand, 

is a planned event that is confined to a specific area. For example, 

fires in the fireplace, grill, or furnace are all varieties of friendly 

fires.  

 

 A fire becomes hostile at the moment that it escapes the 

intended confines. For example, flames escaping through a crack 

in a wood-burning furnace can cause a hostile fire. Damage from 

this fire would most likely be covered by the Standard Fire Policy. 

On the other hand, if the furnace grows excessively hot and singes 

a wall, the damage is not covered, because the friendly fire was 

still contained in its proper environment.  

 

 The Standard Fire Policy covers losses that are directly 

caused by one of the covered perils. The causal chain of events is 

therefore crucial for determining whether the policy will cover the 

loss. The fire must be the primary cause of damage, and the fire 

must be unfriendly.  

 

 An insurer may be liable for damage on an uninsured 

property if a hostile fire spreads from a location they have insured. 

In this case, damage that is direct or proximate may be the 
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insurer’s responsibility. The following are two examples of such 

proximate damages. 

 

1. A fire destroys the bottom level of a bi-level apartment 
complex. The damage to the beams supporting the top-
level is sufficient to significantly weaken the building 
structure. The beams crumble, and the upper level 
crashes down upon the lower level two days after the 
initial fire. 

 
2. A fire in an electrical plant causes the turbines to 

malfunction. During the malfunction, the turbines rotate 
too rapidly, and cause an overload. The overload 
subsequently destroys sensitive computer equipment in 
an adjacent building. 

 
 

In the above examples, the fire was not the direct cause of 

damage to the upper level of the apartment complex or the 

computer equipment in the adjacent building. In both cases, 

however, the fire was the proximate cause of the damage, and 

may be covered by the Standard Fire Policy. 

 

 

ELEMENTS OF THE STANDARD FIRE POLICY 

 

Right of Assignment 

 

In many other types of insurance agreements, the insured is 

allowed to assign the interest to another party. This act is 
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forbidden in the fire policy, and would invalidate the contract. The 

reason that assignment is not allowed is simple. The Standard Fire 

Policy is a personal contract, and assigning it to another would 

deny the insurer the opportunity to assess the new risk. Fire 

insurers must take significant measures to investigate the risks 

they will insure.  

 

Indemnity 

 

A fire insurance policy is an indemnity contract. Following a 

loss, the insured will be indemnified by the insuring company, 

meaning that he will be restored to his financial standing prior to 

the loss. This compensation can take different  forms.  

 

 One possibility is reimbursing the actual cash value of the 

loss. Actual cash value is usually interpreted as the cost to replace 

minus depreciation.  Loss of merchandise for sale is replaced at 

market value plus cost of labor and administrative costs. The loss 

of physical property is more difficult to determine, and must go 

through an appraisal process.  

 

 The payment of cash value for a loss is only valid up to the 

limit of the policy. Under no circumstances is the insurer required 

to provide compensation beyond the limits spelled out in the 

contract.  
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 The insuring company may also choose to repair or replace 

the damaged property. If the insuring company elects to repair 

damaged property, it must give notice of this intention to the 

insured within thirty days after receipt of the proof of loss.  

 

Pro Rata Liability 

 

The insurer will limit its own losses when the insured has 

more than one policy. Each fire policy should possess a pro rata 

liability clause. This provision spreads the obligation to pay a claim 

to the various insurers covering the claim. The obligation to pay is 

spread in proportion to the insurance that each company has 

written. Therefore, if a property owner has four fire insurance 

policies from four different companies on one building, each policy 

is only liable to pay a maximum one-quarter of the actual total 

damage to the property. This limit would hold true even if only one 

of the four companies financially capable of paying.  

 

 

 

Uninsurable Property, Perils Not Covered, and the Insured’s 

Obligations After a Loss 

 

There are several hazards that are considered uninsurable 

and excluded coverage under the Standard Fire Policy. For 

example, the policy excludes losses caused by military attack. The 
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policy also excludes loss by any nuclear hazards. Losses caused 

by the enforcement activities of a civil authority typically are not 

covered. 

 

Two exclusions under the Standard Fire Policy deserve 

particular attention—losses due to neglect, and losses due to 

intentional damage. To receive protection under the Standard Fire 

Policy, the insured must protect the property by using all 

reasonable means during and after the time of loss. Failure to 

meet this obligation excludes the insured from indemnification.  

 

The Standard Fire Policy also treats certain property as 

uninsurable. For example, personal records, currency, bank notes, 

deeds, evidence of debt, passports, securities and precious metals 

are not covered. Most policies also exclude motor vehicles and 

aircraft unless the vehicle is used to service the property or aid the 

handicapped.  

 

The Standard Fire Policy also excludes loss of credit cards 

and data. The exclusion for loss of data holds regardless of the 

type of storage used by the insured. This exclusion pertains to 

account books, drawings, blueprints, computer disks, CDs, reel to 

reel and audio-cassettes, and other data processing material. 

 

In order for a claim to be paid, several conditions must be 

satisfied. First, the loss must occur during the policy period 
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specified in the contract. Second, it is understood that the contract 

is void in the event of concealment or fraud. Thus, the policy is 

void if the insured made false statements regarding the policy, 

withheld or concealed important information, or intentionally 

engaged behavior with the intent to defraud the insurer.  

 

Duties of the insured after a loss also must be met for a 

claim to be paid. The insured is required to contact the insuring 

company immediately after a loss occurs. The insured is also 

instructed to protect the property from further damage, to make 

reasonable repairs for the purpose of protecting the property from 

further damage, and to keep accurate records of all expenses 

related to this repair. 

 

The insured is also required to prepare an accurate 

inventory of all personal property, whether it is undamaged, 

damaged, or destroyed. The inventory should show in detail the 

quantities, costs, and amount of loss claimed. The insured must 

also furnish proof of loss upon demand and submit to examination 

under legal oath. 

 

Within 60 days of a loss, the insured is required to submit 

legal documentation for proof of loss. This documentation details 

the following: the time and cause of loss, the interest of the 

insured and other parties in relation to the loss, the actual cash 

value of the loss, the amount of loss, other insurance covering the 
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loss, any changes in the title of the property, specifications of the 

damaged building including repair estimates, the purpose of 

occupation, and whether the building stood on leased property. 

 

Upon completion of the above requirements the subject of 

loss settlement may be approached. As a principle, the covered 

property losses are settled at actual cash value but not for more 

than the cost to repair or replace the loss. The settlement cannot 

exceed the policy limit.  

 

In the event that the valuation of the loss is challenged, 

either party may request that the property be appraised. In event 

of a dispute, both parties must hire a competent appraiser within 

20 days. Both sides appoint separate appraisers and one impartial 

umpire. If an umpire cannot be agreed upon within 15 days an 

umpire may be appointed by a judge of the court of record. The 

disputing parties pay for their appraisers individually and the judge 

jointly.  

 

During the appraisal process, each appraiser submits an 

amount for the loss. If the appraisers reach an agreement on the 

amount, then the matter is settled. If the appraisers disagree on 

the amount, the differing figures are submitted to the umpire.  
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Cancellation 

 

 The cancellation clause details the rights of parties to cancel 

the contract. At the insured’s request, a policy can be cancelled at 

any time. This can be done by returning the policy or providing 

written notification with the date of cancellation. When the policy is 

cancelled at the insured’s request the company can bill on a short 

rate basis. This allows the company to keep a greater than 

proportionate share of the premium as a penalty.  

 

In the event the insuring company wishes to cancel the 

policy, the premium is returned on a pro rata basis. The insurer 

keeps a share of the premium proportionate with the expired 

period of the policy. 

 

The insurer’s power to cancel fire policies is limited. The 

insurer may also cancel the policy for any reason, but the 

cancellation must be done within sixty days of the inception of the 

policy. This right of cancellation does not apply to a policy renewal. 

However, the insurer does have the option of not renewing an 

existing policy. An instance of non-renewal must be accompanied 

by timely written notice.  

 

After the 60-day trial period, the insurer can only cancel the 

policy if there is a material misrepresentation of fact that would 
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have caused the insurer to not issue the policy. In this case, the 

insurer would only need to notify the policyholder thirty days prior 

to the cancellation.  

 

Obviously, the insurer can cancel a policy if the premiums 

are not paid. However, even in this event the insurer is required to 

notify the insured at least ten days prior to cancellation.  

 

Endorsements to the Standard Fire Policy 

 

 The 165-line Standard Fire Policy is not complete for most 

insurance situations. For these reasons, it is typical to add multiple 

forms and endorsements. These additional endorsements cover 

additional risks and “round out” the policy.  

 

 There are three accepted methods of describing property for 

the purposes of the form. These methods are called specific, 

blanket, or reporting. Based upon the method, the form falls into 

one of five categories. These categories are called specific, 

blanket, floater, automatic, and schedule.  

 

 The specific coverage form insures one type of property in a 

single location for a defined amount of coverage. Blanket 

coverage, on the other hand, insures the same type of property at 

different locations. Blanket coverage can also insure different 

properties at one location. An example of this option would be a 
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policyholder insuring multiple types of property within a warehouse 

or a particular type of merchandise within multiple warehouses. 

Obviously, this allows greater latitude for insurance coverage for 

merchandisers and wholesalers. 

 

 A floater policy covers property so long as it is located within 

a general geographic area. This type of policy protects the 

property as it moves or “floats” from location to location within 

prescribed limits. An example of this situation is an art exhibit 

traveling from museum to museum. In this example, the art exhibit 

may be protected under this type of coverage no matter the 

location of the loss as long as it is within the limits of the policy. 

 

 Automatic coverage is used when the value of insured 

property fluctuates. This type of form automatically adjusts the 

amount of coverage to the limit of inventory that is reported at 

specified, regular intervals. This coverage is used for an accurate 

accounting of the value of the protected property, and helps avoid 

over and under-insurance. 

 

 The schedule form provides blanket coverage for a specific 

amount to a large number of properties. This form allows 

organizations with multiple land holding to have specific amounts 

of insurance on each property, but within a single form. This limits 

the amount of work an organization must undertake in order to 

protect its holdings.  
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Provisions commonly found in the various forms 

 

 The debris removal clause typically extends coverage to the 

costs of removing covered property when a named peril has 

caused a loss. The expense of removal is under the policy liability 

limit that applies to property loss. This means that while coverage 

is extended to debris removal, it cannot increase the amount of 

insurance. 

 

 The coinsurance clause allows the insured to risk partial 

damage for a lower premium. Under the coinsurance clause the 

insured agrees to carry insurance of not less than a certain 

percentage of the actual cash value of the property. At the time of 

loss, a formula is used to find the actual liability of the insurance 

company. An example of the coinsurance clause in action can look 

like the following: 

 

A bookstore carries a $50,000 fire policy. The actual cash value of 
the covered merchandise is $100,000. Because the insured 
agreed to an 80% coinsurance clause, the amount of required 
insurance is $80,000. To find the liability of the insurer, we divide 
the amount of insurance carried by the amount of insurance 
required (expressed as IC/IR). We multiply this figure by the 
amount of actual loss to find the total of actual liability (expressed 
as IC/IR • AD= AL). In our example, the result of $50,000 divided 
by $80,000 multiplied by $100,000 gives us a total liability of 
$62,500. 
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 The coinsurance clause encourages the insured to carry the 

proper amount of coverage and maintain accurate records. If the 

proper percentage of insurance is carried, the insured is entitled to 

full coverage (up to the policy limit) in the event of a loss. Many 

states limit or prohibit a coinsurance clause on certain dwellings or 

risks.  

 

 The liberalization clause allows for the application of state 

statute, regulation, or ruling that would modify or broaden a fire 

policy or endorsement. This allows the policy to remain valid 

without rewriting the policy. 

 

 The pro rata distribution clause is common to blanket 

policies. When one wishes to cover multiple buildings, this clause 

allows each building to be covered with a specific maximum 

coverage. At the same time, the company’s liability is limited to the 

percentage value of the building in the overall policy. For example, 

the actual cash values of four properties are as follows:  

 

Building A = $5,000 
Building B = $5,000 
Building C = $10,000 
Building D = $20,000 
 
 

 Suppose a blanket policy for $25,000 covers all four of these 

properties. Following the pro rata distribution clause, the actual 
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liability for this situation would be the value of the damaged 

location divided by the overall value of all covered locations 

multiplied by the value of the policy. For example, if building B is 

destroyed the equation would be $5,000 (the value of building B) 

divided by $40,000 (the total value of all the buildings), multiplied 

by $25,000 (the value of the policy). Following the figures in this 

formula, the insurer’s liability is $3,125. 

 

 The above equation would only be applied if the insured 

accepted a coinsurance clause. If the policy covered 100% of the 

actual cash value, the insurer’s liability would be for the entire 

amount of the cash value up to the limit of the policy.  

 

 In many areas it is possible to insure property on a 

replacement basis. In order to cover property for the actual cost of 

replacement, it is necessary to base the value of the coverage on 

the replacement value rather than the actual cash value. Normally 

this type of form requires a coinsurance clause with a non-

increase in rate. This type of coverage also requires the insured to 

replace the property within a defined time frame. 

 

 The building and contents form is a special form designed 

for commercial properties. The form begins with providing 

coverage for machines used in the service of the building. These 

include wiring, plumbing, ventilation systems, lighting, boilers, 

doors, windows, and other associated items. The form also 
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extends coverage to all personal property inside the building, 

including property that is entrusted to the owner of the policy. 

 

 The building and contents form naturally excludes some 

property from coverage. The type of excluded property varies from 

state to state, and tends to rely on the presence of a coinsurance 

clause. If the insured agrees to a coinsurance clause, he may also 

opt for a foundation exclusion. This clause generally excludes loss 

of sub-basement or foundation damage. If there is not a 

coinsurance clause, the foundation is considered a part of the 

building structure. 

 

 The building and contents form also outlines a number of 

special obligations that must be met by the insured. One such 

obligation is the work and materials clause. This clause allows the 

insured to use the property in any manner that is usual to the 

regular business described in the policy. Without this clause the 

introduction of new materials may be considered an increase in 

risk and would invalidate the coverage. What is important here is 

how the use is classified—usual, or incidental to the regular 

business. The insured can cover a wide range of risks as long as it 

can be classified as “usual.” 

 

 A vacancy and unoccupancy clause is also found in the 

dwelling and contents form. Under the Standard Fire Policy, a 

contract is suspended if the property is unoccupied or vacant for a 
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period of sixty days. The vacancy and unoccupancy clause allows 

the insurer to grant exclusion to this rule, usually for a specific time 

period. Each state regulates this type of clause separately with 

regard to time limits. 

 

 Because the forms attached to the policy broaden the 

coverage of the insured, they also make demands on the insured. 

These demands may require the insured to monitor the property at 

all times and/or maintain and monitor the sprinkler and fire alarm 

system. Some states require yearly inventory reports and a fire 

safe area for keeping records. Fairly to comply with demands can 

void the policy agreement. 

 

 The dwelling and contents form applies specifically to the 

protection of a home or an apartment and the contents within. The 

trend in insurance has been to create special multiple-peril policies 

for homeowners. While we recognize this trend in the evolution of 

insurance, it is important to note the principles within this fire 

insurance form, as it serves as the foundation for modern policy 

developments. 

 

 The dwelling and contents form extends coverage to all 

contents of the household except for motor vehicles. As long as 

the items remain within the policy’s jurisdiction, the form offers 

coverage even in the process of moving. Once the move is 

finished, the insurance coverage at the previous residence ends 
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and is automatically extended to the new location. In addition to 

covering the internal contents of the household, this form also 

covers non-commercial plants, trees, and shrubs outside the 

building structure. 

 

 The dwelling and contents form can also allow the insured to 

collect rent insurance on untenantable property. The general rule 

is up to 10% of the amount of insurance can be applied per 

calendar year to lost rent. This clause only pays the indemnity on a 

monthly basis, and does not allow the insured a lump sum 

payment. Therefore, the insured can only collect 1/12th of 10% of 

the amount of insurance per month. 

 

 The need for different types of coverage to handle special 

risks has given rise to a number of extended coverage contracts. 

These contracts provide protection for perils unnamed and not 

excluded in the standard fire policy. Extended coverage contracts 

can cover a wide range of risks, and some of the most common 

are business interruption coverage, natural disaster coverage, 

vandalism and theft coverage, and water damage coverage.  

 

 A legal principle required for a valid fire insurance policy is 

the clear presence of an insurable interest. It is not hard to 

imagine multiple parties with an insurable interest on a single 

property. One of the most common examples of this would be the 
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relationship of the mortgagee and mortgagor in the context of fire 

coverage. 

 

 Both the mortgagor, as property owner, and mortgagee, as 

trustee, have an individual, definable interest in the same property. 

Insurance companies and courts have come to recognize this 

relationship and address it with a standard mortgage clause that 

can be written into the basic fire form. 

 

 This clause allows the mortgagor to take out a policy for his 

own benefit and also protect the interest of the mortgagee. The 

key provision of this clause protects the interest of the mortgagee 

regardless of the conduct of the mortgagor, so long as the 

mortgagee is unaware of any actions that would invalidate the 

policy. In other words, the agency holding the mortgage is fully 

insured even if the primary holder of the policy acts in a way that 

would void the coverage. This clause also directs the insurer on 

the subject of payment to the mortgagee, premium liability, and 

subrogation. 

 

 When there is a mortgagee, payment for a loss can be 

problematic. Many companies make settlement by draft, allowing 

both parties to submit inventories of their interest in the property. 

When the actual cash value of the loss is determined, a joint draft 

is issued to the mortgagor and mortgagee. At this point, both sides 

attempt to reach agreement as to the application of the indemnity.  
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 The options in this situation are numerous. The owner may 

take the indemnity in full and continue to pay under the terms of 

the original mortgage, or the mortgagee may apply the entire 

amount of the principle. Another option is the right of the insurer to 

pay the mortgage in full and become subrogated to collect the 

balance from the mortgagor. 

 

 The mortgagee clause also makes the mortgagee liable for 

the premium if the policyholder neglects to make payment. The 

rationale for this clause is to link financial responsibility for 

maintaining the policy to the party that receives the most benefit 

from the coverage. This clause also requires the insurer to notify 

the mortgagee ten days prior to a cancellation. This allows the 

mortgagee to protect his interest in event of cancellation. 

 

 Rate-making for fire insurance can be regulated by statute, 

state regulation, or case law. Many companies rely on the services 

of professional rate-making organizations to inspect, analyze, and 

set rates for a risk. Some states require the rates to be set by state 

agencies, and some states maintain a board for insurance rate-

making.  

 

Regardless of the organizational vehicle used to set rates, 

the same factors are employed to determine insurance rates. The 

basic tactic is to classify the risk by possible hazard(s). An 
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example of this would be to classify the fire hazard of a brick 

building versus the hazard of a wooden building.  

 

 A second tactic differentiates the hazard of like risks. An 

example of this would be making the differentiation between a 

wooden building with a sprinkler system versus a like building 

without a sprinkler system.  

 

 Other issues that factor into the rate equation include the 

hazards of occupancy, the hazards of exposure, and the element 

of time. Of these, the time element is the most difficult to calculate. 

For example, suppose a rate is based upon results of one, two, or 

three years. Experience shows that fire loss varies greatly from 

year to year. A company may only pay out a small number of 

minor claims over a period of years, but in any twelve month 

period it could conceivably experience an avalanche of claims. It is 

important as a rate-maker to account for these occurrences in 

order to protect the insuring company’s assets. The integrity of the 

industry rests upon the ability of the company to pay the promised 

indemnity. A run of claims following a period of low premiums can 

strain an insurance company’s reserves. 
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BACKGROUND AND STRUCTURE OF THE 
COMMERCIAL PROPERTY POLICY 

 
 

The commercial package policy, or CPP, is an insurance 

policy that is commercial lines in orientation and composed of at 

least two coverages.18 Contemporary CPPs are an outgrowth of 

the simplified commercial property insurance program developed 

by the Insurance Services office (ISO).  

 

The CPP replaces the previous special multi-peril policy 

(SMP) that was used earlier to cover business exposures. Through 

the ISO’s  program, all commercial property forms are simplified 

and written in standard, “user-friendly” language, with standard 

declarations and conditions. Today, the CPP is used to insure 

large manufacturing firms, office buildings, retail businesses, 

apartment complexes, hotels, and non-profit institutions such as 

churches and schools.  

 

A CPP presents numerous advantages for commercial 

insurance coverage. First, it is flexible, and can be designed so 

that a variety of insurance needs are covered under one policy. By 

unifying coverage under one policy, the chances of insurance 

gaps decreases. In addition, the premium should be lower than a 

series of self-standing policies.  

                                                           
18 The CPP is also called a multiple-line policy when both property and liability insurance are present. 
Policies with only one coverage part (and one line of insurance) are term mono-line. 
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The format of the ISO’s CPP is straightforward. Each CPP 

must possess a common policy declaration page, a common 

policy conditions page, and at least two coverage parts. The CPP 

can be described visually as follows: 

 

COMMERCIAL PACKAGE POLICY 19 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Common Declarations 

Common Conditions 

1. Commercial Property 
 
2. Commercial General Liability 
 
3. Products/Completed Operations Liability 
 
4. Commercial Crime 
 
5. Commercial Inland Marine 
 
6. Commercial Auto 
 
7. Boiler and Machine 
 
8. Liquor Liability 
 
9. Pollution Liability 
 
10. Farm 
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Not all insurance coverages can be placed in the CPP. For 

example, the businessowners policy (BOP) and professional 

liability coverage are not eligible for the CPP, nor are surety 

bonds. Furthermore, risks eligible for homeowners insurance or 

workers compensation cannot be placed in the CPP.  

 

The common policy declarations page states who is insured, 

when he or she is insured, and how he or she is insured. The 

“who” in a commercial insurance policy is often more than one 

person. The declarations will present a “first named insured,” 

whose authority is recognized for cancellation and modifications 

through endorsements.  The “how” includes a description of the 

insured property, the coverage parts that apply, and the 

premium.20 

 

The ISO’s commercial property coverage forms contain 

three different sets of conditions: the common policy conditions, 

the commercial policy conditions, and any conditions specific to 

the separate coverages.  

 

 

 

 
                                                                                                                                                                      
19 This visual chart represents general ISO rules; coverages permitted are subject to state regulations.  
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Common Policy Conditions 

 

The common policy conditions apply to all elements and 

coverages contained in the policy. These are interline conditions, 

which means that they apply to more than one line of insurance. 

This section of the policy sets the parameters for the following 

basic operational elements: cancellation, policy changes, and 

rights and duties under the policy.  

 

Part A of the common policy conditions concerns 

cancellation. First, the company may cancel the policy for 

nonpayment of premium, but must provide the first named insured 

with ten days’ notification. Should the company cancel the policy 

for reasons other than nonpayment of premium, it must provide the 

first named insured with thirty days’ notification. The first named 

insured can also cancel the policy by returning it to the company 

or providing written notice. 

 

Part B in the common policy conditions states that the policy 

is the entire contract between the company and the insured. It also 

outlines the parameters under which the policy can be change. 

Specifically, all changes must be done through an endorsement 

issued by the company. Only the first named insured has the 

                                                                                                                                                                      
20 It should be noted that each separate coverage in the CPP also possesses its own declarations page in 
addition to the common declarations page. 
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authority to make changes; naturally, all changes must be 

approved by the company. 

 

Parts C and D of the common policy conditions set the 

conditions under which the insurance company can evaluate what 

it is insuring. Part C states that the company may examine the 

insured’s pertinent financial records during the policy term—and 

up to three years afterward. Part D states that the company can 

inspect the insured premises. The company can also suggest 

changes to correct unsafe conditions. 

 

Part E specifies that the first named insured is responsible 

for premium payment. In event of cancellation, the first named 

insured receives all returned premiums. 

 

Part F excludes any transfer of policy rights or duties without 

the company’s expressed written consent in all situations except 

for the first named insured’s death. In event of the first named 

insured’s death, rights and duties under the policy are 

automatically transferred to the insured’s legal representative. 

 

Commercial Property Conditions 

 

There are nine commercial property conditions that are 

effective over and above the common conditions. These apply 

only to the commercial coverage parts. 
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Part A of the commercial property conditions addresses 

concealment, misrepresentation, and fraud. Should any of the 

insureds commit fraud, the company can withhold and withdraw 

any insurance pertinent to the policy’s commercial property 

coverage. Fraud can occur through such actions as the 

withholding or misrepresenting material facts about the covered 

property, claims, or the insured’s interest in the policy.  

 

Part B is titled “Control of Property,” and states that acts of 

persons over whom the insured has no control does not affect 

coverage. In addition, in situations where the insured possesses 

multiple locations, a violation of policy condition(s) at one location 

does not invalidate coverage at other locations where there have 

been no violations.  

 

Part C limits claims to coverage under one part of the policy. 

Therefore, if two or more of the policy’s coverages apply to one 

loss, the company will not pay double the actual amount of the 

loss. 

 

Part D prohibits legal action by the insured against the 

insurance company unless two conditions have been meet. First, 

full compliance with the terms of the coverage must be 

demonstrated. Second, legal action must be taken within two 

years after the date of the loss. 
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The insurance company has the option to revise the policy 

and broaden (or “liberalize”) the coverage with no additional 

premium. Part E in the conditions states that should the company 

liberalize the coverage, any policy in force at the time of the 

revision—or effective within 45 days of the revision—will operate 

under the terms of the liberalized coverage. 

 

Part F is titled “No Benefit to Bailee.” A bailee is a person 

with temporary rightful possession of another’s property. The 

commercial property policy will not benefit anyone other than the 

insured. For example, should the insured deliver covered property 

to a professional cleaner, and the cleaner destroyed the property, 

the insurance company would indemnify the insured and attempt 

to recover payment from the negligent bailee. The bailee, who is 

responsible for the loss, will not be given a “free ride” by the 

insurance company. 

 

 Part G concerns how a claim is paid when more than one 

policy covers the same loss. This part of the conditions creates 

two categories under which “other insurance” situations may be 

handled. The first considers losses in which both policies possess 

the same terms, conditions, and provisions.  The second situation 

considers all other possible policy designs. 

 

 When the policies are the same, the loss is paid out on a pro 

rata by limits basis. This means that the total limits available from 
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both companies are totaled and the resulting number is divided 

into the limits available from each policy. 

 

 Policies with different terms and conditions create a different 

situation. Losses in this situation are paid on what is called an 

excess basis, the company will only pay the amount in excess of 

the limits in the other policy.  

 

 The final part of the commercial property conditions is Part 

H, which concerns the policy period and the coverage territory. 

This part specifies that the policy will only indemnify losses that 

occur during the timeframe shown in the declarations period. In 

addition, the policy only provides coverage for losses occurring in 

the United States, Puerto Rico, and Canada. 
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BUILDING AND PERSONAL PROPERTY COVERAGE 

FORM 

 

 The building and personal property coverage form is one of 

several possible forms to be used under the commercial property 

coverage part of the ISO program.21 This form insures buildings, 

business property, and personal property of others located on the 

insured premises against direct physical loss.  

 

In this sense, the building and personal property coverage 

mirrors the standard fire policy. To receive coverage, a loss must 

be caused by an insured peril, and this peril must be the proximate 

cause of the damage. “Proximate” means that an unbroken chain 

of events connects the peril to the loss. 

 

The building and personal property coverage form consists 

of eight sections: coverage, exclusions, limits of insurance, 

deductible, loss conditions, additional conditions, optional 

coverages, and definitions. Part A is the heart of the policy, and 

outlines what the company will (and will not) cover.  

 

                                                           
21 A complete portfolio of commercial property coverage usually consists of common policy 
conditions, commercial property conditions, a building and personal property coverage form, and one 
or more causes of loss forms. 
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The first section of Part A describes the building coverage. 

The building coverage applies to all buildings and structures for 

which a limit of insurance exists in the declarations page. This 

coverage also applies for all additions, alterations and repairs to 

the covered property. This coverage also applies to repairs in 

progress, as well as necessary supply materials that are within 

100 feet of the premises.  

 

This coverage also pertains to permanently installed fixtures 

(both indoor and outdoor), machinery, and equipment. In addition, 

personal property used to maintain or service the building and/or 

structure is covered.  

 

Other personal property covered is described in the section 

“Your Business Personal Property.” This section outlines the 

available coverage for furniture and fixtures not covered in the 

previous section. It also states that the policy covers “stock,” which 

is defined as stored merchandise, partially finished goods, raw 

materials, and shipping supplies.  

 

This section also covers the labor, materials, or services 

furnished or arranged by the insured on another’s personal 

property. In addition, it covers fixtures, alterations, additions, and 

installations that the insured makes through his or her own 

expense to a building he or she does not own.  
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If leased property is not insured under the personal property 

of others section, or a leased property endorsement, this section 

of the policy will provide coverage. Insurance for leased items 

often requires a specific level of insurance. If this specified level is 

above the form’s coverage limit, a separate endorsement must be 

used to reach the required level.  

 

The second section outlines the coverage afforded to the 

personal property of others that is in the insured’s care, custody, 

and/or control. To receive coverage, this property must be located 

in or on the covered building, or within a 100-foot proximity to the 

insured premises. Property receiving coverage in this 100-foot 

proximity may be in the open or in a vehicle. The company’s 

payment for damage to the personal property of others is only 

payable to the account of the owner of the property.   

 

Part A of the form also lists the property that is not covered. 

The items excluded include the following: 

 

1. Accounts, bills, currency, deeds, food stamps and 
evidences of debt, money, notes, or securities; 

 
 
2. Animals, unless classified as “stock” inside a covered 

building or owned by a party other than the insured 
and boarded by the insured; 

 
 

3. Automobiles held for sale; 
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4. Bridges, roadways, walks, patios, or other paved 
surfaces; 

 
 

5. Contraband; 
 
 

6. The cost of excavations, grading, back-filling, or filling; 
 

 
7. Foundations of buildings, structures, machinery, or 

boilers when the foundation is below the lowest 
basement floor or, when there is no basement, below 
the surface of the ground; 

 
 
8. Land—including the land that the property is on—

water, crops, and lawns; 
 
 
9. Personal property while airborne or waterborne; 
 
 
10. Pilings, piers, wharves, and docks; 
 
 
11. Retaining walls that are not part of the insured building; 
 
 
12. Underground pipes, flues, or drains; 
 
 
13. The cost to research, replace, or restore the 

information and records, including that which exists on 
electronic or magnetic media 
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14. Vehicles or self-propelled machines, including aircraft 

and watercraft, that are licensed for use on public 
roads and operated principally away from the covered 
premises; 

 
 
15. Grain, hay, straw, fences, radio or antennas plus their 

lead-in wiring and towers/masts, trees, shrubs, and 
plants (except when classified as “stock”). 

 
 

There are some exceptions and/or modifications to these 

exclusions. Numbers 4, 5, 7, and 10 from the above list can 

receive commercial property coverage at the same rate that 

applies to the building by using an endorsement for additional 

covered property. This endorsement spells out the items and their 

values for coinsurance purposes.  

 

Section four of Part A covers four additional property 

coverages available in the form. The first of these is debris 

removal. Under this coverage, the company will pay for the 

expense of removing debris from the covered property as a result 

of a covered cause of loss. Losses must occur during the policy 

period, and must be reported to the company in writing within 180 

days of the date of the loss. The maximum that the company will 

pay under this coverage is 25% of the amount for direct physical 

damage to the covered property, plus the applicable deductible. 

This additional coverage excludes costs due to the extraction of 
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pollutants from land or water and/or the removal, restoration, or 

replacement of polluted land or water. 

 

The second of the additional coverages is listed as 

preservation of property. If it becomes necessary for the insured to 

move covered property from the insured premises to preserve it 

from loss or damage, the company will pay for any direct physical 

damage to that property while it is in transit or in temporary 

storage with the intent of moving it. This coverage is only payable 

if the damage occurs within ten days from when the property was 

moved. While payment under this coverage will reduce the 

available limits of insurance, the coverage significantly broadens 

the insured’s property protection. Any  direct loss to the property is 

covered in this situation up to the applicable limits of liability, even 

if the policy would otherwise exclude said loss.  

 

The third additional coverage is fire department service 

charge. Through this coverage, the company will pay up to $1,000 

for the insured’s liability charges. No deductible is applicable for 

this coverage. 

 

The final additional coverage is pollutant clean up and 

removal. This coverage states that the company will pay the 

insured’s expenses for extracting materials defined as pollutants 

from land or water at the insured premises when the discharge, 

dispersal, seepage, migration, release, or escape of the pollutants 
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is caused by a covered cause of loss during the policy period. To 

receive coverage, all losses of this nature must be reported to the 

company in writing within 180 days of the date on which the loss 

occurs. 

 

This coverage does not apply to costs for the testing, 

monitoring, or assessing of the existence, concentration, or effects 

of pollutants. However, coverage can be extended for testing that 

is performed in the course of extracting pollutants.  

 

Section five of Part A concerns coverage extensions. These 

extensions provide an additional amount of insurance. The 

coverage extension is only available with a coinsurance 

percentage of 80% or more. This coinsurance percentage must be 

present in the declarations page of the policy. 

 

The extended coverages pertain to five areas. The first is 

newly acquired or constructed property. The insured may extend 

insurance on a covered building to include new buildings that are 

being constructed on the insured premises as well as buildings 

acquired at locations other than the insured premises. The newly 

acquired buildings must be intended for use that is similar to that 

described in the declarations or as a warehouse. 

 

The maximum the company will pay for a physical damage 

loss under this extension is 25% of the limit of insurance for the 
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building described in the declarations. The amount also cannot 

exceed $250,000 for each building. 

The insured may also extend the insurance that applies to 

business personal property to property newly acquired at any 

location other than fairs or exhibitions. The maximum the company 

will pay for a loss in this instance is 10% of the limit of insurance 

for business personal property described in the declarations (but 

not more than $100,000). 

Insurance under this extension for newly acquired or 

constructed property ends when any of the following occurs: 

1. The policy expires. 

2. 30 days expire after the insured acquires, or begins 
construction of, new property. 

3. The insured reports the values to the company. 

An additional premium is charged for values reported from the 

date construction begins or the new property is acquired. 

 Coverage extensions also exist for the personal effects (i.e. 

items routinely worn or carried on one’s person) and property of 

others. Coverage may be extended to apply to the insured’s own 

personal effects as well as their partners or employees. Coverage 

can also be extended to the personal property of others in the 

insured’s care, custody, or control.  
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 This extension does not apply to loss or damage by theft. 

The most the company will pay for loss or damage under this 

extension is $2,500 at each premises.  

 Insurance may also be extended to apply to valuable papers 

and records and the cost of research. The extension applies to the 

costs the insured would incur to research, replace, or restore lost 

or damaged information or records. This coverage also pertains to 

lost or damaged records that exist on electronic or magnetic media 

and do not exist in duplicate form. The maximum the company will 

pay for this extension is $1,000 at each insured location. 

 The insured may also extend coverage to apply to property 

off-premises. Property available for extended coverage in this 

situation includes any covered property temporarily at a location 

not owned, leased, or operated by the insured. Property classified 

as “stock” is excluded from this extension. Also excluded is 

property in or on a vehicle, property in the care, custody, or control 

of the insured’s salespersons, and property at any fair or 

exhibition. The most the company will pay for loss or damage 

under this extension is $5,000. 

 The final area of coverage extensions pertains to outdoor 

property. The insured may extend coverage to include fences, 

radio and television antennas, signs (except signs attached to 

buildings), and trees, shrubs and plants (except those designated 

as stock). In addition, the company will pay for the removal of 
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debris caused by, or resulting from, fire, lightning, explosion, 

aircraft, or riot. The most the company will pay for loss or damage 

under this extension is $1,000, but never more than $250 per tree, 

shrub or plant. 

 

Part B of the building and personal property coverage form 

refers to exclusions. The exclusions are detailed in the applicable 

Causes of Loss form (i.e. Basic, Broad, or Special).  

 

Part C of the form describes the limits of insurance that the 

company will pay in event of loss or damage in any one 

occurrence. The limits that were previously stated in the coverage 

extensions, the fire department service charge, and pollutant 

clean-up and removal additional coverages are in addition to the 

limits of insurance.  

 

The deductible terms for this form is stated in Part D. The 

standard deductible applying to all perils (except earthquakes) is 

$250. Higher deductibles are also possible. The deductible is only 

charged once per occurrence.  

 

Part E describes applicable loss conditions. These 

conditions apply in addition to the common policy conditions and 

commercial property conditions listed above. There are seven loss 

conditions in Part E. 
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The first of the conditions in Part E is abandonment. The 

insured may not leave any damaged property with the company. 

 

Second, Part E makes a provision for an appraisal should 

the insured and the company disagree on the value of property or 

amount of a loss. Either party may make a written demand for an 

appraisal of the loss, and each party may choose an appraiser. 

The two appraisers subsequently select an umpire. In the event 

that the two appraisers do not agree on the value of the property 

and amount of loss, the matter may be turned over to the umpire. 

The decision, reached either in accord by the two appraisers or 

separately by the umpire, stands as final.  

 

Should the appraisal process be enacted, it is understood 

that both parties will pay for their own appraiser, and share the 

expenses for the umpire. Even though the decision reached in the 

appraisal is final, the insurance company still has the right to deny 

any claim.   

 

The third part of the loss conditions list the insured’s duties 

in the event of loss or damage. There are eight duties that must be 

met by the insured. 

 

1. Notify the police if any law may have been broken. 
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2. Give the insured prompt notice of the situation, 
describing the property and the sustained loss or 
damage. 

 
 
3. Provide the insurance company with a timely 

description of how, when, and where the loss or 
damaged occurred. 

 
 
4. The insured must take all reasonable steps to protect 

the insured property from additional damage by a 
covered loss. The insured is also to keep an expense 
record for all emergency repairs to be used in 
consideration during the settlement of the claim.  

 
 
5. At the company’s request, the insured is to furnish 

complete inventories of all damaged and undamaged 
(covered) property, including quantities, costs, values, 
and the amount claimed. 

 
 
6. The insured must allow the company reasonable 

inspections of the property to prove the loss or damage 
and examine pertinent records. The company will be 
permitted to make necessary copies from the supplied 
records. The company will be permitted to take sample 
data from the property, as well as conduct reasonable 
tests and analyses. 

 
 
7. The insured must deliver to the company a signed, 

sworn proof of loss that contains the requested 
information. This must be done on company-supplied 
forms within 60 days after the request. 
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8. The insured must agree to cooperate with the 
company during any investigation or settlement of the 
claim. 

 

 
In addition to the above, the company has the right to 

examine any insured under oath about any matter that relates to 

the insurance coverage and/or the claim. Such an examination 

may take place at times that are deemed reasonable and 

necessary. The examination will be in a form in which the insured’s 

responses are recorded and identified as the insured’s by the 

presence of the insured’s signature.  

 

The fourth of the loss conditions concerns loss payment. 

This section explains the four choices the company has 

concerning loss. These choices include the following: 

 

1. Pay the value of lost or damaged property; 

 

2. Pay the cost of repairing or replacing the lost or 
damaged property; 

 
3. Take all or any part of the property with other property 

at an agreed or appraised value; 
 
4. Repair, rebuild, or replace the property with other 

property of like kind and quality. 
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The company promises to give notice of its intentions 

regarding a loss payment within 30 days of receiving proof of a 

loss. If the insured has complied with all the terms of the coverage 

form, and the insured and the company agree on the amount of 

the loss, the company will pay for a covered loss within 30 days 

after receiving notice of the loss. 

 

The company reserves the right to adjust losses with the 

owner(s) of the lost or damaged property when the owner(s) are 

other than the insured. Payment to owners of property other than 

the insured is considered satisfaction of the insured’s claims 

against the company for the loss.  

 

Whether paying the insured or property owner(s) other than 

the insured, the company will not pay more than the owner(‘s) 

financial interest in the covered property. 

 

Part five of the loss conditions refers to recovered property. 

It handles the necessary readjusting that can occur if stolen 

property is recovered. If after a loss settlement either the company 

or the insured recover any property, they are to give the other 

party timely notice. If the company recovers the property and the 

insured wishes it returned, the company promises to do so. In 

return, the insured promises to return the sum that the company 

had paid for the lost property. The company will pay all expenses 
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relating to recovery and repair of property, up to the limits of the 

policy.  

 

Vacancy situations are discussed in part six of the loss 

conditions. A building is defined as vacant when it does not 

contain enough business personal property to conduct normal 

business operations. Buildings under construction are not 

considered to be vacant. 

 

If the building where a loss or damage occurs has been 

vacant for more than 60 consecutive days before the loss or 

damage event, the company will place exclusions on the causes of 

loss it will cover. These exclusions apply even if they pertain to 

existing covered causes of loss. The exclusions include the 

following: 

 

1. Vandalism; 

 

2. Sprinkler leakage, unless the system was protected 
against freezing; 

 
3. Building glass breakage; 

 

4. Water damage; 

 

5. Theft; 
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6. Attempted theft. 

 

The seventh section of the loss conditions concerns 

valuation. Usually, the policy will pay the actual cash value for 

damage or loss. However, exceptions exist to this general rule. For 

example, if the limit of insurance satisfies any applicable 

coinsurance condition, and the loss is $2,500 or less, the company 

pays the cost of replacement. This provision also does not apply to 

losses for awnings, floor coverings, outdoor equipment or furniture, 

and appliances for refrigerating, ventilating, cooking, dishwashing, 

or laundering.  

 

 Should a loss occur to stock that is already sold but has not 

yet been shipped, the company will pay a sum based on the 

stock’s selling price less any normal and customary discounts and 

expenses pertinent to the sales transaction.  

 

 A physical damage loss to glass will be replaced by the 

company with the appropriate safety glazing material required by 

law.  

  

Physical damage or losses to tenants improvements and 

betterments is another situation found in the valuation section of 

the form’s loss conditions.22 Two options for settlement on these 

                                                           
22 No settlement is made, however, is someone other than the tenant repairs the damaged 
improvements/betterments. 
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losses are possible, both based on the time-frame in which the 

physical damage is repaired. When the damage is promptly 

repaired, the settlement is made on an actual cash value basis. 

When the damaged property is not promptly repaired, the 

settlement is done on a proportional basis.  

 

When a proportional settlement is called for, the original cost 

of the improvement is multiplied by the number of days from the 

loss date to the lease’s expiration or the expiration of the renewal 

option period. This figure is divided by the number of days from the 

implementation of the physical improvement to the expiration of 

the lease (or renewal period option).  

 

Valuable papers and records only includes the cost of blank 

materials for copying the records and the labor costs for copying 

and/or transcribing. The “blank materials for reproducing and 

duplicating records” that the company will replace does include 

electronic media such as computer disks, but it does not include 

pre-packaged software 

 

Part F of the building and personal property coverage form 

refers to the additional conditions present in the policy. These 

conditions exist in addition to those described in the common 

policy conditions and the commercial property conditions.  
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The coinsurance clause is the first of the additional 

conditions. Coinsurance allows for the insured to carry insurance 

at an amount that is at least equal to a percentage of the actual 

cash value or replacement cost of the property. The percentage is 

stated in the declarations. Percentages can be written at various 

levels, but 80% is the most common.23 If the insured does not 

carry the required percentage of coverage, he or she must make 

up the difference in event of a loss.  

 

The second additional condition concerns mortgage holders. 

For the purposes of this section of the policy, the term mortgage 

holder also includes trustees.  

 

In the event of a covered loss, the company will pay each 

mortgage holder listed in the declarations in their order of 

precedence. Each mortgage holder has a right to receive a loss 

payment, even if a foreclosure is in process.  

 

If the insured has had a claim denied because of his or her 

acts, the mortgage holder still has the right to receive loss 

payment if the following occurs: 

 

1. The mortgage holder pays any premium due at the 
company’s request; 

 

                                                           
23 Different types of insurance can require different percentage levels.  
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2. He or she submits a signed, sworn statement of loss 
within 60 days after receiving notice from the company 
of failure to do so; 

 
3. He or she notifies the company of any change in 

ownership, occupancy, or risk. 
 

If the company pays the mortgage holder for any loss while 

denying the insured’s claim, the mortgage holder’s right under the 

mortgage will be transferred to the company in proportion to the 

amount that the company pays.24 In addition, the mortgage holder 

will retain subrogation rights and can attempt to recover the full 

claim amount.  

 

If the insurance company cancels the policy, it agrees to give 

written notice to the mortgage holder. The timeframe in which this 

notification takes place is 10 days before the effective date of 

cancellation in event of non-payment of premium and 30 days 

before the effective date of cancellation for any other reason. If the 

company chooses not to renew the policy, it will give the mortgage 

holder a written notice at least 10 days prior to the policy’s 

expiration. 

 

Three optional coverages—agreed value, inflation guard, 

and replacement cost—can be attached to the building and 

                                                           
24 At the insurance company’s option, the mortgage holder may be paid the entire principal and 
accrued interest on the mortgage. The mortgage and note is subsequently transferred to the company. 
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personal property coverage form. If they are added, they will be 

shown in the declarations.  

 

Agreed value eliminates coinsurance for any covered 

property that this optional coverage applies. Through this 

coverage, any loss to a covered property will be fully covered, and 

the insured will not become a coinsurer, as long as the insured 

carries an agreed upon amount of insurance.  

 

An expiration date for the agreed value coverage will be 

shown in the declarations. If it is not extended, the coinsurance 

additional condition will be reinstated. 

 

The inflation guard is an optional coverage that helps limit 

the effects inflation has on a policy’s protection level. An inflation 

guard will automatically increase a policy’s liability limits by a 

stated percentage.  

 

 Replacement cost is an optional coverage that takes the 

place of actual cash value valuation (however, an insured can still 

request an actual cash value settlement). Under this coverage, the 

company will not pay more for the loss on a replacement cost 

basis than the least of the three following options: 

 

1. The limit of insurance applicable to the lost or damaged 
property; 
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2. The cost to replace the lost or damaged property with other 
property of comparable material and quality; 

 
 
3. The amount the insured actually spent that is necessary for 

repairing or replacing the property. 
 

The replacement cost option does not apply for losses to the 

following: property of others; contents of a residence; manuscripts; 

works of art; and stock (unless the stock was listed in the 

declarations). 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Core Concepts – P/C 
 

© American Education Systems, LC 256 

CAUSE OF LOSS FORMS 

 

 The cause of loss form in the commercial property program 

describes the perils resulting in direct physical losses to an 

insured’s property and their coverage from the insurance 

company. There are three causes of loss forms, each representing 

progressively higher levels of protection. The basic form, the first 

form, insures against eleven perils. The broad form, the second 

form, insures against fifteen perils. The third and last, the special 

form, is an open perils form, and insures against any peril that is 

not specifically excluded. 

 

The Basic Form 

 

The basic form is divided into three sections. Section A lists 

the covered causes of loss. Section B lists the exclusions to the 

coverage. And Section C states the coverage limitations. 

 

Section A “Covered Perils for the Basic Form” 

1) Fire 

 

Fire is not defined specifically in the policy—however, court 

precedents have maintained two themes: a) fire is any 

combustion that produces flame or glow; and, b) to be 

covered, a fire must be hostile. 
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2) Lightning 

 

Damage caused by lightning directly or indirectly is covered. 

 

3) Explosion 

 

Explosion, like fire, is a peril that the policy does not 

specifically define. However, the policy does explicitly state 

that the explosion of gases or fuel in the furnace of any fired 

vessel, or in the flues or passages through which 

combustible gases pass, is covered.25 

 

The policy does not cover damage or loss caused by the 

rupture, bursting, or operation of pressure relief devices. In 

addition, it does not cover damage or loss caused by rupture 

or bursting due to expansion or swelling that has resulted 

from water. 

 

4. Windstorm or Hail 

 

Windstorm and hail are not defined specifically in the policy. 

Court precedent defines “windstorm” as a wind strong 

enough to disturb the usual condition of the environment, i.e. 

cause damage. “Hail” is defined as precipitation in the form 

of ice stones. 
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Specified, related weather phenomena are excluded by this 

coverage. For example, frost, snow, sleet, and ice that is not 

in the form of hail are not covered.  

 

5. Smoke 

 

Physical damage or a loss caused by sudden and accidental 

smoke is covered except for two cases: agricultural 

smudging and industrial operation.  

 

6. Aircraft or Vehicles 

 

The policy covers physical damage or loss caused by the 

direct physical contact of aircraft, spacecraft, self-propelled 

missile, vehicle, or an object “thrown up” (i.e. detached) from 

a vehicle. Therefore, the policy protects against “direct hits” 

from the named perils as well as any physical object 

originating from the named perils. The company will not, 

however, pay for damages or losses caused by vehicles that 

the insured owns or are operated in the course of the 

insured’s business.  

 

 

 

 
                                                                                                                                                                      
25 A “fired vessel” is equipment that uses fire to operate and perform its designed function. 
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7. Riot or Civil Commotion 

 

This sections states that the policy will cover physical 

damage or loss caused by riot or civil commotion. The policy 

does not specifically define these terms, and the lack of 

definition can cause confusion, especially because the policy 

explicitly excludes coverage for physical damage and losses 

caused by insurrection, rebellion, or war, including 

undeclared or civil war. When does a “civil commotion” 

become an “insurrection?” 

 

Generally, a riot or civil commotion is described as a 

gathering of persons whose actions are violent and 

disruptive and cause physical damage or loss to persons or 

property. For the purposes of the policy, physical damage or 

loss is covered under this section in the following 

circumstances: 

 

a) acts of striking employees while occupying the insured 
property; 

 

b) looting that occurs at the time and place of a riot or civil 
commotion. 
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8. Vandalism 

 

Vandalism is defined by the policy as willful and malicious 

damage to, or destruction of, the property described in the 

declarations by persons other than the insured. There are 

three main limitations to this coverage. 

 

First, the company will not pay for vandalism-related damage 

or losses on any property that has been vacant for more 

than 60 days. Second, the company will not pay for physical 

damage or loss caused by or resulting from theft except for 

the damage caused by forced entry and exit of the burglars. 

Third, with the exception of glass building blocks, the 

company will also not pay for loss or damage to glass that is 

part of the building structure. 

 

9. Sprinkler Leakage 

 

The policy defines “sprinkler” as any automatic fire protective 

or extinguishing system. This also includes any connected 

sprinklers, discharge nozzles, ducts, pipes, valves, fittings, 

pumps, private fire protection mains, and tanks with their 

components.  When the sprinkler is supplied from an 

automatic fire protective system, the definition also extends 

to non-automatic fire protective systems, hydrants, 

standpipes, and outlets. 
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The company will pay for physical damage or loss caused by 

leakage or discharge of any substance from the sprinkler 

system(s) described above. “Leakage or discharge” also 

includes the actual collapse of a tank that is a part of the 

system.  

 

In addition, the company will take steps to prevent sprinkler 

damage from reoccurring. To this end, the company will pay 

the cost to repair or replace damaged parts of the sprinkler 

system that resulted in sprinkler leakage, or that were 

damaged directly by freezing. The company will also pay the 

cost to tear out and replace any part of the insured property 

to repair the sprinkler system. 

 

10. Sinkhole Collapse 

 

Sinkhole collapse refers to physical damage or loss caused 

by the rapid sinking or immediate collapse of surface land 

into an underground cavity. The company will pay for such 

losses when the cause of the sinkhole is the action of water 

on limestone or dolomite. The company will not pay when 

the sinking or collapse is caused by man-made activities, 

such as mining. In addition, the company will not pay for the 

cost of filling in the sinkhole, whatever the cause.  
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11. Volcanic Action 

 

This section of the policy refers to physical damage or loss 

caused by a wide range of volcanic activity. These 

phenomena include: airborne shock waves caused by the 

eruption’s blast; lava flow; and ash, dust, or particulate 

matter. All volcanic activity occurring within any 168-hour 

period is considered a single occurrence. 

 

This coverage does not pay for the cost to remove ash, dust, 

or particulate matter that does not cause physical damage or 

loss to the insured property. 

 

Section B “Exclusions and Limitations to the Basic Form” 

 

The causes of loss form lists a series of exclusions in part B. 

The first seven exclusions listed in the policy are considered 

concurrent causation exclusions. The insurance company will not 

pay for the loss or physical damage caused directly or indirectly by 

any of the following. 

 

1. Ordinance or law 

 

A loss or physical damage to the insured property that is caused 

by the enforcement of an ordinance or law that regulates the 
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construction, use, or repair of property is not covered. Should an 

ordinance or law require that a property be torn down, the policy 

will not pay for the demolition or the debris removal.  

 

2. Earth Movement 

Except for a sinkhole collapse within the parameters defined in 

Section A, the company will not pay for physical damage or loss 

caused by earth movement. The causes of earth movement can 

include earthquake, landslide, mine subsidence or earth sinking, 

rising, or shifting. However, if the loss or damage is caused by fire 

or explosion resulting from the earth movement, the company will 

pay for the resulting damage. 

 

The company will also not pay for damage cause by earth 

movement resulting from volcanic eruption, explosion, or effusion. 

However, if the loss or damage is caused by fire or volcanic action 

(as described above), the company will pay for the resulting loss or 

damage. 

 

3. Government Action 

 

When property is seized or destroyed by order of a governmental 

authority, the company will not pay for the physical damage or 

loss. However, the company will pay for physical damage or loss 

to covered property when the damage was done to prevent the 

spread of fire. 
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4. Nuclear Hazard 

 

The company will not pay for loss or physical damage caused by 

radiation and radioactive contamination. However, the company 

will pay for damage by fire caused by the nuclear reaction or 

radiation. 

 

5. Off-Premises Services 

 

“Off-premises services” refers to utilities such as power. The 

company will not pay for physical damage or loss caused by the 

failure of a utility if the failure occurs off of the insured property. On 

the other hand, the company will pay for physical damage or loss 

by a covered cause that results from a power failure.  

 

6. War and Military Action 

 

The company will not pay for physical damage and losses caused 

by war and military action. “War and Military Action” includes the 

following: 

 

a) War, including undeclared war and civil war; 

 

b) Warlike action by a military force, including military 
preparations; 
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c) Insurrection, rebellion, revolution, or action taken by a 
governmental authority in hindering or defending against 
these actions. 

 
7. Water 

 

Damage caused by water is excluded coverage when in the 

following forms: flood, surface water, waves, tides, tidal waves, 

overflow, and spray. The policy will also not cover water damage 

in the form of a mudslide or mudflow. Furthermore, water back-up 

from a sewer or drain is not covered. Underground water that 

presses on or seeps through foundations, walls, floors or paved 

surfaces, basements, or openings such as doors or windows, is 

not covered. Coverage is provided, however, for any resulting 

physical damage or loss that is caused by fire, explosion, or 

sprinkler leakage.  

 

In addition to these seven exclusions, there exists a second 

group in the policy. These exclusions are grouped in the following 

categories: 

 

1. Artificially generated electric current , including electric 
arcing, that harms or affects electric devices, appliance, or 
wires; 

 
2. Rupture or bursting of water pipes  (other than sprinkler 

systems) excepting when caused by a covered cause of 
loss;  
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3. Leakage or discharge of water or steam  resulting from the 

breaking or cracking of any part of a system or appliance 
containing water or steam (except a sprinkler system) 
excepting when caused by a covered cause of loss; 

 
4. Explosion of steam boilers, steam pipes, steam e ngines 

or steam turbines  owned, leased, or operated by the 
insured; 

 
5. Mechanical breakdown , including rupture or bursting by 

centrifugal force. 
 

The causes of loss basic form also includes an additional set 

of “special exclusions.” These exclusions pertain to business 

income, extra expense, leaseholder interest, and legal liability. 

These exclusions all apply to their individual coverage forms. 

 

The basic form also provides a section on coverage 

limitations. Specifically, the form states that the company will pay 

for the loss of animals only if they are killed or their destruction is 

made necessary. 

Broad Form 

 This form provides coverage for the same perils found in the 

basic form plus four additional perils and one additional coverage.  

The additional coverage pertains to collapse. It is not additional 

insurance, and does not increase the limits of insurance provided 

by the policy. The broad form shares the same exclusions and 

limitations as the basic form. 
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Additional Covered Perils for the Broad Form 

 

1. Breakage of Glass 

 

The broad form provides coverage for the breakage of glass that is 

a part of the insured building or structure. Neon tubing, however, is 

excluded from this coverage. In addition, the company will not pay 

more that $100 for each plate, pane, multiple plate insulation unit, 

solar heating panel, jalousie, louver, or shutter. The company also 

will not pay more that $500 total for any one occurrence.  

 

2. Falling Objects 

 

The broad form will provide coverage for loss or physical damage 

caused by a falling object within the following framework. The 

company will not pay for a loss or physical damage to property that 

has been left out in the open. The company also will not pay for 

loss or physical damage to the interior of the insured building or 

structure unless the building’s roof or outside wall(s) is first 

damaged by a falling object. 

 

3. Weight of Snow, Ice, or Sleet 

 

The company will pay for loss or physical damage caused by the 

weight of snow, ice, or sleet. The company will not, however, pay 

when the loss or damage occurs to personal property that has 
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been left outside. The company will also not pay for loss or 

physical damage to gutters and downspouts. 

 

4. Water Damage 

 

In this context, water damage refers to the accidental discharge or 

leakage of water or steam as the direct result of the breaking or 

cracking of any part of a system or appliance containing water. It 

does not refer to discharge or leakage from a sprinkler system, as 

this is already covered in a previous section of the form. This 

coverage does not apply if the insured property has been vacant 

for more than 60 days. 

 

If the building or structure housing the system or appliance is a 

covered property, the company will also pay for the cost of 

removing and replacing any part the building necessary for 

repairing the damage. 

 

The company will not pay for the following: 

 

1. The cost to repair any defect(s) that caused the loss or 

damage; 

 

2. Loss or damage caused by continuous or repeated seepage or 
leakage occurring over a period of 14 days or more; 
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3. Loss or damage caused by freezing.26 

 

Broad Form Additional Coverage – Collapse 

 

 The broad form stipulates that the company will pay for loss 

of physical damage involving the collapse of the insured building. 

“Collapse” does not include settling, cracking, shrinkage, bulging, 

or expansion. The cause of collapse can only be one or more of 

the following: 

 

1. Fire, lightning, explosion, windstorm or hail, smoke, 
aircraft or vehicles, riot or civil commotion, vandalism, 
leakage from fire extinguishers, sinkhole collapse, 
volcanic action, breakage of building glass, falling 
objects, weight of snow, ice, or sleet, water damage; 

 
2. Hidden decay; 

 
3. Hidden insect or vermin damage; 

 
4. Weight of people or personal property; 
 
5. Weight of rain collecting on a roof; 
 
 
6. Use of defective materials or methods in construction, 

remodeling or renovation.27 
 

                                                           
26 The company will pay, however, if the insured did its best to maintain heat in the insured property 
and/or drained all affected equipment and shut off the water supply when heat could not be maintained. 
27 In this circumstance, the company will only pay when the collapse occurs during the course of the 
construction, remodeling or renovation. 
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Coverage for outdoor antennas, lead-in wires, masts, 

towers, awnings, gutters, downspouts, yard fixtures, swimming 

pools, fences, docks, retaining walls, walks, roadways, and paved 

surfaces will not be extended unless the cause of collapse is 

among those listed in part one above.  

 

Special Form 

 

 The causes of loss special form provides open perils 

coverage. This means that it provides insurance coverage for all 

perils not specifically listed as exclusions. The basic and broad 

forms, on the other hand, provide named perils coverage, or 

coverage only for the causes of loss specifically listed. 

 

 Therefore, the causes of loss special form provides 

insurance coverage for all perils stated in the basic and broad 

forms plus any peril not listed in its section on exclusions. In this 

sense, the form is analogous to the property protection provided 

by the H0-03 – Special Form.  

 

Property in Transit 

  

The special form possesses two “additional coverage 

extensions” – property in transit and water damage. The additional 

coverage extension for property in transit is additional insurance; 

however, additional condition and coinsurance do not apply. This 
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extension only applies to the insured’s personal property. It does 

not cover property in the care, custody or control of the insured’s 

salespersons. 

 

 This coverage extension is in effect when personal property 

is in transit more than 100 feet from the insured building or 

structure. To receive coverage, the property must be in or on a 

vehicle owned, leased, or operated by the insured. The most the 

company will pay for a loss or damage under this extension is 

$1000. 

 

 In addition, the loss or damage must result from one or more 

of the following perils: 

 

1. Fire, lightning, explosion, windstorm or hail, riot or civil 
commotion, or vandalism; 

 
2. Vehicle collision, meaning the accidental collision of 

the insured’s vehicle with another vehicle or object; 
 
 

3. Theft of an entire bale, case or package. The theft 
must be through forced entry into a securely locked 
body or compartment of the vehicle 

 
 

Water Damage 
 

 The second extension pertains to damage caused by water, 

other liquids, powder, or molten material. Unlike the previous 
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coverage extension, it not an additional amount of insurance. 

Under this extension, if a loss or physical damage occurs through 

any of the above perils, the insurance company will pay for the 

costs necessary for tearing out and replacing any part of the 

insured building or structure necessary for repairing the damaged 

system or appliance from which the water, liquid, etc. escaped.  

 

Exclusions  Specific to the Special Form  

 

 The special form includes all of the exclusions applicable to 

the basic and broad forms, plus an additional set. These additional 

exclusions pertain to a wide variety of perils. The additional 

exclusions in the special form include the following perils that tend 

to occur gradually over time: 

 

1. Wear and tear; 
 
2. Rust, corrosion, fungus, decay, or deterioration; 

 
3. Settling, cracking, shrinking or expansion; 

 
4. Insects, birds, rodents, or other animals 

 
 

In regards to personal property, the following “wear and tear” 

perils are excluded: 

 

1. Dampness or dryness of atmosphere 
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2. Changes in or extremes of temperature 
 

3. Marring or scratching. 
 
 

Additional perils for which the company will not pay for a loss 

or physical damage include the following: 

 

1. Dishonest or criminal acts by the insured, any of the 
insured’s partners, employees, directors, trustees, 
authorized representatives, or anyone to whom the 
insured has entrusted property;28 

 
2. Voluntary parting with any property 

 
3. Collapse, except as provided for in the additional 

coverage for collapse;  
 

4. Weather conditions 
 

5. Acts or decisions, including failure to act or decide, by 
a person, group, organization, or governmental body; 

 
6. Faulty, inadequate, or defective: 
 

a) Planning, zoning, development, surveying, siting; 
 
b) Design, specifications, workmanship, repair, 

construction, renovation, remodeling, grading, 
compaction; 

 
c) Materials used in repair, construction, renovation, or 

remodeling; 
 

d) Maintenance 

                                                           
28 This exclusion applies whether the act occurs during working or non-working hours. 
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COMMERCIAL GENERAL LIABILITY 
 
  

A liability exposure is the possibility of financial loss due to a 

claim by a third party. There are three categories of liability 

exposure: personal, professional, and business.  

 

 Personal Liability 

 

 A personal liability refers to the possibility of claims by a third 

party based on an individual’s own, private actions. Driving an 

automobile and owning an home are two activities that can lead to 

personal liability situations.  

 

 Professional Liability 

 

 Professional liability is the possibility of claims by a third 

party based on one’s actions (or failure to act) in a professional 

capacity. The two primary elements for determining professional 

liability are: 

 

a. Did the action (or failure to act) occur when the individual 
was acting in his or her professional capacity?  

 

b. Were the acts those of a professional or private nature 
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Personal and professional liability are not covered by the 

commercial general liability policy (CGL). However, the third 

category of liability exposure—business liability—is covered by this 

specialized form of coverage.  

 

Business Liability 

 

Business liability can embrace a broad set of actions and 

circumstances. General liability is a subcategory of business 

liability. It refers to the legal liability occurring from business 

operations other than liability for automobile accidents, aviation 

accidents, or employee injuries.  

 

Major exposures in the general liability category include the 

following: 

 

1. Premises and Operations 
 

This liability pertains to the ownership and maintenance of the 
business premises and the operation of day-to-day business. 
 
 

2. Products Liability 
 
This exposure(s) refers to the liability of businesses—
manufacturers, wholesalers, resellers, and retailers—for persons 
injured or property damaged by defective products. 
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3. Completed Operations 
 
Completed operations pertains to liability that results from faulty 
work that is performed outside or away from the business 
premises after a job has been completed. 
 
 

4. Contractual Liability 
 
This exposure arises when a business assumes the legal liability 
of another party by written or oral contract. 
 
 

5. Contingent Liability 
 
Contingent liability pertains to liability from the work of 
independent contractors.29 
 
  
 The CGL can be written as a self-standing policy or attached 

to a commercial property package (CPP). The CGL has two 

coverage forms: the occurrence form and the claims-made form. 

Both forms offer essentially the same broad liability coverage, and 

the two forms are also nearly identical in format. The structure of 

the CGL is as follows:  
 

• Common policy declarations 
 

• Common policy conditions 
 

• The CGL coverage form 
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• Applicable endorsements 

 

The CGL forms consists of five principal sections. The first 

section pertains to the applicable coverages and exclusions.  

 

Coverages 

 

Bodily Injury and Property Damage Liability 

 

 This coverage is commonly referred to as BI & PD. This part 

of the policy states that the company will pay all sums that the 

insured is legally obligated to pay because of bodily injury or 

property damage resulting from a covered cause of occurrence. 

Naturally, the company will only pay up to the limits of the policy.  

  

BI & PD Exclusions 

 

• Intentional acts 

 

The company will not pay for bodily injury or property damage that 

is intentionally caused. However, bodily injury caused by the 

reasonable use of force for the purpose of protecting persons or 

property is covered. 

 
                                                                                                                                                                      
29 Typically, businesses are not liable for the work of independent contractors. However, liability can occur in three situations: 
when the work performed is inherently dangerous; when the work performed in illegal; when work does not allow for delegation 
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• Contractual liability 

 

The policy excludes liability created by contract or agreement. This 

exclusion does not, however,  apply to insured contracts (i.e. lease 

of premises, easement agreement, elevator maintenance, or tort 

liability assumption.) 

 

• Liquor liability 

 

This exclusion is only applicable to companies that are in the 

business of making, distributing, and serving alcoholic beverages. 

To handle the liquor liability exposure, specific liquor liability 

coverage must be added to the policy.  

 

• Workers compensation 

 

Any claim to which the insured is obligated to pay for via workers 

compensation is excluded. 

 

• Employers liability 

 

Liability for bodily injury to an employee resulting from employment 

is excluded. 

• Pollution and contamination 

                                                                                                                                                                      
of authority. 
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Liability for bodily injury and physical damage caused by pollution 

or contamination are excluded, as are the cleanup costs resulting 

from a governmental or municipal order. 

 

• Aircraft, auto, and watercraft ownership and operation 

 

The CGL excludes liability from the ownership, operation, and 

maintenance of aircraft, automobiles, and watercraft except for the 

following: watercraft while ashore on premises owned or rented by 

the insured; nonowned watercraft less than 26 feet in length; 

parking automobiles on or next to the insured insured premises. 

 

• War  

 

Bodily injury or property damage due to war, declared or 

undeclared, insurrection, rebellion, or rebellion,  is excluded. 

 

• Care, custody and control 

 

Physical damage to property in the insured’s care, custody, or 

control is excluded. 

 

• Property damage to insured’s product 
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Physical damage to the insured’s product is excluded if the 

damage is caused by a defect in the product.  

 

• Property damage to the insured’s work 

 

The insured’s work refers to the work or operations of the insured 

as well as material and equipment used for the work. However, 

this exclusion does not apply when the work is performed by a 

subcontractor. 

 

• Property damage to impaired property 

 

Impaired property refers to property that cannot be used, or is less 

useful, because it incorporates the insured’s product or work. If 

property is impaired because of a defect in the product or work, 

the company will not pay for a loss or physical damage.  

 

• Product recall 

 

Losses and physical damage resulting from a product recall are 

excluded from coverage. 
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Personal and Advertising Injury Liability 

 

 The company will pay for the costs resulting from the 

insured’s legal obligations to pay because of a personal injury or 

advertising injury. A personal injury can include the following: 

 

• False arrest, detention, and imprisonment 

 

• Wrongful entry or eviction 

 

• Libel and slander 

 

• Violation of privacy rights 

 

An advertising injury includes the following: 

 

• Publication of slanderous or libelous material 

 

• Publication of material that results in a violation of privacy 
rights 

 
 
• Copyright infringement 

 

 

 

 



Core Concepts – P/C 
 

© American Education Systems, LC 282 

Medical Payments 

 

 This coverage section handles the medical expenses for 

persons injured in an accident on the insured premises or as a 

result of the insured’s operations. To receive coverage, the 

medical expenses must be incurred within one year of the 

accident. This coverage is paid without regard to liability. 

 

Supplementary Payments 

 

 Both the BI & PD coverage and personal and advertising 

injury liability coverage receive supplementary payments. These 

range from cost of bail bonds resulting from auto accidents and 

traffic violations, loss of earnings due to time off from work, pre-

judgment interest, and interest that accrues after entry of the 

judgment. 

 

Who is an Insured 

 

 The insureds include the named insured stated in the 

declarations. Along with the named insured, the following are 

classified as insureds: employees, drivers of mobile equipment 

owned by the insured, managers of real estate belonging to the 

insured, and organizations newly formed or acquired by the 

insured. 
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Limits of Insurance 

 

 The limits of insurance sections concerns the limits that the 

company will pay. These limits are broken into six categories: 

 

• General Aggregate Limit 

 

This is the maximum amount that the company will pay for the total 

of all damages under the BI & PD and personal damage & 

advertising coverages. This is also the maximum amount that the 

company will pay for the total of all medical expenses under the 

medical payments coverage.30 

 

• Products Completed Operation Aggregate Limit 

 

This is the maximum amount the company will pay under the BI & 

PD coverage because of physical injury or property damage in the 

products-completed operations hazard. 

 

• Personal & Advertising Injury Limit 

 

This is the maximum amount the company will pay under the 

personal & advertising injury limit. 

 

                                                           
30This excludes physical injuries and property damages included in the products-completed hazard. 
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• Each Occurrence  

 

This is the maximum amount the company will pay for the total of 

all damages under the BI & PD coverage and for medical 

expenses under the medical payments coverage resulting from 

one occurrence. 

 

• Fire Damage Limit 

 

This is the maximum amount the company will pay under the BI & 

PD coverage for property damage to rented premises from a 

single fire. 

 

• Medical Expense Limit 

 

This is the maximum amount the company will pay under the 

medical payments coverage resulting from a bodily injury 

sustained by any one person.  

 

 The final sections of the form include the conditions and 

definitions pertinent to the coverage.  

 

 The other CGL form is the claims-made form. The 

occurrence form covers claims that resulting from occurrences 

during the policy period. The claims-made form, on the other hand, 
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will only provide coverage for claims first reported during the policy 

period, provided the occurrence was after the retroactive date 

stated in the policy. If the occurrence happens before the 

retroactive date, the company will not pay.  
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Chapter Seven 
 

Social Insurance and the  
Property/Casualty Field 
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SOCIAL INSURANCE  

  

While private industry provides the majority of insurance 

services in the United States, there is a parallel set of insurance 

programs provided exclusively by state or federal government or in 

conjunction with state or federal government. These insurance 

programs are referred to collectively as social insurance. 

 

 The purpose of social insurance is to handle those needs 

that are not readily met within a competitive free market system. 

Social insurance develops in modern free market economies for 

three primary reasons: 

 

1. A free market economy naturally creates certain undesirable 
instabilities and variable economic insecurities; 

 
2. A competitive free market economy will naturally possess 

certain situations that are difficult to privately insure; 
 
3. Society possesses certain needs that affect all, or the vast 

majority, of its members; the federal government is usually 
the only organization with resources to meet these needs. 

 
 

Just as private insurance possesses basic characteristics, 

social insurance has elements specific to its nature. First, social 

insurance provides benefits that are mandated by law; in effect, 

these are entitlements. Second, social insurance is generally 
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compulsory. Third, social insurance provides benefits that are 

supplementary, providing only a safety net of income that meets 

specific basic needs.  

 

Social Security  

 

The best known—and most debated—social insurance 

program is Social Security, or Old Age, Survivors, Disability, and 

Health Insurance Program (OASDHI). Social Security is operated 

by the federal government and managed by the  

Social Security Administration. Participation in Social Security is 

mandatory for all persons eligible for coverage. Social Security can 

provide the following benefits: retirement benefits for the elderly; 

survivorship benefits for dependents of a deceased worker; 

disability payments for totally disabled workers; and medical 

benefits to the elderly.  

 

Unemployment Insurance 

 

 Unemployment insurance developed from the Social 

Security Act of 1935. Unemployment insurance programs are 

operated by state governments, and the specifics of each plan 

varies from state to state. All unemployment insurance programs, 

however, must meet minimum federal standards. In Michigan, 

unemployment insurance operations are supervised by the 

Michigan Employment Security Commission (MESC). 
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 The purpose of unemployment insurance is to provide 

income to workers who are temporarily and involuntarily 

unemployed. By providing an income safety net, unemployment 

insurance helps workers maintain their economic viability and 

subsequently provide stability to the workforce and economy. 

Unemployment insurance offices also help place workers in 

employment positions.  

 

 Eligibility for unemployment insurance in Michigan is based 

on a series of factors, all of which must be met unless specifically 

waived. First, one must be unemployed. This means the candidate 

did not work at all during the week or weeks for which benefits are 

claimed. If the candidate did work, the earnings must be less than 

one and one-half times the candidate’s weekly unemployment 

benefit rate.  

 

 Second, the candidate must be physically and mentally 

capable of working and actively seeking employment. The 

candidate is expected to maintain a log of their job search, 

detailing when and with whom they spoke. 

 

 Finally, the candidate must register for work and file an 

application with Job Service. The candidate must be ready and 

willing to take full-time employment for any shift during which his or 

her work is ordinarily performed.  
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 Determining whether the eligibility requirements have been 

met is accomplished by the Eligibility Review Program. The 

Eligibility Review is conducted by an MESC employee, and may 

be scheduled once every eight weeks while one is receiving 

unemployment benefits. 

 

 Determining the level of benefits one may receive from 

unemployment insurance requires demonstrating past employment 

and specific earning minimums over a set period of time. This 

information provides the “base period” and “credit weeks” that are 

used for benefit calculation.31 

 

 To receive benefits, a candidate must have at least 20 credit 

weeks within his or her base period or at least 14 credit weeks and 

gross base period wages greater than a specified multiple of the 

State Average Weekly Wage.32  

 

 In addition to state sponsored unemployment benefits, an 

unemployed worker may be eligible for benefits through federally 

sponsored programs. In Michigan, the MESC acts as the agent of 

the federal government for the following federal unemployment 

programs: 

 
                                                           
31 A “base period” is the 52 weeks prior to the week that an unemployment claim was filed; a “credit 
week” is a base period calendar week during which the candidate earned a specific amount, typically a 
multiple of the state’s minimum wage. 
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• Unemployment Compensation for Ex-Service Personnel (UCX) 

 

• Unemployment Compensation for Federal Employees (UCFE) 

 

• Adjustment Assistance for Workers Under the Trade Act of 

1974 

 

Major Federal Property Insurance Programs 
 
 
 The federal government makes insurance protection 

available for a series of loss exposures that private insurance 

providers largely avoid.  

 
 
• National Flood Insurance Program (NFIP) 
 
 

Floods are the most common natural disaster—more than 

80% of all federally declared disasters include flooding. In addition, 

the growth of the United States’ population has resulted in even 

more physical development in areas prone to floods. 

 

Prior to 1968, flood insurance was virtually impossible to find 

from a private insurer. In order to help reduce the costs of costly 

disaster relief payments, Congress authorized the National Flood 

                                                                                                                                                                      
32 Only 10 credit weeks can be used from employment in a business that is more than 50% owned by 
the candidate, the candidate’s son, daughter, or spouse, or any combination of the above.  
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Insurance Program (NFIP) through the National Flood Insurance 

Act of 1968.  

 

  The 1968 Act created the availability of federally subsidized 

flood insurance for owners of improved real estate or mobile 

homes located in a floodplain.33 To be eligible for this insurance, 

the property owner must be a member of a community that 

participates in the NFIP.  

 

 In order to participate in the NFIP, a community must adopt 

and enforce floodplain management measures for regulating all 

new construction. In addition, the community must ensure that 

substantial improvements to existing structures within Special 

Flood Hazard Areas (SFHAs) are designed to eliminate or 

minimize future flood damage.34 

 

 From 1968 until 1973, the purchase of flood insurance was 

voluntary. However, the Flood Disaster Protection Act of 1973 

made the purchase of flood insurance for many properties 

compulsory. Through this Act, regulated lending institutions could 

no longer make, increase, extend, or renew any loan secured by 

improved real estate located in an SFHA in an NFIP participating 

                                                           
33 The Act defines improved real estate as real estate on which a walled and roofed building, either 
completed or in the course of construction, is located. 
34 An SFHA is defined as an area within a floodplain that has a 1% or greater chance of flood 
occurrence in any given year. 
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community unless the secured property was covered by flood 

insurance for the life of the loan.  

 

 The National Flood Insurance Reform Act of 1994 further 

strengthened the 1973 Act by imposing new obligations on both 

mortgage originators and services, including mandatory escrow 

requirements for flood insurance mandatory provisions for forced 

placement.  

 

 For the purposes of coverage under the NFIP, a flood is 

defined as the following: a general and temporary condition of 

partial or complete inundation of areas that are normally dry. The 

inundation can result from: overflow of inland or tidal waters; the 

unusual and rapid accumulation of runoff or surface waters; 

mudslides that are proximately caused by flooding.  

 

 Federal flood insurance was initially available only through 

agents operating with the Federal Insurance Administration (FIA). 

Since 1983, a write-your-own (WYO) program has been in effect 

as a supplement to the FIA’s direct policy program. Through the 

WYO program, a private insurer sells flood insurance under its 

own name and collects the premiums. The private insurer 

completely services the policy, adjusts losses, and pays claims. If 

the insurer has losses not covered by premiums and investment 

income, it is reimbursed for the difference. Profits from the 

arrangement are returned to the United States Treasury.  
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• Federal Crime Insurance 

 

Federal crime insurance has been available in select states 

since 1971 through the Federal Crime Insurance Program. This 

program provides crime insurance in states where businesses 

and individuals find coverage difficult to obtain from private 

insurers. Federal crime insurance is sold by private sector 

insurance agents in eligible states and by a servicing carrier.  

 

There are two federal crime policies: a residential policy and 

a commercial policy. The residential policy covers the loss of 

personal property from a burglary or robbery while the property is 

on the insured premises or in the presence of the insured.35 In 

order to qualify, the individual seeking coverage must maintain 

protective devices that must meet a defined set of specifications. 

Under this program, all covered losses must be reported to the 

police—even a claim is not filed with the insurance company. 

 

The commercial crime policy covers industrial, commercial, 

nonprofit, and public property against a variety of crime perils. 

Coverage applies to robbery inside or outside of the insured 

premises, safe burglary, theft from the night depository, burglary 

or robbery of a security guard during non-business hours. It also 

                                                           
35 Burglary is the unlawful taking of property by someone uses forced entry to gain access to the 
premises; robbery is the unlawful taking of property by the use or the threat of violence.  
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covers physical damage to the premises caused by burglary or 

robbery. As with residential crime insurance, the insured must 

install and maintain specific protective devices and report all 

losses, whether a claim is filed or not.  

  
• Federal Crop Insurance 
 
 

Federal crop insurance is available through the Federal Crop 

Insurance Corporation (FCIC). The FCIC seeks to improve 

economic stability in agriculture by providing insurance for more 

than 60 crops. The FCIC is overseen by the Risk Management 

Agency (RMA). The management of the FCIC is vested in a Board 

of Directors that is subject to supervision by the Secretary of 

Agriculture.  

 

Crop insurance available through the FCIC is sold and 

serviced by private insurers. Policies are available that cover such 

perils as drought, hail, plant disease, freezing, and floods. 

Coverage through the federal program is available at subsidized 

rates.  

 

Fair Access to Insurance Requirements (FAIR) Plans 

 

 FAIR plans emerged out of the Urban Property and 

Reinsurance Act of 1968. The purpose of FAIR plans is to make 

property insurance available to urban property owners who would 
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be unable to obtain coverage in the regular insurance market. 

FAIR plans also make property insurance more available to 

property owners with exposures to losses over which they have no 

control. While the state government mandates FAIR plans, the 

administration is left to private insurers who share the costs.  
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WORKERS COMPENSATION AND EMPLOYERS 
LIABILITY INSURANCE 

 
 
The Development of Workers Compensation 
  
 

The oldest example of social insurance is workers 

compensation. Workers compensation developed out of the social 

needs created by a changing socio-economic environment. The 

19th-century in America witnessed a move from an agrarian 

economy to an industrial one. This new economy exposed a 

growing portion of the population to machinery that was continually 

becoming more complex, powerful, and dangerous. Machine 

safety mechanisms and effective workplace design were still in 

their infancy, and the number of disabling accidents increased at a 

disturbing rate. From this context, workers compensation 

insurance evolved with the aim of reducing the economic 

insecurity caused by occupational disability.   

 

Before the creation of actual workers compensation laws, 

employer liability for industrial accidents was determined by 

English common law. English common law was further refined by 

American courts into a body of case law that created a set of 

expectations for workers that included the following: 

 

• Provide a safe workplace; 
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• Provide reasonably safe tools and equipment; 

• Provide reasonably sufficient warning of work-place 

dangers; 

• Develop and enforce reasonable safety rules. 

 

At this early stage of development, workers injured on the 

job did have the right to sue their employers. However, under the 

common law of industrial accidents, the employer was able to 

counter the vast majority of suits through three common law 

defenses: 

 

• Contributory negligence doctrine 

If the employee’s negligence contributed to the injury, the injured 
worker could not collect damages. This was defense was often 
used and could serve as a complete defense. 
 
 

• Fellow-servant doctrine 
 

The worker could not collect damages if the injury resulted from 
the negligent actions of a reasonably competent fellow employee. 
 
 

• Assumption-of-risk doctrine 
 
The worker could not collect damages if he or she was aware of 
the risk and nevertheless proceeded. 
 
 
 As the pace of industrialization increased, and the number 

and severity of industrial accidents exploded, the legal situation 
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began to change. The beginning of the Progressive Era in the 

early 20th-century saw the creation of employers liability laws that 

weakened some of the old common law defenses, and eliminated 

others.  

 

 By 1907, 26 states had enacted laws to make it more difficult 

for employers to avoid liability for workplace injuries. In 1908, the 

federal government passed a workers compensation law that 

covered specific federal employees.  

 

 By 1910, leading members of the early labor movement 

began pushing for legislation to create benefits for workplace 

injuries, regardless of who was at fault. Their efforts first triumphed 

in Wisconsin in 1911. California, Nevada, New Jersey and 

Washington all followed with the passage of similar no-fault 

workers compensation laws in the same year. By 1948, every 

state in the nation had some form of workers compensation laws. 

 

 Workers compensation laws vary in specifics from state to 

state, but the majority have the following features: 

 

• Unlimited medical benefits 

 

• Disability income benefits 
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• Rehabilitation benefits 

 

• Death benefits 

 

Most states have a provision for an uncompensated waiting period 

following a “lost time” injury. Disability benefits can usually be 

applied retroactively, dating from the time the workplace injury 

occurred.  

 

Most occupations are covered by workers compensation. 

However, some job classes are exempted, or only partially 

covered. Typically, exempted workers include the following: 

agricultural workers, migratory workers, domestic workers, and 

casual employees. Some states permit the exemption of 

businesses with fewer employees than the minimum number 

mandated in their state law, and some states exempt a business 

owner’s relatives or partners. Employers may usually cover 

employees in an exempted class voluntarily.  

 

To comply with state law, an employer must obtain workers 

compensation coverage. The sources of workers compensation 

coverage are determined by the state’s own particular laws. The 

three possible methods of obtaining coverage are: 

 

• Purchase of a workers compensation policy from a private 
insurer 
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• Self-insurance 

• Obtaining coverage from a monopolistic or competitive 
state fund 

 

While each state is different in the specifics of its workers 

compensation requirements, the broad goals are the same: 

provide insurance coverage for employees suffering occupational 

injury and disease; promote economic stability; encourage 

workplace safety; reduce litigation. The differences in state 

workers compensation programs usually occur in the following 

areas:  

 

• Defining covered employment; 

 

• Defining the level and nature of benefits; 

 

• The presence (or absence) of a state monopolistic fund 

 

In Michigan, the following employers must carry workers 

compensation coverage: 

 

• All public employers; 
 
• All private employers regularly employing one or more 

employees 35 hours or more per week for 13 weeks or 
longer during the preceding 52 weeks;  
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• All private employers regularly employing three or more 

employees at one time (including part-time employees); 
 
 

• Agricultural employers that employ three or more 
employees 35 hours or more per week for 13 or more 
consecutive weeks;  

 
 

• Householders employing domestic workers if they employ 
anyone 35 hours or more per week for 13 weeks or longer 
during the preceding 52 weeks. 

 
 

For the purposes of workers compensation eligibility, 

Michigan law defines an “employee” as the following: any person 

in the service of another, under any contract of hire, express or 

implied. Typically, a partner or corporate officer is considered an 

employee of the partnership or corporation.  

 

Michigan law allows an employer to comply with the 

mandatory requirement for workers compensation coverage 

through the following: 

 

• Obtaining a policy from a licensed and approved 
insurance carrier; 

 
• Obtaining a policy through the assigned risk pool; 
 
• Obtaining coverage through a self-insured group fund; 
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• Obtaining authorization from the bureau director to be an 
individual self-insurer; 

 
• Filing an exclusion form with the bureau director. 

 

An employer can use an exclusion form only it all of its 

employees can be excluded according to the Workers Disability 

Compensation Act. The following employers may exclude 

employees: 

 

• Sole Proprietorship – When it has one or more employees 
and all employees are the spouse, child, or parent of the 
sole proprietor;  

 
• Partnership – When all employees are partners; 

 
• Stock Corporation – When all employees are corporate 

officers and own 10% or more stock in the corporation 
 
 

The Workers Compensation Policy 
 

The workers compensation policy contains a declarations 

page that is termed the information page. This page sets the 

effective date of the coverage and provides for any amending 

endorsements.  
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The second part of the coverage form is the general section. 

This section defines who is an insured, the meaning of workers 

compensation, and what is meant by the term state.36  

 

The remainder of the workers compensation policy is broken 

down in following manner: 

 

• Part One, Workers Compensation Insurance 

 

• Part Two, Employers Liability Insurance 

 

• Part Three, Other States Insurance 

 

• Part Four, The Insured’s Duty If Injury Occurs 

 

• Part Five, Premium 

 

• Part Six, Conditions 

 

The first three sections of the workers compensation policy 

refer to coverage types. The statutory compensation section and 

the employers liability section each possess their own sets of 

identifiable insuring agreements, conditions, and limitations.  

 

                                                           
36 The insured is the employer named in the information page; partners are insured there, and members 
of joint ventures can be added to the coverage by endorsement. 
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Part One –Workers Compensation Insurance 

 
 

 This section states the insurance coverage applies to bodily 

injury by accident or disease. To be covered, the bodily injury must 

occur during the policy period. Bodily injury by disease must be 

caused or aggravated by the conditions of employment. The 

employee’s last day of last exposure to the conditions causing or 

aggravating the injury or disease must also occur during the policy 

period. 

 

 This section states that the company will “pay promptly when 

due” the benefits required of the employee by workers 

compensation law.  

 

The policy further states that the company will maintain the 

right and duty to defend any claim, proceeding, or lawsuit against 

the insured for benefits payable by the coverage. In order to 

accomplish this task, the company retains the right to investigate 

and settle claims, proceeding, and lawsuits. The company will also 

pay the following costs that may accrue from a claim: 

 

• Reasonable expenses incurred at the company’s request, but 
not loss of earnings;  
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• Premiums for bonds to release attachments and for appeal 
bonds in bond amounts up to the amount payable under the 
coverage; 

 
• Litigation costs taxed against the insured; 

 

• Interest on a judgement as required by law until the company 
offer the amount due under the coverage; 

 
• Expenses the company incurs 

 
 

The company will not, however, pay more than its share of 

benefits and costs required by the workers compensation 

insurance and other insurance or self-insurance. In addition, the 

insured is responsible for any benefits in excess of the payments 

regularly provided by workers compensation law, including those 

required because of the following: 

 

• The insured’s serious and willful misconduct; 

 

• The insured knowingly employs a worker in violation of 
the law; 

 
 
• The insured fails to comply with health or safety laws and 

regulations; 
 
 
• The insured fires, coerces, or otherwise discriminates 

against an employee in violation of workers compensation 
law. 
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This section of the policy states that the principle of 

subrogation is in force for the coverage. The company holds the 

insured’s rights, and the rights of persons entitled to the benefits of 

coverage, to recover payments from anyone liable for injury. In 

addition, the insured must do everything reasonable to protect 

these rights. 

 
Part Two—Employers Liability Insurance 

 
  

 The second part of the policy concerns employers liability 

insurance. This coverage applies to bodily injury by accident or 

disease.  The bodily injury must result from and in the course of 

the workers employment by the insured. The injury by accident 

must occur during the policy period. Injury by disease must be 

caused or aggravated by the conditions of employment. The 

employee’s last day of last exposure to the conditions causing or 

aggravating the disease must occur during the policy period. 

  

 If the insured is sued, the original suit and any related legal 

actions for damages must be brought in the United States, its 

territories or possessions, or Canada.  

  

The company will pay all sums that the insured must pay as 

damages because of bodily injury to employees as long as the 
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bodily injury is covered by this employers liability insurance. The 

company will pay for the following damages (where recovery is 

legally permissible): 

 

• Damages for which the insured is liable to a third party by 
reason of a claim or suit; 

 
• Damages for care and loss of services; 

 
• Damages for consequential bodily injury to a spouse, 

child, parent, brother, or sister of the injured employee, 
provided that the damages are the direct result of bodily 
injury resulting from and in the course of the injured 
worker’s employment with the insured. 

 
 

This section of the policy outlines the company’s right and 

duty to defend the insured in event of a lawsuit. The company’s 

commitment to pay for costs resulting from legal action, as well as 

its rights to subrogation, is the same as in the previous section. 

 

Unlike the previous policy section, however, Part Two of the 

policy specifically states both exclusions and limits of liability. 

There are twelve exclusions listed. The company will not provide 

coverage for the following: 

 

1. Liability assumed under a contract; 
 
2. Punitive or exemplary damages because of bodily injury 

to a worker employed in violation of the law; 
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3. Bodily injury to a worker while employed in violation of law 
with the insured’s, or the insured’s executive officers’, 
actual knowledge; 

 
4. Any obligation imposed by a workers compensation, 

occupational disease, unemployment compensation, or 
disability benefits law; 

 
5. Bodily injury intentionally caused or aggravated by the 

insured;  
 

6. Bodily injury occurring outside the United States, its 
territories or possessions, and Canada;37 

 
7. Damages resulting of wrongful discharge, coercion, 

discrimination, defamation, or harassment of an 
employee; 

 
8. Bodily injury to any person in work that is subject to the 

Longshore and Harbor Workers Compensation Act, the 
Nonappropriated Fund Instrumentalities Act, the Outer 
Continental Shelf Lands Act, the Defense Base Act, the 
Federal Coal Mine Health and Safety Act of 1969, and 
any other federal workers or workers compensation laws; 

 
9. Bodily injury to any person in work subject to the Federal 

Employers Liability Act, any other federal laws obligating 
an employer to pay damages to any employee due to 
bodily injury resulting from or in the course of 
employment, or any amendments to those laws; 

 
10. Bodily injury to a master or member of the crew of any 

vessel; 
 

11. Fines or penalties imposed for violation of federal or 
state law; 

                                                           
37 However, this exclusion does not apply to bodily injury  to a citizen or resident of the United States 
or Canada who is only temporarily engaged in a foreign country.  



Core Concepts – P/C 
 

© American Education Systems, LC 310 

 
12. Damages payable under the Migrant and Seasonal 

Agricultural Worker Protection Act. 
 

 

The sums for the employers liability coverage are listed on 

the policy’s information page. There are two separate limits for 

bodily injury by accident and bodily injury by disease. The 

company will not pay any claims for damages beyond the 

applicable limit of liability in the contract.  

 

The final part of the employers liability insurance section is 

titled “Actions Against Us.” It outlines the insured’s rights to sue 

the company under the terms of the policy.  

 

Part Three – Other States Insurance 

  

 This section is a policy feature that replaces the broad form 

all states endorsement. The feature is aimed at situations in which 

the insured faces out of state operations. It provides for 

reimbursement to the insured for the benefits required by the 

workers compensation law if the company is not legally permitted 

to pay benefits directly (e.g., the insurer is non-admitted in the 

other state). 

 

 The other states insurance applies only to states listed in the 

information page. It is operational when the insured begins work in 
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one of the named states after the effective date of the policy and if 

the insured is not insured or self-insured for such work. 

 

 

Part Four—The Insured’s Duty if Injury Occurs 

 

 Should injury occur, the insured is responsible for performing 

the following duties: 

 

1. Inform the company that an injury has occurred; 
 
2. Provide for immediate medical and other services 

required of workers compensation law; 
 

3. Provide the company with all notices, demands, and legal 
papers relating to the injury, claim, proceeding suit; 

 
4. Cooperate fully with the company in the investigation, 

settlement or defense of any claim, proceeding or suit; 
 

5. Do nothing after an injury occurs that would interfere with 
the company’s right to recover; 

 
6. Do not voluntarily make payments, assume obligations or 

incur expenses, except at the insured’s own cost. 
 

Part Five—Premiums 

 

 This section is broken into seven parts. It concerns how the 

cost of workers compensation coverage will be afforded.  
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 The first part states the premiums for the policy will be 

determined by the company’s manuals of rules, rates, rating plans 

and classifications. In this part, the company reserves the right to 

change its manuals and apply the changes to the policy if and 

when authorized by law or a governmental authority with 

controlling authority. 

 

 Part two of this section describes how jobs will be classified. 

Essentially, it restates the concept of grouping by homogenous 

exposure units for statistical purposes. 

 

 The third part states that the premium for each work 

classification will be determined by multiplying a rate times a 

premium basis. The premium basis includes payroll and all other 

remuneration paid or payable during the policy period.  

 

 Parts four through seven of this section deal with the 

mechanics of the premium. For example, these sections state 

explicitly that the premium must be paid when due; the stated 

premium must be paid even if part or all of the workers 

compensation law is not valid.  

 

 This section of the policy also states that the premium shown 

on the information page is an estimate. The final premium is 

determined after the policy ends by using the actual, not the 

estimated, policy premium basis. If the final premium is more than 
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what the insured paid to the company, the insured must pay the 

balance. Should the insured have paid more than is actually owed 

to the company, the company will refund the balance.  

 

 If the policy is cancelled by the company, the final premium 

is calculated pro rata based on the time the policy was in force. If 

the insured cancels, the final premium is more than pro-rata. The 

final premium in this instance will be based on the time the policy 

was in force, and increased by the company’s short rate 

cancellation table and procedure.  

 

 In this section, the company affirms its rights to conduct 

necessary audits of all pertinent records belonging to the insured. 

The insured is advised of his or her duty to keep accurate records, 

and provide copies of these records to the company when 

requested. 

Part Six—Conditions 

• Inspection 
 

The company has the right to inspect the insured’s workplaces at 
any time. The company’s inspections are not safety inspections, 
and the company does not warrant that the insured’s workplaces 
are safe and in compliance with applicable laws, regulations, 
codes, or standards. The company may recommend changes; the 
company may also provide the insured with reports of the findings 
of any inspections undertaken. 
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• Long Term Policy 
 

If the policy period is longer than one year and sixteen days, all 
provisions of the policy will apply as though a new policy were 
issued on each annual anniversary that the policy is in force.  
 
 

• Transfer of Rights and Duties 
 

The rights and duties of the insured in the policy cannot be 
transferred without the written consent of the company. Should the 
named insured die, the company will cover the deceased insured’s 
legal representative if notice is received within thirty days after the 
named insured’s death. 
 
 

• Cancellation 
 

The policy may be cancelled. The insured may cancel the policy 
by mailing or delivering written notice to the company. The 
company may cancel the policy, but must provide the insured with 
ten days prior notice.  
 
 

• Sole representative 
 

The first named insured on the information page acts as sole 
representative of the other insureds. The first named insured is the 
only insured to possess authority to change the policy, receive 
return of premium, and cancel the policy. 
 
IMPLICATIONS OF TRIA  
 
 

 The Terrorism Risk Insurance Act of 2002 (TRIA, the “Act”) 

was passed by Congress on November 19, 2002 and signed into 
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law November 26, 2002. TRIA provides a federal control for 

certain acts of terrorism via a temporary federal program for 

sharing with the insurance industry the risk of loss from foreign 

terrorist attacks. This control program is construed to “protect 

consumers by addressing market disruptions and ensure the 

continued widespread availability and affordability of property and 

casualty insurance for terrorism risk” and “allow for a transitional 

period for the private markets to stabilize, resume pricing of such 

insurance, and build capacity to absorb any future losses, while 

preserving State insurance regulation and consumer protections.” 

TRIA affects the following entities: 

 

• A licensed or admitted insurer in any state; 

• An eligible surplus lines carrier listed on the NAIC Quarterly 

Listing of Alien Insurers; 

• An insurer approved to offer property and casualty insurance by 

a federal agency in connection with maritime, energy, or 

aviation activity;  

• A state residual insurance entity or state workers comp fund; or 

any captive or other self-insuring entity approved by the 

Secretary of the Treasury. 

 

 The TRIA does not impose any duties or responsibilities on 

individual agents/producers. However, agents may have a role in 

working with insurers on their compliance with TRIA since agents 
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are typically the primary contact point with policy holders. Insurers 

may require agents to provide clients with notices of premium 

charges for insured losses covered by the program and the federal 

government share of compensation for insured losses. Insurers 

may also require agents to provide notices that allow them to 

exclude coverage for acts of terrorism. 

 

 The TRIA is triggered with the Secretary of Treasury, in 

concurrence with the Secretary of State and Attorney General, 

certify an event as an “act of terrorism.” To be certified as an “act 

of terrorism,” the act must: 

 

• Be violent or dangerous to human life, property, or 

infrastructure; 

• Result in damage within the United States, or outside the 

United States in the case of certain air carriers, vessels or 

missions; and 

• Be committed by someone acting on behalf of a foreign person 

or interest, as part of an effort to coerce the civilian population 

of the United States or to influence the policy or affect the 

conduct of the United States’ government. 

 

An act is not one of terrorism if it is committed as part of a war 

declared by Congress.38 For the purposes of coverage under 

                                                           
38 This exclusion does not apply to workers compensation claims. 
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TRIA, an act does not qualify as terrorism if the property and 

casualty losses, in the aggregate, do not exceed $5 million. In 

addition, an act does not qualify should it happen in occurrence 

with another act not defined as terrorism under TRIA.  

 

 The TRIA applies to insured losses from acts of terrorism for 

primary and excess commercial lines insurance, including workers 

compensation coverage and bonds. TRIA excludes personal lines, 

crop, livestock, mortgage, financial guaranty, medical malpractice, 

flood, life, and health insurance. TRIA requires that coverage for 

insured losses for acts of terrorism not differ materially from the 

terms, amounts, and other coverage limitations applicable to 

losses arising from events other than acts of terrorism. Therefore, 

to the extent that exclusions or limitations otherwise apply to 

coverages (e.g. nuclear, flood), it is possible that coverage for acts 

of terrorism may similarly be excluded or limited.  

 

 TRIA allows insurers to charge a premium for any terrorism 

exposures that are insured but not reimbursed by the federal 

government. For acts of terrorism covered by TRIA, the rates and 

forms applied to individual properties and classes of exposures 

are not subject to prior approval or waiting periods under state 

laws. However, rate filing that are determined to be excessive, 

inadequate or unfairly discriminatory can still be nullified by states. 

In addition, forms previously subject to prior approval by states are 

now subject only to subsequent review.  
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 Under TRIA, insurers are must clearly and conspicuously 

disclose to policy holders the premium charged for insured losses 

covered by the federal backstop program and the federal 

government share of compensation for insured losses. The 

disclosure timeframe is as follows: 

• For any policy issued prior to November 26, 2002, notice must 

be given by February 24, 2003; 

• For any policy issued between November 26, 2002 and 

February 2003, notice must be given at the time of offer, 

purchase, and renewal of the policy; and 

• For any policy issued after February 24, 2003, notice must be 

given on a separate line item in the policy at the time of offer, 

purchase, and renewal of the policy.  
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Glossary of Terms 
(Required reading for the final exam) 
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GLOSSARY OF TERMS 
 
 
actual cash value (ACV) The replacement cost of 

property less its depreciation. 
 
adhesion  A legal principle in insurance contracts. It 

states that insurance company’s prepare contracts 
and offer them to consumers on a take-it-or-leave-it 
basis. Ambiguities in adhesion contracts are usually 
decided in favor of the consumer. 

 
aleatory  Dependent on chance. An insurance 

contract is aleatory in nature because it may or may 
not provide more in benefits than premiums paid. 

 
bid bond  A surety bond guaranteeing that the bidder 

will sign the contract and post a construction bond. 
 
bilateral contract  A contract which comprises an 

exchange of a promise for a promise. 
 
binder A temporary insurance contract used to provide 

coverage until a permanent contract is issued. 
 
bodily injury Physical damage to one’s person. 
 
bond A form of suretyship. This is a legal instrument 

that forces one party to reimburse another party 
should this person suffer a loss because of the 
bonded person’s failure to act or complete an action. 
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building and personal property coverage form (BPP)

 A commercial form comprising the definitions 
and description of the property insured, as well as 
any limitations or extensions of coverage. 

 
burglary  The unlawful taking of property from a 

premises to which access was gained through forced 
entry. 

 
civil law  Legal proceedings directed towards 

wrongs against individuals and organizations. 
 
claims-made policy A policy designed so that the 

insurer pays only claims made during a certain year 
in that year. For example, under this formula, the 
company would not pay for a claim made in 1998 if 
the claim was made in 1999—even if coverage was 
in place in 1998. 

 
coinsurance  A clause that requires the insured to 

insure in value or share the loss with the company. 
 
commercial general liability (CGL) A business 

liability policy designed for a wide variety of business 
uses, covering premises operations, product liability, 
completed operations, advertising and personal and 
personal liability, and medical payments. 

 
commutative contracts  Contracts providing an 

equal exchange of values between parties. 
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conditions Actions that the insured must take, or 
continue to take, for the policy to remain in force and 
the company process a claim. 

 
consideration  In contract law, anything of value 

exchanged for a promise or for performance needed 
to make an instrument binding on the contracting 
parties. 

 
contract  An agreement that embodies a set of 

promises that are enforceable by law. 
 
contributory negligence Partial guilt or negligence in 

a civil lawsuit where both parties are to blame. 
 
coverage  Protection under an insurance policy. In a 

property insurance contract, coverage lists perils 
insured against, properties covered, locations 
covered, individuals insured, and the limits of 
indemnification. 

 
criminal law  Legal proceedings directed towards 

wrongs against society, such as rape, murder, and 
robbery. 

 
declarations  The section of an insurance policy 

that provides information such as the insured’s name 
and address, policy number, location of property, etc. 

 
direct loss A property loss in which the insured peril is 

a proximate cause (an unbroken chain of events) of 
the physical damage. 
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direct writer A property insurer that distributes its 
products through a direct selling system. 

 
dollar threshold The dollar limit above which an 

insured may bring a tort action in no-fault insurance. 
 
dwelling  The building structure on the residence 

premises that is principally used as a private 
residence. The dwelling also includes building 
structures attached to the residence premises. 

 
dynamic risks  Risks having to do with the changing 

economy and/or changes in human wants and 
desires. 

 
 errors-and-omissions (E&O) Insurance coverage 

for professionals. Provides protection for negligent 
acts and/or omissions resulting in bodily injury, 
personal injury, and/or property damage liability to 
clients. 

 
estoppel  To stop or bar. A legal doctrine in which a 

person may be required to do something or be 
prevented from doing something that is inconsistent 
with previous behavior. 

 
exclusions Provisions in an insurance policy that 

restrict or deny coverage to certain perils. 
 
Fair Access to Insurance Requirements (FAIR) 

Federally established insurance plans designed to 
ensure the availability of property insurance. 

 



Core Concepts – P/C 
 

© American Education Systems, LC 324 

file and use A rate–making system under which state 
government regulators allow insurers to file new 
property-liability rates and use them subject to later 
approval. 

 
flood For the purposes of property insurance, a flood 

is defined as an event with the following: an overflow 
of inland or tidal waves; an unusual and rapid 
accumulation of surface run-off waters; mudslides. 

 
friendly fire A fire purposely created and confined to a 

specific area, such as a stove or boiler. 
 
general agent  (GA) An agent serving an insurance 

company as a supervisor of operations in a specific 
area. Typically hires, trains, and manages agents 
and supports home office administration. 

 
hazards  Conditions or circumstances that increase 

the likelihood or severity of a loss. 
 
hostile fire A fire that occurs outside of, or escapes 

from, the confines of its normal habitat. 
 
indemnity The restoration of an insured to his or her 

approximate financial position before a loss. 
 
indirect loss A loss that occurs indirectly as a 

consequence of a given peril. Also known as a 
consequential loss. 

 
insurance A transfer mechanism for contractually 

shifting burdens of a number of pure risks by pooling; 
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a business sector of the economy; a specific 
category of contract. 

 
insured  The party covered by an insurance policy. 

In property & casualty insurance, the insured can 
include members of the insured’s household, 
including the spouse, relatives, and other individuals 
under his or her care, custody, and control (if under 
the age of 21). 

 
insured premises Real property that is occupied and/or 

under the care, custody, and control of an insured. 
 
law of large numbers A mathematical principle stating 

that: (1) as the number of exposure units increases, 
the more accurate the prediction;  (2) the less the 
deviation of the actual losses from the expected 
losses. 

 
Lloyds association An organization of individuals 

that underwrite insurance on a cooperative basis 
where individuals are personally liable for losses. 

 
McCarran-Ferguson Act ( Also known as Public Law 

15.) Legislation passed by Congress in 1945 
declaring that states may continue to regulate the 
insurance industry. 

 
misrepresentation  Any misleading statement made 

in the sale of insurance. 
 
monoline policy Insurance protection written in the 

form of a single line policy. 
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 morale hazard A hazard resulting from a individual’s 

careless attitude. 
 
moral hazard  A hazard resulting from an 

individual’s indifferent or dishonest attitude. 
 
multiple line policy  A policy that consists of a 

combination of coverages from property and liability 
insurance policies. 

 
mutual insurance company An insurance company 

owned by the policy-owners. 
 
National Association of Insurance Commissioners 

(NAIC) The national membership organizations of 
insurance commissioners and regulators. Promotes 
uniformity of state regulation. 

 
National Flood Insurance Program (NFIP) 

 Property insurance program for flood insurance 
arising out of the National Flood Act of 1968. 

 
named insured The person, business, or organization 

specified as the insured in the declaration pages of a 
property or liability contract. 

 
negligence The failure to exercise the degree of care 

required by law. 
 
nonconcurrency A circumstance under which several 

insurance policies cover an insured’s property 
against damage or destruction, but the insured is still 
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not fully covered because the limits of coverage, 
property insured, and perils covered are not the 
same in each of the policies. 

 
no-fault  A type of automobile insurance that is an 

alternative to the tort liability system. No-fault 
insurance law provides indemnity for property and 
liability losses without regard to fault. 

 
objective risk  The relative variation of actual loss 

from expected loss. 
 
obligee In a surety bond, the party to be reimbursed if 

he or she suffers a loss because of a failure by the 
obligor. 

 
obligor The person bonded in a surety bond. 
 
Paul v. Virginia An 1869 Supreme Court decision that 

determined an insurance policy is not an instrument 
of commerce, and not subject to federal regulation. 

 
personal automobile policy (PAP) The form of 

policy in automobile insurance that usually replaces 
the family automobile policy (FAP). 

 
personal lines  The lines of property and liability 

insurance that cover individuals rather than 
businesses and institutions. 

 
personal umbrella policy A liability policy that 

broadens existing comprehensive personal liability 
and personal auto liability coverages. 
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policyholder The individual or entity that owns an 

insurance policy. Generally used synonymously with 
policy-owner. 

 
principal  In a surety bond, the principal is the person 

bonded. 
 
professional liability Liability arising out of error or 

negligence by a professional person in the course of 
performing his or her professional duties. 

 
pro-rata liability clause  Provision in a property 

insurance policy that spreads the payment obligation 
proportionally among all the companies that have 
written a policy on the property. 

 
proximate cause The direct cause of an event; the end 

result of an unbroken chain of events. 
 
pure risk  A situation in which there are only the 

possibilities of loss or no loss. 
 
rate making The process of developing pricing 

structures for insurance. 
 
rating bureau  A cooperative organization among 

insurers that rates and prepares new policy forms 
according to the mandated guidelines established by 
the state insurance department. 
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reciprocal exchange An unincorporated association 
with each insured insuring the other insureds within 
the association. 

 
reinsurance  Shifting of risk from a primary insurer 

(the ceding company) to another insurer (the 
reinsurer). 

 
replacement value Property insurance that pays for the 

current replacement cost of property without 
deducting for depreciation. 

 
real property  Physical structures attached to the 

land. 
 
residence premises One- to two-family dwelling, 

other structures, grounds, and that part of any other 
building where one resides. 

 
risk  The uncertainty regarding a loss. 
 
risk avoidance The conscious attempt to avoid 

risk(s). 
 
risk management  The systematic procedure to 

minimize the effects of financial loss. 
 
risk retention  The conscious assumption or 

acceptance of risk. 
 
risk transfer The transfer of risk from one party to 

another. 
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robbery  Unlawful taking of property from others 
through force, the threat of force, or violence. 

 
self insurance  A form of risk retention. A company 

insures itself by establishing a fund to pay for losses 
from a group of homogenous exposure units.  

 
social insurance Insurance plans operated by public 

entities, usually on a compulsory basis. 
 
South Eastern Underwriters Association (SEAU) case

 A 1944 U.S. Supreme Court ruling that 
established that insurance business conducted 
across state lines constitutes interstate commerce. 
Effectively overturned the 1869 Paul v. Virginia 
decision. 

 
speculative risk An uncertainty that could produce a 

financial gain or loss. 
 
Standard Fire Policy The standard fire policy form, 

originating in New York,  that is used in most states.  
Also known as the 165-line policy.  

 
static risks Risks connected with losses that are 

caused by the irregular action of natures or human 
mistakes and misdeeds. 

 
stock company An insurance company organized as 

a profit-making enterprise. 
 
subjective risk Risk based on a person’s mental 

condition or state of mind. 
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subrogation The surrender of rights by an insured 

against a third party to the insurance company that 
has paid the claim. 

 
surety In a bond, the party who agrees to reimburse 

the obligee. 
 
surety bond A financial guarantee bond in which one 

party agrees to make good the default or debt of 
another. 

 
surplus lines   Insurance coverage not available 

from an admitted insurer in the regular market. 
 
theft  The act of stealing. 
 
title insurance Coverage for losses if a land title is 

not free and clear of defects that were not known 
when the title insurance was written. 

 
tort  A civil wrong (other than breach of contract). 
 
uberrimae fidei “Utmost good faith.” The assumption 

that an agreement is made in good faith; where an 
absence of good faith can be found, an insurance 
contract can be nullified. 

 
underwriter A person functioning in the capacity of 

determining whether an applicant is insurable or 
uninsurable. If insurable, the underwriter determines 
at what rate the person may be insurable. 
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underwriting  The process of examining and 
classifying risks in order to charge the proper 
premium for insurance. 

 
verbal threshold  A verbal threshold means that a 

suit for damages in a no-fault claim is determined by 
specified, serious injuries. 

 
voluntary coverage An insurance contract purchased 

at the discretion of the buyer. 
 
workers compensation insurance Insurance that 

pays medical costs and disability income for persons 
injured in the workplace or suffering from an 
occupational illness. 
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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.39  
 
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 most current 
material at hand, changes in the insurance industry, law, or regulations may make this 
book outdated. 
 

                                                           
39 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. 
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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, 
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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 
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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.” 
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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 
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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.  
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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 
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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.  
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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.  
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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 



Core Concepts – P/C 
 

© American Education Systems, LC 345 

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. 
 



Core Concepts – P/C 
 

© American Education Systems, LC 346 

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.  
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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 
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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. 
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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 
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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.40 
• 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.” 

                                                           
40 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. 
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• 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 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.   
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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 
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• 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) 
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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) 
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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 
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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 
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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 
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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.41 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-

                                                           
41 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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incriminating, the witness will be granted immunity from 
prosecution or criminal action as a result of the testimony.42 
 
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 
 
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 

                                                           
42 An exception is perjury, which will result in the witness being charged accordingly. 
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$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. 
 
 



Core Concepts – P/C 
 

© American Education Systems, LC 361 

 
 
 

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. 
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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 
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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. 
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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. 
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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.  
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• 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.43 

 
 
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 
 
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 
                                                           
43 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. 
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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, 



Core Concepts – P/C 
 

© American Education Systems, LC 368 

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.44 

 
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 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 

                                                           
44 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. 
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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 
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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 
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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 sell 
insurance. 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.  
 
Formerly, producers had to maintain at least one active 
appointment with an admitted insurer at all times, or risk 
loss of license. Producers without an active appointment 
had 60 days in which to acquire one and automatically 
reactivate their license without examination. The license 
could 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 was terminated. (Currently, the producer 
may maintain the license simply by completing CE.) 
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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 
24credit hour continuing education (CE) requirement every 
two years. Of the 24credit hours, 3 must qualify as “ethics”. 
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   1-1-07   1-1-08 
     2   2-1-07   2-1-08 
     3   3-1-07   3-1-08 
     4   6-1-07   6-1-08 
     5   7-1-07   7-1-08 
     6   8-1-07   8-1-08 
     7   9-1-07   9-1-08 
     8         10-1-07        10-1-08 
     9         11-1-07         11-1-08 
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     0         12-1-07         12-1-08 
 
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 12-1-08in order to maintain the 
license. The subsequent CE review date would be 12-1-10.  
 
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 
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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 interest45 

 
• 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 

                                                           
45 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. 
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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 
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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. 
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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.  
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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.46 
 
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. 

                                                           
46 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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• 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. 
 
 
 
 

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 
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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; 



Core Concepts – P/C 
 

© American Education Systems, LC 381 

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 
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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.47 
 
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 

                                                           
47 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. 
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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 
 
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.48 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. 
 
                                                           
48 Obviously, this does not apply to non-cash value policies such as term life insurance. 
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Insurance Advertising Regulations 
 
 
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 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 
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• 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 
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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 
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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.  
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•  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. 
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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. 
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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 
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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.49 
 
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.50 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 
 

                                                           
49 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. 
50 “Eligible class of employees” refers to occupational groups. 
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Newborn Coverage 
A health insurance policy must provide coverage for 
newborns. This coverage includes injury, sickness, 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 
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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. 
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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 
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provided by chiropractors, psychologists, podiatrists, 
dentists, and optometrists.51 
 
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. 

 
• 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 
                                                           
51 In the case of optometrists, reimbursement for eyeglasses, bifocals, and contact lenses is not required 
unless specifically provided for in the policy.  
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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 guaranteed52 
                                                           
52 The guaranteed renewability is waived if the insured fails to pay the required premium 
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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 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 
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• 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 
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• “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: 
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• 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 
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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 

 
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.  
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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.  
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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.53 
 
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).  

                                                           
53 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. 
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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.  
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 
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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 
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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 
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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 
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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.  
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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). 
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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 
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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.54 Group 
members must have voting privileges.   
 
 
Required LTC Policy Standards and Provisions 
 
Guaranteed Renewable 

                                                           
54 This requirement is waived in the case of credit unions. 
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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. 
 
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 
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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 disorders55 
 
• Alcohol and/or drug abuse 

                                                           
55 The insurer may not limit or exclude more than the following: neurosis, psychosis, psychopathy. 
This exclusion does not pertain to Alzheimer’s. 
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• 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. 
 
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 
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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  
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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 
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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.56 
 
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. 
 

                                                           
56 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. 
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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.  
 
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.57 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.  
 

                                                           
57 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.   
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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.58  
 
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.59 The association is funded by member 
assessments.   
 
Its purpose is to protect policy owners, insureds, 
beneficiaries, and annuitants from insurer insolvency. The 
association guarantees, assumes, or reinsures an insurer’s 

                                                           
58 Unlike warranties, which are statements of fact guaranteed to be true. 
59 Exceptions include non-profit organizations, fraternal benefit societies, and HMOs. 
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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. 
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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. 
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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 ] 
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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 
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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).60 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 

                                                           
60 “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. 
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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 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 
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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 
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• 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; 
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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.61 
 
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: 
 
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; 

 

                                                           
61 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. 
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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.62  
 
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 

                                                           
62 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. 
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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. 
 
 
• 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 
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[ 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.63 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 

                                                           
63 The MHPA does not affect the terms and conditions relating to the amount, duration, or scope of 
mental health benefits. 
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when application of these provisions causes an increase in 
the cost under the plan or coverage of at least one percent.64  
 
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 
                                                           
64 However, all plans must implement parity for at least six months to determine increased costs. 
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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 
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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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